
5. Principal Lines in the Kaliningrad 
Region’s Development

Proceeding from our vision of the Kaliningrad Region’s development in the period ending in 2010, we discuss below issues pertaining to the required changes in the more important branches of the Region’s economy.

5.1. Restructuring of the Region’s Economy 
in Accordance with the New Conditions 
of the Region’s Development

Upgrading of economic branches traditional to the Region and establishment of new ones will ensure improvement of the structure of the Region’s economy and bring it in accordance with the new development factors, both endogenous and exogenous. There are plans to form in the territory of the Region a socioeconomic complex with the use of the favorable prerequisites for the Region’s development (natural, labor and infrastructure prerequisites alike) and the advantages offered by its geographic position and complemented by the Special Economic Zone regime. The existing disadvantages are to be overcome through implementation of the Federal Program for Development of the Kaliningrad Region and the Special Agreement between the Russian Federation and the EU. Within the framework of that same comprehensive approach, interaction between the principal components of the Region’s economy is to be ensured, namely, such components as:

Infrastructure (transport, telecommunications, energy sector and environmental protection);

Production (rational use of amber, oil, peat and other minerals; fisheries and agricultural produce, its industrial processing with the use of a wide range ecologically clean products, hi-tech and assembly production based on functioning of SEZ mechanisms in engineering and other industries);

Quality services (trade, banking, management of capital flows, information, consulting and tourism).

5.2. Development of Infrastructure

Practically all the proposed lines of development of the Kaliningrad Region presuppose use of the Region’s infrastructure, including transport, service lines, communication and the fuel-and-power sector. Efficiency of functioning of the Region’s economy (including establishment of entirely new branches and those related to the traditional ones) largely depends on the extent of development and efficiency of the infrastructure branches. For that reason, issues related to infrastructure are given much attention both in the Concept of Federal Socioeconomic Policy in Respect of the Kaliningrad Region (approved in March 2001 at a meeting of the Government of the Russian Federation) and in the new Federal Goal-Oriented Program for Development of the Kaliningrad Region in the Period Ending in 2010. It is to be noted, though, that construction of infrastructure facilities is to be financed not only from the federal, but also from the regional budget; if possible, private investments will also be used.

Transport (Seaports and Roads)

With the proposed eastwards expansion of the European Union, the Kaliningrad Region is faced with the threat of transportation isolation. If an adequate transport communication between the Region and the main part of Russia and between the Region and European countries is not established, the advantages of the Region’s economic and geographic situation cannot be used.

In the period ending in 2010, the Kaliningrad Region’s transport industry is to reach such a level of development as to be able to cater for the growing demand in the Region itself for carriage of cargoes and passengers to the main part of the Russian Federation and contribute to servicing of the transport flows from and into Belarus, the Ukraine, Kazakhstan and other states.

At present, the Region’s transportation industry is faced with a number of such problems as cannot be resolved without early assistance by the federal authorities.

Application of tariffs unfavorable for the Region at transit cargo carriage through Lithuania and Belarus have made the Kaliningrad direction exceedingly costly and insufficiently reliable for stable work with owners of cargoes, which has resulted in reduction in the volumes of carriage by all the types of transportation. For a number of years, up till November 2001, the Baltic States pursued a tough protectionist tariff policy (for transit carriage to and from the Kaliningrad Region, different tariffs were charged than on other transit highways).

The need to pay for transit carriage across the territories of Lithuania and Belarus has also increased the costs of railway and air passenger carriage and increases isolation of the Kaliningrad Region’s populace from the main part of the Russian Federation.

For solution of those problems, the following is required:

· Negotiations with the EU on the general principles of tariff policy in respect of cargo and passenger carriage to/from the Kaliningrad Region from/to the main part of the Russian Federation at admission to the EU of Baltic States (that task should mostly be handled by the ministry of the Interior of the Russian Federation);

· Consideration of the issue of organization of road and railway carriage between the Kaliningrad Region and the rest of Russia via Poland and Belarus;

· Development of a procedure for compensation of persons/companies effecting transit carriage of cargo and/or passengers to and from the Kaliningrad Region through Latvia, Lithuania and Belarus for the additional expenses (though that task has been proclaimed not only by the Regional but also by the Federal authorities, it is still unclear how it is going to be actually handled).

Russia’s strategic interests require that such a way from the Kaliningrad Region to Russia be created as would not involve transit through foreign countries (Lithuania, Latvia, Poland or Belarus). This can be achieved if an automobile ferry service Ust-Luga – Baltiysk — German ports is started.

Due to the high transport carriage and neighboring states’ purposeful effort aimed at attraction of Russian cargoes to their own seaports and also due to insufficiently developed infrastructure (which is inferior to that available at seaports in other Baltic states), less than one-third of the capacity of seaports in the Kaliningrad Region is being used at present. With most Russian cargoes shipped from Baltic states’ ports, the Russian Federation has sustained considerable economic loss.

