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1. Introduction
The aim of INDEUNIS project was “ to provide a gmmhensive and up-to-date analysis of the

recent experience with transition, industrial nesturing and integration in both EU New Member &tat
(NMS) and selected Newly Independent States (NI®}t is the following CIS countries: Belarus,
Kazakhstan, Moldova, Russia and Ukraine. The napits$ of investigation were such as:

1. patterns of industrial restructuring in NMS and NIS

2. effects of WTO accession and EU enlargement,

3. EU-NIS integration problems and prospects.

2. Patterns of industrial restructuring in NMS and NIS
Concerning the first topic the main conclusion h&tt notwithstanding fast restructuring and

productivity catching-up in the NMS and NIS, protuty levels are still very low: 60% of EU-15
(NMS), less than 30% in the NIS. Except that thdusirial structure did not change notably as
productivity growth resulted largely from growththin individual sectors, less from inter-sectotaifts.
(P.Havlik).

Trying to analyze this undoubtful fact deeper tentify competitive strengths and weaknesses of
the subjects in the draft version of this repa gave a concise comparative analysis of theiRussd
EU economies. In terms of statistics, Russia anedlkldountries really have different status in theld/
economy. By level of economic development meashyepler capita GDP (PPP adjusted) Russia lags the
EU-15 by a factor of three and is behind the stttatjoined the EU in 2004 only by one third.

It is important to remark that a dynamic view or thituation reveals Russia’s overshooting
growth over the last 7 years as compared to thedtintries, and the conditions are in place to naaint
and even widen the gap, mainly due to much highewtp in gross capital formation in Russia versus
EU-15 countries (overshooting by a factor of foamd versus EU newcomers (overshooting by a factor
of five). With the latter group Russia has compbrabvels of gross fixed capital formation, which
volumes versus private and public sector savipgd sut a 10 p.p. GDP gap, allowing to assume tha
gross capital formation may grow 1.2-1.4 times &dering the need of growing Russian transnational
corporations to invest into foreign real assetsit Bn the other hand, although recently Russia
demonstrated one of the highest growth rates imtheufacturing sector (9% annual average), ceding
leadership only to China (9.2%) and dependencehes$e rates on oil price movements is not so aisyio
the growth rates are not yet stable. This is evdddnby mounting volatility of growth rates in the
manufacturing sector and a short two year cycléigh (8-9%) and low (3-5%) growth in the entire

industry and its manufacturing segment.
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Our investigation for the INDEUNIS WP-1 showed thhbugh the growth of the Russian
economy that followed after the financial crisisl®8 was driven by industries that are orientedhtds
local markets (such as food, beverages and cotistnumaterials) their contribution into gross value
added is relatively small as the main share of esaldded is generated by heavy and resource-base
industries. The latter still form the “core” of tlh&ussian economy and ensure its stability. Exdegit &
two negative trends became apparent: unit labots aasmanufacturing reached their pre-crisis level
while price-competitiveness demonstrated significkterioration.

So, further development of the Russian economy riép@ow on the industry’s ability to gain
control over costs and productivity improvement ebhiis impossible without further restructuring.
Acceleration of Russian economic growth from therext 6—7% to the levels of the world’s fastest
growing economies, will only be possible if the matturing sector boosts its contribution to growth
because the long-term growth prospects in the ekteaindustries are limited by the rate of reserve
expansion, and, most importantly, by how fast dedrfan commodities from the national and the world’s
economy will rise. The extractive industries’ presfive growth is estimated at 2—3% a yeaBut as
some INDEUNIS authors remark «CIS countries covdrgdhe INDEUNIS project, regardless their
differences in size, resource endowments, and essgin reforms, share many common problems in
foreign trade». Among them: resource-based exp@httion that has even increased during the tecen
years due to rise in commodity prices, prevailingekport of goods with a low degree of processing,
geographical disparities in trade, when manufaestugroducts with relatively high degree of procegsi
are usually exported only at the CIS mar&tPindyuk). She concludes: «NMS have been significantly
more successful in trade restructuring then the €d8ntries (including Russia-V.M.), and their
experience can bring important lessons for theraitt

But simultaneously some experts arise another itappguestion saying that though “the current
state of low-quality exports is evident, but toavlextent it is a problem” May be Russia is «make |
Canada than Saudi Arabia, with a dual comparattheartage in resources and manufactur@3d»
Havrylyshyn) In such a case «care must be taken to avoid DuisdaBe effects in the oil exporters, but
there should not be an automatic jump to the noti@mt only sophisticated manufactured goods are
“good”, all else is not worthy of a country. Fodcéiversification by oil-exporters can be very ¢tpsas
the example of wheat in the Saudi deserts testifitae same author).

Diversification is usually understood as the fastevelopment of the manufacturing industries
(primarily high-tech ones) and the services sestnsus other sectors, a higher degree of primary
commodities processing, and the reduction of theufzeturing and services sectors’ dependence on the
commodity industries and the rate of commodity ekmpowth. In report for INDEUNIS WP-1 we
proposed using a new technique for measuring mskel$ and diversification of industry’s sectoral
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portfolio®, Based on this approach, we started a series roplex calculations making it possible to
estimate the dynamics of Russian industry’s secpmndfolio diversification in 1999-2004.

The analysis of growth characteristics of the settoortfolio showed the following:

Risk dynamics of Russian industry’s sectoral pdidfare wave-like — a reduction in 2000 to the
lowest level for the entire six-year period, a ghiase in 2002, a drop in 2003-2004.

The level and contribution of systemic risk was éown 2003—2004 than that in 1999 and
afterwards, suggesting a decreased relationshipelet individual industry’s growth and a rise in the
economy’s diversification. In 2004, the level oétbectoral portfolio’s non-systemic risk remainédast
the same as in1999, suggesting that the totaleisd of the sectoral portfolio is generally motesely
related to processes occurring within individualustries than to dependence of these processesran s
external factors such as a rise in commodity esparid demand by commodity exports. If these
assumptions are accurate, then economic policyirsgpél maintain high growth rates in industry shbul
focus on addressing the intra-industry restructuproblems, which make the largest contributioth®
sectoral portfolio’s total risk.

