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Preface

Since the fall of the Iron Curtain, the Baltic S®agion has been in focus of
many initiatives to cross the former East-Westdhbviln the field of spatial
planning, a Committee on Spatial Planning was far(@SD/BSR) and
took initiative to produce one of the first tranBoaal planning perspec-
tives: ‘Vision and Strategies around the Baltic 8egion 2010’ (VASAB
2010).

This document is now being revised into by a “LoFgyrm Perspective”.
For the preparation of the new planning documénée working groups
have been formed to prepare analysis and recommiensi@oncerning
three different relevant fields of spatial devel@mn

Working Group 1: Urban networking and urban rumitpership
Working Group 2: Accessibility and developmentse®on
Working Group 3: Sea use planning.

This report is the product of Working Group 1. Thport synthesises ex-
pert studies on regional integration with a spefdalis upon the interplay
between Russia and the Baltic Sea Region. Thiystag financed by TA-
CIS under the East-West Window program. The exgiadies summarized
in this report are:

Towards an Integrated Baltic Sea ReglmnPeter Schmitt, Johanna Roto
and Jorg Neubauer, Nordregio, Stockholm.

The study is about the development of metropoliggions, demographic
trends and the role of small and medium-sizedscihderritorial cohesion
of the Baltic Sea Region.

Andreas P. Cornett and Nils Karl Sgrensen condwateghalysis of integra-
tive trade in the Baltic Sea Regidntra-regional and Intra-industry Trade
in the Baltic Sea Regigtuniversity of Southern Denmark, Sgnderborg.

Two in-depth case-studies were carried out to dateiregional integration
processes from the perspective of St. PetersbutghenKaliningrad region,
respectively. The two case-studies, conducted waljpint framework
elaborated in close contact with the lead consyltaalude statistical stud-
ies as well interviews with business entreprenantsmanagers. The two
studies are entitled:

Russian Integration in the Baltic Sea Region: Kialgnad Region Case-
study,prepared by G. Fedorov, T. Chekalina, Y. Zverev Bntatnak,
Immanuel Kant State University of Russia, Kalinedyr



Russian Integration in the Baltic Sea Region: &tePsburg Case-study
carried out by Nina Oding, Lev Savulkin, Denis Kalnikov and Olga
Varlamova, Leontief Centre, St. Petersburg.

Finally, Russian case-studies rural-urban relatcorslucted by national
experts were synthesised by Wilfried Gérmer, Fddeffice for Building
and Regional Planning, Germany, cf. sectishan-rural relations and
partnershipand recommendatiori®22a-c.

The present report is a synthesis of the aboveioret studies. Parts of the
expert studies are extensively described, wherdes parts are summa-
rised more briefly digested in order to produc@herent document of its
own. Where relevant, other studies as well as fdata other sources are
included, and conclusions and arguments are adatedhich the above-
mentioned authors are not to blame.

The report was prepared by the lead consultanstadsy Julien Grun-
felder, University of Lille.

Niels Boje Groth
Lead consultant



Introduction: Regional integration and
competitiveness of the Baltic Sea Re-
gion

Regional integration

Regional integration is the key concept of thiglgtan the Baltic Sea Re-
gion (BSR). From a variety of perspectives, we exanthe extent to which
internal relations within the Baltic Sea Region deseloping stronger than
external relations, hence contributing to the forgnof a strong European
meso-region. Since the political transition in EastEurope, the former
gulf between east and west BSR has been bridgediyriad of political
and institutional structures and by the developnoémiew trade and in-
vestment relations. These integrative measuresebenvare taking place
on the backdrop of an intensive globalisation eféconomy and politics,
such that local connections with global networky ina stronger than the
local relations themselves. It is, thus, needddetp a double perspective,
on the regional and the trans-regional relations.

What kind of relations do we examine? Economictiata are in focus. But
we make efforts to balance the study of econontations by also focusing
on institutional or political relations. This doelfocus is important, since
the institutional relations tend to be governedenay geographical prox-
imity than are economic relations.

In brief, we approach the Baltic Sea Region frora sets of relations: the
economic— institutionaland thdocal < trans-local as shown by table 1.

Table 1: Type and scope of integrative relations

Scope
Local Trans-local

Type

Economic

Institutional Regional integration Global integration

Studying relations with the purpose of identifymegional integrative rela-
tions makes it important to include observationswat is actually going

on (i.e. trends) and what might be the potent@aisrftegration. In focus are
the trends. However, we supplement our evaluatdpstentials and the
significance of trends with interviews of businesgrepreneurs and manag-
ers. Lack of time prevented us from interviewing kersons within poli-
tics, culture and institutional life.



Economic integration

The two indicators used in the study on econontegiration are trade and
direct foreign investments.

Trade

Trade between countries is an important measurgexration, not just the
volume of trade but the kind of goods traded. Tokiwme of trade indicates
the extent to which two or more countries are irdegyl in trade-relations.
The kind of goods traded indicates the extent t@lwvtwo or more coun-
tries are integrated in the same markets, sectdygoches. Still being an
emerging market, Russian trade is characterisetidoyolume of its traded
goods rather than by special types of goods on etitiyg markets.

Dramatic increasing figures of trade show that Ruisstaking part in a
trade-integrative process. However, the kind aldrs characterised by
buying and selling goods from different sectorsefinndustry trade). Also,
the statistics as well as the interviews confirat tihade relations between
Russia and the Western market are based largetgraparative rather
than competitive advantages, i.e. the score fdetwithin the same
branches or sectors (intra-industry trade) is irdanodest. Exchanging
goods of similar kinds between countries impliest the two countries are
developing the same kind of expertise, competerasidsproducts in com-
petitive relations. We thus characterise intra-stdutrade as more integra-
tive than inter-industry trade.

When it comes to potentials, we focus on the p@knof developing com-
petitive and innovative enterprises rather thahflusire trade potentials.
This we do by interviewing entrepreneurs and marsagecompetent com-
panies. As we shall see, the interviews indicaat Russian companies lag
seriously behind companies of the USA and Westenoie. Furthermore,
the huge Russian market is tempting Russian corapaaifollow a number
of non-innovative business strategies.

Foreign investments

Intensification of international integration is lexfted by the increased mo-
bility of production factors as facilitated by foga direct investment (FDI).
From an integrative perspective, FDI can be seenstiiengthening of eco-
nomic linkages originally based on trade. FDI igally motivated by re-
source-based and/or marked-seeking-based factoesofmer seems to be
relevant with regard to incoming FDI in Russia, loututure, the latter will
become more important as well. FDI is a very imaatrdriver of economic
integration, since besides capital, FDI brings ‘rieshnology, managerial
skills and culture, readiness for risk-taking amarketing channels to exter-
nal markets.” (Kivikari U., 2006). Due to these gpects, the attraction of
FDI is usually a key objective of business and tguaent policies of local
and national governments.



In St. Petersburg, for instance, the large investiiose investing more than
USD 120 mill. are categorized as ‘strategic’ stees and are offered tax
and custom incentives. As we will see, the mostrtgmt investors are
global multinational corporations from outside B®R, an indication that
global rather than BSR integration is a key driegrthe city. As concerns
Russian outward direct investments (ODI), Russian after a period

with focus on the CIS — reveals a pattern of glohtier than local integra-
tion. However, we also find ODI that are strateljyclmcated in the BSR in
order, for example, to facilitate transit and asdesm Russia to gateways
in the Baltic States.

Competition and innovation

The Russian investments and trade patterns rdweaniportance of global
economic integration. Crucial for economic interoiaal integration is the
competitiveness of the Russian industry. Accordingbmpetitiveness and
innovations were considered as a specific topihisfstudy. Due to the lack
of sufficient and comparable data, competitiversgsinnovation were
made a key issue in interviews with entreprenendsraanagers of innova-
tive Russian companies. The general picture fraririterviews was a
characteristic of Russian industries as laggingpasly behind international
standards, lacking sufficient innovative capadiigsed towards the re-
source sectors and trapped by the easy access hoigle domestic and pro-
tected Russian market as an alternative to expaasionternational mar-
kets. Furthermore, the interviews showed that préreeurs and business
managers are looking for other business stratélgeasthose displayed by
the St. Petersburg and the Federal authoritiesy &ble for institutional
change of the framework conditions for businessreas the authorities
focus on strategic incentives, one of which isftrenation of technological
clusters. The case-studies showed only few exanoplestentials for for-
mation on BSR-related clusters. The most importargter might develop
within ICT, via cooperation between Finland, Russid Estonia. Another
interesting cluster currently being developed inRettersburg is automobile
assembly. Only time will reveal whether the pregeoicseveral interna-
tional car-makers will develop important subcontiragnetworks and com-
petencies. However, since the car-makers are fuaside the BSR, the new
cluster is yet another example of local developnaenen by global rather
than local/regional networking.

Institutional integration

Economic integration hinges on markets. Institudiantegration is related
to policies and institutions. While economic int&gwn is heavily influ-
enced by globalisation and the forming of globdlvoeks, institutional in-
tegration tends to be revealed in more local gtilfthus, one common
driver of institutional integration is cooperatianross borders. Cities and
municipalities from neighbouring countries work étiger in their own in-
terest or via cooperation arrangements such asititileeg and TACIS pro-
grammes. Other examples are in the area of cultogeration on events
that need a larger audience than situated in titertand of individual cities



or municipalities. Yet other examples are strategigperation between
agencies and institutions of mutual interests, @ngersities.

Political cooperation

An important backdrop for integration between Raissid the BSR is the
Partnership and Cooperation Agreement between &assi the EU. The
agreement, which came into force in 1997, was Wi by a decision on
2003 on developing a Common Economic Space (CE#jeka the EU and
Russia. The CES program embraces four spaces pécamn: (1) a com-
mon economic space; (2) a common space of freeslecnyity and justice;
(3) a space of co-operation in the field of extesegurity; and (4) a space
of research, education, and cultural exchanger Aftae than 10 years of
operation, negotiations have begun on upgradingpaslidnging the EU-
Russian treaty.

In this report, we focus on concrete examples opeoation between local
authorities in the BSR, the effects of which weided are important for
transnational integration in the region. Most @ tlo-operation activities -
in the case-studies of St. Petersburg and Kaliashgitake place within the
framework of EU programmes, which in turn focuspalic authorities
and non-profit organisations.

Cultural cooperation

Culture is an international industry and supposeloket BSR-integrative. On
the one hand, the cultural competencies in the B®Rf high international
standards and suitable for developing new BSR-bagedts. One such ex-
ample are the open-air festivals in SavonlinnalMidkeli, Finland,

founded almost 100 years ago, and currently orgdnigth the particpation
of the renowned Russian conductor from the Maringkgater in St. Pe-
tersburg, Valery Gergievs. On the other hand, dmmon history of coun-
tries in the BSR is supposed to endow potentialsiéveloping thematic
cultural tourism, tracing the events of e.g. thesétmtic League and the
Vikings.

The Baltic Sea Region

The Committee for Spatial Development in the Befigéa Region
(CSD/BSR), ‘the VASAB committee’, delimits the BalSea Region as
bounded by Northern Germanyhe whole of Denmark, Norway, Sweden
and Finland, the western part of the Northwestemtelral District of Rus-
sig and the whole of Estonia, Latvia, Lithuania, Betaand Poland.

! Berlin, Brandenburg, Bremen, Hamburg, Liineburgchenburg-Vorpommern and
Schleswig-Holstein.

2 St. Petersburg, Leningrad, Pskov, Murmansk, NawgjoiKaliningrad oblasts and republic
of Karelia.
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In this study on the integration of Russia in tradti8 Sea Region, the
aforementioned BSR part of Russia is included endfiatistical study,
whereas the two key case-studies focus on St.9Peitey and Kaliningrad
oblast.

The idea of the Baltic Sea Region as an economniityral and political re-
ality constituted by more than just access to tiraraon Baltic Sea has
been challenged and modified by several obsemnsto prevalent global
relations, bilateral national relations, tense alipédtic relations and sub-
regional developments. Thus, rather than just tafon granted that the
BSR is becoming more and more real, one should &dhke BSR as one of
several overlapping political and economic terrésy all of which are chal-
lenged global trans-regional networking.

Commenting on the overlapping with other territsyigdkerholm J., 2005)
notes that ‘much of the interest in Northern Gerynamd Poland is tuned to
the South, the Baltic Stafesre concentrating their interest on funds flowing
in from the EU, Russia is focusing on the Europeamtinent and Norway
looks towards the West'. Akerholm concludes thatrégion ‘seems like a
highly heterogeneous area and not one entitys. tlhus likely that BSR re-
gional integration is being formed by a diversifysab-regional integration
processes, many of which are developing bilaterally. between Finland
and Russia, between Russia and each of the thige Bates, between
Russia and Germany. The cooperation between théidNaountries is well
known. Further, the Nordic countries seem to dgvsfeecial relations to
the Baltic States. Thus, in economic terms, ‘#simated that a half of the
aggregate FDI stock in the Baltic States origin&i@s Nordic Countries’
(Sippola M., 2006).

If the countries around the Baltic Sea are goiniptm a coherent Baltic
Sea Region, cooperation between the countriesohiaké place and poten-
tials have to be realised in the future. As reviéalethe USUN projeét

this is likely to take place. Soon after the fdltlee Iron Curtain, there de-
veloped regional integrative economic cooperatiodustry, trade, sea
transport and tourism) and institutional network{oijy cooperation and
university networking) across the former East-Wgst. In economic
terms, the study showed that indicators of econaomtégration reveal
trends of a low, however, continuously increasiogn®mic integration
(Cornett A.P. in (Groth, 2001 p. 19)). An updatehsf study presented in
this report reveals that economic integration mBSR has generally con-
tinued unabated. The findings of the study indith# spatial and regional
integration is facilitated by spatial proximity, i@sthe case among the BSR
countries. The findings are confirmed by receneokations on trade rela-
tions using maritime trade forecasts. These datav shat intra-BSR trade

® Latvia, Estonia and Lithuania

* An Interreg IIC study on urban systems and urketwarking in the BSR carried out on
behalf of the Committee for Spatial Developmenthia Baltic Sea Region by a network of
research institutions in the BSR (Groth, 2001).
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is supposed to be greater than maritime trade leehBSR and the rest of
the world (Saurama A., 2007). Also Gref (Gref Q0?2) observes that ‘one
third of total trade in St. Petersburg is generatgd the countries of the
Baltic [Sea] region’.

In sum, there is no highway of regional integratiothe BSR. A myriad of
overlapping and even contradictory trends are aipgraPolitical actions
are part of this complex landscape, as are thenmemndations aimed at
further fostering regional integration. Based ugwoanfindings, we end up
with a set of recommendations, each of which mangrdaute in its separate
field and only incrementally to foster the visiontioe BSR.
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Regional and economic integration

Economic integration is a crucial parameter ofsagl integration. As a
backdrop for our studies, we examine the extemtttizch overall economic
trends in the Baltic Sea Region reveal integratigads. We shall concen-
trate on two economic measures, i.e. intra-regiandlintra-industry trade.
The findings of this chapter are based upon stumliesconomic integration
by A. P. Cornett and N. K. Sgrensen (Cornett Aré. 8grensen N.K.).

Intra-regional trade is trade taking place betweamtries within the re-
gion. If the share of intra-regional trade of amioy compared to its total
trade, is high, the country in question is congddo be economically more
integrated with other countries within the regibart would otherwise be
the case.

Intra-industry trade is based on trade within e kind of commodities.
Countries involved in intra-industry trade are iwaal in the same kind of
production. In an economic sense, they are intedriat competitive rela-
tions and operate mainly on competitive rather t@mparative advan-
tages.

Intra-regional trade

Table 2 reveals the share of intra-regional trada percentage of the total
trade of the BSR countries. The table illuminabesgrocess of economic
transition and integration based on intra-regidrade-flows within the
BSR. The most important trends are that the B&kia Region is the domi-
nant foreign trade partner for the smaller econsromy and that the last 5-
6 years were a period of consolidation, as onlyama@hanges in the trading
pattern have taken place. Of particular interetitas Russia seems to have
reverted to a normal pattern after the extraordis#uation in the years
around the turn of the millennium. Due to intereabnomic developments
in Russia, the foreign trade sector was affectebtih@ importance of olil
exports became very dominant. In 1996, the shaod oélated products as
a proportion of all exports to the BSR was 62%teasing to 70% from
2000 and peaking at 74% in 2005 (Cornett A.P. &8gen N.K., 2008).
Furthermore, the absolute size of exports increasadiderably due to the
soaring oil prices.

Considering the nature and the size of the Gerrnanany, the importance
of the Baltic Rim as a geographical region dimiesin the first years after
the fall of the Iron Curtain, but has steadily e&sed since. With regard to
trends of trade, ‘the three Baltic States are ennthy toward a trade pattern
more similar to the Nordic countries.... For Estoama Lithuania, the share
of the BSR of total trade is above 50 %. For the tdordic countries, the
share of BSR trade is between 34.5% for Norway4h€ % for Denmark.
Overall, the patterns have been very stable duhageriod, despite year
2000 for Norway, which was probably affected byrggeexports.’ (Cornett
A.P. & Sgrensen N.K., 2008).

13



Table 2: Share of intra-regional trade (exports) as percentage of the total trade of Baltic Rim

countries since 1988

1988 1992 1996 2000 2006
Denmark 39.8 48.7 42.5 40.9 43.6
Sweden 37.5 35.5 32.2 39.4 36.9
Norway 35.2 35.9 36.9 65.6 34.5
Finland 51.3 417 35.2 49.3 38.1
Germany (FRG) 13.5 8.6 9.3 9.6 11.2
German Democrat Reublic (GDR) 24.6
Estonia 92.0 68.8 55.1 55.1
Latvia 61.8 48.8 45.9 334
Lithuania 57.8 46.1 33.3 55.5
Poland 46.7 47.4 48.2 29.7 39.8
Russia 34.1 18.9 21.5 75.2 22.9
Baltic Rim 26.5 17.9 18.9 19.9 21.0

Note: Figures based on exports to Baltic Rim countries as percentage of total exports. All
figures are based on reported imports from receiving countries. Danish exports to Sweden in
1992 are based on Danish exports. For 1992, some figures are missing for former state
trade countries. The 1988 figures are based on exports to GDR and Soviet Union. Figures
for GDR trade with Germany and the Soviet Union for 1988 are based on German sources
and converted to USD based on annual average exchange rate at Frankfurt (end 1987 and

1988).

Source: IMF 1995, 1998, 2001 and 2007. Statistisches Bundesamt 1991, cf. (Cornett A.P. &

Sgrensen N.K., 2008)

The issue is further explored in figure 1, whiclowhk the internal BSR

trade relations. Numbers in parenthesis revegbéneentage of the export
of each country to other countries in the BSR, whsithe numbers under-
neath reveal the shares of import from each oBBR countries.

Norway (34.5%)

Denmark: 4.51
Sweden: 8.29
Finland: 1.58
Germany: 17.26
Est/Lat/Lit: 0.33

Poland: 1.05
Russia: 0.89

Sweden (36.9%)

Denmark:  9.75
Norway: 7.70
Finland: 7.56
Germany: 12.85
Est/Lat/Lit: 2.20

Poland: 2.61
Russia:

Denmark (43.6%)
Norway: 3.54
Sweden: 9.27
Finland: 2.46
Germany: 11.05
Est/Lat/Lit: 0.95

Poland: 1.53

Russia: 1.07
Germany (11.2%)
Denmark: 14.72
Norway: 6.91
Sweden: 17.58
Finland: 8.59
Est/Lat/Lit: 5.05
Poland: 29.47
Russia: 14.72

1.71

Finland

Denmark: 1.54
Norway: 1.64
Sweden: 5.75
Germany: 7.75
Est/Lat/Lit: 2.90

(38.1%)

Poland: 1.23
Russia: 3.19
Russia (22.9%)

Denmark:  0.82
Norway: 1.25

44— Sweden: 3.81

Finland: 7.68
Germany: 20.89
Est/Lat/Lit: 5.89

Poland: 9.70

Denmark:
Norway:
Sweden:
Finland:
Germany:

Russia:

Poland (39.8%)

Est/Lat/Lit: 3.54

1.58
1.01
2.63
0.58
20.89

2.72

Est/Lat/Lit (54.5%)

Denmark: 0.75
Norway: 0.68
Sweden: 1.52
Finland: 1.50
Germany: 1.50
Poland: 0.89
Russia: 1.13

Figure 1: Trade in the Baltic Sea Region based on imports from receiving country, bill. EURO, 2006.

Note: The numbers in parenthesis are the shares of exports as a proportion of all exports to other countries in the
Baltic Sea Region in 2006 (see table 2). The numbers underneath show the shares of imports from each of the
BSR countries. Data has been converted from USD to € by use of the annual average exchange rate.

Source: Directions of Trade Statistics Yearbook (IMF, 2007).
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The number in parenthesis corresponds to the siiamgorts from the Bal-
tic Sea Region - out of all imports. Especially theee Baltic States and
Denmark have substantially trade within the reghatice also that the
share for Germany is low. This is due to her dimwvever, considering the
trade partners, Germany is indeed important fothallBSR countries. In
general close relations are observed for counshasing a land border line.

Intra-industry trade

A common indicator of intra-industry trade is theu@el-Lloyd index,
showing the share of intra-industry trade in thtalt For further explana-
tion on this method see Cornett and Sgrensen (@drfe and Sgrensen
N.K.). Figure 2 shows the development of intra-istdyitrade in the BSR
from 1988 to 2005.