From the point of view of ensuring Russia’s national interests in that sphere, it is important that the Kaliningrad ports’ capacities are built up and the volume of cargoes handled there increased, for which the following measures need to be taken (some of the measures listed below have already been provided for in the Federal Goal-Oriented Program, while others may become possible in a more distant future or be financed out of private investment):

· Construction of a new deep-harbor seaport, Vostochny in Baltiysk and the required modernization of the Region’s railway network;

· Fundamental modernization of the existing seaport facilities, including deepening and widening of the maritime channel, construction of new container terminals and terminals of the ro-ro type.

Though the Region has a dense network of highways, those highways’ parameters do not meet modern requirements. So, development of road carriage in the region requires development and improvement of the road infrastructure and creation of a skeleton network of international-class motorways (practicability of that project largely depends on availability of financing). It is obvious that in view of the proposed expansion of the EU, the issue has arisen of integration of the Kaliningrad Region in the system of transeuropean transport corridors, in particular, Via Hanseica and Via Baltica. In this connection, it is necessary to:

· Modernize the existing motorways leading to the border of the Russian Federation and build new ones in accordance with international standards and build and equip new checkpoint facilities in accordance with the same standards (those measures are provided for in the Federal Goal-Oriented Program);
· Include in the Law on the Special Economic Zone in the Kaliningrad Region provisions to the effect that all vehicles imported into the Kaliningrad Region and registered there in accordance with the customs-free zone regime can be freely used for international carriage of cargo and passengers, including carriage from the Kaliningrad Region into the main part of Russia and from Russia into the Kaliningrad Region. (The prospects of development of the Special Economic Zone are discussed in greater detail below.)

The only company offering air carriage services (both passenger and cargo carriage) in the Kaliningrad Region is the State-Owned Unitary Company Kaliningradavia.

The company is heavily in debt and on the brink of bankruptcy. Should it go bankrupt, that would further increase the Kaliningrad Region’s isolation from the rest of Russia.

For that reason, it is advisable that the federal and regional authorities should:

· Develop a plan for restructuring of Kaliningradavia and take measures to provide it with more efficient personnel;
· Have the runway and the airport building modernized and the air navigation equipment brought up to date;
· Consider the proposition on use of the runway of the Chkalovsk airfield for landing of civilian airplanes.

Fuel and Power

The Kaliningrad Region’s fuel-and-energy complex is one of the Achilles’ heels of the Region’s infrastructure.

At least theoretically, there are four ways of solving the Kaliningrad Region’s energy problems.

The first one consists in construction in the Region of another (second) thermal power plant to burn gas. With that scheme implemented, the Kaliningrad Region would no longer depend on deliveries of power but its dependence on gas deliveries would still be preserved (and the gas would still have to be transited across foreign countries’ territories). Implementation of that scheme is probably the most costly measures requiring financing from the federal budget, however, if that scheme is ever to be realized, the Kaliningrad Region would subsequently be able to export power (the power plant is expected to pay off in around eight years after its commissioning).

The second way consists in construction in the Kaliningrad Region of a nuclear power plant. If that scheme is realized, the Kaliningrad Region would become fully independent in terms of power supply. Disadvantages of that scheme primarily consist in high costs of the construction (even higher than costs of the above thermal power plant) and an extremely negative stance taken upon that issue by other countries (out of ecological considerations).

The third way consists in installation at the border between Lithuania and mainland Russia and the border between Lithuania and the Kaliningrad Region of transformers to transform the transmitted power from the Russian frequency standard to the European at the entry by the transmission line of the Lithuanian territory and back to the Russian frequency standard at the border between Lithuania and the Kaliningrad Region. Some experts believe that such an arrangement would increase the Kaliningrad Region’s dependence on its relations with Lithuania and the EU. (It is believed that Lithuania is more interested in transit of gas across its territory than it is in transit of power.)

The fourth way consists in the Kaliningrad Region switching over to the European standards, in other words, preservation of the Region’s dependence on deliveries of power and reliance on other countries’ willingness to deliver power to the Kaliningrad Region. That scheme’s principal advantage consists in its comparative low costs, however, there are no quantitative assessment. As has already been noted above, the power rates in Europe are higher than in Russia and the possible losses to be sustained by consumers in the Kaliningrad Region due to difference of tariffs at switching off of Lithuania from the RAO United Energy Systems of Russia network may amount to 135 million USD. Another disadvantage of that scheme consists in the need to achieve an agreement with Lithuania on deliveries of power to the Kaliningrad Region at reduced rates in exchange for power supplies.

Since construction of the thermal power plant has already been approved and even started, in spite of the considerable investments and remaining dependence on natural gas deliveries that seems to be the most acceptable way to handle the Kaliningrad Region’s energy problems (and also the way provided for inthe Federal Goal-Oriented Program for Develo0pment of the Kaliningrad Region).

