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ABSTRACT 

This thesis is an examination of the factors affecting economic performance and 

prospects for growth during Russia's transition from a centrally planned economy to a 

market oriented economy. The primary hypotheses to be tested are that 1) long run 

supply factors (e. g., human capital and labour) are important for growth 2) IRS, 

agglomeration and strategic trade policies have an influence on growth and 3) 

transition policy and instruments of policy used affect growth trends. The key 

hypothesis that is tested is that inheritance, defined as the type of economic structure 
derived from inherent characteristics of region combined with industrial development 

that occurred during the Soviet period, is the sole determinant of prospects for 

restructuring and long run growth. 

Within the Russian Federation there are 89 regions recognised by the 1993 

constitution. These regions, although subject to the legal constraints imposed by the 

federal government, have been given a variety of rights directly within the 

constitution and through bilateral agreements. These rights and agreements give 

regions the opportunity to create, to a certain extent, their own economic and 

industrial policies. This study examines on a case by case basis how four carefully 

selected regions have used their economic inheritance, their resources, and their 

political rights in influencing growth trends. We conclude with a comparative view of 

these regions growth trends based upon quantitative data that is supported by 

qualitative results. Trends and prospects for growth are drawn from theoretical 

arguments within the literature covering growth theory, development economics, 

economic geography, industrial policy, and transition economics. An important 

contribution to research on transition economies is the detailed data and qualitative 

information obtained at the regional level. 
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Chapter 1 Introduction 

1.1 The research question 

This study provides a regional approach to economic development in Russia, an 

economy undergoing a transition from a command planning system that determined 

levels and location of industrialisation, to some other type of system, not yet fully 

identified. A regional approach to economic development is taken in this study due to 

Russia's geographical size (I I time zones across 17 million square kilometres). The 

diversity of development in Russia is therefore far more extreme than found in other 

smaller, reforming post-Socialist economies. This study will examine whether or not 

inheritance, defined as the type of economic structure derived from inherent 

characteristics of a region combined with industrial development that occurred during 

the Soviet period, is the sole determinant of growth or if specific economic strategies 

and industrial policies can influence growth trends. 

Due to the varying levels of development a single, national policy, whether 

indigenous or external, (e. g., IMF stabilisation requirements/guidelines) may not be 

appropriate for facilitating the economic and social development of the country nor 

the regions that comprise it. Although macro economic stabilisation is necessary for 

the economy to function, it is not sufficient. Without the full support of solid micro 

economic structures any macroeconomic policy measures will not be successful. 

Therefore this study includes both macro and micro points: although the effects of 

policy will be examined at the enterprise and local level, the focus remains on 

regional and national policy. A very important part of the study will include 

government-related support as well as obstacles to doing business. Although virtually 

all the other countries of central and Eastern Europe have become what is now termed 

"transition economies", some more successful than others, they do not (or have not) 

posed as much as a challenge as Russia has. This is due to several reasons; primarily 

that central planning was developed in the former Soviet Union (with power 

concentrated in Moscow) and exported to the former Warsaw bloc and CMEA 
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countries. It was thus far more entrenched there than anywhere else. A result of this 

has been that the depth and need for institutional, structural reform is far greater. 

1.2 Outline of the thesis 

In chapter 2 we provide an overview of Russia's economic and social development 

including Soviet Russia and Russia in transition. This chapter provides a review of 

the key economic issues faced by the Russian government in 1991. We then examine 

the key macro economic indictors (i. e., GDP growth, inflation, balance of payments, 

and unemployment) over the first ten years of transition. We also include a 
discussion of some of the key reasons for Russia's poor economic situation 

throughout this period. 

In chapter 3 we move from the macro to the micro, from the federal macro economic 

structure to the regional development aspect. This chapter encompasses a brief 

history of Soviet regional economic strategy and development. We review the 

purpose for the policies pursued during the Soviet period and the consequences for 

post-Soviet Russia. We then move onto a discussion of the changes in the relationship 

between the federal centre and the regions post 1991 and how this has affected 

economic performance. 

