
Chapter 3. Some Institutional Factors 
and Constraints of Investment Operations 
of Companies on the Regional Level

3.1. Methodological Approaches

Russian regions differ considerably in terms of local conditions for businesses. This can be attributed both to differences in their material and resource bases, different level of development of market infrastructure and different approaches exercised by local administrations and legislature. Specifics of the economy of a Subject of the Federation as an object for research is determined by two reasons: a) it is the very level on which notes differences in formal business procedures as well as administrative procedures exercised by local authorities that appear complementary to federal ones; and b) the constitutional provisions provided for the existence of a region-Subject as a separate unit from the statistical perspective. Apparently while studying regions, one should take into account the specificity of unique pairs: Moscow- Moscow oblast and St. Petersburg- Leningrad Oblast. These four Subjects have their specifics because a standard region comprises a city-center of it with the adjoining geographical area, while as far as these noted pairs are concerned, there is no center or adjoining area there. At this point one should note that in view of investment attractiveness the status of a capital or “another capital”(ie. an informal center of a part of the country, for instance the city of Novosibirsk as Siberian capital) bears its own, independent significance, and the position of the city of Moscow and St. Petersburg appear illustrative both in terms of investment inflow and their positions in various ratings.

While classifying institutional constraints, one should agree there is a relatively successful approach
 allowing to single out three main groups of regions:

1. The constraints associated with enterprises and regions -potential recipients of investment;

2. The constraints related to infrastructure of the market for investment; and

3. Disproportions in the structure of  investment (investors).

Nonetheless, the purposes of the present research dictate expediency of a slight modification of approaches towards each group. While below groups (1) and (2) to a greater extent are regarded as characteristics of an object for potential investment (in our particular case- a region’s economy), group (3) determines the attitude of a subject of investment activity to the object.

While discussing the subject of investment, one should distinguish external (foreign) investors from investors from other regions (given that the region’s center is separated as a transit point for investment flows),and the to groups from investment sources being domestic relative to the region.

While describing characteristics of a region as an object for investment, one should also take into account the methodology of making  a rating of investment attractiveness  of regions practiced by analysts of “Expert”
 weekly. The methodology in question is based upon analysis of two groups of factors that accordingly determine investment capacity and investment risks.

· The first group (investment capacity) comprises eight main factors:

· resources and minerals (the average weighted self- sufficiency with balance sheet stock of main kinds of mineral resources);

· labor (labor resources and their educational level);

· production (performance in main spheres of the local economy);

· innovation (the level of development of R&D and their financing, introduction of achievement of scientific progress in the region);

· institutional (the level of development of leading market institutions);

· infrastructure (the region’s location from the perspective of transport and geography and its self-sufficiency in terms of infrastructure);

· finance (the volume of budget revenue; enterprises’ profitability rates and the local population’s incomes);

· consumer factor ( the aggregate purchasing capacity of the local population).

At this point it should be noted that our approach to institutional factors given below appears considerably broader than the one above. We believe that while estimating a region’s capacity in terms of institutional development, it would be expedient to have the latter embrace a number of indicators falling within the groups of labor, innovation and infrastructure factors. At the same time the factors that the authors of the methodology attribute to the group of ‘institutional” factors undoubtedly can be attributed to the group of infrastructure factors. Regretfully, the authors do not provide a clear interpretation of the above, however, it is likely to be correct to have correlations between private and public property fall under this particular group, thus specifying the problems of this group.

The value of investment risk shows the probability of loosing investment and return on that. The authors of the methodology consider main kinds of risk as follows:

· economic (tends in economic development of the given region);

· financial the extent to which the regional budget is balanced and the state of enterprises’ finance);

· political (polarization of the population’s political preferences according to the outcome of the past parliamentary elections, legitimacy of the local authorities, intensity of non-allowed protest actions);

· social (the level of social tension);

· ecological (the level of pollution, including nuclear contamination);

· criminal (crime rate in the region with account of  the seriousness and magnitude of economic crime);

· legislature-related risk (legal conditions of investing in certain areas or sectors, procedures of utilization of single production factors, tax benefits).

· Form our viewpoint, it is political, social, criminal and legislative risks that can be attributed to institutional components.

