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1. The main objectives of the study

This study analyses the Kaliningrad region from the EU investors point of view, and deals
with the following issues in particular:

aneed to organise a‘ Guichet unique’ dealing with the EU investors,

aneed to establish a European Information Centre,

aneed to found the Kaliningrad Business Club,

aneed to intensify the twinning of chambers of commerce,

a need for Kaliningrad to offer tax incentives and allocation facilities for foreign
investors, and

the analysis of the new law on the Kaliningrad special economic zone and its impact

on foreign investment inflow into the Kaliningrad region.

In order to better comprehend the challenge the Kaliningrad region faces in attracting foreign
investments, a brief overview on the recent development of the foreign investment in
Kaliningrad is given. Thereafter, the author deals with the issues mentioned above.

This study is based on the statistics, earlier reports on Kaliningrad, and the interviews
conducted in Kaliningrad and Moscow in May 2006°.

The implementation of this study is supported by the fact that the author has followed the
development of the Kaliningrad region since the end of the last decade. Moreover, the author
acted as a short-term expert of the Russian-European Centre of Economic Policy (RECEP)
funded by the European Commission last autumn. This assignment was dedicated to
analysing the impact of the EU enlargement on the socio-economic development of the
Kaliningrad region and the effect of the bill on the special economic zone to the investment
inflows into the region (see Liuhto, 2005a).

2 The author wants to express special thanks to Minister Mikhail Plukhin and Minister Felix Lapin of the
Kaliningrad region.



2. A brief overview on the recent development of the foreign direct
investment in the Kaliningrad region

By the beginning of 2005, nearly 2500 companies with foreign capital participation have been
founded in the Kaliningrad region. The investors from neighbouring Lithuania and Poland,
and Germany are behind the majority of these foreign-owned companies. A quarter of the
foreign-owned firms had a Lithuanian investor. Another quarter had the Polish investor
participation. The Germans were involved in 15 per cent of the enterprises with foreign
capital. Although two thirds of the foreign-owned enterprises are run by the investors from
these three aforementioned countries, their share of all the foreign investments is altogether
just around a quarter. In other words, though entrepreneurs from these three countries are
active in establishing a firm in Kaliningrad, their investments are smaller than investments

from other countries on average®.

Prior to the year 2001, the foreign investment inflow into Kaliningrad was very modest. The
annual inflow was on average less than USD 20 million. After 2001, the foreign investment
inflow has been three times higher, around USD 60 million per year. In 2005, it reached a
new record — USD 75 million. By the beginning of 2006, the accumulated foreign investment
stock amounted to some USD 160 million (see Appendix 1/ Table 1).

A half of the foreign investment stock can be classified as a foreign direct investment (FDI).
Less than 10 per cent of the stock is portfolio investments, while the remaining 40 per cent
consist of trade credits and loans. One has to remember that trade credits and loans have to be
paid back and portfolio investments are seldom long-term investments. Thus, the FDI gives
the most appropriate picture about the real effect of foreign companies to the region since
their impact isusually along lasting. Hence, a more detailed analysis on the FDI development

isgiven.

A decade ago, the FDI inflow exceeded USD 20 million, which was probably due to the fact
that alaw on the Kaliningrad special economic zone (SEZ) came into force in 1996. In 1997-
1998, the FDI inflow slowed down to some USD 10 million per year. During the period 1999-

3 Smaller average investment in the nearby marketsis a dominating trend in the international business.



2002, the FDI flow dropped to only USD 5 million per annum, reflecting than the 1996

special economic zone had not fulfilled all the expectations set for it.

In 2003-2004, the FDI inflow started to recover fast but already in 2005 the FDI inflow
decreased by close to 20 per cent. The eastern enlargement of the EU was not behind thisdrop
but the postponement of a new law on the Kaliningrad SEZ, because several investors waited
for the new law to come into force. Asthe new law on the Kaliningrad SEZ came into forcein
April 2006, one may anticipate a positive FDI development from now on as investors may go
forward with those investments they have postponed earlier. A more detailed analysis on the

impact of the new SEZ law on the foreign investment is provided at the end of Chapter 3.

In 2005, the Kaliningrad region’s total investments, including the domestic ones, were around
USD 600 million. Thus, the share of the FDI in the overall investment activity of the region is
some 3 per cent, indicating that the role of foreign firms in Kaliningrad is still less significant
than elsewhere in Russia or the countries surrounding Kaliningrad. According to the
UNCTAD (2005), the FDI inflow accounted for 11 per cent of gross fixed capital formation
in Russiain 2004. The respective figure for Lithuaniawas 16 and for Poland 15 per cent.

Last year, financial services represented nearly 40 per cent of the annual foreign investment
inflow. Trade accounted for a quarter and foodstuffs some 15 per cent of the foreign
investments. These three sectors dominated the foreign investment inflow that year. They

covered almost 80 per cent of the foreign investments in 2005 (see Appendix 1/ Table 2).

