
Chapter 5. 
Developing an Investment - Encouraging 
Environment: Recommendations 

A number of problems, not resolved at the federal level, prevent the inflow of foreign investment in Russia. In order to remove these barriers, the following measures should be undertaken: 

· introduce interrelated normative acts relating to investment in a single package (laws on foreign investment, free economic zones, licensing, and certification); 

· promptly inform the agents involved in external economic operations about changes in the legislative base, not allow the enactment of “retrospective” orders and instructions; 

· ensure the unification of procedures governing the interaction and coordination of state regulating authorities in all areas; 

· introduce uniform requirements of controlling agencies as concerns the compliance with legislative acts regulating the issues of customs and tax policies, currency control, certification, sanitary and other norms related to export and import documentation; bring procedures of customs regulation, currency and export control in accordance with Euro-standards aimed to stimulate international trade and investment, which were approved on January 1, 1997; 

· draw normative documents for products and services in accordance with respective standards accepted by the international community; 

· ensure the transparency of VAT compensation procedures related to exports; 

· ensure that all foreign companies complying with RF Presidential decree No. 73 “On additional measures aimed to attract foreign investment in material production industries” have equal opportunities since the moment the investment agreements are signed;

In order to create an attractive image, the region should inform potential investors about the available investment opportunities by conducting advertising and informational campaigns in mass media, organization of and participation in national and foreign investment exhibitions, presentations and seminars. 

Informational support is a necessary element of cooperation with foreign investors, especially in cases the recipient country experiences a change in general economic or legislative investment environment. The quality of information plays an important role in economic development, since: 

· • the extent and availability of information determines the level of the competitiveness of the market and affects the agents’ efficiency of distribution of resources and their evaluation of risks and necessary profitability rates; 

· • the development of modern communications resulted in a rapid increase in the amount of available information. Therefore, the prompt access to information, confidence in the source of information and the level of respective costs acquire crucial importance. 

International practices include the creation of specialized agencies fully or in part owned by the state, which are responsible for cooperation with foreign investors. Such agencies operate in about 100 countries of the world. The agencies perform the following functions:   

1. they create favorable image of the country for potential investors; 

2. attract investment for implementation of certain projects; 

3. render investment related services. 

Such an agency was established in Russia on the initiative of the Foreign Investment Advisory Service – Russian Center for promotion of foreign investment. 

At the same time, there exist similar organizations, which promote investment using not the budgetary financing, but their own resources. For instance, the Interregional Fund of Strategic Initiatives and the Investment Promotion Agency base their operations on these principles. 

The targeted attraction of investment is carried out by defining the range of companies whose investment is viewed as the most important for the national economic development. It is feasible to establish direct contacts with such companies in order to interest them in the prospects of investment. An important means of investment promotion would be a national information network providing investors with necessary information. 

It is important to clearly define the investment opportunities at the national and regional levels prior to notifying potential investors about such opportunities. 

At the same time, the creation of a favorable investment image of Russia is impossible without elaboration of a clear, consistent, and transparent state economic policy and policies related to the promotion of investment activities. The consistent pursuit of such policies is the best promotion of the country’s image in the eyes of potential investors. 

The investment legislation is fragmented and conservative (the existing laws rapidly become obsolete, while the approval of necessary new regulations is delayed). The law “On foreign investment in the Russian Federation” is flawed due to the absence of mechanisms of its practical implementation, since no related regulations were approved.  

The mechanisms of non-market influence on the economy are still in place (for instance, the State Customs Committee has instructed local customs offices not to grant customs privileges to enterprises registered in RF regions. 

Certain necessary amendments have been already approved. For instance, there were introduced VAT and customs benefits with regard to the equipment imported as a contribution to authorized capitals of enterprises with foreign investment.

As an example of problems created by the federal legislation, it may be referred to RF governmental resolution No. 1364 of December 9, 1999, “On the approval of export customs duties on goods exported from the territory of the Russian Federation and participants in agreements on the Customs Union,” which stipulates a twofold increase in customs duties on timber and paper products and more than a threefold growth in duties on foliate and coniferous lumber.

Forestry and woodworking play a significant role in the economy of the Novgorod oblast. The share of these industries in the regional industrial output makes more than 14 per cent and they provide one of the largest number of jobs for the population. In fact, all forestry and woodworking enterprises are the single sources of jobs and financing at their respective locations. In the last few years, the forestry and woodworking complex demonstrated a stable upward trend and financial stabilization. The amount of output and sales made 108.7 per cent in 1998. The introduction of new export customs duties renders the enterprises to operate at a loss in case they export lumber and technological wood chips, while for enterprises exporting products of woodworking profits fall dramatically. The losses associated with the export of one cubic meter of pulpwood (the staple regional export) and technological chips will make about Rub. 12 and Rub. 112, respectively. The profitability of exports of softwood, plywood, and timber sharply deteriorates.

The regional forestry and woodworking enterprises have concluded export contracts with foreign companies, agreed prices, submitted transport requests for year 2000. In case the enterprises fail to duly perform their contractual obligations, they would have to pay huge fines. As a result, the tax revenues of budgets of all levels were much below targets.

Yet another problem is that the procedure of VAT compensation is too complicated and takes too much time. On February 9, 2000, the RF Tax Ministry issued instruction No. AP 3-18/36, which further complicated the procedure of compensation for VAT, paid on exports. The instruction stipulates that the Tax Ministry will take decisions related to VAT compensation exceeding Rub. 10 million, what considerably delays the compensation and therefore results in withdrawal of more working capitals of exporting enterprises.

