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Deconstructing Russia’s Shared Prosperity Success

PoLicy NOTE!

1. Introduction

The Russian Federation has sustained significant growth over the past decade,
accompanied by high rates of income mobility for all groups in the population. In terms of
overall growth, between 2000 and 2013, increases in Gross Domestic Product (GDP) averaged 5.15
percent a year, above the regional mean for Europe and Central Asia (ECA) (4.53 percent). During
the whole decade the positive trend observed was only interrupted by the 2008-09 crisis (when GDP
declined by around 7.8 percent), after which growth quickly resumed. Indeed, GDP per capita nearly
doubled between 2000 and 2012 (from $8,613 to $15,177, in PPP 2005 dollars). The trend, however,
has been decelerating and high growth is not expected to resume in the coming years.

The positive outcomes in economic growth were accompanied by economic mobility for
most households, reflected in substantial poverty reduction. The share of people living in
poverty declined over the past decade, from around 30 percent of the population in 2000, to about
11 petcent in 2014, based on the national poverty line. The overall declining trend, however, masks
the fact that Russia experienced a period of stagnation in 2013-14 (after reaching a record low of
10.7 percent in 2012, the poverty rate stagnated at 10.8 percent in 2013 and increased to 11.2
percent in 2014). Using regional and international poverty lines, poverty rates are lower: based on
the US$5 a day regional moderate poverty line (in real 2005 PPP values), poverty was 7.3 percent in
2012 (Figure 1). On the other hand, extreme poverty is nearly nonexistent in Russia; according to
the international line of US$1.25 a day, the extreme poverty rate is very close to zero (0.03 percent in
2012). Even using the national extreme poverty line, roughly equivalent to US$2.50 a day, extreme
poverty was well below one percent (0.77 percent) in 2012.

' This overview note is part of the project on Shared Prosperity in the Russian Federation. It summarizes the main
messages from the following background papers: Calvo, P.A., L.F. Lopez-Calva, and J. Posadas (2015) “A decade of
declining earnings inequality in the Russian Federation”; Gimpelson, V. (2015) “Industrial Foundations of Russian Inequality: Looking
Jrom the Demand Side”; Gimpelson, V. (2015) “Inequality of labor market incomes”; and N. Lustig, Lopez-Calva, L.F, M.
Matytsin and D. Popova (2015) “Who Benefits from Fiscal Redistribution in Russia?”. Further details on the data and
methodological approaches, analysis and findings may be found in the individual papers.



Figure 1. Poverty headcount ratio in Russia, 2000-2012
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Inclusive growth has led to a positive performance of the country in terms of shared
prosperity—measured by the income/consumption growth of the bottom 40 percent of the
welfare distribution. With an annual income growth of 9.6 percent for the bottom 40 percent,
Russia was among the best-performing countries in ECA in terms of shared prosperity between
2006 and2011 (Figure 2).

Figure 2. Income/Consumption growth of bottom 40 in ECA, circa 2006-2011
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Notwithstanding the positive performance observed, the recent trends suggest sustainability
concerns. The slowdown in the positive trend in shared prosperity is reflected in Figure 3, which
shows that the real income growth of the bottom 40 percent of the population significantly
decelerated in 201213 to around 3 percent (from an average of almost 10 percent in 2005-11). The
growth of the bottom 40 was lower than that for the population as a whole, which has been
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relatively stable around 4 or 5 percent. The slowdown in income growth at the bottom has already
affected poverty reduction adversely, and is likely to limit further the evolution of shared prosperity
in the future.

Figure 3. Real income growth in Russia, y-o-y, percent’
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Alongside the inclusive economic growth, economic mobility has improved remarkably in
the country as reflected by the growth of the middle class. The middle class in the country—
defined as those with a consumption of US$10-50 PPP per capita per day—doubled in a span of 11
years: from around 30 percent in 2001 to 64.5 percent of the population in 2012. The Russian
middle class is, in fact, one of the largest (in terms of population share) in ECA and the emerging
wortld. A closer look at how growth was distributed, however, shows that it was mainly driven by an
expansion of the share of the relatively better-off people within the group. Indeed, the share of the
population with a per capita income of US$25-50 per day increased faster than that with a per capita
income of US$§10-25.

Notwithstanding the overall upward mobility trend, numerous households remain
vulnerable. > The share of the vulnerable—those individuals living above the poverty line but still at
considerable risk of falling back into poverty in the face of shocks—declined from 37 percent to 30
percent of the population between 2001-2011. However, making up about a third of the population,
this group remains sizeable. On the other hand, the proportion of poor decreased from 36 percent
to 10 percent in the same period, while the middle class grew from 27 percent in 2001 to 60 percent
in 2010 (Meyer and Sanchez-Paramo, 2014). Despite this upward mobility, approximately 15 percent
of the population experienced large enough declines in per capita income to push them into a lower

2 Rosstat reports this particular number as income aggregate, although it is based on consumption.

3 In this context, an individual is considered poor if her consumption is equal or less than US$5 a day. Similarly, an
individual is considered vulnerable if her consumption is high enough to be above the poverty threshold but too low to
be considered middle class (i.e. higher than US$5 a day but less than US$10 a day).
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socio-economic group over the decade, suggesting that vulnerability to shocks remains an issue at all
levels.

Upward economic mobility in Russia appears to be the result of both increases in average
income levels and changes in the distribution of income. As Meyer and Sanchez-Paramo (2014)
find, over three fourths of the observed decline in poverty can be explained by changes in average
income, while the remaining fourth is explained by changes in the distribution of income. Growth in
average income, on the other hand, accounts for half of the movements into the middle class, with
the remaining half linked to changes in the income distribution.

Given the positive outcomes obsetved, the question is, to what extent is Russia’s favorable
petformance in terms of shared prosperity sustainable? To this end, this note explores the main
drivers behind the progress to date. The evolution of the labor market, on one hand, and the
incidence of the fiscal system, on the other, appear as the two main factors driving the observed
poverty reduction, increase in the income of the bottom 40, and growth of the middle class in
Russia. Maintaining these achievements on the way forward, however, is not without concerns,
particularly as growth slows down and the fiscal context and demographic dynamics make the
current pattern potentially unsustainable. A clearer picture of how these drivers have worked can
help assess the sustainability of future trends.’

The cyclical macroeconomic conditions, characterized by a high price of oil and very good
global conditions, induced a Dutch-disease process, favoring growth in the non-tradable
sector. Given the factor intensities in tradable versus non-tradable sector, unskilled wages increased
in the positive cycle. This process is likely to come to a halt, given the reduction in oil prices.

The rest of the note is structured as follows: Section 2 presents an analysis of labor income,
including an overview of market dynamics and the reduction of wage inequality in the country. It
also provides a review of the incidence of the fiscal system on shared prosperity; including a review
of some of the demographic issues that the country is facing. Section 3 presents a summary of the
lessons derived from the analysis that can inform policy dialogue and contribute to ensuring the
sustainability of the progress achieved in shared prosperity going forward.

4 For instance, more than 30 percent of those considered middle class in 2001 were either vulnerable or even poor in
2005; and the same can be said between 2006-2010.

5> The analysis follows the assets approach (Bussolo and Lopez-Calva, 2014), focusing on human capital assets, their use
and returns.
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2. Understanding the drivers of shared prosperity in Russia

1. Up until 2012, income at the bottom of the distribution has grown more than mean income in Russia. This
improvement in shared prosperity over the last decade has been accompanied by a decline in inequality.

2. Inequality has decreased, both in terms of overall income inequality, which has dropped slightly, as well as in
terms of wage inequality, which has shown a robust and sustained reduction over the past decade. These
indicators do not take into acconnt the concentration for top earners, given that they are not represented in the
survey.

3. The profile of the botton 40 changed significantly in the last decade, displaying larger improvements in skills-
upgrading and in labor-related ontcomes vis-a-vis the top 60 percent.

4. Both labor and non-labor income contributed to the decline in wage inequality in Russia. Labor income
Pplayed a significant role through the relatively higher wage growth at the bottom of the distribution. Net
transfers, on the other side, have reinforced the progressive pattern, particularly so when pensions are taken
into account.

This section assesses how market (labor) income and non-market income (net fiscal incidence)
explain the income-generation capacity of Russian households. By looking at these elements, we
explore the mobility patterns of the bottom 40 in order to shed light on the challenges for
sustainable upward mobility. Before going into the labor and non-labor income decompositions, we
present a brief profile of the bottom 40, looking at the evolution of their characteristics compared to
the top 60 percent of the distribution.

A profile of the bottom 40 percent suggests a significantly larger improvement in terms of
skills vis-a-vis the top 60 percent. Over the last decade, we observe a skill upgrading process
among workers in the bottom 40. As illustrated in Figure 4, the share of university graduates as a
percentage of employment for households in the bottom increased by 50 percent between 2002 and
2012, compared to a 24 percent increase for those in the top 60. This suggests an increase in the
stock of human capital assets of the bottom 40, with the potential to improve their income-

generation capacity.

Figure 4. Share of employment by educational level (as % of employment)
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Sonrce: RLMS (Rounds XI and XXIT). Nozes: Excludes employees with missing values in wages. The sample
was restricted to 25+ working population.

The profile of the bottom 40 changed significantly in the last decade in terms of labor
related outcomes. The capacity of the bottom 40 to use their assets and generate income through
labor appears to have improved between 2002 and 2012. The unemployment rate for bottom 40
households fell from 12 percent in 2002 to 8 percent in 2012, a significantly larger reduction
compared to that for the top 60—a decline in unemployment from 4 to 3 percent over the same
period (Figure 5). On the other hand, wages as a share of total household income increased from 34
percent in 2002 to 45 percent in 2012 for bottom 40 households, closing the gap with the top 60
(whose wages as a share of total income hovered around 50 percent in both years) (Figure 6).

Figure 5. Unemployment rate Figure 6. Share of wage income on total
(as % of LFP) income of the household
o _ 9%
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Sonrce: RLMS (Rounds XI and XXI).

There was also a reallocation in the sector of employment for bottom 40 households, from
agriculture and manufacturing to the service industry. Employment in agriculture, as a share of
total employment, decreased slightly for bottom 40 households, from 8 to 7 percent, while staying
constant for the top 60 in the period 2002-2012 (Figure 7). The share of employment in services out
of total employment increased for both groups, while that of manufacturing decreased for both
(these trends are based on aggregates; as shown below, employment dropped in certain
manufacturing subsectors and increased in others). The decrease in employment in the
public/semipublic sector also suggests a reallocation of workers (in both the bottom 40 and top 60)
from the public to the private sector (Figure 8). This aggregate, however, also conceals movements
within sectors and is likely reflecting the significant drop in employment in-state-owned enterprises,
which are included alongside public sector employment.
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Figure 7: Sectoral composition of Figure 8: Employment in the public/semi-

employment (as % of employment) public sector (as % of employment)
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Mannfacturing includes Transport and Communication.
Services include both public and private services. Industry
data is only available from 2005 onwards.

2.1 Market (Labor) income

1. The positive result in shared prosperity and the significant reduction in wage inequality are related to very
progressive dynamics taking place in the labor market. While wages grew for everyone, they grew more at the
bottom of the income distribution, leading to the compression of overall wage distribution.

2. This reduction in wage inequality is, in turn, mainly explained by changes in returns—iwith a reduction in the
skills wage-preminm. While changes in characteristics—such as education, whether firms are public or private,
and urban-rural location—contribute to explain the reduction in wage inequality, changes in returns to
characteristics have played an even more significant role bebind the decline.

Income inequality has decreased in Russia, although it remains high by regional standards.
Along the transition to a market economy, income inequality escalated throughout the 1990s:
Milanovic (1999), for instance, documents an increase in the Gini coefficient from 0.22 to 0.52
between 1989 and 1996, while Clarke (1997) finds a sharp increase in income inequality, from 0.29 in
1992 to 0.50 in 1993. After peaking following the 1998 financial crisis, inequality per capita fell by 33
percent between 1998 and 2012. Notwithstanding the remarkable decline, at a Gini index of 0.39
(2010), income inequality in Russia is still high for OECD standards. In fact, it is more similar to
Latin American countries and the United States than to countries in the ECA region (Figure 9).
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Figure 9. Gini Index at disposable income in OECD Countries, 2011
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Labor market wages followed the same trend; indeed, wage inequality experienced an
important reduction over the last decade, after years of increasing inequality.’ Based on the
country’s longitudinal monitoring survey (RLMS-HSE), earnings inequality fell during 2002-2012.
This is a reversal of the upward trend observed during the 1990s, associated with the transition to a
market economy. Russia, indeed, experienced a substantial increase in wage inequality during the
early 1990s (Flemming and Micklewright, 1999; Commander et al., 1999). As Brainerd (1998) points
out, wage inequality nearly doubled from 1991 to 1994, as returns to measured skills (education,
occupation) within groups increased substantially. At the same time, the skill premia across
experience groups became more compressed and the relative wages of older workers declined.
Trends in the late 1990s, on other hand, are less conclusive, with some studies pointing out that
wage inequality ceased to grow, and others that it continued to rise (see Table A2 in Annex 2).

The reduction in wage inequality found during 2002-2012 is substantial and robust to the
selection of indicator. Even if the trends in the late 1990s are inconclusive, wage inequality in the
2000s has declined in no uncertain terms. The analysis finds a 19 percent reduction in wage
inequality measured by the Gini index; a 35 percent reduction in terms of the 90-10th percentile
ratio; and a 25 percent reduction in terms of the coefficient of variation (Figure 10). Comparing
wage and income, the fall in inequality was slightly larger for income per capita vis-a-vis labor
earnings (27 percent vs. 22 percent) looking at the 1995-2012 period. It is important to note that the
changes recorded in wage (and income) inequality do not take into consideration the concentration
at the top of the distribution, given that ‘top earners’ are not represented in the surveys.

¢ This section draws from Calvo, Lopez-Calva and Posadas (2015), and Lukiyanova and Gimpelson (2015), background
pieces for this project.
’ A detailed description of the RLMS-HSE survey used in this section is found in Annex 6.
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Figure 10. Earnings inequality in the Russian Federation, 1995-2012
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Source: RLMS (Rounds VI-XXT). Note: Indicators of inequality are computed using houtly wages.

Much of the decrease in wage inequality was pushed by a compression at the bottom of the
wage distribution. Indeed, inequality declined faster at the bottom of the wage distribution.
Between 2002 and 2012, the 50-10 percentile ratio of hourly wages diminished by 22 percent while
the 90-50 percentile ratio only decreased by 17 percent (Figure 11).

