The Quest for a Social Safety Net: How unemployed are Russia's unemployed? by John R. Guardiano 

Mikhail and Galina Razzhivina are a fairly typical young Russian couple. The parents of four children, they reside in Nerekhta, a small industrial town (population 29,000), 170 miles northeast of Moscow. Both are in their late-30s and both are employed at the largest local plant, known simply as the "Mechanical Factory." He is a factory worker; she is a bookkeeper.1
In the past, employment would have been enough to provide the Razzhivinas with a sense of stability and confidence in their future. In the not-so-distant Soviet era, after all, the Mechanical Factory occupied a privileged place in Russian society. A defense plant that produced military spare parts, it once employed, housed and helped feed 5,000 people-more than a third of Nerekhta's working population.

But not anymore. In its conversion from producing defense and military hardware to consumer goods, the factory has eliminated more than 2,000 jobs in the past two years. Caught in the midst of this downsizing are the Razzhivinas, who, as a result of these changes, have neither worked at the plant nor received a salary from it in more man three months.

According to Russian law, however, they are not unemployed; rather, they are on an extended "vacation." In fact, as was their right as employees, the Razzhivinas last summer sent each of their four children to the factory's summer camp, which provided the youngsters with hot lunches as well as computer and educational opportunities. The Razzhivinas used their free time constructively, mostly to store and can vegetables grown in a one-acre plot financed in part by a relative's pension check.

The tale of the Razzhivinas is representative of how so many Russians survive these days: through determination and effort, and with the help of friends, neighbors and family. Officially, survival is aided by the government's bureaucratic legerdemain: much of the country's unemployment is hidden, disguised as "vacations" or "holidays." 

Pain and Progress

The Razzhivinas' situation is also emblematic of the difficulties a large and growing number of Russians now face. To be sure, the Yeltsin government's economic reform program has brought about so many positive and dramatic changes in Russian society. For example, where there were once queues and shortages, there is now a readily available abundance of food and other vital consumer goods. The private sector, once a nonentity in Russian society, has grown by leaps and bounds as Russians have shown a remarkable flair for entrepreneurship. Russian privatization of state industry has set a world record for speed and comprehensiveness. And, perhaps most important, Russians now have unprecedented freedom-a freedom unlike any other in all of Russian history-to speak their mind, criticize their government, and voice dissatisfaction with the status quo.

This is important, because, as the Razzhivinas will tell you, Russians today have much to be dissatisfied about: high inflation that is obliterating their life savings; organized crime syndicates that are increasingly filling the social roles once occupied by the old Communist Party nomenklatura; a dearth of new private-sector job opportunities; a social safety net that is threatening to collapse from the weight of too much demand and too much administrative confusion; antiquated and decrepit infrastructure nationwide; widespread fear about the country's future; moral and social decay; environmental pollution that is the worst in the industrial world; and sudden and rapid changes that are forcing Russians to adapt to new and more disruptive forces now at work in their society.

Perhaps the greatest such change is the possibility of being unemployed and of having to find new work. Employment was guaranteed in the Soviet Union, so Russians have no real experience with being out of work. The situation is changing with the introduction of market reforms, which are forcing Russian industry to downsize, streamline, and restructure.

Indeed, the Mechanical Factory in Nerekhta is a testament to this new reality. Officially, unemployment in Russia is still unnaturally low; the government's figures place it at 1 percent of the work force. Yet, however the government defines unemployment, the problem promises to get progressively worse in the near future with the growth and expansion of market forces in the Russian economy. Indeed, a national unemployment rate of between 10 and 20 percent is more likely and more appropriate during the interim period of Russia's transition from socialism to capitalism.

This is because most of Russian industry is bloated and antiquated, a legacy of its Soviet past. Geared primarily toward heavy industry and the production of military hardware, and responsive to the political demands of the government rather than the economic requirements of the marketplace, Russian industry during the communist era was wholly out of touch with Russian consumers. Consequently, Russians have long been lacking in basic consumer goods, such as cars, washing machines and dryers, kitchen appliances, radios, and television sets.

This perhaps was appropriate for a military superpower attempting to win a cold war with the United States; but it was completely inappropriate for a modern industrialized nation seeking to satisfy the material needs of its citizens. Russians may have been guaranteed work, yet an increasing number of those jobs were economically useless and counterproductive. Russia thus augmented its military might only as it weakened its economic prowess. Russian living standards, consequently, fell vis-a-vis their American, West European and Japanese counterparts.

For this to change, production must shift away from heavy industrial machinery and military hardware and toward commercial and consumer goods. This requires a radical restructuring of Russian industry and massive redeployment of scarce economic resources. This, in turn, requires a dramatic increase in unemployment as old industries downsize and even collapse.

Such a shift in production has begun to take place. Witness, for example, what has happened to the Mechanical Factory and to people, like the Razzhivinas, employed there. While particular companies have done much to meet consumer needs and market demands, Russian industry in the aggregate has changed very little, since the Russian government has been extremely reluctant to allow the requisite rise in unemployment. It has consistently acted to shield Russian industry from market pressures, which otherwise would have induced changes in enterprise organization and behavior.