In this context, without denying the importance “biorizontal” policy measures aimed at
stimulating diversification and providing incentsvdor developing all sectors of the economy, the
Russian government could start phasing in “verticakasures, which would be more specific in
enhancing the stability of individual sectors of #gconomy. Whether these should be the manufagturin
or extractive sectors is the question that could®vered as part of further analysis. Vertical snezs
of government economic policy aiming to promoteedsification may include tax and tariff measures,
establishment of special economic zones, expof@tipng measures, provision of incentives to achiav
higher degree of primary commodities processingoaball for exportable commodities) within
commodity sectors (not only in the fuel and energjustries but also in the woodworking/paper and
chemical and petrochemical industries as well asature).

Another discussing poirfO.Havrylyshyn) is what is the reason for the low quality of thesBia’s
exports that are manufactures (and for Ukraineamsl- where manufactures dominate but are shown t
be at a much lower end of the comparative advantper than in the NMS) - the insufficiency of
market reforms or the lack of state support faghhiech and priority sectors as proponents of a new

Industrial Policy (IP) argue. Some INDEUNIS authorghis context write that in Russia «the polgy’

2 Under this approach, a set of industries can peesented as an asset portfolio (similarly to arfiial asset portfolio in a
classical G.Markowitz analysis ) with a structunattdepends on individual sectors’ shares in wagbut, and a “return” that
depends on individual sectors’ growth rates. Is tt@se, the standard indicators of the portfofaisance decomposable into
non-systemic and systemic risks serve as a quiwveitmeasure of sectoral portfolio diversificatidinder this technique, non-
systemic risk means risk related to the variancéndividual sectors’ growth rates. Systemic riskame is the part of the
aggregate variance of industry’s sectoral portfelitich is related to co-variance of growth ratesnofividual sectors. In a
sense, an increase in the contribution of non-gyisteisk to the sectoral portfolio’s total risk gratcordingly, a decrease in
the contribution of systemic risk, suggests a nissectoral portfolio diversification. In additioan absolute change in the
portfolio’s variance is a measure of economic gfosdstainability, which is in itself an importaneasure of competitiveness.
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tools have hardly changed since the 1990’s; thestilit too politicized and short of healthy pragisia”
(R. Grinberg). For example, as we write in the draft DC repont Y¥P-6 export support measures
devised by the Russian government since 2003 ddmog noticeable successes either. It follows not
only from objective statistics on the export treratsd structure, but also from the fact that already
proposed mechanisms do not enjoy business demarg05 state guarantees for export support were
offered in the amount of $ 214 million (to suppettpplies of aircraft building products and atomic
power) having an officially affirmed limit of $50illion. In 2006 state guarantees, due to procddura
bureaucracy, were not given at all (as at 1 Oct8666). The same organizational barriers prevemslti
refund of VAT to the exporters. Actually, the petiof refund 2-4 times exceeds a legally established
month period. In all evidence, measures aimed hamring the volumes of non-raw materials exports
lack comprehensive approach and leverages of pigsastithat have absolutely no relation to contraro
financial flows. New approaches, on the one haad,am to use purely organizational mechanismg — fo
example, massive political lobbyism of Russian etggs and preventive creation on the basis of
industrial unions of Russian exporters’ consortiypadicipating in international tenders to staviepoice
reduction, and on the other hand, to provide feaccommunication by federal authorities to thears)
of prospects and timeframe of export transporestiucture development projects.

In my opinion, the problem of IP does not lie i tlact that direct government industry support
policy based on identifying priorities has becondated. Today we should think about new concepts
creating the mechanism of economic self-developnfentinstance the concept of innovation, although
two important processes make successful use oftselanterventions more problematic than earlier.
First, because of spiraled competition among thgegonents of the developing markets, which
increasingly strive to support selected industriesthe economiés Second, cheapening cost of
information, higher capital mobility, creation ofobal supplier chains and permanent technological
changes lead to rapid changes in industrial devedop patterns and competitive advantiges

We believe that development of traditional indestrand innovation are inseparable interrelated
processes and transition to innovation phase i©ssiple to pull off though a spurt, it is an organi
consequence of traditional industries developmdiite problem is to reshape traditional industrialiqy

conducted at the macro-level. First, to mitigdtte tisk of government interventions’ failures (altigh

% Starting from 1962, when countries of South-EasinAvere successfully experimenting with the stedalindustrial policy”

aimed at supporting exports, the number of countdagporting electric equipment trebled and the remdf countries
exporting components for motor vehicles more thambded (2005)

* See World Development Report 2005 by World Bank

® High level of R&D expenses is typical for develdpmarket economies, where the bulk of expense®risebby private
companies. In less developed economies privatenbssés are often not motivated to engage in iniovactivities, as
demand of production companies for innovation ddpeon the quality requirements of the end-use misdaonsumers
(domestic and international) and is therefore cm@nt on successes in development of traditiordilstries , traditionally
measured by investment growth in the Russian ecgnom
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they cannot be avoid&d they should be undertaken in line with basic sneas aimed at improving the
investment climate (non-selective measures) taurasdear and reasonable goal setting, exercisghtou
control over the recipients of government subsidies regularly monitor the effectiveness of govegntn
programs.

Understanding the drawbacks of selective induspilcy, the started effort in this direction
should not be yet abandoned and the existing gafigi Russian regulatory base should not be ignored
For example, the report of the Development CemeeuWP5 has shown that the Russian auto market is
most open to import of foreign brand cars due t@ 5% import duty. Besides, the terms of industrial
assembly of automobiles in Russia — close to du#tg-import of auto components given the annual
output is at least 25 thousand cars and the vohinaito components produced in Russia is brought to
30% of the total used auto components within 6eary — are actually a gateway for foreign car
manufacturers to Russia.

As a result, the existing legislative environmemtes not sufficiently motivate foreign car
manufacturers to set up fully-fledged (in termsooftput and production of components) production
capacities in Russia and does not contribute ttaliogi respectable status of Russian subsidiariésinwi
foreign automotive concerns.