In conclusion, we have the following grouping of institutional factors of investment in a region:

	Capacity factors
	Factor of risk

	Correlation between property forms
	Political

	Labor resources
	Social

	Innovation capacity
	Criminal

	Maturity of market infrastructure
	Legislative


3.2. Impact of single factors of investment processes

The current correlation of property form was taking its shape resulting from the privatization process of the ‘90s. The analysis of inter-regional differences of the privatization process completed in the course of IET-CEPRA research
 has highlighted a relative general homogeneity of Russian regions from the perspective of formal indicators of overall dynamics and dynamics of privatization across different kinds of public property. However, as far as the correlation between different kinds of property (federal, that of Subjects of the Federation, and municipal one) is concerned, the structure of the whole mass of privatized enterprises (objects) showed a substantial inter-regional differentiation.

In principle such a situation can be asserted as rather a natural one, for In Russia the stage of mass privatization and primary fixing of private property rights (1992-94) was happening on the basis of the prevailing federal center’s ideology which was secured by directive appointment of heads of the major part of regional administrations by presidential Decree
. At that time, regional authorities had relatively few opportunities to exercise a serious (from the quantitative perspective) influence on the process of privatization of big enterprises being in federal property (as a rule, those were enterprises of basic sectors that would be directly subordinated to the former USSR and republican authorities).

Despite the magnitude of the Russian privatization process between 1992 through 1997, a huge public sector is still there. According to the methodology of computation developed by the State property Committee, as of early 1998 there were 59% enterprises that changed their property form of the overall their quantity as of the moment of the launch of privatization. Similar to many other indices, this particular index as characterized by a substantial inter-regional differentiation that appears clearly visible, should all the RF Subjects be grouped by this particular classification sign:

1. The group of regions with the least intensity of privatization (26 Subjects): Murmansk oblast, Leningrad oblast, Vladimir oblast, Moscow city, Republic of Mordovia, Republic of Kalmykia, Republic of Tatarstan, Samara oblast, Republic of Dagestan, Ingush Republic, Republic of Kabardino-Balkaria, Karach-Cherkesian Republic, Republic of North Ossetia - Alania, Krasnodar krai, Perm oblast, Republic of Bashkortostan, Republic of Tyva, Republic of Sakha (Yakutia), Nenetsian AO, Yamal-Nenetsian AO, Taymyr (Dolgano- Nenetsian) AO, Evenk AO, Ust’-Orda Buryat AO, Aguinsky Buryat AO, Chukotka AO, Koryakian AO, - where less than a half of all enterprises has been privatized, while  in Republic of Mordovia, Republic of Kabardino-Balkaria, Republic of North Osetia - Alania, Republic of Tyva, and Taymyr (Dolgano- Nenetsian) AO the proportion of privatized enterprises accounted for under 1/5.

2. The group  of regions where the number of  privatized enterprises accounted for over 50%, however, it proved to be less than nationwide on average (ie. under 60%) comprises 16 Subjects of RF: Republic of Karelia, Novgorod oblast, Pskov oblast, Moscow oblast, Nizhny Novgorod oblast, Penza oblast, Ulianovsk oblast, Republic of Mariy El, Chuvash Republic, Republic of Adygea, Novosibirsk oblast, Khanty-Mansi AO, Krasnoyarsk krai, Yevreyskaya AO, Amur oblast, Magadan oblast).

3. The group of regions with the biggest intensity of privatization (with over 80% of enterprises transferred to the non-government sector) comprises 12 regions (Oryol oblast, Ryazan oblast, Belgorod oblast, Volgograd oblast, Saratov oblast, Stavropol krai, Orenburg oblast, Chelyabinsk oblast, Tomsk oblast, Republic of Buryatia, Chita oblast, Sakhalin oblast).

4. The group of regions where the level of privatization was higher than the average one nationwide, but less than in the third group (ie. not under 80%) comprises all other Russian regions not included in the three groups above).

This grouping is based on the data across the whole mass of enterprises as of the moment of the start of privatization, and it includes both federal, municipal property and property of the Subjects of the Federation across all the sectors of the economy. Interestingly, by the practical completion of the privatization process some RF regions reported a serious role of public sector there. Proceeding from statistical data regularly collected by Goskomstat, to evaluate the role of the sector, one should compare indicators of sectors’ shares in economic output and employment. At the same time the share of the sectors in the overall number of enterprises is just a secondary index due to its virtual essence, so it can be used only in combination with the noted indices.  

The group of regions where the share of public and municipal enterprises in the overall volume of industrial output accounted for over 15% comprised: Ingush Republic (70,9%), Republic of Altai (49,9%), Smolensk oblast (42,3%), Chukotka AO (41,1%), Republic of Tyva (34,1%), Tomsk oblast (33%), and another 5 regions (Republic of Mariy El, Republic of Dagestan, Republic of North Osetia - Alania, Udmurt Republic, Khabarovsk krai) where the index made up beteen 0 to 30%, and  another 12 ones (Moscow city, Arkhangelsk oblast, Tver oblast, Kirov oblast, Kursk oblast, Tambov oblast, Penza oblast, Chuvash Republic, Republic of Kalmykia, Republic of Kabardino-Balkaria, Sverdlovsk oblast, Novosibirsk oblast, Yevreyskaya AO), where the respective value accounted for between 15 to 20%.