120

100 A

80 1 === = \—_—y‘\

60 1

GL-index

40

20

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Year
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Figure 2: Intra-Industry Trade of Baltic Rim West 1988-2005

Note: Data according to Harmonized System Rev.1 1988-1996 and Rev. 2 1996-2006. Grubel Lloyd index esti-
mated on 2-digit level 100 (100 commodities). Commodity classification not fully comparable; data are based on
chain-index. Chain is based on 1996 data.

Baltic East Baltic West

Source: (OECD-ITCS, 1998, 2000 and 2007)

Figure 2 provides an overview of the long-term ¢i®of intra BSR intra-
industry trade based on data reported from thedstablished market
economies in the regiochThe level of intra-industry trade in the Baltiadf
area is lower than in the Baltic West area, wheeaceeds the EU-15 aver-
age level.

® Unfortunately, the data from ITCS are based onl{D&ECD countries as reporting coun-
try; however, the figure still provides a usefulanare for trade integration and specializa-
tion in the BSR.
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A straightforward application of this definition is the well known unadjusted GL; index pro-
posed by Grubel and Lloyd (1975) and defined for product group j as

X, =M
GL =|1-1—ilIx100
(X, + M)

Where X denotes exports and M imports. The index measures the amount of IIT in product
group j. The value of the index will range from zero to 100 percent. When X; or M; equals
zero there will be no overlap, so no Intra-Industry trade will take place. On the other hand if
X; = Mj matching will be complete and GL; equals unity. Further, the index is non-linear. For
example, the rate of increase of GL; for constant increases in M; (or X;) for a given level of X;
(or M), decreases as M; (or X;) increases. By weighted additive aggregation across all j= 1,
..., N product groups we obtain the aggregate GL-index.

"IX. -M.
GL=|1- ZN,:J M) x100
ijl(xj+Mj)

Source: (Cornett A.P. & Sgrensen N.K., 2008)

During the period, the amount of intra-industryd&an the Baltic East sub-
region has been constantly increasing. Overaligtieea moderate pattern
toward convergence of foreign trade toward a higheare of intra-industry
trade, indicating the integration into the Westenayket-based system of
production. It is worth mentioning that the anadyisi conducted on a rather
modest level of disaggregation of trade. Therefthre results have to be
interpreted carefully. Thus, a high level or inieg share of intra-industry
trade indicates only sectoral convergence of tmsidered economies for-
eign trade sectors.

Table 3 provides a brief overview of the levelmfa-industry trade of the 6
OECD member countries in the region. Apart fromrzany, the level of
intra-industry trade for the old market economiethie Baltic Rim area as a
whole is higher compared to the total of foreigrde. The considerably low
level of intra-industrial trade in the case of Nayws caused by the high
share of crude oil and fuel in Norway’s exportsithfegard to East-West
trade, intra-trade is significantly lower, but geadly increasing during the
period reported. The latter can be seen as anatadtiof increasing integra-
tion of the transition economies into the regiasyatem of production and
specialization.” (Cornett A.P. & Sgrensen N.K., 800

The figures of the BSR countries as a whole shingla degree of coher-
ence of the production system defined as high shafrmtra-industry
trade®

® The figures reported here underestimate the imlastry trade of the EU countries in the
region because the lower level of intra-trade @f tansition economies (and Norway) is
included.
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Table 3: Intra-Industry Trade in the Baltic Rim for the Six OECD Members in the Region

1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006
Denmark:
Baltic East 31 32 31 36 32 35 39 40 42 48 47
Baltic Rim 72 70 71 73 76 77 78 78 76 73 72
EU-total 68 68 69 70 70 71 71 72 71 69 68
World 73 73 74 76 77 77 77 77 77 77 77
Finland:
Baltic East 35 35 33 33 34 36 31 29 27 30 29
Baltic Rim 72 71 72 70 68 73 70 69 70 69 68
EU-total 59 58 56 55 52 55 54 52 54 59 60
World 63 63 64 63 64 65 63 63 65 67 67
Germany:
Baltic East 32 32 36 40 40 41 44 47 43 43 42
Baltic Rim 47 46 49 51 50 51 52 51 49 52 51
EU-total 76 76 77 76 75 75 75 74 73 74 76
World 72 73 75 76 77 75 75 74 74 74 75
Sweden:
Baltic East 41 48 49 49 50 45 44 46 48 45
Baltic Rim 77 79 81 80 79 80 79 81 82 80
EU-total 73 73 78 77 79 75 76 77 79 79
World 73 74 76 75 76 77 75 74 75 77
Norway:
Baltic East 50 43 50 53 41 43 45 37 36 38
Baltic Rim 49 49 47 49 45 45 42 42 41 34
EU-total 34 34 38 36 30 30 29 28 26 23
World 39 38 41 40 33 36 37 35 33 31
Poland:
Baltic East 13 11 12 12 8 9 10 10 11 12
Baltic Rim 33 35 35 33 37 41 45 49 53 54
EU-total 48 50 52 54 61 62 65 66 69 68
World 52 53 55 56 61 65 69 70 75 73

Note: Data according to Harmonized System Rev. B-P2®6. Grubel Lloyd index estimated on 2-digieleb00
(100 commodities).

Source: (OECD-ITCS, 2007)

Based upon their findings, Cornett and Sgrensearebsthat ‘in a BSR or
regional perspective, we have strong evidenceptblgtical and economic
integration is “powered” by spatial proximity andjacency, but at the same
time, political and economic integration reinfotbe other aspect of spatial
integration, accessibility, i.e. proposals for tlevelopment of traffic infra-
structure.’, accordingly: ‘The result of the ‘sgtintegration’ process
should be seen in a dynamic perspective, leaditigtie and production
system integration, indicated here by regionalitgdigures offering a new
perspective on interregional convergence in the BE&Rrnett A.P. &
Sgrensen N.K., 2008).

These findings are promising for the VASAB visidrtlee BSR, because
regional economic integration has been observedglout steadily
through the whole period of 17 years, and becaakgcal initiatives im-
proving accessibility within the region, physicadlg well as institutional
and legally, are seen as a mediator of integration.
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Cities, people - unused potentials?

Cities and regions

Much of this study is about the role of businessjé, investments, policies
and institutions as means of regional integratitowever, companies, eco-
nomic agents, politicians and institutions are fedan cities, which in turn
we see as the drivers of development. This is wbsdMegio was asked to
provide an overview on current trends and innowapietentials of the terri-
torial capital as regards cities and city-regianthe BSR. The questions
dealt with are as follows:

o To what measure are the BSR cities and city-regatne to help en-
hance transnational institutional and function&gmnation in the
BSR?

o How can they enhance the spatial integration amiddeal cohesion
of the BSR as well as integration with other a@faSurope?

o What kind of trends and policies are to be founthia respect?

In dealing with these questions, the urban landsaathe BSR was divided
into metropolitan regions (MEGAS) and small and msdsized towns
(SMESTOs). The study on metropolitan regions wagtanainly upon
statistical indicators, whereas the study on SMESWas based upon a
number of case-studies provided by national expé&hs joint report is pub-
lished by Nordregio (Schmitt P. et al., 2008).

Metropolitan regions

The concept MEGA (Metropolitan European Growth Ajeaas first de-
veloped within the EU research programme ESPON dogli¢gio. Since the
present study goes beyond the borders of the Eltbtgr Nordregio has
included data on the three relevant Russian anarééghn MEGAS, St. Pe-
tersburg, Kaliningrad and Minsk. Figure 3 presetitthe BSR MEGAs.
The strengths of these MEGAS as nodes in the gkxdmlomy are critical
to the competitiveness of the BSR. In the study rtte and international
importance of the MEGASs is supposed to corresporitié presence,
strength and cross-fertilizing of the following magiolitan functions:
(Schmitt P. et al., 2008 p. 5):

o decision and control
0 innovation
0 gateway functions.

Findings regarding these metropolitan functionspresented below.
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BSR metropolitan regions as international centres f or decision
and control

Several criteria related to economic and politpmalver have been taken into
consideration in order to evaluate the functiondexfision and control of

the analysed MEGAs. As could have been expectede £ them concen-
trated many decision and control centres, whilerstlare lagging-behind.

In fact, the four Nordic capitals, as well as Hamgpbt. Petersburg and to
some extent Warsaw, take the lion’s share of tloesabe and control func-
tion. For example, Copenhagen is by far the largedtthe most polyvalent
as concerns the location of key institutions suctha United Nations of-
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fices, the Nordic Council of Ministers and the BaBea Region. From a
more global perspective, it is worth highlightifgtposition of Warsaw,
that hosts many United Nation-related institutiofise main centres of BSR
institutions correspond to capital cities (exceptl®, Tallinn and Vilnius)
with Copenhagen, Riga and Stockholm occupying fepdositions, and
hence, are key sites of regional cooperation.

Concerning the largest companies, they are locatestly in the Nordic
MEGAs with exception of St. Petersburg, which witAO Gazprom-netft,
represents a market value of about €160 bill20@7); this shows the im-
portance of the energy sector in the economy dffihe of the BSR. Far
behind is Helsinki, with Nokia (€60 bill.) while &kholm clusters many
large companies but at a lower position.

The ranking of European cities’ global network cectivities carried out by
Taylor (see table 4) confirms the better positiblM@stern MEGASs within
the BSR compared to the Eastern MEGAs, apart froems@ilv, which has a
quite high degree of connectivity.

Table 4: Top 35 European Cities for Global Network Connectivities

London 1.00
Paris 0.70
Milan 0.60
Madrid 0.59
Amsterdam 0.59
Frankfurt 0.57
Brussels 0.56
Zurich 0.48
Stockholm 0.44
Prague 0.43
Dublin 0.43
Barcelona 0.43
Moscow 0.42
Istanbul 0.42
Vienna 0.42
Warsaw 0.42
Lisbon 0.41
Copenhagen 0.41
Budapest 0.41
Hamburg 0.39
Munich 0.39
Dusseldorf 0.39
Berlin 0.36
Rome 0.36
Athens 0.36
Luxembourg 0.32
Oslo 0.32
Geneva 0.31
Helsinki 0.29
Stuttgart 0.27
Rotterdam 0.27
Bucharest 0.25
Cologne 0.24
Lyon 0.24
Antwerp 0.24

Source: Taylor (2003) / (Schmitt P. et al., 2008 p. 17)
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Another criterion corresponds to the location o&ficial services with in-
ternational importance: while MEGAs such as Warddamburg, Berlin,
Oslo and Stockholm concentrated many internatibaaks, it is worth
mentioning the setting of non-domestic BSR banksumerous MEGAS,
both in Western and Eastern BSR. The relativelysderetwork of BSR
banks located in other BSR countries is supposéacititate internal, hence
integrative BSR economic activities (see figure 4).
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Other criteria, such as BSR headquarters of larggnational enterprises
and regional networks of global accountancy firmesalso taken into ac-
count in order to identify the metropolitan ‘d&on and control’ function.
The data indicate a clear east/west division wathtive strong MEGAS on
the western side and weaker ones on the eastertHonever, it seems that
the eastern MEGAS have both the critical mass beaapacities to reduce
that gap.

BSR metropolitan regions as centres for innovation, research
and development

Even though innovations are not necessarily apphi¢de same place
where it is produced, a certain image of the BSRceming the second
metropolitan function, ‘innovation and R&D’, can bepped out using
several criteria.

Data about postgraduate students is one of thésearBy taking the total
number, the most populated MEGAS constitute the3T dpese being War-
saw, St. Petersburg and Stockholm. However, byidenag the share of
postgraduate students among all tertiary levelesitg] the ranking is quite
different with a domination of Polish MEGAs follo@éy Finnish ones,
where the former has more than 15% of postgradiatkents and the latter
between 10 and 15%. Apart from Stockholm and FIMM&GAs, it is

worth mentioning the low share of postgraduateesttslin the Western part
of the BSR.

The number of employees in R&D oriented branchesatgo been analysed
(see figure 5). As is the case for some criteriauakhe first metropolitan
function (decision and control), a distinction d@made between the
Western and the Eastern parts of the BSR. Thusjdstern MEGAS are
characterized by an important share of the busieetsprise sector, while
the Eastern MEGAs have a very large share in thleenieducation sector.
The situation both illustrates and confirms thatsiyy towards product and
process innovation in the Western part by focusimghe business sector,
while the Eastern part concentrates on the untyessctor. As we shall see
later, this overall picture is confirmed by Rusdmusiness managers and
entrepreneurs in their evaluation of the qualitgt amovativeness of Rus-
sian products. However, it remains to be seen venetie focus on the uni-
versity sector in the eastern BSR countries hastisnpials for future inno-
vation within product development, science or oestors.
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Figure 5: Employees in R&D branches
Source: (Schmitt P. et al., 2008 p. 22)

This analysis also identified potentialities fooperation among MEGAS in
the BSR by specification and diversification ofithresearch centres. Four
areas of competence can be found in almost atetingories surveyed: (1)
health; (2) natural sciences; (3) food, agricultame fisheries, and biotech-
nology; and (4) nanosciences and nano-technolagiesew production
technologies. However, mapping of employees inrteldyically oriented
branches and employees in knowledge intensivecngtrengthen the dis-
tinction between the Western and the Eastern MEGAlse BSR; more
precisely, the Eastern MEGAS are more oriented tdwav-tech manufac-
turing than the Western MEGASs.
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In addition, patent applications to the EuropeatefeOffice reveal an east-
west divide. Rather than expressing any innovagireeesses, the patent
application data reflect the MEGAs™ ambition to expknowledge for the
European market. Hence, data from either 2002 08 20one for Belarus
and Russia) show that Western MEGAs are more \gililmapply for pat-
ents, which can also be explained by a longerticadof intellectual prop-
erty in the Western Countries. For example, thezeev600,000 patent ap-
plications for the MEGA containing Copenhagen arahiis, with an im-
portant share in human needs, electricity and pBysi share similar to
other Western MEGAs. Examining Belarus and Rusk&,number of total
patent applications is very low: 2,237 for St. Pgterg, 1,662 for Minsk
and 38 for Kaliningrad (figures in 2007) expresding limitations on intel-
lectual property rights in these parts of the B8R eonsequently the need
for institutional change in this area.

BSR metropolitan regions as gateways to markets, pe  ople and
collective images

The main feature concerning the third and last opetitan function corre-
sponds to air traffic, both passengers and goduks.sfudy takes into ac-
count several scales of analysis, namely the BSRyde as a whole the
transcontinental routes. None of the BSR airpoatsbe considered as in-
ternational hubs due to a lack of global directtamnections; this contrasts
with other European airports such as London, Paramkfurt and Amster-
dam. For the BSR region (see figure 6), the mawshthe importance of
connections among the Nordic capital cities thahiates the pattern of air
travel connections in the BSR; domestic flightsas® important, mainly in
Poland and Sweden, as well as between the two &uBHEGAS that are
part of the BSR; finally, Helsinki occupies a s@qosition regarding its
relative important air connections with Easternitzdgities compared to
the other Western MEGAs. However, a common strasbgyld be devel-
oped in order to increase the BSR air connectieysitd its territory, espe-
cially on the global scale; for example, by stréeging the position of
Copenhagen as the current leading BSR airport.
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Seaports are also a strategic issue when it camgat¢ways functioning
around the Baltic Sea. On the one hand, the mastrdic ports for passen-
ger flows correspond to nodes that are part ofrtagn maritime links lo-
cated within or close to MEGAs: Helsingborg-Helsngpetween Sweden
and Denmark; Helsinki-Stockholm between Finland &netden; and
Radby-Puttgarden connecting Denmark with Germang.worth mention-
ing that the Top 25 passenger seaports in the B&HEse only one loca-
tion in the Eastern part of the studied region, elgriallinn at position 7.
On the other hand, cargo flows shows a quite diffepicture of the region;
in fact Hamburg, Bergen and St. Petersburg comites@&op 3, while East-
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ern ports show themselves to be better in cardfictthan in passenger
traffic, with a significant increase between 200d 2006.

Gateways functions deal not only with transportriderion such as interna-
tional fairs is also of importance. St. Petershaiges the Lion’s share in the
overall BSR, followed by the MEGASs of Poznan anel tther BSR capi-
tals, whilst there is a rather well-balanced dusttion of international fairs

in the BSR's MEGAs. Also of interest are the in&tional fairs held out-
side MEGASs, such as those in Jonkdping in SwedemiHg in Denmark
and Rostock in Germany, all derived from local sip@tes.

Finally, this study takes into account the spatistribution of UNESCO
World Heritage Sites as a function feature for gatgin the BSR context.
Indeed, these sites can be seen having potentisirengthening a MEGA'’s
profile beyond its own territory.

Demographic trends

The development of the MEGAS has been given pritte@@on due to their
importance as hubs for the development of the kedgé-based economy.
But what about the small and medium-sized cities2H2y suffer from
concentration of economic development in the MEGAS® question is
important because if the strong development oME&As goes hand in
hand with a weakened network of small and mediuraescities, economic
and demographic cohesion outside the metropolégions is at stake. We
know that cities are not weaker just because thegmaller. Thus, some
small and medium-sized cities achieve special fanat importance due to
their strategic geographical position, a specidlsgonomy, position as a
gateway or strong connections with internation&vioeks.

A detailed study of the development of medium-siaed small cities was
beyond the range of this project. Therefore, Nagareoncentrated on two
studies: national case-studies on the developmedium-sized cities and a
BSR-wide comprehensive study on the role and mosaf medium-sized
cities in the demographic development. The casdietiare presented as
they were provided by the national experts. Thewdity of these studies
made it difficult to form general conclusions. Nadio, therefore, decided
to present them as show-cases, valuable as théy @reir own right
(Schmitt P. et al., 2008, appendix 2) . The othedys on the role and posi-
tion of medium-sized cities in the demographic demeent, was con-
ducted as a statistical survey by Nordregio, assiby national experts.

From the Nordregio study, we shall highlight thestiateresting findings.

The demography of medium-sized cities

Starting with the overall morphological patterrtloé urban system in the
BSR, the uneven distribution of cities betweenNloethern and Southern
parts of the BSR is confirmed by the mapping otdaiés larger than 20,000
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inhabitants (see figure 7). The map further revgalte dense clustering of
smaller cities in most of the metropolitan regiomstably the metropolitan
regions of Berlin, Hamburg, Copenhagen, Oslo, Stokth, Warsaw, Lodz
and Katowice. As we shall see, these medium-sides en the metropoli-
tan areas often are the “winners”. Closely locatethe MEGAS, they usu-
ally are offered the opportunity to follow more thane track of develop-
ment. They may offer attractive and cheap housingp&ople working in

the metropolitan centre while at the same timerwffeprivate companies
building sites, often with easy access to natiana international infrastruc-
ture. Only seldom such double opportunities ateaad outside the metro-
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politan areas. Medium-sized cities in regions a&she metropolitan re-
gions are not offered the opportunities of integatvith the housing and
labour markets of the metropolitan cities. Theyehavmatch the challenges
and dynamic of the local regional economy, usualéyng new trends of
globalisation. Finally, the most peripheral citaae often due to negative
development trends, especially if they are not eredbwith attractive na-
ture for tourism or gateway positions (Groth et 2005).

Recent demographic trends

The total BSR population is decreasing slightlyyeln by substantial natu-
ral losses that are offset by in-migration. Thegerall trends vary from one
country to another and between large cities andl sitias and the rural
areas. In figure 8, the total population changestias above 10.000 inhabi-
tants is shown for the period 2002 — 2006, followgdhe natural and mi-
gration components for the same period in figurasa® 10. Figure 8 shows
the increasing populations of most cities larganthbout 100,000 inhabi-
tants in the Nordic Countries and the Northwesgem of Germany (former
Lineburg region, Schleswig-Holstein, Bremen and blang), whereas ur-
ban growth in other parts of the BSR reveals arbtlipattern, character-
ised, however, by negative population developmdost cities in the three
Baltic States are declining, with Tallinn and Taaind some small cities in
the vicinity around Riga as exceptions. In Belaurban growth is restricted
to the four largest cities. In the Eastern paB8R, i.e., Germany (Meck-
lenburg-Vorpommern, Brandenburg and Berlin), thpypation of Berlin
was stable from 2002 to 2006, and a corona of stitadks around Berlin the
only exceptions within a pattern of general urbeaalide. Poland reveals a
most diverse pattern of urban development. WheRleésh cities grow or
decline seems to depend on their regional endovwswatiter than their size.

Turning to the components of urban growth, figi@esd 10 show that the
positive net migration compensates for natural pettan decreases in the
Northwestern part of BSR-Germany, Berlin and theoa of small cities
around Berlin. This is also the case in small sitrethe Northwestern parts
of Poland, Warsaw and some parts of southern Ppikarle largest cities
of Belarus and several smaller cities in Swedemhdénargest cities of the
Nordic countries (except Copenhagen) including sarad medium-sized
cities in the metropolitan regions, natural popolagrowth and migration
reinforce each other. Generally, however, migraiiomost of the BSR
countries — except the two Baltic Stdteshas contributed positively to de-
velopment, especially in the largest cities.