Psychological Hurdles

In part, this is understandable and represents a conscious policy decision on the part of the Russian government. Seventy-plus years of communist rule, after all, have left the Russian people thoroughly unaccustomed to unemployment and ill-prepared to cope with the adversity of market forces.

Again, the example of the Razzhivinas is illustrative. Dependent their entire lives on the state, they display a "helpless passivity" at the prospect of securing new employment and reject out of hand the notion of becoming entrepreneurs or businessmen. When asked, for instance, whether she and her husband would consider trading some of their surplus vegetables on the open market to make ends meet, she responds with typical Russian shock and indignation: "Engage in trade?" she cries. "I could never do that." Her attitude is typical of Russians brought up on the communist notion that trade is "speculation" and, as such, illicit, immoral and illegal.

Mr. Razzhivina is no more eager than his wife to be his own boss and test himself in a free and open market. "At least under communism there was always somebody you could complain to,"he says. "Now nobody seems to be responsible."Clearly, Mr. Razzhivina does not think himself responsible. Rather, he expects someone, or something else (presumably the government or the state-owned enterprise at which he is employed) to care for him and his family.

The Razzhivinas are not an exception in Russia today. There are, in fact, millions of people like them, psychologically unprepared for freedom and the risks inherent therein. Inundated their entire lives with Soviet propaganda about the evils of "speculation" and "dog-eat-dog capitalism," they have an almost innate antipathy for private-sector business activity and the entrepreneurs who benefit from it.

Reared in a system that told everyone exactly what their place was and exactly what to do-a system that punished individual initiative-they are psychologically crippled in the presence of market forces. Their mere existence, therefore, strikes fear in the hearts of many moderate and reform-minded Russian politicians, who worry that if reforms get are carried out too far and too quickly, then millions of people like the Razzhivinas will suffer as a result and fall prey to a nationalist and populist backlash. Perhaps, say these politicians, it is better to slow down the implementation of reforms so as to avert a mass repudiation of the entire reform movement.

Their fear is well founded. According to Yevgeniy Gontmakher, head of the working staff of the government's Council for Social Policy, about one-quarter of the population would like to return to the Soviet past; and many of these people are determined to oppose

reforms that they believe would lead to their impoverishment.2 "The scale of already existing and potential poverty sharply reduces the social base of reforms, causes their rejection by a considerable part of the population, and creates a favorable basis for the activities of the opposition," Gontmakher explains.3

Indeed, the surprising success of reform opponents in the December 1993 parliamentary elections confirms the worst fears of moderate and reform-minded Russian politicians. The misnamed Liberal Democratic Party (LDP) captured nearly 23 percent of the vote-the highest of any one political faction or party. Headed by Vladimir Zhirinovsky, the LDP skillfully exploited people's anxiety about the changes now underway in Russia. The Communist Party did much the same thing, taking an impressive 12 percent of the vote.

A poll conducted during the elections by the Moscow-based Institute of Parliamentary Sociology found that a full 37 percent of the population thought that Russia's current economic situation was "utterly unbearable." 4 And a poll conducted late last spring by the All-Russian Center for Investigating Public Opinion likewise found that 43 percent of Russia's urban population thinks "it would have been better if everything had remained as it was before 1985" -the start of the Gorbachev era.5

Tradeoffs and Difficult Choices

It is precisely because of such popular resistance to reform that Russian politicians are reluctant to push ahead too quickly with the transformation process. 

In a sense, this is a positive development, since it suggests that the country's politicians are responsive to the wants and needs of their constituents, and that democracy is truly beginning to take hold in Russian society. In a more profound sense, it is also illustrative of the shortcomings of democracy, particularly in a country that has no real experience with self-rule and that is only now beginning to make the transition to capitalism. It is also illustrative of the economic tradeoffs that, in the short run at least, real reform requires. For while it is true that Russia has avoided massive unemployment, it has done so at a high price: high inflation that, far more than anything else, has destroyed the economic health of the Russian Federation and has brought misery to countless numbers of Russians.

This, of course, was not what was intended when the Russian government decided to continue subsidizing loss-making enterprises through the use of massive state subsidies and government credits. It was the inevitable end result of a policy specifically designed to shield state-owned enterprises and newly privatized businesses alike from market forces-forces which otherwise would have induced a restructuring of Russian industry and its attendant dislocations.

Unfortunately, there is no easy way out for the Russian government. In the short run, at least, any genuine economic reform program in Russia will involve tradeoffs and costs. Simply put, less unemployment necessitates higher inflation and vice-versa. There is simply no way around this dilemma. The problem is not simply economic in nature; there is a confounding political dimension as well.

After all, what is more damaging to the political interests of Russian reformers and the cause of Russian economic reform, unemployment or inflation? Is "gradual reform" economically viable? If so, is it politically prudent, or will it simply prolong the pain of reform and hasten the political demise of the reformers themselves? After decades of living under the dictates of a centrally planned economy, are Russians even capable of surviving in a truly free-market economy? If they are not, then what should be the appropriate policy of the Russian government?