In addition to construction of the basic power source, that is, the second thermal power plant in the Kaliningrad Region with an installed capacity of 900 MW (whose first phase with a capacity of 450 MW is to be commissioned in 2003) it is necessary to carry out the following measures (with participation to some or other extent by the Federal budget):

· Modernization of the existing Vilnius – Kaliningrad gas pipeline;

· Construction of another gas pipeline and an underground gas storage for catering for the Region’s needs;

· Modernization of the four thermal power plants and district power plants;

· Switchover of small and medium-sized boilers to burning of locally-produced fuels;

· Development of power generation with the use of renewable sources of energy (windmills and minor hydropower plants);

· Implementation of the regional energy-saving program (for the 2002—2005 period).

Communications

The Region’s economy cannot adequately develop to achieve an up-to-date technological level without formation in the Region of an efficient multifunctional system of modern communications. Under the adopted plans, the Region’s communication complex is to be transformed in the period ending in 2010 in such a way as to fully meet the requirements in the Region’s viability and the ever growing needs of the economy and the populace.

Thanks to its geographic position, the Kaliningrad Region boasts ample prerequisites for turning into a major junction of the communications and telecommunications linking Russia and Europe. Implementation of that strategic line in the Region’s development would considerably improve the investment climate in the Region and ensure the Region’s reliable communication with the rest of Russia and greater efficiency of command of the military units deployed in the Kaliningrad Region.

For actual achievement of the above objective, it is necessary to:

· Integrate the Kaliningrad Region’s electric communication systems with Russian national systems by means of laying of Kaliningrad – Saint Petersburg optic fiber communication lines across the bottom of the Baltic Sea or by means of connection of the Kaliningrad Region’s networks to the Trans-European optic fiber line belonging to Links Telecom (that line is currently under construction);

· Expand the capacity of the telephone network of the city of Kaliningrad and the Region as a whole through introduction of new technologies, construction of optic fiber communication lines to link all the district centers and regional-jurisdiction cities with the Region’s capital, use high-capacity modern optic fiber communication lines and digital telephone exchanges whose number capacity can be gradually built up;

· Establishment of an air-and-cable television network through further upgrading of the cable television system and construction of a new TV station.

The Communication and Telecommunications section, just like sections related to other aspects of infrastructure, has been included in the Federal Goal-Oriented Program for Development of the Kaliningrad Region. Yet, in addition to allocation of budgetary funds private investment is required for adequate development of telecommunications.

5.3. The Agrarian Sector

The 1990s saw a considerable drop in agricultural production in the Region, greater than the national average. The Region’s exclave situation had a role to play in that. Also, the agrarian sector was exposed to competitive pressure on the part of imported foods (which were imported duty-free) and that also was one of the factors that brought about the greater-than-the-average recession in that sector.

In 2000, the gross volume of agricultural production in the Region amounted to 3.8 billion rubles (less than 150 million USD), 0.4 percent of the total volume of agricultural production in the Russian Federation (while in 1990 the Region accounted for 0.65 percent of the output of agricultural produce in Russia). In the same period, the Region’s share in the Russian Federation’s population grew from 0.59 percent to 0.65 percent, so in per capita output of agricultural produce the Region which used to have one of the best showings in the country is now below the average.

In the 1990s, there was a dramatic decrease in the livestock population and reduction in acreage of farmland used for growing of grain and fodder crops. Output of both animal husbandry produce and grain dropped. Output of vegetables and rape has been increased, however. In 2000, there was a bumper crop of potatoes. There was a slight growth in agricultural output in 1999 (by 1 percent) and in 2000 (by 3.5 percent). However, that growth is hardly of a sustained nature and there has not been sufficient investment.

Availability of technical equipment in agriculture has gone down by over 50 percent. While in 1990, 9.8 thousand tractors were in use in the Region’s agricultural sector, early in 2001 they only numbered 3.3 thousand; the number of grain harvesters dropped in that period from over 1.5 thousand to 710. In the past few years, practically the entire infrastructure of the agrarian-industrial complex (agrochemistry, maintenance of agricultural machinery, amelioration services and rural construction) has disintegrated.

The drop in output of animal husbandry products (the Region’s principal agricultural specialization) has resulted in many farms finding themselves in a difficult financial situation (around one-third of these are presently on the verge of bankruptcy). While crop farming has been profitable, production of each and every kind of animal husbandry produce was unprofitable as of 2000.

As a consequence of the above, in spite of favorable natural conditions and availability of hands (the Region’s rural populace has been growing, though the number of persons actually doing farm work has been diminishing) output of farm produce in the Kaliningrad Region is insufficient and much of the food which could be produced locally has to be imported.

Some of the farms have managed to adapt to the new conditions and market reforms, but the situation of most has been getting ever worse. If the situation is to be stabilized, nationwide measures for solution of the agrarian sector’s problems are needed. However, in the Kaliningrad Region’s case, a comprehensive federal program for development of agriculture is needed and also a regional program based on it.

