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I. Rebuilding the Social Contract

Following the transition to a market economy, postcommunist states
experienced sharp increases in aggregate income inequality and a breakdown in the
former social welfare system.! These processes were closely connected. State
enterprises in communist states served both as units of economic production and of
social welfare. Since market reform requires that productive enterprises serve
primarily economic purposes, postcommunist states must restructure the former
comprehensive system of social protection and human capital investment.
Achieving an enforceable balance in financing social provision among households,
the state budget, and new social insurance mechanisms is a deeply political process
in any society, since it requires making difficult decisions over the distribution and
redistribution of resources. In postcommunist societies, no less than in established
capitalist democracies, it is a central theme of politics.

In this paper I treat Russia and China as most-similar cases. Both are
postcommunist (China's economy is postcommunist even if its polity is not); both
are large and regionally heterogeneous; both combine a market-oriented economy
with authoritarian rule. The comparison is all the more compelling in view of the
fact that China adopted the Soviet economic model in the 1950s to industrialize its
economy. Although it later shed many elements of the Soviet system, many still
remain, and the legacy of the Soviet model continues to influence policy choices
faced by China's leaders. The two countries have comparable levels of income
inequality; in particular, cross-regional inequality is extremely high. They differ,
however, with respect to the degree of institutional decentralization: China's
governance is significantly more decentralized than Russia's. This paper addresses
the question of the impact of this difference on social policy. It focuses particularly
on pension reform, examining both the process by which pension policy is made as
well as the outcomes of policy.

A crucial element of the old socialist economic model was the centrality of
the workplace for nearly all social guarantees--employment, housing, pension
entitlement, health care, child care, recreation, social insurance, and numerous
other cash and in-kind benefits.! The reciprocal nature of workers' dependence on
their enterprises and the state's dependence on workers' compliance with the
demands of the planned economy amounted to an implicit contract, as many writers
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then and since have recognized. Although this social contract was neither
voluntarily adopted nor enforceable, the concept aptly emphasizes the reciprocal
nature of expectations governing the rights and obligations of state and society.2 In
return for contributing its labor to the state under conditions of limited political and
economic freedom, the workforce was granted certain social guarantees, such as
state housing, medical care, education, and disability and retirement income. In
China, the equivalent "iron rice bowl" or danwei system (danwei refers to work unit)
only operated in the urban industrial sector, whereas in Russia it extended to the
entire populace (collective farm workers were brought under the pension system in
1964). In her seminal book on the Soviet social contract, Linda Cook defined the
essence of the arrangement as an exchange of social security for worker
quiescence.? The concept of the social contract is commonly used in China as well to
describe the pre-reform arrangement. As a recent report by the Chinese
Development Research Foundation put it, "a de facto contractual relationship
existed among government, employers, and employees that ensured a lifetime job
together with related pensions and medical benefits to employees."4

The breakdown of the old social contract began in the 1980s in China and the
1990s in Russia, and proceeded unevenly over time and across enterprises and
regions. Since then, leaders have tinkered with new institutions to replace the old
enterprise-based social entitlements. Both have created mandatory social insurance
mechanisms to cover pensions, health care, unemployment, disability and maternity.
Both have privatized most of the housing stock. Both have allowed a substantial
element for private provision of education and health care, although in both, state
financing of education remains fundamental. Both have struggled to finance the
welfare commitments they have made. For both, therefore, pensions are the single
largest social expense and, given the fact that the labor force is declining in both
countries and the share of pensioners increasing, the pension system is the most
challenging social policy issue.

From a theoretical standpoint, reconstructing the social contract under the
conditions of market reform implies that much more than a new set of policies is
required. A sustainable social contract should be seen as a set of equilibrium
institutions that regulate the distribution of economic advantages, risks, and losses
borne by members of society. These institutions must be generally accepted because
they must command compliance; a system of entitlements that cannot be honored
because of widespread evasion of required contributions is not sustainable.>
Transition from state socialism to a market economy poses especially difficult
distributional problems because the rapid differentiation of economic winners from
losers of reform also alters the balance of political interests and resources. In both
Russia and China, inequality grew in multiple dimensions after the launching of
market reform. Some state enterprises entered the global market in a relatively
advantageous position due to the tradable nature of their products, while others
were uncompetitive. Within and across enterprises, wage differentiation soared.
Incomes in regions that could benefit from natural resource endowments or
advantageous locations outgrew those in regions lacking such assets.

Balancing the competing interests of transition's winners and losers was
accomplished in different ways in different postcommunist countries.



Postcommunist democracies resolved these dilemmas through partisan competition
and bargaining.® Some authoritarian postcommunist regimes, such as Belarus,
preserved much of the old social contract system, continuing to exchange social
security for political compliance. Russia and China, however, have combined far-
reaching market reforms with authoritarian rule. Policy-making processes in Russia
and China therefore exhibit some striking similarities, although they differ in their
degree of decentralization of responsibility for social policy.

Analysis of social policy in the democratic world often builds on the Meltzer-
Richard model, which predicts that the median voter prefers more redistributive
policies as her income lags behind the mean income in society.” Therefore where
majoritarian institutions prevail, equality of political voice is a check on income
inequality.8 To be sure, some writers have distinguished the politics of
redistribution from the politics of social insurance.” To the extent that the
distribution of social risk diverges from the distribution of income, then it is
plausible that the political coalitions favoring social insurance may differ from those
favoring directly redistributive programs. This helps to explain the so-called
"middle class bias" in social policy (such as old age income security) in many
countries.10

We lack, however, a strong theoretical basis for predicting the outcomes of
social policy making in authoritarian settings. A recent body of political economy
literature posits a decision-making calculus on the part of ruling elites that is driven
by the anticipated effects of democratization on redistribution. In the Acemoglu-
Robinson model, if the costs of redistribution are very high, as would be the case
under conditions of high inequality, the ruling elite resists extending political rights
to larger sections of the population. Where inequality is less pronounced, the costs
of redistribution are lower and the benefit of social peace is relatively greater.11
Democratization is more attractive to ruling elites and redistributive policies more
likely to be adopted. Haggard and Kaufman offer a broad cross-regional analysis of
the effects of democratization on shifts in the class coalitions favoring particular
kinds of social policy.1? However, our knowledge of how social interests are
aggregated and weighed in the policy-making process under authoritarian rule
tends to rest on case studies.

My general question is how an authoritarian post-communist state goes
about constructing a new social contract. As noted above, by social contract, I posit
that the institutions regulating the distribution of advantages, risks, and losses
across classes, regions and generations enjoy general acceptance; social policy that
is declared but cannot be enforced due to widespread evasion of obligations does
not meet the standard. As Linda Cook shows, the late Soviet regime generally
delivered on its implicit commitments under the Soviet social contract, but once it
began to fail to provide job security, regular wages, and the basic goods and services
that workers were accustomed to receiving, workers withdrew their consent to the
arrangement and initiated massive strikes.13 Therefore I am interested less in the
particular terms of pension and other social policies than in how they are decided
and the degree to which state and social actors comply with them.