There are, of course, no easy answers to any of these questions. What can be said with certainty, though, is that Russia's future depends on how well questions like these are answered. Indeed, a viable and coherent economic reform program must take full stock of both the political and economic dimensions of public-policy decision-making, if for no other reason than all such programs involve tradeoffs and costs.

There is, after all, no such thing as a "perfect" economic reform program, only better (or worse) policies and more (or less) appropriate programs. What is better and more appropriate for Russia can be determined only through honest and careful analysis of the tradeoffs involved in various policy options.

The Roots of the Problem: Soviet Employment Policy

All able-bodied Russians in the Soviet Union were guaranteed employment, usually at a large state-owned enterprise. Since economic power was vested solely in the state, it alone determined what would be produced and in exactly what quantities. But in order to fulfill its production quotas, the state had to commandeer Russian labor, lest the employment decisions of individual Russian workers conflicted with the demands of the state. It did this, of course, by telling workers what jobs they could have and where they could have them. Thus, Russians were guaranteed employment-in fact, they were legally required to work-but only at the expense of their freedom, which was radically limited and circumscribed.

For example, an elaborate system of residency permits was put in place to control the supply of Russian labor and to ensure that all towns and enterprises had adequate labor resources. Dubbed the propiska system, it required that before workers move into a certain locale they first obtain legal permission to do so. Such permission (the propiska) was established as a prerequisite for access to many locally provided services. In the Russian Republic, the entire system was so intertwined with state housing and employment laws that it became effectively impossible to obtain one without the other.

As such, a defense plant employee in Siberia seeking to move to, say, Moscow in order to take advantage of better employment opportunities there could do so only after first obtaining the necessary propiska from local authorities. Obtaining the propiska, however, was made contingent upon his ability to prove that he already was employed in, and resided in, Moscow. This "Catch-22" afforded local governments enough arbitrariness in their decision to grant propiskas.

This system accounts for much of Russia's present-day difficulties, since it created, in effect, rigidly structured, one-company towns, where one factory employs most everyone and provides for most of their social and material needs as well-housing, education, and health care among them. Indeed, in many instances, these firms were more powerful than the local government to which, officially at least, they were legally subservient.

According to the World Bank, "there are over 100 nonmilitary enterprises employing over 10,000 workers in Russia" ;6 and that is in an economy historically geared to heavy industry and military production. Clearly, if one accounts for military enterprises that employ 10,000 or more workers, the number of one-company towns in Russia is quite large indeed.

The problem with this situation is that it has forced large numbers of Russians to be wholly dependent upon one factory or industry and, in conjunction with the communist ban on private-sector initiative, has denied them any realistic alternative to social services apart from those provided by the state-owned enterprises (SOE) were they work.

Recall again the example of the Razzhivinas. Despite not having been paid for more than three months by their employer, the Mechanical Factory, they nonetheless hang on as factory employees. The reason: benefits and services such as "subsidized apartments, health care, gardening plots, discount food, day-care centers, and sports installations" -not to mention the factory's day camp, where they sent all four of their children this past summer, and which provided them the free time necessary to make ends meet. "Without it [the factory day camp], I don't know what we would have done," says Mrs. Razzhivina.7
Because of the day camp and dozens of other SOE-provided social services like it, Russian politicians are in a quandary. After all, Russian industry clearly needs to change; but in the absence of viable employment and social service alternatives, the price of change seems prohibitive. Inefficient factories must be closed and inflation must be eliminated. But Russians need to work; and without popular support of the government's reform efforts, there can be no future reform of the Russian economy.

Similarly, for Russian living standards to grow, economic resources must be redirected to the private sector; Russian industry must undergo more privatization. Yet, how can individual living standards grow if the social safety net that supports such standards is eliminated through the privatization of Russian state-owned enterprises?

In short, Russia's policy makers must balance a number of equally legitimate but competing interests. More often than not, however, the pursuit of such a balance has led to public-policy paralysis in the Russian Federation. Laws are passed but not enforced; decrees are signed but not implemented; and conflicting sets of policies from the government's executive and legislative branches, and from the central and regional authorities, annul each other.8
Positive Changes

Despite all this, a number of significant changes have been effected in Russian social and employment policy since the mid-1980s. These began (albeit ever so slowly) with Gorbachev's perestroika and have continued (albeit fitfully) throughout the Yeltsin administration.

Most important has been elimination of the ban on private-sector activity, which precipitated an explosion in Russian entrepreneurship and a small but growing indigenous Russian commercial sector. This is significant, because it has allowed dissatisfied Russian workers to take control of their own destiny by striking out on their own as traders, entrepreneurs, and business owners. While relatively few have actually done so, the mere existence of another potential avenue for advancement and the possibility of new and different employment opportunities outside of state-owned factories has, in fact, helped to facilitate needed changes in the Russian labor market. Enforcement of the propiska system has been relaxed, so that Russians today have markedly new (albeit still quite limited) mobility and freedom of transport.

Another important factor has been the Yeltsin government's mass privatization program-the largest and most comprehensive divestiture of state assets in history-which has given workers a large share of the ownership rights in the companies that employ them. Now, for the first time in more than 70 years, Russian workers have a say in what they do for a living and how they do it, and thus are able to exert a strong voice in their firm's social services and employment policy.