The role public and municipal enterprises played in the overall employment in the industrial sector was far bigger than nationwide as a whole (over 1/5 of the overall number of employees) in: Chukotka AO (64,2%), Ingush Republic (61,4%), Arkhangelsk oblast, Republic of North Osetia - Alania è Republic of Tyva (40-41%), Republic of Kalmykia, Republic of Dagestanå and Tomsk oblast (30-31%), as well as in another 16 regions (Murmansk oblast, Smolensk oblast, Tambov oblast, Penza oblast, Republic of Mariy El, Republic of Mordovia, Chuvash Republic, Republic of Tatarstan, Republic of Bashkortostan, Udmurt Republic, Sverdlovsk oblast, Novosibirsk oblast, Omsk oblast, Republic of Altai, Republic of Sakha (Yakutia), Khabarovsk krai) (20-30%).

While analyzing the aggregate information on the share of public sector in the economy on the whole, one can argue that to the greatest extent the government is involved in economic operations in: Republic of Mariy El, Chuvash Republic, Republic of Kalmykia, Republic of Dagestanе, Udmurt Republic, Republic of Tyva, Republic of Sakha (Yakutia), Yevreyskaya AO, Chukotka AO и Khabarovsk krai. In these regions public and municipal enterprises’ contribution to economic operations in the industrial sector, constriction and trade was higher than nationwide on average.

It was Moscow city, Murmansk oblast, Arkhangelsk oblast, Smolensk oblast, Tver oblast, Kirov oblast, Tambov oblast, Republic of Mordovia, Ingush Republic, Republic of Kabardino-Balkaria, Republic of North Osetia - Alania, Republic of Tatarstanå, Republic of Bashkortostan,  and Republic of Altai where the government’s role of economic agent was somewhat lower, but still rather significant. In these regions the proportional weight of public and municipal enterprises was higher than the average one nationwide at least by one of indicators (apart from the industrial sector) and, at least by one of indexes characterizing the sector fro construction or trade.

Having singled out the group of regions that by the end of the decade of reforms showed a greater level of the government’s direct involvement in economic activity than throughout the country on average, it would be logical to identify the opposite pole - that is, the territories were private sector dominates.

Comprehensive analysis of the above data on the share of private sector across main sectors of the economy allows arguing that it is Vladimir, Nizhny Novgorod, Belgorod, Voronezh, Saratov oblasts, Krasnodar, Stavropol and Altay krais where judging its formal quantitative criterion, it has developed to the greatest extent. The proportion of private sector in the noted regions accounted for at least a half of the industrial sector, as far as the indexes of output and employment are concerned, 60% of accomplished contractual works (and, in parallel with that, at least 50% of accomplished design and exploration works in a number of regions), and a half wholesale trade turnover. The group of the noted Subjects of the Federation  can be complemented by Leningrad, Pskov, Bryansk, Kostroma, Moscow, Tver, Kursk, Tambov oblasts, Adygeya, karachaevo-Cherkessia, Kamchatka and Sakhakin oblasts. In these regions private enterprises secured at least 50% of industrial output or employment (or both at once), and either at least 60% of accomplished contractual works, or at least 50% of the volume of accomplished design and exploration works, or a half wholesale trade turnover (with different combination in regard to construction and wholesale indices, but at least by either of them).

As concerns other RF Subjects that have failed to be included in the two noted groups, they form a huge mass of regions where enterprises of the mixed property form play a big role.

As the research shows, a correlation of property forms does not have a significant effect on economic activity. From the perspective of formal quantitative criteria, an advanced development of private sector has not form a prerequisite for a prompt overcoming of the crisis. The prevalence of private companies in a particular sector does not necessarily form a guarantee of the private sector’s qualitative maturity, as far as its capability to secure an economic progress of the given region’s economy. It is initial conditions prior to the launch of reform and the impact of macroeconomic and political factors that appear far more significant.