[ use the case of pension reform in Russia and China to test my argument. In
dismantling the old social contract, both Russia and China replaced budget-funded



welfare benefits, such as pensions and health care, with social insurance schemes.
Note that whereas pensions were paid in cash, many other social benefits (health
care, education, housing and the like) were provided in-kind or at discounted prices.
With respect to pensions, Russia and China, like many other countries, adopted
variants on the three-pillar system recommended by the World Bank.'* Such plans
envision a basic state-financed income guarantee for non-working individuals, a
second component consisting of mandatory employment-based pension insurance
funded by employer and employee contributions, and a third pillar of voluntary
pension contributions. Russia since 2002 has divided the mandatory social
insurance system into a common pool that finances current pension obligations and,
for workers born after 1966, a mandatory funded retirement savings system using
individual accounts.’> The latter funds can be managed by a state bank or by private
pension companies or pension funds. Russia has also adopted a state co-financing
scheme for voluntary pension savings under which the state matches contributions
of between two and twelve thousand rubles a year.

Social insurance schemes are used in Russia and China for other elements of
the social welfare system as well, including health care, unemployment, disability,
and maternity. However, adopting a new multi-pillar pension scheme imposes a
different and much greater problem for pension insurance than arises with other
types of social insurance. Adding a funded pillar, based on individual contributions
to individual pension accounts to fund some or all of their future pensions on top of
a pay-as-you-go system for current pensioners means that current employees must
provide both for current pensioners and their own future pensions. This problem is
known as the double burden. A number of the states that adopted some form of a
three-tier scheme have already found the double burden too onerous, and have
dismantled their contributory scheme (even to the extent of nationalizing the
contributory accounts, as in Hungary).1¢ The double burden creates a serious strain
on a pension system. As a result, Russia and China, like many other states, are
running deficits in their pension systems which must be made up from the state
budget. Also, like many countries, Russia and China have raided or reversed the
funded portions of their systems by diverting the contibutions going into individual
savings accounts into current social insurance funds. Unfavorable demographic
trends--ie the increasing share of the retired population relative to the working
population--means that these moves shift the risk of income insecurity from the
present generation to future generations. The basic problem for Russia and China is
that the current pension system is not sustainable. Benefits are not keeping up with
inflation, and future generations are likely to face much lower benefits unless the
system is repaired.

[I. The Theory: U-form and M-form Organizational Models

Policy-making in bureaucratic authoritarian regimes such as Russia and
China is most commonly analyzed through bureaucratic and factional politics
models.17 As in other domains of policy, social policy choices in Russia and China are
made through a process of bargaining and deliberation among government agencies,
recognized social associations such as trade unions, and invited experts. Many



experts on China use the term "fragmented authoritarianism," first proposed by
Kenneth Lieberthal and Michel Oksenberg, to characterize the policy-making
process in China. The "institutional pluralism” described by Jerry Hough in the
Soviet era, is its Russian equivalent.1® Under Putin, the constant tension between
bureaucratic and factional competition and political centralization described by
Hough and others continues today.1? In the bureaucratically pluralistic political
systems of Russia and China, there are multiple centers of initiative and (often
informal) veto power, with the difference that China gives sub-central entities many
more points of access to policy-making. In both systems there is some opportunity
for non-state actors to act as policy entrepreneurs within regime-defined limits.20
We can assume that each department seeks to expand its discretionary control over
resources and competes with others in order to do so.2! In both, the principle of
centralization, with functionally defined, hierarchically organized administrative
agencies, coexists and competes with a territorial principle by which regional and
local authorities have substantial responsibility for coordinating the work of the
vertical agencies. In China, however, as I shall argue, the element of decentralization
is stronger relative to the degree of centralization than is the case in Russia.

Based on the literature, supplemented by interviews, I would sum up the
similarities and differences in bureaucratic decision-making processes between the
two countries with the following, somewhat schematic, observations.

In both countries, an important characteristic of the policy-making process is
the drive for consensus among the bureaucratic actors with competing stakes in a
policy decision.?2 In Russia the term for this process is soglasovanie. Policy
decisions usually must be reviewed and cleared by (soglasovany) relevant
bureaucratic entities before their final adoption. In the case of a new policy
requiring enactment in legislative form, relevant government departments must
first overcome their differences and report out an agreed-upon text for the approval
of the government as a whole, which is then submitted to the Duma for passage.
Typically the government forms working groups and working commissions to
accomplish this task. The working groups normally include representatives of a
number of relevant departments and may include experts from government-
affiliated think tanks and social organizations (such as business associations and
trade unions) as well. Working groups often comprise senior-level officials (such as
ministers or deputy ministers), but the work of actually formulating compromise
policy language often falls to their staff. The presidential administration normally
works with government departments in hammering out agreement. If the policy is
to be enacted in the form of legislation, staff from parliament may participate in the
working group as well. In the case of a presidential decree, the soglasovanie goes on
within the presidential administration and the government before being submitted
to the president for his signature. The process is time-consuming but it is based on
well-established informal rules. In both countries parliament's role is confined
almost entirely to providing ex post facto approval of decisions made by the
government (and, in China's case, the CCP).

The equivalent process in China is the use of "leading small groups" to
reconcile diverging bureaucratic interests and produce policy consensus. A leading
small group consists of a senior party official and representatives of affected



departments as well as experts focused on developing policy in a particular area.23
The party's participation helps to ensure that a policy decision will be supported by
the party, and also allows the party to set priorities and guidelines. The party,
through its General Office, also supplies the staff used by leading small groups.24
The participation of a senior member of the party leadership, such as a member of
the Politburo Standing Committee, in such a group signals that the top echelon
considers it an important matter and lends weight to the product of its efforts.

In both countries the process of consensus-building often requires that the
agency initiating a policy reform must make some concessions in order to win
support for it on the part of other affected departments. In Russia, for decisions
requiring legislation, parliament, particularly its dominant party United Russia,
often contributes to the discussion after the broad outlines of a decision have been
made. At that point the party may win minor concessions (for example, it may win
exemptions from a new rule for favored constituencies). Almost never is the Duma
or Federation Council given an opportunity to shape or block a major policy decision
that the president and government have made.2> In China the National People
Congress and National People's Political Consultative Conference at the center and
in each locality may have the ability to modify details of policy decisions, but do not
set basic policy. That role is reserved for the party.26

As in other bureaucratic systems, impending deadlines often force closure on
a pending decision. In Russia, an important impetus for policy decisions is the
annual budget cycle; another is preparation for the president's annual message to
parliament. Elections are another source of pressure to make or avoid a decision.2”
In China, a future party congress or Central Committee plenum similarly serves as
an action-forcing deadline, pushing bureaucratic entities to overcome their
differences and reach a consensus so that the decision can be announced publicly at
the meeting.

The consensus-seeking impulse should not be exaggerated. Discretionary
authority on the part of top leaders can upset or preempt a bureaucratic consensus.
Skillful subordinates or outsiders may make an end-run around their nominal
superiors and go directly to the top for a decision (some of Yeltsin's associates
resorted to this practice, frustrating Yeltsin's designated gatekeepers?8) and the
practice has continued under Putin.2® We know less about the decision-making
process in China, but it is reasonable to infer that the successors of Mao and Deng
sometimes also upset carefully constructed policy agreements.3? Likewise, in both
countries, a new leader's accession to power often results in abandonment of the
predecessor's programs and the adoption of ambitious new projects. (The
phenomenon occurs both at the central and lower levels.)

