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CREDIBILITY IN SOVIET
REFORMS

[r must not be. There s no power in Venice
Can alter a decree established.

“Twill be recorded for a precedent,

And many an ercor by the same example
Wil rush into the state. [t cannot be.

William Shakespeare'

INTRODUCTION

After six years of Mikhail CGorbachey, and despie wn e Lab dbodl

rencwal and restructuring, the Soviet economy wis worse off and the

Soviec Union no longer existed as a political entity. As a program of
economic restructuring and renewal, perestroika must be judged an
absolute failure.” Glasnost to be sure produced a pelitical and cultural
awakening of sorts unknewn during the seventy-four years o'f commu-
nist rule, but perestroika simply failed to deliver the economic gooc.is..
As events in the former Soviet Union are continually unfoiding ic s
rather difficult 1o get a handle on the full significance of curre nt poltcy
statements and initiatives and analyze them from an economic po:nt
of view. With the fatlurc of the August 1991 coup, we have f:mc:red
the post-perestroika era. We now know that refurlm communism has
been rejccr::d.!’ Bur as for what will emerge, we w1ll.havc o wait and
sec. What we do know, hewever, is that the perestroika period (1985-
91), along with previous attempts at reform such as the New
Fconomic Policy (1921-8), the Khrushcheyv's sovnarkhoz reforms
(1957) and the Brezhnev-Kosygin reforms (1965), can now be safely

treated as history. ‘ ‘ "
Fortunately, SOMeLmes the historical experience of one pert
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provides insights for understanding more contemporary situations.
Ore such example is the Sovier experience with the New Economic
Policy (NEP) in the 1920s and its parallels with perestroika. Many
Sovietologists have pointed out the connection between the NEP and
perestroika. Gorbachev himself argued that perestroika represented
'the most important and most radical reform our country has had
since Lenin introduced his New Economic Policy in 1921."

Roth the NEP and perestroika were broadly heralded as liberaliza-
tion policies, and both came to an abrupt end less than a decade after
they were initiated. The NEP and perestroika were simply not
sustainable economic policies. The NEP, for example, was reversed in
1928 when Stalin began his 'revolution from above.” And, despite the
collapse of the communist system, the consequences of the failure of
perestraika are yet to be fully realized. Food shorrages, declining
production and social unrest are just some of the economic problems
that the new leaders of the former Soviet republics will have to
confront in the immediate futare.

Understanding the reasons why both these liberalization atternpts
failed is important, not only for antiquarian interests, bur also for
what such an understanding can tell us about the generai theory of
social organization and public policy. An examination of the failing of
the NEP and perestroika may offer invaluable insights for construct-

Ing 4 workable pust-perestioikd COSLILLON Ui CLOlVIBL puidy.

EXPLANATIONS OF THE FAILURE OF NEP

There is, as of yer, no professional consensus on what caused
perestroika's unravelling, but for the NEP there does exist competing
hypotheses. The traditional explanation is that the NEP failed
because free markets cannot be relied on to provide the basis for
industrial development.” A backward country cannot be expected to
develop without a massive and concerted industrialization program.
The consequence of this line of reasoning is the 'Big Push’ theery of
economic development. Despite whatever excesses Stalin may have
committed, it is argued that he was necessary to lift the Soviet Union
from a backward peasant economy into a major industrial and
military power. Alec Nove, one of the most respected Sovietologists,
endorses this position when he argues that ‘the survival of the regime,
given the Bolsheviks™ aims and their rapid industrialization program,
required a harsh autocratic type of rcgime.'6

The traditional explanation has been challenged by the reformists.
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Wiy PERESTROIKA FAILED

Refarmists have arpued thae the NEP failed because of the political
intrigue of Stalin. The NEP, they argue, wouid have developed tie
appropriate base for sustainable dcvclopmc_m and the a.dvancc toward
a market socialist economy. In the reformist formulation, the perso-
nality of Stalin corrupts the revolution. Stalin was s%mply a 'bad’
leader, who led the revolution astray from its humanirarian goals. The
humage socialism of the 1920s, and specifically the alternative of
Nikolai Bukharin, was sustainable, but co-opted by Stalin's ruthless
quest for power. This line of reasoning, however, lcad_s ar?aly:.srs away
from focusing on the operation of the system and its m.sn-tuuonal
demands. It fails to appreciate the internal contradxctl_ons_ of
interventionism that plagued the NEP with recurring economic crises
throughout its history. ' B

The revisignist interpretation accempts to avoid the failings of b(_)th
the traditional and reformist explanations and offHers a more telling
narcative of the Soviet experience with the NEP." The focus in tbe
revisionist interpretation is on the institutional structure and its
impact on €CONOMIC ProCesses. The Ememal.contra.chcpons of :be
NEP, and the inability of the regime to establish a bmdmg. commit-
ment to cconomic reform, are seen as the major reason for its failing
as 2 liberalization policy.