In chapter 4 we review the literature we consider to be relevant to the main question 

being asked, i. e., if inheritance alone determines growth. From the historical 

perspective gained in chapters 2 and 3 we seek to explain what is necessary for 

economic growth and development based on theoretical and empirical experience. 

This review covers five areas of particular theoretical concern: growth economics, 

development economics, industrial organisation, economic geography, and transition 

economics. 

The key points to emerge from the literature reviewed in chapter 4 are examined in 

relation to Russia in chapter 5. In this chapter we incorporate these points into the 

methodological discussion which also includes a review of the usage of quantitative 
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and qualitative information. Here we explain our selection of the four regions that are 

examined in this thesis, discuss alternative methodologies, review methodological 
issues, and provide examples of comparable research undertaken and research 

methodologies used. 

Chapters 6 through 10 include the four separate regional studies. Chapter 6 focuses 

on similarities in the four regions, while chapter 6 focuses on the Nizhny Novgorod 

region, chapter 7 on the Sverdlosk region, chapter 8 on the Samara region, and 

chapter 9 on the Chelyabinsk region. Each of these regional chapters provides a 

review of the respective region's historical development, its geographic location and 

natural resources, environmental condition, infrastructure, demographic situation, 
industrial base, financial market development, and general economic performance 
during the 1990s. Within these chapters the results of interviews conducted in each 

region are given. These interviews relate the experience of practitioners to the key 

theoretical points discussed in chapters 4 and 5. 

In chapter 11 we perform a comparative analysis of the four regions based on a 

review of the statistical evidence and supported by the interview results. In this 

chapter we put forward a number of hypotheses and develop comparative measures 

by which to examine their likelihood. We discuss the idea of developing versus re- 

developing nations and the change in approach this signifies. The specific issues 

related to policy in Russia, particularly to the relationship-based structure, are also 

reviewed in this chapter. 

In chapter 12 we provide a summary of the evidence presented, review the key 

findings and give suggestions for possible further study. 

1.3 Major results and significance of research 

The key point to emerge from this study is that although long run supply factors may 

influence growth, they alone are not sufficient in predicting growth. Within our 

study we saw some very strong results. Among the most interesting was the role of 
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geography and environmental degradation. These two factors seemed to outweigh the 

more obvious factors in attracting investment, i. e., labour supply and infrastructure. 

The study also saw support for a number of theoretical points including a link 

between health and wealth, SME development and income growth, income growth 

and education trends, income growth and increasing labour supply, and a causal 

relationship between industrial production, conversion and income. 

In this study we have successfully gathered original empirical information and used it 

to effectively support theoretical suppositions. We have used and built upon the work 
done by other researchers in this field by using both qualitative (interview) and 

quantitative information in our evaluation. The use of combined qualitative and 

quantitative information and the in-depth evaluation of four similar regions allowed 

us to more thoroughly test theory. Although it is recognised that the quality of all the 

data obtained may be questionable, we believe that using qualitative data helped 

explain the quantitative data in a way that we have not seen in other studies. 
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Chapter 2 An overview of Russia's economic and social 
development 

We shall begin with a brief review of Russia's socio-economic development since 
independence in 1990. This shall include an examination of transition process issues 

that followed the collapse of the centrally planned, Communist system. Particular 
issues for concern within the regional context will be raised and reasons for focusing 

on regional policies will be put forward. 

2.1 Russia in Transition 1990-1999 

2.1.1 The key issues in reform' 

Russia re-emerged an independent state in 1990 and successor to the Former Soviet 
Union by the end of 1991. The first democratically elected president of the Russian 

Federation, Boris Yeltsin, a former governor of the city of Yekaterinburg, capital of 
the Sverdlosk region, came to office with a country confused and in disarray. The 

new Russian government inherited a variety of complex economic problems from the 

ex-Soviet government. The new government was faced with an economy in 

depression: output had fallen considerably; inflation (both real and repressed) was 
high; there was a very large budget deficit, extensive shortages, external bankruptcy, 

rapid monetary growth, and the external value of the currency collapsed (Ellman, 

1992). The economy also suffered from the further disintegration of the central 

planning system and traditional enterprise links. This led to a drastic reduction in tax 

revenues, the collapse of CMEA trade, an accelerated decline in investment and the 

obsolescence of capital stock, a deterioration in inter-republican trade and currency 

relations, and a sharp decline in convertible currency imports. This was due to the 

large fall in exports which reduced the hard currency available. The command style 