Two other similarities between Russia and China in their policy process can
be noted. First, in both countries, the authorities fear the potential for social unrest.
In Russia, for example, the furor created by the botched effort to replace in-kind
benefits with cash made the authorities wary of other, similarly bold moves.3!
Officials both at the center and in the regions fear provoking popular protest. As an
executive branch official in Perm’ noted: "We have restless pensioners. They will
bang on saucepans, block the tram lines. Here they went on strike, dragged a bus,
turned it over, and blocked the road to a gas station."32 Such manifestations are held



against regional officials.33

Similarly, in China, an official who allows social dissatisfaction to spill out
into disorder suffers a serious black mark on his record; maintaining social order is
considered a "priority" goal for an official.3* For example, in response to the public
outcry over a trial balloon floated by Ministry of Human Resources and Social
Security on June 5, 2012, proposing that the retirement age be raised, the People's
Daily newspaper conducted an online survey of public opinion. 93.3% of the
450,000 respondents opposed raising the retirement age. A week later the ministry
declared that it was putting the idea on hold.3> In both countries, local officials fear
for their careers if significant social unrest occurs on their watch.3¢ Therefore
officials are reluctant to rescind social entitlements that large segments of the
population consider to be basic rights.

Second, bureaucratic actors act as proxies for latent social constituencies.3”
In both Russia and China, there is a tendency for recurrent competition on the part
of two coalitions of bureaucratic agencies over the proper balance of economic
development and social welfare objectives: a bloc consisting of the "social"
departments (the ministries and agencies concerned with administering social
benefits, such as the labor, health, social security, and pension bodies) and the
"economic" departments (the ministries for finance and economic development).
Each bloc cultivates alliances with outside partners, for example, the social blocs
with trade unions, the financial-economic bloc with business associations (and, in
Russia, the private pension funds). Interviews with experts and officials in the two
countries suggest that these non-state entities are considerably weaker than the
state bodies. Private pension funds in Russia, for example, are aware that they can
be liquidated at any time, as recently occurred in Kazakhstan.38

The policy-making institutional framework in Russia and China differs in one
crucial respect, however. In China, policy-making authority is much more
decentralized than in Russia. Officials at the provincial and lower levels have
substantially more autonomy to design policies so long as they adhere to the broad
guidelines laid out by the center. This has had substantial consequences for policy-
making and policy outcomes. For example, China has used its decentralization quite
deliberately to test out policy reforms through local experiments. No major
economic or social policy reform in China in the last thirty years has been adopted
without first having been tried out and tested locally.3? In Russia, few major
reforms have been subjected to local experimentation before being adopted.4? It
also means that subnational units in China (particularly cities) compete with one
another to achieve policy successes. In China, much more than in Russia, the policy
process includes an important role for local authorities as initiators and advocates
of policy reform. In China, particularly since the 1994 tax reform, local governments
have substantial responsibilities for welfare spending without commensurate
revenue powers. In Russia, regional and local governments also shoulder major
obligations to fund social welfare but, in contrast to China, the pension system is
nationalized.?

2 Russian regional and local governments can establish their own systems of social
pensions, ie pensions awarded to individuals on the basis of services to the state.



The political economy literature in recent years has characterized this basic
difference between Russia and China by referring to the theory of "U-form" versus
"M-form" organizational structures. The Soviet and post-Soviet Russian economy
embodies many of the characteristics of an organizational hierarchy built around
vertically structured, functional divisions, a type of organization known as U-form.
China's is closer to the M-form type in which the divisions have similarly diverse
production profiles. China's administration is organized around regional units, each
with a high degree of autonomy over the management of economic and social policy.
Russia's administrative structure is closer to that of the U-form type, where the
principal administrative divisions follow functional lines. The U-form/ M-form
concept arose from studies of changes in the way some American industrial
corporations were organized, exemplified by the rise of General Motors' creation of
separate multi-functional automotive divisions in the 1920s. GM was willing to
tolerate some functional redundancy in order to encourage competition and
innovation among its divisions as each brand focused on a particular market niche.
GM's innovative organizational model contrasted sharply with the functionally-
organized model of divisions at Ford.#1

Economists argue that these organizational ideal types generate different
sets of performance incentives for division managers. Competition among division
managers in an M-form organization might produce more credible information
about the relative performance of different managers: if two divisions with roughly
similar production profiles had different performance records, the central
leadership might be more confident in attributing the difference to the skill of their
managers. A U-form organization encourages economies of scale, but makes
competition among division managers a poor measure of their competence, and
even destructive to the overall goals of the organization. What the U-form
organization gains in central control and efficiencies from economies of scale, the M-
form organization makes up for by encouraging initiative and innovation on the part
of its competiting division managers.#2

In series of works, Yingyi Qian and other economists have explored the
implications of this theory for Russia and China.#3 Russia and China fit the model
reasonably well. The Soviet Union's state socialist economic system was
constructed around the principle of centralization and post-Soviet Russia has
inherited much of the Soviet organizational legacy. Lenin's conception of the
organizational form of socialist planning and administration borrowed heavily from
Karl Kautsky, who was impressed by the efficiency with which German industrial
trusts were organized. Lenin was more interested in political control than efficiency,
to be sure, but his vision of the socialist economy as a giant machine, running
smoothly and automatically with minimal administrative intervention and no
political choice at all, was a utopian vision based on the predominant conception of
large-scale industrial organization at the end of the 19th century and beginning of

The responsibility for basic old-age labor pensions, however, rests with the federal
Pension Fund and the federal-level non-state pension funds. In China, there is
almost no pooling of pension funds at the national level other than for state and
party cadres.



the 20th century. The vision was further reinforced by the centralizing exigencies
powerfully felt in all the warring countries engaged in World War .44 Lenin's
conception of socialist economic administration was then further reinforced under
Stalin. The result was that the Soviet economy operated with a number of huge
industrial complexes administered by several dozen highly specialized ministries.
The fact that the young Soviet regime immediately plunged into a devastating civil
war upon exiting the world war further reinforced the lessons that it drew from
observing the pre-war and wartime economies of Germany and Russia. Therefore
when the revolutionary Bolshevik party turned into a ruling party, it knew only one
model of industrial organization.

When China adopted the Soviet model for its industrialization drive in the
1950s, reflected most clearly in the first five-year plan (1953-58), it implemented
the Soviet system of highly specialized industrial production divisions, minimal
industrial diversification of regions, and central departments with specialized
functional responsibilities. However, the effort to put China's economy on a U-form
footing did not progress far. For one thing, China's economy was far more rural and
agricultural in the early 1950s than Russia's had been in the 1920s. For another,
China's state had been organized for two thousand years around the principle of
territorial administration, so its knowledge of public administration was based
much more on the management of large, diverse territorial units than of centralized
functional divisions. Finally, Mao's ideology was antithetical to Stalin's in several
respects. Mao had absorbed much of the localism, experimentalism, and
pragmatism that permeated the nationalist movement in the 1920s (partly under
the influence of John Dewey and his followers).4> Mao's experience of the long
period when the communist party administered rural base areas taught him to take
advantage of local knowledge and pilot projects, as well as to distrust urban-based
state bureaucratic power. For many reasons, therefore, by the late 1950s, Mao's
China moved away from a Soviet-style U-form organizational model. The radical
disaster of the Great Leap Forward was an extreme form of this tendency, as
communes (today's townships) were urged to become self-sufficient in all branches
of agricultural and industrial production. The share of central state spending
dropped to a tiny percent of overall state spending. The Cultural Revolution
contributed to a further breakdown of central planning and coordination, and a
concomitant increase in regional autarky.