The NEP taed neither Decause vl e fdnuic o wnlispered
markets to promote economic developmer.u, nog because‘of the
political intrigue of Stalin, but because its institutional design was
inconsistent with ecomomic incentives and, therefore, could not
mabilize the information that existed within the economic system and
was necessary for the coordination of economic pla.ns. In othet woFds,
the institucional structure of the NEP did not provide the appropriate
environment for individuals to solve the coordination problem of
economic development, and as such was doomed sFrucrural[y o
failure. The ensuing instability caused by a discretionary policy
regime undermined attempts at liberalization. The same argument

can be applied to perestroika.

INFORMATION AND INCENTIVES

Public policy must be constructed in a m‘annerlwhich rf:cognizes .the
obstacles presented by information and inCentives. Policy must f_u'st
and foremost be incentive compatible with basic economic motiva-
rions. Policies that are based on notions of public sp_iritcdness and
humanicarian goals, but disregard economic Mmotivations are most
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likely to be doomed to failure. Moreover, even if public policies offer
tewards 1o thuse whe perfonm as exproted, cwoneinic dorons mt
possess the relevant information to act appropriately. If acters have
the motivation tc ‘do the right thing,” they must nevertheless have
access to informarion about what the right thing te do would be in
their present context. The problem of obraining relevant economic
information is one that confronts even a benevolent ruler or
regulator,”

The problem is that relevant economic information is dispersed
throughcut the economy in scattered bits and pieces and is not
available to anyone in its totality.® The price system, through the
constellation of relative prices and the caleulus of profit and loss,
allows individuals 10 use this dispersed information in an economi-
cally effective manner. The social learning process of marker compe-
tition reveals errors and motivates individuals to be alert to opportu-
nities to correct their previous mistakes concerning the use and
allocation of scarce resources. The daily changes in marker conditions
set in motion a process of mutual accommodation that translates che
subjective assessment of trade-offs by some into effective knowledge
for others. Within the context of the competitive market process
individuals are able to discover and learn how to use information that

e s Hnanion oF the peoducdon el

Iy Casetn, b
the consumption demands of achers,
Private property is a fundamental precondition in this social
learning process because it affords marker experimentation. Since
private property, in effect, places the sphere of accountabiliry for
decision-raking on the owner, this encouvrages risk-taking and
innovation. The owner receives the rewards or suffers the losses of
decisions in the markert place. This context motivates individuals to be
alest to, and learn of, opportunities for pure profit. The system of
private property establishes a context in which various individuals are
free to pursue all kinds of ideas. Accountability amounts to a legal
responsibility not to infringe on the property rights of others, and the
financial risk implicd in the market experiment. With community
property, however, the manager neither reaps the increase in the
value of assets nar suffers the loss of asset depreciation. Decisions are
accountable to committees and bureaus that decide "social’ goals.
The whole justification of substituting community property for
private property is to somehow arrive at an ex amte criterion for
eliminating mistaken decisions concerning resource use. But, such a

substitution of community for private property stifles the experimen-
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WHY PERESTROIK A FAILED

tation and learning processes that constitute the market economy.
The el e eroor experimeniation by individuals within a n?m-ker
economy engenders a process of learning and discovery without
which new methods and technologies for the use of scarce resources
would lay hidden. Error, while costly to the individual market
g force in the marker system as 2

participant, is a fundamental drivin
whole. The ahility of the private property order to revea! errors and
morivate learning is perhaps its most impoctant funceion, .
Policy should be structured in a mannes which does not distort this
social leacning process. Unforcunately, the problem of constructing an
optimal governmental policy that intervenes properly without ldlS-
torting the flow of information is compounded by the passage of time.
For one, televant economic dara is contextual and not abstract,
Information gathered yesterday may be irrelevant for decisions today
because of changing conditions. The price system ovcrcomcs'this
problem by alerting individuals to chese changes through the adjust-

ment of relative prices. Activity outside of the context of the market,

however, does not have access to such a register of accommodating
changes in intertemporal decisions, Even in cases where discrctifjnary
intervention might be desired to correct for perceived marker failures,
the problem remains as 10 how to acquire thf: rcquisit‘c knowledge to

1 W eyt
Voireraenrnny sbm s T

LMCLYENL PLopCLig, aglividil ol ! Her .
tead to further destabilization and exacerbate the problem it sought
originally to correct. ‘