It should be understood, that often the processdafstrial policy development is more important
than the result. The sectoral policy, accordingdme specialists, should be viewed as a reseanckgs,
in the course of which the company and the goventilnecome aware of the key costs and opportunities
and get involved in strategic interaction. A hypesis is offered that this interaction can be tagett
solving two kinds of problems:

« support of imitating quasi-innovatichs
* solving problems of coordinating complementary sypéactivity (clusters and so on).

Industry restructuring policy does not sufficientlgflect regional specifics and the risk of
regional disintegration. It is true that the session of Presidium of RusSitate Council on 19 February
2007 addressed the issue “On measures to supmlrstig development in the Russian Federation”
pointing out that functions of federal authoriti@st of all consist in fostering favorable conditis for
implementing effective focused measures at theoregilevel aimed at realizing competitive advansage

of the respective territories. In this respect, exision was made to set up a legal framework for

® The failures may be illustrated by lame effortstfte support to aircraft building industry ipda and production of liquid

crystal monitors in the USA.

" See World Development Report 2005 by World Bank

8 At the current stage of development we should metlook support not only to new operations and &tdes but also to the
types of products new to a particular country —gbecalled discoveries (terminology of Dani Rodtiarvard University).

«Indeed, we showed how whole industries often amiseof the experimental efforts of lone entreptgse Garments in
Bangladesh, cut flowers in Colombia, IT in Indiadasalmon in Chile. For such innovations the gmeeeurs need the

guarantee of receiving a rent which is possibleugh subsidies, credits to venture capita(Dani Rodrik, INDUSTRIAL
POLICY FOR THE TWENTY-FIRST CENTURY, Harvard Unisgity, article available at wwwapec.ru).
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concluding investment agreements between developmestitutions (Development Bank,
Rosselkhozbank, Rosagroleasing, Investment Furdl Vamture Fund), federal authorities, regions and
investor companies. In addition, it was decideddwelop a legal base allowing to subsidize intenasis
on investment loans aimed at implementation of {igth projects in priority sectors of the econoifg.
conduct a cluster policy aimed at brining out tleenpetitive advantages of the regions, a decisios wa
made to develop the Concept of territorial and pobidn clusters. A crucial step, even disregarding
regional specifics, was approved by the State Gbtmbquidate staff deficit in the industry totssfy the
requirements of industrial development in the ragiand create a special system of mortgage crgditin
oriented at educational personnel, engineers aalifigd workers.

At the same time, in our opinion, the relationsthpsween the regional and new industrial policy
need to be further elaborated and require new appes. As empirically shown in a number of research
papers, the revenue base of the RF regions isdae wolatile (sensitive to regional revenue shotkah
that of US and EU country regions (EU-15)he volatility stems from uneven concentratiomafural
resources on the territory of Russia and the legddhe Soviet economic policy hinged on centralize
selection of the region specialization. Besidesjuech lower than in the developed market economies
level of labor force mobility also affects the dyilof the regional economy to respond adequately t
recession (deflationary) or inflationary shockse3é facts spell out for Russia the importance velde
and implement a regional policy that would, on time hand, facilitate fast growth of regions actasg
the locomotives of the economic growth, and ondtieer, eliminate the most odious manifestations of
regional economic differentiation, avoiding tradital Russian slant towards equalization, and duurti
to realization of the “constructive inequality” pciple in the regional policy.

Following the old perception of the regional politywo systems of state governance should work
in parallel and independently with actually duplezh functions. The objectives to level off regional
lopsidedness so critical in the period of restriotuslump should now give way to development tasks
Currently, the regional policy and region developinpolicy should become different although inter-
related processes. Region development is the faslgmnal authorities and the regional policy e
by federal authorities should seek and maintairethelibrium of regional interests by various direns,
adjusting them so as to assure maximum realizatidheir potential and overall economic growth te t
country.

Resolving of the national tasks should not leacetatralization of all powers, both managerial and
financial, at the federal level. The ideal optieria track shaping trends in the development ofpzones,
population migration, etc, to subject them to asiglyand form the policy above these trends thdtheil

used either to accelerate these trends or to lrem out, depending on a situation.

° Russian Federation: Selected Issues, Septembdr BB Country Report # 04/316, p.75-88



9

An additional grasp of problems the resolution dfickh would contribute to overcoming the
competitive weaknesses of the Russian economy @amahee the chances for diversification of Russian
export deliveries to the EU maintaining the necassar the EU volumes of exported hydrocarbons and
other raw materials is provided, firstly, by INDELS authorgJ.Chojna) who compare conditions for
doing business in the NIS and in CEEs and Centrsib Aand, secondly, by studying the IMD
competitiveness indices by D&

The first ong(J.Chojna) analyses a set of basic business environmerdatus for the analyzed
group of NIS as compared with the averages forréiggon of Central and Eastern Europe and Central
Asia. The indicators illustrate: process of stayta business; dealing with building licenses; eyplent
regulations; foreign trade procedures; courtcedficy; taxation burdens. Governance quality and
conditions for doing business are generally pobah in the NMS and the NIS than in the EU-15 and |
the other highly developed countries and regiortsanelioration of them on my opinion is the firgsk
in priority for the NIS governments (including Rigsy and the IP is only the second one.

Our studying of the IMD competitiveness rating sedWwat Russia is lagging behind, ranking the
50" in the recent years versus 35Matings of the EU-10 countries and™2fatings of the EU —15
countries (Annex 1). However, analysis of ratingsigned to Russia, EU-15 and EU-10 countries by
main indices and the respective sub-indices shbwis uneven allocation. So, from the perspective
economic policy it is important to pay special atien to the sub-indices of Government Efficiencyga
Infrastructure. By Government Efficiency, Russialgad of the EU countries in such areas as qulity
public finance and fiscal policy (according to IMEatings) and seriously lags in such areas as
development of the economy institutional framewolysiness legislation and social interaction
infrastructure. By Infrastructure, Russia is ahehthe EU countries in the area of science and &ttt
infrastructure development and lags by such pammmets development of technological infrastructure,
health and environmental protection.

