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My plans for my work at the Wissenschaftskolleg were to work on the use
of network models in economics. Neoclassical economics has lately begun
to incorporate institutional elements into its models, and thusto try to
come to terms with itsrival, the institutional school. One way in which this
can be done is by using networks as descriptions of ingtitutions, i.e., of hu-
mans or groups of humans and their interactions, and superimpose them
on the economic model. One aspect which should receive particular atten-
tion is the dynamic properties of such networks, which consist of humans
who gain new skills through repeated contacts: this clearly throws up ele-
ments of investment in human capital and of learning through doing. The
network model is particularly well suited to the study of economic systems
and their evolution, e.g., for the study of the causes of the collapse of the
East European socialist economies and of their transitional paths out of
the bureaucratized planning system. In particular, it underlines the diffi-
culty of the Big Jump, the sudden shift to market economies: this requires
the construction of new institutions, something that requires heavy invest-
ment in human (and other) capital, and time.

Eventsin eastern Europe, the sudden collapse of the old order of centra-
lized management in most countries of the former Soviet block, and in
particular the collapse of the Wall in Berlin and the disappearance of the
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GDR, on whose economy | had based the empirical part of my work, oc-
curred while | was packing up to come to the Kolleg. It was already clear
that while the political and social changes were quite radical, most state
enterprises in the block did not change their mode of operation: although
it was clear that enterprises that did not become profitable had no chance
of long run survival, they did not introduce the radical changesin the
goods they produced and in their production methods that the new condi-
tions required. My research plans would have made me go into the eco-
nomics of the firm in general and the Soviet-type enterprise in particul ar;
this now became the central focus of my work at the Kolleg. | have worked
on acomplex of problems that tries to understand the Soviet-type enter-
prise as afirm that functionsin an environment that differs from that of a
capitalist firm, where the environment is composed of institutions which
take time and resources to build. These problems have been dealt with in a
number of separate papers on which | have been working at the Wissen-
schaftskolleg.

The basic paper is provisionaly entitled "A Simple Model of the New,
Non-optimizing Firm which the Capital Market, but not Bureaucracy,
may lead to Invest Wisely", atitle that may perhaps reveal much of its con-
text. It argues that eastern European events cannot be squared with a view
of the firm as arational, hence optimizing, organism. If it were one, the ex-
GDR enterprise would have changed its mode of operation once the
changeover to a market economy took place upon the formation of the
Currency Union with the Federal Republic in July 1990. If they did not, it
must have been some friction, some costs of change, which inherein the
economic environment of eastern Europe's countries and made it difficult
for them to change their policies. The models of Nelson and Winter, NeW
in the title, provided a building block for a different model of the firm.
Each organization has a policy, consisting of a sequence of investments as
well as programmed responses to foreseeable circumstances. This policy is
embedded in its human capital, and to change it and introduce another
one requires investment, i.e., time and resources. These are the elements of
friction in the model. Which policy will be selected from those known to
the firm's management depends on the environment, and here the capital
market plays amajor role. The threats of takeover or bankruptcy force
most firms in the competitive market to adopt the most profitable policies.
Not al: afamily firm or a cooperative are exempt from this sanction and
need not aim at maximizing profits.

A paper "On the Impossibility of Market Socialism” continues this
theme and asks whether the state which abolishes the capital market can
assign itstasks to one or many state organizations, e.g., to its economic
hierarchy. It uses arguments on the lack of competition and bureaucrati-
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zation, the latter advanced by Tirole, to show why alarge hierarchy finds it
difficult to wind up afirm or even change its management. This fact by it-
self provides the firm with a near assurance of continued existence and a
soft budget constraint (Kornai). As aresult, the socialist firm is not con-
strained by the market to maximize profits, develops an aversion to
change and reacts sluggishly to changes in market conditions, or, in other
words, has avery low supply and demand elasticity. It isthis latter that
forces the hierarchy to take upon itself the task of allocating resources, of
maintai ning balance in the economy through a system of material balan-
Ces.

A paper on "Games Planners Play" provides a game theoretical expla-
nation for the low supply and demand elasticity of the socialist firm, which
functionsin an environment from which the capital market is absent. It
also shows why material balancing makes planners provide incentives
which deviate markedly from profit, or firm value, maximization. A paper
on "The Socialist Firm, the Value of Capital, and Transition to Capital-
ism" explains how the asymmetric incentives affected the process of invest-
ment and the accumulation of capital in the countries of eastern Europe in
away that makes the transition to a well functioning market economy
slow and arduous.

My work on this complex of problemsis by no means complete, and the
papers are in various phases of completion, as are some others which |
have worked on but space does not permit me to elaborate on here. | shall
also have to find some other time to work on the basic network view,
which has been relegated to arear position by the work that | mentioned
above. Thistime they will not be able to thrive on the extraordinary envi-
ronment of the Wissenschaftskolleg, which provided the conditionsin
which work could progress so well.
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