Figure 11. Reduction in earnings inequality in the Russian Federation, 1995-2012
(90-50 and 50-10 percentiles ratios)
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Source: RLMS (Rounds VI to XXT). Note: Indicators of inequality are computed using hourly wages.
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Increases in the average wage were larger at the bottom of the distribution, contributing to
the decrease in inequality. The 2000s were characterized by increases in real wages and income at
all levels of the income distribution. However, the largest changes took place in the bottom part of
the distribution. Real wages for the bottom 40 percent of the wage distribution have been growing at
a higher pace than wages for the top 40 percent, reducing the wage gap between both groups (Figure
12).

Figure 12. Average hourly wages for the bottom 40 and top 40 percent, 1995-2012
(at 2011 constant rubles)
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Source: RLMS (Rounds VI to XXT). Note: Indicators of inequality are computed using hourly wages.

The analysis looks at the contribution of individual factors—such as institutional,
educational, demographic and job-related factors—to the change in wages at different
points in the distribution. Institutional factors include the equalizing effect from the government’s
active minimum wage policy; as well as the contribution from firm-related factors, such as changes
in the ownership and size of firms. The educational variables consider four different educational
levels: high school dropouts, completed high school, technical-vocational, and university education.
Demographic variables look at the role of gender and age, as well as consider a geographic
dimension. Finally, job related factors include the occupation and industry-affiliation of workers.

Changes in wage inequality can be decomposed into two drivers: i) changes in the labor
force composition; and, ii) changes in returns to skills. Following Firpo, Fortin and Lemieux
(2009), the changes in the level of wage inequality may be decomposed into changes in the
observable characteristics of the labor force (the composition effect) and changes in the returns to
these characteristics (the wage structure effect).® Composition effects reflect shifts in the composition of

8 A detailed description of this methodology is found in Annex 1.
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the labor force, such as educational attainment, as well as gender, institutional and geographic
factors. On the other hand, wage effects are related to the evolution of returns, affected by changes
such as in the skill premium and the gender wage gap, or changes in the demand for skills. Box 1
provides further detail on the role that both effects can play in explaining the wage inequality

compression.

Box 1. Wage structure versus composition effects

In the decomposition analysis, changes in wages—and in wage inequality measures—can be
decomposed into two different concepts: i) composition effects and ii) wage structure effects. The
first concept, the composition effect, measures the changes in wages or in a wage inequality index (such
as the variance, the Gini or the 90-10 percentile ratio), which can be explained by changes in the
composition of the labor force. For example, considering a case where there are only public and
private firms, and private firms pay higher wages than publicly owned ones. In this case, if the share
of workers in private firms grows, keeping everything else constant, the average wage in the
economy will grow—this may in turn increase or reduce inequality (depending on the share of
workers in each group, and where in the distribution were those workers that moved from one
sector to another). This is a mere composition effect: Private and public firms are still paying the same
wages, but the share of workers in the high-wage sector increased.

On the other hand, wage structure effects consider those changes in wages—and wage inequality—that
result from changes in how labor market skills are remunerated (i.e. changes in the price of labor
market characteristics). Changes in the price of labor market skills may reflect changes in the
demand or supply of those skills, or changes in the productivity of a certain skill. For example,
considering the case where workers who have a university degree are more productive than workers
without a university degree. If firms wish to attract better-educated workers, they may increase the
remuneration to those workers. If this occurs, the same skill would be better paid in the labor
market, leading to an increase in the price of that skill, that is, a wage structure effect. However, the
opposite would happen if the skills of university—graduated workers were obsolete and did not fulfill
firms’ requirements. This could lead to a decrease in the payment of university-degree workers (and
thus in the return to this skill). This could, in turn, reduce wages within this group and then reduce
wage inequality, as a consequence of a pure wage structure effect—even if the composition of the labor
force between educational groups were to remain constant.

While changes in labor force characteristics contributed to the reduction in wage inequality,
returns to characteristics were the dominant factor. The descriptive analysis suggests that,
overall, educational factors, public or private firm ownership and urban-rural location are the most
relevant factors to explaining composition effects. Particularly, these composition effects are
relevant to explaining reduction in inequality at the lower-end of the distribution. However, the
decomposition analysis shows that wage structure effects, i.e. returns to characteristics or prices, are
much more important than composition effects, explaining a larger share of the reduction of wage
inequality at all levels of the wage distribution (Figure 13). These results are consistent with those of
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Lukiyanova and Gilmpelson (2015), who find that wage structure effects dominate composition
effects to explain inequality reduction between 2005 and 2013.

Figure 13. Wage structure and composition effects (2002-2012)
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Composition effects are more important at the lower end of the wage distribution,
contributing to a larger extent to the reduction of wage inequality at the bottom. The
minimum wage policy and urban-rural location are the main drivers behind the composition effects
on the wage compression taking place at the bottom of the distribution. On the other hand,
education and firm size are more important at the top (Figure 14).

Figure 14. Detailed composition effects (2012-2002)
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The (relatively more important) wage structure effects are mainly explained by education
and firm ownership. Changes in the returns to firm-size and to public vs. private firms have
contributed to reducing wage inequality. The number of large, often publicly-owned, companies has
decreased while that of smaller companies has grown relatively larger. Bigger, public companies,
often dedicated to natural resources, tend to pay higher salaries. As, on average, less people are
earning the higher wages paid by larger firms, the wage gap has contracted. Additionally, while
returns to education decreased at all levels of the wage distribution, they did so even more at the top.
Indeed, the fall in the skill premium for university education is an important factor behind the
compression of the wage distribution: wages at the top—in larger firms and higher-skilled
activities—have grown relatively less, contributing to the reduction of the wage gap. Changes in the
demand for skills are thus likely to be important in explaining the wage compression. While the role
of demand side factors cannot be explored for 2002-2012 (as there is no sector variable in the 2002
survey), the analysis for the period 2005-2013 reveals a small inequality-reducing composition effect
related to industrial composition, and a neutral wage structure effect of industrial shifts (Lukiyanova
and Gimpelson, 2015). The role of demand-side factors is the subject of the next section.

Figure 15. Detailed wage structure effects (2002-2012)
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Box 2. Potential factors behind the reduction of wage inequality:
A descriptive analysis

The minimum wage policy played a positive but relatively minor role in the compression of
the earnings distribution. Minimum wages grew by 398 percent in real terms between 1996 and
2012. While the steady increases in minimum wages, both in nominal and real terms, appear to have
played a role in explaining the reduction in wage inequality—particularly at the lower tail of the
distribution—this effect was non-binding given the low share of workers who actually earn below
minimum wage (lower than 15 percent).

An increase of employment in private and large firms, which pay higher wages, also appears
to have contributed to the variation in wages. The transition to a market economy led to an
increase in the share of employment in private firms, which rose from 18 percent in 1995 to 53
percent in 2012. Private and larger firms tend to be more productive than public ones, paying higher
wages (Abwowd and Kramaz, 1999), which contributes to explaining the positive wage premium in
large firms during the whole period. This effect is more important at the top of the wage
distribution.

The country experienced a fall in returns to college education, particularly at the top end of
the distribution. The number of college graduates rose, from 22.1 percent in 2002 to 29.7 percent
in 2012. While education plays an important role in explaining the variation in earnings, its
importance decreased between 2005-2013 due to the expanding pool of university graduates and the
reduction of the skills premium at this level. The returns to education between different
demographic groups is converging: women and rural workers who initially enjoyed higher university
premiums relative to men and urban workers, have seen this premium decrease, while average wages
have been growing more rapidly among high school dropouts. Hypotheses behind the decline in the
university premium include a low quality of tertiary education, a skills mismatch (25 percent of firms
identify an inadequately educated workforce as a major constraint, according to the Enterprise
Survey), or an obsolescence of skills. Differences between rural and urban workers, and between
men and women may reflect some relative demand shifts, which are also explored below.

Notwithstanding the compression in the earnings distribution in Russia, the gender wage
gap has contracted little throughout the last decade. While female labor force participation is
high (female workers constitute 50 percent of the labor force), women earn less than men. Most of
the increase in the share of university graduate workers referred to female workers. However,
Atencio and Posadas (2013) find that differences in skills continue to play a key role in explaining
the gender wage gap at the bottom of the distribution, while differences in returns are more
important at the top. The high occupational segregation of women may also contribute to explaining
the gap. Fostering the acquisitions of skills for women at the bottom of the distribution, both
though formal educational and on-the-job-training is thus still a challenge in order to reduce the gap.
Policies could also be implemented to promote the access of women to typically-male occupations,
and to limit female discrimination in the labor market.

The slight decline in the gender gap as well as the closing of the rural-urban wage gap,
however, could have contributed to the fall in the wage compression. The gender gap in pay
averaged 31 percent between 1995 and 2012, and is closing very slowly, even with an average
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increase in female skills. Lukiyanova and Gimpelson (2015) find that the wages of women grew
faster than those of men leading to the narrowing of the gender wage gap during 2004-2008,
although the growth rates equalized from 2008-2013. The slight increase in the ratio of female-to-
male wages could have contributed to some extent to the compression of the wage structure. The
increase in the share of rural workers in the labor force could also have contributed to the decline in
wage inequality, since as the rural-urban wage gap closes urban workers are better paid, on average.
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Source: RLMS (Rounds VI to XXI). Noze: Educational level refers to highest degree received. College includes
graduate level studies.

2.1.1 Demand-side and changes in returns: a process of labor upgrading’

1. Changes in returns to skills, or the price of labor, appear as the dominant factor bebind declining wage
inequality.

2. These changes are explained by a process of labor upgrading—rhat is, a reallocation of labor towards higher-
productivity and thus higher-paying jobs, which resulted from the structural transformation of the Russian
economy. The sectors absorbing labor are relatively high-productivity sectors that pay medium and high wages
(such as retail, construction and financial services), while the sectors pushing labor out are the lower-
productivity and low-paying ones (with agriculture standing out).

3. Labor upgrading has meant that individuals with the same skill level are being more productive and thus,
paid more, by moving from low-skill low-pay sectors to low-skill relatively higher-pay ones (i.e., from
agricultural activities to the construction sector), hence the equalizing process.

4. Minimum wage policies have played an additional role in reducing the wage dispersion at the bottom.

5. Notwithstanding the productivity-enbancing impact of the labor upgrading process, this positive impact conld
Jfade away as the economy’s structural transition comes to an end, and/ or be offset by the negative impact of
growing informality.

A process of labor upgrading appears to have driven the reduction in wage inequality.
Particularly at the lower end of the income distribution, changing inequality was driven by changes
in returns to skills. In turn, these changes in returns to skills—or the price of labor—appear to have
been led by a reallocation of labor towards higher-paying jobs. Using macro and industry level data
Gimpelson (2015) looks at changes in the industrial composition of employment—the employment

9 This section draws from Gimpelson (2015), background paper for this project.
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structure, movement of labor across sectors, changes in productvity, etc—to investigate their
impact on declining wage inequality.

Throughout the period there is variation within the overall national trend, due to a diverse
response to shocks across regions. It is important to note that the geographic area plays a
significant role in the decompositions. These regional differences in the speed of adjustment in
employment are partly explained due to a differential enforcement of employment protection laws
(see Gonzalez, Sharma and Zhao, 2015). The regions where employment protection legislation is
better enforced adjust more slowly to shocks."

There has been a significant reallocation of labor across industries towards higher-paying
jobs. A significant structural transformation took place in the Russian economy over the last decade,
touching all major sectors. Labor reallocated alongside this transition. The major shifts in the
economy meant that individuals moved from agriculture and manufacturing to the services sector.
Within the latter, the flow went from public to private services. These trends were relatively stable
over 2008-2013. The share of employment in low-productivity, low-wage sectors (such as agriculture
and certain manufacturing subsectors) out of total employment contracted sharply, while the
proportion of medium- and high-wage industries (such as retail, construction and financial services)
expanded (Figure 16). Overall, there was a decline in employment in low—paying industries and an
employment growth in medium-pay ones. These changes were associated with the shift from the
production of tradable goods towards non-tradable services, as economic growth was pushed
forward by rising oil prices.

Figure 16. Major compositional shifts in employment between 2000-2013.
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10 Employment protection laws should theoretically reduce adjustment, not only decreasing the number of layoffs during
downturns but also dampening hiring in upturns due to the possibility of having to lay off workers in the future
(Gonzalez , Sharma and Zhao, 2015 )
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The occupational composition of employment also changed, with low-paying occupations
contracting. The occupational composition of labor changed, alongside the large-scale shift
towards service occupations, and as demand for professionals grew across all sectors. As illustrated
in Table 1, the share of “manager” and “professional” occupations increased, while the least-skilled
and lowest-paid categories experienced significant employment losses. It is important to note that
demand in low-skill low-wage sectors contracted, while that in low-skills but higher-productivity
(and hence, higher pay) sectors increased (e.g., an individual moving from low-skills low-wage
agriculture to low-skills higher-wage construction). That is, for the low-skilled, higher productivity
jobs expanded, while those of lower productivity contracted, hence the “labor upgrading”.

Table 1. Composition of employed population aged 15-72 by occupation, 2000-2013, LFS, %

Occupations 2000 2008 2013 Change 2000-2013, pp.
Legislators, senior officials and managers 4.4 7.0 8.6 4.2
Professionals 15.6 18.5 19.9 4.3
Technicians and associate professionals 15.2 15.2 15.0 -0.2
Clerks 3.4 29 1.8 -1.6
Service workers 11.8 13.8 15.6 3.8
Skilled agricultural workers 6.3 4.1 3.5 -2.8
Craft workers 16.3 14.8 131 -3.2
Plant and machine operators and assemblers 13.5 12.5 124 -11
Elementary occupations 13.5 11.2 10.0 -3.5
Total 100 100 100 -

Source: Authors’ elaboration, LFS data.

Wages across different sectors tended to converge. The wage growth in low-wage industries,
such as agriculture, education and healthcare was faster than on average, while in high-paying sectors
like mining and finance, real wage growth tended to decelerate. While the higher-wage sectors did
grow, they absorbed relatively less labor. On the other hand, the low-wage sectors contracted and
the middle-pay ones expanded. The salaries of the higher-skilled grew less than the salaries for the
low-skilled, which meant that the wage premium fell. This contributed to the narrowing of wage
differentiation across industries. The convergence in the lower part of the wage distribution by
industries sped up visibly between 2011 and 2013, reflecting governmental interventions in public
sector wages and the effects of the minimum wage adjustments on agricultural employment.