1 Some of this information is drawn from my 1992 Masters thesis "The Pros and Cons of Stabilisation 

Policy: Lessons for Russia", submitted to the University of Birmingham as a requirement for the 

M. Soc. sc. 

21 



economy had left a distorted and monopolised structure of production. There was an 
extremely high level of armaments related industries, degradation of property 
relations (i. e., all property belonged to the state), a distortion of the labour market 
(i. e., a lack of labour mobility and free wage bargaining since unions were also state 
controlled), and the predominance of social dependency and state paternalism (BBC 
Summary of World Broadcast, 27 Jul 92: 1). The increasing use of barter, in both 

consumer and industrial relations, highlighted the lack of confidence in the domestic 

currency as well as the very high real interest rates that existed and the shortages of 

cash. Internationally the country also had to resolve its foreign debt obligations in 
light of the discovery of the massive capital flight that had taken place shortly before 

the August 1991 coup attempt and the disappearance of large portion of its gold 

reserves. 

The major obstacle to be tackled was the inflation rate. The main sources were the 

excessive credit creation and the fixed price and wage structure, which gave rise to 

repressed and real inflation. In economic terms the government was suffering from 

stock and flow problems, the stock being the monetary overhang of excess purchasing 

power at prevailing levels of controlled prices and interest rates and the flow being 

the large government budget deficit and rapid credit growth (Hanson, 1991: 3). The 

excess demand incurred by the planning system resulted not only in monetary 

overhang, but excessive inventories as well. There were excessive inventories of raw 

material inputs as well as excessive inventories of non-sellable products, which 

revealed structural imbalances. There was also a lack of liquid domestic monetary 

assets bearing an attractive real rate of return (Mckinnon, 1991: 130). Inventories 

substituted for money by acting as a store of value. The resulting increase in barter 

served to exacerbate the inefficiencies within the system. Also the relationship 

between supply and demand was distorted by enterprises having virtually limitless 

access to credit and subsidies. Bank lending increased 85% in 1991 (Ellman, 1992). 

Negative real interest rates and the reftisal to allow bankruptcies under the old system 

(the soft budget constraint as defined by Janos Kornai in 1980) only fuelled fiscal 

imbalance and led to further monetarisation of the budget deficit. There was a 94% 
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rise in cash circulation within the rouble zone in 1991 (Ellman, 1992). There was also 

an explosion of inter-enterprise credits, which increased the problem of bad loans. 

Another inflationary factor was partial price liberalisation combined with 

administrative price increases in 1991. This, together with the announcements of 
liberalisation measures, led to an acceleration of the open inflation rate. The level of 

repressed inflation was revealed by the discrepancy in prices between official and 
black market rates for goods and foodstuffs. This was most obvious in the forms of 

shortages and queues. Repressed inflation only increased the distortion within the 

system by helping the formation of the barter economy. In addition the official 

exchange rate (there were 2000 multipliers in 1990 which differed by commodity and 

trade area) was used merely as an accounting measure, not as a measure of 

comparative advantage. Foreign and domestic prices were equalised by a system of 

subsidies and taxes. The informal nature of the tax system, which simply took 

enterprises' economic surpluses as tax revenue, broke down with the decentralisation 

under perestroika, the period of economic restructuring started during the Gorbachev 

years. Tax collection became harder as regional authorities and enterprises 

themselves began making decisions outside the central plan. Due to the institutional 

structure of the financial system the government was unable to control bank lending 

until it limited the acceptance of bank credits issues by its subsidiaries that eventually 

turned into republican central banks. Cash emission was out of control because it was 

used to fund government deficits. 