Unlike infrastructure issues, handling of the agrarian sector problems is mostly the responsibility of the regional authorities. The Region’s Administration has prepared a Comprehensive Regional Program for Stabilization and Development of the Agrarian Sector in the Kaliningrad Region in the 2002-2005 period, which is to be seen as progress in itself. That program provides for investment in the amount of 5 billion rubles, which is primarily to be used for technical re-equipment of the agrarian sector, introduction of new technologies, subsidizing of certain types of produce and amelioration work. The program has not been adopted yet and the measures provided therein have not been financed to a full extent.

Allocations from the regional budget for of the agrarian sector have been increased. In the 2002 budget, 203 million rubles has been allocated for that purpose, 120 percent more than in 2001. Under the Federal Goal-Oriented Program for Socioeconomic Development of the Kaliningrad Region in the 2002-2005 period, allocations from the Federal Budget are to amount to 476 million rubles.

However, the focus is going to be not so much on budgetary financing of the agrarian sector as reformation thereof. Development of agriculture should enter a fundamentally new stage which will include formation of effective proprietors, introduction of new technologies and taking into account of ecological considerations.

The more important measures that need to be taken in that direction are:

· rehabilitation of unprofitable companies;

· starting of a land cadastre;

· establishment of a secondary land fund, including through ejectment of unused land and unclaimed land shares in accordance with the effective legislation;

· upgrading of land relations and creation of favorable conditions for market capitalization of land;

· establishment of a network of agricultural advisory centers to offer advice to both commercial and non-commercial (household) farmers, in particular, on advanced know-how, new machines, technologies, prices and the like;

· organization of training and retraining of personnel with partial financing from the Region’s budget (such training is to be compulsory for experts and CEOs of collective farms).

The above measures need to be worked out on the regional level.

5.4. The Industrial Sector

In the period up till 2010, industrial development in the Kaliningrad Region is to be of a self-regulating nature, though certain ecological and social restrictions are to be complied with. Measures for state (mostly regional, just like in the case of the agrarian sector) support to the industrial sector should be applied on a limited scale and only in cases where solution of social problems and high budgetary efficiency are observed.

Support to and development of business activities in the region require such legal, organizational and economic conditions for entrepreneurs as would stimulate enhancement of production, investment and innovation activities by all economic entities.

For achievement of the above objective, the infrastructure for support of private enterprise should be strengthened organizationally, financially, methodologically and in terms of personnel, for which the following measures are required:

· establishment of a system of state guaranties (warranties) to be granted at financing of priority private-enterprise projects through the Region’s development budget;

· training and retraining of industrial personnel;

· establishment of a regional innovation and technology center (technopark);

· development, implementation and support of integration programs within the framework of interregional and international cooperation (rendering to businesses of specialized services, establishment for that purpose of information-analytical, expert and consulting structures).

In this connection, the normative base of state regulation needs to be updated and the new variation, tested along the following lines:

· reduction of the existing barriers for entry on the market;

· introduction of new systems for registration of businesses and monitoring of business activities;

· removal of such technical barriers as may hamper production or commerce and enhancement of efficiency of the existing certification system;

· discontinuation of redundant and inefficient administrative regulation of business activities;

· reduction of investors’ costs related to authorization and implementation of investment projects.

Most of the above issues need to be handled at submission at the regional level of the existing draft laws, in particular, the Law of the Kaliningrad Region on Industrial Policy and the Law of the Kaliningrad Region on the Kaliningrad Region’s Development Budget and also in development of the [regional] Program for Support of Private Enterprise in the Kaliningrad Region in the 2002-2006 period.

The regional policy of support of industries could be accompanied with:

· development of a system of state orders, that is, annual procurement of produce from industries under regional orders and long-term contracts with guaranteed terms of financing on condition of competitiveness of locally-produced products;

· granting by the regional authorities of guaranties in respect of schemes for attraction of investment in the priority branches of the Region’s economy, branches of industry and specific industries with the industry’s controlling interest assigned to the Region for management for the period the investment is being used;

· privileged regional crediting and insurance of investment projects implemented by such industries as are of a strategic significance for the Region.

5.5. Transformation of the Special 
Economic Zone Regime

One of the principal lines in the federal policy in respect of the Kaliningrad Region should consist in transformation of the Special Economic Zone regime. As has been shown above, in its current state the Special Economic Zone cannot ensure the Region’s adequate development. The problems in need of development can be categorized as follows:

Customs benefits

Since several customs benefits are the only aspect of the Special Economic Zone regime which does actually work, the prospects of the SEZ functioning are mostly related to these. In spite of the limited nature of the existing benefits (as compared both to provisions of the Law on the Special Economic Zone in the Kaliningrad Region and to the list of goods to which benefits are applied) those benefits still exert a considerable influence on the Region’s development. For that reason, that issue has been the subject of heated debates.