The dvnamics of change associated with the passage of time also
oblem for public policy, as Milton Friedman

presents a fiming pr :
¢ ago. A long and varuble lag exists between:

pointed out a long um ! .
(1) the need for action and the recognition of this need, (2) the

recognition of a problem and the design and implemen‘tution of a
policy response and (3) the implementation of the policy and the
effect of the policy." Because of these lags, Friedman argued that
discretionary public policy will often be destabilizing. For tl‘xis reason,
he argued the case for rules rather than discretionary public policy.
Finally, the passage of time introduces strategic problems for
policy-makers. Policies that scemed appropriate at #, may not be
deemed appropriate at 4. In fact, 2 basic presupposition of Ehc
argument for discretion is exactly that policies accepted for one per_:od
. may prove to be inappropriate far another, and, there‘fore, policy+
makers must possess the ability to shift policy as circumstances
change. Such shifts in public policy {(coupled with the impact that
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these shifts have on the expectations of economic actors), however,
may prove deseahilizing to the overall economic snvirnnment

THE ISSUE OF CREDIBILITY

Recognizing the temporal dimensionality of choice is one of the most
fundamental issues in establishing viable economic policy.” The
analysis of both private and public choice must recognize the paradox
that the passage of time presents to actors. Individual behavior, sucl,
as leaving credit cards at home when shopping or joining a drug
rehabilitaticn cencer, are just same examples of actempts to solve the
problem of ‘multiple selves’ as individuals construct themselves
through time."

Our concern here, however, is not with the individual choice
problem, but with the public choice problem that follows from the
strategic interaction between rulers and citizens. A fundamental
problem faces public choosers wher a pelicy that seemed aptimal
when introduced, appears less 5o as time passes.” Without a binding
commitment to the policy, the government will change policy to what
now appears to be optimal. The probiem is that economic actors who
realize this will anticipate the policy change and act in a counter-
productive manner from rhe perspecrive of the policv-maker.

wptimal intervention, by detinition, requures thar 2 large degree of
discretionary controt be entrusted ro government decision-makers."”
The expectational problems of discretion, however, generate
difficulties for government planning n general.”” Opeimal interven-
tion is simply not a possibility because of the problems of information
and incentives discussed above. One reason discretionary control does
not work is because current decisions by economic actors depend on
expectations concerning furure policy and those expectations are not
invariant of the policies chosen. For example, if for whatever reason
(cither an increase in demand or reduction in supply) market
conditions produced a windfall profit for the oil industry, the
government could respond by proposing to tax away those profits
with the argument that this will not affect the current supply of oil
because it is the result of a past decision. But such a policy would lead
oil companies to anticipate that similar expropriations will occur
ggain in the future, and this expectation will impact on their
investment decisions in a manner which will reduce the future supply
of oil. Policy decisions and social rules create expectations and
expectations guide actions.

9




wHY PERESTROQIKA FAILED

Thene insights are directly applicable to the NEP and perestroika
sicuation. The NEP period, for example, was one plagued by legal
ambiguity toward private enterprise just as the position of the
cooperatives was precarious at best under perestroika. During NEP

the population lived in uncertainty, fearful of breaking the law,
afraid of what was to come. Pzradoxically, those who were
considered the victors (the workers) lived in poverty, although
without feat, while those who knew they were the vanquished
{the middle peasants, Nepmen, ineellectuals) enjoyed material
comfort, but lived in fear.'®

The legal ambiguity toward private trade led Boris Pasternak t©
describe the INEP in Doctor Zhivago s ‘the most ambiguous and
hypocritical of all Soviet periods.'w

Bur while most scholars recognize the conflicting expectations
between current market conditions and a possible future crack-down
by the ruling regime, it is rarely sys:emutigglly addressed within the
usual analysis of the NEP or perestroika.” The establishment of a
binding commitment which limits the regime's discretion is @

fundamental prerequisite for successful market reforms. Without such
v 1 eemirmient seform effnrre fail to produce the desired

s

outcomes.
Perhaps the following scenacio berween the citizen and the ruler will

illustrate the basic policy dilemma clearly. The ruling regime, which can
either be sincere or insincere, aANNOUNCEs @ plan to introduce an £conomic
liberalization policy. The citizen now must decide either to enter the
market or stay out of the official market. A major problem confronting
the citizen, however, is not knowing wherher the regime in question Is
cincere or insincere. The citizen's only prior information concerning the
regime is policy history, but the reform announcement was presumably
intended to signal a break from the old way of doing things.”" if the
citizen decides to enter the official market in expectation of continued
liberalization, then the regime must decide either ta continue the
liberalization policy that was announced or renege on the announcement
and tighten political control in the second round, for a host of ideological
and short-term financial considerations, by cracking down on individual
£CONOMIC activity.

{f the ruler is following a discretionary policy, then the citizen will
foresee that the ruler may be likely to choose to crack down in the
second period of this game, and therefore will choose to stay out. But
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if the ruler can convey a credible commitment, he would announce
iberalization, and the atizen would choose w come into tie olina
market. The ruler's payoff, independent of whether the regime is
sincere or insincere, will be higher with commitment conveyance than
it would be without it, but the insincere ruler would be better off once
the announcement of liberalization elicited citizen market participa-
tion to pursue crack-down in the form of increased taxation, regula-
tion or confiscation. The sincere reform regime, however, will not
crack down and will continue to pursue liberalization policies.