In their paper, Yanovsky et al
. laid out a hypothesis, according to which  economic factors indeed have a significant impact on a region’s economic development and its ability to attract investment. Specifically, one can single out the following factors:

1. legal ones, more specifically - particular aspects of legal and law enforcement practices, the strength of institutions being independent of authorities - that is, free press and organizations protecting human rights; and

2. Political, particularly stability of power and political conflicts.

At this point, we witness a narrowing of the focus of research (nonetheless, related to its concrete purposes). One of major conclusions is that the given set of variables characterizing institutional specificity of regions allows a sufficient explanation of 10 to 20% of variables reflecting the level of development of the given regional economy and dynamics of economic growth.  The authors of the cited research argue that their final models allow the first step towards building a rating of regions in regard to levels of political and legal risks.

It also worth noting that, according to the noted paper, the variables associated with guarantees of basic rights (personal inviolability, freedom of speech and private property) appeared substantially more significant vs. the quality of civil court and tax system (given all the indisputable importance of the latter two factors). In our view, personal safety should be regarded both in terms of protection of citizen’s rights, as well as rights of investor, and owner from illegal actions of government authorities, and, even to a greater extent, in the context of general situation with crime. With all the significance of the problem of corruption, the attention paid to it clearly overweight the significance of problems of the physical comfort of residing and doing business in a region or in the country
.

Below, it is intended to consider the impact of the noted institutional factors on investment climate. It is an actual change in the level of investment in a region as well as the change in specialized institutions’, for example, rating agencies’ conceiving the respective shifts as an output, ie. “climatic shifts”. It should be noted that as far as rating agencies are particularly concerned, their estimates of investment attractiveness in turn appear an important institutional factor per se, as they influence investors too. Whilst analyzing changes in such estimates, let us use the aforementioned rating of investment attractiveness of Russian regions suggested by analysts of Expert weekly. Specifically, we will be considering cases of a substantial change (up or don) in a concrete region’s rating that can be explained by the impact of the factors we attribute to institutional ones.

Obviously, the factors forming the region’s capacity appear less mobile than those associated with risks. A sharp change in the region’s position under the impact of reasons attributed o the given group may become possible primarily under the impact of fairly revolutionary events (of course, exclusive of a radical change of the estimates themselves). Analysts note that it is incomparably cheaper and simpler to improve investment climate in a region by lowering risks rather than by increasing its capacity. The analysis of dynamics of ratings across the two components over the period between 1998 to 001 shows that the average change in the rating position in regard to capacity (the difference between the maximal and minimal values) accounted for 6.6 v. 18.3 characteristic of the risk-associated rating.

It is just the level of development of market infrastructure that can be called a certain exception, however, there is an interesting nuance here. Given that for the purpose of generally estimating investment capacity a loose infrastructure may be conceived as an undoubtedly negative factor, such a conclusion is unlikely worth making as far as investment in infrastructure itself is concerned.

Let us consider development of the finance infrastructure, more specifically - a part of it, that is, the banking system. At this point, we believe it would b interesting to focus on development of a network of branches of ‘alien’ (ie of other regions) banks. An establishment of a branch office means, first, the head office carry out direct investment in the banking system of the given region, and, secondly, one can assume that such a new establishment will be dealing particularly with investing in a form of provision of credit resources and control over them at the local level. The assumption could be back-upped by an analysis of the branch offices’ balance sheets in the part of their relation to the data the Central Bank publishes in its statistical releases.    

Our assumption suggests that the number of banks’ branches opened in a region can tell fairly a lot of its investment attractiveness from the viewpoint of a substantial group of institutional investors - that is, banks. In view of this it appears interesting to compared this value with a rating of regions. For this purpose we considered the data on Siberian and Far-East federal super-regions
.

Correlation between values is there, and its coefficient appears fairly high - 0.79. In other words the estimates of the regions’ attractiveness on the part of the banking sector tend to converge with those made by experts.

There are, however, regions in regard to which the noted estimates differ greatly.

Specifically, obviously banks “overestimated” Yakutia and Magadan oblast relative to the experts’ rating - the difference between the two ratings accounts for 12 and 11, respectively. One of the reasons for such differences is that, first, the data of establishment of a branch is not available, and this nuance is of course important to ensure a more accurate comparison, because the financial institution could have been established in the region when its rating was different both in terms of its investment capacity and risk. For instance, given that over the period between 1989 to 1991 Republic of Yakutia’s position in the capacity-related rating remained practically unchanged  (the 17th to 18th), the risk component deteriorated substantially. The Republic slid from the 57th position to the 71st one thus finding itself in the group of high risks instead of the former moderate one. The scandals accompanying the 2001 presidential run in the Republic undoubtedly will not assist to increase of the region’s investment attraction in the eyes of both analysts and external investors. As concerns Magadan oblast, the region is likely to fall within the group of Subjects of RF whose initial attractiveness was related to their abundance with natural resources which in the experts’ view has a diminishing effect on investors’ attitudes.