These spheres of activity may be further examiredernable technological and institutional
transfer from the EU to Russia in exchange for ribsources and developments needed by the EU
economy to raise its competitiveness versus USpadand South East Asia countries, as set forthen
respective EU documents, for example, the Lisbagmam providing for creation in the EU of the most
dynamic and competitive economy in the world basedhis knowledge. Therefore additional priorities

for cooperation between Russia and the EU maydmifced apart from those set out in the Road Map t

1% There two most respectable world competitivenasiags developed by (World Economic Forum, WEF hridrnational
Institute for Management Development, IMD. Countgmpetitiveness indices are calculated by IMD loa basis of 4
factors: economic performance, government effigiebasiness efficiency and infrastructure (Annexegch of the factors is
further broken down into five sub-factors aggreggtihe statistical data (over 314 criteria). Altthge 20 sub-factors are used
in the calculations (Annex 5). Unlike the WEF rg8n where the share of surveyed criteria is ovép,5e survey data in
IMD research represent a weight of one third. Aerofiifference in approach applied by IMD is thatkeaub-factor has the
same weight in the overall consolidation of results
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general economic environment developed in MoscoviMay 2005: information and communication
technologies, electric machinery and equipment, icaéd products, automotive, textile and
pharmaceutical industrig's

3. Effects of WTO accession and EU enlargement

In INDEUNIS debates devoted to WTO accesgibRindyuk argues citingle Cordoba that «it is
the timing and sequencing of trade liberalizatitaps, which to a large extent determine their ificy.

On the one hand, gradual introduction of refornmsitebenefits as it allows labor and capital tusidby
natural attrition. ... On the other hand, grade&bms mean bearing the cost of protectionism flonger
period and possible creation of incentives to ihwe® uncompetitive sectors». Except that the WTO
accession, on her opinion, “should not be regaeded panacea to all economic problems in an acgessi
country... In order for the WTO accession to stimekatonomic development of new members, it should
be accompanied by significant behind-the-bordesrne$ (including institutional adjustments)».

Some contradictions after trade liberalization oy mind WTO accession is some sort of trade
liberalization too) arises because in some cased:.aKaliszuk writes, “initially causes a strong
imbalance in trade flows. There is a strong coti@abetween an inflow of direct investments antliga
of imports (import-driven investments). In a longeriod when the economy has adjusted to the strong
competition exports may grow faster”.

In debates about WTO accession, EU enlargement teatte liberalisation some authors
(G.Hunya) remark that “as a result of maintaining varionfgbarriers, FDI penetration in Russia (FDI
stock per capita or per GDP) is much lower thahNS. The question arises whether the liberal or the
protectionist approach has been more conduciveei®ldpment and restructuring, for building up
modern competitive industries and attracting mactufing jobs?” This author writes that “expected
impact of FDI on foreign ... differs according the tovty of subsidiaries. In the early period of a
project’s life-cycle imports increase as most congus and services are imported. In this stage fefar
losing domestic suppliers are justified. Local fglkes may disappear, as they are often unable tbtheee
high quality standards of foreign companies. Bupegience of the NMS proves the emergence of a
domestic supplier industry later on. As a reshibse countries which have relied heavily on FDIehav
positive foreign trade balance with the Europearnobr- the Czech Republic, Hungary and Slovakia
already since 2000 and Poland since 2005. Countiitbslow FDI or later start, like Slovenia, Romani
and Bulgaria have negative trade balances withElde Foreign trade deficits have of course multiple
reasons but the strong export sector of the NM®ii&inly the result of FDI.”

M This document is published in: V.N. Sumarokov, NSémarokov, “Expansion of the European Union andsi’s foreign
economic ties”, Moscow, 2006, pages 208-224.
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For Russia very optimistic looks the policy conabus of an UNCTAD study (2003), cited by
G.Hunya: “Russia’s greatest untapped potential lies inciefficy-seeking FDI. With its technological
capabilities and labour skills, Russia could becomenajor international engineering hub. Under
exclusively local ownership, however, most of iglustries have failed to link up with technologydan
knowledge flows in the world economy. Changing thiéation will depend partly on the success of
measures aimed at improving the business enviroprtienstability of the economy and the rule of .law
But such measures may in themselves prove inadequder a scenario of intense global competition fo
FDI project”

Polish experience of trade liberalization is ofajrenterest for Russia and all NIS too because
“Poland has been an exhibit case of minimal statervention in this field for the majority of anabd
period. Under such circumstances trade restrugwiss overwhelmingly a playground of market forces.
The strongest players have been foreign-owned coiepgFOC) and they are responsible for most
substantial changes in Polish foreign trade strett(Krzysztof Marczewski and Ryszard Michalski).
These INDEUNIS authors identify in this contextlsuendencies:

. process of replacing low-skilled labor with medkskilled workers,

. a general fall in labor intensity of exports,

. a gradual decrease of exports resulting from imtensse of natural resources,

. a rise in exports which exploit economies of scale,

. no progress in knowledge intensive exports share,

. product differentiation confined to industries dEerized by high segmentation of
production,

. a gradual decline in an export share of industtiegracterized by low fragmentation of

reduction which deliver relatively homogenous gqods

. a shift from low-technology products to medium-teclogy products (medium-low and
medium-high technology groups), FOC have led tloegss,

. practically no change in export share of high-tetbgy products which remains very low
(2-3%).

Basing on these findings they conclude “on onedhapositive role of non-activist attitude of
state authorities in accelerating the substituibmodern factors of production for natural resegrand
labor, but on the other hand we can claim that etaideces have proved insufficient to make progress
knowledge intensive and high technology exportsnfi@doland. Therefore dependence solely on foreign
technology transfer seems to be very short-sigipiglccy which can be tolerated only temporarily”.
Polish authors also write that “there should bea@nr for policy interventions to prevent — at letst
some extent — elimination of inside-economy coojpananetworks by foreign investors who prefer to

make use of their own international networks of@i@s. Such a replacement is highly detrimental to
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domestic production and labor market becausauses a sort of diagonalization of national econom
input-output structure reducing this way magnitoflpotential multiplier effects”.