Privatization also has set in motion the process of industrial restructuring, since companies that want to take advantage of the new market forces now at work in the Russian economy are increasingly able to do so. Indeed, a growing (albeit still small) number of enterprises have sought out foreign partners, sold off worthless assets, and shifted to new modes of production.

The "social safety net," such as it existed in the Soviet era, has been overhauled and expanded to meet the needs of a more dynamic, market-oriented economy.

A Federal Employment Service (FES) has been established to assist Russia's new unemployed with job training, job placement, and financial assistance. Voluntary supplementary pension plans are now permitted, and larger cash allowances have been paid to families with children. In-home services to the indigent have been extended, and the range of charitable activities has been widened. Throughout the Russian Federation, hospitality suites have been set up for the short- and long-term care of the disabled and the disadvantaged elderly.

These measures were carried out in anticipation of economic reform's human costs-mass dislocations and greater human suffering. Unemployment in particular was expected to rise, and dramatically so. Experts in both Russia and the West spoke ominously about the coming economic crash and the specter of revolution as growing numbers of Russians went without work. Mass layoffs and social upheaval were predicted.

What Is the Extent of Russian Unemployment?

The reality of life in Russia, however, has been very different from that anticipated by the experts and the government officials they advise. Most conspicuous has been the relatively low levels of real unemployment-at or around only 1 percent of the work force, thereby making the employment situation in Russia (at least in this regard) the apparent envy of the world.

By contrast. Central and East European countries also making the transition from socialism to capitalism suffer an unemployment rate of between 10 to 20 percent. Western Europe has registered unemployment levels of around 10 percent of late. Even the United States suffers a relatively high rate of unemployment (roughly 6 to 8 percent). Why, then, is the situation in Russia so different?

There are a number of reasons, both "good" and "bad." The "bad" reasons have been alluded to already: the continued financial support of state-run firms by the government and the large increase in inter-enterprise debt. Other "bad" reasons include the hidden nature of much of the country's unemployment; the paternalistic nature of Russian industry, which has made it responsible for the satisfaction of most all social and material needs of its employees; and "labor hoarding" by employers willing to pay a reserve of redundant workers the minimum wage. Individually, each of these is a powerful explanation for the low rate of official unemployment in Russia. Taken together, they offer workers precious little reason to give up their jobs and abandon state employment, particularly when alternative employment opportunities are still rare.

Yet, the alternatives are not non-existent. In fact, Russia's private sector has grown dramatically in the past few years, now accounting for more than two-fifths of gross domestic product (GDP).9 More than half of the working population is employed either part- or full-time in these new businesses, which also comprise more than two-thirds of all retail sales.10
Some 700,000 Russians, moreover, are engaged in small-scale entrepreneurship, while the share of those working in small-scale enterprises now accounts for at least 11.5 percent of the national work force. In addition, 70 percent of all industrial enterprises have been privatized, including some 14,000 large-and medium-sized companies and more than 60,000 small businesses." 

Moreover, these figures certainly underestimate the extent of private-sector business activity in Russia, since much of it takes place outside official channels. Indeed, the informal sector in Russia is huge and growing. In part, this is a legacy of the Soviet era, when free-market entrepreneurship was legally proscribed. However, it also reflects the enormous difficulties entrepreneurs encounter when doing business in Russia today. High and prohibitive rates of taxation, a vast and confusing array of crippling rules and regulations, the constant need to bribe public officials to gain their approval for legitimate business activity, and inadequate market infrastructure (i.e., laws protecting private property rights, an independent private banking system, a commercial code, tort and contract laws) all serve to drive entrepreneurs into the informal sector.

Despite the transition's many obstacles, Russia's private sector has grown dramatically, and in a very short period of time. What this suggests is that the psychological hurdles to entrepreneurship in Russia are far less formidable than many Western experts and most Russian politicians think. Necessity is, after all, the mother of invention; and Russians have exhibited remarkable resiliency in the face of tremendous adversity.

This resourcefulness and determination is once again in evidence in post-Soviet Russia. The country's official rate of unemployment is roughly 1 percent. However, when one takes into account the number of workers put on extended "vacations" or "holidays," the figure is actually much higher-approximately 6 percent of the national work force.12 Like the Razzhivinas, these workers make do; they survive. They turn to members of their extended families for support; they rely on their apartment gardens and small plots for food; and they venture into the informal sector for new employment opportunities. Russians may complain loudly about the general condition of their country; but their own specific condition, while it does not warrant enthusiasm, is adequate nonetheless.