After the end of the Cultural Revolution period, Deng Xiaoping revived the
early communist method of "point to surface" local experimentation and learning.46
Doing so had multiple advantages from Deng's standpoint. For one thing, Deng
could claim a direct ideological lineage from Mao's early support for "seeking truth
from facts" and encouragement for local initiative. For another, he was able to
reduce political opposition to market reform by testing it out locally and
demonstrating its positive results. Finally, he could take advantage of the proximity
of the southeastern coastal regions to Hong Kong, Taiwan, and Singapore, with their
large populations of overseas Chinese.#” Local experimentation with market reform
was therefore far more politically expedient and administratively feasible for China
than for Russia.
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We should not exaggerate the degree to which Russia corresponds to the U-
form model and China to the M-form model. Russia and China differ only modestly
in the central government's share of tax revenues: Russia's central government
receives 61% and China's 48% of the total tax take (Figure 1). Russia's regional
officials have always had to play a powerful coordinating role in their economies,
balancing the competing priorities of different branches of industry and reconciling
the trade-off between maximizing economic production and maintaining social
stability. This role, after all, formed the heart of the analysis of the "Soviet prefects”
described by Jerry Hough almost sixty years ago, and studies of regional governors
in Russia suggest that their role is very similar to that of the first secretaries of the
party obkoms that Hough examined.*8 Moreover, China relies not only on political
centralization to control the careers of local officials, it also assigns wide-ranging
power to the National Development Reform Commission to plan economic
development across sectoral lines. Its regional branches exercise the same powers
at lower levels.#? The NDRC is the successor of the old state planning committee and
is characterized by some China policy-makers as a "state within a state."s0

Nonetheless, it is the case that China is more decentralized along regional
lines than is Russia and, therefore, that the M-form / U-form theory captures an
important difference between the two countries. This difference in turn affects the
process and outcomes of social policy reform. The U-form / M-form theory implies
that in creating effective new social insurance systems, the two countries must
overcome somewhat different sets of hurdles to pooling risks and benefits. China
must overcome local resistance to the demand to pool social insurance funds across
enterprises and localities, whereas Russia faces the problem of enforcing a uniform
system of payroll taxes across its vast territory. Russia's social policies are the
outcome of a lengthy process of consensus-building among its centralized
government agencies; China's policy process reflects a constant interaction between
broad centrally-established target goals and local discretion over their
implementation. We would expect that Russia would experience difficulty reaching
a consensus across the competing bureaucratic blocs in government and in
enforcing a policy once reached. China would demonstrate greater variety across
towns, counties and provinces, with some succeeding in meeting the financial
demands of the system they created and others requiring infusions of subsidies
from elsewhere. Therefore although China's decentralized system has undoubtedly
fostered greater innovation, local autonomy in social welfare reform means that
successful models are slow to spread because of resistance from those units that
would lose out from a broader pooling of risk. Russia's top-down model of policy-
making in social policy implies that resistance to policy initiatives will be
concentrated at the center; in China's bottom-up system, different regions are likely
to feature a variety of approaches to handling social welfare issues and resistance to
the center's policy goals is likely to be concentrated at the regional level rather than
at the center.

The wide cross-regional economic disparities in both Russia and China have
somewhat different effects on social policy as a result of the difference between
them in the level of administrative decentralization. In both countries, cross-
regional inequality in incomes (and per capita outcome) has risen since the onset of
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reform (see Figures 2, 3 and 4).51 This growing divergence is masked somewhat by
the growing divergence in price levels. But even when adjusted for different rates of
price inflation, regional levels of income diverge significantly in both countries.>2 As
in the United States, both Russia and China have seen a sigificant concentration of
incomes among the highest income earners.>3 However, Russia and China differ
markedly from the United States in that a large share of aggregate inequality is
associated with spatial differences, both rural-urban and cross-province.

Spatial inequality has implications for social policy both for subnational
governments and for firms. By creating pressure on the central government to
redress cross-regional differences in living standards in order to avert social
discontent, regions are divided into net donors and net recipients of government
spending. Likewise, as with interpersonal inequality, spatial inequality sets an
upper bound to the effective social tax rate; the central government can set high
payroll tax rates (a high base rate for mandatory social insurance contributions as
well as a high ceiling on the earnings subject to the tax), but firms may avoid paying
some or all of the tax due. Indeed, it is often the case that local governments
explicitly forgive some or all of the payroll tax for local firms as a condition for their
supplying other public services to the region.5* To the extent that firms avoid
paying into the social insurance funds, their equalizing effects are nullified.

[II. The Case of Pension Policy

Both Russia and China face serious strains in financing their pension
obligations. As former finance minister Aleksei Kudrin put it, Russia's pension
system is effectively a pyramid scheme: each generation is receiving more in
pension benefits than the previous generation, and paying in more.55 At some point,
benefits will need to be cut drastically or contributions raised drastically. China's
situation differs only in that pension coverage has expanded dramatically following
the 2010 social insurance law and now nominally covers all sections of the
population, rural, urban resident, and urban employee at extremely modest benefits
levels. Despite the expansion of the pool of contributors, experts warn that the
current system is not sustainable.>¢ Figures 5 and 6 show the rising deficit in the
pension system (Figures 5 and 6).

Efforts at pension reform in the two countries demonstrate the difficulty
faced by bureaucratic-authoritarian regimes at reforming the pension system in a
setting of rising inequality. Above I noted that policy-making is characterized by a
search for consensus on the part of bureaucratic blocs. In Russia, the social bloc is
allied with the labor unions and and the Pension Fund in championing higher
benefits, higher contributions rates, and greater control for the Pension Fund over
collecting and administering pensions. The finance and economic development
ministries tend to be allies in these battles, joined by business associations such as
RSPP and Delovaia Rossiia, in favoring lower contributions rates and a greater role
for private pension savings. Liberal intellectuals such as Aleksei Kudrin and experts
from the Gaidar Institute and Higher School of Economics also warn that without
raising the retirement age and relying more on personal savings accounts, the
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system is not sustainable. In China, similar bloc alignments are present, although
they play out their competition less publicly.57

Russia began to reform its social benefits system even before the Soviet
Union broke up. Russia's government created the Pension Fund in 1990, funding it
by a 26% pension tax on the wage fund. Along with the other off-budget funds
covering medical care and social insurance (disability, unemployment, maternity
and so on), the Pension Fund was to operate as a social insurance pool that would
alleviate the strain on the state budget of meeting current social obligations. Social
policy was an extremely contentious area of policy in the 1990s. Inter-branch
deadlock paralyzed adoption of of a more comprehensive pension reform, while
actual benefits suffered from high inflation, the implosion of the state's capacity to
deliver benefits, and high and mounting pension arrears.>8 By the late 1990s, the
pension system was hemorrhaging money: by 1998, the Pension Fund was spending
16 billion rubles a month but collecting only 1.5 billion.>® The reformers wanted to
overhaul the pension and other benefits plans to make the system more
redistributive but also more responsive to market incentives. Reformers envisioned
a multi-tier system whereby the state would guarantee a minimum basic income to
all pensioners, but require current employees to contribute to a defined-
contributions pension scheme with individual accounts. A final tier would
encourage individual contributions to private and company plans. Opposition in the
Duma and bureaucracy made it impossible for Yeltsin's government to do more than
draft the outlines of such a system.