" Data from Estonia not available.
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Figure 8: Overall population change in BSR cities (2002 — 2006)
Souce (Schmitt P. et al., 2008)

Much of the migration to the largest cities is gaed by younger people
still in their working life, thus contributing to@ositive development of the
metropolitan labour markets. Nordregio observesealian though

many larger cities in the BSR lost population betw@002 and 2006 they
increased their numbers of employed persons dtinemgame period
(Schmitt P. et al., 2008, p. 58). This trend iseesgly clear in Poland,
Lithuania and Latvi§. The migration of labour force in turn leads toiskr
ing labour markets outside the metropolitan regiwitl an ageing labour
force.

8 Data from Estonia not available.
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30



City population at the end of Z606:

= Rural popakalion®
=130 { <} Enpdicab il @ FUPAl PepulBlion of
:w.”' 4 ik 2l ‘ e Bivireg i
cibea wh more than 10 000 IntabRans.
o e repenl e,
o Boundary of togion

Figure 10 Net migration in BSR cities (2002 — 2006)
Source: (Schmitt P. et al., 2008)

31



& NORDREGIO

Beecic Cantiefon Spatal Devtlogurnent
MROTSG
ENordregio & NLS Finland

a 150 300 km
e —

7.~ national boundary
“__ regional boundary

i

Size of circle is relative to number of

Change in employment persons in urban settlements, at the

in the BSR cities 2002 - 06* end of 2006
Change in the total number of employed s \ 5000000
persons in the city, annual average, in % / &

= > 2.0

I 05- 20 N

__-05-05

L -20--05

il <-2.0 Urban settlement defined as: DE: Big, small and mediumsized
=t "Kreisefreie and Kreisangehorige Stadt'the Nordic countries;

.| Data not available " LV 2002 - 03, closest municipal proxy of built-up urban area (byomrade (DK).
Nordic Countries and Gerrnany: LFS adjusted series BL20os =00 taajama (FI), tettsted (NO). tatort (SE)) with over 20 000 inhablitants

Figure 11 Change in employment rate in BSR cities 2002 — 2006
Source: (Schmitt P. et al., 2008)

Figure 11 reveals the change in employment ratédsiiBSR cities 2002 -
2006. Generally, the employment rates are incrgasithe smaller German
cities surrounding Berlin and Hamburg, as wellrasaveral cities in Poland
and a few cities in Lithuania, Latvia and BelarnmsPoland and the eastern
parts of BSR Germany, the employment rates areasong at a back-drop
of high unemployment — as shown in figure 12.
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A certain regional specialisation in primary protgoige, manufacturing and
services, respectively, is taking place in the B&Rrevealed by figure 13.
In comparison with a similar study (Hannel & Neuwdra2005) based upon
data from 2001 — 2003 Schmitt et al. observe thashare of employment
in manufacturing has been rather stable, clos&%. Zhe share of em-
ployment in public and private services has rentastable (63% in 2001,
64% in 2003). Also, Schmitt et al. observe thainges from manufactur-
ing-dominated to service-dominated employment &ksrt place only
rarely at regional level.
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Figure 13 Dominant branch of employment in the BSR at the regional level
Source: (Schmitt P. et al., 2008)
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Future demographic trends

In the future, BSR faces major challenges due &mghs in the demo-
graphic situation. An evaluation of future demodmagrends by Nordregio
and national experts concludes: ‘Apart from thediocountries, one can
anticipate a general decrease of the overall ptpualéhat goes hand in
hand with a kind of emptying of rather periphenaas, as well as areas
which are characterised by somewhat isolated SMESA@ their rural
hinterlands.” Stable or increasing populations loarexpected in the larger
metropolitan regions, however, though these wikfoe concentrated at
the fringes rather than in the metropolitan coeaar(Schmitt P. et al., 2008,
p. 68).

As mentioned above, the crucial problem in the BSfRe decreasing natu-
ral population in many regions due to low fertiligtes, especially in Ger-
many and the Eastern BSR countries; this is shawahile 5.

Table 5: Averaged fertility rates in the BSR (2000 — 2005)

Denmark 1,75
Norway 1,72
Finland 1,72
Sweden 1,64
Poland 1,48
Estonia 1,37

Russian Federation 1,33
Germany 1,32
Lithuania 1,28

Latvia 1,26
Belarus 1,24

Source: table based on UNO World Population Prospects: The 2004 Revision (Schmitt P. et al., 2008).

The shrinking and ageing labour force following tleereasing natural
populations ‘and the question in how far this migatcompensated by in-
migration from other countries as well as the goesdf safeguarding a
certain level of provision of services to the initahts and to business ac-
tivities within “greying societies” are burning poy issues for the future’
(Schmitt P. et al., 2008, p. 68)

The trends of demographic transition may be sunsedras follows: It is
expected that population increase will occur onlyhie Nordic countries. In
all BSR countries, the proportion of people overyéars of age will in-
crease. With the exceptions of Norway and Swedenyoungest (0-19) and
those of working age (20-64) will decrease thearstof the population.
The estimated figures are shown in figure 14. Wasth mentioning that
such estimates are sensitive to changes in the'lymdedemographic pa-
rameters, which in turn depend upon social andirllfactors connected to
the formation and dissolution of families, aspimas of young people to
attain a higher professional status in their owmmntry of abroad, job oppor-
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tunities, availability of housing, social welfarether family-relevant ser-
vices.
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Figure 14 The relative change in total population and for 4 age-groups, in percent for the
countries and areas in the BSR 2010-2030

Source: Estimations based on Eurostat, calculated by Rauthut (2008), (Schmitt P. et al., 2008).

The contrasting trends between the Nordic countnesthe other parts of
the BSR as shown in figure 14 seem most favoutaltlee Nordic countries
as concerns the supply of labour; hence the atteatss of the Nordic
countries for future economic development. We laosyever, only speaking
in relative terms, since the increasing populaiothe Nordic Countries is
due primarily to a pronounced increase in the nurobelderly people
(65+). In line with current observations, the ageirf the population is
strongly correlated to rural and peripheral regidhss aggravating the cur-
rent imbalance between metropolitan areas and otlgeons.

In relative terms, however, the importance of tleedic Countries in the
BSR will increase in the future.

The relative decrease of young people and peopMking age in the
southern and eastern parts of the BSR is likehgsaolt in a shortage of la-
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bour, which will in turn cause a structural changée economy in those
areas (Schmitt P. et al., 2008, p. 70)

In the ‘Southern Arc’ of BSR (Germany, Poland aredaBus) Belarus
shows the most positive future scenarios. Howehes is based upon
speculative assumptions that strong in-migratidha@mpensate for the
natural decrease of the population. The situaticthemedium-sized cities,
especially those situated in the eastern part &-B®rmany, is likely to be
dramatic in the future. Stable developments ointle¢ropolitan regions in
BSR-Germany and Belarus are likely to be expectdte future, due to
domestic migrations towards those centres at therese of the medium-
sized cities and rural areas outside the metr@oh¢gions. In Poland, the
pattern seems to be opposite. It is expected thatmt migrations to small
and medium-sized cities and rural areas will cargirin addition, the cur-
rent out-migration from Poland is expected to qumi, which shows the
need to offer attractive jobs and living conditidosthose people (Schmitt
P. et al., 2008, p. 79). For the eastern-most jpattse BSR, the three Baltic
States, Kaliningrad and the Northwest Russia, @nraguction of the
population can be expected. A few positive islanfddevelopment are to
be found especially at the fringes of the largetrapmlitan regions,
whereas the metropolitan regions themselves wilhktor eventually stabi-
lise their populations. The ‘losers’ are small amedium-sized cities and
rural areas outside the metropolitan regions (Stthtniet al., 2008, p. 84).

Small and medium-sized cities in national policies

The rather negative prospects for the small andumedized cities outside
the metropolitan regions call for political respessPolitical measures are
needed which can either allay the negative tremdsyoto integrate those
cities into the new knowledge economy. Based upee-ctudies from the
national experts, Schmitt et al. analysed the extewhich medium-sized
cities are taken into account in national poli@asnnovation, research and
development. The overall conclusion is that medsiped cities are not
given special attention in national policies in B®R in this field. On the
other hand, medium-sized cities are not ignore@rdfore, we shall briefly
summarise the findings.

In the Nordic Countries, there has been speciabasip on improvement of
education and research at the universities. Otieediools has been the
merger of universities in order to strengthen matigather than regional
competitiveness in the knowledge economy. The BinRegional Centre
Programme, however, is explicitly targeted at sraal medium-sized cit-
ies. In the ‘Southern Arc’ of the BSR (Germany,dfal and Belarus) the
national policies vary from one to another countnyGermany, there exists
no specific national innovation policy with regaadsmall and medium-
sized cities. However, the individual statém(er are trying to stimulate
regional innovative capacities. Rather than just the focus on the small
and medium-sized cities, the political discourse mma@re recently turned to
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the question of how the small and medium-size@<itian profit from the
development of the metropolitan regions. In Polasdin the Nordic coun-
tries, innovation and research policies are abimehgthening the role of
national knowledge institutions. Rather than megginiversities, regional —
usually younger -- universities should concentoatéeaching.

In Belarus, the tradition of developing and sustejrihe national hierarchi-
cal urban system has recently been reinforcedryngber of plans and
programmes. These plans and programmes have foupsedservice rather
than research and innovation in order to guaraatesrtain level of living
standards.

Latvia shows a rather strong political awarenesmfwove living standards
in the entire country. The importance of Riga asrthtional driving force is
fully acknowledged; thus, no distinct policies taggeted to mobilise inno-
vative potentials of the small and medium-sizesit

In Russia, the concept of ‘science-towns’ is a seethblished instrument
for the territorial organisation of innovation. Masties having ‘science
town’ status are located in the Moscow region. trtNwest Russia, Peter-
hof is an example of a ‘science town’ that belotogthe metropolitan re-
gion of St. Petersburg.

Urban-rural relations and partnership

Closely related to the disparities between largesanall cities are the dis-

parities between urban and rural settings. Theeefwe not only paid atten-
tion to policies aimed at small and medium-sizegs;j but also policies on
developing urban-rural relations, especially in fhessian context.

Urban-rural relations are considered any relations between urban and rural areas
such as commuting, recreation, energy, water or food supply etc. Urban-rural rela-
tions are the basis for any urban-rural partnership which adds organisational or
cooperation structures, governance or financing models to mere relations. The
geographical scopes of urban-rural partnerships differ. They are mostly focussed
on cooperation between cities and their immediate surrounding areas. Under con-
ditions of globalisation, however, which foster the development of metropolises and
metropolitan areas, new concepts are being discussed of extending the coopera-
tion to larger areas between different metropolises.

Despite the fact that Russian science, especiedig@mic geography, mu-
nicipal engineering and urbanistics, paid attentomuarban-rural relations,
no serious scientific work was carried out, noffisient practical experi-
ence gained, in the field of urban-rural partngrskirst of all, this can be
explained by the fact that urban-rural relationsen@nsidered mainly in
the context of the perspective development of kiigs; for which rural ar-
eas were viewed as the ‘territorial expansion-b&sighe cities. On the
other hand, however, cooperation between urbamaatareas is often
subsumed under inter-municipal cooperation. An exaraf this coopera-
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tion are the Chelyabinsk and Tver regions. An agesdg on mutually bene-
ficial inter-municipal cooperation between Tvelyaind adjacent Kalinin
and Rameshkov districts was signed in Tver regio2008. Such agree-
ments are concluded in many regions in Russia,lstegep, although their
geographic focus is on cooperation between sewanalcipalities or be-
tween cities and their surrounding areas. The dewveént was also facili-
tated through legal efforts on the Russian Federdével, such as the law
‘On main principles of organization of the localfggovernment of the Rus-
sian Federation’ in 2003.

In Northwest Russia, large disparities persist ketwurban and rural areas.
The settlement system is characterised by one pudisqSt. Petersburg)
and only a few larger cites with more than 100,B®@bitants (Kaliningrad,
Murmansk, Nowgorod, Pskow, Petrosawodsk). Largewdees exist be-
tween those cities. Accordingly, the density of tleéwork of smaller towns
is low, and the functionality of the smaller townsvards the surrounding
villages is weak and in need for further strengihgnOutside St. Peters-
burg, the population density varies between 63hithats in Kaliningrad
region to less than 10 inhabitants in Murmanskaegind the Karelian Re-
public. The current and future demographic situaléads to increasing
disparities.

The current development in Northwest Russia shodgnamic growth in
large cities such as St. Petersburg and Kaliningrhts applies especially
to their neighbourhoods, as in most metropolitayoms. Accordingly, rural
areas surrounding the big cities are among the dysstmically developing
territories of the region. Such successful develepnof rural territories
takes place mainly in spheres outside agriculfpradluction. Therefore, the
high rates of increase of population in the metlitgoo rural areas are only
nominally rural. Due to expansion, typical interesapartment building
along the borders of the city has turned subure#iements into bedroom
communities for commuters working in the city. Tasgest and most prof-
itable enterprises are not agricultural and aresitoaited in rural munici-
palities; consequently, they do not add any inctortée local budgets. In
contrast to such rapid suburban development, thoaéareas more remote
from the main growth centres face considerable [adjonm decline and eco-
nomic stagnation.
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Russia in the Baltic Sea Region

In order to provide more detailed information abiigt relations between
Russia and the Baltic Sea Region, it was decid@actade two case studies
on the two most important gateways between Russldle BSR, St. Pe-
tersburg and Kaliningrad. The case study of Sembtrg was conducted
by the Leontief Centre, and the study of Kalinadywas conducted by
Immanuel Kant State University of Russia. Eachhef¢ase studies has
been published separately, (Oding N. et al., 2@608) (Fedorov G. et al.,
2008), respectively. The findings of this chapter lsased extensively on
the two case studies. The case studies followexnrarmon topical template,
as revealed by the structure of the chapter. Whdst of the documentation
is based upon the case studies, many of the caoictuare the responsibil-
ity of the editor.

Russian foreign policy and trade
Russia and European Integration

In economic terms, the European Union (EU) is thedtan Federation’s
(RF) primary trading partner, while the RF ranksdtamong the EU’s
partners. For the RF, the EU represents a keygqramainly due to its ca-
pacity of technology and investment, as well astiégus of stable consumer
market. In fact, this relatively stable relatioraisonsequence of the Part-
nership and Cooperation Agreement (PCA) signediire 1997; this
agreement was reinforced in May 2003 by the creaifdour Common
Spaces to further strengthen their strategic pesttiye

Even though RF and EU relations have become maea®ed, the RF is
much in favour of national bilateral strategic agaments as a complement
to the institutionalised supranational cooperatlormer RF president
Vladimir Putin highlighted the state of EU/RF rédais: ‘In this regard |
agree with Romano Prodi’'s formula of our relatioithvithe EU: "everything
but institution” that shows his wish to continuesk relations based on stra-
tegic partnerships rather than the implementatfa@supranational form
joining the EU and the RF (Pursianen C., 2007 p. 19

Nonetheless, essential political cooperation exidte Northern Dimension,
for example, is a regional expression of the fouflF Common Spaces,
involving also both Iceland and Norway. As a consgwge, political coop-
eration at regional level, also via cross-bord@pawation, contributes to
the development of non-governmental organisationiscantacts between
political and social forces at various levels, &lgion of Baltic Cities
(UBC), the Helsinki Commission (Baltic Maritime Eronment Commis-
sion / HELCOM) and Baltic Sea States Summit (BSSS).

The integration process, however, remains limitégare remain strong pro-
tectionism tendencies within the RF, as express @yotation from Pur-
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sianen (Pursianen C., 2007): ‘strategies, poliaresdecision-making struc-
tures are clearly characterized by state-regulatetkctionism and fear of
losing its decision-making autonomy and sovereigifiiythermore, it is
complemented by a strong RF feeling that it haswis ‘special’ way of
development so that EU/RF relationships correspoack to cooperation
rather than integration.

Russian Economy in 2007

Economic growth

In 1999, the overall Russian economy started grgwgein, facilitated by
the Russian rouble depreciation in 1998. From 2€6@2economic growth
was stimulated mostly by the increased privategowrnment consump-
tion financed with the rapidly increasing reventresn oil and gas exports.
By 2006, a new growth factor has reached the Rugianomy in 2006, net
capital inflow. Russian banks and companies ar@nagttracting funds
from abroad.

Nevertheless, this growth situation occurs at Hmestime as high inflation
rates (11.7% in 2007), so that the economic sdadbr low-income house-
holds is becoming increasingly difficult.

External trade

Russia has had a positive net export rate sinc2 (82 including the CIS);
Russia’s exports are dominated by natural resowegsommodities such
as gas, oil and oil products, while imports congfshanufactured goods,
machines and equipment. Russian external tradeissaharacterized by a
predominance of inter-industry trade and is thus-imbegrative.

As mentioned earlier, the RF’s main trade parta¢he EU (51%, in 2007);
followed by Southeast Asia (19%) and CIS (15%).

Looking specifically at the Baltic Sea Region (BS®e¢ find that Germany
is Russia’s most important trade partner for boghoet and imports, fol-
lowed by Poland and Finland. When it comes to irgdatiata of trade vis-a-
vis gross national income (GNI), figures show ti&t three Baltic States,
especially Lithuania, are more dependent on tratie Russia for both im-
ports and exports than the other Baltic Sea Sthtissalso worth mention-
ing that exports to RF is substantially lower tivaport; the RF’s energy
exports to the BSR represent an important patt@bterall external trade.

Russian companies have shown a tendency to foctes onahe domestic
market rather than international one. Due to the sf the domestic market,
Russian companies are not forced to seek custaberad. Furthermore, it
is natural to maintain and develop relations wattal authorities in order
remain prominent in local markets. This orientatiowards the Russian
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domestic market also allows Russian producersddyme lower quality
goods than they would had they been pushed to @umsernational stan-
dards. Many Russian firms simply do not see itag first priority to be-
come competitive at the international global magkatsituation also re-
vealed by interviews with Russian corporate engeeurs and managers.
According to Pursiainen: ‘in some sectors [inteiorad! economic] integra-
tion is seen as a threat rather than a possiksiite these sectors do not
have a realistic potential of penetrating Europaankets (for economic,
political or quality-related reasons). These sectbus concentrate on do-
mestic markets and support protectionism’ (Pursiade 2007 p. 14).

Investments

In 2007, total accumulated investments increaseahdrye than 50% within
a year and reached USD 220.6 billion. These catsst both foreign in-
vestments and loans and credits, while portfolieegtments are relatively
minor. Major investing countries, except Germamg, lacated outside the
BSR. This includes, however, most of Germany. im skDI does not fa-
cilitate BSR integration. The largest sector of FDtonsumer services,
focused on the vast RF consumer market; furtheetaee only few effects
of FDI on technology transfer.

As concerns the RF’s outgoing FDI, the accumulatedstments reached
USD 32.1 billion in 2007, which corresponds to @ffncoming accumu-
lated FDI in the RF. Within the BSR, RF investmeants channelled mainly
into the energy and transportation sectors. Tha maestment object is
the North Stream Pipeline project between the RFGermany.

Foreign Direct Investments (FDI): Economic Growth, Poverty
and Scientific Progress

One of the main aims of attracting FDI is to sdekkind of stable eco-
nomic growth that would help reduce poverty. Inf&DI affects economic
growth rates of the recipient country’s economyilevhlso contributing to
its integration into the world economic system lasaaly mentioned earlier.
Although FDI can reduce poverty, effects can ordysben in the long-term
perspective. Nonetheless, improvement of labouditimms appears in a
short-term perspective in the receiving countrgntts to the desire of the
investing company to maintain a certain standingttfermore, transfer of
technology and know-how are also encouraged by #i3i;is even more
important for scientific-technological parks, whifgzilitate both the estab-
lishment and the development of new businesses.

According to Deutsche Bank Research, Russia hameethe second larg-
est foreign direct investor among emerging maridegtind Hong Kong)
and the largest investor among the BRICs (Brazikd#, India and China)
(Nestmann T., 2008). Russian outward direct invests1(ODI) reached
USD 48 billion in 2007, more than the double amafrthe preceding year.
The ODI was concentrated in a few destinationshasvn in figure 15.
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Other 16,3

Germany 4,3
Austria 4,4
Netherlands 4,9
USA 6,0

Cyprus 37,5

Luxembourg
26,7

Figure 15: Russian ODI flows. % share of total Russian ODI flows, 2006.
Source: (Nestmann T., 2008)

The large shares held by Cyprus and Luxemburgeuating jointly for
64% in 2006 — partially flow back to Russia as EbDare redirected to
other countries. As an example, a stakeholdereot #iivian oil pipeline to
Ventspils is Euromin Holdings, Ltd. from Cyprusgc@npany that is part of
the Vitol group.

Russian investments abroad began predominantheil©tS in the 1990s,
subsequently moving to the developed markets dsawehore recently to
Africa. Resource-based industries continue to dateioutward invest-
ments. However, financial, telecom and retail tredmpanies are also ven-
turing abroad. According to Nestman, expansionadbprovides Russian
companies with ‘access to new technologies, know-&iod resources’ and
in turn help to modernise the local economy (Nestmb., 2008).

Russian FDI in BSR is relatively low. As mentiorniadhe previous section
regarding investments, Russian FDI in the BSR mceatrated in sectors
such as energy, transportation, industry and tdad@ct, the Russian FDI
in the BSR is very much strategically motivatedRyssian interests in ob-
taining access to the EU and other internationakets. Characteristic ex-
amples of these efforts are the port of Sillamastonia, co-owned by a
Russian company; the oil pipeline from Russia \daBus to the Latvian
harbour of Ventspils, also co-owned by a Russianpamy; and the North
Stream Pipeline project that goes from Russia tiiréc Germany.