The foreign investment into the hotels and restaurants were very modest, less than USD 3
million in 2005. Such insignificant investments into tourism indicate that the Kaliningrad
region is not becoming the Russian Riviera in the short-term, though Kaliningrad’s location
and extremely beautiful beaches offer it an excellent natural basis for developing a tourism
industry®. Despite the excellent starting point, aforeign tourist in Kaliningrad is till rare.

* The coastal line from Yantarny via Svetlogorsk to Zelenogradsk offers potential basis for a mass tourism,
whereas the Curonian Spit provides marvellous condition to the environment-oriented tourism.



In 1997, some 50,000 foreign tourists visited the region. In 2005, the number of foreign
visitors was approximately 75,000. A half of the foreign visitors arrive from Germany>,
referring to the fact that Kaliningrad is rather unknown tourist site elsaswhere in the EU.
Estonia with less favourable environmental conditions for tourism hosts annually some 40
times more tourists than the Kaliningrad region. Obviously, foreigners are not familiar with
the region’s tourism potential, the tourism-related infrastructure is underdeveloped and the
visa regime complicated (see Appendix 3/ Tables 6 & 7).

The unfamiliarity could be reduced by advertising the region more vigorously, particularly
towards the tourist agencies in the Baltic Sea region. Moreover, one could think of inviting
foreign journalists specialising in tourism for ‘a prepaid study tour’ in the region. The
regional administration should prioritise its infrastructure investments to the airport buildings,

particularly the foreign terminal, and the passenger terminals at the maritime port.

The unilateral abolishment of the visas allowing the EU citizens to stay up to two weeks’ in
the Kaliningrad region would without no doubt cause a positive impact on the economic
development of the region’. Although the general visa regime between the EU and Russia
develops towards a positive direction, a special treatment of the EU citizens in Kaliningrad
would definitely benefit the region, and reduce a risk that this Russian enclave would drop
from the general development trend of the Baltic Sea region, and thus, become a socio-
economic problem zone ‘inside the EU'.

All in all, over 35 countries have invested in Kaliningrad. The EU represents over three
guarters of the foreign investment in the region. Cyprus alone accounts for a third of the
foreign investment. As the majority of the Cypriot investments are Russian by origin, the real
amount of the foreign investment in Kaliningrad is presumably not more than USD 100

® Some German tourists or their ancestors probably used to live in Kaliningrad prior to the WWII. Here, one
should not forget that the Russian emigrants, who nowadays carry the German passport, may also have found the
Kaliningrad region as the closest place to spend their holiday in their former Fatherland. A more detailed study
on the effective ways to increase tourism in Kaliningrad might provide utmost important information to
develop the regional economy, and furthermore, to integrate Kaliningrad towards the EU via increasing
tourist flows.

® In the spring 2005, the Kaliningrad region introduced a new visa procedure, i.e. aforeign tourist may receive a
short-term visa up to three days at the border, if he/she has been invited by a Kaliningrad organisation or citizen.
Even if thisis a step forward, the invitation requirement makes the procedure a bit complicated.

" A calculation exercise: should the Kaliningrad region receive annually 300,000 foreign tourists, which would
use $ 300 during their stay, the region would collect within one single year more foreign capital than foreign
direct investments during the past 20 years.



million, i.e. the real EU investments are some USD 75-80 million. The amount of the EU’s
real FDI is hence around USD 40 million.

In this context, one should not forget that the amount of both the foreign investment stock or
the FDI stock are very small considering that there are a handful of foreign-owned companies
among Kaliningrad’s 20 largest companies (see Pelto and Heiskanen, 2006). This may refer to
the fact that some foreign investments have been conducted via Moscow, and the statistics do
not necessarily take into account them. Nevertheless, both the foreign investment and the FDI
stocks are small even considering the possible unrecorded foreign investments via Moscow.

Germany, Lithuania and Holland cover altogether approximately 30 per cent of Kaliningrad's
foreign investment. Although Poland’s share of 5 per cent is smaller than one might have
anticipated due to its neighbourhood, it is worth noticing that last year a fifth of new foreign
investments into Kaliningrad came from Poland, lifting Poland the leading foreign investor in
Kaliningrad in 2005. A high proportion of Switzerland indicates that the Russian capital
moves to Kaliningrad not only via Cyprus but also through Switzerland (see Appendix 1 /
Table 3).

The FDI stock in Kaliningrad grew faster than elsewhere in the Baltic Sea region during the
period 2000-2004. The main reason for a higher growth is the low starting point. Though the
FDI stock growth is notably faster in Kaliningrad, the absolute level of the FDI is extremely
modest. Kaliningrad's FDI stock per capita is 7 times higher in the Russian Federation on
average than in Kaliningrad. The difference becomes even more visible when comparing
Kaliningrad with the nearby countries (see Appendix 2 / Table 5).