The Paradox of Polls and Statistics

A poll of Russian attitudes done by Russia's Independent Institute of Social and National Problems in early 1993, for instance, found that when initially surveyed about the state of their country, Russians were predictably pessimistic and gloomy, with 89 percent of respondents calling the situation "alarming," "a crisis," and "catastrophic." Only 5.9 percent of respondents, by contrast, described the situation as "ordinary." 13 But when asked about their own particular situation, the respondents gave a quite different answer: "Every 10th person assessed his own situation as good, 64 percent as satisfactory, and only 20.2 percent as poor. As for personal prospects, here cautious optimism also prevails. A little more than half the people are convinced that their life will improve, or at worst remain unchanged." 14
A poll conducted later that year by the All-Russian Central Institute of Public Opinion found similar sentiments. When asked, for example, "What statement corresponds best to the situation [in Russia today]?", a full 57 percent replied, "Life is hard but tolerable," up from 50 percent in 1992. Eleven percent said "Life isn't so bad and it's possible to live," up from 7 percent the previous year. And 28 percent said it was "no longer possible to tolerate our calamitous situation," down from 37 percent in 1992.

Moreover, the fact that respondents were more satisfied with their country's situation in 1993 than they were in 1992 also is telling. Reform critics and opponents alike typically say that the situation in Russia has gotten progressively worse and that there has been a steady deterioration of economic conditions in Russia. Certainly, official statistics bear this out. The country's real gross domestic product (GDP), for instance, fell by nearly 13 percent in 1991, 19 percent in 1992,12 percent in 1993. and 17 percent in the first half of 1994. If this is the case, why were more Russians content with their situation in 1993 than in the previous year?

First, official statistics on the Russian economy are misleading, since they accurately gauge only the gradual destruction of the old communist economy; they fail to capture the extent of the country's new private-sector business activity. Second, widespread reports of the economic hardships imposed by reform are more a reflection of reflexive Russian pessimism than an indication of objective circumstances, which are not nearly as bad as some Russian politicians and many Western experts portray them.

Furthermore, Russians' authoritarian political tradition leaves them suspicious about the new ways of democracy. Consequently, the opinions of both the extreme left and the extreme right have a much greater appeal in the post-Soviet period. Political rhetoric in contemporary Russia is not as carefully measured and nuanced as it is in advanced industrial democracies. The opponents of reform naturally exaggerate the difficulties of Russia's transition and the hardships imposed by the economic reform process. All too often, it is this view that informs the West's observations and analyses of Russia's condition.

This is not to deny that many Russians are, in fact, suffering. Nor is it intended to suggest that they have the ability to endure-should endure-painful economic hardship. Quite the contrary. To the greatest extent possible, economic hardships ought to be avoided. Certainly, it is possible that a point could be reached where the pain of reform far outweighs its benefits. Russia, however, has not yet reached that point. The pain that ordinary Russians are suffering owes far more to high- and hyper-inflation than it does to unemployment, which results from too little reform pursued too slowly, rather than too much reform pursued too fast.

While the unemployment rate in Russia has remained consistently among the lowest in the world, the Russian rate of inflation these past few years has dwarfed that found in nearly all other countries. Indeed, Russia's monthly rate of inflation is greater than the annual rate of inflation found in any of the advanced industrial democracies, the latter fluctuating anywhere between 5 and 50 percent. In 1993, for instance, inflation in Russia averaged 20 percent per month.

Such a high rate of inflation makes it all but impossible to do business, obliterates the life savings of workers, and is especially hard on the most vulnerable members of society-the elderly (widows and pensioners among them), the disabled, and others on fixed incomes. That is why, as Harvard University economist Jeffrey Sachs has observed, countries can endure high rates of official unemployment; what they cannot endure, however, is high-and hyper-inflation.

Poland, for example, has achieved a remarkable level of prosperity and economic integration with the West despite seeing its official rate of unemployment climb to an estimated 15 percent. In fact, economic conditions in Poland are so good vis-a-vis Russia that many Russians are migrating to Poland to take advantage of business opportunities there.

Economic Reform and the Social Safety Net

Quite clearly, then, the most effective and viable social safety net that the Russian Federation could ever hope to develop anytime soon is a growing and dynamic economy, one in which new private-sector job opportunities are rapidly created for workers displaced by economic restructuring. After all, wealth must be created before it can be redistributed and earmarked to disadvantaged members of society. Since it is a relatively poor country, Russia has precious little wealth to redistribute. Per-capita income in 1992, for example, was only $2,680; the gross national product (GNP) was less than $400 billion. In the United States, by contrast, per-capita income was $23,120 and GNP was in excess of $5 trillion.15
Similarly, Japanese per-capita income that same year was $28,220 and Japanese GNP some $3.5 trillion. For Germany and Canada the corresponding figures are $23,030, $1.8 trillion and $20,320, $565 billion, respectively. Even developing and transitional countries such as Mexico, Hungary, and Argentina have higher per-capita incomes than Russia-$3,470, $3,010, $6,050, respectively.16
What countries like the United States, Japan, Germany, Canada, and other high-income countries have in common is the fact that their industrialization preceded the implementation of a nationwide social safety net. In countries where it has not-low-to-middle-income countries such as Mexico, Hungary and Argentina-the government is acting quickly to facilitate new private-sector growth by privatizing industry, divesting state assets, simplifying the tax code, reducing tax rates, eliminating burdensome rules and regulations governing business activity, and cutting spending to reduce the inflationary effects of deficit financing.