In such situations, though, since the citizens are uninformed about
the sincerity of the rulfing regime, and given certain probabilities thar
are derived from their previous experience with the regime’s efforts
at reform, it may be rational for them to expect that the rulers will go
back on their announcement to pursue econcmic liberalization. IF this
is the casc, citizens will choose to stay out of the economic game, and,
thus, defeat both the short-term and long-term goals of the ruler.”
The only way out of this policy dilemma for the ruler is to establish a
binding and credible commitment to liberalization. Establishing just
such a commitment, however, is the major problem of constitutional
political cconomy.

The ruling regime’s problem is even more difficult than solving the
Duswe pataion 1 Calablisiiiig Lulstialnts i WItil detivalits thal Ju not
deter their positive ability to govern. In order to get liberalization off
the ground, the rulers have simulraneously to establish binding
constraints on their behavior and signal a sincere commitment to
teform to the citizenry. During war, for example, if his troops crossed
over a large river to do bartle with opposing forces, the commanding
officer may order the bridge burned - thus pre-committing his troops
to the battle ahead by eliminating the only possible escape. At the
same time, however, opposing troops witnessing the smoke have
received a signal that the other side will fight a hard battle. The
reforming regime must do something similar to establish trust and
bind themselves to the [iberalization policy.

This simple illustracion of the basic problem of policy design and
the failure to solve the dilemma goes a long way toward providing an
explanation of the failures of the NEP and perestroika, Specifically,
an examination of the tax and license fees of the Nepmen (private
waders) and the grain policy during the NEP and the policy toward
individual labor activity and cooperatives during perestroika highlight
the explanatory power of this simple game.”
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WHY PERESTROIKA FAILED
[LLUSTRATIONS OF THF PROBIEM

The policy game under the NEP

The introduction of the NEP i the early spring of 1921 represented a
drastic reversal from the previous policies pursued by the Bolsheviks.
During 'War Communism’ the Bolshevik regime had pursued policies
of extreme cencralization that sought to eliminate completely market
exchange and production and establish a centrally planned economy.™
The "War Communism' policies had to be reversed as they resulted in
2 dreastic reduction in production and threatened the political alliance
between the peasant and the proletariat. The NEP represented, in
large part, a policy of economic liberalization that was intended to
restore partial economic freedom to the peasants so as 10 appease the
political unrest and spur the farm production that was necessary to
feed the emerging industrial strata of soctety.

On 24 May 1921 a decree from Sovnarkom (Council of People’s
Commissars) permitted not oaly the sale of surplus focd by peasants
'y farener mackets, but also trade by others of goods produced by
small-scale private manufacturers. Whereas private trade during 'war

communism’ was basically outlawed - though it did continue in the
. e

form of black marxer bazaars -~ WEIAC D LHC ovbd’ paetn woabd B
conducted from permanent facilities. Decrees concerning hired labor
{not more than ten or twenty laborers), the leasing of factories, etc.,

followed throughout 1921 and 1922.

The property rights and legalized spheres of business acrivity
that had been granted to Soviet citizens during the first two
years of NEP were collected and set down in che Civil Code of
the RSFSR, which went into effect on January 1, 1923. Alchough
not a dramatic extension of the rights of private businessmen,
the Civil Code . . . represented a clear reversal of the policies of
War Communism.”

This policy shift to partial liberalization was meant as an induce-
ment to private €conomic ‘pitiative, and it worked to an extent. But
the policy signal was not unambiguous. Nepmen were subject to
many taxes and fees, including business and tncome taxes. 1he most
substantial of these was the fee for the use of business facilities. In
fact, this fee accounted for twice as much revenue from private traders
as the business tax did in 1922. In January 1923, it was announced that
the fee would be increased. At this time, aPp[ications to rent facilities
for private business declined 20 per cent. ¢
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The lopal ambignity of the Nepmen was hinhliphted in rthe laas
against speculation and price controls. 1924, as a result of this, saw a
marked decline in the economic activity of private traders. The
government tried to reverse this downward trend by providing more
favorable treatment to the Nepmen ~ for example, easy state credit.
Bur this policy was again reversed in 1926/27. State credit to private
business, for example, was cut by 25 per cent in 1926. The adminis-
trative tool that proved most devastating in the war against the
Nepmen was taxation. There was a 50 per cent rate increase in the tax
on profits of urban private traders from 1925/26 to 1926/27 (12.9 per
cent to 18.8 per cent). In the Sckol'nicheski quarter of Moscow, for
example, in 1929730 private traders and manufacturers represented
1.7 per cent of the region’s income tax payers, with 8.2 per cent of the
total raxable income, but accounted for 55 per cent of the regx’on's
income  tax rt‘ceipts.n The tax burden, in combination with their
political status as lishentsy (the deprived), assured that Nepmen were
most vulnerable.”” By 1928, as Aleksandr Solzhenitsyn points our, ‘it
was time to call o a reckoning those late stragglers after ;:ht?
bourgcoisie - the NEPmen. The usual practice was to impose on them
ever-increasing and finally tortally intolerable taxes. At a cerrain point
Ao e nper pay hey were Yo diaret yrepcrnd Inr
bankruptcy, and their property was confiscated.”