The FDI stock per capita, for instance in Sweden, is nearly 200 times higher than that of
Kaliningrad. The difference between Kaliningrad and Estonia is close to 80-fold. Here, one
should not forget that some 15 years ago both Kaliningrad and Estonia belonged into the same
country, i.e. their starting point for the economic reform was not so dramatically different.
The FDI stock adjusted to the population size is in neighbouring Lithuania and Poland some
15-20 times higher than in Kaliningrad. When analysing the FDI performance of Kaliningrad,
one should not forget that at least a third of the FDI in Kaliningrad is Russian by origin,
which makes Kaliningrad' s FDI performance even less flattering.



On the basis of the analysis above, one may conclude as follows:
- The FDI stock growth has been notably faster in Kaliningrad than elsewhere in the Baltic
Sea region during the period 2000-2004.

- Despite the faster growth, the FDI stock per capita in Kaliningrad is non-existent compared

with the nearby countries and modest even compared with other Russian regions.

- The Kaliningrad region has not performed well in attracting foreign capital when taking
into consideration the region’s unigue location and its special economic zone operational
since 1996, and the EU coming into its bordersin May 2004.

- Even if Kaliningrad's FDI performance has been modest until now, one may conclude that

the region possesses a lot of unused investment and tourism potential.



3. Developing Kaliningrad’s capacity to attract more investments from
the companies based in the EU

A need to organise a ‘Guichet unique’ dealing with the EU investors. The ‘one counter’
principle would definitely decrease the administrative burden of a new foreign investor and
speed up the investment processes significantly. The investor would save precious time and
the region would benefit due to increasing investment flows leading to faster GDP growth.
The possibility to create a win-win situation is obvious via organising one desk for foreign

investors®,

Here, one should not forget that such a counter for foreign investors has been proposed at the
federal level already a couple of years ago. So far it has not materialised due to a lack of
administrative inertia, i.e. a lack co-operation between the federal authorities. In my opinion,
the Kaliningrad administration due to its homogeneity and smaller size has perhaps better
chancesto form ‘one window’ for foreign investors than the federal administration.

Should the Kaliningrad administration go forward with establishing such a counter, it could
not treat any foreign investor differently, i.e. the organisation of the desk entirely for the EU
firms would automatically discriminate investors outside the Union, and thus make its
justification difficult or even impossible.

In my opinion, the EU should not push for the ‘Guichet unique’ exclusively for the EU
investors, since the EU in any case benefits the most from one desk, as the EU firms are the
main investors in the Kaliningrad region. Even if no special desk would be created for the EU
firms, it would be utmost important to found the counter for all the foreign firms. The natural
placement for the ‘Guichet” would be under the regional administration.

The Union should participate in training of the desk personnel in order to get the desired
outcome out of its operation. Furthermore, the EU should consider funding a EU liason
officer for the desk who should dedicate his/her expertise and time for aiding only the EU

companies.

8 The one window is already in place for the investors, who invest over RUR 150 million, i.e. Kaliningrad's
Ministry of Economy takes care of all administrative needs of the large investors.



Even if the Russian language used in the documentation may slow down the establishment of
a foreign firm, it does not seem a realistic option to require that the documentation should be
allowed in any foreign language, because the Russian is the only official language of the
Kaliningrad region. In fact, if a foreign firm cannot cope with the bureaucracy in the Russian
language, it hardly can conduct successful business in the Kaliningrad region or elsewhere in
Russia. In my opinion, the desk for foreign firms should have a sufficient network of private
firms offering the Russian language services at the highest quality level but on a commercial
basis.

Although the establishment of one desk for foreign investors would aid in solving some
operational obstacles, strategically it would be much more important to strengthen the
promotion activities of the region, and hence, | strongly propose the establishment of the
Foreign Investment, Trade and Tourism Agency under the regional administration of

Kaliningrad.

In my opinion, the EU should seriously consider building of athree-year project on enhancing
foreign investment, trade and tourism in Kaliningrad via supporting an agency specialising in
these spheres. The EU aid should be given to the regional administration in the form of
technical expertise and managerial know-how, and after three years the management take-
over by the regional experts should take place. The Foreign Investors Association and the
Kaliningrad Regional Development Agency could possibly contribute to the process of

building such an agency.