They also write that “records of many emerging reggk including Poland - show that export-led
growth strategy is much more effective at changemgpnomic structure of a country than import
substitution.” The Polish authors oppose sevelatyitlea “that one can decree from above a domestic
production structure. It turns out quite often tlated out import substitution leads usually teied,
costly, small scale production. Paradoxically, im@ubstitution happens to be import intensive heea
it requires imported technologies, machinery eougipt and procurement.”

Analyzing positive aspects of Special Economic@(SEZ) creation these Polish authors also
write about negative aspects: “the surge in espsupported by the public aid has contributed ztoty
appreciation during 2000-2001 what has caused musercompetitiveness challenge to exporters
operating outside SEZ. Sudden appearance of hgffagtive producers provided a shock to the rest of
Polish manufacturers what can be interpreted asrtacé Dutch disease”. On my point of view, to
mitigate such adverse effects of FDI inflow is agsoimportant policy recommendation for Russia and
other NIS.

Policy recommendations liyabor Hunya for Russia looks rather adequate:

“Based on the experience of the NMS and the mxppinion of several international
organizations outlined above, one can conclude uhder a liberal regime more FDI would flow into
Russia than it is the case today.

- FDI would improve productivity and stimulate eéxs. On the longer run it may even diminish
import dependence.

- Due to more FDI and integration into multina@brcorporate networks rapid technological
upgrading could take place in manufacturing esfigarathe car industry.

- Russia by its market-size and skills level wobkl a perfect location for full-fledged FDI
companies and may not need to apply costly promoBait it is essential that conditions for FDI at
restrictive and regulations for doing businesspaieglictable and transparent”.

But from my point of view danger of dualisation yrize a reasonable threat for Russia and other
NIS. As INDEUNIS authoiChojna writes “ both the growth based on exploitationnatural resources
and the successful restructuring with active pigoditton of foreign direct investors endanger with
dualisation of an economy, in which cutting-edgetaes integrated into world markets would coexist
with sectors (other than raw materials or with asslely domestic equity) characterized by low
competitiveness. The lack of catching up effect$ aonsequently, a growing gap between the twostype
of the sectors should become an issue of paatidaterest for policymakers.” So “economic policy

should be more effective at supporting especiaiyals and medium-sized enterprises, in transferring



13
incomes from exports of raw materials to other @mct especially by supporting investment and
modernization processes. In this context, investnmeimfrastructure may be of essence”.

Speaking about useful lessons from NIS experiefhagdastry restructuring for FDI attraction we
can not agree with INDEUNIS authdferto and Soos, who try to link quality of privatization, corpate
governance and foreign direct investment. Fromrtipeint of view «give-away mass privatisation
schemes» resulted in insider ownership and sucpocate governance practices, which deter the
development of outsider ownership and borrowingeylrhalso write that such give-away mass
privatization schemes had no economic but an inapompolitical appeal, and only from this point ofte
have been unavoidable.

From my point of view the give-away mass privatization schemes had niyt political but
profound economic base in the structure of the Ransadustry. Proceeding from the main featurethef
Russian industrial monopolism substantially coneeawith narrow specialization of production units,
during privatization it was necessary to transfelving influence during decision-making to the
economic subjects aimed at minimization of investihmésks and, hence, on diversification of capital
investments. Among the most probable candidatethi® role we have deduced heads of the entegprise
(top managers) and labour collectives as a whodeper analysis of this question reveals, howeves, 0
more interesting problem which we considered necgsto consider. The matter is that studying by
psychologists of comparative value of individualpyup and collective decisions in relation to risksh
yielded ambiguous results. Thus for our researgbrablems of formation of mechanisms of the propert
and control in process of privatization it was impat to consider non-identity of risk value of gpoand
collective decisions. At studying acceptance ofdheup decision of the so-called "the small gro(ip”
five-seven person here is meant) in 1961 the Ararriesearchers found out interesting phenomenor
which has received the name " shift of risk ".hdis been proved, that the small group decisiomdead
the moment of risk in a greater measure, than iddal decisions though before was considered,ttieat
group acts some kind of "moderator” of individugiroons and judgments of its members, rejects the
extreme decisions and accepts original averagedofidual decisions. But experimental checking thy t
American psycologists of this process of averadiag not confirmed it for cases when the decision
included the moment of risk.

The nature of «shift of risk " in small group wasalissed by psychologists at that moment, but,
in our opinion, economists had to consider greptepensity of small group to risk in comparisonhwit
the individual, accepting it as empirical fact.

12 My point of view on the subject of privatizatiom Russia is not theoretical, but practical too beed was a participant and
one of the authors of the privatization schemes laag in Russia in 1989-1991(1 worked at that tiatethe Institute of
Economy of the Russian Academy of Sciences anldeirgtoup of economic experts for the Supreme So¥i®ussia guided
by Pyotr Filippov)
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For our problem from this followed a conclusionatthf one wish to reduce a risk degree of
accepted decisions at a corporate level he shaugulmled by transfer of the solving rights not toad
group, but exclusively to individual person, foraexple, to director of the enterprise (in some c&aza®
called oligarch). At the same time it is necesgargonsider, that decision-making by collectiveeaier
on the size, than the small group, also was cheniaet! by aspiration to avoid risk and to divershg
economic activity. Materials of the internation@ngerences testified to it, in particular, at thef@d
University at the beginning of 90s.

Thus, the conclusion followed, that the individaald collective as subjects of decision-making
are more inclined to decrease in risk, and a sgrallp being between them (for example Board of
Directors), on the contrary, is more inclined tegutance of risk decisions in investment activitgnce,
aiming investments at diversification should beestpd both from individual (director) - the indival
proprietor, and from labour collective as a wh@lessessing a control share holding, but in no wamy f
small group of heads of the enterprises

Proceeding from these factors, and also from thedwexperience widely shared in the literature
showing efficiency of the working property only small firms with the size no more of several huddre
person, it was necessary to project, in my opinagorithm of the Russian privatization in view it
antimonopoly orientation in conditions of prevalenof narrow specialization of the basic industrial
parts>. These subjects played their role by creation 98901 powerful diversified financial-industrial
groups in Russia that included manufactured engaprand financed them by raw materials’ export
revenues. In some senses it helped to maintaifRtiesian manufacturing sector in the beginning and
middle of 1990s and served as a base for quickosomnrecovery of Russian industry later- in 1999-
2007. But now the new stage of restructuringoming to an edge. Capture of oligarchs by Rusdmte s
iS on my opinion only an intermediate stage ofgmaon to new privatization of the state activegh
the aim to diffuse property rights among wide |ayefrthe population.