At the same time, in contrast to the noted regions, banks “underestimated” Altay Republic - in our case the gap between the banking estimates (ie. the number of branches established there) and the higher ranking in the rating of investment attractiveness accounts for 11 positions. AR has showed a serious progress in the rating of investment risk ( from the 79th up to the 40th position over the period between 1998 to 2001). However the Republic still finds itself at the bottom of the investment capacity rating (the 82nd position), which determines it still appears obscured for financial institutions of other regions. Interestingly, according to Expert, Russian investors proceed with ignoring small low-risk regions, including those scarce with minerals in the upper part of Volga basin and North - West, and Karelia and Murmansk oblasts  neigboring to the EU countries. As for AR, the region somewhat contradicted the correlation also noted by analysts: namely, the ñ
correlation between popularity of a head of the local administration and lowering investment risks. The last elections held on January 6, 2002, then legitimate Governor S. Zubakin was defeated in the second round by the leader of Agrarian Party M. Lapshin who won 68.15% of votes vs. 22.98% gained by his rival.

We have conducted a small-scale research into the correlation between the number of newly established banks’ branches in all the regions of RF and regions’ rating across tow major components: that is, investment capacity and rating
. 

There is a clear correlation between the number of newly established banking institutions and investment capacity. The respective coefficient accounts for 0.888. At the same time the correlation with the rating of risk is unclear enough, with the respective coefficient accounting just for 0.45. Proceeding from this, one can assume that it is most likely that financial institutions estimate regions’ attractiveness by focusing mostly on its capacity. A reverse assumption - that is, the capacity is computed proceeding from the financial institution network appears less true, though natural. This approach, however, does not clarify as well the question as to what the reasons for a financial institution are to ensure its greater expansion in a certain region. The risk, - at least in the form the respective rating agencies conceive it, - appears less significant for making an investment decision such as an establishment of a new branch of a bank in a region. 

Upon considering the correlation between the rate of development of banking infrastructure and ratings, let us proceed with dynamics of rating estimates per se and institutional factors that are assumed to influence their dynamics. The dynamics of rating estimates paid out in Expert over the period between 1998-2001 is given in the Annex. However, we are interested primarily in dynamics of components of the rating characterizing risk, due to the presence of clearly visible changes in that.

Specifically, Arkangelsk oblast improved its position in the rating notably, with the respective rise accounting for 28 positions (from the 71st place in 1999 up to the 43rd line in 2001). Apparently in this particular case the improvement of investment climate can be related to a sharp fall in strike movement among other reasons. in fact the number of strikes has declined recently throughout he country: given that the peak of strikes fell on 1997, - according to Goskomstat, as much as 887.3 thousand ere involved in them,- in 2000 the respective number was just 31 Thos. It is well known that it was employees in the coal sector who formed the driving force of the strike movement. As far as the present paper is concerned, those were coal miners from Vorkuta. In the year 1998, it was the picket organized by coal miners from Arkhangelsk oblast close to the Prime Minister office that enjoyed mass media’s attention.

The same situation is noted in Kuzbass, with Kemerovo oblast’ rating climbed up to the 59th positions from the 72nd one over the period in question.

Interestingly, the majority of southern regions demonstrate growth in their ratings, with the biggest rise reported in North Ossetia (+49), Adygea (+32) and Stavropol krai (+31). Let us note that it was in 1999 when the military conflict in Chechnya renewed, and that was likely to lock up the conflict within this notorious region, thus precluding crime from expansion outside beyond the zone of the conflict.

Naturally, all the North Caucasian republics bear their specificity. For example, North Ossetia to a great extent owes the rise in its attractiveness to the victory of a very influential politician, Mr. Dzasokhov
, at the 1998 presidential elections.

As far as regions’ own efforts to promote themselves are concerned, it is provision of information of themselves and projects planned that constitutes one of major directions in this regard
. The level of investors’ awareness is different: the bigger companies or those from foreign countries usually can easier collect the data on regional specifics. The longer the company operates in the given country, the greater its management’s awareness.

What does popularity among investors from different countries brings about to regions? As the companies’ behavior, primarily foreign ones, is determined both by political and economic factors, while estimating investment capacity and risks, entrepreneurs take into account current information and experience the impact of different stereotypes. All that necessitates encouragement of investment both simply by enhancement of the level of investors’ awareness and rendering them an elementary assistance to ensure a swifter implementation of their projects rather than by providing various subsidies and benefits to them.