The oft-cited example of the "miraculous" rise of the "Asian Tigers," -Hong Kong, Taiwan, South Korea, and Singapore-is illustrative in this regard. Like Russia today, the "Asian Tigers" once had anemic economies and suffered relative (and widespread) economic pain and deprivation. Unlike Russia, however, which today is a lower-middle-income country, the "Asian Tigers" started off at the very bottom of the pack, since they were among the very poorest countries in the world. Yet, in less than a quarter-century, their economies have taken off; today, they are among the fastest-growing in the world. South Korea alone, for instance, despite having a population that is less than one-third the size of Russia's, nonetheless has a GNP that is 75 percent as large and a per-capita income that is 253 percent larger.17 The reason, according to a recent World Bank study: a conscious decision to "emphasize investment in human capital and growth rather than social protection, especially in the initial stages of development." 18
By way of example, the report cites the experience of post-World War II Japan, which chose to concentrate on "economic growth and reconstruction," rather than on the "establishment of a comprehensive social protection system." In doing so, it achieved "a remarkable economic growth record," in a short period of time, thereby becoming "one of the most competitive and affluent countries in the world." Such growth has allowed the Japanese government to increase the percent of national income spent on social protection, from only 3.5 percent of GNP in 1951 to 13.7 percent of GNP in 1990.19
Russia needs to do much the same thing, and quickly, if it wishes to see the tangible benefits of reform manifest themselves anytime soon. For not only is there very little money available to the Russian central government to create a viable and effective social safety net independent of a growing and dynamic economy; there is also the troubling fact that what money is available-or, by law, ought to be available-to the government is being withheld from it, both by the regional officials who collect taxes and by the citizens in the provinces who are obliged to pay them. According to Deputy Finance Minister Sergey Aleksashenko, the Russian central government received only 50 percent of anticipated tax revenues in 1993.20 One Western analyst has concluded that as much as 60 percent of all taxes are lost by the government due to tax evasion and noncompliance.21
While it can certainly help. Western aid cannot be decisive in resolving Russia's quandary over a social safety net for its citizens. Part of the reason is that the disbursement of aid has been slow and likely will not be forthcoming in the future. In April 1992, amidst great fanfare at the meeting of the Group of Seven (G-7) countries in Munich, the West pledged a new $24 billion aid package to Russia. But according to Harvard University economist Jeffrey Sachs, an advisor to the Russian government at the time, Russia received only $10 billion of that amount; and "even this aid" , he laments, "was overwhelmingly in the form of short-term commercial credits that will soon come due" 22
A tireless advocate of Western assistance to the reform-minded Yeltsin administration, Sachs has long argued that for Western aid to be effective, it must be: delivered in toto, and in the range of, initially at least, some $30 billion; focused on economic restructuring; and part of a comprehensive economic reform strategy adopted by and adhered to by the Russian government.23
The problem, however, is that Western officials responsible for administering aid to the newly independent states of Eastern Europe and the former Soviet Union have never been convinced of the Russian government's ability to ensure that even these basic principles will be adhered to and that aid will, therefore, be used effectively. As if to confirm widespread fear both in Russia and the West that aid at best will be wasted and at worst will be counterproductive, Sachs resigned his position as an advisor to the Russian government soon after the December 1993 parliamentary elections; in so doing, Sachs seemed to signal the likely future course of Russia's economic reforms.

The Clinton administration and its Western allies have proved equally reluctant to shower Russia with financial assistance. In the summer of 1993, for example, the United States Congress appropriated only $2.5 billion in economic aid to Russia. It took the Clinton administration six months to figure out how to spend only $1 billion of that appropriation. To date, much of that appropriation has still not been spent.24
This is partly attributable to a steady decline in the U.S. foreign aid budget since 1985, which now amounts to less than $14 billion annually for the entire world. At a time when Americans are seeking to cut government spending at home, it is clear they have no desire to increase it abroad. A similar sentiment exists in Japan and Western Europe, which are still reeling from the effects of a prolonged recession. There is thus virtually no political will in the West to increase the relatively meager level of financial assistance to Russia.

Nor is it clear that doing so would be much help. Crime and corruption are growing problems in Russia; so there is legitimate concern that aid will be wasted and squandered by a corrupt and venal bureaucracy.

An estimated 30-50 percent of the Russian mafiya's cash flow, for instance, goes to pay off unscrupulous government officials.25 According to Horst Schulmann, head of the Institute of International Finance, between June 1991 and June 1992, senior Russian government officials smuggled more than $24 billion out of their country, placing it into private and secure Western bank accounts.26
The problem of Russian capital flight-much of it by corrupt Russian government officials-shows no signs of abating anytime soon. Indeed, according to one authoritative account, "a sound estimate of capital flight from Russia is $30-$50 billion, roughly the value of past Western aid to Russia." 27
In sum, Russia has lost such staggering amounts of money because of poor economic conditions there and because of its inability to foster real, indigenous private-sector growth and wealth creation. Once again, the solution to this problem points in the direction of more, not less, reform. The only country that can effect such reform is Russia itself, which can expect little help in the way of more financial assistance from the West. After all, if Russian government officials themselves are not willing to invest money in their country, then why should Western governments and investors feel obligated to do so?