The Foreign Investment, Trade and Tourism Agency could, for instance, provide a monthly
investment review for the EU investors. This ”Kaliningrad-EU investment review”® should
contain the most relevant economic statistics, a briefing on the essential legislative changes,
the main business news, and an expert column. The review should not exceed 10 pages and it
should be trandated at least in English. This investment review should be disseminated free of
charge at least to major champers of commerce within the EU, all the embassies of the EU
member states in Russia, the leading European research institutes on Russia and the major

European companies doing business in the Russian Federation. The agency should also create

® As an example of such areview, see the Baltic Rim Economies review produced by the Pan-European Institute
and distributed to some 4000 organisations and expertsin 80 countries (www.tsefi/pe/bre).



http://www.tse.fi/pei/bre

the foreign investment website of Kaliningrad™, offering basic information on the regional
economy, the core of the business legislation, and a list of new investment projects. The
agency would greatly benefit from the co-operation with similar agencies around the Baltic
Searegion.

A need to establish a European Information Centre: The idea to establish a European
Information Centre in Kaliningrad can be highly recommended since the knowledge on the
EU and the business opportunities provided by the Single Market is still rather limited in
Kaliningrad. The European Information Centre should become a bridge to original
information sources. The Centre should heavily invest on networking with the relevant
organisations within the EU. Besides, the Centre should place a lot of emphasis on the
computer facilities.

Should the Centre focus on aiding the internationalisation of the Kaliningrad firms towards
the EU, the most appropriate placement for the Centre would be at the Kaliningrad Chamber

of Commerce.

However, if the Centre is mainly to deal with the Kaliningrad citizens and their information
needs on the EU, then the most appropriate placement is within two following organisations:
the Immanuel Kant State University of Russia or the Kaliningrad branch of the Academy of
the National Economy under the Government of the Russian Federation, which is under
preparation. In my opinion, the Immanuel Kant State University of Russia is the most suitable
placement™, though the co-operation with the branch of the Academy of the National
Economy under the Government of the Russian Federation is highly recommend after its
possible foundation.

| recommend that the European Information Centre would be placed under the Kaliningrad
Chamber of Commerce, and the I ngtitute for European Studies would be founded within the
Immanuel Kant State University of Russia with recommendation of close co-operation with

10 A Kaliningrad slide package for a foreign investor has been created by the Pan-European Institute and it can
be found at the Institute's website (Liuhto et al., 2005). The existing websites related to Kaliningrad's
investment promotion arerather weak.

" The European Documentation Centre has been operating in the Immanuel Kant State University of Russia
since the year 2000. Also the European Faculty have operated for 7 years in the aforementioned university. In
spring 2006, the European Faculty was closed but a small Centre for European Studies was founded at the
University.
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the Kaliningrad branch of the Academy of the National Economy under the Government of
the Russian Federation. This institute should act as an independent think tank of the EU
affairs in the region. Here one should keep in mind that according to the EU-Russia common
spaces, the Institute for European Studies is to be established under the Moscow State
Ingtitute of International Relations (MGIMO) in Moscow this autumn. In my opinion, the

Kaliningrad region also deserves such a European I nstitute — perhaps more than Moscow.

Both the European Information Centre and the Ingtitute for European Studies should be
funded at least for three years by the EU. The EU should have a strong expert participation in
both of these organisations. The Institute for European Studies should be further aided via a
couple of Jean Monnet professorships. In addition, the exchange of students, researchers and
teachers should be supported particularly with the countries around the Baltic Sea, where the
Kaliningrad’ s main economic relations lay (see Appendix 3/ Table 9)*2.

If the European Information Centre takes the responsibility of supporting the
internationalisation of the Kaliningrad firms, it should design innovative ways to promote the
exports of the Kaliningrad-based firms. For example, one could think of creating a virtual fair
of the Kaliningrad exporters at the website of the chamber of commerce. The virtual fair
should present the mgor exporters of the region in an electronic form, i.e. their main export
goods, financial performance, suggestions for international co-operation, and the contact

information.

A need to found the Kaliningrad Business Club: when evaluating the need to establish the
Kaliningrad Business Club, one should not forget that the Kaliningrad region has already the
Kaliningrad Business Club, the Kaliningrad Chamber of Commerce and the Union of
Industrialists and Entrepreneurs, serving local firms. In addition, the Foreign Investors
Association™ established in May 2005 serves foreign-owned firms operating in the region
(Business Kaliningrad, 2006).

What could be the additional benefit of founding a new unit and what could be itsrole?

12 The Immanuel Kant State University of Russia already at the moment participates in the university network
including some 20 universities around the Baltic Searegion. For more information see http://bsrun.utu.fi
13 For more information, see www.fiak.biz
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One may take as an example the Association of European Businesses in Moscow (formerly
European Business Club), which aims at enhancing the dialogue between the major European
investors in Russia, the leading Russian companies and the Russian Government. The
Kaliningrad European Business Club could operate on the similar basis, i.e. it should unit the
main foreign firms, local enterprises and the regional administration. In other words, the Club
should not limit its activities on developing local business and regional SMEs but its focus
should be broader and much more ambitious.