The cumulative effect of these policies was simply to discourage
individuals from investing resources in the official market even
though liberalization policies had been announced by the regime with
the inrroduction of the NEP. Economic actors chose to withdraw from
the economic game, despite the pleas from the Bolsheviks for them to
‘enrich yourselves, accumulate, develop your farms.”

Price controls on grain provide another example. After the initial
announcement of price liberalization, the government reversed
course. In 1924, the People’s Commissariat of Internal Trade
attempted to fix a maximum price for grain. But over the years
peasants had learned that grain was a good hedge against inflation.
Tax pressures fo enforce sales were enzcted, but peasants did
everything to pay the tax in anything other than grain. A private
market developed where grain was sold above the maximum price -
crctating parallel markets, one state-regulated prices, another free
pnces.

In response, regional authorities attempred to issue orders declar-
ing it obligatory to deliver 25 per cent of all flour milled in a region t©
the state-purchasing authority at the fixed price, but this merely led 1o
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2 cesqation of milling operations. By December 1924 the state had
collected less than halt of 1ts projected ditiait of grain J11R millien

s out of 380 million). Moreover, the grain stocks of the state
Jeclined from 214 million pods on 1 January 1924 to 145 million pods
on 1 Januzry 1925. Price fixing policy by the state had been
defeated.”

Foreign economic relations also provide another example of where
despite the announcement of liberalization the inability of the regime
1o bind itself to a credible commitment undermined the reform effort.
At the Genoa Conference (April-May 1922), for example, the Soviet
delegation refused to conclude an agreement with Western powers ofl
the question of Russia’s debes.”? In addicion, at the end of 1922 a
proposal for relaxing the foreign trade monopoly was rejected,
Prospects for the expansion of foreign economic relations were,
therefore, reduced considerably. Without such ties, long-term econ-
omic development was unlikely. Forcign governments simply had no
reason to trust the Bolsheviks in economic deals.

Exchange rate policy also hindered economic development and ran
councer to che intentions of the NEP. The hard currency reforms in
the beginning of the NEP - the chervonets reforms - were a major
accamplishment, but they did not lasc even two years. The low levels

of gold reserves, e ulLCditstn Chomtig™ s ] te smallwntime of

Soviet exports, ail undermined the monetary reform. Moreover,
beginning in 1925, Goshank refused to exchange Soviet money for
foreign currency.”

Finally, the general policy of grain procurement under the NEP
illuscrares the problem most clearly. The cornerstone of the NEP was
the substitution of the tax in kind for the grain requisitioning of "War
Communism.” Peasanats, though, with the war communism period still
fresh in their memories had to be convinced that arbitrary requisition-
ing was not a’ policy option, ie., the government had to make a
credible commitment to maintain the NEP. However, as we have
briefly seen the Bolsheviks did not commit to any such binding
constraint. As a result, by the end of the 1920s (i.e., 1928) peasants no
longer had an incentive to market grain surplus. From che peasants’
point of view, the market was simply not a secure outlet.

Thus the NEP was abandoned in 1928 and Salin ruled over the
Soviet system until his death in 1953, The reversal from the quasi-
liberalization of the NEP to the authoritarian measures of col-
lecrivization is one of the most drastic and fateful rurn of events in the
twentieth century. The abandonment of the NEP, though, did posses
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both an econf)mic and political logic. Not because market instirutions
cannnt provide the basis for economic development, or because
Stalin's personality was one that thrived on poiiticai auwthortananism
Bather, the internal contradictions of the NEP led to an ever-'
increasing reliance on the substitution of political rationales for
economic rationaies in setting economic policy. The shifting policies
produced an expectational regime which worked against the goals of
pf)lic_y-makcrs. Since the Bolsheviks were not willing to construct a
bmdmg commirment to economic liberalization, the only way out of
the policy impasse was complete authoritarianism. Stalinism was the
unintended consequence of the failure of the discretionary regime of
the 19205 o cope with the obstacles that informartion and incentives
present to political economies.

The policy game under perestroika

The Gorbachev period (1985-91) offers a further illustration of the
basic insight of the 'reason of rules.” For all our justified euphoria
abaut the collapse of communism and the change in the landscape of
global conflict, a fundamental uneasiness remains abour the prospects
for a peaceful transition to a market economy and constitutional
democracy.