Following the 1999-2000 elections, newly elected president Vladimir Putin
had the leverage to enact these reforms. Putin formed consultative bodies to solicit
the views of major affected interests. In the pension area, he created a National
Council for Pension Reform that included representatives of all the parties
represented in parliament, business associations, trade unions, NGOs, and experts,
and was chaired by the prime minister. They drafted a plan based on the three-tier
model advocated by the World Bank.60 At the risk of oversimplifying the story, the
liberal wing won a partial political victory in 2001 when it persuaded the
government to adopt a mixed system incorporating mandatory personal retirement
savings accounts along with a PAYG social insurance plan. The personal savings
accounts were funded by a contribution from an employee's wages that went into an
account managed either by a state bank or a private pension fund. The rest of the
mandatory pension insurance contribution from went into a social insurance pool
that was used to fund both the guaranteed minimum pension and the current pay-
as-you-go system for individual pensions. Although the labor ministry and pension
fund won some concessions, the reform did represent a major move toward a
market-friendly, sustainable pension system. Nonetheless, by the time Putin signed
the relevant legislation, in December 2001, some key details still remained
unresolved.61

Accordingly, debate over the private pension funds and other significant
issues of the new system continued. The absence of consensus within the
government over the proper level of social insurance contributions is suggested by
the fact that the payroll tax structure and rate constantly changed. The rate was set
at 35.6% in 2000, then lowered to 26% in 2005, raised again 34% in 2011, and
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lowered to 30% as of 2012 with a 10% surtax for incomes above 512,000 rubles a
year (about $17,000). Most of the current 30% social contributions tax goes into the
pension system (22% of the wage is for pensions, 8% for social and medical
insurance). The pension contributions were divided between the mandatory
personal retirement account (6% for individuals born after 1966) and the general
insurance pool (itself divided between an individual account and a common pool,
both of which are used to fund current pensions). Individuals may contribute an
additional sum into a personal pension savings account, which is matched by state
co-financing up to a set limit. Companies may also create their own retirement
savings plans.

Pressure to reform the pension system mounted throughout the decade. The
financial crash of 2009 had prompted the government to raise pension benefits
significantly (by one-off increases in benefits, accelerated inflation indexing, and a
new formula for counting the value of labor in the Soviet period). Legislation in
2009 led to a near-doubling of pensions. However, inflation ate up most of the
increases. In real terms, pensions rose only slightly. (Figure 7) The volatility of the
markets, and particularly the 2008 crash, meant that the pensions invested in both
the state bank (Vneshekonombank, or VEB) and the private pension funds had lost
ground in real terms. 62 By 2012, the Pension Fund deficit was at about a trillion
rubles (about $33 billion, or just under 2% of GDP). This is made up by transfers
from the federal budget, which also contributes another 1.4 trillion to subsidize the
voluntary pension savings co-financing scheme and other commitments.®3 As a
major report by a team of experts concluded, Russia's spending on pensions is on a
par with OECD countries, its payroll tax rates are comparable, but replacement rates
are half to three quarters of OECD levels despite significantly lower wages.64
Vladimir Putin aptly summed up the situation in early 2012 when he observed that
"pension guarantees are probably the biggest achievement and biggest problem for
our country.” 65 He noted that the share of pension payments in GDP had reached
10% and was continuing to rise.

Meantime faith in the pension system is low. According to a survey in 2011,
only 3% see savings in non-state pension funds as a realistic way to improve
retirement income.%¢ In any case, few people in Russia count on their pension as
their main source of income in retirement — only 15% in a 2011 survey. Most
expect to continue working, draw down their savings, or rely on their children.6”
The lack of confidence in the system helps to explain the widespread collusion
between employers and employees in evading social insurance contributions.
According to a survey by the state labor inspectorate, most employers pay social
taxes only on part of the employee's wages, often with the consent of the
employees.®8 Often, however, especially in the informal sector, workers have little
power to demand that employers pay their payroll taxes.®® A common arrangement
in small business is for the employer to pay social insurance contributions on half of
an employee's wage, and to pay the other half in unreported cash.7°

By 2010, the partial consensus around the 2002 reform had largely broken
down. The health minister called for replacing the mandatory pension savings
system with voluntary contributions.”! The big business association RSPP proposed
switching to an all-savings system with only a minimum retirement income
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guarantee.’? Although some finance ministry officials, non-government experts, and
former finance minister Kudrin were openly calling for raising the retirement age,
Putin flatly rejected the idea. With 2011-2012 election cycle approaching, United
Russia threatened to expel any member of its Duma faction who breathed a word
about raising the retirement age.”3 The government charged expert groups to come
up with a new plan that would square the circle--to put the pension system on a
sustainable basis without raising the retirement age or reducing benefits.

Some points were agreed. Because many state employees and many workers
in hazardous enterprises have the right to early pensions, both right and left agreed
that employers in enterprises with hazardous working conditions should be
required to pay more into the pension fund. All sides could agree on raising the
ceiling on earnings subject to payroll social contributions and on the desirability of
encouraging people to work longer before collecting their pensions. Deep divisions
remained over the mandatory pension savings system, however. The social bloc
wanted to eliminate it or at least to cut it drastically. Seeing an opportunity to
reduce the government's subsidies to the Pension Fund and therefore to allow them
to increase funding for other social programs, such as the medical insurance fund,
the health ministry proposed diverting the contributions into the personal
retirement savings accounts managed by the VEB into the current pension
insurance fund.’# The ministry reasoned that only a minority of the population were
sending their contributions into private pension funds, so had little concern whether
their contributions went into the general pool or individual social insurance
accounts. The Ministry of Economy was cool to the idea. Putin demanded that the
government come up with a plan by October 1,2012.75

This time the social bloc sponsored the reform, drafting the proposal that
was eventually adopted, building alliances and making concessions as needed. The
plan's basic idea was to make the contributory pension system voluntary and to put
the social pension system onto a point basis.’¢ By calculating benefits in points, the
government could accomplish several things at once. It could adjust benefits to
actual revenues and peg points to both wages earned and years worked. This would
encourage people to accumulate points by working past the pension age. Beyond
this, however, the government was deeply divided.’” The economic development
and finance ministries wanted to preserve the mandatory savings system and
worried that otherwise, the pension insurance system would still be faced with the
unpalatable choice between raising taxes and lowering benefits at some point in the
future. Deadlocked, the government missed its own deadlines for reaching
agreement. Putin refused to intervene, demanding that the competing wings of the
government hammer out their differences.