For example, it was monitoring of implementation of promising projects conducted by the Novgorod oblast authorities that formed one of the factors of its successful attraction of FDI (for reference: while being # 62 in the capacity-related rating, the oblast holds the 1st position in the risk-related rating). The mechanism of monitoring allows holding presentations of projects before local regulatory and control agencies, with project supervisors appointed from the list of the oblast or local authorities. At the same time the oblast ensured a free provision of information to potential investors, plus, the oblast authorities have held a large-scale advertising of the region’s investment attractiveness in mass media.

As far as the risk component is concerned, Smolensk oblast increased its investment attractiveness substantially: from 70th position in 2000 it climbed up to the 19th position in Expert’s rating in 2001. Measures the oblast authorities undertake in the area of informational provision of the region’s investment attractiveness have also been fairly notable. Suffice it to browse the oblast administration’s Homepage on the Internet
: the Web-page provides a detailed review of the local law, investment advantages as well as potential objects and projects for investment.

Investment opportunities existing in regions and investment needs of the latter necessitate a well targeted and consistent work on their highlighting. Potential foreign investors recommend Russian regions to take part in specialized international fairs. As well, it is important to collaborate with mass media, for they usually are hungry for sensations, while an information on success stories related to attraction of FDI are less visible than failures. However, the account of the informational factor does not at all implies ignorance of economic and legal measures.

It is political stability that forms a major factor of a regions attractiveness. Political stability in Russia is a characteristic predictability of local authorities’ actions and certain political risks while doing business in a certain territory.

Shekovtzov A.O. studied
 investment activity of Russian Far-East regions. Overall, the political situation in Far East can be called relatively stable, which can be attributed to all the regions, except Primorsky krai. However, the situation with the 2001 presidential campaign in Yakutia contributed with a certain share of political instability to this super- region, too. At the same time Primorsky krai has long been notorious for direct clashes between different authorities, the population’s numerous protest actions, and conflicts with the federal center (during Mr. E. Nazdratenko’s tenure). It should be noted that the gap between the positions Primorsky krai holds in the capacity-related and risk-related ratings accounts for 46 positions.

Analysts notes rather a high level of corruption and criminalization among the major part of Far East authorities, nonetheless, one should recognize that such a situation has also become widespread in other regions.

There also are problems due to lack of mismatch between the local and federal law (which is particularly characteristic of Yakutia), however, overall regional authorities always appeared loyal to the federal center (except the noted E. Nazdratenko).

The year 1999 became the most successful period for the super-region in terms of attraction of foreign investment, with the latter practically doubled vs. 1998. That could be attributed chiefly to a sharp rise in PSA-related investments in Sakhalin oblast. By and large, in 1999 the share of the super-region in the overall volume of foreign investment in Russia accounted for 13.2% (with some 80% of local investment forwarded to Sakhalin oblast).

The fall in the respective index in 2000, again, should be attributed to the fall in foreign investment in Sakhalin oblast (at 75.65 compared with 1999). At the same time the foreign investment inflow in Yakutia showed a considerable (85.5% ) growth which allowed the region to get much closer to Sakhalin oblast. Basically, the two regions has become major investment recipients since 1997 when Magadan oblast has lost its leading position in this regard. Interestingly, upon creation of a special economic zone in the territory of the latter in 1998, the volume of foreign investment attracted to the region was declining constantly (from USD 63 mln. in 1997 to 28 mln. in 2000)

These facts allow assumption of investors being keen to prefer development of institutional environment for concrete projects (the noted PSA) rather than creation of zones with preferential legal regimes. The research into experiences of creation of free economic zones is based upon a serious background
.

Despite the fact that free economic zones have been established over the whole ‘90s, the respective federal law was not introduced, though some drafts of it were developed. It was in 2000 that the federal law “On free economic zones” was passed by the State Duma and approved by the Federation Council, but it was eventually declined by President Putin.

President’s comments on the most recent bill on FEZ address primarily the fact that a number of provisions of the bill contradict the effective federal law particularly the tax and customs law. O.V. Kuznetsova (2202) thinks that the effective statutory acts on FEZ simply are far from perfection. According to Kuznetsova, both international and, unfortunately, mostly negative Russian experiences prove that the bill in question has failed to solve both legal and a whole range of conceptual problems related to establishment of the FEZ regime and the respective operations there.