Earnings inequality within industries also decreased, possibly reflecting a weakening
demand for low-skilled workers. Using CEO data, the results suggest that wage differentiation
tended to narrow in all industries (except for cultural activities), which could be driven by a waning
demand for low-skilled workers. The minimum wage raises introduced in 2007 and 2009 could also

be a factor behind the inequality fall. One of the most notable declines is found in retail, where the
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Gini decreased from 0.46 to 0.40. A Shorrocks-Fields decomposition confirms intra-industry
decreasing inequality, showing that the contribution from industry for males decreased from 9.7 to
8.1 percent, and for females from 7.9 to 3.1 percent, between 2005 and 2013.

The larger decrease in wage inequality intra-industry for females is likely due to the
hastened wage growth in the major public sectors, such as education and healthcare, where
female workers tend to be overrepresented. While the public-private wage gap has historically
been large and to the benefit of the private sector, growth in wages in the public sector began to
accelerate starting in 2012. Larger contributions from returns to education may also be behind this
phenomenon as public sector workers tend to have higher levels of education.

Table 2. Shorrocks-Fields Wage Decomposition in log monthly earnings
(% of change explained in CV)

Males Females

2005 2013 A 2005 2013 A
Age, age sq 1.0 1.1 0.2 1,1 0.7 04
Education 6.9 10.7 3.9 13.7 17.0 3.3
Region 15.7 16.7 1,.0 16.7 18.2 1.7
Industry 9.7 8.1 -1.6 7.9 3.1 -4.8
Working hours 0.6 1.0 0.4 0.2 0.6 0.4
Residuals 66.3 62.4 -3.9 60.5 60.3 -0.2

Source: CEO data

While corporate employment has contracted, total employment has in fact, increased, when
accounting for informal jobs. In most industries, job destruction has far exceeded job creation
(retail, construction and financial services are the only exceptions, while agriculture and
manufacturing make up the bigger losers in employment) (Figure 17). This has led to an overall
contraction of employment over 2008-2013. Data on job creation and destruction, however, is
limited to large and medium enterprises. When small firms, self-employed, and informal workers are
taken into account, employment is actually growing. The growing gap between total employment
and the corporate sector employment suggests that informality has been expanding in the Russian
economy (Figure 18). This component of reallocation constitutes evidence of weakening demand for

labor in the formal sector.
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Figure 17. Job Creation and Job Destruction by Industries, 2008-2013
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Figure 18. Total and Formal (Corporate Sector) Employment, millions
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Employment in the lower-productivity, informal sector is expanding, with potential to
counteract the decline in inequality. The contraction of jobs in companies and firms, while total
employment continues to grow, signals to a gradual reallocation of jobs from the corporate to the
informal sector. In 2000, the informal sector employed around 13 million people; in 2005 it was
closer to 20 million, while in 2014 it generated labor income for 22-23 million. Figure 19 illustrates
the reallocation of workers from the regulated sector to the informal one over 2000-2013. The
formal sector reduced its workforce by neatrly 5 million individuals during this period, while the
unregulated sector incorporated over 7.5 million workers.
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Figure 19. Change in Total Employment, Formal & Informal Employment, 2000-13, millions
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The non-corporate sector, made up largely of self-employment and hired labor in micro-
businesses and households has lower productivity and earnings than the formal one.
Informal earnings are also typically more unequal. So far, the productivity enhancing cross-industry
reallocation has been so strong that it could not be be offset by the productivity-reducing
informalization process. However, further shifts towards informality could increase income
inequality.

Overall, the economic growth of the 2000s is found to have enhanced job quality and
increased wages for the majority of workers. The rapid GDP growth based on the rise of
commodity prices brought large wage gains but little additional employment. Nevertheless, the
general rise in earnings due to the way growth was shared was so strong that this tide “lifted all
boats” across the economy—even though different sectors were affected to varying degrees. The
reallocation (or structural change) improved job quality in terms of the earnings-generating capacity
of jobs. “Bad” jobs (low-skilled and pootly paid) were progressively destroyed, as “good” jobs
(skilled and well-paid) were created instead. This gradual upgrading of all jobs across the
employment spectrum helped to share prosperity. The middle segment of the distribution remained
stable, while the lowest-wageaid quintile contracted and the highest-wage quintile expanded."

11'In 2012, each of the three middling quintiles accumulated approximately 20 percent of the total employment (about
the same as in 2000). However, the segment of low paid jobs had contracted by 7 percentage points, while the
proportion of good jobs expanded by 8 percentage points.

25



Figure 20. Absolute annual average change in number of workers per job quintiles 2000-2012
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The effect of reallocation on productivity (and therefore on earnings) is positive in general.
The analsysis finds no evidence in any part of the Russian economy (except for manufacturing), that
suggests a polarization or total degradation of job composition. In most cases, the analysis finds an
enhancement of the employment structure, and, in some sectors, an expansion in the middle and a
flattening of the tails. As the main providers of middle-pay jobs, manufacturing industries were
replaced by retail and other private sector services. Meanwhile, the impact of technologically
advanced industries on structural change remained minimal.

While reallocation so far is productivity-enhancing, this positive impact could be offset by
the negative impact of growing informality. Table 3 presents the results from a decomposition
of labor productivity into the within-industry and structural components.'” As shown, the “within”
component accounts for most of the growth. Productivity was fueled either by resource extraction
or by non-tradable services, while other sectors (agriculture, manufacturing, and transportation)
contributed little. Meanwhile, the “between” components in agriculture and manufacturing are
negative and, together, deduct from the aggregate productivity growth. The expansion of
informality—the formal/informal divide—dectreases pattially the positive contribution of
reallocation. The ‘between” (or structural change) term decreases in value in all sectors, except for
mining and financial services, pointing to an outflow from the sectors to less productive, informal
activities. If informality keeps rising, its negative impact is likely to increase.

12 Using industry level data based on national accounts, Gimpelson (2015) explores whether the reallocation discussed
was productivity-enhancing or reducing. For this exercise, it is assumed that productivity and earnings are correlated and
that the analysis can shed additional light on earnings and inequality developments in the period under study.
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Table 3. Decomposition of labor productivity growth rates in 2004-2012 by aggregated
sectors, taking into account the formal-informal split.

Without formal/informal With
divide formal/informal divide
Total Within Between Within Between
total

1=2+3

1=4+5 2 3 4 5
Total market economy” 28.01 23.54 4.47 24.40 3.61
Agriculture 0.40 0.96 0.56 134 0.94
Manufactuting 136 2.54 118 3.46 210
Mining, oil and gas (and
related) 8.28 8.02 0.27 7.09 1.19
Construction, retail, telecom
and other services 8.91 6.94 1.96 7.01 1.90
Transport 1.26 0.94 0.32 1.53 0.27
Financial Intermediation and
Business Services 7.80 413 3.67 3.97 3.83

Source: Gimpelson, 2015.
*Market economy excludes public administration, education, healthcare, and real estate industries.

Indeed, the productivity-enhancing and wage-enhancing labor upgrading process seems to
have led to a decline in wage inequality. Russia has seen a significant reallocation of labor across
industries towards higher-paying jobs, as reallocation boosted productivity. The process of job
creation (and destruction) has led to employment growth in medium-pay industries, and an absolute
and relative decline in employment in low-pay sectors. This employment restructuring, particularly
the contraction of employment in low-pay and low-productivity sectors appears as the major driver

of falling wage inequality.

Declining inequality, however, faces sustainability issues. The process of labor upgrading may
not be sustainable. As the structural transition comes to an end, and demand stabilizes, the sectors
that have been absorbing labor will reach a point where they will not be able to continue doing so
(especially at higher wages). At the same time, the increasingly uncertain fiscal panorama will affect
the public sector’s capacity to continue to support rising public wages. Furthermore, the expansion
of informality can jeopardize prospects of productivity and earnings growth, counteracting the
decline in inequality. To address these challenges, higher rates of job creation are needed. This, in
turns, depends on key improvements in the institutional and regulatory environment.
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2.2 Non-market income: The incidence of the fiscal system13

1. The analysis of the fiscal system reveals that overall it holds a moderate redistributive power, if contributory
pensions are included and are considered as transfers.

2. This redistributive power, however, practically disappears if pensions are treated as deferred income instead of
transfers, leaving a system with a regressive tax structure—based on indirect taxes—and a series of social
programs with low vertical redistributive capacity.

3. The system however, does show redistribution across socio-demographic groups. Households with adults and
no children, and housebolds with only one child are net payers in the system, while households with two
children or more, and housebolds with pensioners (older than 65) are net receivers.

As a complement to the income-generation capacity of households, the analysis of the net incidence
of the fiscal system can uncover the reinforcing or compensating role of the existing fiscal structure.

The social security and social protection systems in Russia have undergone a deep
transformation over the last decades. During the 1990s, all sectors of social protection underwent
cuts in spending while major reforms took place, such as the reform of the pension system, the
introduction of means-tested social assistance, the substitution of in-kind subsidies by cash benefits,
etc. On the other hand, since the mid-2000s, the Russian welfare state has been expanding due to
high commodity prices; though dependency on oil revenues makes the future of the system volatile
(Cerami, 2009).

Russia has also carried out a series of comprehensive reforms in terms of intergovernmental
relations. The present system comprises a complex structure of responsibilities divided between the
federal and regional governments. Pensions and social insurance-based allowances are regulated at
the federal level and financed through social insurance contributions (SIC) and the federal budget.
As a result of the 2005 decentralization reform, the majority of responsibilities for regulation and
financing of non-contributory social benefits were transferred from the federal to the regional level
(to be matched with respective transfers). The delivery of all non-contributory programs is carried
out at the municipal level. However, few municipalities provide their own social assistance benefits
out of their budgets.

This section assesses the distributional impact of the main tax and social spending
programs by applying a fiscal incidence analysis. The study aims to quantify who benefits and
who bears the burden of redistribution at particular points in time. Given the overwhelming weight
of the pension system, both as a source of revenue (social insurance contributions to the pension
system represent 17.2 percent of total tax revenues plus contributions) and as a component of social
spending (spending on contributory pensions is roughly 40 percent of total social spending), the
analysis looks at the redistributive and poverty-reducing effect of pensions under two extreme

13 This section is based on the CEQ analysis carried out for Russia, presented in Lustig, et al. (2015), a background piece
prepared for this project. Led by Nora Lustig since 2008, the Commitment to Equity (CEQ) is a project of Tulane
University, the Center for Global Development, and the Inter-American Dialogue.
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assumptions: contributory pensions as deferred income, and contributory pensions as pure
government transfers.

This is the first comprehensive incidence analysis of public spending and taxation for
Russia. The study includes both direct and indirect taxes, as well as cash transfers and transfers in-
kind, through public education and healthcare. In addition to assessing the incidence of taxation for
the population as a whole, the analysis disaggregates households into categorical groups such as
pensioners and active workers, and by household type. The method applied is described in detail in
(Lustig & Higgins (2013)."* Because it applies the Commitment to Equity (CEQ) methodology, the
results for Russia are comparable with those of other middle-income countries for which the
framework has been applied. The analysis uses the Russian Longitudinal Monitoring Survey (RLMS-
HSE) 2010.

2.2.1 Fiscal Incidence Framework

Fiscal incidence analysis assesses the distributional impact of a country’s taxes and
transfers. Essentially, fiscal incidence analysis allocates taxes (personal income tax and consumption
taxes, in particular) and public spending (social spending, in particular) to households or individuals
to compare their impact on the distribution of income (see Box A5 in Annex 5). Transfers include
both cash transfers and benefits in kind, such as publicly-provided government services in education
and healthcare, as well as consumption subsidies such as food, electricity and fuel subsidies.

The analysis rests on four income concepts. Starting from market income (mainly, income from
labour and capital), each new income concept incorporates other elements of the fiscal system to the
previous one. Disposable income subtracts direct personal income taxes and adds cash transfers,
consumable or post-fiscal income subtracts indirect taxes and adds subsidies, and final income adds public
health and education measured at average government cost. In broad terms, disposable income
measures how much income individuals may spend on goods and services as well as save. Consumable
income measures how much individuals are able to actually consume. For example, a given level of
disposable income could mean different levels of actual consumption depending on the size of
indirect taxes and subsidies. Final income includes the value of public services in education and health
if individuals would have had to pay for those services at the average cost to the government (see
Figure 21, summarizing the four income concepts).

Public pensions from pay-as-you-go contributory systems may be considered either as
deferred income (i.e., analogous to private savings, except in that they are mandatory) or as
a social (government) cash transfer. If considered as deferred income, public pensions are added

to market income and therefore excluded from the fiscal incidence analysis. If considered as social

4 For an application of this method, see Lustig, Pessino, & Scott (2014) and Inchauste et al. (2015).
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transfers, public pensions are added, together with other social cash transfers, to market income and
therefore are included as one of the components of fiscal income redistribution. "

The treatment of contributory pensions not only affects the amount of spending and how it
gets redistributed, but also the ranking of households by original income or pre-fiscal
income. For example, in the scenario in which contributory pensions are considered a government
transfer, households whose main (or sole) source of income is pensions will have close to zero
income before taxes and transfers, and thus will be ranked at the bottom of the income scale. When
contributory pensions are treated as deferred income, in contrast, households who receive
contributory pensions will be placed at a (sometimes considerably) higher position in the income
scale. Thus, the treatment of contributory pensions in the incidence exercise may have significant
implications for the order of magnitude of the “pre-fisc” and “post-fisc” inequality and poverty
indicators.

Figure 21. Income Concepts and the Accounting Framework

15 . . . . . . . .

For consistency, when pensions are treated as deferred income, pension contributions are accounted as private savings
and deducted from market income; when pensions are treated as social transfers, pension contributions are included as
part of market income and deducted from disposable income as a direct tax.
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2.2.2 The Tax System and Social Spending in Russia

1. Public pensions account for a very significant share of social spending in Russia (8.7 percent). Without
pensions, social spending accounted for 13.1 percent of the GDP in 2010; including direct cash and near-
cash transfers, social care services and spending on education and healthcare.

2. There is potential to increase effectiveness. Given the volume of spending, the system could redistribute more if
it was better targeted.

