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Introduction

This draft outline of a project on Russian integration in the BSR is part of the WG1 projects of the VASAB East-West Window project. The draft was prepared in continuation of the meeting in Riga 25 June 2007. At this meeting the Russian experts Leonid E. Limonov and Nina Oding both Leontief Centre, St. Petersburg, prof. Gennady Fedorov, Immanuel Kant State University of Russia, Kaliningrad, and lead consultant, Niels Boje Groth, University of Copenhagen discussed the project on in- and out-sourcing as a means for Russian integration in the BSR. The present draft is based upon ideas discussed during the meeting and some follow-up consultations on statistics and thematic articles.     

The draft is circulated to the above mentioned participants of the meeting for comments on the background description of the Russian situation and for comments on the tasks suggested. The idea is to start up the project by a dialogue on the content of the project and to facilitate a mutual understanding the aim and scope of the project. Also, the draft is send to Helle Fischer, chairman of WG1 and  Bue Nielsen, Ministry of the Environment, Danish Forest and Nature Agency, Spatial Planning Department and Jacek Zaucha, the VASAB secretariat for comments. 
Comments are envisaged by 15 August. If not possible, due e.g. to holidays, please send an advise to Niels Boje Groth, nbg@life.ku.dk. Same address for comments. 
Aim of study

The aim of the study is to provide an understanding of trends and options for integration and innovation between the BSR parts of Russia (i.e. the Sct. Petersburg and Kaliningrad regions) and other countries in the BSR. The project should be conducted on the backdrop of a more general and brief examination of the relations between Russia and EU/the world. 
The study shall consider relevant findings of the USUN reports in order to, when possible, to indicate whether the findings of the study is still valid to day or if new trends have come up. Especially, the trade study (economic integration) and the industry study (FDI between the Nordic countries and the St. Petersburg region as well as the three Baltic States) are relevant in this respect (Groth (ed.) 2001). 
The project should include a brief theoretical discussion of the concepts of integration and innovation used in the study. 
Background
The project should be conducted on observations on a more general description of the background situation on Russian foreign policy and trade, characteristics of the St. Petersburg and Kaliningrad regions and development of the BSR region. In what follows some preliminary observations are suggested: 
Russia’s approach to economic integration

In his analysis on Russian international integration Pursiainen (2007) makes the balance between integration and protectionism a key issue. Pursiainen takes notice on the ambiguity between declared goals and conducted strategies in Russian foreign policies. Thus, it is a Russian declared goal to be more integrated into Europe. “But at the same time Russia’s strategies, policies and decision-making structures are clearly characterized by state-regulated protectionism and fear of loosing its decision-making autonomy and sovereignty.” (Pursianinen 2007, p. 11). Having such considerations in mind, one should refrain from conducting research on mere potentials of integration without considering real policies, real trends and strategies of key decision makers.
Foreign trade of Russia
Since 1992 Russian exports (not including the CIS) have exceeded imports, further characterised by a steep increase the most recent years. The trade pattern is very much of the inter-industry type, characterised by exports of low-tech raw material (e.g. gas, oil, petrol, ores, coal) and imports of manufactured products (machinery, equipment and transport equipment). (NAG consulting and Intrade, 2007). (www.users.globalnet.co.uk/~chegeo). 