With some degree of doubt | also look at argumdnGabor Hunya that “the structure and
development of the Russian car industry contrastis world-wide trends and also deviates from the
experience of the NMS”. He continued: “Today’s eaanufacturing is a highly internationalized
industry, national brands can hardly survive.... kitger national car companies in the NMS have
become foreign subsidiaries. The best of them, &kodhe Czech Republic is one of the most sucakssf

brands within the VW group. Also Romania’s Dacia lieecome a successful Renault subsidiary.” He

13 See in details in:

1. Banepuii Muponos: Xouerb H30exaTh pucka — JoBephes «onurapxy»: http://opec.ru/comment_doc.asp?d_no=59884
2." AHTMMOHOIIOJIBHOE PETYIUPOBAHKE OTPACIEBBIX IPOMBIIIIJIEHHBIX PHIHKOB B 9KOHOMKE 3aI1aHOT0 U COBETCKOIO THIIA
(cpaBHMTENBHBINM ACIIEKT aHAIW34), IPENPUHT JoKIana, Mocksa, 1992 UucturyT sxoHoMukd PAH;

3. Banepnii Muponos, POCCUMCKHNI1 MOHOITOJIN3M U ITPUBATHU3ALIMS aHatu3 HHIyCTPHATBHOIM 0a3hl HAKAHYHE
pamuKanbHOM pedopMbl, HayuHBIH KypHaT «HoBoe mokonenne», Mocksa, Ne2, tom. 1,3uma 1996;
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writes later: “Therefore it is questionable thattéWAZ will be able to keep its production level ihe
coming years as foreseen by Russian analysts (Bskexya, DC, 2006) - if it stays under local
ownership.”

On my opinion, it is very important to consider soempirically revealed feature of the large
national automobile markets which does not undertakcalculation by the honorable author quoted
above, - as shows the world experience generalizguhrticular in researches of company McKinsey,
those transition countries which had in past tleein automobile manufacture, have kept it in all
circumstances. But naturally it concerns to markatger in size, than the Czech Republic or Romania
Thus two objective tendencies are important, almostll countries at the first stage the state ezed
any support to a national car industry, but allghene a leading role in a survival of national endbile
manufacture played energy of private business,exdpt that practically there is no case, thatigsedv
just that national brand or the manufacturer whikisted at the beginning, during period of
protectionism. But necessarily in all cases the national brand arised and it found adequaleesb

demand of customers.

4. EU-NIS integration problems and prospects
In the recent years Russia’'s economy underwenbiseichanges. Net of the market conditions

reviewed above (strengthening of the ruble, ristahdJLC), such newly emerged factors as deficit of
equipment, competent staff and escalating competivith imports begin to play a weightier role as
economic growth constraints alongside traditiomahgh limiting factors (insufficient domestic denthn
and equipment).

Concurrently, radical change was observed in agbesmto economic policy targeted at industry
restructuring and overcoming de-industrializatioh tbe Russian economy manifest in industry
underperforming of GDP growth. In this context, themer strategic focus of foreign trade is nownigei
revised, and a new strategy is still in the mak{sgveral scenarios are being developed), whickagmn
and is likely to continue to hamper business dguakent at least up to 2009 — the start off of new
government formed after presidential elections .

As INDEUNIS authomR.Grinberg writes “selection of structural priorities deperatsthe general
economic development strategy in terms of econoosptipning within the evolving global economic
system. The key question in need of a sound ansmeghether these countries position themselves as
independent subjects of economic growth or impldraesctenario suggesting their integration with othe
centers of economic power”.

The Central and East European nations by joiniegBb chose the second way and became a
part of the economic space of this powerful ecomoatiiance. This way may be namedR&rinberg

writes, “exchange of economic sovereignty for fgreinvestments”. But on his opinion “this scenario
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puts certain constraints on the economic developmerspects in these countries”. “First, the protpe
of their participation in the innovation procese apt clear. ...The situation in CEE countries isaailty
different from that in, say, Finland and Sweden alhboth have world level national corporations
capable of capitalizing on technological achievetsielm terms of the current division of labor irrtBU,
the CEE countries will hardly play the role of ipgadent agents of innovative development, they will
rather act as EU assembly shops”. Except that étmomic development prospects in these countries
will be a function of economic growth in leading Edduntries. The current estimates of economic
development prospects in the new EU member-state@d15-2020 stand at 4-4.5% of GDP annual
growth rates, which is roughly 2% higher than tber@mic dynamics in “old Europe”. Given this faster
rate of economic development, the current gap betwie per-capita GDP in old and new EU member-
states can be bridged within 40-50 years. At theeséime, it is difficult to imagine as to how the
economic growth rates can be speeded up givenirthied economic sovereignty”. Should the above
problem of choice be referred to Russia, then temetbpment scenarios lend themselves readily.

“The first scenario, when Russia with its resources builds in otherters of global economy,
playing the role of energy and raw materials swgwpWith quite obvious constraints for economic
development. Givethe second scenario, Russia shall develop an integration space orbtitie of post-
Soviet area and regenerate the multisectoral eciegnstructure aimed, in the first place, at domestic

market across the entire space”.