Another aspect contributing to inflation was household money incomes. The average 

monetary wage rose faster than prices. The money incomes of the Russian population in 

1991 exceeded outlays by about 83 billion rubles-4.3 times more than in 1990 (Pravda, 

January 22,1992: 1). That real wage growth occurred despite a sharp deterioration in 

average labour productivity is implied by the fall in employment of only 1.1%, far less 

than the drop in output (IMF Russian Survey, 1992: 10). This was a sign of stagflation. 

it was a result of the (imposed) full employment system. This system encouraged labour 

shortages since enterprises hoarded labour in the desire to meet plans at all costs. This 

hoarding made the system dependent upon wage discipline and workers demands. The 
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threat of a wage-price spiral was very real at the end of 1991. The crisis provoked by 

these conditions led to the adoption of a stabilisation programme. The programme 

sought to balance supply and demand by ending shortages and raising prices, preventing 

further collapse of the currency through monetary and fiscal discipline, and by creating a 

basis for a market economy. To do this the inflation rate had to be stabilised so 

consumers and producers knew how to respond to changes in prices and demand trends. 

2.1.1.1 Cheap capital: the effects on R&D, innovation and i4rowth 

The Soviet problem of capital being cheap since it was subject to a soft budget 

constraint, was a direct result of Stalin's plan to build socialism fast. This meant that 

capital intensive industries were developed without regard to consumer demand and 

without regard to the costs associated with the development of these industries. As 

noted by Ofer (1987,1990) the capital stock was growing faster than output. The 

policy of high investment rates, one aspect of the Soviet extensive growth strategy, is 

that it is factor input intensive and weak on technological change. The maximisation 

of the industrial labour force in the early years of the industrialisation drive led to a 

decrease in labour force growth rates later (Ibid, 1990: 302). 

There was a lack of innovation in the planning system due to the disincentives to 

change built into the managerial incentive structure. The same issue constrained the 

variety of goods produced and hindered increases in productivity due to the low 

innovation rate. The disincentives -were such that the system did not reward 

innovations; patents did not exist and an inventor would not, beyond sharing authors 

rights with the enterprise for which he worked, receive any compensation for ideas 

and developments. Although there was technical progress, new technologies were not 

always implemented, not to mention diffused to other enterprises. Technological 

diffusion rates were very low in comparison to the economies of Western Europe and 

the US. The major disincentive for management was that if an enterprise produced 

more than what was assigned them by the plan, they would be penalised by having to 

produce even more for the next plan but without the guarantee of necessary inputs. 
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Although vast sums of money were spent on R&D this was mainly, if not exclusively, 

in the military industrial related sector. 

Russia has been plagued by a variety of problems since its independence. It has 

experienced a drastic change in industrial output, tax collection rates have 

plummeted, living standards have fallen overall, the differentiation between rich and 

poor has widened considerably, it has experienced higher morbidity rates and lower 

life expectancy, and there have been massive increases in crime, particularly murder 

and kidnapping. There was a dramatic fall in real GDP (approx. 50% from 1989 to 

1999). 

Since 1991 , Russia has also become a functioning democracy with a constitution 

(adopted in 1993) and a relatively free media. The process by which the constitution 

was written in terms of the Yeltsin's heavy hand in dictating presidential powers, as 

well as the influence and role media magnates have come to have within the 

government has strengthened the cynicism of many Russia's in these democratic 

symbols. Over the past few years Russia has developed an independent central bank 

which, although answerable to the president, has been, in theory, released from the 

considerations and lobbying of the Duma. 

2.2 Preliminary results of the first decade of reform 

2.2.1 A macro-economic overview 

During the 1990s Russia's economy underwent several changes. GDP, inflation, 

balance of payments and unemployment numbers all reflect the underlying issues in 

the Russian economy. 

2.2.1.1 GDP 

According to EBRD and EIU data, Russia experienced a massive decrease in GDP 

from 1989 to 1996 of over 46%. As shown in table 2.1, it was not until 1997 that 

Russia recorded positive GDP growth. The financial crisis of 1998 had a deep impact 

on the economy, on inflation, on the balance of payments, and on employment 
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figures. The growth in GDP in 1999 was largely attributable to domestic production 
being more competitive to domestic and foreign consumers (due to the devaluation of 
the rouble in 1998) and to the high price of oil, Russia's chief export, as well as some 

non-ferrous metals produced in Russia, throughout most of 1999. 