In November, however, Putin sided with the social bloc and approved a
compromise decision to lower the rate of the mandatory savings contributions from
6% to 2% of earnings and to allow individuals to choose whether to contribute the
remaining 4% to a private pension fund or the pension insurance fund.”® Meantime,
through late 2012 and early 2013, government continued to develop its point
scheme. The economic and social blocs agreed on keeping the same overall
contributions rate (22%, with a 10% surtax on earnings above a certain threshold)
and to divide those contributions between a base portion and an individual
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insurance account.”® Divisions within the government over details of the proposal
(such as how to convert points into ruble equivalents and how many points could be
accumulated) delayed final agreement.80 The government again missed the
deadline Putin set for setting the issue.

Final agreement was prompted by the pressure of preparing a budget for
2014. Preparations began in 2013. Revenues were dropping and the government
faced harsh pressure to meet its own goals (including the ambitious spending
increases demanded by Putin in his May 2012 decrees). The finance ministry was
proposing a 5% across-the-board cut in government spending. Ministers in the
social bloc sought new resources to meet their own spending needs and to reduce
the annual subsidy to the Pension Fund. Deputy prime minister Ol'ga Golodets
finally persuaded her colleagues to make all of the mandatory savings plan
voluntary, even dropping the remaining 2%, and using the contributions of those
who did not opt to contribute 6% of pay into a private pension plan into the
individual accounts through the social pension insurance system.81 The new system
would take effect on January 1, 2015. Thus for the large number of people who had
not chosen a private pension fund for their required pension savings, allowing the
VEB to manage the accounts, their money would go into the pension insurance
system. Golodets argued that from their standpoint there would be no difference.

Meantime, the finance and economic ministries recognized the need for an
audit of the private pension funds. Some had already gone bankrupt and the
Pension Fund was finding it difficult to recover their assets and obtain the names of
the contributors.82 There was general agreement in the government on the need to
guarantee private pension savings, and a recognition that the funds needed to
undergo review. The economics and finance ministries proposed diverting the
contributions that would have gone to the private funds into personal accounts at
the VEB until the funds had been certified and placed under the guarantee system.
The social bloc proposed that the diverted funds be used for other social programs.
The respective vice-prime ministers, Shuvalov (representing the economics-finance
bloc) and Golodets (the social bloc) thought that an agreement had been reached.
Unexpectedly, however, the labor and finance ministers sought Putin's agreement to
a different arrangement: all the savings contributions for 2014 that would have
gone into the private pension funds would be diverted to the Pension Fund to
reduce its deficit; they would not be used to fund other social programs. Many
referred to the maneuver as a confiscation of the private savings contributions.83

In the competition between the finance-economic bloc and social bloc that
had gone on throughout the Putin era, the finance-economic bloc had the upper
hand at the beginning of the 2000s and the social bloc won out a decade later.
Economic and political conditions had changed, and the Putin leadership was driven
more by short-term considerations than by the objective of putting the pension
system on a sustainable footing. The interests of the present generation won out
over those of future generations, social stability and security over the interest in
economic growth. The battle lines were relatively constant over the decade, but the
calculus of political risk and opportunity for Putin shifted, changing the relative
strength of the two coalitions. The result was policy instability.
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In the course of this process, some actors outside the government did take
part. The public was largely unaware of the issue and uninterested in the details,
although there was strong latent opposition to raising the retirement age coupled
with deep mistrust of the system.84 (Nonetheless, the number of people putting their
mandatory savings contributions into the private pension funds rose rapidly, to
almost 27 million by the end of 2013; their collective pension savings amounted to
one trillion rubles.) The trade union federation was largely a bystander.8> However,
parastatal think tanks were active. The Public Chamber weighed in with a report.8¢
The Central Bank issued a report opposing the diversion of savings contributions.8”
Representatives of the social bloc met with the Tripartite Commission, expert panels
convened by the "open government" ministry, and United Russia to present their
proposals and build support. President Putin met with the "Popular Front Action
Forum" to deflect criticism of the proposed point system and defend the need for
action.8 When the proposal went to the Duma, the government made further
minor concessions.8? United Russia loyally supported the legislation; as is usual
when the government proposes politically painful legislation, United Russia's
spokesmen urged the Duma to pass it in first reading so that all the flaws could be
straightened out before the second reading. By then of course the essential details
have been settled and the legislation passes. However, the government's eagerness
to coopt supporters and deflect popular opposition to the pension reform, with its
new and untested point system, is suggested by the unusual step of allowing several
opposition parties not represented in the Duma to present their views in floor
debate.?® The legislation moved through the legislative process quickly: the
government proposed it on October 17; the Duma passed it in first reading on
November 19 and in third reading on December 23; the Council of the Federation
passed it on December 25; and Putin signed it on December 28.91 The fast pace of
parliamentary deliberation shows that the major policy decisions had been worked
out over the previous two years within the government.

All in all, the policy process followed a fairly typical sequence. Following a
debate among government officials and experts close to the government, one
ministry with a stake in the matter developed the proposal and circulated it among
the other ministries. This framed the choices and opened the policy to trade-offs
and modifications. Next, the circle of participants widened to include working
groups and expert groups that sought to reconcile differences and settle specific
details. As a consensus built within the government for the proposal, the
government then solicited the comments of a still wider circle of participants,
including parliament, the expert community, and public bodies such as business
associations, trade unions, the Public Chamber, the Popular Front, the Trilateral
Commission, and other quasi-state civic entities. During the process, many details
were revealed to the press. Officials dissatisfied with a decision made at a
government meeting made a calculatedly critical comment to the press or privately
leaked information about the process. (For example, after the decision to divert the
personal pension savings contributions into the Pension Fund, economy minister
Uliukaev remarked to journalists that he hoped the decision was not irrevocable and
that something "better thought through" would yet come along.?2)
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Although I have focused on the decision to eliminate the mandatory savings
contributions and to divert contributions into the current pension fund, we should
remember that there were multiple other decisions affecting the pension system
proceeding through the policy mill at the same time. These included a choice over
whether the Tax Service or the Pension Fund should collect the contributions (the
Pension Fund won out); how to certify the private pension funds; and what the time
period should be for giving citizens a choice whether to continue making voluntary
contributions or not; and others. Some less immediately related questions, such the
budget allocations for each ministry, also had a bearing on pension policy. As
options were framed, each was backed by a particular advocacy coalition. At times,
coalitions joined forces and agreed to bundle issues by exchanging concessions. In
the case of the maneuver to freeze contributions to the non-state pension funds for a
year, an unexpected alliance arose between the finance minister, who sought to
minimize government transfers to the the Pension Fund and to audit non-state
pension funds, and the labor minister, who wanted to protect the Pension Fund.
Their last-minute alliance circumvented a number of the other government bodies
participating in the decision: the vice-prime minister for social policy who wanted to
increase spending on medical insurance and other ministers sought to avoid
spending cuts and to use pension savings for their own investment projects.?3 The
labor ministry proposed raising social contributions rates, but the finance and
economics ministries objected. The president wanted to avoid provoking a protest
movement on the part of deceived contributors if pension funds failed, and to keep
raising defense spending, so backed the proposal of the labor and finance ministers.

For all the care with which bureaucratic consensus has been built around
each step of pension reform, Russia's pension policy has not been stable. Despite
the limited number of direct participants in the process, all of them state actors at
the federal level, policy decisions have constantly been upset as opponents
mobilized and regrouped to overturn them. Policy instability in the area of pension
insurance, as in other areas (such as taxes and market regulation), tends to shorten
time horizons of participants and undermine confidence in the soundness of the
pension system. It therefore exacerbates the problem of underfunded liabilities.