And really - as | observe - the recent years salamge in the Russian government objectives as
regards further course of foreign economic openati©ne of the key priorities identified in the gram
of social and economic development of the RussiadeFation for the medium-term (2005-2008)
published in early 2005 was to complete accessiothé multi-facet system of regulation on terms
acceptable to the Russian Federation and trangrbom bilateral contractual base of trade to maiéral.
Now, against the background of foiled talks on iatkral investment agreement and protracted Doha
round negotiations under the aegis of WTO, moreedsproot for bilateral, and first and foremost,
regional agreements based on the “free trade zorpeiriciple (trade liberalization with partial
liberalization of capital flow). In this contexte task considered as first priority several yaais moves
to the forefront again - to expand a list of tragdpartners, seek new merchandise and services tmarke
based on bilateral treaties and more active ppaiimn of Russia in regional and political blockghen
the above development program was devised in 2@3espective section mentioned primarily CIS
countries, Evrazes, Common Economic Space, buhedtU.

Possible foreign trade development scenarios akedi with four core alternative scenarios —
Asia-reorientation strategy, US cooperation stnategeation of a single energy transit system tpean
Russia — Far East” to be able to exercise opei@tiomanagement of supply volumes by different
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geographic zone, using the unique transcontinéotakion of Russia, and, finally, traditional logato
cooperation with the EU.

The first scenario requires creation of large specialized trade teafsi on the Pacific coastline
and development of infrastructure for rail deliesrito China and Republic of Korea, as well as erger
into long-term contracts on economic cooperatiothwie countries of this region aiming to faciktat
access of goods produced by the Russian manufagtsector to this market.

The second scenario — orientation towards the USA — is primarily basedspurring exports of
energy-producing materials and expanding cooperatiche area of production and exports of hightec
services requiring investments in the developméttierespective infrastructure.

The third scenario is targeted at diversifying exports of energy-pr@dg materials and taking
advantage of the transcontinental position of Ruasia bridge between Europe and Asia.

The final fourth scenario provides for development of infrastructure for mgyedeliveries to
Europe with the aim to exclude unreliable transiirtries and ensure supplies oriented towards gnerg
saving and diversification of imports under the rieW Energy strategy (2007 draft). Due to low growth
rates in the EU economy (Section 1 of the Repaort) @aredominantly resource-driven Russian exports t
European countries (Section 2 of the Report), dpison have prospects only if agreement is in @lac
creation of a single economic environment with B¢ stipulating removal of barriers to Russian-on
raw materials exports. In any other case, mateaatn of this scenario is not likely to resolve thiled
up problems. Some of these problems were addressma report under WP (3+4) of this project. For
example, one of our assertions was that the short-tesult of the EU expansion in 2004 was a aertai
increase, in real terms, in raw materials expodsmfRussia to EU-10 countries against the backgtaiin
a more considerable growth in finished goods expim EU-10 to Russia. In future a number of
institutional issues related to prospects of finfént by new member states of the EU Energy policy
provisions and transition of the EU-10 countriesBO technical standards and similar certification
procedures may potentially contain the growth ie fRussian exports of machinery and equipment,
industrial goods and end-use products. With furteersification of the Russian economy and rising
demand for ecologically clean agricultural products the European market, these problems may be
become of crucial importance to the Russian ensaproperating in the manufacturing sector and
agribusiness.

One of the ways to materialize the fourth scenaray be a course towards cooperation with the
EU in the framework “free trade zone +” (trade tddezation with partial liberalization of capitdbfv) or
a course towards “more profound” integration whie EU entailing conclusion of the agreements aimed
at creating a single legal framework for econonaiivity. In the current political setting that waluinean
for Russia to accept the basic “playing rules” dddpin the EU. The second course would allow
substantial cuts in investment costs associateld eetvelopment of the transport infrastructure tigiou
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attraction of European investors and providing Russompanies with access to the EU transport
infrastructure. At the same time, inevitable isotun of the Transit Protocol to the Energy Chavtér
impose tight constraints on the freedom of choordhe Russian government.

Alongside problems arising from variances in thgidiations, the poll conducted by our experts
under WP3+4 of INDEUNIS project to find out the impns of Russian top industrialists about
implications of the EU enlargement mentioned abalmwed, inter alia, to identify organizational,
economic and political factors impeding the expamsf Russian trade with EU member states.

According to the group of enterprises involved amefgn trade, among the main depressants (in
the order of priority) were the drawbacks of thes®an economic policy and complicated taxationdpein
to a certain extent, one of the consequences sfpilicy. The following two problems — low quality
goods and insufficient information about EU merahae legislation - can be resolved by top managers
of these enterprises themselves. A sizable shareanfagers from this group indicated that one of the
significant problems for them is state supporthaf tompeting firms in the EU.

The problems challenging domestic-oriented produ@e revealed in their responses to the
guestions on factors hindering expansion of tradle the EU countries. Thus, a much larger sharthef
respondents named a language barrier (almost 128as/8% in the export-oriented group and 4% in the
entire sample) and low quality of their productggo20% versus 14% in the export-oriented group).

We also note a higher percentage of the respondeatsparing to the entire sample and the
export-oriented group) who have no or very vagweaidf the EU merchandise legislation (over 20 %
against 14%), and a very low percentage, evidehib/to the lack of the relevant practical expereemd

the respondents who pointed to visa regimes andrgawent support of the competing firms.

5.In conclusion

As Janusz Chojna — INDEUNIS author from Poland- writes and on my opinion there are
profound reasons to agree with hitf,he process of restructuring in the NMS was shdped large
extent by external factors, namely the conditiarsttie membership in the OECD and in the WTO, and,
especially, the EU association and accession agnetsimvhich settled goals and a timetable for ceang
The lack of strong external obligations and changgernational environment make the restructuring
process more difficult in the NIS than it was ire tNMS. However, in view of long term risks and
development challenges they should regard the catitynboom as a chance for restructuring and not as
an opportunity to suspend it”.

The year 2006, on my opinion, bucked the multi-ygatrend in oil prices now set on a downward
path. The Russian economy forecasts put togethBrelelopment Center for 2007-2010 with respect to
different oil price levels indicate that in the stterm the Russian economy can withstand any ahang

the oil markets, maintaining GDP growth rates il@@t 4-4.5%, even if the URALS grade oil price
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drops to $35 p/bbl. In the medium-term, howevée t influence of the international economic
environment will be much stronger, although a gdabsi of crisis (GDP contraction) in the coming
seven years is estimated as «remote» or «unlikelipejt the consensus forecast regularly compiled b
the Development Center points to a cyclical grodgheleration in 2011-2012.