In other words, instead of becoming a regional think tank, the Kaliningrad European Business
Club should become a discussion forum at the highest regional level, and it should focus on
finding a solution on the major problems that its main interest groups might face. The Club
could also act as Kaliningrad's united business voice towards Brussels and Moscow. In my
opinion, the Foreign Investors Association would be a natural core of the Kaliningrad
European Business Club, if a new club is needed. Otherwise, one should think of

strengthening the activities of the Foreign I nvestors Association.

A necessity to intensify the twinning of chambers of commerce: the twinning is one of the
most effective ways to transfer managerial know-how to the Kaliningrad region and to
promote the region’s investment opportunities abroad. How and with whom the twinning is
carried out depends on the resources and decisions taken by the management of the
Kaliningrad Chamber of Commerce. However, the twinning and its widening are highly

recommendable.

In addition to the twinning, one should consider the idea of the Kaliningrad Chamber of
Commerce to intensify its co-operation with the Baltic Sea Chambers of Commerce
Association. Here one should remember that Kaliningrad's foreign trade is already at the
moment to a large extent carried out with the countries of the Baltic Sea region. It is most
likely that Kaliningrad's foreign trade will also be in the future as much dependent on the
Baltic Searegion as the foreign trade of the Baltic States. Some 60-70 per cent of their foreign
tradeis carried out with other country surrounding the Baltic Sea (see Appendix 4).

A need to offer tax incentives and allocation facilities for foreign investors: in my opinion,
the Kaliningrad region should not offer any additional tax incentives for foreign investors.

The new SEZ law gives already enough tax incentives to run businessin the region. However,

12



the Kaliningrad administration should invest more in developing the infrastructure of the
industrial districts in order to facilitate a foreign investor to find an appropriate location for
starting up industrial production. Moreover, the Kaliningrad administration should create a
list of industrial sites offered for external investors. Moreover, the Kaliningrad region should
allocate free of charge a special expert service, 'an administrative godfather’, to all foreign
investors. The most logical alternative for the placement of the administrative godfather
activities would be Kaliningrad's Ministry of Economy.

The analysis of the new law on the Kaliningrad special economic zone and its impact on
foreign investment inflow into the Kaliningrad region: a the moment, two special economic
zone regimes exist in Kaliningrad.

The first special economic zone was established in 1996, and it is based on the custom
benefits. In other words, a Kaliningrad-based firm does not have to pay import duties, and it
can re-sell the imported goods to the Russian mainland, and thus avoid the federal import
duties, if the commodity classification code has changes at the level of any of the first four
digits, and the share of the value added in Kaliningrad has reached at least 30 per cent. Due to
such a custom privilege, Kaliningrad has become an important gateway to the Russian
mainland, i.e. the Kaliningrad region’s proportion of Russia's total imports (excluding the
CIS imports) was close to 5 per cent in 2004. The benefits provided by the SEZ founded in
1996 will expire by the end of March 2016.

The new SEZ law came into force in April 2006 and the law will be in place for 25 years. The
new SEZ is based on tax benefits. If the new investment exceeds 150 million roubles (slightly
over USD 5 million), a firm does not have to pay corporate income tax of 24 per cent and the
property tax of 2.2 per cent during the 6 years following the investment. After the 6™ year but
before the 13" year of the investment, the firm is given a 50 per cent reduction of both the
corporate income tax and property tax.

What is the impact of the new SEZ on the foreign investment inflows to Kaliningrad?
Some foreign firms which already operate in the region may feel that the legidative change
weakens their competitive position. We have to remember that the average foreign investment

in Kaliningrad is substantially below the limit required by the new SEZ law. The legidlative
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change may push these existing foreign firms to carry out investment exceeding RUR 150
million or force them to leave the market for larger players. Asthe role of foreign investments
in the Kaliningrad economy is not extremely large, the new SEZ is not to bring dramatic
economic effect to the regional economy via existing foreign investors, though some of them
may release investments they postponed while waiting for the new law.

Old SEZ based on customs benefits (1996) New SEZ based on tax benefits (2006)

The enterprises, which have been registered in the Pre-conditions™:

Kaliningrad region before April 2006, may usethese | * A firm must conduct a capital investment
customs benefits. * The value of the capital investment isnot less
than 150 million rubles (around USD 5 mn)
Foreign goods imported in the Kaliningrad region are | * The aforementioned capita investment should be
exempted from customs duties and taxes. laid within three years

Goods exported from Kaliningrad to other regionsof | Tax benefitsoffered for an investor:

Russia are exempted from customs dutiesiif: Corporate income tax and property tax are:
- the commodity classification code haschangedat | - 0% for thefirst 6 years following investment
the leve of any of thefirst four digits - 50% reduction from tax for the next 6 years
- the share of the added value hasreached at least
30% Guarantees to theinvestors are provided by the
law.