Pension reform has proceeded very differently in China. Not only has it been
incremental rather than comprehensive, but every element of it has tried out
through local experiments. In the early 1980s, some localities launched efforts to
pool social insurance funds at the local level, so that enterprises (many of which
financed their own pension funds) could be relieved of their pension obligations,
which were proving to be a growing liability under conditions of market reform.%+
The central government encouraged and spread these initiatives.?> Another line of
experiments beginning in the 1980s tested methods for accumulating retirement
savings in personal savings accounts, starting with Shanghai and Shenzhen. The
State Council in 1991 declared that social pooling across enterprises, based on
individual contributions, was to be a standard template throughout the country, and
created the basic three-pillar system. At the same time, however, it allowed local
governments to establish the contributions levels for local enterprises. The 1991
policy represented a codification of practices that had already developed in many
localities rather than setting a fundamentally new policy, but it did lay out objectives
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for the development of future policy: calling for the pooling of pension insurance
funds at the province level at some point in the future. It also envisioned that over
time, individual contributions rates would rise and the enterprise contribution rate
would fall.?®

In 1995 the central government established a set of guidelines for social
pooling and the management of individual funded accounts. The restructuring of
state enterprises in the late 1990s, combined with the Asian financial crisis, brought
a further impetus for pension reform. This began in 1997 when the State Council
decided to create a unified urban employee pension system with funds pooled at the
province level, allowing the local authorities to determine local contributions rates
up to a national ceiling.?” (This allows local governments to lower contributions
rates for individual enterprises on an ad hoc basis.) In 2010 the National People's
Congress adopted a law on social insurance that codified the experience of
numerous local experiments. It established three parallel systems of pension
coverage--for the rural population, for residents of urban areas, and for employees
of urban enterprises. It called for pooling of funds at the county level or above. The
law was highly general, however, providing guidelines rather than details.?® For
example, the centerpiece law of the 2013 pension reform in Russia, "on pension
insurance,” consisted of almost 20,000 words and specified in fine detail the
formulas to be used to calculate pension benefits. The 2010 Chinese law (in English
translation) ran a total of 6349 words, with only 720 words devoted to the pension
insurance system. The difference reflects the centralization of the pension system in
Russia and the decentralization of China's system.

The far greater decentralization of the pension system in China means that
policy is driven much more by local coalitions than by coalitions of bureaucratic
actors at the center. Therefore it is hard to draw general observations about
patterns. Xian Huang has attempted to reconstruct the types of alignments of social
interests shaping social insurance policy in China.?® She distinguishes between
groups employed in the state sector and those outside it, and between insiders, who
are employed in the formal sector, and outsiders, who are in informal employment.
She sees state sector insiders as the most influential force in policy-making, with a
preference for higher contributions and benefits levels. However, this does not
clarify the institutions and actors that drive policy decisions, particularly given the
decentralized character of policy. Mark Frazier characterizes the political coalitions
driving pension policy somewhat differently, emphasizing the common interests of
"local cadres and crony capitalists” who prefer higher payroll tax contributions and
local control over pension funds. He argues that these coalitions have successfully
defeated efforts to pool pension funds at higher levels.190 In each territorial unit, he
finds, the local social insurance agency is a powerful player: they offer local
authorities a large pool of social insurance funds that can be invested in local
development projects. State-owned enterprises controlled by local governments
work out their own arrangements with their workforce and government overseers,
often colluding to shortchange the social insurance funds.191 As in Russia, workers
generally have little trust in the system.

As a result, although the central government has pressed to raise the
administrative level at which social insurance funds are pooled, counties and cities
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have resisted doing so. In twenty years there has been little movement toward a
national pooling of pension funds.192 Nearly all pooling is still done at the city or
county level.103 Richer localities resist sharing their funds with poorer ones, so that
provincial and central government subsidies are required to fill the gap. By 2010,
central government subsidies to cover local pension fund deficits had reached about
one trillion RMB, or just over a half of one percent of GDP. The drain is lower
relatively speaking than in Russia but, as in Russia, the size of the pension system
deficit is growing. As Figure 6 indicates, although fewer provinces carry deficits in
their pension systems, the aggregate size of the deficit is rising.194 Evasion and
underpayment of payments are rising.10>

Moreover, the funded portion of the system, that is, the individual retirement
savings accounts element, has failed. The few provinces that experimented with
them have abandoned them. Funds in the individual portions of the social insurance
system are routinely used to pay current pensioners or to fund local investment
projects.106 Like Russia, China has been unable to support both a funded system of
future benefits and a PAYG system meeting the needs of current pensioners. Asin
Russia, this situation is unsustainable, both because of the growing strain on the
state budget and because pensions are lagging behind wages.

China's pension system is also more affected by problem of incorporating
migrant laborers working in the cities into the pension insurance system than is the
case in Russia. In China, the huge flow of migrant labor from rural areas in inland
provinces to the rapidly-growing coastal provinces has led to a situation in which
approximately a quarter of urban workers are migrants. In typical industrial cities
the figure is 40-45%, and in some cities the share is as high as 70-80% of labor
force.3 Most of the migrant workers have been--at least until the 2008 Labor
Contract Law (requiring that all workers have employment contracts)--employed on
an informal basis, ie lacing contracts. Without urban residency registration status
(hukou), and without formal contracts, migrants tended to be willing to work for
lower wages and benefits than laid-off state enterprise workers.# Without an urban
hukou, migrant laborers in most cities are not entitled either to urban employee or
urban resident basic pension insurance but must settle for the relatively meager
rural pension scheme. Often although they pay into the urban pension system, they
are unable to move their pension insurance with them when they change jobs.
Recently, some cities have been experimenting with new programs under which
rural migrants pay into the social insurance system (often at a lower rate), which
tends to increase the flow of revenues into the municipal and provincial pension
funds. 107

Simultaneously, China has begun experiencing a shrinking labor force. Its
effects are felt much more acutely in southeastern coastal regions than inland. This

3 Kam Wing Chan, "Introduction: Population, Migration, and the Lewis Turning
Point," in Cai Feng and Du Yang, ed., The China Population and Labor Yearbook, vol. 1:
The Approaching Lewis Turning Point and Its Policy Implications (Leiden, Boston:
Brill, 2009), p. xviv.

4 Luigi Tomba, Paradoxes of Labour Reform: Chinese Labour Theory and Practice from
Socialism to Market. (Honolulu: University of Hawaii Press, 2002).
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means that nationally, as more workers are enrolled in the urban employee pension
system, more workers are also retiring and collecting benefits from the system. As a
result, despite the active effort by trade unions and the government to expand
pension insurance coverage, the ratio of retirees to total enrollment has remained at
about 24% from the early 2000s to the early 2010's. However, this apparent
stability at the nationally aggregated level masks enormous regional variation.