The flaws of the legislation, weak judiciary system, and corruption result in a large number of administrative barriers, which hinder investors to implement investment projects. These barriers are primarily associated with registration and re-registration of enterprises and issuance of shares. 

At present, an investor must obtain resolutions of 20 to 30 autonomous and located at different premises agencies and 50 to 90 different permits. It is necessary to simplify the procedure governing the organization of businesses and create a technology basing on the “one window” principle. In this case, investors would be able to deal with only one agency and obtain (or be justifiably refused) a permit in a short period of time. 

The market access barriers should be transparent, entrepreneurs should clearly determine the amount of investment they need to establish a business. For instance, it is necessary to approve the law “On registration of legal entities.” 

A number of federal normative acts approved over the last years resulted in worse conditions for economic agents and infringements on RF subjects’ rights in the sphere of economy.

Federal law No. 2116-1 FZ of August 6, 2001, “On Amendments to the law of the Russian Federation ‘On the tax on profits of enterprises and organizations’” has deprived the RF subjects of the right to grant investors the benefits related to the share of the profit tax due to the regional and local budgets. However, it shall be mentioned that item 9 of Article 6 stipulates that for certain categories of taxpayers implementing investment projects in accordance with agreements on investment activities, the additional profit tax benefits granted by the legislatures (representative bodies) of RF subjects and representative bodies of local governments in effect on July 1, 2001, shall be maintained for the term they had been granted. In case no term was established, the benefits should be in effect until the term of the offset of the investment project, although, not more than for three years since the date the benefits were granted (federal law No. 110 FZ of August 6, 2001).  

The administration of the Novgorod oblast believes that these amendments not only discourage investment, but also infringe on the principles of delimitation of financial responsibility of different levels of the authority, since they relate to the right of regional authorities to grant tax privileges related to the share of taxes due to the budgets of RF subjects. In the case the federal government is concerned with possible abuses in the process of granting tax privileges, such privileges should not be prohibited, but regulated by setting detailed specification of the criteria, amounts, and terms of benefits granted by regional and municipal authorities.

Law No. 160 FZ of July 9, 1999, “On foreign investment in the Russian Federation” abolished the privileges relating to the duties on goods imported for the inclusion in the authorized capital, put in place more strict eligibility criteria relating to state guarantees, and introduced the concept of priority projects basing on quantitative criteria. These projects (amounting to more than US $ 40 million) shall be approved at the federal level. The concept of priority investment projects and the fact that priority should be approved at the federal level sharply deteriorates the conditions of investment in the Russia’s economy for medium sized and small companies. The law has been enforced since July 14, 1999. Since that time it has become clear that the law not only fails to facilitate the formation of a favorable investment climate in Russia, but also prevents implementation of “non-priority” regional investment projects. 

A number of normative acts was not amended in accordance with the law, for instance, law No. 5005-1 of May 21, 1993, “On customs tariff,” basing on which the Russian government issued its resolution No. 883 of July 23, 1996, “On benefits relating to the payment of import customs duty and value added tax on goods imported by foreign investors as a contribution to the authorized (joint) capital of enterprises with foreign investment,” what was confirmed by respective letters of the State Customs Committee and the RF Ministry of Economy, which left in place the previous procedure governing the system of duties and  benefits.

At last, it is necessary to reform the system of taxation of small and medium sized businesses, simplify tax procedures, and increase tax rates subject to the simplified taxation system. Small businesses shall be exempted from VAT, while the single social tax on small businesses shall be decreased. The barriers existing within the system of small and medium sized businesses shall be dismantled; however, the entry barriers shall remain in place in order to prevent tax minimization on the part of large companies. Besides, the system of taxation basing on the principle of a single imputed tax shall be voluntary. The Russia’s parliament is currently discussing these initiatives, and it remains to hope that the announced measures aimed to decrease the tax burden on small and medium sized businesses will be implemented soon. 

Therefore, the important changes in the federal legislation include:

0.  to put in place a system of insurance and guarantees of direct investors; 

1.  to improve and simplify the system of registration of enterprises with foreign investment; 

2.  to work out of a mechanism allowing to use mortgage for attraction of foreign investment; 

3.  to simplify VAT compensation procedures related to exports; 

4.  to allow regions participate in the formation of state federal programs aimed at the further development of external economic activities;
5.  to change the concept of “priority investment project” introduced by RF law No. 160 FZ of June 9, 1999, “On foreign investment in the Russian Federation” and extend preferential regimes and guarantees of stability stipulated in articles 9 and 16 of this law to all investment projects implemented in the Russian Federation. It is also necessary to review the possibility to decrease quantitative criteria set by this law;

6.  to approve amendments to the law “On state registration of legal entities,” which would grant the RF subjects the right to register enterprises with foreign investment regardless of the amount of the share of foreign capital, even if it exceeds US $ 100 million. Therefore regional customs offices will be able to grant customs privileges to enterprises with foreign investment not registered in the State Registration Chamber of the RF;

7.  to simplify the procedure governing the keeping of the State register of enterprises with foreign investment;

8.  to amend the legislative and normative documents of the RF State Statistical Committee in order to make statistical information transparent to the authorities and economic agents.
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