The Russian tax system is largely a unified, national system. While there are a few regional and
local taxes, their share in overall taxation is small. Most of the personal income and corporate
income tax revenue is retained at the regional level as well as more than half the excise and
extraction of minerals tax revenues (see Table A3 in Annex 3 for the exact distribution). Federal

31



taxes include social insurance contributions, personal income tax, value added tax, tax on mineral
resource extraction, corporate profit tax, and excises. The taxes accounted for in the CEQ analysis
include the following: Social insurance contributions, which are the largest source of tax revenues,
accounting for 5.3 percent of GDP in 2010; Personal income tax revenues, accounting for 3.9 percent
of GDP; the Value added tax (1”AT), which is the second largest source of federal revenue,
accounting for 5.4 percent of GDP in 2010; and Exvise taxes, imposed mainly on the sale of
manufactured excisable goods and on the import of such goods, which account for 1 percent of
GDP (Table 4). A detailed account of these taxes, and their tax rates, as well as others not included
in the CEQ analysis is presented in the annex.

Table 4. Russian tax revenues, 2010

Spending Component Billions of % of GDP Include('i -
rubles analysis
Social insurance contributions
Social Insurance Fund contributions 243.4 0.5% yes
Healthcare Funds contributions 280.8 0.6% yes
Direct taxes 0.0%
Personal income tax 1790.5 3.9% yes
Vehicle tax, etc 0.0% yes
Indirect taxces 0.0%
VAT 2498.6 5.4% yes
Excise taxes 471.5 1.0% yes
Other taxes 0.0%
Corporate profit tax 1774.6 3.8%
Property taxes 628.2 1.4%
Taxes on natural resource extraction 1440.8 3.1%
Taxes on total income 207.7 0.4%
Arrears and overpayment on calcelled taxes 56.1 0.1%
Total taxes and contributions analyzed (Benchmark) 5284.9 11.4%
Total taxes and contributions (Benchmark) 9392.3 20.3%
Pension Fund contributions 1929.0 4.2% yes
Total taxes and contributions analyzed (Sensitivity 7213.9 15.6%
Analysis)
Total taxes and contributions (Sensitivity Analysis) 11321.3 24.4%
8.7%

Source: Federal State Statistics Service data (http://www.gks.ru/), Statistical digest “Social situation and standard of living
of the population of Russia”.
In terms of pensions, since 2002, Russia maintains a three-pillar system: the first one is

based on a pay-as-you-go principle; the second pillar is a funded one (for those born after
1966); while the third pillar provides mechanisms for individuals to save additional money
on a voluntary basis. The first and second pillars are financed by contributions to the extra-
budgetary Pension Fund, paid by employers and the self-employed. In addition, Russia has a zero
pillar or general revenue-financed benefits for uninsured pensioners (the disabled, children-orphans
etc.), referred to as social pensions. In 2010, out of the more than 44 million pensioners, 2.6 million
were recipients of social pensions; while spending on social pensions accounted for 0.5 percent of
GDP. The average size of a social pension in 2010 was almost half the average size of an old-age
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labor pension.'” Some of the most important components of the social protection system are
described below. The details on the overall system are presented in annex 4.

Starting in the mid-2000s, Russia’s Pension Fund has been running a substantial (and
growing) deficit, which makes the distinction between contributory and non-contributory
complex. The deficit reached 41 percent of the total pension fund amount in 2010; causing the
distinction between contributory and non-contributory pensions in Russia to be somewhat
arbitrary.'” For the present analysis, in the benchmark scenario, social pensions are considered a
government transfer, while contributory pensions are considered a part of market income. In the
sensitivity analysis, contributory pensions are considered as a government transfer along with social

pensions.

Pensioners in Russia appear to hold several benefits in terms of age of retirement, flexibility,
as well as protection from inflation and risk of poverty. The statutory retirement age is among
the lowest in the world: 55 years for women and 60 for men. Both early retirement and
postponement are possible, while various occupational pensions exist. State pensions are not taxable
and people are allowed to work while receiving pension benefits; the share, in fact, of working
pensioners is about 30 percent. Contributory pensions are indexed to inflation and average wage
growth rates. Social pensions are indexed to inflation rates and changes in the cost of a pensionet’s
poverty line, while additional ad hoc increases were common in recent years. In conjunction, this
makes the poverty risk of pensioners the lowest in comparison with all other social groups. The
replacement ratio, however, as measured by the ratio of the average pension and the average
earnings in the economy in 2010 amounted to 35.7 percent, well below the 1980s level (40 percent).

Protection from unemployment makes up another key element of the system whereby total
spending on unemployment-related benefits accounted for 0.4 percent of GDP in 2010. The
unemployment benefit” is financed by general revenues. Given its weak relation to the length of service
and earnings of an employee, it may be considered a transfer. The unemployment benefit is paid to
nearly 90 percent of the registered unemployed. However, only about a third of unemployed
individuals are registered with the public employment service. In total the number of recipients in
2010 was 1.4 million, which is less than 1 percent of the population. Registered unemployment rates
in Russia are substantially lower than survey-based rates (by ILO definition), predominantly due to
limited incentives for registration.

16 That is, 4,730 rubles or USD 283 PPP for the average social pension per month compared to 8166 rubles or USD 489
PPP per month for an old-age labor pension. PPP conversion factor 2011 (consumption) from WDI for 2010 is 16.68
rubles per 1 USD.

17 After 2010 the new formula for the insurance-based labor pension was developed to become effective in 2015. In the
meantime, the deficit of the Pension Fund led to the decision to impose a temporary moratorium on the funded element
in 2014-2015. Most recent developments indicate that the mandatory funded element is likely to be completely
destroyed.

18 In addition to this, the State Employment Setrvice provides early retirement pensions to the recipients of unemployment
benefits and waterial aid to those unemployed who exhausted their eligibility for the benefit.
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Spending on social insurance-based transfers accounts for 1 percent of GDP. The most
expensive benefits are a temporary incapacity benefit paid during the period of absence from work due to
sickness or the necessity of taking care of a sick family member (0.4 percent of GDP) and a (partly
non-contributory) child allowance up to 1.5 years (0.3 percent of GDP). The latter has become one of
the main child-related cash transfers after the implementation of the pro-natalist package of reforms
in 2007. The size of the child allowance up to 1.5 years equals 40 percent of the average monthly
earnings, subject to both upper and lower limits. As of 2010, the allowance was paid to 3.6 million

people in total (among which 44 percent were uninsured) or 2.5 percent of the population.

Public pensions make up the largest component of social spending in Russia (8.7 percent).
Without pensions, social spending accounted for 13.1 percent of the GDP in 2010; including
spending on direct cash and near-cash transfers, social care services and education and health-related
spending at all levels.” If spending on contributory pensions is included, however, then social
spending in Russia amounts to 21.3 percent of GDP. Public pensions are the largest component of
social spending in Russia—8.7 percent of the GDP in 2010. Table 5 presents the social spending
items.

Table 5. Russian social spending, 2010

Spending Component Billions of Vo of GDP Included in  Notes and
rubles analysis source
Direct transfers (cash and near cash) 2443.8 5.3%
Non-contributory (social) pensions 230.4 0.5% yes (@)
. Unemployment benefit and ALMPs (quasi 183.9 0.4%
insurance)
Unemployment benefit and material aid
to the unemplogedy 528 0-1% yes b)
Employment promotion and ALMPs 128.4 0.3% (9
Social insurance benefits 473.4 1.0%
Maternity leave allowance 67.3 0.1% yes (d)
Lump-sum birth/family placement grant 18.7 0.0% yes (d)
Child care allowance up to 1.5 years 121.8 0.3% yes @)
Temporary incapacity benefit 185.2 0.4% (d)
Other 80.4 0.2%
Non-contributory (social assistance) benefits 1,316.6 2.8%
Not means-tested benefits 1,078.4 2.3%
. Mon'.chlly and lump-sum cash payments 4193 0.9% yes (o
(monetised privileges)
Other privileges (cash and in kind) 362.4 0.8% yes ®
Maternity capital 97.6 0.2% yes (2
Compensation for child care fees 9.9 0.0% yes ()
Special forms of support for families .
with children . fo.4 0.0% 0
Other benefits (scholarships etc.) 172.7 0.4% yes G)
Means-tested benefits 238.3 0.5%

1 Direct transfers include the quasi-insurance unemployment benefit, insurance-based benefits, non-contributory (social)
pensions and other social assistance benefits, some of which are means-tested. In-kind transfers are benefits detived
from the universal public education and healthcare systems.
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Child allowance up to 16(18) years 43.1 0.1% yes (b)

Housing subsidy 55.7 0.1% yes (b)
State social assistance 8.3 0.0% yes (h)
Social supplement to pension 130.6 0.3% (g
Social care (not direct transfers) 2395 0.5%
Social care 168.3 0.4% k)
Other social programmes 71.2 0.2% O
Education 1,893.9 4.1%
Childcare/preschool 321.3 0.7% yes (m)
Primary/secondary 827.4 1.8% yes (m)
Vocational 163.8 0.4% yes (m)
Tertiary 377.8 0.8% yes (m)
Other 203.6 0.4% (m)
Healthcare 1,708.8 3.7%
. Primary (Outpatient) Care & In-patient 1,592.9 349 ves (m)
Psychical culture and sports 115.9 0.3% (m)
Social spending analyzed (Benchmark) 4,943.3 10.7% yes
Total social spending (Benchmark) 6,046.5 13.1% part
Contributory pensions 3,819.5 8.2% yes (a)
Social .spending analyzed (Sensitivity 8,762.9 18.9%
analysis)
Total social spending (Sensitivity analysis) 9,866.1 21.3% yes

Source: Federal Treasury data (http://www.roskazna.ru/); Laws on implementaton of the Federal and
Regional budgets; Federal State Statistics Service data (http://www.gks.tu/), Statistical digest "Social situation
and standard of living of the population of Russia"; Federal Employment Service (Rosstat) data
(http://www.rostrud.ru/).

See Notes in Figure A4 in Annex 4.

Non-contributory social assistance, accounting for 2.8 percent of GDP in 2010, mostly goes
to programmes which are not means-tested (2.3 percent of GDP). The most expensive among
these programmes is the prwvileges programme (approximately 1.7 percent of GDP) inherited from
the Soviet social protection system. These privileges are free services or discounts on payment for
services™, provided to vulnerable categories of the population, such as people with disabilities, war
veterans, dependents of war victims, victims of the Chernobyl accident, etc., but also cover
privileges for groups based on their merits before the state and on their occupational status. The
second most expensive not means-tested social programme (0.2 percent of GDP) is the maternity
capital programme, another element of the pro-natalist policy package introduced in 2007. This is a
lump-sum grant paid to any woman who gives birth to, or adopts, a second (third and consequent)

child.

While there is no such thing as a single anti-poverty benefit, there are three programmes in
Russia where poverty and other eligibility criteria are mixed. Altogether, the means-tested
benefits account for 0.5 percent of GDP. Eligibility for means-tested benefits is derived from

20 These programs are broad ranged, such as free access to a wide range of services and goods.
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compating disposable family/household income with the national poverty line. The most expensive
one is a social supplement to pension, which accounts for half of the total spending for these purposes.
This benefit is provided to all non-working pensioners whose total income is below the cost of a
pensioner’s poverty line in the given region. The provision of the other three means-tested
benefits—Child allowances up to 16 years, housing subsidies, and state social assistance, remains with the
regional budgets (although the federal budget co-finances housing subsidies and child allowances by
means of intra-budgetary transfers), hence their generosity and coverage varies from region to
region. Further details on these programmes are provided in Annex 4.

There is a high coverage of education at all levels, except for pre-school, with an
expenditure of 4.1 percent of GDP. Education-related spending in Russia accounted for 4.1 percent
of GDP. The Russian constitution guarantees equal access to free-of-charge education at the pre-
school, primary and secondary school levels, and primary vocational school, as well as free
secondary vocational and tertiary education on a competitive basis at state and municipal educational
institutions. The current system of pre-school education, inherited from the Soviet era, formally
guarantees full-time day care for all children under the minimum school age (7 years). The
proportion of children attending pre-school institutions was about 55-60 percent during 2000s.
Currently the supply of such services, both in quantity and quality, does not satisfy the growing
demand.

At 3.7 percent of GDP, healthcare is considered underfunded by WHO standards. Healthcare
is free at the point of demand for Russian citizens. In 2010 spending on healthcare amounted to 3.7
percent of GDP, below the WHO’s recommended level of public expenditure of 6 percent, and is
thus considered underfunded.”’ There is also a high disparity in healthcare spending between
different regions (about 30 percent between the lowest and the highest level of health spending per
capita in 2010). Free provision is quite limited, which results in a growth of private spending on
healthcare services, including “additional” services provided by public medical institutions. On the
other hand, the system of social care institutions provides setvices to children-orphans/children
left without parental care, to elderly and disabled people, and to the homeless. Spending for these
purposes amounted to 0.4 percent of GDP.

2.2.3 Data and Assumptions

The Russian Longitudinal Monitoring Survey (RLMS-HSE) is used for the purpose of the CEQ
analysis. Annex 6 describes how it fulfills the specific requirements for the analysis, the sample used,
weights, etc. This information is summarized in Table 6.

Table 6. The database description, 2010

21 Tt is also not efficient. According to WHO report in 2000 Russia ranked 75% among 191 countties by the level of per
capita healthcare spending and only 127 by the level of the population health. The same level of the population health
could be achieved at 60 percent of the actual healthcare spending. See: WHO 2000. The World Health Report. Health
systems: Improving performance Geneva, Switzerland, World Health Organisation.
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Original name Russian Longitudinal Monitoring Survey (RLMS-HSE)

Provider National Research University - Higher School of Economics
Year of collection 2010
Period of collection October-December 2010

Typically income and expenditure for the month preceding the survey,

Income reference period : .
p for some types of expenditures - 3 months preceding the sutvey

Sampling A three-stage stratified clustered probability sample of dwellings
Unit of assessment Household (people living together and sharing income and expenses)
Coverage Permanent residents, people living in institutions are excluded

. 21,343 individuals; 7,923 households (total sample including the panel
Sample size

element)

Response rate for household grid 80% (60% in Moscow and St-Petersburg)
Final sample used in the analysis 16,867 individuals; 6,323 households

The weights must be used in order to adjust the sample for design
factors (sampling probabilities and non-response) and deviations from
the census characteristics. In addition, the weights provided with the
original data were scaled up to the overall population

Weighting

Source: Authors’ elaboration.

In order to determine the size of each fiscal intervention at each step of income, it is
necessary to “map” the taxes and transfers from Russia’s national accounts and
administrative fiscal data to individual members in households. The approach, however, is
different from that followed by other initiatives with similar objectives such as Euromod. The main
difference is that in Euromod every fiscal intervention is microsimulated. In the CEQ approach, one
tries to use information collected in the household surveys as much as possible. If the survey does
not include questions on certain items, the values are either simulated or imputed following the
methodologies described in Lustig and Higgins (2013). The specific method followed for each fiscal
intervention is presented in Table A6 in Annex 6.”