The old SEZ will function for 10 years, i.e. until the | Thelaw will bein force for 25 years, i.e. until the
end of March 2016. end of March 2031.

Source: Modified from Lapin 2006.

The tenure of the new SEZ law (the law isin force until April 2031) is much more important
attractor for foreign investors than tax breaks per se. It is highly probably that foreign
investment inflow will grow substantially from the current level. It would not be a great
surprise if the annual foreign investment inflow would exceed considerably the level of USD
100 million already in this decade. When predicting the future investment inflows, one should
natural keep in mind that one major foreign investment could lift the annual investment
inflows to a completely different level, since so far they have remained at the low level.

In addition to real foreign investments, tax breaks provided by the new SEZ can theoretically
be an additional attraction for some Russian capitalists to return their money from abroad to
Russia and place it in Kaliningrad in particular. However, the author is not very optimistic
that a massive capital return would happen due to the new SEZ legidation. Overall

development and the predictability of the country’s business climate are much more

% The following sectors are excluded from the tax break: 1) oil and natural gas production and the services
related to them; 2) production of alcohal, tobacco and other goods under the excise (except passenger cars and
motor bikes), 3) wholesale and retail trade; 4) repair of household goods; and 5) financial services.

14



influential factors in attracting the Russian capital back home than tax breaks or other

legidative measures.

It seems probable that some firms based in other Russian region will invest in the Kaliningrad
via a foreign country. If this phenomenon is to widen, the annual foreign investment inflow
into to Kaliningrad, particularly via the tax havens, multiples. Naturally, this would not
signify the increase in real foreign investment but arelocation strategy of Russian firms based
in the Russian mainland. For instance, the fast increasing shares of Cyprus, Luxemburg,
Switzerland, the Man Island, the Saint Kitts and Nevis, the Virgin Islands, and the Bahama
Islands, in the foreign investment stock might be a proof of such a relocation strategy taking
place, though there is no legal obstacle for a Russian firm to conduct a direct investment into
the Kaliningrad region.

Kaliningrad definitely benefits from the domestic enterprise immigration and additional
capital inflows. Also the Russian Federation as a whole benefits from capital movements to
Kaliningrad, provided that these moves create new business activity instead of merely
relocating them from one Russian region to Kaliningrad.

Despite the indisputably important role of both the old and the new special economic zonesin
the Kaliningrad economy, it should be stressed that all special administrative arrangements
are counter to free competition and they break the economic unity of the Russian market.

Although the new SEZ can be justified for the next 25 years, due to the region’s special
geographical position, in longer-term all the actions aiming at the abolishment of the
administrative privileges supports the overall market transition in Russia. In other words, this
special zone along with other special zones break the economic unity of the Russian market,
since giving privileges to some regions means a relative decline of competitiveness of those
regions which have not been granted a special privilege. In that respect, special economic
zones and other administrative privileges distort the natural competition inside the Russian
Federation.

Finally, one should emphasise that the SEZ creates an artificial competitiveness in
Kaliningrad, which may, in the long run, distort the creation of natural, and hence

15



sustainable, competitiveness in the region. Therefore, the operation of the SEZ should

definitely be re-considered when the period of validity of the new SEZ expiresin 2031.
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4.

1)

2)

3)

A summary

Instead of establishing the ‘Guichet unique’ dealing only with the EU investors, one
should support the organisation of a counter dealing with all foreign investors, since
there might arise legal obstacles (e.g. Russia's probable WTO membership) to treat
foreign investors differently. The EU companies would in any case benefit the most
from the desk as three quarters of the foreign investment in the Kaliningrad region
arrive aready at the moment from the Union. The EU should invest in training of the
desk personnel, and even fund a EU liason officer to serve exclusively the EU

investorsto get the desired outcome out of the * Guichet’.

Even more important than supporting the formation of the counter for foreign
investors is to build the image of the region, and hence, | strongly propose the
establishment of the Foreign Investment, Trade and Tourism Agency under the
regional administration of Kaliningrad. This agency could, for instance, provide a
monthly investment review for the EU investors. The agency should also create the
foreign investment website, offering basic information on the regional economy, the
summary of the core business legislation, and new investment projects and proposals.
The agency would greatly benefit from closer co-operation with similar agencies
around the Baltic Sea region.