Table. 2.1 GDP in Russia (percentage change in real terms)** 

1991 1992 1993 1994 1995 1996 1997 1998 1999* 

GDP -5.0 -14.5 -8.7 -12.7 -4.1 -3.5 0.8 -4.6 3.2 

*estimate ** source: EBRD Transition Reports 1999,2000 

2.2.1.2 Inflation 

In Russia the inflation rate increased dramatically following the liberalisation of 

prices at the beginning of 1992. However as savings shrunk, shortages of consumer 

good decreased. This initially was accompanied by the Russian Central Bank 

undertaking monetary expansion replenishing with enterprise credit the expenditure 

cuts implenmented in the budget: then monetary policy toughened, driving nominal 

and even real interest rates to record levels and abating inflation. Inflation rose again 

in 1998 following the devaluation and again in 1999 due to the high oil price, the 

influx of hard currency into the Central Bank's accounts (and non-strerilisation of this 

increased the amount of cash in the economy) and due to an increase in broad money 

as interest rates were lowered in an attempt to encourage investment in the real 

economy. 

Table 2.2 CPI (annual average, percentage change) 

1991 1992 1993 1994 1995 1996 1997 1998 1999 

92.7 1526 875 311.4 197.7 47.8 14.7 27.6 86.1 

Source: EBRD Transition Reports 1999,2000 

2.? 11 Balance of Payments 

Russia has been unique among transition economies in that despite imports increasing 

dramatically, it had a positive trade balance throughout the 1990s. This was largely 
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related to its export of oil and gas products to Westem Europe and fonner Soviet 

states as well as its arms industry exports. Import levels increased throughout the 

1990s, up until the 1998 financial crisis when rouble devaluation made them too 

expensive for the average Russian consumer. The trade balance continued to improve 

in 1999 due to higher than anticipated prices on oil exports. 

Table 2.3 Trade balance (in millions of USD) 

1992 1993 1994 1995 1996 1997 1998 1999* 

1 Ofi34 15ý342 17ý024 205151 195771 14,792 16,896 35,302 

*estimate source: EBRD Transition reports 1999,2000 

2.2.1.4 Unemployment 

As was expected in a transition economy, unemployment increased throughout the 

1990s across Russia but lagged dramatically behind GDP decline. This lag signalled 

over-manning inside enterprises. Unemployment increased slowly because of the 

lack of restructuring and increased bankruptcy of enterprises. It is possible that the 

increase may also be at least partially attributable to people deciding that being "listed 

on a company's books as employed was no longer beneficial and that state 

unemployment benefits or training would be more lucrative. The numbers may not 

be accurate though since large numbers of the labour force work in 2 ,d and 3 rd jobs 

within the grey economy. 

Table 2.4 Unemployment (ILO definition), end year, percentage change 

1991 1992 1993 1994 1995 1996 1997 1998 1999* 

0.0 5.3 6.0 7.8 9.0 9.9 11.2 13.3 11.7 

*estimate, source: E13"Transition Reports PfWf,, LUUU; "OSKOMStat 

2.2.2 Privatisation 

Under the leadership of Mikhail Gorbachev, the last president of the USSR, a number 

of attempts at reforming the command system were initiated that, although winning 

him much acclaim in the West, only exacerbated the decline in production. The 

increased liberalisation of the economy (e. g., the 1988 law that allowed the private 
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undertaking of more than thirty different types of production activities) meant that 

worker co-operatives were promoted and enterprises were given greater autonomy. 
This was done in the hope that greater efficiency would be achieved as the workers 

were given a definite self interest in the outcome. However, at the end of the 1980s, 

the increased enterprise autonomy, which had led to the recruitment of new directors 

led to a concentration of power in these same directors' hands. This in turn led to 

these directors having the majority of economic and political power in the early 
1990S. If this is correct, it created the preconditions for the "nomenklatura" 

privatisation that took in large numbers in the early 1990s. 