2.2.4 The Impact of Fiscal Policy on Inequality and Poverty

1. The fiscal system overall has a distributive power similar to that of the United States (if pensions are taken
as transfers).

2. Nevertheless, if pensions are treated as deferred income, the redistributive capacity of the fiscal systemr pales
considerably. The role that pensions play in the redistributive potential of fiscal policy is decisive.

3. On the other hand, while net direct taxes are equalizing, indirect ones are unequalzing, under any scenario.

22 The welfare indicator used in the fiscal incidence analysis is income per capita. The analysis used here is point-in-time
and does not incorporate behavioural or general equilibrium effects. It is a first-order approximation that measures the
average incidence of fiscal interventions. The analysis is based on economic rather than statutory tax incidence. For
example, it is assumed that personal income taxes and contributions by employees and employers are borne by labour in
the formal sector. Individuals who are not contributing to social security are assumed to pay neither direct taxes nor
contributions. Consumption taxes are fully shifted forward to consumers. The analyses take into account the lower
consumption tax incidence associated with own-consumption, rural markets and informality. Finally, it is worth noticing
that CEQ data is aimed at incidence analysis and does not necessarily coincide with that found in other sources, in
particular National Accounts.
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The role of pensions in the redistributive capacity of fiscal policy is striking—when
considered a transfer, their impact is dramatically larger. When pensions are considered
deferred income, the redistributive effect equals 2.5 Gini points or a 6.5 percent reduction with
respect to market income Gini. In contrast, if contributory pensions are considered a transfer, the
figures are 9 Gini points and 19.4 percent, respectively. Table 7 shows the change in the Gini
coefficient induced by fiscal policy for each of the income concepts for the two scenarios
considered: pensions as deferred income and pensions as government transfers. The first result is
the striking difference in the redistributive effect of net direct taxes (that is, from “market income”
to “disposable income”) depending on whether pensions are considered deferred income (and
contributions to social security as mandatory savings) or a government transfer (and contributions as

a tax).

The next element to note is that net direct taxes are equalizing but net indirect taxes are
unequalizing in both scenarios. The former (latter) is observed by calculating the change from
market to disposable income (from disposable to consumable income) Gini. If pensions are a
transfer, the marginal contribution to the reduction in inequality from net direct taxes is large and
similar to that of the marginal contribution of transfers in-kind: consider the change from market to
disposable income compared with the change from consumable to final income. Transfers in-kind
(education and health) are always equalizing. Transfers in-kind are the largest component when
contributory pensions are treated as deferred income.

Table 7. Fiscal Policy and Inequality: Russia

Market Disposable Consumable .
Final Income
Income Income Income

Contributory pensions included in market income

Gini index 0.3880 0.3628 0.3763 0.3445
absolute change wrt market income - -0.025 -0.012 -0.043
% change wrt market income - -6.5% -3.0% -11.2%

Contributory pensions as government transfers

Gini index 0.4652 0.3750 0.3927 0.3551
absolute change wrt market income - -0.090 -0.072 -0.110
-- -19.4% -15.6% -23.7%

% change wrt market income

Source: Authors’ estimates based on Russian Longitudinal Monitoring Survey (RLMS-HSE) 2010.

1. The effect of pensions plays an important role in how Russia benchmarks against other middle-income
countries in terms of its redistributive capacity.

2. If pensions are considered as transfers, Russia is close to the United States’ considerable level of redistribution.
However, if pensions are taken as deferred income, then the country’s redistributive performance is more
moderate, comparable to that of Mexico.
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3. The effect of pensions is also observable in the importance of transfers towards poverty reduction. If pensions
are considered as a transfer, the reduction in poverty induced by cash transfers net of direct taxes is large.

Depending on the assumption regarding pensions, Russia can look as redistributive as
Mexico, on the moderate side or, much more redistributive, like the United States (Table 8).
How does Russia compare with other middle income countries, the EU 27 and the United States?
As Table 8 reflects, when pensions are considered deferred income, Russia’s reduction of the Gini is
slightly higher than that of Mexico’s. However, if pensions are considered a transfer, redistribution is
almost as large as that of the U.S. It is important to note that the difference between the two
scenarios, while smaller than that observed for the EU 27, is the largest of all the rest. This
reinforces the conclusion that Russia’s redistributive machinery can be modest unless pensions are
considered a transfer.

Table 8. Redistributive Effect: Russia vs. Middle Income Countries, the US and the EU:
Pensions as Market Income and Pensions as Transfers

Indonesia | Colombia | Peru Mexico | Brazil Chile South Seven USA EU Average | Russia

(2012) (2010) (2009) (2010) (2009) (2009) Aftrica countries | (2011) (2010) (2010)

* ok (2010) sokokok

Horok

Pension as | 0.0043 0.0072 0.0102 | 0.0230 0.0350 | 0.0373 | 0.0768 | 0.0277 0.0700 | 0.0915 | 0.0277 0.025113
market
income
Pension as | 0.0051 0.0129 0.0095 | 0.0211 0.0588 | 0.0374 0.0316 0.1090 | 0.2079 | 0.0241 0.090186
Transfer

Source: Lustig (2015; CHAPTER FOR OECD flagship) based on Brazil: Higgins and Pereira, 2014; Chile: Jaime Ruiz Tagle and Dante Contreras, 2014;
Colombia: Melendez, 2014; Indonesia: Afkar et al., 2015; Mexico: Scott, 2014; Peru: Jaramillo, 2013; South Africa: Inchauste et al., 2014.

European Union: EUROMOD statistics on Distribution and Decomposition of Disposable Income,

accessed at http://www.iser.essex.ac.uk/euromod/statistics/ using EUROMOD version no. G2.0. United States: Higgins, Sean et al., forthcoming. For
Russia:

Russian Longitudinal Monitoring Survey (RLMS-HSE) 2010.

Note: Year of household survey in parenthesis. For definition of income concepts see the section on methodological highlights in text.

The scenatio for South Africa assumed free basic setvices are direct transfers.

* For Indonesia, the fiscal incidence analysis was carried out adjusting for spatial price differences.

** The only contributory pensions in South Africa are for public servants who must belong to the Government Employees Pension Fund.
Since the government made no transfers to the GEPF in 2010/11, there is no scenario in which contributory pensions are treated as transfers.
*#* Chile only has a pay-as-you-go system for older workers and a fully funded system running since 1980 based on individual accounts.

The contributions to the old system (the ones that may subsist) are not available as a separate item in National Accounts.

*#k The Gini coefficients for the United States and for the European Union are for equivalized income.

The importance of cash transfers (net of direct taxes) depends on whether pensions are
treated as transfers or not; in the former case, the impact on poverty is as high as 6 percent.
The importance of the assumption regarding pensions is also reflected in the change in poverty.
Table 9 shows that the reduction in poverty induced by cash transfers net of direct taxes is quite
small if pensions are considered market income: a mere -0.7 percent change from market income to
disposable income. However, the change equals -6.3 percent if pensions are treated as a transfer.
More importantly, net indirect taxes increase poverty above the prevailing one with market income
by a nontrivial amount if pensioners are excluded from the poor (e.g., the scenario in which
pensions are part of market income). If pensions are treated as a pure transfer, in contrast, the
consumable income poverty is lower than market income for each of the poverty lines considered.
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Table 9. Fiscal Policy and Poverty: Russia

Market Income Disposable Income CoInsumable
ncome
Contributory pensions as market income
$1.25 PPP 1.9% 1.2% 3.4%
absolute change wrt market income - -0.7% 1.5%
$2.5 PPP 3.9% 2.6% 5.6%
absolute change wrt market income - -1.3% 1.7%
$4 PPP 7.7% 6.1% 10.6%
absolute change wrt market income -- -1.6% 2.9%
National PL (=$10 PPP) 23.3% 22.5% 29.6%
absolute change wrt market income - -0.8% 6.3%
Contributory pensions as government transfers
$1.25 PPP 7.5% 1.3% 3.9%
absolute change wrt market income - -6.3% -3.6%
$2.5 PPP 11.4% 3.0% 6.9%
absolute change wrt market income -- -8.5% -4.6%
$4 PPP 17.2% 7.5% 13.1%
absolute change wrt market income -- -9.7% -4.2%
National PL (=$10 PPP) 35.6% 28.8% 36.7%
absolute change wrt market income - -0.8% 1.1%

Source: Authors’ estimates based on Russian Longitudinal Monitoring Survey (RLMS-HSE) 2010.

2. On the other hand, every age group pays in the aggregate, only those older than 65 are net receivers.

1. The system clearly favors fertility: housebolds with two or three children are net receivers (more so, those
honseholds with three children), while households with no children or with only one child, are net payers.

Looking at the impact of the fiscal system by demographic groups, it emerges that

households made up of a couple and a single child as well as adults without children

subsidize all other groups. The system clearly favors fertility: households with two or three

children are net receivers. As shown in Table 10, pensioners and couples with three children or

more are the groups that benefit the most from the system. Couples with two children also benefit

in net terms (mainly due to the program “maternity capital”). Households with no children or with

only one child, on the other hand, are net payers. In terms of age groups, all groups are net payers in

the aggregate, except for those older than 65.
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Table 10. Incidence by demographic group

Net Payers (-)

Pensions as market Net Payers (-)
Group: income Pensions as transfers
couple 1 child -16.5% -7.0%
couple 2 children 0.6% 4.9%
couple 3+ children 42.4% 42.3%
lone parents 1.8% 12.7%
only adults -21.0% -29.9%
only pensioners 1.7% 212.1%
mixed -13.4% 8.2%
Total Population -10.1% -0.3%

Source: Lustig, et al. (2015)

Table 11. Incidence by age group

Net Payers (-)

Net Payers (-)

Group: Pensions as market income Pensions as transfers
0-17 years -3.0% -6.6%
18-29 years -14.1% -19.8%
30-64 years -14.0% -9.5%

65+ years 2.6% 163.7%
Total Population -10.1% -0.3%

Source: Lustig, et al. (2015)

The results in this section show that the Russian system of transfers and taxes has a limited

redistribute capacity vertically, but does redistribute among socio-demographic groups.
There seems to be room to reconsider the targeting of some programs in order to enhance the
distributional impact of the system. The existing redistribute impact (horizontal) may reflect political

economy considerations whose efficiency implications have not been analyzed, but could be non-

negligible.
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3. Are these trends sustainable?

1. Concerns for sustainability in the trends observed are threefold:

i) Labor upgrading winding down/ stagnating, as the structural transformation of the economy comes to an end;
in addition to the increase in the informal economy, which will have an effect on the declining wage inequality
observed to date.

2) Public, with fiscal space shrinking, the state's capacity for transfers will decrease, affecting the progressive power
of non-labor income.

2i) Spatial: as labor regulation tends to strengthen with the economic downturn, it is likely to reduce the capacity
of firms to adjust and crate more employment.

The results discussed in this note, based on the findings of the background pieces, suggest
that there are reasons for concern regarding the sustainability of the recent positive trends in
poverty and shared prosperity. In terms of labor income, the productivity enhancing labor shifts
observed in the last ten years are not likely to continue for two reasons. First, because the structural
changes implied by those shifts are slowing down and, second, because the macroeconomic (cyclical)
conditions will also be adverse. The downward shift in the size distribution of firms and the increase
in informality will impose a cost to the overall economy in terms of productivity, and will affect high

skilled worker relatively more.

In terms of the non-labor income, the fiscal system will be facing a narrowing fiscal space.
In addition to the weak redistribute capacity of the system, fiscal pressures may impose constraints
on fiscal reforms, which may be necessary to enhance the distribute capacity. As a result of the
above, the income growth prospects in Russia are negative, not only in terms of the level of growth
(or contraction in the short run, but also in terms of the incidence of such a growth pattern, which is

likely to become more regressive.

Policy responses to overcome these trends should focus on improving the market
functioning in specific markets (credit and housing/real estate, for example) so that the
households at the bottom can use all their assets more intensively. Enhancing market function
and protecting competition would also improve business environment, as the private sector
becomes crucial in a sustainable growth strategy. On the fiscal side, there is room to improve the
system at the margin to enhance its redistributive capacity.
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Annexes

Al. RIF decomposition methodology

The decomposition methodology developed by Firpo, Fortin and Lemieux (2007) seeks to decompose
changes in any moment in a distribution while still providing a detailed account of the contribution of each
variable used in the regression. The decomposition builds on the use of Re-centered Influenced Functions—
widely called RIF—that create a linear approximation for the moments of the distribution. These RIF
regressions, developed by the same authors, are described in detail in Firpo, Fortin, and Lemieux (2009).
Next, we present the basic steps behind this approach and the interpretation changes, compared to the
traditional Oaxaca-Blinder decomposition.

Assuming wages Yj; depend on a set of characteristics X; and some unobserved characteristics or

components &;:
Yi = g:(X;, &) for t=0,1 @

where g;(Xj, &) are unknown functions that can change over time, and for which we ate not imposing any
functional form. The analysis does take place under the assumption that there is some unknown joint
distribution for (Y, T, X), where T is the time period. Thus from the observed data (Y, T,X), V1|T = 1~F,;
and Yy |T = 0~F,.

The objective of the decomposition is to estimate a counterfactual distribution for wages where everything
else is left fixed except for the function governing wages. Thus, we ate interested in estimating Yo |T = 1~F.
This counterfactual distribution, F, is the one that would have prevailed under the wage structure of group 0,
but with the distribution of the observed and unobserved characteristics of group 1.

The decomposition is performed at a certain distributional moment or statistic. Following the nomenclature
of Firpo, Fortin and Lemieux (FFL), we call v the function that computes a (functional) statistic of the joint
distribution of (Yp, ¥1)|T. This function v can produce the mean, the variance, the Gini coefficient or a

quantile moment. Thus, the overall wage gap can be computed based on any statistic:
Ap=v(F1) —v(F) =v1 — v @

where F,; are real functions that generate the statistic ¥ at time t. We then decompose using the
counterfactual distribution to compute composition and wage structure effects:

Ap= (v1 —vc) + (ve — Vo) €)
b= A%+ A
where A¢ is the “wage structure” component and A% is the “composition” component of the overall wage
gap. The wage structure component captures the change in the distribution function, from g4(.,.) to
9o(.,.), keeping the distribution of (X,&)|T =1 fixed. The composition component, instead, leaves the
distribution function fixed at go(.,.) and captures the differences in the distribution of characteristics
(X, 8)|T =1 to (X,€)|T = 0. Notice that the composition effect identifies changes in both observable and

unobservable characteristics. This is an important difference compared to other decomposition
methodologies previously developed.
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In order to be able to compute these counterfactual functions, two assumptions need to hold:
(7) Ignorability. Let (€, T, X) have a joint distribution. For all X in X: € is independent of T given X = X.