A comprehensive economic reform program for Russia must be centered on rapid private-sector job creation; and small-sized businesses are the principal source of such job growth. In the United States, for example, where 90 percent of businesses employ 20 or fewer workers, two out of every three new jobs created during the 1982-1989 economic expansion were in firms with fewer than 500 employees. Fifty-one percent of new jobs created during that same time period were in companies with less than 20 employees.28
Small-sized businesses will be an important focus for the Russian Federation, which can speak of relatively few productive, profit-oriented industries dealing in commercial and consumer goods. Building such an industrial base, therefore, must start essentially from scratch. Andrei Shapovalyants, Russia's first deputy minister of the economy, estimates that for his country to experience normal, Western-style development, it needs at least 2.5 million small-sized enterprises.29 At present, less than one million small-sized businesses operate inside of Russia.

For this number to grow quickly, the Russian government must heed the recent historical experience of other countries and continue to push ahead with privatization and economic reform. In particular, a whole new system of basic market infrastructure should be developed, including laws that protect private property rights, an independent private banking system, a commercial code, effective tort and contract laws, collateral systems, etc. Tariffs and other obstacles to foreign trade should be removed. Business licensing should be made nearly automatic. Russian tax rates, now among the most punitive in the world, should be radically reduced. Government spending should be cut to subdue inflation.

Only through enactment of these and other economically liberalizing measures can the Russian economy begin to grow and prosper. And only through economic growth and prosperity can the pain and suffering that must inevitably accompany real reform be offset.

Redesigning Russia's Social Safety Net

In the meantime, there are a number of things Russia's government can and should do to assist the country's poor and disadvantaged. While it would be naive to think that these measures could in any way eliminate poverty, they can make a significant contribution to minimizing its extent.

This is important, since specialists at the Russian labor ministry estimate that 15 percent of the population-some 22 million Russians-now live below the poverty line and spend up to 80 percent of their income on food.30 The World Bank calculates that the poverty rate in Russia is even higher-some 37 percent of the population. With state enterprises overstaffed by an estimated 20 percent, unemployment is certain to grow.31
Much good could be achieved simply through better and more efficient use of present social-welfare resources. The World Bank notes, for example, that "the existing system of social protection [in Russia] is extensive and complex, yet the amount of assistance given is small, and most of the poor [54 percent] do not receive any assistance." 32
Most of the benefits provided to Russians are in the form of "in-kind" (nonmonetary) assistance designed to help the citizenry at large, rather than cash assistance earmarked for the country's genuinely poor. Such indirect aid includes subsidies on the price of certain "essential" goods, such as milk and bread, so that no Russian goes without food. The benefits of such a measure are questionable, however, since price controls result in shortages, which strike most painfully at the poor and disadvantaged.

A system of social protection must be narrowly focused and specifically tailored to meet the needs of the true underclass. Otherwise, it risks spreading itself too thin and neglecting its real mission, which is to provide a minimum level of support and assistance for society's poor and disadvantaged. Unfortunately, this is exactly what appears to have happened to Russia's social safety net. According to the World Bank, Russia's social safety net is particularly deficient in protecting the country's most vulnerable groups: women, who are disproportionately represented among the unemployed and the poorly paid; those who are unemployed but not receiving benefits; and the working poor.

In fact, Russia's system of social protection is so poorly designed and implemented that, according to the Bank, "even doubling the real level of existing benefits would only reduce poverty by about one-fifth." 33 The reason: the federal agencies responsible for administering benefits, particularly the Ministry of Social Protection, tend to focus on conventional categories of need, such as disability and old age, and overlook the new poor. Yet, many of those whom the government places in "conventional categories of need" are relatively well-off financially and, thus, not in need of public assistance, or at least not as much in need of assistance as are members of Russia's true underclass.

An estimated 25 percent of pensioners, for example, are still working. As the Bank points out, if a simple "retirement test" had been introduced in 1992, stipulating that pensions be paid to workers only upon retirement, then some 160 billion rubles would have been saved. Also, during that year, if all working pensioners had continued to work and were paid only the minimum pension, the financial savings would have amounted to some 95 billion rubles.

Likewise, if pensions in 1992 had been adjusted at a uniform rate rather than at a rate dependent upon earnings, so that the real value of the minimum pension were maintained and nothing more, savings that year would have been in excess of 200 billion rubles-or 2 percent of fourth-quarter GDP. Moreover, simply raising the retirement age by one month per year until it has increased by five years-in which case it would still be roughly 60 years of age-would reduce expenditures by 35 percent by the year 2000. These figures are not insignificant: The Russian government spends more on labor pensions than it does on any other social protection program.34
The Russian government might also consider reappropriating the money that it presently uses to subsidize uncompetitive, loss-making enterprises and devoting it instead to the workers employed by these enterprises. This would have many salutary effects.

First, it would force enterprises to adapt to more market-oriented conditions and would promote a much-needed radical restructuring of Russian industry without abandoning the workers employed at these enterprises, all of whom would continue to receive financial assistance from the government directly rather than from the state (or nominally private) enterprise at which they are employed. An entire layer of bureaucracy, as well as significant administrative costs, could be eliminated.