The moderate position of the BSR in Russian for@igestments is indi-
cated by a list of large mergers and acquisitiajgats in which Russian
corporations were the buyers, cf. table 5. Theshstws 27 mergers and
acquisitions spread over 19 countries and 3 comisnét is evident that the
Russian companies now operate world-wide and ngelofocus on the CIS
and the former Soviet Republics in the BSR. ThesRuscompanies, spe-
cialised within the resource-based sector, coopeavah relevant partners
no matter where they are around the world. Theywsgart of a global spe-
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cialised networks not restricted to any kind ofioegl imperative. Thus,
only a very few of the large mergers and acquisttilisted in table 5 took
place in the Baltic Sea Region.

Table 6: Large M&A projects with Russian corporations as purchaser*

min
Purchaser Sector Target Country USD
Alfa Group Telecom Turkcell Turkey 3.000
. Nelson Bermuda
Lukaoil Fuel&Energy RESOUICES Kazakhstan 2.130
8 | Severstal Metallurgy Lucchini Italy 511
& | Evraz Group Metallurgy Vitkovice Steel Czech Rep. 287
VimpelCom Telecom URS Ukraine 231
Amtel Chemical Vredestein Netherlands 201
Banden
Evraz Group Metallurgy Oregon Steel United States 2.300
Novolipetsk Steel | Metallurgy Duferco lEJB'tEd States 806
Evraz Group Metallurgy Highveld steel South Africa 678
VimpelCom Telecom Amentel Armenia 496
8 Eurallumina
o
S Rusal Metallurgy SPA Italy 420
. . OMG Australia,
Norilsk Nickel Metallurgy nickel assets Einland 408
Rusal Metallurgy Alscon Nigeria 250
Interros Fuel&Energy Plug Power Inc. United States 241
VimpelCom Telecom Unitel Uzbekistan 207
Norilsk Nickel Mining LionOre Mining Canada 5.234
Rusal Metallurgy SUAL, Glencore | Schwitzerland 3.600
Gasprom Fuel&Energy Beltransgas Belarus 2.500
Energetic
Renova Energy Source SPA Italy 700
Evraz Group Metallurgy C'ayF“O”t Steel United States 564
Holdings Inc.
Czech Rep.
Lukoil Fuel & Jet I?etrol Poland, 560
I~ Energy Stations Hungary
S Finland
N A
Global Inform. . Altis
Services Holding Machinery Semiconductor France 449
MTS Telecom K-Telecom Armenia 434
. Sungate
Mirax Group Hotels Port Royal Turkey 340
- Celtic Resouces
Severstal Mining Holding Pl Ireland 315
Evraz Group Metallurgy nghvgld Steel & South Africa 238
Vanadium
Novolipetsk Steel | Metallurgy Winner Steel inc | United States 212

*Only stakes above 10% and dedls over USD 200 min included.

Source: (Nestmann T., 2008)
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Case-studies

With special focus on St. Petersburg and Kalinidgddlast, two case-
studies were undertaken by the Leontief Centrd.iP&ersburg (Oding N.
et al., 2008) and the Immanuel Kant State UniveditRussia, Kaliningrad
(Fedorov G. et al., 2008). The findings are diseddselow.

General characteristics of St. Petersburg

A review of the economic and strategic developnoéi8t. Petersburg
through the last decade shows that the city isaam#ing its position as
one of Russia’s most important cities, unique eslaral city and strategi-
cally important as Russia’s hub towards the EUwWRR Russia, St. Peters-
burg reveals strong trends and strategic effortggabal economic integra-
tion, with the Baltic Sea Region playing a moder#ieugh strategic role.
The Baltic Sea Region is more important in seabdrultural, institutional
and technical cooperation.

Economic Development in 2001-2007

For a long period the economic growth rate of 8teBburg has exceeded
the growth rate of the Russian economy as a wis@ezice production
takes up about two-thirds of the economy. Withia tianufacturing indus-
try, food production and the machine-building coexphre the two most
important branches, as in figure 16 below.

0
34% 320

9%
. / . T 10%
B Food industry 1% 3% 11%

B Machine building and metal processing

4 Electrical power industry

H Metallurgy

B Industry of construction materials
Light industry

H Other

Figure 16: Manufacturing industry of St. Petersburg
Source: (Oding N. et al., 2008 p. 20)

The positive dynamics of the industrial products@m not to be driven by

modernisation of the industries: ‘Despite of thaeipee dynamics achieved
for the last five years, no deep modernisationliafextors has occurred
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(Oding N. et al., 2008 p. 20). Thus, in an eralobglisation, this might
leave those industries in more difficult positiavisen faced with interna-
tional competition, which would in turn lead themfocus on their domestic
rather than international markets.

Attracting investments

Assisted by the federal government, St. Petersimaiges use of different
tools for attracting investments. The city is undking these measures in a
positive climate of steeply increasing FDI. ThuB) ih 2006 reached USD
643.4 million, i.e. 2.6 times more than the yedobe In 2007, the growth
of FDI is expected to continue and to reach USDblllon. The total for-
eign investment in 2007 is expected to reach USb#l. USD (Oding N. et
al., 2008 p. 22).

In order to further facilitate the investments, @iy Government has de-
clared that it will increase the competitive capaof the city through a
modernisation programme, including
o the improvements of the city transport (new paniti@ies, access to
ports, warehouses and terminal logistic zones);
o lay-out of IT-parks and a special economic zonerder to facilitate
a transition to innovative economy.

Social and demographic situation

The positive development of foreign investmentgsalace on the back-
cloth of a social situation characterised by societjuality. However, un-
employment is one of the lowest in the Russian Feaba. Furthermore, the
population has decreased continuously, from 5,@&bi® 1990 to
4,565,000 in 2007. This is due to negative devekpurof birth- and death-
rates and a positive net migration being unablmteer the natural loss of
population. The geography of migration has chanlyggration of Russians
to the Baltic countries has ceased, as has enagrat the United States,
Germany and Israel. An increasing in-migration fribia CIS countries and
other regions of Russia to St. Petersburg has cosaped for the aforemen-
tioned declines.

Public utilities

Public utilities, water supply, sewerage and waséein an unfavourable
situation and need improvement. The basic sourgeatdr supply to the

city and part of the suburbs is the Neva River.eéDguburbs are supplied by
water from their own systems. The regular contfadhe water quality indi-
cates an unfavourable situation and the need tcoweghe quality of the
water supply.

The length of the sewage networks is more thanOBkiilometres. There is a
continuing discharge of untreated sewage waterifigwirectly into the
Neva and the Gulf of Finland. This poses a thre#h¢ sanitary state of the
Neva Bay and damage to the ecology of the coastera/and to the Baltic
Sea in general.
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New recycling plants for waste have been constduct®rder to improve
waste treatment. Currently, the households 1.5anili® of waste are han-
dled by two waste recycling plants, whereas 3.5ionim® are disposed at
dumping areas. About 1.5 million®wof waste from small business, com-
merce, etc. are handled under fee-based arrangemihtcompanies.
However, much of this waste is dumped illegallyhia suburban woods.

In 2006, an ecological project was launched, ahastbeen decided to
build six new waste sorting and reloading plants.

Documents of strategic Development

A number of strategic plans and programmes have pespared during the
last decade, many of which are aimed at improvggscial situation.

In 1997, aStrategic Plan of Development of St. Petersiwag approved.
In 2004, a new system of national planning, unitquest. Petersburg, was
established to resolve problems of socio-econofimancial, urban plan-
ning and other aspects of urban development. Thesgstem includes the
following documents and statements:

1. The Concept of Socio-economic Development (20-heaizon, 5-
year update)

2. General work plan (20-year horizon, 10-year update)

3. Program of socio-economic development (3-6-yeaizbar 1-3-year
update);

4. Budget;

5. Annual Governor's message.

Three directions are the focus of ‘The Concepf:pdsitioning St. Peters-
burg as a ‘world city’, (2) developing St. Petengpas a national commer-
cial and traffic centre and as (3) a centre of yiation and administration.

World city

The positioning of St. Petersburg as a world dtgenerally about integrat-
ing the city into the world economy (not just tleweomies of the Baltic
Sea Region). Closely related to this policy strantw develop St. Peters-
burg as a venue for summits, conferences and foamago enhance its
nationwide federal functions. The goal is alsod¢galop the city’s position
as a cultural capital of Russia (holding festivabgibitions and concerts)
and as a leading European centre of internatiauaism.

Commercial and traffic centre

More than 50% of Russia’s export turnover and irhgoexpected to pass
through St. Petersburg on its way to and from tbe E

In order to achieve this situation, the developnuér@t. Petersburg calls for
infrastructure investments, the most important biclv are the Large Port
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of St. Petersburg, the Circular Road, a high-spesd to Moscow and the
upgrading of the airport.

Centre of innovations and administration

The goal of developing St. Petersburg as a cehireovations includes
innovation of new products, effective marketing adgustment of serial
production, and further integration and competite®s with the outer
world. This, in turn, implies that the ‘antagonisothe tendency to
strengthening protectionism and the all-round supgicthe measures on
the federal level that assist to liberalizatiorfatign economic relations
must be a priority-oriented direction for the dctythorities (Oding N. et al.,
2008 p. 37) .

Business climate

Earlier, it was mentioned that St. Petersburg mated from a recent,
steep increase of FDI. It was also mentioned treisures have been taken
to facilitate foreign direct investments.

We shall briefly comment on the business climat8tinPetersburg and
Russia from the perspective of attracting foreigmpanies and invest-
ments. A catalogue of incentives has been estalisince 1998 in St. Pe-
tersburg, including local as well as federal inoesd.

Administrative and legal measures taken by thé&&tersburg city include
the creation of an investment concession systearssggarency of tenders
and launching a clearly defined city developmeratsyy.

The contribution from the federal government inésidhe introduction of
governmental guarantees and assistance in desjgnidging and imple-
menting municipal investment programs.

The following governmental incentives are aimedeesgly at foreign in-
vestors:
« personalized support for investment projects;
* tax privileges for investors;
« provision of real estate objects for designateghpses as an exception
from general auction principles;
» Special Economic Zones (SEZ).

The amount of tax privileges depend upon the sizevestments, gradually
scaling up from USD 6-12 million, USD 12-120 mili@nd finally, more
than USD 120 million of investments. Projects ia thtter category are
classified astrategic project@and the investor asstrategic investarStra-
tegic investors are offered a reduced profit taxfi24% to 20% and ex-
empt from property taxes for a five-year periodsi8les the criteria of size
of investments, the strategic projects must alfdl fsome performance
criteria (e.g. positive benefits for the adjoinimgne and economic effec-
tiveness).
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Special Economic Zones have been set up for thecp2006--2026.
Within these zones, it is planed that they willdeatres for the production
of software, communication facilities and electasiautomation of engi-
neering processes, military and civil avionics, roaldelectronics and the
development of analytical instrumentation.

Incentives for investors in the SEZ are summarisddble 7:

Table 7: Special economic zone (SEZ) - Tax preferences for investors

Taxes General conditions Within the SEZ
Joint social tax 26% 14%
Customs duty according to customs-tariff duty-free
Land-tax * Max 1,5% 0%

Asset tax 2,2% 0%
Transport tax Max 200 rub. 0 rub.
Corporate tax 24% 20%

* of cadastral value
Source: (Oding N. et al., 2008 p. 42)

Special Economic zones are developed at two $esdorf and Novoor-
lovsky Park. A major problem for the city is thekeof new territories con-
taining suitable infrastructure. Forty-eight intfied zones are currently
situated in the city, with more than 700 companidg main industrial
zones and the two special economic zones are simofigure 17.

Nbvoorlo sky
o Park..

PELIN

R4
R

KPR ACKaST

Figure 17: Special Economic Zones in St. Petersburg: Neudorf and Novoorlovsky Park and
major industrial areas (red colour). The red perimeter shows the municipal boundary and
approximately the position of the Ring Road.

Source: (Oding N. et al., 2008 p. 43)
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The total demand for industrial sites is expecteto increase, but the
structure and location will change. Thus, induésiges in central districts
will be reduced and the number in the outskirts iwdrease.

In figure 18, a number of industrial zones desigddor special innovative
purposes are shown.

O Innovative-tech centres O Venture investment support for SE foundation
O sEz @ Business incubator for SE
@ Naukograd —research area @ T park (Telecommunication University)

Figure 18: Infrastructure for innovations

Source: Committee on the Economic Development, Industrial Policy and Trade (Leontief Centre, power
point presentation)

International cooperation

Institutional and political relations do not sthctollow the patterns of the
economic market relations. The market relationRudsia and St. Peters-
burg tend to integrate Russia and St. Petersbtwghe global economy,
whereas proximity within the Baltic Sea Region se¢minfluence the insti-
tutional and political relations. Within culturdld, the BSR relations are
strong. Probably, it has to do with the fact tloatrism is influenced by
nearby markets and family relations.

International contacts

Two kinds of international institutional networkave been developed in
recent years: networks related to urban and muadieipthorities and net-
works within culture. We will not go into detailubsimply list the names of
the networks in order to show the geographicalexrif the cooperation.
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Urban policy networks:

St. Petersburg is a member of:

o the Union of Baltic Cities

o Baltic Cities Conference «Baltic metropoli»

o Organization of the Subregional Cooperation ofBa#ic Sea States
o Tourism Commission of the Baltic Sea Countries.

The city cooperates with the following intergoveental organizations:
o Council of the Baltic Sea States

the Council of Ministers of Nordic Countries

Forum of the regions of the European Seashore

Baltic Development Forum

Baltic Sea Chambers of Commerce Association.

o O OO

Since 1998 St. Petersburg is an associated merhber o
o the Association of the European Cities «Eurocities»
o the International Association of Congresses andé&ences.

The following international organizations are regamted in St.Petersburg:
o Inter parliamentary Assemble of the CIS

0 Information Bureau of the Nordic Council of Ministe

o international funds and unions, UN organizations.

Finally, St. Petersburg is involved in Technicaki&sance programmes:

0 Russo-Finnish intergovernmental agreement on catiparof border
regions — 42 projects

o0 EU-TACIS - 50 projects with a focus on south-eastafd and the Bal-
tic States

International cooperation in cultural and educatarspheres

The city is a home of international cultural instibns:
German Cultural Goethe Institute

Institut Francais

American Center for Education and Testing
Suomen Pietarin Instituttti

Dutch Institute

Danish Institute of Culture

Israel Cultural Center

Italian Cultural Institute

O 0OO0OO0OO0OO0OO0OOo

Major international initiatives of cultural insttions
o State Hermitage Museum
0 Mariinsky Theater
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Major initiatives of the city administration in tisphere of arts and culture

o Creative Industries Development Partnership: Sheoetmitment be-
tween St. Petersburg, Manchester and Helsinkidmpte creative in-
dustries

0 The CulTourism Interreg project on cross-borderisy related to cul-
tural activities in St. Petersburg and the Estomi@aViru region.

0 St. Petersburg hosted the International FestivBlattic Cities in 2006
for the first time with special contributions frogt. Petersburg, Kaunas,
Tartu and Turku.

Attitudes on international cooperation

The above-mentioned examples of political and tmstinal cooperation
indicate that politicians, governing boards and aggns of cultural institu-
tions have a positive attitude about internationigration. But to what
extent is international cooperation and integrapart of the vision for the
future?

Based upon interviews with 17 entrepreneurs (usiness owners) and
company executives from St. Petersburg in Dece2®@b — January 2006
(Oding N. et al., 2008 p. 57), we can provide fartbvidence of this issue
as seen from the perspective of the Russian bissamesmunity.

The authors of the survey acknowledge ‘that tree\idllues of the respon-
dents have been formed in the Soviet-economy emviemt, while their
economic activities spanned three distinct perindhe modern Russian
history: the traditional Soviet economy, the Pemka, and the market-
oriented reforms.’ (Oding N. et al., 2008 p. 5MeTrespondents express
critical opinions about relations between the staig the business commu-
nity due to dependence on bureaucrats, corruphdrack of respect for
private property. In spite of the critical attityd®me respondents prefer the
further development of business-state partnershifgseas others prefer a
complete separation. Related to the traditionallyse relationship between
the state and business are the informal patencaiedations between man-
agers and employees. Most of the respondents duaesuch relations are
inefficient and dangerous for business. Rather thfmmmal relations, so
characteristic in Russian business life, the redpots prefer more transpar-
ent and formalistic regulations leaving less roemcorruption and bu-
reaucracy. Many of the respondents are positivatasbat they have seen
in the West, and they are positive to change thesian system in the direc-
tion of Western systems. Also, they are positiveualthe WTO. However,
‘more than half of the respondents view Russia@sigue country and
cannot see any model of the existing business-stktgons in other coun-
tries that could be borrowed by Russia’ (Oding t\alg 2008 p. 58). Thus,
generally they are convinced that Russia shouldsgovn, special way
without e.g. joining the European Union.

The survey of business leaders reflects a morergkeiussian attitude to-
ward international integration that one finds adgsihe business commu-
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nity. The respondents’ view that Russia is a unicuentry and must pro-
ceed on its own path, may be a more general \aswndicated by the fact
that only six of the respondents felt that theyhglto Europe.

These culturally embedded attitudes indicate tkatdes the political, insti-
tutional and economic factors, one has to congiditural values and ideas
as important to international cooperation and irgegn. The divergent atti-
tudes about government-business relations indtbatesome business lead-
ers would accept international cooperation to beslbged in concert with
national policies, whereas other leaders are slyandavour of total sepa-
ration from the state, implying a wish for totedédom in establishing in-
ternational business relations. In both cases, fiexy¢he opinion of most of
the business leaders, i.e. that Russia must fatlown path, implies that
international integration of Russia should leavemdor keeping distinct
and unique Russian characteristics.

General characteristics of Kaliningrad Region

The Kaliningrad Region is the westernmost regiothefRussian Federa-
tion, separated from the mainland Russia by twghi®ur states, Lithuania
and Poland, as well as by Belarus. The region stabkshed after the sec-
ond World War on the former territory of East Prassovereignty of which
was transferred to the Soviet Union at the Potscamference.
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Figure 19 Kaliningrad, exclave of Russian Federation

Due to its isolated geographical position from iti@nland, the exclave
enjoys special attention in Federal politics inesrth prevent Kaliningrad
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from drifting away towards the West, a situationathbecame acute when
Lithuania and Poland joined the EU.

The Federal government has accorded high priaritiré socio-economic
development of Kaliningrad with the designatiorilad entire region as
Special Economic Zorend by the enactment of the Federal Target Pro-
gram:Development of the Kaliningrad Region for the penip to 2010.
Further, the region often enjoys privileges of lgedntesting ground or pilot
region for project initiatives of all-Russian impamce within health care,
education, housing, agriculture and programmescipatriation. The federal
government is especially supportive of the develepnof the tourist sector
in Kaliningrad.

Key economic indicators

The economic situation of the Kaliningrad Regiobétow the average of
the Russian Federation. In fact the region hasvaridex of Gross Regional
Product, GRP/capita (85,7000 rubles) comparedad #%.8 thousands rub-
bles for the Russian Federation. Like the GRP, lwvewendexes are in-
creasing in the Kaliningrad Region; these includ®Msale and retail trade,
repair of motor vehicles, motorcycles, domesticdgoand articles of the
personal use. Imports exceed exports, which, daddw degree of interna-
tional competitiveness consist of 70% raw materidlturther slow down

of the net export it is stipulated. The structuiréhe economy is shown in
figure 20.

Strategic development plan

Thanks to its strategic location, the Kaliningraegion development strat-
egy attempts to maintain good relations with hbthRussian Federation
(RF) and the European neighbouring countries. Twawmrdocuments have
been produced, precisely the ‘Programme of socm@nic development
of the Kaliningrad Region for the period 2007-20&6d the ‘Strategy of
socio-economic development of the Kaliningrad Redar the mid- and
long-term perspective’. The documents focus ongtrategies: increasing
the economic competitiveness of the Kaliningradi®egs well as the im-
provement of the quality of life of its inhabitanfhe strategy identifies key
factors that can be used to increase the develapohéme Kaliningrad Re-
gion, by the way of developing clusters within gpart, tourism, agro-
industry and power infrastructure sectors. Furtleeanfour scenarios for
the socio-economic development of the KaliningradjiBn have been pro-
duced: two of them have been identified as mosideable for the region’s
future; they correspond to the ‘European outsogf@nd the ‘macro-
regional lead’ scenarios, contributing to strengthg the regional integra-
tion with its surroundings.

Business climate

It is mainly exemplified by the Special Economicngs (SEZ) status given
on the whole territory of the Kaliningrad RegiohelSEZ status accords
the region preferential tax treatment, mostly &gk investors in predefined
sectors, as stated in the latest SEZ law of 2006.
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Figure 20: Structure of the gross added value by types of economic activity in 2005-2006.
Kaliningrad region.

Source: (Fedorov G. et al., 2008)

Meanwhile, it the SEZ provides both an accesseéd®tissian market as
well as a proximity to the European one. Consedygthie business climate
is developing dynamically, via an increase in tht@althnumber of enter-
prises, due mainly to new establishment of smallmedium enterprises,
see table 8.

Table 8: Number of Enterprises in the Kaliningrad Region in 2004-2006.