The EU is by far Russia’s main trading partner and Russia is the EU’s third trading partner (EU, 2007). EU’s FDI in Russia is fast growing. It more than doubled between 2002 and 2004. Russian FDI in BSR is, however, very low. Political, economic and cultural relations between EU and Russia have been regulated by the Partnership and Co-operation Agreement (PCA) since 1997. Since 2003 the relations were reinforced within four EU/Russia so-called common spaces, one of which is the Common Economic Space (CES). In focus of the CES are non-tariff barriers and obstacles for trade and investment.    
In spite of the efforts of encouraging trade between Russia and the EU, there is a tendency that Russian companies are inclined to the domestic Russian market rather than international markets. Due to the size of the domestic market, many Russian companies are not enforced to go abroad.  Further, it is important for them to establish good relations with local mayors, governmental agencies and other public bodies in order to get reliable, safe and secure access to Russian local and governmental contracts. Thus, to become competitive at the international global markets is not so important to many companies. This is emphasised by Pursiainen (2007, p. 14): “in some sectors [international economic] integration is seen as a threat rather than a possibility, since these sectors do not have a realistic potential of penetrating European markets (for economic, political or quality-related reasons). These sectors thus concentrate on domestic markets and support protectionism.” 
Russia’s foreign trade with the BSR
Russian trade with BSR countries reveals that Germany, followed by Poland and Finland, is by far the biggest trade partner as measured in absolute figures. Relative figures, however, turn this picture upside down, revealing a much closer relationship between Russia and the three Baltic States, Estonia, Latvia and Lithuania and to some degree Poland and Finland. Thus, Russia’s export to Estonia and Lithuania is 9 and 8 times larger than the import from these two countries, whereas Russia’s export to Latvia, Poland and Finland almost triples the import from these three countries. Especially, Estonia and Lithuania are dependent on Russian imported products. Russian export takes a share of almost 1/5 of Estonia’s and Lithuania’s GNP. Trade figures like these (NAG Consulting Co. and Intrade (2007) – GNP: Students of the World (2007))
 reveals distinct different and heterogeneous economic relations between Russia and the other countries in the BSR.     
StP and Kaliningrad
Besides the obvious differences (e.g. size, economic strengths and the geopolitical situations) of the two separate parts of BSR-Russia, i.e. the St. Petersburg and Kaliningrad regions, the situation of the two cities and adjacent regions are further diversified by the fact that Kaliningrad since 1996 enjoyed the status as “special economic zone” (SEZ). The SEZ status entitle companies (e.g. assembly companies), able to increase the value of imported products by 30%, to sell their value added products elsewhere in Russia exempt 15 – 30% duty. The SEZ status was recently confirmed and adjusted in April 2006. These differences also imply that St. Petersburg and Kaliningrad do have different options for BSR integration.  
The role of the BSR in the local economies of St. Petersburg and Kaliningrad needs to be examined. In his brief overview on Russia’s role in the Baltic region, Gref (2007) notice that “one third of total trade in St. Petersburg is generated with the countries of the Baltic region”.   

FDI and development in StP
The St. Petersburg regions has experienced a pronounced influx of FDI in the most recent years, many of which seems to be driven by desire of getting access to the Russian consumer markets. More recently, an automobile cluster seems to develop in St. Petersburg, including companies such as Toyota, Nissan, General Motors and Acertec Holdings Ltd, a British producer of automobile components. Other international well-known companies are Bosch, Siemens, Knauf and Elcotec. (Baltic Rim Economies 3, 2007, page 5). The investments are facilitated by Russian investments in transport and logistics such as a recent agreement by the owners of the St. Petersburg Big Seaport on a development programme, the aim of which is to create new terminals for container and automobile cargoes and to improve transport access to the port.
FDI in Kaliningrad
FDI in Kaliningrad is the lowest in the BSR. According to Liuhto (2006) the FDI stock per capita was 92 USD at the end of 2005. In Russia the FDI stock per capita was 689 USD per capita the year before. However, the stock of FDI in Kaliningrad increased considerably (428%) during 2000-2004 and exceeded by far all other BSR countries. In Russia, the FDI stock changed 306% during the same period. Thus, it seems that the SEZ was introduced for good reasons and with a pronounced effect. 

In his discussion on the Kaliningrad’s industry, Usanov (2006) observes that due to the introduction of the SEZ, the industrial production in the enclave have developed into two independent sectors, an export-oriented sector characterised by raw materials and low level of processing and an import-oriented sector relying heavily on imported raw materials and components focusing upon the Russian domestic market. The import-oriented sector is characterised by relatively modern production equipment. Whether this import-sector could develop into an international competitive, hence integrative, sector is still an open question? The sector is mainly competing on the Russian domestic market rather than on international markets. According to Lapin (2006) the “increase of import is determined by the establishment of local enterprises dealing with automobile and household appliances assembling, manufacturing of ready-made fish and meat production and rapidly developing construction industry.” 
The Baltic Sea Region

