
Part 1. 
Creating Favorable Environment for Investors: an Integrated Approach. the Novgorod Oblast Experience

Introduction

The implementation of measures aimed to increase the investment attractiveness of a region is a topic, which has interested economists for a long time. At the same time, there exist problems associated with the limitations set by the national legislation and the existence of the general problems of infrastructure, business culture, political and social stability and related limitations. 

Yet in the century before last, J. von Thuenen
 established the hypothesis that it is possible to determine an optimal location for an enterprise basing on the examination of different factors (first of all, of geographical nature). Later, M. Weber
 presented the most complete theory of optimization as concerns the choice of location for enterprises. A. Lesh
 paid attention to the institutional factors of the location of enterprises, for instance, the tax system, the state policy as concerns the promotion of competition and informational transparency of markets for potential investors. 

As Russia started its transition to market economy in the early 1990s, there became popular concepts of the development of “free economic zones.” In fact, these zones were viewed as territories, which were granted legal rights to be exempted from many taxes and levies, or where were set special lower rates of taxes. Primarily, maritime regions and cities requested such a status. Their key requirement was the exemption from customs duties on imported goods. However, the Russian government soon realized that the creation of such internal offshore zones not only undermined the revenues of the state budget, but was also unfair as concerns other regions, which failed to successfully lobby for such a regime. Besides, no example of successful economic development of an offshore zone was registered during the time they existed in the post-reform Russia. 

Studies related to the investment attractiveness of regions (L. Vardomski
, N. Zubarevich
, O. Kuznetsova
, etc.) were mainly focused on the analysis of objective regularities of regional economic development related to the respective economic and geographical location, natural and climate conditions, state of economy, development of infrastructure, etc. A special attention was also paid to the regional component of the federal tax and budgetary policies, and the tax and budgetary policies pursued by the regional authorities. In this relation, the TACIS project “An analysis of the development trends in Russia’s regions
,” the World Bank project “Russian regional finance reform,” the CEPRA project “Typology of Russian regions
,” etc. are to be mentioned. 

At the same time, not-budgetary components of regional development are also important. Even perfect tax and budgetary policies may fail to facilitate the attraction of investment in case such important prerequisites as social and political stability, guarantees of basic human rights, inviolability of person and property, informational transparency, effort on the part of regional authorities, etc. are lacking. The most interesting key studies dedicated to the role of institutions per se is “The rise and decline of nations” by M. Olson
, who explained that economic growth is generated by the conditions facilitating the growth of distributional coalitions and special interest groups, and works of D. North
. According to a hypothesis presented by V. Mau, K. Yanovski, P. Hobson, et al. in “Political and Economic Problems of Russia’s Regions,
” the approach suggested by M. Olson and D. North may be used not only for inter-country comparison, but also in order to compare different regions of the same country. The differences may be of special importance in unstable transitional economies (as in Russia). Both in Russia and in other countries, there are often calculated rankings of countries and regions based on the presence / absence of different institutions and quantitative evaluation of the levels of development of institutions. The most well known ranking of countries is the annual ranking presented by the Heritage fund. In Russia, the Ekspert magazine annually publishes the ranking of Russia’s regions with regard to their investment attractiveness.  There are also certain problems. They are mainly related to the formalization of institutions and discrepancies generated by the use of subjective expert evaluations.

In this relation, the successful experience of the Novgorod oblast attracts special attention.

The Novgorod Oblast is known as a region, which dynamically and successfully attracted investment and sustained economic growth in the second half of the 1990s. At the same time, the way chosen by Novgorod the Great principally differs from the ways chosen by other regions. Novgorod the Great did not attempt to create an internal offshore (many other regions sought to reduce local taxes to zero and substitute them with a non-recurrent, although rather considerable, registration fee), did not tried to obtain various tax and customs preferences from the federal government, did not guarantee the repayment of credits granted to enterprises situated in the oblast.   

The initial conditions of the region were rather unfavorable. A characteristic feature of the oblast was a rather low investment potential: it was ranked 66th among all subjects of the Russian Federation. This general ranking comprised the region’s 77th place in terms of natural resources, 65th place in terms of industrial potential, 63rd place in terms of consumer potential (a narrow regional market). In contradistinction to many other regions, the Novgorod Oblast has no enterprises of the raw materials sector (oil and natural gas extraction, processing of aluminum, etc.) associated with high export revenues. The Novgorod Oblast is rather remote from large megalopolises, which could employ the region’s residents and provide a market for the oblast’s agricultural produce. The region also lacked modern enterprises producing competitive goods.  

The regional administration has focused its effort on the creation of an optimal investment climate, guarantees of fair play rules, exclusion of situations where public officials could racket businesses. The political stability also was a positive factor, since no cases of voluntarism, manipulation of elections, or infringement on civil rights were registered in the region.  

The region actively pursued the policy of creation of new (in contradistinction to the modernization of old) enterprises. This policy resulted in higher tax revenues of the regional budget, and, therefore, allowed to meet regional social obligations, implement the structural reform of employment, alleviate the burden of the budgetary support of ineffective enterprises. 

Key aspects, inferences, and outcomes of the Novgorod’s experience of attraction of foreign investment in the region, as well as recommendations on ways and means aimed at the general enhancement of investment activity and better investment regional policies are presented below. The Pskov oblast neighboring on the Novgorod oblast is analyzed as a comparable region. 

The authors express their gratitude to O. V. Kuznetsova and D. V. Nenashev for their valuable advice and specifically note the attitude and informational openness of the Novgorod oblast administration, which has greatly helped the authors to collect the necessary information.    
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