In terms of privatisation, Russia has privatised more than 2/3 of former state 

enterprises through a voucher privatisation programme. This means that most of the 

population is working in the private sector (Aslund 1997), whether officially or 

otherwise. Large scale privatisation was mainly the result of transferring property 

rights from the state to "sitting tenants. " This resulted in an unknown number of cases 

of pure capital stripping 2 by management and/or workers, particularly in 

uncompetitive industrial sectors and physical locations. There had been a drastic 

change in sectoral output from 1989-95, i. e., there was a major decrease in current 

price terms in share of GDP of both industry and agriculture while shares of transport, 

communications, internal trade and other services rose substantially. This rise in the 

non-tradable sector indicates that it had been traditionally undervalued. 

Along with privatisation came the issues of restructuring, bankruptcy and good 

corporate governance. Although there is a legal framework for bankruptcy, enterprise 

restructuring does not have a specific framework and is dependent on both the ability 

of the firm to obtain capital for restructuring and management willing to do so. 

Corporate governance as an issue has been mostly ignored by newly privatised 

this differs from "asset stripping" in market economies which benefits all shareholders, whereas here 

we are talking of what the Czechs call "tunnelling" and the Poles "autoappropriation" 
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Russian companies. Shares are subject to fraudulent dilution and minority 
shareholders being prevented from participating in strategic company decisions. 

2.2.3 Fiscal Relations 

Russia also suffers from poor public governance, e. g., weakness of tax collection by 

state. The state's declining performance in tax collection led to financial markets to 
doubt achievement of fiscal and monetary targets and therefore to expect re- 
acceleration of inflation (chronic institutional weakness) (Hanson 1996). A 

continuing problem, and one which emerged time and again during the interviews 

conducted as part of this study, was the extraordinary weight of contacts and 
connections when the courts do not provide (so far) reliable general recourse in 

resolving conflicts over property rights. Contract law, although it officially exists, is 

usually not enforced. This had a multitude of consequences (e. g., barter, Financial- 
Industrial group creation, etc. ) which contributed to the preservation of barriers to 

effective corporate governance. 

2.2.4 Labour 

Within Russia there is a problem with assuming an unlimited supply of labour and 

savings only out of profits (Vickers, 1995: 11) so productive efficiency must come 
from either investment, changes in working age population or capital input 

requirements, or in technological diffusion. Since the start of the transition process in 
Russia, the population has been decreasing (despite migration of primarily ethnic 
Russians from the former Soviet republics) in part due to the decline in the healthcare 

system, outward migration, increased alcoholism, suicide, and the fertility rate falling. 

The average life expectancy for an average Russian male in 1998 was 57 years. This 

was down from 67 years in 1990. This is the first time, outside of war, that an 
industrialised nation has experienced a fall in its life expectancy rates. Savings are 

virtually non-existent due to changes in expectations about inflation (as well as the 

initial inflation in early 1992 that wiped out forced savings). Technological diffusion 

had been slow due to both external factors (prior to 1994 controls were imposed by 

some Western countries, e. g., the USA, for technology such as computers to Russia) 

and to capital constraints (i. e., a weak banking sector compounded by inflation). This 
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meant that rapid technological improvements were not able to improve worker 

productivity. 

2.2.5 Trade and Production 

The shock of liberalisation in transition economies such as Russia has been ftielled by 

the fall in private and public demand for output, the collapse of the CMEA and intra- 

CIS trade. The structural shocks derived from shifts in the demand pattern and the 

profitability resulting from the liberalisation of trade (i. e., increased imports) and the 

decrease and or end of state orders. This was also a shift in relative prices. In Russia, 

the ability of the firm or industrial sector to adjust is constrained by the near absence 

of labour markets (due to limited labour mobility) and financial markets (Duflo and 
Senik-Leygonie 1997). These external and internal market changes and systemic 

transformation policy measures are the causes of the recessions that transition 

economies have, and in some cases, continue to experience. The early reactions by 

firms in Russia to the change in supply and demand conditions have led to a double 

shock for firms: a shock in production costs and a shock in the value of their products. 
On the supply side the removal of subsidies and protection has affected the cost of 
inputs. In Russia, due to the control by the centre over spending on capital, a region 

could see all of its surplus revenue being distributed to other regions in the form of 

subsidies or credits. 