Generally speaking, a region is a territory that is characterised by stronger internal than external relations. In the case of the BSR, Åkerholm (2005) states that “much of the interest in Northern Germany and Poland is tuned to the South, the Baltic States are concentrating their interest on funds flowing in from the EU, Russia is focusing on the European continent and Norway looks towards the West”. Thus, the region “seems like a highly heterogeneous area and not one entity”. If the countries around the Baltic Sea are going to form a Baltic Sea Region, more cooperation between the countries has to take place and potentials have to be profited upon in the future. As revealed by the USUN study this is not unlikely to take place. Thus, although BSR integration in economic terms is low, Cornett showed that indicators of economic integration (i.e. the Grubel-Lloyd index) reveal trends of a slow but continuously increasing economic integration (Groth (ed.) (2001), page 19). Trade relations as revealed by a forecast on maritime trade indicate that intra-BSR trade is supposed to be greater than maritime trade between BSR and the rest of the world (Saurama A. 2007).
If the BSR turns up to be an ideological postulate, other sub-regional integrations might show to be more valid. One such indication is the relations in economic terms between the Nordic countries and the Baltic States. Thus, Sippola (2006) notice that “it is estimated that a half of the aggregate FDI stock in the Baltic States originates from Nordic Countries”.  

In the current project further indicators of economic integration and their spatial impacts are going to be tested.  
Concepts
The concepts of integration and innovation should be discusses theoretically as an introduction to the empirical studies. In what follows the key concepts are suggested. 
Economic measures
Two kind of economic measures of integration should be considered, i.e. trade and FDI. 

· Trade. As a measure of international integration, trade is changing from the inter-industry to the intra-industry kind of trade. Inter-industry trade is characterised by exchange of different kinds of goods and based upon different comparative costs in various countries. Intra-industry trade, on the other hand, is characterised by exchange of similar kinds of goods, between countries competing within the same markets or taking part in contractor- subcontractor relations due the international division of labour. 
· FDI. Intensification of international integration is reflected by the increased mobility of factors of production as facilitated by foreign direct investments. “In the new market economies of former socialist countries, FDI is still a fairly new phenomenon”. However, FDI is very important driver of economic integration, since besides capital, FDI bring “new technology, managerial skills and culture, readiness for risk-taking and marketing channels to external markets.” (Kivikari U. 2006). 
Political and institutional measures
Political and institutional cooperation are other important parameters of international integration. 

· A most important back-drop for integration between Russia and the BSR – being part of EU – is the agreement on Common Economic Space (e.g. Pursianinen). 

· Another important arena for integration are common infrastructure projects, although some of these projects have been showcases of conflicts and protectionism as well as cooperation in the BSR.

· Institutional cooperation within e.g. city governments, universities, public agencies and cultural institutions are yet another kind of integration measures that should be considered.  
Contents

Integration: Competitiveness 

As briefly indicated above, trade between Russia and the world is characterised by inter- rather than intra-industry trade. I should be further documented and commented upon. A characteristic of Russian foreign trade was noticed at the Riga meeting, i.e. the specialisation of Russian foreign trade on specific markets, e.g. Russian cameras are popular in Africa (?) and Russian bicycles in India.  

Internationally competitive economic sectors in the St. Petersburg and Kaliningrad regions should be identified. These sectors should be in focus for further analysis on FDI and potentials for building RU-BSR relations. 
Examples on competitive economic sectors 
a. Culture is an international industry, supposed to be BSR-integrative. Examples are Valery Gergievs open-air festivals in Finland in Savonlinna and Mikkeli.  
b. Space industry. Russian space industry developed as a very competitive industry versus the US space industry. Now, the Russian space industry is more cooperating with space industry in France and other countries outside the BSR. Hence, the space industry, although internationally competitive, is not BSR-integrative.
c. Chemical production is another example of highly competitive Russian industry. The question is, how this industry is spatially located? Probably, the competition is not focusing upon the BSR?

d. Other examples on international competitive Russian economic branches should be analysed. 
In the comparative aspect, it should be noticed that Russia is offering international companies product testing facilities within e.g. medical industry, due to low Russia control and restrictions. Are these relations fully legal? Are they facilitating the BSR, or just international, integration?
Integration: RU FDI 

Russian FDI in BSR should be analysed. Russian FDI in BSR is supposed to be very modest. The characteristics in the Russian FDI located in the BSR should be examined. It has been argued that there are a lot of illegal in- and outsourcing from RU. 
Since Russia’s FDI in the BSR is rather modest, the most strategic Russian investments in the region should be in focus of analysis. Examples: 
· Port Sillamae

· Electricity cables to Finland and Sweden

· Other examples
Interviews with large RU companies and/or public agencies on strategic FDI (history, situation and future) should be conducted.