Two necessary components of such reform would be the municipalization and privatization of public and social services now provided by these enterprises. The first step in this process, municipalization, would entail transferring the provision of services from enterprises to the local government's purview. This would free enterprises of costly social service responsibilities and allow them instead to deal with their central productive concern-a crucial priority during industrial restructuring. It would also provide Russian citizens and officials alike with a better understanding of how much their country spends on public and social services. Public assistance could then could be targeted as emergency aid to the country's destitute rather than as additional benefits to an enterprise's workers who have not fallen below the poverty line.

Official statistics for 1992, for instance, show that the Russian government spent only 7 percent of GDP on social protection programs- "substantially less than what Central and Eastern European economies in transition spend on social protection and half of what some Western European governments spend on pensions alone." 35 Such statistics are meaningless, though, if the contribution of Russia's state-owned enterprises is left out of the comparisons.

The World Bank and International Monetary Fund (IMF) estimate, for example, that around 22 percent of GDP is being spent on "direct subsidies to enterprises," and that directed credits amount to a further 21 percent of GDP. Moreover, the total cost of all social services currently provided by the typical Russian enterprise amounts to between 35-40 percent of the enterprise's total labor costs.36 Quite clearly, then, Russia's system of social protection is not nearly as underfunded as official statistics would indicate.

Following municipalization, the privatization of social services would entail the provision of these services by private-sector companies, typically awarded in a competitive-bid arrangement by the region or municipality. Privatization also would result in administrative cost savings to the Russian government, on the order of between at least 10-40 percent-roughly the level of cost savings achieved through the public sector's contracting-out of services in the West.37
The realization of these administrative cost savings in Russia's social protection programs is especially important today, when the resources for combating the country's poverty are relatively scarce. The government must be highly discriminating in how it allocates public funds, seeking always to do so in the most efficient and productive manner possible. For instance, while it would bolster the popularity of the government to provide assistance to each and every pensioner in Russia, the simple fact is that not all Russian pensioners are in need of such assistance. It is the responsibility of the Russian government to ascertain who, precisely, is most in need of public support and then to design a system of social protection that aids only them.

This principle ought to guide all policy makers responsible for Grafting any social safety net. It is especially important, however, in Russia today, which is in the midst of a historic-and painful-economic and social transformation. Indeed, only through careful and judicious targeting of benefits can Russians get the highest level of services for the least expenditure of public funds. 

Such a way would be through direct financial assistance and means-testing benefits, as recommended by the World Bank. This would entail establishing a subsistence minimum, below which no Russian family or individual Russian citizen would be allowed to fall. Eligible beneficiaries of such assistance would be designated either by themselves or by the government, and would then receive from the state the necessary cash supplement to bring them in line with the established subsistence minimum.

Though ripe for abuse, self-selection for assistance is a desirable option only because it reduces administrative costs, which can be substantial and thus are often cited as the main disadvantage of means-tested programs. If this option is chosen, the Russian government obviously must reserve the right to verify eligibility.

It is also important that this basic, threshold benefit be a subsistence minimum and thus set at a level just above the poverty line; otherwise it runs the risk of becoming embroiled in the same controversy surrounding welfare reform currently going on in the United States. Indeed, public assistance ought to be generous enough to ensure the dignity and well-being of all those who receive it, but limited enough to encourage independence from the state. For this reason, the Bank recommends that assistance be linked to work in some way.

The minimum labor pension, for example, “to which Russians with a 20-year work history are entitled, should be set above the minimum subsistence. [And] the minimum unemployment benefit should be set a level that exceeds the minimum pension." 38 In short, the more work-related the benefit, the higher it should be. In such a way, work and the sense of personal responsibility that goes with it are encouraged and rewarded. Conversely, the sense of helplessness and dependency that accompany benefits is discouraged.

Conclusion

In the long run, of course, the only thing that will encourage hard work and initiative in Russia are the opportunities that result in a dynamic and growing economy. Unfortunately, there are too few such opportunities today in Russia due to the dismal performance of the country's economy. This can change, but only with both the passage of time and the implementation of tough economic reforms that, in the short run at least, will be painful.

In this regard, the establishment of a social safety net to cushion the blow of reform is essential. In the absence of a dynamic and growing economy, the resources to fund such a system are precious few, making the efficient use of existing social welfare resources all the more important. Indeed, significant cost savings can be achieved through better allocation of Russian social protection funds.

The resulting social safety net, of course, will by no means be elaborate-nor should it be. After all, as the historical experience of other countries demonstrates, the best and most effective systems of social protection are a byproduct of economic growth and development, not their prerequisite.

Nonetheless, Russia is rich enough to afford a basic social safety net, one that not only ensures no Russian goes without the basic necessities of life, but that provides needy Russians with a bare subsistence minimum. Indeed, Russia's present system of social protection is already quite elaborate. Yet, because of poor program design and administration, it fails even to address the needs of Russia's "new poor" : women, the long-term unemployed, and the working poor. Given more rapid and comprehensive reform of the Russian economy, however, the day will not be too far off when Russia's "new poor" become Russia's "new middle class" and, in so doing, usher in a historic era of growth and prosperity for their country.
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