In these circumstances a logical question will l@teconomic policy is more important for the
Russian economy: restructuring at meso and mia@deor competent macroeconomic monetary policy.
Judging by the poll conducted by IMD experts, thesgtan economy has more room for resistance to
cyclical fluctuations, including price movements te world commodity markets, than for improving
quality of the monetary policy as an instrumenatalerpin the competitiveness of national produiées
respective scores in 2006 were 4.3 and 5.5, raspBctusing a 10-grade scale). As stability of the
Russian economy substantially depends on raw ral@xports, these assessments may be interpreted ¢
a chance for Russian authorities to upgrade tloeirse in the eyes of the international expert comityiu
through purposeful action aimed at diversifying dsnomy by developing sectors that are not directl
exposed to the effect of oil price movements, pritpahe manufacturing sector.

Against the background of serious shifts in theldveconomy brought about, among other things,
by restructuring and international migration of mfatturing industry sectors, the Russian economy
faces a challenge to sustain high growth and diinengits stability in the manufacturing industry fo
further economy diversification and adaptationatirig growth in raw materials exports. In the coxit
of rapidly declining price competitiveness of Rasscommodities on the domestic and world markets
pulled down by appreciation of the real ruble, sglefocus is placed on such economic growth factors
which refer to non-price competitiveness factox, instance, expansion of international economic

cooperation, including deepening cooperation Eithmember states for mutual benefit.
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Annex 1. Changes in IMD world competitiveness rankings of Russia and EU countries:
sub-factor breakdown of Economic Performance, Business Efficiency, Government
Efficiency and Infrastructure

Table 1. Economic Performance — sub-factor breakdaf Russia’s and EU countries’ competitiveness

(rankings assigned by IMD)

2002 2003 2004 2005 2006
Domestic Economy
EU-15 16 19 22 25 28
EU-10 30 41 41 44 34
Russia 26 45 21 30 23
International Trade
EU-15 24 23 22 20 26
EU-10 19 23 31 23 25
Russia 6 10 5 7 17
International Investment
EU-15 14 18 16 24 28
EU-10 34 30 24 30 24
Russia 4 21 30 33 33
Employment
EU-15 22 27 31 34 31
EU-10 38 42 46 47 47
Russia 38 37 48 46 39
Prices

EU-15 18 20 32 32 35
EU-10 28 30 31 34 32
Russia 48 58 59 60 61

Note: Competitiveness factors by which the Russian eegnoutperforms the economies of EU-10 and EU-1intrées are
marked by yellow color. Competitiveness factorsathych Russia outperforms only one of the EU-10 OrE5  countries
are marked by green color.

Source:; IMD statistics, 2007



Table 2. Business Efficiency - sub-factor breakd@ivRussia’s and EU countries’ competitiveness

(rankings assigned by IMD)

2002 | 2003 2004 2005 2006
Productivity and Efficiency
EU-15 16 21 20 22 21
EU-10 23 35 35 34 29
Russia 33 46 14 47 51
Labor Market
EU-15 27 32 37 38 35
EU-10 26 30 29 35 35
Russia 48 54 56 49 42
Finance
EU-15 15 17 19 20 21
EU-10 37 42 48 42 43
Russia 36 58 57 59 56
Management Practices
EU-15 19 22 26 28 26
EU-10 38 46 50 45 44
Russia 45 57 49 54 54
Attitudes and Values
EU-15 22 26 30 34 32
EU-10 34 40 44 38 43
Russia 42 55 49 52 49

Note: Competitiveness factors by which the Russian eegnoutperforms the economies of EU-10 and EU-1intrées are
marked by yellow color. Competitiveness factorsadych Russia outperforms only one of the EU-10 0rE5 countries are
marked by green color.

Source; IMD statistics, 2007
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Table 3. Government Efficiency - sub-factor bid@kn of Russia’s and EU countries’ competitiveness
(rankings assigned by IMD)

2002 2003 2004 2005 2006
Public Finance
EU-15 25 30 32 32 35
EU-10 26 35 31 29 28
Russia 26 17 3 3 2
Fiscal Policy
EU-15 37 42 43 43 44
EU-10 35 39 39 40 40
Russia 23 28 21 18 23
Institutional Framework
EU-15 17 20 24 26 22
EU-10 32 38 40 37 36
Russia 42 51 48 52 50
Business Legislation
EU-15 18 19 21 25 24
EU-10 35 40 39 34 34
Russia 46 55 55 58 57
Societal Framework
EU-15 17 19 21 22 21
EU-10 27 32 36 33 31
Russia 43 55 50 54 51

Note: Competitiveness factors by which the Russian eecgnoutperforms the economies of EU-10 and EU-1intrées are
marked by yellow color. Competitiveness factorswdych Russia outperforms only one of the EU-10 brE5 countries are
marked by green color.

Source; IMD statistics, 2007



assigned by IMD)

Table 4. Infrastructure - sub-factor breakdowiRagsia’s and EU countries’ competitiveness (rarking

2002 2003 2004 2005 2006
Basic Infrastructure
EU-15 19 22 23 23 23
EU-10 23 28 33 32 32
Russia 48 52 56 55 58
Technological Infrastructure
EU-15 17 18 23 25 22
EU-10 30 39 38 39 39
Russia 48 58 54 55 57
Scientific Infrastructure
EU-15 17 21 22 22 22
EU-10 33 43 43 43 44
Russia 10 12 12 21 24
Health and Environment
EU-15 14 17 17 18 17
EU-10 38 44 44 43 42
Russia 47 58 59 59 59
Education

EU-15 18 20 21 22 20
EU-10 25 29 31 31 31
Russia 23 29 26 27 37

Note: Competitiveness factors by which the Russian ecgnoutperforms the economies of EU-10 and EU-1intrées are
marked by yellow color. Competitiveness factorsadych Russia outperforms only one of the EU-10 0rE5 countries are
marked by green color.

Source; IMD statistics, 2007