Just like the NEP, perestrouia suttered trom et Lol tadie ioiis
that precipitated its unravelling. Perestroika began as a policy of
renewal and acceleration. It represented Gorbachev's pubfic policy
program to reverse the decline of the Soviet economy. Perestroika
ended up, however, simply precipitating the crisis and collapse of the
Soviet regime.

C.ornefs@nes of perestroika included the law on individual econ-
omic activity (1986), the law on state enterprise (1987) and the law
on cooperatives {1988).”" Despite the rhetoric and promise of these
laws, they did not go far enough to meet the objecrives of economic
reform. The laws contained contradictions and ambiguities that
prevented their achieving desired results. Furthermore, they failed to
convey any binding commitment on the part of the Gor,bachev regime
to real market reform. Rather, the decrees of perestroika left the clear
impression chat they were written on a word processor. From 1985 1o
1991 Ggrbachcv introduced at least ten major policy packages for
economic reform under the banner of perestroika; not a single one
was implemented fully, ’

The law on state enterprise, for example, as discussed in Chapter 2

99



WHY PERESTROIKA FAILED

was supposed to introduce self-accounting, self-financing and self-
management. but, anw Lilitig o ove tuo quichly with the -cform of
state enterprises, rhe government decided to stagger confermity to
the law. Some enterprises would operate under the new guidelines as
of 1 January 1988, others would do so the following year, January
1989. Such a staggered reform was similar (in both content and effect)
to announcing that in order ta improve traffic conditions the British
system of driving on the left will be followed. But, in order not to
disturb infrequent drivers (who may need time <0 adjust to the new
rules of the road} 1t s decided thar taxis and buses will drive on the
left while ordinary drivers should continue to drive on rhe right until
they have had time to prepare for the change to the new system.

In addition, given the commitinent (o full employment by the
regime, there was no way o introduce slcyzlf-ﬁnancgng in 2 manner
consistent with a 'hard budget constraint.” Enterprise managers and
employees knew that despite whatever announcement was made
concerning self-financing, that as long as the regime was committed
to full employment, enterprises would possess 3 ‘soft budget con-
scraint’ with all che corresponding incfficiencies.” Bankruptcy would
not be tolerated and state subsidies would continue as before.

Not only did the law on state enterprises fail to aid the move to the
hdintl CLOllUIy, e bored sn rhe ecapnmin rroblems of the
already struggling official industrial sector. Managers in an eftort to
return the favor to workers for whom they owed their jobs, and since
they did not face hard budget constraints, readily approved wage
increases. Average wages rose by 8 per cent in 1088, and 13 per cent
in 1989." Thus, state enterprise Costs increased and with that so did
the demand for increased state subsidies from the enterprises. This, in
turn, put an increased strain on the stare budget, and, consequently,
the monetary system as the printing press was employed to monetize
the debt. The persistence of microeconomic inefficiency bred
inereased  macroeconomic  destabilization  as economic agents
responded rationally to the contradictory rule changes.

The law on private economic activity was passed in November of
1986 and became effective in May 1987. This law allowed individuals
to engage in activities which previously had been deemed illegal.
Despite several restrictions - such as the limit of tirpe that state
employees could devote (o individual enterprise - the intent of the
law was o encoufrage individual economic enterprise and market
experimentation. Family members of state employees or individuals
such as students, housewives and pensioners wete allowed to work
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fuli-time if they desired. In order to do so, though, individuals had to
apply for a license granted by local authorities and pay either an
anaual income tax or a fee. The fee appiied, i PAliciial, WU wibes
where it was difficult to monitor income, such as driving a taxi. The
fee for a private taxi, in 1987, was 560 roubles, which meant that a
worker who was 'moonlighting’ as 2 taxi driver had to earn the
equivalent of three months’ wages before driving the taxi would cover
its costs.” The perverse consequence of this policy in terms of the
persistence of a ‘black market’ in taxis is described by William and
Jane Taubman in their book Moscow Spring. The private market for
taxi services had gone on for years. The [aw on individual enterprise,
in this case, amounted to simply regulating and taxing an activity that
had gone on 'unofficially’ for years. As 2 consequence, very few if any
of the Moscow chastnibi {private taxis) they encountered were
registered and, therefore, official. "Registration, they point out,
'required burdensome medical exams, payment of a fee, and of course
heavy taxes . . . But most burdensome was the requirement that all
individual labor activity be moonlighting; the workers must have
primary jobs in the state sector.”'

An even more fundamental problem with the law on private
econornic activity was the existence of the campaign against unearned
income.” The campaign required individuals to have appropriate
documentation expiaiiuhg duw they had aade oo ney Aoy
market response to this was the emergence of an illicic market in
docurnentation. A less desirable consequence was a decline in econ-
omic well-being as the informal networks which historically filled the
gaps caused by che inefficient official system were disturbed.” The
attitude of the regime conveyed by the campaign simply reinforced
che lack of crust citizens possessed concerning the commitment of the
government to reform. Without a credible conveyance of commit-
ment to market reform, farmers, workers and so on, did not have any
incentive to invest in the above-ground market.