The Ignorablity assumption simply states that there should not be non-random selection of the characteristics.
For example, if we were trying to analyze gender wage gaps, this assumption will not hold for the majority of
women as more skilled women (both in terms of observable and unobservables) are more likely to work, and

thus their wages will not represent the group.
(if) Overlapping Support. For all x in x, p(x) = Pr[T = 1|X = x] < 1. Furthermore, Pr[T = 1] > 0.

The Overlapping Support assumption requires that there is an overlap in all observable characteristics in the two

groups. In other words, all observed values of x should be observed in both groups.

Under these two assumptions, the counterfactual distribution could be estimated using a re-weighting
approach, similar to that employed in the program evaluation literature. The re-weighting scheme is:

() =1
w = —
! p

1-T

X 1-T
a)c(T,X)E(1 f(p()X)>( - )

where the first two re-weighting functions transform features of the marginal distribution of Y into features

of the conditional distribution of ¥, given T = 1, and of of ¥y given T = 0. The third re-weighting function

transforms the marginal distribution of Y into features of the counterfactual distribution of ¥y given T = 1.
If these two assumptions hold, then the function that computes the statistic of interest is identified as:
F,(y) = Elw(T).I{Y <y}] for t=0,1
Fe() = E[wc(T, X). I{Y < y}]

which also allows the identification of A and AY.

*

The FFL methodology continues by applying the RIF regressions to further divide the wage structure and
composition effects into the contribution of each covariate. At this point, A¢ and Ay, which are non-linear,
have been identified non-parametrically (via the re-weighting functions). To further decompose into the
effect of each covariate, FFL. uses RIF to provide a linear approximation to each Ag and Ay. This

linearization works as follows:
RIF(y;v) = v(F) + IF(y; v) ©)

where the influence function (IF) captures the part of the variation (or mass of the distribution) that lies

outside the ‘point of linearization’ (or point of mass concentration). Mathematically,
(w(Fe) —v(F))

€ ©)
F.(y) = (1 —-¢€)F + €6, for0<e<1

IF(y;v) = lim
€—0
where 8, is the distribution that concentrates the mass around y.
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The critical advancement is that the law of iterated expectations can be applied to RIF, and from there, the
contributions of each covariate may be obtained. Then, the decomposition can be written as:

0= Ag + A% @
Ap= (my —m¢) + (m¢g — myg)
where m? = E[RIF(y; v)|X, T = ¢] for t = 0,1, and m% = E[RIF (yo; v)|X, T = 1].

We now move to the interpretation of each component: composition and wage structure. The first thing to
keep in mind is that, because we are working with RIF regressions, we can only obstain first-order
approximations. Thus, each of the components will include an approximation error term, which is expected
to be small in size.

In the composition effect, the contribution of each covariate should be interpreted as the “policy effect” of
changing the distribution of the covariate between T = 0 and T = 1, while holding constant the distribution
of the other covariates and the function that determines wages, i.e. the wage structure.

The interpretation of the contributions of each covariate to the wage structure effect is cumbersome as it
must be done with respect to the base category chosen. Unfortunately, the RIF decomposition does not
address the problem of choice of base category, as in the seminal Oaxaca and Blinder approach. Moreover,
the approximation residual term will vary with the choice of the base category. However, independently of
the choice of base category, the approximation residual terms should be small. In sum, both the residual

difference and the wage structure associated to each covariate depend on the choice of base group.

The contribution of each covariate can be interpreted as the “policy effect” of changing the distribution of X
from its value in the base group at time T = 1. This is usually referred to as the change in the dispersion of

the distribution over time, or simply the dispersion enhancing effect under g4 (.,.) and go(.,.).
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A2. Wage inequality in the late 1990s

Table A2. Wage inequality in the late 1990s and early 2000s, according to different studies.

Study Period Trend
Gorodnichenko et al. (2009)  1994-2005 Wage inequality remained constant
Lukiyanova (2000) 1994-early 2000s Wage inequality remained stable between 1994-96; rose

after the 1998 crisis and remained high until decreasing
from 2002 on to reach its mid-1990s level.

Mitra and Yestov (2000) 1989 to early 2000s ~ Wage inequality rose

Source: Authors’ elaboration.

Using a panel micro data set from the Russia Longitudinal Monitoring Survey (RLMS), Gorodnichenko et al.
(2009) look at different measures of individual earnings and hourly wages, both actual and contractual, finding
that wage inequality did not grow between 1994-2005. Lukiyanova (20006) finds that wage inequality stayed
stable between 1994-96, spiked after the 1998 crisis and remained high until 2002, when it decreased, falling
back to its mid-1990s level. On the other hand, contrasting different data sources, Mitra and Yestov (2000),
report that wage inequality increased in Russia from 1989 to the early 2000s, reflecting “a rising education
premium, minimum wage policies and increased divergence of wages across sectors, regions and
occupations”, in addition to other determinants such as restructuring and unemployment; changes in
government spending and taxation; price liberalization and inflation, among others. In this line, in terms of
returns to education, Gorodnichenko et al. (2009) find that the education premium rose since 1995 but
dropped after 2002. These authors also find a substantial male tertiary education premium (college/non-
college), about 50 percent on average.??

23 Refers to the average wage of university educated males divided by the average wage of non-university educated males.
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A3. The Russian Tax System

The Russian tax system is largely made of federal taxes. These are: social insurance contributions,
personal income tax, value added tax, tax on mineral resource extraction, corporate profit tax,
excises.”* There are a few regional and local taxes, though their share in overall taxation is small. All
regional and local taxes are asset-related: property tax, vehicle tax and land tax. Most of the personal
income and corporate income tax revenues are retained at the regional level, as well as more than
half of the excise and extraction of minerals taxes. Table A3 presents the exact distribution.

Table A3. Distribution of Principal Tax Revenues among Subnational Tiers of Government

Percent Share Retained by Each Tier as of 2014

Federal Re- First Tier Munici- Second
gional palities* Tier
Cities Districts | Munici-
palities
Federally controlled raxes
Corporate income tax 10 90
Personal income tax 85 15 S 10
Excise on alcohol 50 50
Excise on gasoline** 28 72
Tax on extraction of common minerals 100
Tax on extraction of other minerals
excluding hydrocarbons and diamonds 40 60
Simplified tax on imputed income 10 90 90
Simplified tax on small businesses 100 100
Single agriculture tax 100 50 50
Regionally controlled taxes
Taxes on fransport, gambling and
enterprise assets 100
Locally controlled taxes
Individual property and land taxes | | | | 100

*Cities receive the shares assigned to both districts and second tier municipalities.
** The federal share is distributed among regions on the basis of road mileage
Source: Russian federal legislation

Some federal taxes such as the personal income tax may be forwarded to regional budgets through
intra-budgetary transfers; while the corporate profit tax is split into federal and regional shares
defined by the Tax Code.

Social insurance contributions are the largest source of tax revenues, accounting for 5.3 percent of GDP
in 2010. They represent a financial obligation imposed on employers (employees do not pay separate
contributions) and the self-employed in order to obtain revenues required for providing pensions,
social insurance allowances (including maternity, temporary incapacity”, unemployment) and

24 Other federal taxes prescribed by the Tax Code include a tax on animal and water wildlife, levied upon licensed
hunters and fisheries, and a document tax, e.g. the ad valorem duty required to start civil litigation in state coutts.

%5 Note that the workplace accident insurance is not part of the social contributions. Each employer must contribute to group
accident insurance. The rate varies between 0.2 and 8.5percent, depending on the type of business.
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healthcare. Contributions paid by employers are specified as percentage of the gross annual earnings
of an employee. Contributions paid by the self-employed are defined as a percentage of the
minimum wage. The self-employed are obliged to pay only pension and health insurance
contributions, participation in other social insurance programs is voluntary. The same tax rates apply
for employers and the self-employed. In 2010 the overall tax rate of 26 percent was applied to gross
annual earnings below 415,000 rubles, while earnings exceeding this amount were exempt.%

Personal income tax revenues account for 3.9 percent of GDP. Main income (work for pay,
contractor's agreements, housing lease) is taxed at 13 percent rate. Capital gains from asset sales are
taxable only if the seller owned the asset for less than 3 years. A higher tax rate of 35 percent applies
to some sources of income, e.g. bank interests that exceed the upper limit computed using a
refinancing rate. However, interest rates are usually below the threshold, making interests tax free.
For non-residents all types of income received on the territory of Russia are taxed at a 30 percent
rate. Dividends received by shareholders are subject to a 9 percent tax rate. For taxpayers whose
only taxable income comes from employment the PIT is withheld by the employer and there is no
need to file a tax return. There are small tax deductions for parents with low earnings and tax
deductions for expenses related to charity, education and healthcare, purchase and sale of housing.

Value added tax (17AT) is the second largest source of federal revenue which accounted for 5.4
percent of GDP in 2010. Starting from 2004 the standard rate of VAT is 18 percent. A number of
transactions are exempt from VAT, including inter alia export sales, international transportation
services, supplies exported from Russia, etc. There are certain types of activities that under certain
conditions are also exempt from VAT, including: the sale of specifically listed medical goods and
services; funeral services; warranty repair services; educational services rendered by nonprofit
educational institutions on the basis of license; services rendered by organizations carrying out
activities in the area of culture and art; banking and insurance services. A reduced 10 percent rate is
applicable in in the following cases: sales of specifically listed foodstuffs; sales of specifically listed
goods for children; sales of periodical printed publications, except for those of advertising or erotic
nature; sales of specifically listed medical goods manufactured both in and outside of Russia.

Excise taxes imposed mainly on the sale of manufactured excisable goods and on the import of such
goods account for 1 percent of GDP. The excisable goods are: raw and refined alcohol, alcoholic
drinks stronger than 0.5 percent by volume, including beer; tobacco products; petrol and diesel fuel,
motor oils; passenger cars and motorcycles with engines in excess of 90 h.p.; since 2013 home
heating oil. In contrast to VAT, excise duties are typically expressed as a fixed amount of rubles per
quantity bought by the consumer. Since 2007, cigarettes have been additionally taxed based on a
percentage of manufacturers' suggested retail price.

26 There were several increases in the tax rates and changes in the tax schedule since 2010 aimed at reducing the deficit
of the Pension Fund.
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The above-mentioned taxes are accounted for in the CEQ analysis. Other taxes not included in the
CEQ analysis are: corporate profit tax (3.8 percent of GDP), natural resounrce extraction tax (3.1percent of
GDP), property taxes (1.4 percent of GDP) and wnified taxes on total income paid by taxpayers that have
switched to a simplified taxation scheme (0.4 percent of GDP). It is noteworthy, starting from 2009
the revenues from taxes on labor (i.e. the personal income tax and social contributions) exceeded the
revenues from the natural resource extraction and corporate taxes.
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A4. The Russian Social Protection System

Unemployment benefits are paid on a monthly basis conditional on applicant’s registering with the
employment service every two weeks. The maximum size of the unemployment benefit was set at
the level of 4,900 rubles (USD 293.4 PPP) per month and the minimum size was 850 rubles (USD
50.9 PPP) per month. Until 2009, few workers benefited from _Active Labour Market Programmes
(ALMPs). This has changed when, in response to the economic crisis, the government has launched
additional measures to decrease tension at the regional labour markets. In 2010 these programmes
covered 1.85 million unemployed people.

The child allowance up to 1.5 years benefit is paid to socially-insured mothers upon the
completion of a 140-day long maternity leave, during which they are entitled to a benefit equal to 100
percent of their average earnings for the 12 months preceding the leave (but subject to the upper
limit linked to the threshold of regression on social insurance contributions). In 2010, the lower limit
was set at the level of 2,060 rubles (USD 123.4 PPP) per month for the period of leave with the first
child and 4,121 rubles (USD 246.8 PPP) per month for the period of leave with the second and
subsequent children. Mothers whose contribution record is below six months are entitled to the
minimum size of the allowance.

The privilege programme refers to free services or discounts on payment for services.” Part of
the non-contributory social assistance, this programme is financed between the federal and the
regional governments since 2005. Almost all federally funded privileges (apart from discounts on
payment for housing/utilities) have been monetized, i.e. substituted by cash benefits in 2005. As of
2010 a few regions (including Moscow) still provided in-kind benefits to the population, together
with regular and lump-sum cash payments. The complex structure of the system of privileges — the
possibility of being entitled to several types of benefits at the same time, manifold forms of
provision (cash and in-kind benefits) and different sources of financing (federal and regional), make
it almost impossible to assess the scope and scale of the programme based on official statistics. In
2010 16.694 million people received a monthly cash payment for federal beneficiaries. The size of the
benefit ranged from 436 rubles (USD 26.2 PPP) for blood donors to 10,851 rubles (USD 649.8
PPP) for holders of some military decorations. The number of people who received regular cash
payments from the regional authorities in 2010 amounted to at least 11.010 million people. The size
ranged from ranged from 467 rubles (USD 28 PPP) for labour veterans to 605 rubles (USD 36.3
PPP) for citizens with honorary degrees/special merits before the region. Hence, by a conservative
estimate, in 2010 at least 27.704 million people or 19.4 percent of the population of Russia were
entitled to one or another type of privileges. However, as the privileged citizens are mainly old age
people their number has been decreasing.

27 These programs are broad ranged, such as free access to a wide range of services and goods, e.g. exemptions
from/discounts for rent or utility payments; telephone setvices; medicines, medical appliances, health care setvices;
municipal, commuter or long-distance transport; vouchers for sanatoriums, spas, child care facilities, or summer camps.
Some categorties of citizens ate exempted/discounted from real-estate taxes, or may receive substantial financial support
to repair their house, or may be provided with a land plot.
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Between 2007 and 2010, certificates for the maternity capital were issued to 2.612 million people
(1.8 percent of the population). Among those, 346 thousand people (13.3 percent of all recipients)
disposed of the capital (or a part of it). The size of the capital is annually indexed for inflation; in
2010 it amounted to 343,278 rubles (or USD 20,555.6 PPP). The assets can be used once the child is
3 years old in three ways only: to purchase new housing/pay for a mortgage credit; to pay for all
types of children’s education; or to add to the funded element of the mother’s pension. So far 99
percent of families have chosen to spend these assets to improve their housing. Therefore, the
programme can be treated either a direct transfer or an in-kind housing benefit. In our analysis we
chose the first option, assuming that the maternity capital is a cash transfer which is disposed of in
the same year as it is granted. A random non-take up was introduced in order to account for the fact
that only 13.3 percent of beneficiaries disposed of the assets by 2010.