There are at least three possible ways of handling the problems related to the exiting customs duty benefits. The first one could consist in withdrawal of those benefits in the near future, the second one, in preservation of the SEZ regime in its present form and the third one, in transformation of the SEZ regime with gradual withdrawal of the customs benefits (this process could be spread, say, over a ten-year period) or gradual replacement of the existing tax benefits with new ones within the framework of the SEZ regime.

Withdrawal of the customs benefits in the near future is hardly possible. On the one hand, an instant radical change of the existing situation would bring about an abrupt worsening of the socioeconomic situation in the Region whose economy has been adapted to the customs-free zone regime (this applies only to trading companies, but also industries). Consequently, additional allocations from the federal budget would be required. 
 On the other hand, abolition of the SEZ regime would meet with a negative response on the part of investors and would be seen as another manifestation of instability of Russian legislation. Yet, that scheme has advantages of its own: its implementation would be a move towards unification of Russia’s economic space and reduce motivation for smuggling.

Preservation of the SEZ regime in its present form is the simplest solution from the point of view of the federal authorities. It has but one advantage: with that approach implemented there would hardly be any radical worsening of the socioeconomic situation in the Kaliningrad Region. At the same time, no radical improvement is to be expected, either, and the Region’s development potential would remain untapped.

Transformation of the SEZ regime could be an optimum solution. There are different ways of doing it, though. One matter to be decided upon in respect of the SEZ is whether or not the existing customs benefits need to be fully withdrawn in a few years, say, in ten years. It is to be remembered that those benefits are presently enjoyed by two different types of taxpayers, namely, trading companies and manufacturers.

Withdrawal of customs benefits currently granted to trading companies may in a long-term prospect bring about price rises in the Region and also loss of a large number of jobs in that branch of the Region’s economy (that is, have a detrimental effect on the current sociopolitical situation, as has been pointed out above). In a medium- and long-term prospect, negative consequences of withdrawal of benefits to trading company could be compensated by a general improvement of the economic situation in the Region (with new investments attracted, new jobs could be created in production, industries providing the Region with consumer goods could be developed). This means that withdrawal of customs benefits granted to trading companies is, in principle, feasible.

Feasibility of withdrawal of customs benefits granted to manufacturers is far less obvious. Thanks to those benefits, a number of new industries have emerged in the Kaliningrad Region (in particular, furniture industry). Many of these cannot survive without customs benefits. Even if additional measures to stimulate investment activities are introducer in the Region, that is hardly going to improve those industries’ situation. So, there is every reason to believe that the customs-free zone regime for manufacturers should be preserved. For the sake of stimulation of influx of investment into the Region, the customs-free zone regime for manufacturers could also apply to newly-established industries. It would be unreasonable, though, to grant customs benefits to manufacturers whose produce is in high demand on Russian and international markets even without these (industries in power generation, fuel production, iron-and-steel industries, nonferrous industries, excise goods production and production of arms and military equipment).

Speaking about customs benefits, it is to be noted that the Kaliningrad Region’s being separated from the rest of Russia gives it an advantage in respect of functioning of the customs-free zone there. Since there is a customs border, it has been possible to apply the customs-free zone regime to the entire territory of the Region, something which cannot be done in any of the other constituent members of the Russian Federation, with the exception of the Sakhalin Region.

Administrative Privileges

Past experience in functioning of the Special Economic Zone in the Kaliningrad Region has shown that customs benefits are not enough for attraction into the Region of investment. So, additional measures for encouragement of investment need to be taken. Those may include administrative measures alone or administrative measures in combination with economic (tax) stimuli.

It is yet difficult to say whether or not the measures currently taken nationwide to improve the investment climate in Russia in general (such as adoption of the new Law on Registration, the Land Code and the section of the Tax Code on taxation of profit) will be sufficient in the Kaliningrad Region’s case. So, it seems reasonable that a number of additional measures to encourage private enterprise and remove administrative barriers should be taken in the Region.

First and foremost, this concerns more purposeful and consistent implementation of the following measures:

· introduction of a simplified procedure for authorization and approval of design documentation prior to beginning of implementation of the project;

· discontinuation or further simplification of licensing;

· limitation of the number of checks of businesses by various state control authorities (for instance, a regulation could be set to the effect that only one check a year [necessarily a comprehensive one] can be held at a company and that that check cannot last over two weeks;

· introduction of a simplified visa regime for foreign investors and persons working in the Region;

· permission for foreign banks to establish their branches.

· Federal administrative measures to encourage investment should be complemented with measures taken on the regional level. It is necessary that regional normative acts be adopted on:

· such licensing as is under the regional authorities’ jurisdiction;

· expansion of opportunities for participation in privatization of regional property (for foreigners among others);

· establishment of a regional advisory (supervisory) council from among investors;

· establishment of a transparent system of ‘individual monitoring’ of major investment projects effected in the Region (for that, adoption of a regional law providing for the monitoring procedure may be advisable).