2.3 From Federal to Regional Reform 

Given the structural and legal constraints within Russia the effectiveness of federal 

policy may be subject to debate, particularly when the federal state is dependent on 

regional power structures for enforcement. This interdependency of power is the 

major reason for studying the opportunities for micro (here regional) development in 

the macro economic context. Since the regions differ by socio-economic history, 

location, resources, and political association, the consequences of such legal and 

structural constraints within the overall system will be felt more or less dependent 

upon the individual region. Although all regions of the Russian Federation are 

expected to work together in this federalised structure as equals, it is questionable, 

based on the specific problems that have emerged over the past decade if this is the 
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case. Therefore, given the depth and difficulty of these reforms we have decided to 

pursue a regional approach. This regional approach shall be discussed and developed 

in the following chapter. 

2.4 Summary 

In this section we have briefly discussed the development of some of the key macro 

economic issues within Russia during the 1990s. The major issues to be addressed in 

Russia in terms of re-orientation of the economy to the market, have also been 

reviewed. We found that in aggregate Russia has made some strides towards 

achieving the targets set within the original stabilisation policy. We have also found 

that it has been impeded not only by lack of political will but also by the federalist 

fiscal structure which makes for continued difficulty in conducting fiscal policy and 
by exogenous supply and demand shocks that have also impacted macro policy at the 

federal level. Having taken set the context of micro relations (regional relationships) 

within the macro economic context in this chapter, in the next chapter we move onto 

to discuss how developments at the regional level in turn affect the macro aggregates. 
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Chapter 3 The regional development aspect 
"It makes less sense today, for example .... to speak of Italy, Russia or China as a 
single economic unit. Each is a motley combination of territories with vastly different 

needs and vastly different needs to contribute. For a private sector manager or public 

official to treat them as if they represented a single economic entity is to operate on 
the basis of demonstrably false, implausible and non-existent average. This may still 
be a political necessity but it is a bold faced economic lie" (Ohmae, 1995: 12) 

3.1 Why regional development? 

The focus is on regional development in Russia, as opposed to general development 

in Russia, due to the country's sheer geographic size. Russia's territory covers II time 

zones and over 17 million square kilometres, an area roughly 1.8 times the size of the 

United States 3- There are over 100 different ethnic groups within the Russian 

Federation (although the majority of the population are considered to be ethnic 
Russians). The diversity of development, in terms of population homogeneity and 
industrial/agricultural ratios is therefore far more extreme than found in other smaller, 

re-forming post-socialist economies. As a result of these differences in economic 

geography one needs to ask if the parts are greater than the whole, i. e., are macro 

economic policies initiated and administered at the federal level enough to ensure that 

the structural reforms necessary for growth are implemented thoroughly and 

consistently throughout Russia? Or can the regional administrations do this while 

taking into consideration the respective differences in population, industrial sector 

profile, and natural and environmental specific of the region? Since all of these 

regions were subject to the same system, an examination of regions that are similar in 

terms of geography, industrial profile, natural and human resources, educational 

profile, urbanisation levels, and ethnic mix may best tell us if regional policy is 

effective. 

CIA Factbook 1999 
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3.1.1. The question of path dependent development 

Over the past twenty years a consensus related to the course and direction of 
economic development has seem to have developed, i. e., that there are certain stages 
of development a country goes through before being considered "developed" or "first 

world. " The question in respect to Russia is whether the accepted wisdom on 
economic development applies to Russia, which is not a "developing" or 
"industrialising" country in the traditional sense, but rather a "re-developing" or "re- 
industrialising" one? Traditionally, developing countries have been the "third world 
countries" that have very low levels of human capital and whose GDP is primarily 
agricultural or natural resource based. Can a country such as Russia, neither market 
nor no longer socialist, develop appropriate strategies that not only take into 

consideration the varying levels of development within the regions based upon the 