The foundation of a European Information Centre in Kaliningrad can be highly
recommended since the knowledge on the EU and the business opportunities provided
by the Single Market is ill relatively limited in Kaliningrad. | suggest that the
European Information Centre would be placed under the Kaliningrad Chamber of
Commerce. The Centre should design innovative ways to promote the exports of the
Kaliningrad firms. For example, one could consider the creation of a virtual fair of the
Kaliningrad exporters, presenting the products of the main exporters and their contact

information at the chamber’ s website.
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4)

5)

6)

7)

The Institute for European Sudies should be founded within the Immanuel Kant Sate
University of Russia with a recommendation to co-operate closey with the
Kaliningrad branch of the Academy of the National Economy under the Government
of the Russian Federation (under construction). This ingtitute should act as an
independent think tank of the EU affairs in the region. According to the EU-Russia
common spaces, the Institute for European Studies is to be established under the
Moscow State Institute of International Relations (MGIMO) in Moscow later this
year. In my opinion, the Kaliningrad region also deserves such a European Institute —

perhaps more than Moscow.

If the Kaliningrad European Business Club is to be founded, the Foreign Investors
Association would be a natural core of the Kaliningrad European Business Club, if a
new club is needed. If the new club is established, it should enhance dialogue between
the main foreign firms, local enterprises and the regional administration. The
Kaliningrad European Business Club could also act as Kaliningrad' s united business
voice towards Brussels and Moscow. If the new club is not founded, the Foreign
Investors Association should be supported.

The twinning is one of the most effective ways to transfer managerial know-how to
the Kaliningrad region and to promote the region’s investment opportunities abroad.
Therefore, the twinning of the Kaliningrad Chamber of Commerce is highly
recommendable. In addition to the twinning, one should support the idea of the
Kaliningrad Chamber of Commerce to intensify its co-operation with the Baltic Sea

Chambers of Commerce Association.

The Kaliningrad region should not offer any additional tax incentives for foreign
investors. The new SEZ law, which came into force in April 2006, gives already
enough tax incentives to run business in the region. However, the Kaliningrad
administration should allocate free of charge a special expert service, ‘an
administrative godfather’, to all major foreign investors planning to invest more than

USD 5 miillion in the region.
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To conclude, the Kaliningrad region has not so far succeeded in attracting foreign investment.
Even if Kaliningrad's performance in attracting foreign investment is very modest, one may
argue that the region possesses a lot of unused investment and tourism potential. | believe that
with the actions presented above, Kaliningrad could become significantly more attractive
investment location in the eyes of real foreign investors. More importantly, most of the
aforementioned actions do not require substantial financial allocation but rather re-
organisation of the existing actors in the Kaliningrad region. The EU’s technical and
managerial aid in this re-organisation task would be needed, as finally, the EU companies
benefit the most from the aforementioned development actions.
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Appendix 1. Thedevelopment of the foreign investment in the Kaliningrad region

Table 1. The annual foreign investment inflow into Kaliningrad, in USD million
1994-1999 2000 2001 2002 2003 2004 2005 Total stock
(annual mean) asof 31.12.05

Total foreign investment  19.0 191 246 477 562 619 753 1635

of which

Foreign direct investment  n.d. 6.6 3.2 59 140 224 188 86.8

Portfolio investment n.d. 0.0 0.0 0.0 0.0 49 13 11.7

Other investments™® n.d. 125 213 418 422 346 552 650

- trade credits and loans

Sources: Liuhto 20053, Kaliningrad statistics 2006, author’ s calculation

Table 2. The foreign investment into Kaliningrad by sector in 2005
Financial services 37.5%
Trade 27.5%
Foodstuffs, beverages and tobacco 13.0%
Printing industry 6.6%
Hotels and restaurants 3.8%
Chemical industry 3.3%
Transportation and communication 2.0%
Construction 1.5%

Source: Kaliningrad statistics 2006

Table 3. The foreign investment into Kaliningrad by investing country
Foreign investment stock Foreign investment
by theend of 2004 inflow in 2005
Cyprus 31.7% 18.4%
Germany 10.9% 2.6%
Lithuania 10.4% 12.1%
The Netherlands 9.6% 0.6%
The United Kingdom 7.4% 6.9%
Poland 5.0% 21.2%
Switzerland 3.7% 13.3%
Others 21.4% 24.9%
Total (over 35 countries) 100% 100%

Source: Kaliningrad statistics 2006

'3 The stock figure of ‘other investments' is clearly smaller than what the accumulated annual inflows indicate
due to the fact these foreign loans are paid back abroad, and hence, their re-payment reduces the stock figure.
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Appendix 2. A comparison of the foreign direct investment in the Kaliningrad region

Table 4. A comparison of the foreign direct invest among the Russian regions in 2004
(with a special focus on North-West Russia

The share of the Russian total FDI inflow in

2004 per capita
(USD)

North-West 4% 28
Republic of Karelia 0.2% 23
Republic of Komi 0.0% 0
Arkhangelskaya Obl. 0.1% 7
Vologodskaya Obl. 0.0% 1
Kaliningradskaya Obl. 0.2% 23
Leningradskaya Obl. 1.4% 78
Murmanskaya Obl. 0.0% 2
Novgorodskaya Ohbl. 0.8% 101
Pskovskaya Obl. 0.1% 16
St. Petersburg 1.2% 24