Limitation of economic measures with political ones has its merits and demerits. On the one hand, administrative measures do not affect the budget (they neither increase the spending, nor reduce the revenues). On the other hand, administrative privileges may be insufficient for a radical improvement of the investment climate in the Region, so granting to investment of tax benefits (with introduction of the related provisions in legislation) may also be needed. Tax benefits may be instrumental in stimulation of influx of capital into the Region, however, there is the danger of use of tax benefits for purposes other than the legally provided for, a repetition of the ZATO syndrome.

Tax Benefits

In respect of tax benefits, just like in respect of customs benefits, three different solutions are possible. The first one could consist in absence of any special tax benefits (merits and demerits of such a solution were discussed above). The second one could consist in granting of tax benefits as provided for by the federal legislation, for instance, in accordance with the already drafted Federal Law on Free Economic Zones and the corresponding draft amendments of the Tax Code and the Customs Code. The third solution could consist in turning of the Kaliningrad Region into an offshore.

The latter scheme presupposes non-levying of any of the federal taxes and duties (in such case, a special tax regime should apply to companies registered and active in the Kaliningrad Region and also to individuals permanently resident in the Kaliningrad Region), setting of a special procedure for registration of taxpayers, introduction of a customs border between the Kaliningrad Region and the rest of Russia and treatment of supplies of goods/jobs/services from and into the Kaliningrad Region as import/export from abroad, adoption of such decisions as would radically facilitate conduct of business in the Region and change in the criteria of residency for both corporations and individuals.

Turning of the Kaliningrad Region into an offshore may bring about a considerable economic growth in the Region. However, such a scenario of development of the Special Economic Zone also has many disadvantages, such as extreme difficulty of realization from the legal point of view (it is not improbable that amendment of the Constitution of the Russian Federation may be required
), negative international attitude to offshores and unpredictability of economic consequences such a development might have for other regions of Russia. And, last but not least, such an individualization of the relationship between the federal authorities and the Region may create a dangerous precedent: many others will be willing to have the Constitution of the Russian Federation rewritten and special statuses granted also to other regions (each constituent entity of the Russian Federation is unique in some way or another, and that may be seen as a pretext for requiring of special privileges).

At present, particularly popular is the idea that for the sake of attraction of investment the Kaliningrad Region should be granted additional tax privileges, however, of such a kind as to preclude turning of the Region into an offshore. That scheme is also provided for in the Concept of Federal Socioeconomic Policy towards the Kaliningrad Region. However, there are still differences as to the nature of such tax privileges.

One of the possible choices could be the set of privileges provided for by the above-mentioned package of draft laws on free economic zones. It includes:

· exemption from payment of the profit tax to budgets on every level for five years from the beginning of implementation of the investment project and in the subsequent two years, levying of that tax at a 50-percent rate;

· for companies exporting 80 percent or more of their output, non-levying of the profit tax to the regional and local budgets (throughout the time of functioning of the Special Economic Zone).

Other schemes of tax benefits may also be possible, especially if the Law on Free Economic Zones and the corresponding amendments of the Tax Code and the Customs Code are not passed. In that case, at least two ways of granting of tax benefits may be possible. Either the federal legislation (the Tax Code) may permit an exception in respect of regional portions of the benefit tax (granting the region the power to reduce its portion of that tax down to a zero rate) or the Region's authorities may be empowered to take a decision on returning of the collected tax amount to investors (other than the officially permitted reduction of the rate of a regional portion of the tax rate from 14.5 percent to 10.5 percent).

Simultaneously, the federal authorities could pass a decision on compensation from the federal budget to the regional budget of the amount of revenues thus lost. There are two ways of doing that. Such compensation could be done either through granting to the Kaliningrad Region of subventions or through a certain modification of the mechanism of inter-budgetary relations, in particular, through treatment of the profit tax revenues as zero in calculation of the gross tax revenues for the purpose of distribution of transfers from the Fund of Financial Support to Constituent Entities of the Russian Federation (under such a scheme, the volume of additional financial aid would exceed the regional budget’s actual loss of revenues from the profit tax).

Privileges in respect of the profit tax should be complemented with privileges in respect of the regional tax on corporate property and the road tax.

At the same time, introduction of tax benefits is a difficult measure which requires efficient state administration and, more important still, efficient tax administration. Before any tax benefits can be introduced, a number of rather difficult problems need to be solved.