Integration: FDI in RU
Some key characteristics of FDI in Russia are outlined in the USUN industry study by Folke Snickars. Are these characteristics still valid? How did they develop since USUN? Generally, it is supposed that FDI in Russia is focusing upon the huge Russian market, rather than e.g. low Russian labour costs. This includes the retail sector, which is spatially more decentralised located than the production sectors which are focusing upon the largest cities. Since the USUN project was finalised,  FDI in St. Petersburg have sky-rocketed. Thus, FDI in St. Petersburg and Leningrad Region has increase by eight and almost three times since 2003 (Baltic Rim Economies 3, 2007, page 5 and 6). 

Several questions arises from these recent trends in FDI. First of all, it is interesting to know, the BSR share of the more recent FDI in St. Petersburg and Kaliningrad. This question should be made an issue of the project. Secondly, one should ask whether the recent FDI is facilitating further economic integration between BSR and Russia. One key question is whether the investments are facilitating innovation and international competitiveness in the enterprises of St. Petersburg and Kaliningrad or whether they are just profiting on market access and cheap costs and/or access to labour and raw materials? At a more general level Oding (2007) give some answers concerning St.Petersbrug. 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 significantly 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 business incubators. However, until results are obtained “the competitive power of St. Petersburg enterprises mostly relies on their comparatively low resource costs.” (Oding). Another aspect revealed by Oding is that FDI in the BSR part of Russia seems to facilitate a pronounced concentration of economic acitivities in St. Petersburg.      
A key question on the FDI in Kaliningrad, is whether the SEZ-status does attract FDI from the BSR, from other parts of Europe or from other parts of Russia? Further, it is a question whether the raw materials and components imported are from the BSR or other parts of Europe?
What are the national characteristics of FDI in the BSR? It has been noticed that e.g. German companies buy shares of Russian companies in order to get privileged access to Russian markets. Are German companies more active investors than other BSR companies?
Interviews with a few (e.g. 5) large (e.g. German, Danish, Swedish and Finnish) BSR companies on FDI in Russia should be conducted. Why did they invest in Russia? What are the options and obstacles? Where in Russia are they investing (now – future). How do they evaluate the transport- as well as service-infrastructure? What are the position of the BSR in the marketing strategy of the companies?
Integration: Cooperation 
In what fields are Russia and BSR cooperating upon important infrastructure facilitating integration? Harbours? European TENs (Via Baltica), etc. 

In this area the negotiations on the Russian German gas-pipeline revealed a rather hostile position of Poland and the Baltic States to host a transit pipeline. Therefore, the pipeline in cooperation with Germany is planned to be located at the bottom of the Baltic Sea. In this situation integration caused conflict. According to Hautala (2007) “the politics of the pipeline tells of the lack of confidence between Russia and a number of countries in the so-called post-Soviet space.” 

Another important cluster of infrastructure projects are the underwater cable links across the Finnish Gulf and the Baltic Sea planned to facilitate electricity supply from Russia to the Nordic countries, as managed by the Russian Baltenergo. While such infrastructure projects facilitate integration other projects are focusing on independence. Thus, it was made an explicit argument for the construction of a channel from the deep water part of the Finnish Gulf to Ust-Luga seaport (finalised in 2006), that it was made possible to open a new export route that reduces Russia’s dependence on transit via the Baltic States (Baltic Rim Economies, issue 1, 2007, page 6).  
An overview of most important cooperation between Russia and other BSR countries on large scale intra-BSR infrastructure projects should be provided and integrative impacts and prospects as well as obstacles and conflicts should be discussed.
Innovation
It has been an idea of this study that the Russian stock of well educated engineers and technicians from e.g. the electronic industry represents a potential for further development of the BSR economic sectors. However, at the Riga meeting it was noticed that most technological investments and the most competent labour force is related with military production. Due to security reasons this sector is rather closed for international cooperation. Other sectors of the Russian economy are rather low-tech related to electricity production, oil an transport. These are sectors characterised by rather low innovation practices and low innovative potential as well (?).   
At the Riga meeting, it was argued that innovation is a broad concept, not just about technological innovations. In general: if innovation is about inventions, also, e.g. new administrative reforms should be characterised as innovations. 
Within this broader concept of innovation, the situation as well as ideas and potentials for fields of innovation should be discussed. 
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