Number of enterprises Growth

Index (at the year end) %

2004 2005 2006 2004-06
Total number 41240 | 46343 | 45984 11,5
of enterprises
Number of 6.621 9.045 10.778 62,8
Small enterprises
Share of
Small enterprises % 16,0 19,5 234 46,0

Source: (Fedorov G. et al., 2008)
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According to Fedorov, the Kaliningrad region ocagpihe leading position
among Russian regions in terms of the level of kardérprise development
(Fedorov G. et al., 2008 p. 13). The developmeiBMES is supported by
the state regional institution ‘Foundation for Bgpport of SMEs in the
Kaliningrad Region’. However, the development eofaenterprises has
also been supported by a new revision of the laBBaA.

A number of infrastructural problems hamper Kalgred region’s eco-
nomic development. Nevertheless, new types of iliesvare appearing,
such as real estate, audit, marketing, financi@ices, equipment and car
leasing.

The major actions taken to improve the entrepreakand investment con-
ditions include several institutional measures, safwhich are harmoniz-
ing with the technical regulations and quality cohtith norms accepted in
the EU, adjustments of management standards arkeyprises with Euro-
pean and international level, adjustment of Ruskagislation to WTO
norms etc. These and other activities aim at imipigpthe legislative envi-
ronment for the SMEs.

Due to the focus on institutional measures, efftrtsnprove the business
climate in Kaliningrad seem generally to be in lwi¢h the proposals of the
business entrepreneurs and managers from St. Batgras referred to ear-
lier.

The actions taken to improve operating conditia@rsSMESs are not a part
of the SEZ measures, which are directed towardsrgelarge enterprises.
As will be discussed later, smaller companies itiigsn Russia and the
Baltic states are more likely to originate from B8R than are the large
investors. In Kaliningrad, investors are often SMEming from Poland

and Lithuania (Fedorov G. et al. p. 15). Thuss iikely that economic inte-
gration in the Baltic Sea Region is being driversinhaller companies rather
than large enterprises.

The integrative effects of the SEZ have been golest by those who stress
that the main impact of the tax free zone was kladihingrad began to spe-
cialize in the re-import of European goods to meadl Russia. This kind of
economic activity is having a ‘negative influengetbe regional economy,
as it did not promote development of innovativeduation that could be
competitive on international level’ (Fedorov Gaét 2008 p. 14). However,
the most recent regulations aim at integratingrtkiestors in the local
economy by claiming: thatt least 70% of the tax-subsidised production
must take place within the SEZ territory; ti8@% of owned and leased as-
sets and all investments must be allocated witienSEZ territory; and,
finally, that50% of the workers must be inhabitants of theargi
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Barriers and conflicts

Several barriers continue to limit the effectivesnethe business sector in
the Kaliningrad Region. The uncertain status of Riissian enclave be-
tween the RF and the EU does not encourage cumagtments. Mean-
while, the import dependency of the region anddletechnology produc-
tion result in a low level of competitiveness oé tkaliningrad Region
within BSR. There is also a real lack of infrastue (in energy, in trans-
port, etc.) as well as a lack of skilled labourt ivait economic develop-
ment within the Kaliningrad region, which is divitiento a more developed
western part and the less developed eastern phars) situation is also due
to an ineffective use of land resources: much largdill owned by the Min-
istry of Defence and is off limits to developmenbjpcts.

International cooperation in the Kaliningrad Region of Russian
Federation

Documents, common programmes

Many contacts have been developed between theiKgdad Region and
other territories in sectors such as the economlyyre and civil security.
The most important networking orientation for thalikingrad Region cor-
responds to cross-border cooperation. Many progteawe been developed
with Lithuania and Poland based on agreements gdedlin the early
1990s. Also worth mentioning is the importancéath Euroregions, in-
volving the Kaliningrad Region and the impact af (PACIS (Technical
Assistance to Commonwealth of Independent Statd¥{&ects. In addi-
tion, the Kaliningrad Region hosts several foragpresentations and insti-
tutions such as the General Consulate of Germamys@ate General of
Sweden, General Consulate of the Republic of LittayjaGeneral Consulate
of the Republic of Poland, the Consular Sectiortist@ery of the Embassy
of Latvia and an office of the Nordic Council of hMsters. Concerning the
current EU programming period 2007-2013, the Eumop@ommission ex-
presses its wish to pay special attention to tHenkgrad Region, as this
territory can be seen as a pilot region for biktepoperation and dialogue
between the EU and the RF.

Infrastructure projects

Due to its status as Russian enclave, isolated inamland Russia, the re-
gion’s dependence on imported goods for consumginhits position as an
exporter of goods to mainland Russia, Kaliningisadeary dependent upon
infrastructure connections with the outside woflderefore, the main infra-
structure projects are associated with cross-badkerities. Four strategic
nodes have been identified and prioritised by tbiariEorder to improve the
integration of the Kaliningrad Region with its nieipuring countries, while
at the same time facilitating the improvement ai{gairopean transport
corridors. The border crossings are describedbile 8 and shown in figure
21. They are used for delivery of raw materials sehi-manufactured
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products to supply import-substituting enterprisethe Kaliningrad Re-
gion, which then deliver the finished products thhes regions of Russia.
The border crossings are important for trade andgm as well. Maritime
border crossings play an important part in expmert transport for both
the Kaliningrad Region and the whole of Russia. Ewev, infrastructure
projects also serve as a catalyst for other inrgatsuch as water quality
improvement, administrative training, tourism deygghent, etc. Finally,
urban planning in Kaliningrad Region has also egdlthanks to exchanges
with foreign experts.

In addition to the above-mentioned border crossaugeently being given
priority by the EU, it should be noted that foun@t border crossings are of
great importance to Kaliningrad: the internatioaigbort Khrabrovo, the
trade seaport in Kaliningrad city and the portSeétly and Baltijsk. The
port of Baltijsk is an important connection to fha&rts of Leningrad region
and Germany. Khrabrovo airport is an aviation babnecting several
routes from Kaliningrad to Russian towns and wahtes from Kaliningrad
to European airports.

Universities, cultural institutions, exhibitions

Universities are seen as a key factor for developraed integration of the
Kaliningrad Region (Brunat E., 2006). By improvitige English teaching
and by introducing EU-related elements within vasi@ourse specialities,
universities in Kaliningrad Region would be morengetitive. The main
outcome so far is the establishment of the EurailBam Law and Eco-
nomics in 2000, seen as one of the most importartesses of the Baltic
Sea cooperation, including Kaliningrad Region.

In the field of cultural cooperation, cooperatindiatives take place with
the twin cities of the Kaliningrad Region in Germngahithuania and Poland.
In addition, artists from other parts of the waaldo stop in the Kaliningrad
Region throughout the year. One of the major caltavents is the Mikael
Tariverdiev International Organ Competition, heiehbnually in Kalinin-
grad. Parallel projects in the cultural field hdeen developed with the
assistance of the Neighbourhood Programme LithtRaiand-Kaliningrad
Region, such as ‘Poetry- art without limits, gooitheut duty’. Other pro-
jects include the Internet Festival of LiteratUEeyoreading 2007’ the Pol-
ish-Russian school of cultural heritage protec{®mMUDZENKA 2007) and
the project ‘History of wars of 20th Century in memals for their partici-
pants’.
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Table 9 The four main border crossings in Kaliningrad

Pan
European Border crossing cities / Main nodes at the corridor
Transport
Corridors
Sovetsk (Kaliningrad Region) 1 Panemune (LT)
IA Mamonovo (Kaliningrad Region) | 2 Grzechotki (PL)
Bagrationovsk 3 Bezledy
St. Petersburg - Helsinki — Tallin — Riga — Kalinin  grad — Gdansk — Libeck
o Chernysheéléogyi/sn()Kallmngrad 4 Kibarti (LT)
Kaliningrad — Vilnius — Minsk — Kiev

Source: (Fedorov G. et al. p 23-24)
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Figure 21 Main transportation networks and border crossings

Assessments of EU cooperation

A total of 100 TACIS projects have been carried the early large TACIS
technical assistance projects involving the Kaljnad Region were imple-
mented directly by the UK, France, the Netherlaaus$ other more remote
countries, while Denmark, Sweden and Poland weie @lesent but not so
active. The complicated procedure for selectingcthv@ractor was con-
ducted almost without participation of the regitself.

The availability of funding less complicated prdgemitiated by Kalinin-
gradians has attracted more local cooperation @atiPartners from the
bordering countries, Lithuania and Poland, havegdithese less compli-
cated projects. Proximity is thus encouraging coafmen. Cooperation in
the other direction, however, between the KalirdalgRegion and the
northern part of the BSR, remains rather weak. Mostacts are estab-
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lished within the southern part of the BSR (nomth@ermany, Denmark,
southern Sweden, Poland and Lithuania) (see figRyeA similar pattern of
proximity relations is revealed by the Interred@gldooperation with St. Pe-
tersburg (see figure 23).

In parallel to the more than 100 TACIS projectsem®0 projects financed
by the Neighbourhood Programme have been developed.

It is worth emphasising that the EU cooperationeolsd in Kaliningrad is
reflects two parallel integration processes: thagrlocal and the local net-
working. Trans-local networking is characteristiqgpoofessional coopera-
tion and strategic cooperation, whereas local nedwvg is characteristic of
regional and local development initiatives, clustgnergies, cultural and
institutional cooperation. Both kinds of networkiage operating in the
BSR. Hence, regional integration driven by proxymélations should be
perceived as working in parallel with the transalocooperation driven by
‘globalisation’. A most crucial point is whethercll cooperation can bene-
fit from the strong trans-local networking. One Is@xample, mentioned
below, is the most recent set of SEZ regulatiortsaliningrad aimed at
attracting large international investments whil¢h&t same time enhancing
local commitments and responsibilities of the takssded investors.
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Figure 22 The intensity of cooperation between the Kaliningrad Region and other regions of
the Baltic Sea Area established within the projects implemented under the Interreg 11IB BSR

Neighbourhood Programme.
Source: (Fedorov G. et al., 2008)
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Source: (Fedorov G. et al., 2008)
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Trade and foreign investments

St. Petersburg — trade and FDI
Foreign trade

As a hub of Russian foreign trade, St. Petersbasgoenefited from the
major increase in foreign trade in Russia in regears. As shown in figure
24 (Oding N. et al., 2008 p. 65), foreign tradeuta from St. Petersburg has
increased dramatically since 2004. In 2000, impani exports balanced.
Since then, imports have exceeded exports.

The structure of imported and exported goods revibal same patterns as
for the Russian Federation, i.e. the major shaexpbrts are mineral prod-
ucts, while imports consist largely of processedds c.f. figure 25. This
kind of trade is inter-industry, being less intég@than intra-industry
trade.

About one-third of Kaliningrad’s foreign trade &kplace between St. Pe-
tersburg and other BSR countries. The total foréigde turnover by coun-
try in 2007 is shown in figure 26 (Oding N. et @008 p. 68). Yellow col-
our indicates trade partners situated in the B&l&éa Region. In total, 34.8
% of the turnover took place between St. PetersAngBSR partner coun-
tries. Of exported goods, 39.5 % were sent to fghng BSR countries,
while the BSR accounted for only 30.7% of impo&sce most of Ger-
many is situated outside the Baltic Rim, the BSRrslof the total turnover
of foreign trade is overestimated. Taking this iobmsideration means that
Finland is probably the most important trading partfor St. Petersburg.

25,0
20,7

20,0 | 17.8 |
15,0 | 12,9

10,0 | 9.2

. 6,9 6.9
ol a0 49 g a0 49
0,0 T T T T T T T
2000 2001 2002 2003 2004 2005 2006 2007

O Export @ Import

Figure 24: Foreign Trade of St. Petersburg in 2000 — 2007 (USD million)

Source: Site of Saint Petersburg Administration www.gov.spb.ru; Socio economic situation of Saint
Petersburg and Leningrad region in January, 2008. (Oding N. et al., 2008 p. 65).
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Figure 25: Goods structure from St. Petersburg in 2007

Source: Socioeconomic situation of Saint Petersburg and Leningrad region in January, 2008. Petrostat:
2008. (Oding N. et al., 2008 p. 72-73).
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Figure 26: Foreign Trade Turnover of St. Petersburg in January- December 2007 (USD
million)

Source: Socioeconomic situation of Saint Petersburg and Leningrad region in January, 2008 (Oding N.
et al., 2008 p. 68).

The export/import structure varies between the BiSRe partners. Thus,
countries like Germany, Finland, Norway and Dennagknet exporters to
St. Petersburg, whereas the former Soviet-bloc tci@sn Poland, Estonia,
Latvia and Lithuania are net-importers. This pati@ay be interpreted as
BSR-integrative, since trade relations with eastenmtries have been
maintained while new trade relations with west-B&#Ryhbours have been
established. The figures for exports and imporssaiown in figure 27.

65



Poland 24

Lithuania 4

Latvi 0
atvia :|5

Estonia 4

30

Finland 124

Country

6
Sweden E—l 7

Norway 1

Denmark 5—'23

| 48

Germany 134

0 10 20 30 40 50 60

percent of BSR imports - exports

O Exports @ Imports

Figure 27: Import and export relations between St. Petersburg and BSR countries in 2007

Source: Socioeconomic situation of Saint Petersburg and Leningrad region in January, 2008 (Oding N.
et al., 2008 p. 70-71).

Foreign investments in the economy

St. Petersburg and Leningrad Oblast have expexea@eonounced influx
of FDI in recent years. Here we focus upon thedtiievestments. Although
the direct investments represent only a minor sbbadl foreign invest-
ments (12 % in 2007 and 2008), including portfelra trade and other
credits, the foreign investments are of specia@rggt as a driver of urban
development, from social, economic as well as appérspectives.

From 2000 to 2007, foreign investments in St. Béteng increased from
about USD 100 million in 2000-2004 to USD 700 noitliin 2007. During
this period, the origins of investments varied cdesably, as shown in fig-
ure 28. The only BSR countries that can be consdierajor investors are
Germany, Belarus, Finland and Sweden. The fourtt@sirepresented
24%, 40% and 6% of incoming foreign investment2005, 2006 and 2007,
respectively. Investments from other countries absted, indicating that
the ranking depends very much on the registratidarge-scale investment
projects.
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Figure 28: Major countries investing in St. Petersburg 2005-2007, yearly average.

Source: Socio-Economic Situation in St. Petersburg and Leningrad Oblast in January 2008 (Oding N. et
al., 2008 p. 79-80).

Generally, companies involved in foreign directaatments are driven by
the prospects of obtaining access to the huge &ussnsumer market,
rather than the cheaper Russian labour force @r ddictors of production.
Thus, the new subsidiaries in St. Petersburg aréugers of consumer
goods, from automobiles to beverages. More receatiyautomobile cluster
has developed, including firms such as Toyota, &fisSuzuki, Hyundai,
Ford and General Motors and producers of automabitreponents such as
Acertec Holdings, Ltd. and Magna International Ea&0AG. Other interna-
tional companies with facilities in St. Petersbarg Bosch, Siemens, Knauf
and Elcotec, Gilette, Henkel, Coca Cola and Wrigl&y. table 10. The in-
vestments are facilitated by Russian investmentiaimsport and logistics,
such as a recent agreement by the owners of tliefirsburg Big Seaport
on a development programme that will create nemitels for container
and automobile cargoes and improve transport atodhlg port.

Two-thirds of the listed companies produce consuyoeds (e.g. automo-
biles, beverages, tobacco, personal care and holds&dms), whereas the
remaining companies are subcontractors, or areatoss of transport
equipment, construction and infrastructure. Theigoaf these investments
are obviously the Russian consumer market andtoetthe market for
housing and infrastructure development. The listarhpanies does not in-
dicate the presence of special clusters of intemak excellence. Only fu-
ture investments will show whether St. Petersbutigswcceed in building
up the planned new high tech clusters and innogaé&ehnological centres,
as mentioned above.
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Table 10: Foreign direct investments by larger companies in St. Petersburg since 1994

Company Branch oforign | stared
Nissan Automobiles Japan 2007
Suzuki Automobiles Japan 2007
Hyundai Automobiles Japan 2007
Foxcon E(I)encg;]ct)glcs and computer com- Taiwan 2007
Magna Intern. Europe AG Car parts Canada 2006
General Motors Automobile factory USA 2006
T L
Bosch-Siemens Domestic applicances Germany 2005
Toyota Automobiles Japan 2005
Ilf%&ifﬁl?ﬁgrta Group OMZ g;psea%r(;)(ilijlﬁtnsd?sftry Russia 2005
Alcan Packaging Food / Tobac. packaging USA 2005
Russian Standard Alcholoc drinks Russia 2004
Knauf Gypsum Germany 2003
Smurfit Kappa Group Cardboard Ireland 2003
Merloni / Ariston Water Heating equip. Italy 2003
General Electric Diesel Engines USA 2003
Scania Trucks Sweden 2002
Ford Motor Automobiles USA 2002
Gillette Domestics / Raser blades USA 2000
Kraft Jacobs Food / coffee USA 2000
Wrigley Food / chewing gum USA 1999
International Paper Paper Mill USA 1999
Elcoteq SE Domestic electronics Finland 1997
Pepsi-cola Beverages USA 1996
Philip Morris Tobacco USA 1996
Lucent Technologies Domestics / Tele equip. France 1995
JTI / Japan Tobacco Intern. | Tobacco Japan 1995
Coca Cola Beverages USA 1995
BAT / British Am. Tobacco Tobacco UK 1994
oTIS Elevators USA 1994
Henkel Domestics / chemicals Germany 1993

and personal care production

Source: (Oding N. et al., 2008 p. 81-82)

In table 11, the companies are listed by the amolbiSD investments and
by three categories of origiglobal (i.e. outside the BSR), ti@SRor Rus-
sia. Most of the investment, USD 4,872 million, confieen global compa-
nies, whereas only USD 296 million are investedBR companies. Rus-

sian investments are in-between (USD 585 milliarg tb a large invest-
ment by Izora Pipe plant Uralmash-lzhora Group ONizrteen invest-

ments exceed the investment criteria (USD 120 om)lof being a strategic

investment. Measured by the number of companies23hglobal compa-

nies far exceed the five BSR companies. Only onR BSestment satisfies

the investment criteria of being strategic.
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It is not surprising that the largest investorsglobal multinational compa-
nies situated outside the BSR. As mentioned eatherbusiness develop-
ment strategy of St. Petersburg accords priorithése large companies,
and hence to global rather than BSR integratiomsT bnly one of the 13
investments originating from the BSR was large ghatio be considered
‘strategic’.

Table 11: Foreign direct investments by larger companies in St. Petersburg since 1994
categorised by origin

Year Investm.

Company started min. USD Global BSR RU
Shanghai inv. Ind. Comp. 2005 1500 1.500 0 0
Izora Pipe plant 2005 560 0 0 560
Ford Motor 2002 480 480 0 0
Japan Tobacco Internat. 1995 440 440 0 0
Hyundai 2007 400 400 0 0
Philip Morris 1996 330 330 0 0
General Motors 2006 300 300 0 0
International Paper 1999 250 250 0 0
Nissan 2007 200 200 0 0
Toyota 2005 150 150 0 0
Coca Cola 1995 150 150 0 0
British American Tobacco 1994 130 130 0 0
Elcoteq SE 1997 120 0 120 0
Suzuki 2007 115 115 0 0
Magna Int. Europe AG 2006 100 100 0 0
Knauf 2003 90 0 90 0
Wrigley 1999 70 70 0 0
Bosch-Siemens 2005 55 0 55 0
Foxcon Electronics 2007 50 0 0
Gillette 2000 45 45 0 0
Pepsi-cola 1996 45 45 0 0
Alcan Packaging 2005 35 35 0 0
Merloni / Ariston 2003 30 30 0 0
General Electric 2003 30 30 0 0
Smurfit Kappa Group 2003 25 25 0 0
Russian Standard 2004 25 0 0 25
Henkel 1993 23 0 23 0
oTIS 1994 18 18 0 0
Kraft Jacobs 2000 15 15 0 0
Lucent Technologies 1995 14 14 0 0
Scania 2002 7,5 0 8 0

MIin USD 4.872 296 585

Companies 23 5 2

Source: (Oding N. et al., 2008 p. 81-82)

The locations of some of the largest companieg.iRP&ersburg are shown
in figure 29. The companies are situated all okerdity, however, close to
the boundaries and, hence, close to the new riad, I@urrently under con-

struction.
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Figure 29: Key Industrial investments in St. Petersburg
Source: (Oding N. et al., 2008 p. 44)

The tendency for investing companies from the B&Bet smaller or me-
dium-sized, is confirmed by the Danish experiengésis, interviews with
Danish manufacturing companies revealed (cf. thB)ehat there is more
outsourcing from small companies (20-50 employedl$ to the new EU
countries than from the larger manufacturing comgs(> 50 employees),
as the latter tend to focus on the old EU countries

Table 12: Destinations for outsourcing activities from Danish Companies 2001 - 2006

Employed Old EU countries New EU countries Other countries All
20 -50 17 % 43 % 40 % 100 %
> 50 23 % 28 % 49 % 100 %

Source: (Statbank, 2008b, OUT 7)

Common drivers of outsourcing of large as wellraals companies within
industry and business service are accefsaer factor costsaccess tam-
proved quality or introduction of new products, ghge of labourand —
especially within business services -- accespazialised knowledge and
technologySmall companies within industry maintain a stronfigeus on
the core activities of the company than do thedaopmpanies. Also small
companies, especially within business servicesmarevated by access to
new marketsa motive accorded lower priority by larger comganiLarger
companies are more driven by decisions taken byntiteer companthan
smaller companies (Statbank, 2008a, OUT 10).
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If the outsourcing behaviour of the smaller Dargsimpanies is generally
valid in the Baltic Sea Region, they should be gigpecial attention in
policies for urban development and regional integrain the BSR. Bottle-
necks, e.g. border crossing, that might hampeadvantages of proximity

to North Western Russia should be given attenasrshould local business
incentives. Thus, according to Russian expertsptioeity given to large
‘strategic’ investors by the city of St. Petersbtegds to be accompanied by
ignorance of smaller companies which in turn ditaetr activities toward
locations in the hinterland of St. Petersburg, hgrad Oblast or the city of
Pskov.