There are three anti-poverty benefit programmes in Russia, where poverty and other eligibility
criteria are mixed. Eligibility for means-tested benefits is derived from comparing disposable
family/household income with the national poverty line. It is referred to as the Mininum Subsistence
Level (MSL) and equals the cost of a minimum basket of goods and services. The composition of a
basket is defined for three demographic groups (children under 16 years, men and women of active
working age, men and women of pension age) and estimated quarterly for each region and for
Russia as a whole. In 2010 the average national SML amounted to 5,688 rubles (USD 340 PPP) per
month.

The social supplement to pension benefit is provided to all non-working pensioners whose total
income is below the cost of a pensioner’s poverty line in the given region. The size of the benefit
equals the gap between the pensioner’s poverty line and the pension benefit. In 2010 4.943 million
people or 12 percent of pensioners received the supplement. In our analysis the benefit is accounted
for as part of the pension, because it is paid together with the pension and cannot be separated
from pensions in the survey.

Child allowances up to 16(18”) years are provided to children in families with per capita income
below the regional poverty line. This is a classical example of anti-poverty programme. Nevertheless,
the targeting accuracy of the programme is low. As a result, the allowance fails to provide adequate
support to participating families, while spreading its budget to 9.943 million children (about 40
percent of children under 16 years), among which 65 percent are not poor. The size of this benefit is
set by regional authorities, as a result a basic monthly payment in 2010 varied from 70 rubles (USD
4.2 PPP) to 1,000 rubles (USD 59.9 PPP) per child with median of 150 rubles (USD 9 PPP).

Housing subsidies on the other hand, have a more complex objective. One of the major reforms
of the 2000s in Russia was the transition to a 100 percent cost of utilities for the population. This
implied a cancellation of the programme of cross-subsidies, whereby enterprises and companies
paid for utilities at inflated rates which helped to recoup a part of the cost of utilities for the

28 If the child is in full-time education.
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population. Housing subsidies were designed to protect people from spending a high share of
their income on rent and utilities”. A household with housing costs in excess of the regional
threshold (no less than 22 percent of household income) qualifies for a subsidy that brings the share
of housing costs down to the threshold. Eligibility and benefit formulae allow non-poor to qualify
as beneficiaries. Regional authorities have little control over the programme design which is set by
the federal legislation. In 2010 an average size of the benefit was 896 rubles (USD 53.7 PPP) per
household-beneficiary; the benefit was paid to 3.763 million households (or 7.3 percent of the total
number of households).

The programme of state social assistance provides a relief to the poor or needy households. The
programme design and the decisions as to whether to target any benefits to the poor alone, however,
have been fully left with regional authorities. Most often the rules mix the notion of targeting with
categorical provision of assistance, defining certain groups (such as lonely pensioners, families with
3+ children, students, etc.) who are eligible for the benefits. In addition, targeted assistance is often
confused with one-time emergency assistance (e.g. loss of the breadwinner, severe illness, natural
disaster). The inter-regional variation in spending on this programme is the highest among the
means-tested programmes. In 2010 an average monthly cash payment was equal to 306 rubles (USD
18.3 PPP) per one family member, while an average lump-sum payment amounted to 1,789 rubles
(USD 107.1 PPP). The number of those who actually received a regular cash benefit amounted to
1.394 million people, and the number of recipients of a lump-sum payment was 1.103 million
people, which altogether is less than 2 percent of the population.

The Russian constitution guarantees equal access to and free of change education at the level of
pre-school, primary and secondary school and primary vocational school, as well as free secondary
vocational and tertiary education on a competitive basis at state and municipal educational
institutions. Childcare is mostly public.”’ Parents contribute in the form of fees, covering only part
of the actual cost. The supply-side subsidies for childcare constitute at least 80 percent of the cost
of childcare services. Primary and secondary general education (between ages 7 and 16) is
compulsory. After that children may either stay at secondary school for 2 more years to get a
secondary education certificate (ages 16-18), which allows them to start tertiary education (4 to 6
years), or to follow the vocational education track to get a primary vocational degree (1.5 years) or

2 Some regions, however, have not switched completely to the 100 percent cost of utilities for the population by 2010.
The cost of the discounted utility tariffs can be approximated by subtracting the gross amount of the actually covered
costs of utilities by the population from the gross amount of accrued costs of utilities in each region. In Russia as a
whole the part of the cost of utilities actually covered by the population amounted to approximately 93-95 percent in
2005-2012.

30 Currently the supply of such services, both in quantity and in quality, does not satisfy the growing demand. During the
economic recession of the 1990s, which was accompanied by a fall in fertility rates, many pre-school institutions were
closed. In 2000s the demand for childcare services started to grow again due to demographic and economic factors — a
growth in the number of children of pre-school age and an increase in the economic activity of the population. In
combination with the uneven distribution of these institutions across regions and municipalities, this has led to a ten-fold
increase in the number of children waiting for a place in a pre-school institution (from 200 thousand in 1999 to over 2.2
million children in 2010-2011). The problem is aggravated by the fact that the system of care services for the elderly is
also weak and the market for these services is absent.
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secondary vocational degree (3 to 4 years). The latter also allows students to continue with tertiary
education. The majority of students attending primary and secondary general school (13.569
million) and primary vocational school (1.007 million) are enrolled in the public system: the share of
private schools at this level of education is negligible. The number of students enrolled in secondary
vocational education is 2.1257 million people, among which 95 percent are in public institutions. 83
percent of all students in the tertiary education system (7.0498 million in academic year 2010/2011)
were enrolled in public colleges and universities and only one third of them were in budgetary
places, i.e. did not pay fees.

Healtheare is free for Russian citizens’. Healthcare spending in 2010 amounted to 3.7 percent of
GDP (including spending on physical culture and sports at 0.3 percent of GDP). There is also a high
disparity in healthcare spending between different regions. The state guarantees of free health care
include in and out-patient treatment, as well as rehabilitation/nursing care and provision of
medicines/medical appliances for specific categoties of patients. In fact free provision is quite
limited which results in a growth of private spending on healthcare services, including “additional”
services provided by public medical institutions. Public healthcare for working people is funded
through contributions paid by employers and the self-employed to the Federal and Territorial
Mandatory Health Insurance Funds. The costs of health insurance of non-working citizens are
covered from the regional budgets; the share of healthcare spending subsidized by the budget is 56
percent.

The system of social care institutions provides services to children-orphans/children left without
parental care, to elderly and disabled people, and to the homeless. In 2010, 126 thousand children
lived in state care institutions. Institutions of in-patient care for the disabled adults and the elderly
provided places to 269 thousand people. Larger groups of the population attended centres of
temporary or day stay for the disabled and eldetly (573 thousand) and were clients of the programme
of home-based care (1.089 million people). Thus, the most generous estimate of the number of
clients of care institutions is 1.5 percent of the population, while spending for these purposes
amounted to 0.4 percent of GDP.

Figure A4. Russian social spending, 2010

Spending Component Billions of Yo of GDP Included in  Notes and
rubles analysis source
Direct transfers (cash and near cash) 2443.8 53%
Non-contributory (social) pensions 230.4 0.5% yes (a)
4 Unemployment benefit and ALMPs (quasi 183.9 0.4%
insurance)
Unemployment benefit and material aid 0
to the unemployed 528 0-1% yes b)
Employment promotion and ALMPs 128.4 0.3% (o
Social insurance benefits 473.4 1.0%
Maternity leave allowance 67.3 0.1% yes (d)

31 People without citizenship have a right to free emergency care.
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Lump-sum birth/family placement grant 18.7 0.0% yes (d)

Child care allowance up to 1.5 years 121.8 0.3% yes (d)
Temporary incapacity benefit 185.2 0.4% (d)
Other 80.4 0.2%
Non-contributory (social assistance) benefits 1,316.6 2.8%
Not means-tested benefits 1,078.4 2.3%
' Mothlly and lump-sum cash payments 419 3 0.9% yes (o
(monetised privileges)
Other privileges (cash and in kind) 362.4 0.8% yes 6)
Maternity capital 97.6 0.2% yes (2
Compensation for child care fees 9.9 0.0% yes (h)
Special forms of support for families 0 .
with children to4 0.0% ®
Other benefits (scholarships etc.) 172.7 0.4% yes G
Means-tested benefits 238.3 0.5%
Child allowance up to 16(18) years 43.1 0.1% yes (b)
Housing subsidy 55.7 0.1% yes (b)
State social assistance 8.3 0.0% yes (h)
Social supplement to pension 130.6 0.3% (&
Social care (not direct transfers) 239.5 0.5%
Social care 168.3 0.4% k)
Other social programmes 71.2 0.2% @
Education 1,893.9 4.1%
Childcare/preschool 321.3 0.7% yes (m)
Primary/secondary 827.4 1.8% yes (m)
Vocational 163.8 0.4% yes (m)
Tertiary 377.8 0.8% yes (m)
Other 203.6 0.4% (m)
Healthcare 1,708.8 3.7%
Primary (Outpatient) Care & In-patient 1,592.9 349 yes (m)
care
Psychical culture and sports 1159 0.3% (m)
Social spending analyzed (Benchmark) 4,943.3 10.7% yes
Total social spending (Benchmark) 6,046.5 13.1% part
Contributory pensions 3,819.5 8.2% yes (@)
Social §pendmg analyzed (Sensitivity 8,762.9 18.9%
analysis)
Total social spending (Sensitivity analysis) 9,866.1 21.3% yes
Sources:

Federal Treasury data (http://www.roskazna.ru/); Laws on implementation of the Federal and Regional
budgets; Federal State Statistics Service data ( http://www.gks.ru/), Statistical digest "Social situation and
standard of living of the population of Russia"; Federal Employment Service (Rosstat) data

(http:/ /www.rostrud.ru/).

Notes:

(a) Total spending on pensions are computed as the sum of spending of the Federal Budget and the Regional
Budgets (excluding expenditures on the regional social supplement to pension) and spending of the Pension
Fund (excluding expenditures on privileges, maternity capital and other social transfers). Spending on non-
contributory pensions are approximated as total expenditures on state social provision pensions. Spending on
contributory pensions are equal to total spending on pensions minus spending on contributory pensions.

(b) Rosstat data on expenditures on some social benefits
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(c) Subventions to the Regional budgets on implementation of the Federal active labour market programmes
(ALMPs).

(d) Implementation of the budget of the Social Insurance Fund; article "Social policy” (excluding
expenditures on benefits for the victims of nuclear accidents, in-kind benefits for the disabled; recreation and
vouchers to sanatoriums and transportation to the place of recreation, the guaranteed list of social services
and funeral benefit).

(e) Expenditures on the unified monthly payment and other regular and lump-sum cash payments for the
privileged categories. Estimated as the sum of expenditures on payments from the Federal budget (including
inter-budgetary transfers) and the Regional budgets.

(f) Sum of expenditures on: social support on payment for rent and utilities for all categories of the
population, provision of the set of social services for the federal beneficiaries, provision of the technical
means of rehabilitation for the disabled, transportation of pensioners to and from the place of recreation, and
all other types of social support provided by the Regional budgets.

(2) Data on implementation of the budget of the Pension Fund.

(h) Laws on implementation of the Regional

budgets.

(i) Sum of expenditures on the lump-sum and monthly child allowance for the enlisted military, benefits
related to the family placement of the orphans, child allowance for the victims of radiation due to accidents.

(j) Sum of expenditures on the compensations of the material damage for the victims of political repressions,
aid to the refugees and internally displaced people, and other types of benefits.

(k) Expenditures of the Consolidated budget, article "Social cate" (excluding expenditures on the social
supplement to pension in Moscow).

() Expenditures of the Federal budget, article 1005 "Applied scientific research in the area of social policy”,
article 1006 "Other social policy issues", and expenditures of Regional budgets, article 1003 "Social welfare of
the population” and 1004 "Support to families and children" (excluding social welfare expenditures).

(m) Treasury data on implementation of the Consolidated budget.
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Ab5. Fiscal Incidence Analysis

Box A5. What Is Fiscal Incidence Analysis?

Fiscal incidence analysis consists of allocating taxes and public spending (social spending in particular) to
households or individuals so that one can compare incomes before taxes and transfers with incomes after
taxes and transfers, where the latter may include the monetized value or consumption of free public services.
In addition to assessing the impact of fiscal policy on the distribution of income, one may be interested in
how taxes and transfers affect the welfare of different social groups such as groups of individuals
differentiated by gender, ethnicity, or location.

The most common fiscal incidence analysis examines what is paid and received without assessing the
behavioral responses that taxes and public spending may trigger on individuals or households. This is often
referred to as the “accounting” approach and is adopted in this study. Put simply, the accounting approach
consists of starting from a pre-fisc income and, depending on the fiscal intervention under study, allocating
the proper amount of a tax or a transfer to each household or individual. If the fiscal intervention is a direct
tax (transfer) and one starts the analysis from pre-tax (pre-transfer) income, the post-tax (post-transfer)

income is calculated by subtracting (adding) the tax paid (transfer received).

More formally, let’s define before taxes and transfers income of unit 4 as I,and net taxes of type 7as T, Let us
define the “allocator” of tax 7 to unit 4 as Sj(or the share of net tax 7 borne by unit 4). Then, post-tax income
of unit 4 can be defined as: Y)= I;- ;TS Although the theory is quite straightforward, its application can be
fraught with complications. Most of the complications arise because actual incidence can be quite different
from statutory incidence (for example, due to tax evasion) and the data to calculate the actual incidence is

incomplete or absent.

Fiscal incidence analysis can be partial or comprehensive. Partial fiscal incidence analysis assesses the impact
of one or several fiscal policy interventions: for example, income taxes or the use of public education and
health services. Comprehensive fiscal incidence analysis assesses the impact of the revenue and spending sides
simultaneously: namely, the impact of direct and indirect taxes, cash and in-kind transfers, and indirect
subsidies. Incidence analysis can use income or consumption (per capita or equivalized) to measure
household welfare. In this study we assess fiscal policy on a partial and comprehensive basis and test the
sensitivity of our findings using both income and consumption (i.e. disposable income) measures.
Additionally, there is point-in-time vs. lifetime fiscal incidence analysis. The analysis can assess a current
system or estimate the potential or actual effects of particular reforms. It can use the statutory incidence or
the actual one (including tax evasion or less than full take-up of a cash transfer, for example). It can make
different assumptions about tax shifting and the value of in-kind benefits. The analysis can assess the average
incidence of a tax or benefit or it can assess the incidence on the margin: e.g., the distribution of an increase
in the spending of public education.