Some regions (such as the industrial northeast) have aging populations and high
shares of covered workers, so that their dependency ratio has been rising sharply.
Other regions have sharply declining dependency ratios because the number of
newly enrolled workers has greatly outpaced the number of workers who retire and
collect pension benefits. Figure 8 illustrates the wide variation across regions.
[Figure 8 about here]

The diversity of local pension insurance systems also means that some
localities offer far more generous benefits than others. Nearly all of the cities and
provinces with pension fund surpluses are located in the rich southern coastal areas,
but they account for only a third of the pensioners. Shanghai, a municipality with
province status, is experimenting with a scheme to cover migrant workers under its
urban residence system.108 This has the advantage of increasing the stream of
contributions from a relatively young population and thus increasing the size of its
pension fund pool, but it is administratively taxing and may result in widespread
evasion as local employers collude with workers to pay wages in cash.

In Russia's centralized system, pension savings provide the government a
pool of long-term investment capital for large-scale infra-structure projects. The
return on these is quite uncertain and the risk-reward ratio is not priced by the
market. In China, pension funds are likewise often used for local development
projects, many risky and corrupt.19° The 2006 Shanghai pension fund corruption
case is often cited as a case in point. The former Shanghai Labour and Social Security
Bureau chief embezzled from the pension fund and lent the money to a group of
developers.110

Thus there are some superficial similarities between Russia and China in
their current pension policies. Both face serious difficulties in establishing
sustainable financing, and have raided the individual contributory accounts to meet
current obligations. Both have effectively failed to resolve the problem of the double
burden, focusing on meeting the needs of current pensioners rather than on
ensuring funded accounts for individual pensions in the future. More revealing are
the differences in the way they have made policy. Russia's pension policies have
been inconsistent and reversible. Policy was deadlocked in the 1990s, 111 but
Putin's access to power shifted the political balance and enabled a major overhaul at
the beginning of the 2000s. The political coalition supporting that policy eroded,
however, resulting in frequent changes of the structure and level of the payroll tax
(alternating between treatment as a tax and as an insurance contribution), before
being fundamentally overhauled again in 2013. So far the government has not
nationalized the private pension accumulations but it is not out of the question that
it will do so if the fiscal situation worsens substantially. Russia's policies have not
developed incrementally and have been subject to reversal. They are also
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vulnerable to widespread non-compliance; each time the contributions rate has
risen, large-scale evasion has followed.

China's pattern is quite different. In China, policy-making has been
incremental, and always based on local pilots and experiments. China's pension
system was extremely limited when reforms began: effectively only the urban state-
owned industrial enterprises were covered by the pension system. Some
collectively-owned enterprises were covered, and of course government officials in
the cities and countryside enjoyed their own separate pension system. China has
slowly but steadily expanded basic coverage to include all urban residents (meaning
individuals not employed in state industrial enterprises but holding urban hukous)
and all rural residents. The overall direction of reform has been quite clear: first all
sections of the population have been brought into a pension insurance scheme and,
according to the 18th Party Congress, the three separate schemes--rural, urban
employee and urban resident--are to be united into a single pool in the future. The
problems for China are not only in finding sources of financing to meet pension
obligations in poor provinces, but also in persuading rich local governments to
share their funds with poor ones in the same provinces.

IV. Conclusions

A pension system is a "social contract across different generations, political
forces, business and the state."112 How well have Russia and China succeeded in
rebuilding the social contract in the area of pensions?

Both have succeeded in broadening and deepening pension insurance
coverage. Russian pensions surpass the subsistence minimum. In China, virtually
the entire population is nominally covered by one of the three basic pension
schemes. These are significant achievements. Both countries have limited the
redistributive impact of pensions, however, by imposing a ceiling on earnings
subject to the base payroll tax and by limiting benefits. In Russia, the new pension
point system caps the number of points an individual can earn (points are earned
through a combination of years of employment and wage levels), setting a ceiling on
maximum benefits. In both, the nominal contributions rate is high, but evasion is
extremely widespread. Consequently, both are experiencing revenue shortfalls in
their pension systems, but in China, these are localized whereas in the centralized
Russian system, they are felt in the growing deficit of the Russian Pension Fund.
Although both countries have raised benefits, in both, average benefits lag
significantly behind average earnings. Efforts to widen and deepen coverage are
straining the budgets in both countries, requiring greater budget transfers. Both
countries recognize the latent power of pensioners to mount protest, so both have
(so far) refused to raise the pension ages as a way of easing the fiscal strain. Instead,
both are seeking ways to encourage later retirement.

More revealing are the differences in the way pension reform has proceeded
in the two countries. The types of political coalition driving pension policy differ
significantly between them. In U-form Russia, the relevant decision-making bodies
are all at the central level, where advocacy coalitions reflecting different preferences
and interests compete for influence. A market-oriented alliance in 2001-2002
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gained control of policy after a decade of impasse, but over the course of the next
ten years it lost its dominance as the financial crash of 2008, Putin's turn away from
an open, market-oriented policy, rising fears of social unrest, and acute budget
strains led the government to change course again in 2012-2013. Although the
manoever alleviated some of the strain faced by the Pension Fund, it only postpones
the day of reckoning. Adding Crimea's pensioners to the system will further deepen
the strain. As before, Russia's pensioners will need to depend on their own earnings
and family resources rather than on pensions for their subsistence. Russia's
dilemma is the time inconsistency between current and future interests.

In China, policy has had a stable and consistent direction over time, but has
been uneven across territory. The decentralization associated with the M-form
model has allowed for extensive policy testing. This in turn has encouraged the
authorities to accumulate knowledge gathered locally and to disseminate it
nationally. It may also allow the advocates of a policy reform to build coalitions in
support of a policy by encouraging local officials to try it out and realize benefits
from it. The corollary of the M-form system, however, is that the central authority
finds it difficult to enforce common rules on its territorially autonomous units if
those rules require them to redistribute resources or suffer losses of rents. This
dilemma may help explain the center's apparent inability to imposes losses on
territorial governments (for example, by enforcing environment protection laws)
compared with its apparent ease in encouraging them to realize gains from growth.
Social policy in China is not cyclical or unstable, but it has been unable to pool the
benefits and risks of market reform evenly across regions. It therefore deepens
spatial inequality.

Resolving redistributive conflicts in democratic states is achieved by
bargaining on the part of large organized actors, peak associations of business and
labor, parliamentary parties of the left and right. As the literature on the varieties of
capitalism demonstrates, the degree to which social policy is redistributive is linked
to the level of coordination in investment in human and physical capital by business
and labor. Economic, social and political institutions tend to be complementary.113
If Russia and China are to rebuild a social contract corresponding to the market
environment they are entering, the bureaucratic-authoritarian institutions they
currently rely upon to set policy are unlikely to suffice. A reform of the policy-
making institutional framework is likely to be necessary.
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Figure 1: Russia and China: Central Government Shares of Total Revenues, 1998-
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Figure 2: WIDER Estimates of Inequality Trends: US, Russia, China
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Figure 4: China: Growth of Income Dispersion across Regions

China: Adjusted Mean Urban Household Income, by Province
1990, 2000, 2005, 2010
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Source: urban income figuras from Chine Data Online; prica deflators from hitp:tihome.ust.hki~sochalz/SpatialDeflators. html




Figure 5: Russia: Pension Fund Deficit

Russia: Pension Fund Budget, 2007 - 2012
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Figure 6: China: Pension Fund Deficits

China: Pension System Deficits, 2002-2011
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Figure 7: Russia: Trends in Wages, Incomes, and Pensions
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Figure 8: China: Trends in Pensioner-to-Total Enrolled, by Province
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