FDI strategies of the companies

What are the motives of foreign companies to inue&ussia and St. Pe-
tersburg? Are they driven by cheaper labour, che@gs®urces or other fac-
tors of production? Or — as supposed above -+h&redmpanies driven by
the prospects of gaining access to the huge Russaaket?

In order to be informed by the motives and straegif the companies, in-
terviews were conducted with five managers of mdéonal companies
established in St. Petersburg. The companies ieteed operated within
these industries:

consultancy in the area of commercial and residerdal estate;
fish processing;

tobacco production;

non-alcoholic beverages;

hygiene goods.

agrwbdE

The interviews showed quite convincingly that tleg burpose of foreign
companies and investors to come to St. Petersbuoggain access to the
local but huge Russian market. The optional maakeess by far outdoes
another theoretically identified purpose, i.e. @st® cheap labour and re-
sources. The eventual exploration of external ntarasecupies only a sec-
ondary and much lower position.

For the local economy, a crucial question is whethe companies establish
business relations with local suppliers. Howeueg, ihterviews dealt only
briefly with this topic.

The interviews also touch upon the fact that thedun economy is in tran-
sition and that the Russian market is thus an ‘gmgr market. Investing
companies focus upon the local market potentidisyTo not come to
Russia and St. Petersburg to compete or innovatm lexploit the local
market. Thus, when discussing options for integratif Russia in the BSR,
one should keep in mind that foreign companiefénBSR are focused on
Russia rather than the BSR as a region. Therdfoedpreign companies
tend not to be BSR-integrative. This situation wesealed by the inter-
views.
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The Baltic Region is considered by respondentsiasobthe sources of raw
materials, equipment, to some extent as base famovmement of skills. We
cannot say that respondents seriously consideéBahiec Region as a poten-
tial market for their products and services (pradwand services of other
companies in Russia), not due to quality of prosluwehich may be rather
good, but due to perception of European marketraady filled and di-
vided. Under conditions of rapidly growing and nexplored internal mar-
ket, both Russian and foreign companies are oddintgly to the Russian
market. There is interest of companies from thei@&egion to Russian
and St. Petersburg market, to cooperation withl loampanies’ (Oding N.
et al., 2008 p. 92).

Company No 2 (fish processing): “We are oriented to all Russian regions, not to foreign
countries, to some extent to CIS countries. We are not oriented to Baltic States, as a sales
market, and we do not have such plans. On Western markets there is nothing for us to do;
we do not have competitive advantages there. And we did carry out evaluation of reason-
ableness of access to European market and came to a negative conclusion” (Oding N. et al.,
2008 p. 88).

Company No 3 (tobacco): At first we were oriented to the Russian market, but nowadays we
are exporting abroad, primarily to CIS countries, and also to other countries. Export is grow-
ing. We do not export to Baltic States, because our company also has factories there”
(Oding N. et al., 2008 p. 88).

The interviews showed that the perception of pnolsland prospects of
running a business in St. Petersburg and Rusgjanaral coincides with the
perception of Russian companies. All of them netbdlems with adminis-
trative barriers, corruption, inconsistent applmatof laws by state authori-
ties and deficit of qualified labour force. At tekame time, however, they
talk of rapid growth of own sales, good prospectsievelopment of busi-
ness and the large capacity of the Russian markes, the growing FDI in
recent years indicates that the problems of runaibgsiness in the city or
the country are compensated by high profits andnre

In comparison with other regions, the businessatiéand conditions for
operating a business in St. Petersburg is no kté@erin a number of other
Russian regions. Although respondents note thedmme Russian regions
business climate is not worse and may even berliete in St. Petersburg,
their answers regarding different aspects of rupoinbusiness, such as
transport infrastructure, real estate, etc., sha@ertain degree of balance of
benefits and disadvantages.

The respondents also commented upon attitudestatdges of Russian
companies. Generally, they perceive Russian corapad locally oriented,
focusing upon the Russian market and not tryinigetanternationally com-
petitive and hence innovative. Thus, most of tlspoadents agreed with the
statement: ‘Exploration of European markets doé¢seem realistic to Rus-
sian companies, because due to some reasonsibeircps are not com-
petitive on European markets.’ This lack of intéiasnternational trade

and competition also means that Russian compariliesoivbe the drivers

of regional and economic integration in the BSR.
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Kaliningrad Region — trade and FDI

The foreign trade turnover of the Kaliningrad Regieas USD 8.2 billion
in 2006, an increase of 32.4% compared to 20050itaonsisted mainly
to engineering production, manufactured goods aadycts of the chemi-
cal industry, while exports are largely raw mateith imports and ex-
ports have increased, with a more rapid increasxpdrts; this accords
with the desire to attract foreign investmentshia Kaliningrad Region,
3,215 companies have a foreign capital participalo8% of the total),
mainly in wholesale and retail trade.

The investments are located mostly in the city afiingrad (82% in
2006). In comparison with the Russian Federatidf)(Bhe volume of for-
eign investments per capita in the Kaliningrad Beds four times lower
than the Russian average. Investments come frooo@4tries, the most
active being the Netherlands, Lithuania and Swigret, while the three
countries with the greatest amount of foreign dineeestments (FDI) were
Lithuania, Poland and Great Britain. The incredser@ign capital coming
from the Scandinavian countries is also worth nogntig. Even though FDI
has increased since 1999, FDI in the Kaliningradi®eremains the lowest
within the BSR.

According to (Liuhto K., 2006), the FDI stock pexpita was USD 92 at the
end of 2005. In Russia, the FDI stock per capita W&D 689 per capita the
year before. However, the stock of FDI in Kaliniadrincreased considera-
bly (428%) during 2000-2004, far exceeding the dgloaf FDI in the other
BSR countries. In Russia, the FDI stock increas¥&¥@during the same
period. Thus, it seems that the SEZ has had ind#d effects.

In his discussion of Kaliningrad’s industry, Usan{@®@06) observes that due
to the introduction of the SEZ, the industrial pwotion in the enclave has
developed into two independent sectors, an exp@tied sector character-
ised by raw materials and a low level of processamgl an import-oriented
sector heavily dependent on imported raw mateaiatscomponents di-
rected towards the Russian domestic market. Therrguiented sector is
characterised by relatively modern production eopgpt. Whether this im-
port-sector could develop into an internationatyynpetitive, BSR-
integrative sector remains an open question. Tt®iseompetes mainly on
the Russian domestic market rather than on intiemmaltones. According to
(Fedorov G. et al., 2008), FDI in the Kaliningraddion is mainly allocated
to processing production (over 50% in 2006), fokal\by financial activity
(26%). (Lapin F., 2006) observes that the ‘increafdeport is determined
by the establishment of local enterprises dealiity automobile and
household appliances assembling, manufacturingaafy-made fish and
meat production and rapidly developing constructimustry’ (see table
13).
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Table 13: Foreign direct investments in Kaliningrad by economic activity in 2006

Received In % to

1000 USD total
All 21.210,2 100,00
Processing productions 11.568,8 54,50
Financial activity 5.533,5 26,10
Wholesale_and retail trad_e, repair of vghlcles, motor cycles, 2.261.8 10,70
home appliances and articles of the private use
Transport and communications 1.031,2 4,90
Operations with the real estate, a lease and grant of services 4229 2,00
Granting of other communal, social and personal services 243,9 1,20
Construction activity 77,5 0,40
Agriculture, hunting, forestry management 6,5 0,03
Hotels and restaurants 3,9 0,02
Fishing and fish-breeding - -

Source: (Fedorov G. et al., 2008 p. 41)

Concerning the investments abroad from the Kalir@ddregion, the total
amount reached USD 0.5 million in 2006, with alm®&3% invested in Cy-
prus for both oil and gas extraction.

The main investing countries are listed in tablenldescending order of
direct investments in year is 2006. Of interesthsithe close connection
with Lithuania and Poland, a cooperation that alsaracterises cooperation
on EU projects.

Table 14: Main investing countries in Kaliningrad 2006, thousands USD

Total . of which
. % direct %
investments
Investments
All 80.814| 100 21.210 100
Including:
Lithuania 17.858 22 9.924| 46,8
Poland 6.944| 8,7 6.176 | 29,1
Great Britain 3.800| 4,7 2.001 9,4
Channel Islands 1.040| 1,3 900 4,2
Germany 1969 24 715 3,4
Denmark 1.338| 1,7 623 2,9
Other countries 4.126| 5,2 466 2,2
Cyprus 9.090 11 213 1,0
USA 547 | 0,7 145 0,7
Netherlands 21.368 26 45 0,2
Switzerland 12.210 15 - 0,0
Virgin Islands (USA) 2 - 2 0,0
Estonia 522| 0,6 0 0,0

Source: (Fedorov G. et al., 2008 p. 42)

Marketing strategy of the foreign companies

Interviews with European companies located in thérifhgrad Region

have been carried out in order to identify thegrs@ns of investing in the
region. The main advantages cited are low labost, tlee Special Eco-
nomic Zone (SEZ) status, access to the Russianatnankl the absence of
competitors in the Kaliningrad Region. Some opputies were also
pointed out, such as the development of the trah$panch or the increase
of land availability. Nonetheless, important weases were also identified,
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such as the administrative barriers and the lackfodstructure for both
transport and energy. The lack of highly skillebidar also places limita-
tions on investing in the Kaliningrad Region.

With Kaliningrad Region being part of the BSR, canjes locating there
benefit not only from the Russian market but &tem the BSR one, which
gives a further advantage for companies to invetite Kaliningrad Region.

Estimation of the conditions for business

Several criteria have been developed for the irarin order to obtain an
overall picture of the conditions for businessha Kaliningrad Region. The
average value is 5.4, with the maximum being 10wvéicer, values are dif-
ferent from one respondent to the other, it card=mly seen that the trans-
port and real estate conditions in the KaliningRajion are rather advanta-
geous for investing within its territory, while adnstrative barriers still
remain an important weakness. See the detailettsesuable 15 below.

Table 15: An estimation of conditions for business in the Kaliningrad Region

. Respondents Average
Criterion 1 2 3 4 5 6 value
Real estate 6 10 8 8 5 3 6,7
Transport; 7 9 9 5 7 2 6,5
Infrastructure 5 8 6 6 5 2 5,3
Land 4 7 8 8 5 0 5,3
Labour; 5 3 5 8 4 4 4,8
Administrative barriers. 4 0 8 3 6 1 3,7
Estimation of 52 | 62 | 73 | 63 | 53 | 2 5.4
conditions for business

Source: (Fedorov G. et al., 2008 p. 45)

In short, investing in the Kaliningrad Region cowigs to be viewed as
somewhat risky for foreign companies. Nonethelsgpport from regional
authorities to investors reduces this risk.

Potentials of economic integration

We have previously made a distinction between emwnand institutional
integration. Also, we observed that institutionalifical and cultural coop-
eration is nourished by proximity within the BSRhaveas economic coop-
eration tends to be global and displayed outsidedgion. Since this study
has focused mainly upon the economic relationssivedl concentrate here
upon the potentials for economic integration.

As we have seen, Russian industry has been chasadt@s oriented to-
wards the domestic market and therefore uncomyeiitiiernationally.
Therefore, it is crucial to look for those sectansl industries most ripe for
further innovative development. In this chaptee, thost competitive indus-
tries are considered. In the next chapter, we fopas technological inno-
vation.
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St. Petersburg - potentials for integration

One of the conclusions of this study is that ecacamegration of Russia

within the BSR is formed by policies and econonmmegets that deal primar-

ily with the integration of Russia and St. Peterglin the global economy.
It is, thus, within this political and economiciinawork that Russian inte-

gration in the BSR takes place. The BSR is nofdbas of Russian interna-
tional relations. However, parts of the BSR, fatbiical reasons, have en-

joyed important trade-relations with Russia andehla@come a gateway to
the EU.

In this study, St. Petersburg and Kaliningrad Beednly representatives of
Russia. Worth recalling is the role which the tvitties play vis-a-vis their
Russian regional hinterlands, due to the facté¢losahomic competitiveness
is not restricted by the boundaries of St. Petegshnd Kaliningrad. From
an administrative point of view, St. Petersburg Katiningrad belong to
one of three Russian macro-regions endowed witkvmgats to the outside
world: the Northwest Region, the Southern RegionofAand Black Sea)
and the Far East Region (see figure 30). As theeehthe North-West
region, St. Petersburg and Kaliningrad are gatewaise most populated
and economically strongest regions of the EU merataes.
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Figure 30: North-West Russia
Source: www.gov.karelia.ru
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The economic position of St. Petersburg and Kagirad in the North West
Region is indicated by figure 31, showing the tet@ume of shipped prod-
ucts within manufacturing industry.
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Figure 31: Specific weight of the Russian Federation constituents included into the North-
West Federal District in total volume of shipped products by activity type “Manufacturing
industry”

Source: (Oding N. et al., 2008 p. 114)

As shown in figure 31, the share of shipped mariufad goods from St.
Petersburg is close to one-third of that of thethwest region of the Rus-
sian Federation. The share of shipped manufactyweds from St. Peters-
burg and its two neighbours, the Leningrad Oblasdtkaliningrad Region,
is 62% of that of the Northwest Region. Listedahle 15 are a number of
promising sectors or branches of potential tranenal clusters in the BSR
and their relation to the NWRF.

Table 15: Promising sectors of transnational clusters in the BSR related with NWFR

Promising sectors or

Common projects estab-

branches of transnational lished in the NWRF within Share of GRP
clusters in the BSR these clusters, examples
Metal and Bosch, Caterpillar, Toy- na
Metal processing ota, Ford )
Forestry and wood
. n.a.
Processing
Transport — logistics Sea ports, terminals 34,6 %

Fortum, Northern Stream,

. 0,

Energy The Baltic Pipeline System Power plant: 4,1 %
Shipbuilding 29%

BBH, Kraft and Jakobs,
Food industry Japan Tobacco, Fillip Mor- 9%

ris, Rothmans
Information and Sonera, Elcoteq, Nokia,

L 52%

Telecommunication Wacon
Instrument-making 2,3%
Tourisme 2,6 %
Education 43 %

Source: (Oding N. et al., 2008 p. 117-118)
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Three clusters in St. Petersburg deserve spetégitan as potential drivers
of competitive industrial development: transpoutcenobile production and
ICT.

Transport

Over the last decade, St. Petersburg has strerggthisrole as a transporta-
tion centre. A significant share of Russian intéorel trade passes through
the city. Growth of internal transportation opevas stimulates the econ-
omy and facilitates export- and import-dependennemic sectors. Thus,
recently, several plans and projects have beemetdd: unified port space,
embracing St. Petersburg and Leningrad regionbbas arranged and a
specialisation of ports is taking place: transpdttulk goods is directed to
ports located within territory of Leningrad regiamhile St. Petersburg is
starting to develop transportation of containegoarand passenger trans-
portation (cruise). Within the territory of St. Betburg, dock-side transport
infrastructure is being constructed, including texals, logistics depots and
warehouses. The Pulkovo airport has been recomstiuacluding the new
terminal Pulkovo-3, and logistic functions are plad around airport zone.
Work on reclamation of new territory in the westpant of Vasilyevsky
Island is taking place in order to facilitate tlemstruction of a Marine Pas-
senger Terminal. Finally, a high speed railway Wwélconstructed for pas-
senger and freight traffic with Moscow.

Besides the gateway functions located in St. Pategsand Leningrad
Oblast, one should recall that important gatewagssauated in the three
Baltic States, several of which are operated anaeovpartly or entirely by
Russian transport companies.

Automobile cluster

As described earlier, FDI in St. Petersburg haatiyreontributed to the
arrival of several automobile producing companiethe city. The invest-
ments center primarily on automobile assembly. H@resome suppliers
of spare parts are also present, i.e. Magna Irtierra Inc. and Nokian
Tyres plant in the Leningrad Region. The automodlister is still very
young.

The concentration of carmakers will evolve intdwster only if vertical
integration can be established, including localpdiep relations to the car-
makers.

ICT

A third potential cluster, in ICT, was identified 2002 by the Finnish insti-
tute ETLA (Oding N. et al., 2008 p. 119).

St. Petersburg is an important data transmittingfou Russia (e.g. connect-
ing to Finland) and one of the main offshore prograng centres in Russia.
The significance of North-West Russia in ICT is fooned by investments

78



of international companies, e.g. SONERA (data trassion and the Mega-
fon GSM project), EICOTEQ (ICT equipment) and Mater Company and
Lucent Technologies (software development). ImpdrRussian companies
are, for example, Fort-Ross, Ltd. and Lynx.

At present, the North-West Russian ICT industryefaproblems that can
become serious obstacles for its future developniedded, the Russian IT
industry is still young and not yet developedsitharacterized by an ab-
sence of transparency and lack of organizationcantpetition. Also, a sig-
nificant share of income by the Russian IT compaigesarned by sales of
foreign components rather than unique Russian pited@ihe difficulties
faced in attracting foreign investments may be cemspted by cooperation,
as when the two Russian companies, Exteria and EBgdiems, in 2002,
merged and became a leading developer of custone-s@tivare within
the territory of the former USSR. EMAP Systems wsisblished in 1993.
Its headquarters is located in Princeton, New y€td8A) and they have a
development centre in Minsk with about 300 emplsyé&eteria, located in
Moscow, was established in 1999.

Due to its geographic proximity to the Finnish I@i@ustry, the Russian

ICT industry has the prospect of partnering withrish companies engaged
in off-shore programming along with Estonian pragnaers. Also, tele-
communication services are able to stimulate thveldpment of production
chains. The ETLA study suggests that if a largeitpr company locates its
branch in Estonia and its sales offices in Ruskaands for communica-
tion providers and operators and assembly of eeittrequipment will

grow along with demands for output of cable, matad construction ser-
vices.

Russian Investments in the Baltic Sea Region

Although the Baltic Sea Region is not a huge mai«eRussia, the region
is of strategic importance for logistic and higtal reasons. Major commu-
nication lines from Russia to the Western Europss parough the Baltic
Sea and the three Baltic States, hence makingtherr a strategic transit
hub for international transport from Russia. Iniddd, due to the former
close connections between the Soviet Union an@#itec States, Russian
capital is still present and active in the Balt@asd relations are greatly fa-
cilitated by the presence of a large Russian-spggkopulation.

The Baltic Sea Region is attractive for Russian investors due to its huge development poten-
tial. It is through this area that the path lies from Eurasia to Western Europe. Through the
territory of the Baltic Countries go the major communication lines; they possess beneficial
legal environment, transparent tax and labor legislation, predictable bureaucratic procedures
and, importantly, the greatest number of Russian speaking specialists in the EU. Russian
speaking specialists work mostly in the private sector in the enterprises oriented towards
Russia. Russian investments into the economy of these countries could significantly widen
the “Window to Europe” for Russia and become a bridge into Russia for the rest of the world
(Oding N. et al., 2008 p. 122).

Russian investments in the Baltic countries arevshio table 17. The table
shows that Russian investments continuously inerérlasn 2000 to 2004
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and then stabilize for three years. The largestesbiinvestment goes to
Germany, with Lithuania in a second position. Tgkimo consideration the
different sizes of the national economies (meashye@NP in 2005) an
index showing average investments per year pefomill SD GNP indi-
cates that the major portion of Russian investmargglowing into Lithua-
nia. At a much lower ranking, we find Latvia, Bsty Germany, Denmark
and Finland - and in a third rank - Sweden.