This is clearly scen in the development of cooperatives in the
Soviet Union under Gorbachev.* The law on individual enterprise
(adopted November 1986) provided the legal foundation for the
cooperative movement since it permitted family members who live
together to form businesses. Formal recognition of cocperatives came
with the Law on Cooperation in the USSR, adopted 26 May 1988.
Whereas the number of cooperatives was 8,000, employing 88,000 on
] October 1987, by 1 July 1989 there were over 133,000, employing
2,900,000. The output of cooperatives amounted to an estimated 350
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million roubles for 1987, 6 billion roubles in 1988 and was estimated
to be 12.9 biiiton roubles by june ot LJ8S Duspite this explosion in
cooperatives, hostility, from the public and the government, toward
the economic success of cooperatives threatened their long-term
vinbiliry.“ Since this hostility resulted in accusations that cooper-
atives' financial gains were made without any real effort - just
exploiting the shortage situation ~ the threat of the campaign on
anearned income was very real. Often, state shortages get blamed on
the cooperatives. A stare shortage of buns, and a state shortage of
sausage, translates into a coaperative sandwich with its corresponding
high price — at least that is how some described the situation.

The precarious position of cooperatives was compounded because
they had to rely almost exclusively on the state sector for supplies
even though they were not hooked up officiz!ly to the central supply
network. Thus, coope. «tives had to rely cn illicit transactions, such as
bribes and agreements with state enterprises, to obtain resources
which simply increased their vulnerability to ‘blackmail' both by
officials and criminals. la fact, cooperatives were often assumed to be
fronts for criminal activity.

In addition, the legal status of cooperatives and the tax policy to
which they would be subject has changed often. Even before the end
SrolueR o e larior a pasaed whirh comiphe tn restrict the activities
of cooperatives. In February 1989, republican authorities were given
the authority over taxation policy toward cooperatives and were
encouraged to set differential rates based on the type of cooperative,
its pricing policy and so on. The "speculative tendencies’ of cooper-
Atives were subject to criticism and authorities were encouraged to
rake steps to bring cooperative pricing morce in line with state pricing,
Cooperatives were subject to taxes ranging from 25 to 60 per cent of
their income depending on their pricing policy. The August 1989 law
on cooperative saxation, for example, established new regulations on
cooperatives and tied taxation of cooperatives to the relationship
between state and cooperative prices.

By constraining the freedom of cooperative and private market
experimentation, the Gorbachev government prevented the market
from serving one of its most vital functions - inducing an increase in
the supply of goods in response (o excess consumer demand. The
demand side of the market bid up the price of gocds in short supply,
but the supply side was not free to respond. With the failure to
increase supplies, it was inevitable that cooperative prices would rise.
Consumers, therefore, could either wait in long queues at the state
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store and attempt to purchase goods that became increasingly non-
exintent at the fixed state prices, nr they counld go o the conperative
market and purchase goods at high market prices until the shelves in
these private stores were emptied. That is what the average consumer
saw as the benefit of perestroika. Either way, expectations of a better
future were dashed and the credibility of the reforms was irreversibly
damaged.

The undesirable effect of the policies adcpred under perestroika
was not just limited to their incentive incompatibility with entrepre-
neurial activity. Tt went much deeper, and undermined the basic
constitution of economic policy. The continual flux in the legal
eavironment for the cooperatives canveyed a lack of commitment on
the part of the regime to private sector experimentation. But, without
such a commitment to protect the legal rights of the private sector,
there was no way to induce the investment and hard work that were
needed to develop the Soviet economy.” So, in addition to incentive
incompatibility, there was the additional debilitating problem of
adverse reputation that results from policy reversals and the failure to
commit.

The inability to convey any kind of commitment to reform sealed
perestroika’s fare. The reforms simply could not get the economy
poing and the consumer Crisis prew more acute.” The political
instability of taled retorms, alongside deflated expectations on the
pact of the population, produced a highly troublesome situation for
the Gorbachev rcgimc."g

In the fall of 1990, when Gorbachev backed out of his commitment
to the radical 'Shatalin Plan’ and meved to the right, he blew his
credibility with his liberal allies. But perestroika had already cost him
his credibility with communist conservatives. So the winter zig to the
right did not gain Gorbachev much. As he tried to zag to the left in the
spring of 1991, especizily with the April compromise with Yelesin,
the right prepared for one last effort to regain control.

First, they sought to regain control through ‘constitutional’ means,
and when that failed, they resorted to the August coup. Even though
the coup failed, the failure certainly cannot be attributed to the success
of perestroika. It was the failure of perestroika, in fact, that resulted in
the coup attempt. As the regime kept on introducing liberalization
policies only to go back on them, the official economy sank deeper
into an abyss. The bureaucracy which was threatened by reform knew
that more and more radical measures would be necessary to get out of
the abyss. However, those measures would be clearly undesirable
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from their point of view. So they sought to resist one more time.
Portanarely, the effoct was neirher peired nnr skiliful and it fell apart
in three days.