Central 43% 108

South 1% 6

Volga 4% 14

Ural 10% 77

Siberia 1% 6

Far-East 36% 515

The Russian Federation 100% 66

Sources: Rosstat 2005, author’s calculation

Tableb. An international comparison of foreign direct investment

FDI stock change FDI stock per capita by
during 2000-2004 the end of 2004 (USD)

Kaliningrad 428% 92

Russia 306% 689

Denmark 133% 18013

Estonia 360% 7198

Finland 230% 10695

Germany 128% 4222

Latvia 216% 1975

Lithuania 274% 1782

Poland 179% 1594

Sweden 173% 18074

China (excl. Hong Kong) 127% 187

USA 117% 4983

Sources: UNCTAD 2005, Kaliningrad statistics 2006, author’s calculation
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Appendix 3. Foreign tourism and foreign tradein the Kaliningrad region

Table 6. Tourism in the Kaliningrad region, in 1000 visitors

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006e
Russianvisitors 112 117 144 164 182 212 224 240 257 275
Foreigntourists 53 65 65 59 60 63 67 71 77 81

Sources: Kaliningrad statistics 2005, Liuhto 20053, Business Kaliningrad 2006

Table7. The distribution of foreign tourists by country/region in 2005, in per cent

Germany;
50

Others; 4
Belarus; 4

Nordic
countries; Baltic
o States; 15

Poland; 1.8

Source: Business Kaliningrad 2006

Table 8. The trade flows of the Kaliningrad region, USD million
2000 2001 2002 2003 2004 1H/2005
Exports of goods 475 455 471 574 1264 884
I mports of goods 875 1047 1610 2142 3198 1710
Sales of Kaliningrad goods
to the Russian mainland 424 619 759 1118 1802 1048
Sources: Kaliningrad statistics 2005, Liuhto 2005a
Table9. The main foreign trade partners of the Kaliningrad region, USD million
Germany 853
Poland
Lithuania
France m 2004
Holland m 2003
Belarus
Sweden
Denmark

(@] 200 400 600 800 1000
USD million

Source: Kaliningrad statistics 2005
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Appendix 4. Thetrade and investment dependency between the countries surrounding

the Baltic Sea
Table 10. The share of the Baltic Searegion (BSR) countries in the foreign trade in 2005,
in per cent *°
‘I:I share of BSR inimports B share of BSR in exports ‘
80 69"~ 6664 68
60 55 _|R3
4743 43 44 4643 47 )
40 5 )
20 -
0 m
% < o 2 = Z L 2
Z
< = Z < <;E < = = 3 L
= o) < = = 2 & < - 9
i o Zz L 3 E b4 o - =
m) ] T U] i o n

Sources. Eurostat 2006, Statistical Centre of Norway, author’s calculations

Table 11. The share of the Baltic Searegion (BSR) countries in the FDI stock, in per cent

InteFDI stk n the B3R (rank) Recipient country (data as of), stock by countries %, (rank)

Denmark (2003) Estonia (2004) Finland (2003) Germany (2002) Latvia (2004) Lithuania (2004) Poland (2004) Russia (2004) Sweden (2003)

enmar o (0. o (9. o (12, b (9. o (1. 0 (Y. ~ o (Y,
Denmark~ ** M o6) M%) 112 83 (1) % () % (9)
Estonia = ™ e ® 8% () 8% (6) . o g
+ rinian 0 (0. 0 (<. o (10, b (0. 0 (9. o (11, ~ 0 (9,
EF'I g M%) w2 M(10) 8% 6) () 1%(17) 16% (3)

grmany o (0. o (/. (4. b (1. 0 (9. o (4. o (4. o (0.

36 BB M) N4 5% (1) M% Q) 1% () 1% @) 6% (6)

; Latva . %13 - . W) - - .

i lbaia - - - - the) - - -

2 Poland - . . . . 1%(16) ™ . ~
Russia . M) () - ™8 8% (1) thp) .
Sweden X% (2)  46% (1) 5% (1) ) M%) %R S -
Total BSR-9 27% % 64% 5% 59% 68% 2% 1% 2%

~ less than 0.5% of total FDI Source: National statistical authorities, central banks and investment agencies

Source: Liuhto 2005¢

1® Russia’s share has been cal culated by using Eurostat’s statistics on the exports of the countries surrounding the
Baltic Sea to Russia, and comparing these exports with the overall imports of Russia produced by Rosstat. It
seems most likely that the share presented in the table overestimates the share of the Baltic Sea region in the
Russian foreign trade, since the exports of the Western countries to Russia provided by Western sources do not
match with their imports given by Rosstat due to the double invoicing and the grey imports.
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