It was yet in 1991 when the Supreme Council of RSFSR declared establishment of a free economic zone in the territory of Kaliningrad oblast (FEZ “Yantar” (“Amber”). Because of the economic crisis and a vague legal base, the process of its organization was extremely slow between late 1991 through 1992. To expedite that, the RF President and government issued a number of decrees and resolutions that practically determined procedures of its functioning. In compliance with those acts, the free economic zone regime in Kaliningrad oblast provided a whole range of benefits including tax ones to foreign and domestic entrepreneurs. However, all the noted benefits were canceled in 1995-96.

Since 1996, the main document regulating the regime of economic operations in the Oblast is the federal law “On special economic zone in Kaliningrad oblast”. According to the law, FEZ is established in the territory of the whole oblast, except the areas allocated to strategic and defense objects of RF and objects used by oil and gas sub-sectors in Russian continental shelf.

There have been no seriously unambiguous results of the functioning of SEZ/FEZ. Dynamics of numerous economic indices across the oblast in the ‘90s was worse than the average Russian one. More than that, the SEZ/FEZ regime led to a number of additional problems. First, duty-free importation intensified the decline in industrial and agricultural output (Tables 2 & 3), and local producers’ products proved to be incompetitive compared to cheap import goods. The introduction of import quotes in 1998 could not help change the situation. Second, the government failed to reach one of the major objectives of the zone’s functioning – that is, attraction of huge investments. Consequently, the Oblast has failed to become especially attractive in investors’ eyes. The volume of investment in capital assets and foreign investment per capita in the oblast is lower than the respective average nationwide indexes. 

It was during the whole ‘90s that Russian authorities would create (with different levels of intensity) free economic zones (or special economic zones, entrepreneurship zones). Whereas there was no single law on FEZ, such zones operated under single, specially passed acts, the overwhelming majority of which were government’s resolutions and presidential decrees rather than federal statutory acts (at this point, it is worth noting that we discuss only federal FEZ, while apart from them there are numerous FEZs introduced by regional acts). As a result, no one has a clear idea how many special zones of different kinds currently are in Russia, though it is known there are at least tow dozens of them. The general view on their operations is that they have shown a low efficiency in terms of attraction of investment and economic development.

The failure in the area of CEZs compels analysts debate efficiency of regional economic policies on the whole. According to O. Kuznetsova
, to measure efficiency of regional economic policies, it is expedient to compare indicators of current support of the industrial sector, construction and agriculture with indices of production dynamics in the respective sectors (both in physical and cash equivalent). Such an analysis showed that there was no correlation between the noted indices. This allows conclusion that it would be quite fair to argue that al regions have failed to create a model of their economic policy that would entail a constant positive dynamics of socio-economic indicators. There is, however, a certain positive experiences of single regions (for instance, the one of Novgorod oblast in the area of attraction of investment).Nonetheless, the above allows a unambiguous arguing that barriers to economic reforms, an excessive level of government regulation do not encourage seeking solutions to social and economic problems. This particular experience is highlighted by practices of Ulyanovsk oblast.

From the perspective of creation of favorable institutional environment for investment, the use of tax levers and benefits beyond the status of special zone can also be questioned, as Art. 12 of the Tax Code coming in effect along with its Special Section does not prohibit Subjects of the Federation and municipal entities to introduce complementary (relative to the federal law) benefits in regard to regional and local taxes and fees. So, status quo is retained, under which Subjects of the Federation widely practice provision of benefits in the part of federal taxes due to territorial budgets. Specifically, in the first half 2000 only because of granting various additional benefits, delays and credits in regard to compulsory payments, as well as lowered corporate profit rates in the part due to territorial budgets, the latter lost as much as Rb. 70 bln. (2.3% of GDP).

Interestingly, regions even practice granting benefits even on such a specific tax as alcohol excises (which are subject to the 50 to 50 splitting between territorial and federal budgets). This is practic4ed broadly in the regions where the respective output is especially huge (North Ossetia, Kalmykia, Kursk oblast). 

At the same time a number of regions provide benefits on the territorial share of VAT. In contrast to the noted situation with VAT, this particular practice contradicts the federal law. Such a situation is characteristic primarily of the least prosperous regions (Tyva, Altay Republic, Agynsky Buryatsky, Ust –Ordynsky AO=s).