Firstly, granting of tax benefits could turn the Kaliningrad Region into another offshore, and not an offshore of the type discussed above (one formed and supervised by the authorities) but such an offshore as would emerge sporadically due to the authorities weakness and inability to exercise due control over economic activities in the country’s territory. In such a case companies that are granted privileges would merely be registered in the Region but would actually do business outside it. To prevent such a situation, an adequate system of administration needs to be established, one which would permit monitoring of the actual flow of goods (corporations could also be required to carry out their activities only in the territory of the Kaliningrad Region). There is also another question (though closely intertwined with the above one): should entitlement to privileges be based on a territorial or on a functional principle, that is, should tax benefits be granted in specific areas or should they be granted to investors based in any part of the Region provided those investors meet certain criteria (in particular, those related to the amount of investment)? From the point of view of administration, the former scheme is much simpler, but under the latter scheme investors would enjoy a freedom of choice in optimum location of the business.

Secondly, granting of tax privileges in the Kaliningrad Region would artificially increase Kaliningrad businesses competitiveness as compared to that of businesses situated elsewhere in Russia. Considering that the share of manufactured products in Russian exports is rather low, that problem would not be so acute if produce of Kaliningrad industries were to be exported abroad. However, if such goods are to be delivered to other regions of the Russian Federation, Kaliningrad manufacturers should have no tax privileges. Since the currently adopted accounting methods do not permit drawing of any distinction between profit drawn abroad and that drawn on the domestic market (so, levying of tax on part of the profit is impossible), requirements should be set in respect of the share of output the industry should export abroad (or market in the Kaliningrad Region itself) to be entitled to benefits in respect of the profit tax.

Thirdly, the range of industries that can be entitled to profit tax benefits should be limited. Obviously, power-generating industries, fuel-producing industries, iron-and-steel and non-ferrous industries, industries producing excise products and manufacturers of arms and military equipment should not be entitled to preferential treatment in taxation. The exact list of types of industries which may be established in the Kaliningrad Region in future can hardly be drawn.

Fourthly, the optimum quantitative parameters of tax benefits need to be set. If the benefits are insufficient, no investors would be attracted to the SEZ, if they are excessive, there would be unjustified loss. Taking into account that stability of legislation is an essential prerequisite for successful functioning of the SEZ (the legislation in respect of the SEZ should remain stable for at least a decade), opportunities for experiments in that area are but limited.

5.6. The Public Sector of the Region’s Economy

In conditions of insufficient revenues from taxes, of particular importance to the credit side of the Region’s budget are non-tax-related revenues whose amount depends among other things on efficiency of management of regional property.

It is important that work on a register of regional property is completed. The next move could be analysis of efficiency of utilization of state property by state-run unitary companies domiciled in the Region. On the basis of the outputs of such analysis, decisions could further be taken on whether or not each of such companies should be allowed to remain in its present form.

From the point of view of budgetary revenues and hence efficiency of management of state property, the issue of reformation of state-run unitary companies (SRUC), both those under federal and those under regional jurisdiction, and enhancement of their efficiency is of great importance in the Kaliningrad Region.

If some of the companies in the Kaliningrad Region should remain within the public sector the Region’s authorities need to work out clear-cut criteria in respect of establishment and operation of such companies and also in respect of advisability of assignment to them of certain standard duties:

· use of such property as cannot be privatized under the law, including such property as is required for ensuring of national security, functioning of certain means of transportation or all of these or for realization of other strategic interests of the Russian Federation or the Region;

· activities related to handling of important social issues, in particular, sale of certain goods and services to the Region’s residents at social prices;

· manufacture of produce which has been removed from general use or whose use has been subject to limitations;

· conduct of subsidized types of business, inevitably loss-making production.

Similar measures should be taken in respect of the Region’s shares in joint-stock companies’ capital. On the basis of outputs of analysis of efficiency of economic activities by companies owned by the Region, decisions should be taken on:

· retention of the company’s shares in the Region’s possession;

· assignment of title to the shares to a sub-federal or municipal level;

· privatization of the company; or

· liquidation of the company.

Should it be decided that the shares should be retained in the Region’s possession, the authorities should formulate in respect of each object of management/group of objects of management the purpose of such retention, which should subsequently be seen as guidelines by the persons engaged as managers. The way for attainment of that objective should be defined in the course of the adopted procedure for selection of the manager (with such selection mostly done on a competitive basis) and specified in the contract.

To ensure effective control of the activities of companies and institutions remaining under the regional authorities’ control, uniform mechanisms and forms of monitoring of such companies’ activities need to be developed and the related database created before the end of 2002; also, analysis of performance and efficiency of the public sector needs to be carried out on a regular basis.

Should such companies’ activities be incompatible with the duties assigned thereto, such companies can be transformed into joint-stock companies (or the related public property can be privatized), restructured, assigned to municipalities or liquidated.

Separately, a scheme can be considered for placement of real estate of health care and educational institutions (on a commercial basis) in trust with specialized firms/funds. (International experience shows that such schemes are quite effective.)