Table 17: Russian investments in the economy of the Baltic Countries

Av. inv.
Average | per year
Country Sol\éz In‘rﬁ?ﬂggs invest. per min
per year GNP
2005
2006 min USD index
bln 2000 | 2001 | 2002 | 2003 | 2004 | 2005 o
USD Total | (hem
Direct
Invest.
Germany | 2.852| 393| 544 | 863| 1.341|1.858|3.109 | 3.037 137 1.592 0,56
Denmark | 257 5 50 99 149 | 161| 134| 124 104 103 0,40
Latvia 16 15 - 0 - 1 59 5 - 11 0,73
Lithuania 24 3] 302| 295]| 1.223]1.316 2 22 - 452 18,75
Poland 271 6 14 15 17 19 25 37 - 19 0,07
Finland 196 2 13 4 6 73| 153 | 110 10 52 0,26
Sweden 371 10 40 28 69 6 8 4 - 24 0,06
Estonia 12 2 1 - 6 10 20 12 0 7 0,60
All 436 | 964 |1.304| 2.811|3.444 | 3.510 | 3.351

Source: Rosstat, 2007, (Oding N. et al., 2008 p. 122)

The strategic importance of transit routes and exgfdRussian energy and
raw materials are revealed by the numerous projeetdving Russian in-
vestments. The biggest investment project is theloream Pipeline
across the Baltic Sea, from St. Petersburg to Geynfay. 33. The investors
are Russiaazpromthe German firm8ASF/WintershalandE.ON Ruhr-
gasand the DutciN.V. Nederlandse Gasunie

Examples of important Russian investments in Eatdratvia and Lithua-
nia are shown in table 18. Investments in Latviag bithuanian manufac-
turing industries are shown in the table. Moskstg, however, are the nu-
merous investments concentrated upon the tranapdrénergy sectors.
These investments reveal the role of Russia agrthre supplier of energy
for the three Baltic states. The investments aseal Russian stakes in
Baltic sea ports, rails and pipelines to the sdapéigure 33 shows the
most important pipelines connected with the seaport
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Figure 33: The Nord Stream pipeline for natural gas between Russia and Germany
Source: (Wikipedia, 2008)

Russian investments in the seaports, rails andipgsein Estonia, Latvia
and Lithuania as gateways to western Europe rev&ais seems, are ex-
amples of investments with pronounced spatial natiage effects. The en-
ergy context in the region, however, is rather clexpnot least due to ef-
forts of Russia as well as of the three Balticestdab eliminate unilateral
monopolistic dependencies on access to seapoetzeogy supply. Thus,
Russia decided shortly before the inauguratiomefButinge oil terminal,
supplied by a branch of the Druzhba pipeline compdebuild a new oll
terminal on Russian territory situated in Primarskhe Gulf of Finland,
supplied by a new ‘Baltic’ pipeline. The strateggsaexplicitly intended to
relocate Russian oil exports to national seap8itsce the Primorsk termi-
nal started operating in 2002, much of the oil eigpassing through the
Baltic have been relocated to the new seaportstdte of oil export from
major oil terminal in the BSR is shown in table ©h their side, Estonia,
Latvia and Lithuania have tried to establish akitre energy supplies. Ex-
amples are the Lithuanian preferences given to Araerand later Polish
rather than Russian investors in the oil sect@r gllectric links established
and planned to Finland, Sweden and Poland, andiadgns between
Azerbaijan, Georgia, Ukraine, Poland and Lithuamiaa new pipeline from
the Black Sea to the Baltic Sea (Global Reseaf@by R
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Table 18: Russian investments and operations in the Baltic States

COUNTRY

SECTOR Estonia Latvia Lithuania
Transportation Acron: Lukoil:
and Baltic Chemical Ter- Trade and traffic infra-
infrastructure minal Sillamae port structure

Transoil: Transnefteprodukt:

Service railway operator | LatRosTrans, oil pipe-

Westgate Transport line from Russia to

Ventspils

Severstaltrans: Transstroy:

Spasecom railway Construction of railway

operator in Ventspils Sea port

OTEKO:

Milstrand oil terminal

Tallin

Kuzbasrazrezugol and

Transgrup:

ECT Coal terminal in

Muuga Port, Tallinn
Energy Gazprom and ltera: Gazprom:

Latvijas Gaze company

Kaunas Heat and
Electricity Center

Lukaoil:
Gas stations

Gazprom:
Lietuvos dujos gas
distribution company

Lukoil:
Lukoil-Baltija fuel
company

Inter RAO UES:
Energijos Realisa-
tiojs Centras export
of electricity

Manufacturing

Severstal:
Largest centre of trade
in metal waste

Eurokhim:
Lifiosa Phosphorus
fertilizers

Vladimirskiy Tractor
Plant: cooperation with
Latvian Ferrus

Mechel:
Nemunas metalware,
Kaunas

Moscow’s ZIL:
Trucks assembly in
Jelgava with Ferrus

GAZ:

Automasinu verslo
centras in Rokiskis
Assemby plant of
Microbusses

EDS-Holding:
Electric Machine-
making Plant (RER)
Riga

S.P.l Distrilleries:
Jsc Latvijas Balzams,
alchoholic beverages
Riga

Business
development

Severstal
Technopark in Riga

Bank and finance

Bank Moskvy:
Latvijas Biznesa
Banka

MDM-Bank:
Latvijas Tirdzniecibas
Banka

Konversbank: Konversbank:
Latvijas Krajbanka Snoras Bank
ICT Euroset:

Techmarcet cell
phone shops

Name of Russian companies (owner, shareholder) in Italic letters.
Source: (Oding N. et al., 2008 p. 123-125)
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The development of the energy and infrastructuceose reveals that spatial
and regional integration is not a one-way proclsgje national interests
are operating, and there are calls for ongoingeatations and adjustments
of former strategies which may lead to the disiraégn of former relations
and re-constitution of new ones, as shown in fig4réelow.

{P ’ wgr%‘i“m#w “Primorsk
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Figure 34: Pipelines bringing Russian Oil and Gas through the Baltic States for shipping in
Tallin, Ventspils and Butinge harbours.

Source: (EIA, 2006)

Table 19 shows the size of the three seaports grgdrussian oil, only a
few years after the new seaport in Primorsk wasrtakto operation in
2002. It goes without saying that Primorsk has tipex as the largest
crude oil seaport, hence enforcing the two remgihiarbours to look for
alternative sources of income.

Table 19: Major Baltic Seaport Oil Shipments

2005 2005 Flows
Terminal Country Capacity Flows o

bbl/d bbl/d 0
Ventspils Latvia 360.000 143.000 40
Butinge Lithuania 280.000 121.900 44
Primorsk Russia 1.200.000 988.000 82

Source: (EIA, 2006)
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Potentials of the Kaliningrad Region for internatio nal economic

integration

The potential for economic international integratad the exclave of Kalin-
ingrad is limited by the fact that production iretkaliningrad Region is
oriented largely towards the Russian market, egfigdor the food indus-
try, domestic electronic appliances and furnitéfewever, customs and tax
privileges introduced by the Special Economy Z&IE4) are supposed to

increase the competitiveness of the Kaliningradiétetpwards the Euro-
pean market. Exports remain limited; consequei®yp of exports are
mineral fuel, as mentioned earlier. Given thisaitn, it was relevant to
ask experts to estimate potentials for developomnemic sectors of the
Kaliningrad Region into competitive sectors on Ehessian market, the
European one or both. The evaluation is shownhlet20.

Table 20. An expert estimate of potential competitiveness of the basic economic complexes
of the Kaliningrad Region in a public division of labour in Russia, the countries of the West-
ern Europe and the Baltic Sea Region.

c c
S o - S
EU and the BSR c_jcs Estimation of opportunities g Russia
< of existing complexes <
it i
Energy
Can deliver electric Power industry with start up
+ - - Cannot compete
power of thermal power station
Can deliver oil + Fuel industry + Can act on the oil
market
Mechanical engineering and metal working
Can compete partly ++ | Ship building ++ | Can compete partly
with St. P.
Surplus of capacities - Ship repair - Cannot compete with
in Europe and the St. P.
quality is higher
Can compete in
Surplus of capacities i Transport mechanical + manufacture of
and higher quality engineering cranes, wagons and
assembly of cars
Bigger capacities and Can compete on
199 pa - Electronic industry + | assembly of import
higher quality TVs
Surplus of port ca- Can partly compete
pacities in Baltic and - Port-industrial complex ++ | to ports in Northwest
EU or Russia
Can compete on Timber, wood Can compete on
) manufacture of
cellulose, paper and + | manufacturing, pulp and + .
- - furniture, cellulose
furniture paper industry
and paper
Can compete on The food-processing indus- Can cor_npete on
separate kinds of . e frozen fish and
. ++ | try, including fish and +
fish-products and on . manufacture of
) canned fish
canned fish canned food

Source: Ivtchencko V.V. cif. (Fedorov G. et al., 2008)

The expert estimates of table 20 reveal speciapetitiveness within ship-
building and food (fish) processing.

Some opportunities for territorial development hbeen identified in order
to strengthen the economy of the Kaliningrad Regiloay correspond to
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the power complex (in case a co-generation plaotils in conjunction

with a nuclear plant), the food industry and meaterengineering as listed
by the experts. Further, opportunities are idesdifivithin tourism and rec-
reation, the amber sector as well as the trandpgigtical complex thanks
to several large projects.

Potentials of hi-tech industries

The necessity to improve innovative industriesaaltiwith in the ‘Strategy
of socio-economic development of the Kaliningragioa for the mid- and
long-term perspective’, according to which the tstafvards the innovative
economy in Poland and the Baltic states is a ‘Kkejlenges for the long-
term development of the Kaliningrad Region. Th@wveses which provided
the economic recovery in Russia (raw materialsgypection facilities, infra-
structure and cheap labour) can no longer ensersustainable economic
growth. Labour and capital productivity are the kagtors of economic
competitiveness today and require the new resqodélio, primarily the
innovative technologies. This shift has to be aguamned by the integration
of the Russian economy into the global system.d¢ffev G. et al., 2008 p.
56). It is worth mentioning that the strategy speailly emphasises the de-
pendence upon the two neighbouring countries, rafiaa just referring to
globalisation. Once again, a pattern of sub-rediorie@gration appears be-
tween Kaliningrad on the one hand and LithuaniaRoldnd on the other.

According to experts, the use of innovative posdsatof the region will in
the long run provide for the development of sevsealors as hi-tech indus-
tries, establishment of techno-parks or small aediom innovative enter-
prises. Thus, it requires the involvement of aksholders from the differ-
ent authority levels as well as researchers aretnges. Some structures,
such as the Foundation for Assistance to Smatiative Enterprises
(FASIE), assist these kinds of enterprises in distahg themselves within
the entire Russian territory; however, most ofghgicipants come from the
academic sector, while the number of small enteggrreceiving support is
not great (Fedorov G. et al., 2008 p. 55). As nozwetd earlier, the survey
on personnel employed in the R&D sector, cf. figbireevealed that in the
eastern BSR countries, R&D activities are domindgdniversity staff,
whereas in the western BSR countries, it is prieatterprises that take the
lead in R&D. Therefore, we suggest that a key moblor Russian R&D is
how to encourage private enterprises to take up R&D

Regional integration through EU-projects

Cooperation with the EU is seen as a tool for ogdional changes and,
hence, for an administrative innovation proces®rétore, the Kaliningrad
Region, as described earlier, is involved in mablyEojects, such as the
TACIS or Neighbourhoods Programme projects. OrBBR scale, many
contacts have been established within its soutbary and especially with
both Lithuania and Poland, thanks to the physioaximity as well as
cross-bordering facilities.
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Also worth mentioning is the fact that it is notythe city of Kaliningrad
that is involved in EU projects; other municipai# of the Kaliningrad Re-
gion also take part in the cooperation projectd whe EU.

Outsourcing activities

Outsourcing is seen as a tool for both integratingd strengthening the Ka-
liningrad Region position in a wider economy. Cleéeastics of the Kalin-
ingrad Region, such as low-priced labour force taxdorivileges for large
investments and lower transportation costs comp@arether regions in the
Russian Federation, provides opportunities to egeoutsourcing proc-
esses. As a consequence of EU companies settimgtig Kaliningrad Re-
gion, quality would increase owing to higher staxdaand labour qualifica-
tion, enabling the Kaliningrad Region to become enaympetitive.
Nonetheless, there is still a real need to alteiriage of the Kaliningrad
Region outside its border in order to be more etitra.

Innovations

In order to further evaluate the potentials for ¢iow the international
competitiveness of the Russian technology, thedas® studies provided
estimates of the potential for future innovative@lepment of the economy.

Technological innovation in St. Petersburg

Innovations are considered a key strategic issseahl and economic de-
velopment in the Northwest Federal District of Rag©ding N. et al., 2008
p. 127). However, comparative statistics on inniovein the Baltic Sea
Region are not available. Comparative studies mdwative enterprises in
the EU, the Community Innovation Studies, are besgied out regularly
by EUROSTAT. In Russia, the Federal State StatiSiervice (Rosstat)
carries out studies on innovation. However, a comgmmparative statistic
is not available. Therefore, we shall concentragt@nunnovation politics
and comments by experts on innovation.

The idea of innovation as a driver of economic dgwaent was acknowl-
edged in the mid-1990s. Thus, in 1995 the firstwmenfund, Russian Tech-
nological Fund, was founded, followed up by therfation of 12 innovation
and technological centres and other venture fuBdsng N. et al., 2008 p.
131). In 2005, Peterhof, hosting two campuses oP&tersburg State Uni-
versity, was awarded the status of ‘City of scerior the first time, to-
gether with six other Russian cities. The same,ybharaforementioned
Noidorf-Strelna and Novoorsky Park were awardedstheus of special
economic zones (SEZ). Nevertheless, the innovagetor of St. Petersburg
and Russia is characterised by several drawbackse sf which are the
low level of demand for innovation, few innovatiaetivities in the compa-
nies, inadequate or absent support of innovatiolhvaeak international in-
tegration.
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The situation was commented by (Oding, 2007) when she notice that ‘in order to
close the development level gab between St. Petersburg and cities in leading EC
countries, St. Petersburg has to ensure cardinal changes in its economy by signifi-
cantly improving its efficiency based on innovations and expansive use of post-
industrial technologies. So far, neither innovation activities, nor the use of the city’s
competitive advantages have produced any palpable results in the tourism, transit
cargo shipment or science-intensive industry sectors.’ The city has taken initiatives
- such as the creation of IT-parks, a special engineering-implementation zone, a
venture foundation and a business incubator for small programming, instruments-
making and bio-technology businesses. However, until results are obtained ‘the
competitive power of St. Petersburg enterprises mostly relies on their compara-
tively low resource costs.’

In order to facilitate the development of new inaben clusters, the gov-
ernment of St. Petersburg initiated the ‘Conceghnbvative Development
of St. Petersburg’ and the ‘Complex Program of éwsi for Realisation of
Innovation Policy in St. Petersburg, 2008 — 20Th'e main problems faced
are listed in these strategic documents, and a auoflprioritised projects
are listed. The four key projects are:

City of science

Special economic zone
IT-park

Regional venture fund.

PwOnNPE

The implementation of the projects has not yet dBaently organised.
To evaluate the innovation policies and the curséétion of the innova-
tive milieu, the Leontief Centre organised intewsewith some innovative
Russian companies.

Innovative potential and Innovative practice

Eleven in-depth interviews were conducted with omsra:nd chief execu-
tives of innovative companies. Respondents canm fatlowing branches:
software, biochemistry, microelectronics, opticgliment, radiological
equipment and radiometric equipment.

Generally, the respondents consider the followmmdystries as knowledge-
intensive:

o Digital communication technologies and communiazio

0 Biotechnologies;

0 Microelectronics, laser equipment, nano-technokigie

0 Space engineering;

o Atomic and hydrogen energetic and alternative gnsogirces.

The volume of these industries in the economy efRlassian Federation
and St. Petersburg, however, remains small, anshtiozative level is not
fully developed: ‘Russian companies are signifigabehind in digital and
communication technologies; production of equipnfentommunications;
biotechnologies; microelectronics, production ¢éalative energy sources.
This technology gap began to reveal itself in thedie of 1970s. In these
directions, Russia will hardly be able to catchwith leaders in the nearest
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future’ (Oding N. et al., 2008 p. 140). The mosimising perspectives of
Russian companies are within space and laser eergigeand to some ex-
tent in nano-technologies.

During the interviews, it was stressed that comgamiithin instruments,
microelectronics, software, automation and biotetbgy are lagging seri-
ously behind international standards. In this $itua Russian companies
respond by various strategies.

Companies operate mainly on local Russian markigtfkussia, you can
still live well delivering cheap products of moderguality’ (Oding N. et
al., 2008p. 146). This strategy, however, doepnamnote innovation.

Within electronics, production for the militaryvery profitable due to rapid
increases of the market. However, the productianig as subcontractors,
since the market is mainly closed. ‘But quality asgecially production
costs make products of such companies uncompetititee market. For
example, the GLONAX positioning system, developedarder of the RF
Ministry of Defence, is significantly poorer in ditg than its American
analogue; it is rather bulky and consumes more paiweill not be able to
compete on the commercial market. When state asdwrer, these types of
production will disappear as at the end of 198@ary 1990s.’ (Oding N. et
al., 2008 p. 142).

Some companies focus on specific markets whiclmatref interest to large
foreign companies, hence avoiding the competitiithin software, Rus-
sian companies deal mainly with adaptation and ptam of products of
foreign companies.

Within the production of automation systems, Russ@mpanies purchase
cheaper, Russian systems although they may bevef Iguality. Only when
efficiency is crucial do Russian companies prefgoorted systems. The
situation for software platforms is that they aggkly autonomous from the
global market. Russian platforms are not expowied,foreign platforms
are not imported to the RF (Oding N. et al., 2008421).

Another strategy involvegssembly of own products based entirely or partly
on foreign componentnd then selling the finished product on domestic
markets. ‘We do not produce competitive integratieclits. Our companies
mainly produces plates and mounts foreign companarthem.’ (Oding N.

et al., 2008 p. 142).

A shortcut within design and construction of newdurcts was mentioned
by a representative from the electronics industry:

Our companies offareverse engineerind?everse engineering is analysis of
an instrument in order to understand its operatipnaciple and in turn to
produce instruments with similar functions withstrictly copying the in-
struments (Oding N. et al., 2008 p. 142).
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Generally, the milieu for innovation is undeveloed trapped in short-
sighted polices focusing on how to avoid entrancéhe competitive inter-
national market. According to the eleven entrepuemand managers inter-
viewed, the key problems are institutional rathmm®mic. Thus, they do
not ask for funding but for improved institutiorsattings. First and fore-
most, this includes guarantees of ownership araléctual rights, quality
and judicial system.

We used to think that offshore programming would solve out problems. India with
its billiard turnover in this business was taken as example. Nevertheless, for this
purpose we don't have normal institutional environment” (emphasis added) (Oding
N. et al., 2008 p. 143)

In brief, the key problems identified by the respents are lack of institu-
tional milieu, low quality of the product and istta from international
markets. Finally, they mention low standard of edion, motivation and
lack of team spirit of the workforce.

Concerning the innovation policies conducted byatthorities, the re-
spondents are not impressed by the industrial pardusiness incubators
planned for the Special Economic Zones. They ‘aeedusiness for bu-
reaucracy’ (Oding N. et al., 2008 p. 149). Ratltez,respondent prefers the
following measures for innovative development cartdd by the city and
the federal government:

o0 The development of an accountable and uncorrupteshhbcracy
(‘for this purpose we need real political competit);

0 Anindependent judicial system (‘nowadays couresc@mductors of
administrative solutions or, when they do not midkecommercial
enterprises’);

o Clear protection of private ownership rights, irthg intellectual

property rights;

An independent system of scientific assessment;

o0 Independent governmental and private funds, endmtsnencon-
trollable by the state.

o

A common focus of these recommendations is ingiitat change rather
than economic assistance. Thus, what is needdddbnological innovation
is institutional innovation.
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Innovation in the Kaliningrad Region

Plans and programs to develop innovative type of ec onomy in the Ka-
liningrad Region

Due to a certain lack of natural resources througfie territory, the Kalin-
ingrad Region cannot be competitive vis-a-vis tlhisgtan and the interna-
tional markets in this field, but, rather, by deagghg innovation. However,
a new shift towards the innovative economy cardeetified in 2007 via
the Strategy of Socio-economic Development of thérihgrad Region for
the Mid- and Long-term perspective. This shiftigonted mainly towards
Poland and the Baltic States and can therefore&® &s a means of inte-
grating the Russian economy into the European 8R)Bne. Technologi-
cal modernisation has been identified as the nedsvant sector for devel-
oping innovative process in Kaliningrad Region, gloal being to become
the logistics and distribution centre for the Battiacro-region. Another
option can be the development of hospitality inftasture technologies
(spa, congress tourism and business cooperatigrogiplhree perspec-
tives have been developed (short-, mid- and longhten order to identify
the main issues during these three periods. Axampgle, the short-term
perspective (2007-2008) aims at improving the sysiéprofessional edu-
cation as well as continuing the conversion oféarglitary industrial en-
terprises; the long term perspective (2011-20iG§ at creating favourable
conditions for the development of science and mebea

Innovative practice and innovative potential

Potentials for the Kaliningrad Region can be founithin the areas of tech-
nology transfer, education, research and heal caainly in cooperation
with universities as well as some R&D centres ardlical services. Fur-
thermore, the SEZ status may help to encouragentsative development
by creating favourable tax conditions for largeastments. The SEZ status
is even more strategic for the Kaliningrad Regianisovative potential
since 2006, due to its new focus towards both souand recreation sec-
tors. Meanwhile, the SEZ status also limits innmratievelopment; in fact,
SEZ is dedicated only to large investments sodhwll and medium inno-
vative enterprises cannot benefit from it (Brezirtdk 2007). However,
several factors have been identified that limiowvative development in the
Kaliningrad Region. For example, municipal and oegi authorities are not
always aware of the benefits to be gained fromwative development. In
addition, municipalities and the region of Kalinfag do not have a suffi-
cient budget for supporting innovative projectslogir territories. Finally,
the lack of innovative infrastructures for its eftige development also
place limits on the innovative potential for thelikengrad Region.