Given a chronic deficit of the majority of sub-national budgets, increase of the intensity of using tax benefits is unlikely to become an acceptable policy. It is often happens that such a policy is dictated by a wrong perception of some regional authorities of tax benefits being an efficient vehicle to encourage investment and economic activity as a whole. In reality, however, a chaotic granting of tax benefits both reduces budget revenues and distorts a normal competition environment and leads to monopolism and discrimination of the majority of economic agents in favor of their minority. In addition, tax benefits create favorable conditions for corruption.  It is Ingush Republic, Kalmykia and Altay Republic that can as serve special examples of noxious inter-regional competition. In these regions the granting of tax benefits is exercised to such an extent that enterprises have found it more profitable to register themselves there even without carrying out any operations there. The same situation is also noted in so-called ZATO (closed autonomous territorial entities, rather, military objects). Until recently these entities have allowed the order that permitted local authorities to register enterprises there and grant them with substantial benefits in the part of federal taxes. The 2000 federal budget law limited such a right substantially.

Given that in this case regional authorities anyway were motivated by their eagerness to promote a favorable investment climate in their regions vs. other regions, there are, however, there also are numerous administrative barriers. By restricting competition, the latter constitute direct obstacles to investment. The 2001 OECD
 report highlights on some examples of such barriers existing exclusively on the regional level:

· Prohibition of sales of goods and services from one Russian region to another or restrictions on transferring business activity from one region to another; fixed prices; manipulations with licensing requirements and fees;

· Tolerance towards the law conflicting the respective provision of federal law;

· Intervention with arbitration procedures related to bankruptcy;

· Obstacles on the way of an enterprise seeking for debt recovery from another one.

3.3. Foreign Investment

Foreign investors’ (primarily of those involved with FDI) presence across Russian regions is also very uneven. This phenomenon is discussed in a number of papers
. It is the most populated and economically developed regions that have become major recipients of foreign trade flows, while large foreign enterprises are established primarily in the ‘economic capitals’ of Russia, which is related to specifics of territorial expansion of a company expanding to the global level. In Russia, it is the Moscow agglomerate – the economic and political center of the country that takes a leading position in terms of attraction of FDI. In this respect the territory finds itself far ahead of another crucial center – the St. Petersburg agglomerate. The domination of the city of Moscow and Moscow oblast in terms of FDI cannot be explained just by mistakes of the government investment policy: practically all the countries face the same initial problem while opening their markets for foreign capital (unless they create special territories whose law being notably different from the one effective elsewhere nationwide, as in the case of China and a number of developing countries). It is a country’s (economic) capital, which in Russia coincides with political one, where first representative offices and sales branches are established. This process had started in Moscow yet in the Soviet time.

There also is a number of other Subjects of the Federation with large economic centers or a general high economic capacity that have managed to attract huge foreign investment (for example, Kkransodar krai, Novosibirsk, Samara, Sverdlovsk oblasts). In this case the credit should not be claimed to regional authorities and their efforts to attract foreign investment and specifically FDI. 

There are various factors determining foreign investors’ territorial preferences. In view of this regional authorities’ attempts to influence investors’ preferences appear quite natural. However, while pursuing the policy of attraction of foreign investment, they make a common mistake- that is, their failure to provide investors with a sufficient information of the progress in their regions.

At the same time one should take into account the fact that initially regions have had unequal positions in terms of their participation in foreign trade. So, considering a region with limited financial resources, one has to understand it is not always possible for its authorities to make it attractive to investors by means of some measures. Rather, such attempts can be judged as a non-rational consumption of funds.

Generally speaking, the whole regional policy in the area of encouraging foreign investment should focus on expediting objectively existing processes of diffusion of foreign enterprises and their FDI throughout the country's territory, provided that it could be just a very small possibility for adjusting their outspread nationwide. 

* * *

Some conclusions:

1. It is capacity-related factors, including historically emerged material base, geographic location and formal or informal status, that play a substantial part in identification of investment attractiveness of a region.Emergence of market institutions finds itself closely related to the given region’s capacity. 

2. On the regional level, a number of institutional factors, such as differentiation by property forms, do not have a considerable impact on the dynamics of economic development and investment attractiveness. The same can be argued in regard to models of government economic policies employed on the federal level, - at least, in the positive sense.

3. It is possible to improve investment climate in the concrete territory only by means of unification of law, bringing regional legal provisions in consistency with federal ones. At the same time one should understand that on the federal level the vector of legislative activity would aim towards deregulation and debureaucratization as well as improvement of judicial and administrative procedures. As governmental programs in the long run focus on provision equal competitive conditions for all investors, regardless of their property forms, encouraging an efficient placement of capital and sustainable economic development, an establishment of a system of specific benefits and special institutions ‘on the spot’
 is unlikely to be justified.

4. As far as activities conducted on the local level, which are aimed at improvement of investment climate, are concerned, apparently one should regard information highlighting on local economy and projects underway as a priority.
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