Also important for enhancement of efficiency of management of regional property is development of uniform approaches to various forms of transformation of forms of ownership (privatization, nationalization/municipalization and bankruptcy in the form of assignment by debtors of their shares to the Region.) Privatization and bankruptcy should necessarily be accompanied with reformation of the bankrupt companies.

Priority objectives in transformation of ownership are: stimulation of economic growth in the Region, accumulation of investment resources for the real sector of the economy and harmonization of the interests of the Region/the state, private capital and residents in the Region.

Whichever transformation option is chosen, all those willing to take part in privatization should have access to capital/property, including private persons and the companies’ personnel. Protecting current and strategic interests of workers and owners of private capital, the regional authorities gain an access to such real financial resources as are in their hands.

There may be the following reasons for transfer of title to private businesses/joint-stock companies to the Region:

· strategic importance of facilities owned by such businesses for functioning of life support systems in the region/district/city;

· potential opportunities for a considerable increase in the local budget’s revenues through the facility’s becoming state property;

· use of property for purposes other than provided for;

· inefficient management of businesses which are of much importance to the region;

· high social significance of the business (it having a status of a city-forming company or budget-forming company in the municipality).

The many major companies in the Region are presently heavily in debt to the budget. The authorities’ attempts to use compulsion in collection of such debts through unconditional debiting of tax arrears and institution of bankruptcy procedures against debtors have been unsuccessful since the recovery is usually against debtors’ property, which is in low demand, if any. A solution to that problem may consist in rendering of state support to companies with the use of mechanisms of capitalization and conversion of their debts. The mechanism of restructuring of companies’ debts (accounts payable) permits conversion of part of that debt into the Region’s shares and re-accounting of the rest as debt proper. Under such an approach, instead of deferral of repayment of debts or introduction of an installment plan for such repayment, the debt is converted/capitalized into public property with the corresponding amount of accounts receivable written off simultaneously.

5.7. Financial Institutions

Another task the Region’s authorities currently face consists in ensuring proper financial and investment support for development in the Kaliningrad Region. Such a support is financed out of the budget and non-budgetary sources available in the Region, investors’ own funds and borrowed resources.

The more important sources of investment in the real sector of the Region’s economy are:

· private citizens’ funds borrowed through placement by the Region’s authorities of special issues of bonds (housing bonds, industrial bonds, construction bonds, health care bonds and the like);

· international organizations funds allocated for financing of specific programs (ecological, cultural health care and the like);

· funds of private investors, including foreign ones.

If the borrowing effort in the Kaliningrad Region is to be a success, such financial institutions (of different types) need to be established as would specialize in accumulation and purposeful use of funds in the interests of development of the Region’s economy.

For the purpose of attraction of long-term investment, a regional collateral mechanism needs to be created. Such a mechanism could function:

· in the form of pledging of such pieces of property as are either owned by companies or managed by them (provided the actual owner’s consent has been secured);

· in the form of pledging of property belonging to the Region or to municipalities (in place of or in addition to pledging of companies) as a guaranty of performance by the company of obligations assumed by it at drawing of a lawn or receiving of investment;

· on the basis of economic use of land (issue of land bonds).

In this connection, the Region could establish a Regional Collateral Fund which would include all the units of regional property, parts thereof and property values which the regional authorities would be in a position to assign on certain terms as a pledge to such companies as are of a strategic significance to the Region.

In addition to that, for the sake of attraction of non-budgetary investments to the Region it is advisable that the mechanism of a Fund for Insurance of Investments and Compensation of Interest Rates be developed and introduced no later than in 2003. That would permit reduction of the risks borne by investors, both domestic and foreign, and launching in the near future of a number of priority regional projects whose commercial efficiency is going to be comparatively low.

The regional Development Budget which is going to be formed in the regional budget starting from 2003, is also expected to be an important financial mechanism to ensure multiplication effect in increment of investment. Introduction of such a budget would permit a switchover from direct financing of capital projects within the framework of the regional goal-oriented investment program to lending of funds at an interest, with the term of loan specified (on the local levels) for financing of socially significant projects and also introduction of a methodologically new mechanism of budget guaranties.

On the whole, the infrastructure and principal branches of the Region’s economy correspond to the objectives set for development of the Kaliningrad Region. The required alterations in their organization and operation can be secured through market activities and regulation on the part of federal and regional authorities.




� The point was corroborated early in 2001 when Section II of the Tax Code was enacted. Tax benefits were withdrawn in accordance with provisions thereof and the situation in the Region became critical. the State Customs Committee of the Russian Federation issued Decree No. 01-99/1405 of December 27, 2000 on Application of Provisions of Section II of the Tax Code of the Russian Federation in Respect of Customs Regimes, under which the customs privileges formerly granted at import of goods produced in the Kaliningrad Region into mainland Russia were withdrawn, as a consequence, production at many industries in the Region was very nearly stopped.  


� In our opinion, any amendment of the Constitution of the Russian Federation in the near future is very undesirable for political considerations and hardly practicable.
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