Incidence studies use micro-data from household surveys or rely on incidence indicators from secondary
sources. Since in practice surveys will not include information on every tax paid or transfer received (or the
information even if it exists may be inaccurate), that information must be generated in a consistent and
methodologically solid way. Frequently, the information will have to be generated using more than one
method to check the sensitivity of the results to assumptions that one cannot externally validate.

Source: Lustig and Higgins (2013).
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AG6. Data

The Russian Longitudinal Monitoring Survey (RLMS) is a longitudinal series of nationally
representative household and individual data. This survey, jointly conducted by the Carolina
Population Center at the University of North Carolina at Chapel Hill and the Demoscope team at
the Higher School of Economics (HSE) in Russia, has been administered every year from 1992 to
2013, except from 1997 and 1999. The decomposition analysis on section 2.1 uses data from rounds
VI (1995) to XXI (2012), while the fiscal incidence analysis in section 2.2 is based on round XIX
(2010). The sample includes both cross-sectional and panel components and is large enough to
support the analysis of small groups at the national level. In particular, te RLSM interviewed 3,783
households (8,417 adults) in 1995 and 8,440 households (18,687 adults) in 2012. Both section 2.1
and 2.2 are based on the cross sectional sample, while the panel structure of the data is not
exploited. The main limitation of the RLMS is that it is not representative at the regional level,

covering 32 (out of 83) regions.

The RLMS includes demographic information at the individual and the household level. The survey
collects information on household income by source, social benefits, and also expenditures and
other relevant characteristics that may affect tax liabilities or benefit entitlements. Moreover, the
RLMS has data on labor market status, education and health wvariables and within-household
relationships. The survey satisfies international standards in terms of sampling and quality of data

.3
collection™.

Assumptions and considerations for the decomposition analysis

The main dependent variable for the decomposition analysis in the log of houtly wages from the
primary occupation, expressed in 2011 constant rubles33. The sample has been restricted to the
subgroup of individuals satisfying the following conditions: (a) are in the 18-60 age group™, (b)
currently have a job, (c) have received some money for their work in the last 30 days, (d) are not
self-employed and (e) are full- time workers, reporting to have worked at least 140 hours in the last
30 days.

Excluding unpaid workers might be a potential problem in cases when wage arrears are a common
practice. Even if employed, workers are classified as unpaid if they report to have not received any

%2 RLMS-HSE uses a three-stage probability sample drawn from the population of dwellings. Persons living in
institutional households (children’s homes, social care institutions, convents) are excluded. On average the household
response rate exceeds 80 percent, but they are lower in Moscow and St-Petersburg (less than 60 percent).

** Nominal wages expressed in rubles have been deflated to 2011 rubles using the Consumer Price Index from the
World Development Indicators (WDI). Wages for 1995 (Round VI) and 1996 (Round VII) have been divided by 1,000
to take into account the nominal revaluation of the ruble in January 1998 (1,000 old rubles = 1 new ruble).

** In the Russian Federation, retirement age is 60 years-old for men and 55 years-old for women. However, women are
more likely to continue to work after retirement (Atencio and Posadas, 2013). For that reason, we decided to use 60
years-old as the cutting age. However, in our estimations we include a dummy variable which takes value 1 for women
between 55 and 60 years old, to control by potential effects of legal retirement on wages.
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money in the last 30 days. However, after being a generalized practice in the 1990s and earliest
2000s, wage arrears became a minor issue after 2000. Excluding self-employment is a common
practice in labor literature since self-reported wages of self-employed workers tends to be less
reliable. Self-employment represented only a 7 percent of total employed population in 2011. Then,
limiting the sample to wage workers is not expected to qualitatively affect results. The sample has
been restricted to full time workers, who are expected to obtain all their money from their primary
occupation. Finally, the top and bottom 0.25 percent of the whole hourly wage distribution has been

excluded in each round35. These observations are considered as outliers.

Assumptions and considerations for the CEQ analysis

In the particular case of the CEQ analysis, a number of national household surveys has been
considered for the purpose of CEQ analysis and the only one that fulfilled all the essential
conditions was the Russian Longitudinal Monitoring Survey (RLMS-HSE).”

The data set contains weights that adjust the cross-sectional sample not only for design factors
(sampling probabilities and non-response), but also for deviations from the census characteristics.
For our purposes we have additionally computed the grossing weights. In other words, the weights
provided with the original data were scaled up to the overall population. They were calculated as the
ratio of population to sample counts for subgroups defined by household size (1,2,3,4,5+ members)
and location of residence (urban or rural). Population totals are taken from the 2010 census.
Applying weights to gross the numbers up to population figure gives 54,402,000 households and
137.81072 million individuals™.

Another major data adjustment was imputation of user-missing data on earnings, income or
expenditure, or other important variables. Don’t know/Refuse to answer responses wetre imputed
whenever reasonable using median values (median values at the regional level were used if the
sample was big enough). Some households reported zero income or expenditure (the reference
period in the survey is one month); however, there was no justification for omitting or imputing
those observations.

The specific method followed for each fiscal intervention is presented in Table A6.

% Lukiyanova (20006) also uses data from the RLMS and removes the top 0.25 percent of the monthly wage distribution
in each round. However, for the bottom of the distribution she adopts a different criteria, and removes all individuals
reporting monthly eatnings less than 2/3*17600 rubles (17,600 rubles was the mandatory minimum wage in November
1994).

3 Other potential source of data were the Household Budget Survey (HBS) and the Survey of Income and Social
Programmes (SISP). The HBS is conducted on a sample of 50,000 households, but only collects consumption data. The
SISP is designed for income distribution analysis, but does not collect consumption data. Moreover, the data that are
available now are the 2012 pilot survey of 10,000 individuals.

37 The census figures are 54.56062 million households and 142.8654 million individuals.
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Table A6— Construction of Income Concepts: Assumptions and Sources

BENCHMARK

SENSITIVITY ANALYSIS

Pre-incidence Analysis

Income

Net Market income

Net Market income

INCOME CONCEPTS: DEFINITIONS, METHODS AND SOURCES

MARKET INCOME
Earned and Unearned Included Included
Incomes of All Possible
Sources and Excluding
Government Transfers
Social Security Pensions Included Not included
Gifts, proceeds from sale of | Included Included
durables.
Autoconsumption Included Included

Imputed rent for owner

occupied housing

Not included, as there is no question
on the estimated rent if own housing
is rented at the market. Also very few
households in Russia rent housing at
market prices. Can only be estimated
using other survey, e.g. the Rosstat
Survey on Living Conditions (2012).

Not included, as there is no question
on the estimated rent if own housing
is rented at the market. Also very few
households in Russia rent housing at
market prices. Can only be estimated
using other survey, e.g. the Rosstat
Survey on Living Conditions (2012).

NET MARKET INCOME=MARKET INCOME - (DIRECT TAXES AND EMPLOYEE
CONTRIBUTIONS TO SOCIAL SECURITY [IN BENCHMARK, EXCEPT CONTRIBUTIONS

TO PENSIONS])

Direct Taxes

Simulation method: The data on

income tax were not collected in the
survey, and income measutes
reported were net (after tax) incomes.
Therefore, firstly, income tax had to
be imputed using the inversion of
rules. Income tax on earnings was
simulated only for workers in the
formal sector. Secondly, income tax
was added to net income to arrive at
gross (before tax) market income.
Direct identification method:

Vehicle and property taxes, stamp
duties, etc. apart from land tax, were
reported and taken directly from the
survey.

Simulation method: The data on

income tax (Nalog na dokhody
phyzicheskih lits) were not collected
in the sutvey, and income measures
reported were net (after tax)
incomes. Therefore, firstly, income
tax had to be imputed using the
inversion of rules. Income tax on
earnings was simulated only for
workers in the formal sector.
Secondly, income tax was added to
net income to arrive at gross (before
tax) market income. Direct
identification method: Vehicle and

property taxes, stamp duties, etc.
apart from land tax, were reported
and taken directly from the survey.
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Employee contributions to

social security

Simulation method: Social

contributions are levied on gross
earnings (income tax base) and paid
by employers and the self-employed.
Employees do not pay separate
contributions. SICs were simulated
using the existing tax rates for formal
sector workers and added to the
income tax base to arrive at gross
market income. Here only
contributions to Social Insurance
Fund and Health Insurance Funds
were taken into account,
contributions to Pension Fund are
treated as a form of lifetime earnings.

Simulation method: Social

contributions are levied on gross
earnings (income tax base) and paid
by employers and the self-employed.
Employees do not pay separate
contributions. SICs were simulated
using the existing tax rates for formal
sector workers and added to the
income tax base to arrive at gross
market income. Contributions to
Pension Fund, Social Insurance
Fund and Health Insurance Funds
wete taken into account.

DISPOSABLE INCOME = NET MARKET INCOME + DIRECT GOVERNMENT
TRANSFERS [IN SENSITIVITY ANALYSIS, + CONTRIBUTORY PENSIONS]

Non-contributory pensions

Direct Identification Method. All
social pensions (old-age social

pension, disability social pension and
survivors social pension) were put
into this category. They are reported
in the survey. NB: Contributory
pensions are not fully social-
insurance based either, as the PF
deficit is covered from the budget.

Direct Identification Method. All
social pensions (old-age social

pension, disability social pension and
survivors social pension) were put
into this category. They are reported
in the survey. NB: Contributory
pensions are not fully social-
insurance based either, as the PF
deficit is covered from the budget.

Targeted monetary transfers

Direct Identification Method. We
included the three programmes that

have means-tested elements: child
allowance up to 16(18) years, state
social assistance and housing subsidy.
They are reported in the survey. The
fourth means-tested transfer is a
supplement for non-working
pensioners, whose pension is below
the subsistence level. This one is paid
together with the state pension and
cannot be separated.

Direct Identification Method. We
included the three programmes that

have means-tested elements: child
allowance up to 16(18) years, state
social assistance and housing
subsidy. They are reported in the
survey. The fourth means-tested
transfer is a supplement for non-
working pensioners, whose pension
is below the subsistence level. This
one is paid together with the state
pension and cannot be separated.

Other direct transfers

Directly identified transfers:

unemployment benefit, unified
monthly payment (monetized
privileges), childcare allowance up to
1.5 years, scholarships. Simulated
transfers:

maternity allowance, lump-sum birth

Directly identified transfers:

contributory pensions,
unemployment benefit, unified
monthly payment (monetized
privileges), childcare allowance up to
1.5 years, scholarships. Simulated
transfers:
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grant, maternity capital,
compensation of childcare fees.

Imputed transfers: privileges in cash
and in kind

maternity allowance, lump-sum birth
grant, maternity capital,
compensation of childcare fees.

Imputed transfers: privileges in cash

and in kind

Food Transfer

All in-kind transfers are accounted
for within the category 'imputed
ptivileges' (see above). Those include
various irregular cash transfers,
free/discounted public
transportation for pensioners, pupils
and students, disabled people and
families with many children in some
regions, vouchers to summer
camps/sanatoriums for children and
pensioners, the disabled, etc.

All in-kind transfers are accounted
for within the category 'imputed
privileges' (see above). Those include
various irregular cash transfers,
free/discounted public
transportation for pensioners, pupils
and students, disabled people and
families with many children in some
regions, vouchers to summer
camps/sanatoriums for children and
pensioners, the disabled, etc.

Social Security Pensions

Not included

Direct identification method.

Contributory pensions are well
reported and taken directly from the
survey: old-age labour pension, old
age state provision pension, disability
labour pension, disability state
provision pension, survivors labour
pension, other pension (mostly
occupational). NB: Contributory
pensions are not fully social-
insurance based either, as the PF
deficit is covered from the budget.

CONSUMABLE INCOME

= DISPOSABLE INCOME + INDIRECT SUBSIDIES - INDIRECT

TAXES

Indirect subsidies

Imputation method. One type of

general subsidy that is imputed are
subsidised tariffs for utilities for the
population. Subsidies vary from
region to region, while on average
the price subsidy amounted to 5-7%
of the total cost of utilities.
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Indirect taxes

Simulation method. VAT is
simulated using the data on

expenditures available in the same
survey. Tax evasion is unlikely so it
was not considered. Excises on

alcohol, tobacco and car fuel are also

simulated using consumed quantities.

Indirect effects are not accounted
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for, as an I/O matrix is not available

for, as an I/O matrix is not available

FINAL INCOME = CONSUMABLE INCOME + GOVERNMENT IN-KIND

TRANSFERS/NET MARKET INCOME PLUS ALL TRANSFERS = DISPOSABLE INCOME +

GOVERNMENT IN-KIND TRANSFERS

In-kind education

Simulation method. Can be used for

childcare, as parents report fees and
parents should pay no more than
20% of the actual fees. The totals are
not substantially different from the
ones obtained using the imputation
method, so the latter is used
everywhere for the sake of a uniform
approach. Imputation Method. The

survey reports whether the individual
attends kindergarten/pre-school,
general secondary school, vocational
school or is in tertiary education. We
assumed that all kindergartens/pre-
schools and secondary schools are
public (private education at that level
is very rare), and excluded students
who reported having paid fees at
secondary vocational schools and
higher education institutions. The
education benefit is based on the
cost per student by level: childcare -
59,641.5 rubles per year, secondary
general school - 60,978 rubles per
year; vocational school - 53,975.8
rubles per year, tertiary education -
64,591.2 rubles per year. The
amounts were scaled up using the
ratio of income in NA and income
from SA1.
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from SAT.
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In-kind health

Imputation Method. Basic healthcare

coverage is universal, although there
are user fees for services beyond the
basic coverage and informal
payments are still quite widespread.
Imputations are based on average
cost of public healthcare per one
citizen (11952.9 rubles per year)
which was imputed to those who
reported using public services. The
survey reports whether the individual
visited a doctor/had tests in the past
month and stayed in a hospital over
the past 3 months (36% of the
respondents). Those who reported
having private health insurance (4%)
were excluded as we assumed that
that they are unlikely to use public
healthcare at the same time, although
theoretically they could. The
amounts were scaled up using the
ratio of income in NA and income
from SA1.
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