The unravelling of the Soviet Union as a political entity, however,
is the unintended by-product of Gorbachev's policy of perestroika.
The failure of the regime to convey the kind of cominitment 0
economic liberalization that was necessary to reform the Soviet
system proved to be perestroika’s undoing.

CONCLUSION

One of the most basic insights of censtitutional political economy is
the necessity of rules to govern over economic activity. It is a research
program which focuses our inquiry on the working properties of
rules, and the processes of social interaction that take place within
rules. By examining both the rules of socizl interaction and their
impact on social processes, scholars can begin to develop ideas about
workable constitutions of economic policy.

In developing a workable constitution of economic policy it must be
recognized that the obstacles that incentives and information present
to discretionary behavior are formidable. The Soviet experience
<hows that without effectively signalling and establishing a binding
and credible commutment (0 bluad LbLidhzdlol, chie Sthavaut o the
government simply destabilizes the situation.” )

The argument against government intervention in the free market
process does not amount to asserting that government intervention
must necessarily lead to totalitarianism. Thac was a misunderstanding
of the argument on the critics’ part. Rather, the argument suggests
that interventionism produces unintended results which will be
viewed as undesirable from the government’s own point of view.
Thus, interventionist policy constantly forces upon government
officials the cheice of cither rejecting their previous policy or
intervening even more in the attempt o correct the past failing. The
argument is a stability argument. Intervention is just not stable as an
economic and political system. The discretionary behavior of the
government results in situations that undermine their own initiatives.

Whereas the instability of the 1920s in the Soviet Union led to
Stalinism, the instability of the late 1980s has led to the dissolution of
the Saviet Union. In either case, onc a normative nightmare whereas
the other offers normative hope, the experience tllustrates the basic
point: discretionary behavior on the part of the government fails to
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produce the stable environment that is necessary for economic
pracperity The insiphts thar the Sovier experience nffers chanld
become.basu:l material in developing a workable constitution of
economic policy in the post-perestrotka era.
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Cambridge University Press, 1990), p. 129.

See Gertrude Schroeder, ‘"The Soviet economy on a treadmill of peres-
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That Shook the World (Boulder, CO: Westview Press, 1991}, pp. 31-48.
Specifically on the consumer crisis, see James Noren, "The economic crisis:
another perspective, and Gertrude Schroeder, * "Crisis” in the consumer
sector: a comment, in Ed Hewett and Victor Winston {ed.) Milertoner in
Glasnost and Perestroika:r The Ecomomy (Washingron, DC: Brookings
Institution, 1991), pp. 360-414.

'As Gorbackev moved back and forth from one comprehensive reform to
another,” Marshall Geldman argues, ‘he becarme more and mere uncertain
about subjecting the Soviet Union to the type of shock rherapy such
reforms would inevirably necessitate. He also concluded that unless reined
in, the reform process would ultimately shrink his powers and those of
the Soviet Union over central economic control, thus reducing the Soviet
Union to an ineffective economic entity.” See Geldman, What Wen:
Wrong With Perestrotka, p. 222 (see Note 21). Gorbachev's econcmic
zigging and zagging was not the only credibility issue at hand. The politics
LU cmeittosary puwer mere dao o e fsmess aih Thera!
intellectuals. [ndividuals were nor certain that the zigs permitted roday
would not be superseded by repressive zags tomorrow. ‘Today,” Andrei
Sakharov warned, ‘it is Garbachev, bur tomorrow it could be somebody
else. There are no guarantees that some Stzlinist will not succeed him.” As
quoted in Roberr Kaiser, Why Gorbachev Happened? (New York: Simon
& Schuster, 19913, p. 245.

Dani Rodrik has addressed the issue of commitment signalling with
regard to palicy reform in a game-theoretic framework. As he sums up his
argument: 'At the outset of any reform, the public will typically be unable
to fathom the true motivations of the government undertaking the
reform. Since the distorting policies in question have been put in place by
those in power to begin with, what reason is there to believe that the
autharities now “see the light"? ... Signalling via policy-overshooting
can then help reduce the confusion. . . The more severe are the credibility
problem and its consequences, the more likely it is that a sharp break with
the past will be viewed as attractive.’ Therefore, if the credibility gap is
particulary important, as it is in the Sovier sicuation, then for the
appropriate signal to be conveyed all nations of gradualism must be put
aside, Policy overshooting can distinguish a sincere reform government
from its insincere counterpart. Thus, policy overshooting will have the
effect of rendering the policy reform more credible than it otherwise
would be, and alleviate the problems associated with lack of credibiliry.
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