Finally, it has been acknowledged that universiti@sespond to the main
actor for integration, innovation and economic depment of the Kalinin-
grad Region within the BSR as well as on a moréajlscale.
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Conclusion and recommendations

In this final chapter, we summarise what we learalgout regional integra-
tion and what kind of initiatives we would recomrddor further considera-
tion.

Generally, it should be recognised that the econ@rawth in Russia has
pronounced effects on the role and position of Russglobal as well as
BSR settings. Globally, Russia is still characetias an ‘emerging’ mar-
ket. However, trade and investments attracted igystatus are likely to
change emerging markets into mature — and competitimarkets.

Along with successful development in the globalrexuy, Russian gate-
ways and Russian infrastructure in the BSR willgadaly develop to meet
the needs of efficient global trade. The developnoéthe Baltic Pipe Line
and new Seaports on Russian territory to compeifisatbe dependence on
foreign gateways in the Baltic States is just axenaple, indicating that
global integration might cause BSR disintegratibimus, along with Russia
increasing its role as a global player, the positbRussia in the BSR will
change.

Structural changes will also take place. Accordinglis important not just
to speak about integration of Russia into the B&Rs equally important to
consider how the BSR can benefit from cooperatidh Russia, as Russia
evolves into a strong global player. The idea o$$a paving its own way
into the future was emphasised by the businesspmetieurs and managers
who we interviewed. They insisted that Russia isEwrope, that Russia
has to develop on its own unique path.

The study has generated only a limited set of djpera recommendations
with tools for development. Most recommendationdrasss the problems
identified by the study.

In five headings, we shall comment on those aspetdsant to regional
integration.

Spatial integration
Pan-Baltic and sub-Baltic working in concert

Observation:The development of the Baltic Sea Region origs&tem
overlapping sub-regional co-operation arrangemiendsfferent economic,
demographic, cultural or political spheres. A fexamples: The increase of
annual turnover in the BSR harbours is concentraitdn the eastern lo-
cated harbours, energy links are being establiskédeen the three Baltic
States, Finland and Poland, and bilateral tradeections are established
between Russia and Finland, between Russia anddrth and between
Russia and Germany. In the case of Kaliningradsectelations with
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Lithuania and the northern-most regions of Polaanerdeveloped within
EU projects. Also, the strategy for innovative depenent in Kaliningrad
relates to the dependency on and cooperation hatlvio neighbours.

R1: At the strategic and operational level of the Itexgn development per-
spective of the Baltic Sea Region, it is recommerttiat consideration be
given to the question of how the dynamics of cureerd future sub-BSR
developments can contribute to the overall paniBdkivelopment.

Institutional means

Observationlt has been observed that institutional relationdiatin-

guished from economic relations are often profifiragn geographical prox-
imity at a variety of territorial scales. Exampbe® cross-border cooperation
based upon local mutual interests or facilitate@dypperation programs
such as the Interreg and Tacis programmes. Otlzengbes are about cul-
tural cooperation on events that need larger agdgethan situated in the
hinterland of individual cities or municipalitieget other examples are stra-
tegic cooperation between agencies and institutbnsutual interests, e.g.
universities. The rich number of institutional cpesations is most probably
an asset for further BSR integration.

R2:We recommend that the rich number of institutiabperations on
local as well as topical issues in the BSR shoeldddressed in order to
identify territories endowed with strong instituted potentials for develop-
ing synergies on spatial integration as well agléntify territories in need
for institutional co-operation on joint developmégues. As examples we
mention the possibilities of creating new Euroregiahe encouragement of
Russian participation in EU programs involving Ragsespecially INTER-
REG), taking into account that Russia co-finanbesé¢ programs. Russian
regions should participate more actively in théelation of priorities and
selection of the proposed projects.

ObservationUsually, public and semi-public authorities anditngons are
the most important participants in trans-bordempesation. Considering the
importance of the private business sector in folwnadf regional clusters,
unused potentials may be ripe for developing adbosgers.

R3: Efforts should be made to evolve trans-border ecaton in the direc-
tion of industrial cooperation e.g. through the asubcontracting and es-
tablishing regional clusters as territorial zonésnovations, involving
contacts and cooperation of research and techmalogature. One example
is to encourage industrial cooperation in connactiith the organization of
the special economic zone «Neudorf» in St.Petegsiur develop such
cooperation, information on the research and séiepbtential of Russia’s
North-West and the innovation strategy of St. Réarg should be made
available to Russia’s neighbours in the Baltic BRegion. Another example
is the development of the tripolar socio-economgatesm including Polish
Tri-city (Gdansk-Gdyna-Sopot), Lithuaninan Klaipestad Kaliningrad. In
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this system the cooperation is economically feasikshipbuilding, oil re-
finery, TV sets and home appliances productiomiture making, fishery
and amberprocessing. Also, coordination of traasibmobile and railway
flows through regional seaports and airports imtHrest and so is the joint
development of the largest touristic area on thiéBasing the sea cost
potential as well as the historic heritage of #hgion. (see also R8 & R9).

World City co-operation?

ObservationThe national planning document for St. Petersinoiydes
three strategic focuses, one of which is to dev8ibretersburg as a ‘world
city’. Both the St. Petersburg and the Federal gowents aim to integrate
St. Petersburg into the world economy and to dgv8k Petersburg as a
place for summits, conferences, forums and natim®efederal institutions,
and — finally — to enhance the city’s position asutiural capital of Russia
and a leading European Centre of internationaigour

R4: Considering the huge potential of St. Peterstapm-offs in the BSR-
hinterland must be considered. Thus, one mightdmskher the strategy of
St. Petersburg should be made a common targee @3iR.

East-BSR MEGA cooperation

Observation:The comparative study on MEGAs in the BSR reviasin
some sectors, Eastern BSR MEGAs show differentaciaristics as com-
pared to Western BSR MEGAs. Often, these charatiesiare considered
as measures of lagging behind. However, they nalgat offer opportunities
to the Eastern MEGASs to jointly form developmematgies, based upon
these characteristics; hence, not just to ‘catchaith Western BSR
MEGAs. As an example, compared to the western ME@#ssuniversities
in eastern MEGASs are more involved in researchdawglopment, which in
turn might form an option for strategic co-operathlgetween universities on
R&D programmes.

R5: It is recommended that Eastern BSR MEGAs forntesgia networks
aimed at developing those urban functions essdntglstaining important
characteristics of Eastern BSR MEGASs, as well agetelop new functions
in sectors where it is deemed important to catctvitip Western MEGAs.

Proximity potentials

ObservationThe study of the development of intra-industry ¢&raelvealed

a slow but steady increase of integrative tradéénBSR since 1988. It was
further recognised that this integrative BSR tradéern is facilitated by
geographical proximity that might be further enhethby improvement of
the physical as well as institutional infrastruetufrom the two Russian
case-studies, we know that the existing physideastructure could be used
much more effectively to address administratigélbnecks, improve con-
trol and reduce corruption.
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R6:In order to further enhance economic integratiothenBaltic Sea Re-
gion, improvements in infrastructure and removabaittienecks should be
addressed. Actions should be taken to enhancellheapacities of roads,
rails and border crossings by removing bottlenetkesdministration that
impede the proper use of the transport infrastrectu

Social cohesion

Baltic conference on demographic problems?

Observation:Low birth rates and migration to the largest sit¢e common

demographic trends in all of the BSR countries.sEhteends tend to under-
mine social and spatial cohesion, since the moveofgroung people to the
cities in the metropolitan regions leaves otheraeg and rural areas with a
large proportion of elderly people and growing reefmt social care.

Imbalances between countries in the BSR occuredudo higher birth
rates in the Nordic countries and to emigratiotabbur from some coun-
tries.

The demographic problems are controversial natipaktical issues. How-
ever, at BSR level they become more visible.

R7:1In order to highlight the imbalances of demogragdrablems in the
BSR countries it is recommended to establish a B@&Rgue on demo-
graphic trends and policies in order to cope wilapsation between met-
ropolitan regions and other regions, migrationdsgrservice provision and
the development of labour markets.

Foreign Direct Investments
FDI cooperation with BSR banks?

Observation:The mapping of banks in the BSR shows that nonedic
banks from other countries in the BSR are welleepnted in most of the
cities observed. Thus, a well-integrated networkuginess services able to
offer transparent and reliable advice and infororato BSR companies
investing in another BSR country seems to be ingl&he question re-
mains as to whether unused potentials for activéecado companies con-
sidering outsourcing within the BSR are available.

R8:In order to fully profit upon the established BS&work of banks, it is
recommended that consideration be given to devagopinetwork of non-
domestic BSR banks in order to further enhancestadgreliable and trans-
parent information on outsourcing and foreign itnents in the BSR.

94



Innovation and competitiveness
Institutional framework for innovation

Observationlnnovation is a key goal to the future developnudrt. Pe-
tersburg. Many initiatives are taken by the citysdems however that plans
and projects of the city and government are ndy ppreciated by busi-
ness leaders. They ask for institutional changierahan IT parks and
economic incentives. The key problems identifiedH®yentrepreneurs and
corporate managers are lack of institutional mjliew quality of the prod-
uct and isolation from the other countries.

R9.Following the recommendations by the entreprenandscorporate
managers, Russian authorities should considerrtgplaament current busi-
ness policies by improvements of the institutidnanework for business
activities.

Need to improve frameworks and incentives for the q uality and export
of Russian products

Observation:Statistics and interviews with business entrepresiand
managers indicate that the quality of Russian gtegisbehind the stan-
dards of goods and products from the United StatesWestern Europe.
Rather than trying to improve the quality of th@ioducts, Russian compa-
nies are tempted by their favourable access tbulge Russian domestic
market and do not have the incentive to followrni@st innovative business
strategies. For their part, the cheaper, Russiagiuyets are widely accepted.
Russian companies are thus tempted to remain attenally non-
competitive. When special standards are requiredsian and Western
products often develop each of their market sh&@iege Russian official
economic strategies call for the development of petitive production,
changes are needed.

R10:It is beyond the framework of this project to addréhe problems with
any specific recommendations. However, we recomntiesidconsideration
be given to providing incentives to introduce Rasgproducts on the inter-
national markets.

Potentials for competitiveness (ICT cluster)

Observationin search for competitiveness, potentials fordbeelopment
of an ICT cluster in Northwest Russia — Finlandstdfia has been identi-
fied. If the cluster potentials are strong, theadegment of the cluster
would contribute to sub-regional integration in BER.

R11:The ICT cluster potentials in Northwest Russianridid — Estonia,
including Latvia, should be confirmed. If potensi@re ripe and mutual in-
terests are expressed by the ICT sector in RUssi@and, Estonia and Lat-
via, the cluster should be given special atterdgi®ma priority of the VASAB
Long Term Perspective.
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Potentials for competitiveness (Automobile cluster)

Observation:A concentration of automobile assembly has regatdvel-
oped in St. Petersburg, leaving an opportunityeteetbp a new industrial
cluster in the city for the benefit of local as nad BSR subcontractors.
There is a challenge for local producers to codpesdth transnational
companies. Thus, to fully benefit from the integratpotentials of an auto-
mobile cluster, links to sub-contractors in theF&tersburg region and the
BSR are needed.

R12: The potentials for developing an automobile-relatieister should be
considered, with emphasis placed on developing B&sed networks of
subcontractors and suppliers.

Potentials for innovation (university research)

Observationinterviews focusing on innovative capacity andcfice reveal
that technological innovation in Russian compatags behind Western
Europe. However, Russian universities show sizabtigets for research
and development at Russian universities. Thuggirs as if Russian re-
search and development activities are not beingntedechnological inno-
vation and new products. The study is only indi@atHowever, it is rele-
vant to address the question of establishing ‘fdoains’ from universities
to business life.

R13:In order to improve the spin-off effects of Russiasearch and devel-
opment at Russian universities, it is recommentatidonsideration be
given to establishing ‘food chains’ for transfegitechnological and prod-
uct innovation and design to Russian industry arsiress.

R14:1n order to further develop the innovative potalstiof university re-
search, collaborative university research in thki®&ea Region should be
promoted.

Potentials for innovation (beyond university resear ch)

R15:1In order to extend Russian research and developactimities beyond
the universities, it is important to support sagntommunications. An
alternative scientific information space must berfed which could include
improved access to scientific journals supporteddyernments and
municipalities, as well as specialized communigatitechanisms based on
modern network principles.

R16:It is further recommended to consider how to featié the
dissemination of knowledge and technology transtenyell as specialist
training. Teaching Russian specialists Englistieye skills is important,
as it will facilitate increased mobility of skillddbour and promote
cooperation in the sphere of research and developme
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Potentials for innovation (technology parks)

Observation:The development of innovation and technology p&lkskey
tool for cities dealing with business developméigually, technology parks
host incubators, innovative companies and knowledgeres. A huge po-
tential may exist to develop innovative networksAs®En companies located
in the technology parks.

R17:1t is recommended that consideration be given gawising network-
ing between BSR-located technology parks in orddacilitate innovation
networks in the Baltic Sea Region.

Further potentials for cross-border cluster initiat ives?

Observation The above-mentioned listing of potentials folabsishing
cross-border clusters between Russia and its B&Rmaurs have concen-
trated on the potentials the St. Petersburg re@lotentials for developing
further cross-border clusters might exist if otheggions of Northwest Rus-
sia are considered.

R18:It is recommended that a cross-border cluster-baseyation dia-
logue be initiated between the BSR border regidri¢onthwest Russia and
the regions of Murmansk, Karelia, Leningrad Oblaktygorod and Pskov
to in order to map cross-border potentials andifat® knowledge and
technology transfer across the border.

Territorial cohesion
Unused potentials of small and medium sized FDI?

ObservationCurrently, FDI in St. Petersburg is greatly infiged by large
transnational companies, most of which are fronsidetthe BSR. Further,
large investments (i.e. > USD 120 million) are gatésed as ‘strategic’ and
encouraged by tax and custom incentives. It folldved investments by
small enterprises are made less attractive, whightrbe contradictory to
the goals of BSR integration. Thus, experiences flnmark indicate that
outsourcing and foreign investments by small congsaare more oriented
to countries nearby (i.e., BSR countries) thanehafdarger companies.
Investment patterns in St. Petersburg confirm B&R investors are likely
to be too small to meet the criteria for strateguestors. It is possible that
BSR-integrative FDIs in St. Petersburg, despitadpemaller, are neglected
as compared to the large ‘strategic’ investmertegiating Russia into the
global economy. Thus, unused potential for BSRgiragon might be avail-
able.

R19: The effects of smaller and medium-sized investsentregional inte-
gration in the BSR should be considered as invessri®y SMESs are more
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likely to focus on regional rather than global autising. If unused poten-
tials for regional integration are available, tdegeinstruments for facilitat-
ing small and medium-sized FDI should be considaratuding economic
incentives similar to those offered to larger, tgtgéc investors.”

Unused potentials of small and medium sized cities?

Observation:The polarisation between metropolitan regions@ther re-
gions calls for policies oriented to the role andentials of small and me-
dium-sized cities. This is especially due to theeslation that national in-
novation programmes in the BSR do not include thallsand medium-
sized cities, focused as they are upon improvitgmational competitive-
ness at national level.

Small and medium-sized cities are often well-inéégd into national and
international networks. This is exemplified by tifeservation that cities
hosting international fairs include several secordkr cities. Other func-
tions, such as those provided by universities (@afg newly established
universities) are often located in second-ordeeit

R20:The role and potentials of second-order citiesastdifor international
functions and networking in the BSR should be abersd.

Networking among SMESTOs on out- and insourcing?

ObservationA pronounced economic concentration has been obgeanv
the BSR. From the USUN study, we know that the eoon concentration
includes foreign direct investments. Worth mentignis that FDI in the
retail sector is likely to become more decentradlidae to the logic of being
present in local markets. Initiatives have beeeiaio limit the concentra-
tion of FDI in the Metropolitan areas. One suchregke is theBaltic Sea
Solutionsestablished by 9 SMESTOs in Denmark, Poland, Ru&ser-
many, Estonia, Latvia and Sweden. The BASS triedeet the request by
companies for reliable and transparent information.

R21:Based upon experiences and ideas within busindsy,poshould be
considered whether transnational BSR-networkingreen local business
agencies could facilitate targeted spatial loctbseof foreign direct in-
vestments, especially in SMESTOs outside the melitap areas.

Rural-Urban relations

Observation:Current economic and demographic development inhNor
west Russia has led to considerable economic grimvitie metropolitan
and large cities such as St. Petersburg and Kagliad and their surround-
ing areas (parts of Leningrad and Kaliningrad Qiplas the same time,
especially the rural areas remote from main grawetttres have experi-
enced economic and population decline. As a coresexp) disparities be-
tween urban and rural areas in Northwest Russia maveased, and many
remote areas are in danger of remaining economjcaltially and cultur-
ally underdeveloped.
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The issue is threefold:

Development of urban-suburban cooperation. Theldpreent inside the
metropolitan areas and agglomerations, i.e. betweagaoities and their sur-
rounding areas, needs to be accompanied, manademamed in a proper
way in order to avoid major conflicts and uncorgdlgrowth of cities into
the suburban zones, especially at the expensdufenareas and less-
favoured settlements.

Development of rural areas. Rural areas more refnate growth centres
need to be supported through development alteestiithin and especially
outside agriculture, diversification of functionsdaflexible solutions to
basic social services adjusted to low populatiamsidg.

Development of urban-rural cooperation and partnpns a larger context.
In order to help rural areas make better use oéldpwment advantages in
the large cities,, there is a need for conceptspaactical solutions on ur-
ban-rural partnerships to be developed, testedrapgmented; these solu-
tions should be adapted to the specific territaraaiditions of North-West
Russia.

R22a The reform of local self-government should betoared and further
adapted to the urban-suburban context, through cwrsistent application
of the principles of subsidiarity (e.g. on isstebe solved at the regional
level versus those at the municipal level, as alyaliscussed in Kalinin-
grad region). Spatial development concepts andretacegional planning
should be introduced and inter-municipal cooperagincouraged for city
regions and agglomerations. Requirements of urbeai-cooperation
should be incorporated into town-planning regulaiand land use plan-
ning. Beside raising political awareness as tanémessity of urban-rural
cooperation, concrete socio-economic issues shmutdckled step by step
in fields such as urban-suburban transport, healtb, development of con-
sumer and agricultural markets, housing, commsealices, tourism and
recreation, inter-municipal cultural exchangeymotion of a functioning
settlement system (e.g. new growth centers outeelanmediate surround-
ing areas). Better functioning urban-suburban coaifm also requires
training and further education of respective expévtoreover, the institu-
tional framework could be improved through the lesament of a coordi-
nation centre for strategy development and ovenathagement of inter-
municipal (urban-suburban) cooperation e.g. infthen of a ‘Board of
Socio-economic Development’ of the territories nrAagglomeration
Board’. The regional authorities of North-West Rasad the Government
of the Russian Federation could facilitate the enpéntation of urban-
suburban cooperation through encouraging pilotgatsjand highlighting of
‘good/best practice’ examples.

R22b:Rural areas of Northwest Russia should receivesratiention in
development strategies. It is necessary to fogeeldpment alternatives
inside agriculture (use of biomass, new produatg,etombination of agri-
cultural and other activities (e.g. agriculture anhl tourism or public ser-
vices) and new development opportunities outsideature (use of wind
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power, alternative energies, rural and nature sourhealth care and spa
treatment etc.). Basic social services should lapiad to the specific popu-
lation and settlement structures of Northwest Russy. through multifunc-
tional service centres, tele-medicine, e-governaobations, etc. The au-
thorities of Northwest Russia and the GovernmerthefRussian Federation
should support pilot activities on such solutiond &elp transfer good ex-
amples from Russian and other European areasdinglthose from trans-
national Interreg projects being carried out inBadtic Sea Region. Rus-
sian regions and municipalities should take path@se transnational pro-
jects.

R22c:In order to enhance urban-rural cooperation amgh@eship in a lar-
ger geographical context, Northwest Russian autesrshould make use of
concepts and results by organising conferencesransfer events. More-
over, Russian partners should take part in anduat@kransnational pro-
jects. The Government of the Russian Federatiotdaupport such a proc-
ess by conducting demonstration projects for spaéeelopment, as these
have been developed in Germany.

Pilot regions

ObservationKaliningrad occupies a special position as ‘pikgion’, the
consequence of which is that various programs aitidtives of federal
importance are tested in Kaliningrad before bemgpduced in mainland
Russia. Being a pilot region implies that new, ostiely innovative tech-
niques, regulations and administrative proceduresnroduced at an early
stage in the region. Being a pilot region is thsgeeially attractive to re-
mote or peripheral regions in that it helps thergdbcloser to the centre. A
similar example, however, driven by bottom-up atsiand focusing upon
infrastructure and technical supply, is taking platthe municipality of
Lolland, Denmark. A few years ago, the municipalitynched the concept
‘community test facility’ and offered private compes and public agencies
the opportunity to carry out full-scale tests. Gneh recent example is the
testing of a hydrogen-based energy supply of 35&®in a village of Lol-
land. In Finland, the introduction of solar-panelsmall towns has been
shown to be very successful. An important impadiehg a pilot commu-
nity is that the community may develop special etipe in the implementa-
tion of public infrastructure, administrative regtibns and so on.

R22:The potential for further development of the conadpilot region or
pilot municipality should be considered as an apfar including remote
regions and municipalities into cutting-edge depatents in society in the
sectors of public infrastructure, political and adistrative reforms.
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