economic and political geography of these regions? Economic and strategy theorists 

now state that what is necessary for long run growth is the creation of environmental 
conditions in which investment and innovation can occur. Given the divergence in 
development along with the specific conditions the core hypothesis of this study is 
based on the question of whether the infrastructure (physical, industrial, and 

political), inherited by the regions from the previous Communist system, dictate the 
direction and level of growth? Are federal, centralised policies, although necessary 
for the creation and support of an inviting investment environment, sufficient or is 

there a role for regional policy in the creation of this environment? Although there 

are industrial clusters in Russia, these are more a result of historical accident, namely 

war and political planning. The agendas, imperatives, and externalities that existed 
during the Soviet period may no longer do so for a particular industrial sector. The 

question is whether the legacy of the planned economy, with its (to western 

economists) irrational location structure and high concentration of industrial 

production, will determine the economic fortune of Russia's regions as described and 
discussed by Kirkow (1997) or if it is only current policy in the transition period that 

matters (Layard and Parker, 1996). Or will, in accordance with Krugman's core- 

periphery model, regional specialisation occur with the result that the pattern of 

regional growth and decline will be more unpredictable and will be dependent upon 
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random demand shocks? As defined by Sutherland and Hanson (1996) the key issue 
is how much difference does a particular inheritance of natural resources, location and 
past development make to the prospects of this or that region, in the particular 
circumstances of post-communist economic change in Russia? 

3.2 Russia's regions: a brief history of their economic and social 
development 

3.2.1 The Regions under the Soviet system 
Under the previous system of state central planning the regions were subject to the 
decisions made at the federal level. The relationship between the centre and the 

periphery regions was not a relationship of equals. Under the Soviet system regional 

policy called for the re-allocation of productive forces (both human and physical 

capital) and the levelling of regional disparities in income. This levelling up was 
done through transfers from the state budget. Expenditures were determined first and 
then revenues were calculated to provide for planned expenditures. Budgets were 

subsidised by transfers through federal budget by funding new capital projects via the 

all union branch ministries, by direct subsidies to local budgets of "backward" 

regions, and by indirectly subsidising by differentiation in the deduction rates of 

shared taxes (Dmietrieva 1996). The importance of equalising the regions becomes 

more tangible when one considers the distances separating available labour resources, 

the state's established industrial infrastructure, and the energy and natural resources 

needed for economic growth (Liebowitz, 1987: 397). The other big issue related to 

regional policy was trying to contain the nationalities issue. There were more than 

I 10 different ethnic groups in the former Soviet Union, and Russia itself is estimated 

to have more than 100. Regional policy was decided at the federal level: economic 

and social priorities were managed and controlled from the centre and the role of the 

regions themselves was virtually insignificant. 

According to Dmietrieva (1996), the regional mechanism in the USSR was sharp 

social discrimination against the most advanced regions. She claims this was a result 
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of the deliberate policy of equalisation. This attempt at "balancing" may be 

considered to be one of the major reasons for the decline in economic growth that 
took place from the early 1970s (often referred to as the stagnation of the Brezhnev 

years) until the final collapse and demise of the Soviet Union in 1991. Money, 

through transfers from the regions to the federal centre (more on the federal fiscal 

structure later) went from the more advanced and productive regions (the donor 

regions) to other regions, particularly those in the North and Eastern parts of the 

country (e. g., Siberia). One of the main jobs of the planning committee was trying to 
balance the geographic imbalances in terms of access to minerals and other natural 

resources as well as skilled labour although the decisions taken on the location of 
industrial centres was quite often more politically based than economically based. 
The federal centre initially acted much like any "developing" government by 
developing job creation schemes to move the rural population to urban centres and 
create a skilled, educated labour force. This policy of urbanisation meant that from 

the time of the 1918 Bolshevik revolution up until the middle 1960s vast numbers of 

people were moved from the countryside to the cities. Some were forced to move to 

the newly created cities by force, others due to war (e. g., it was only during the 
Second World War that the Ural cities (such as Yekaterinburg and Chelyabinsk) 

experienced significant growth. People were re-located (voluntarily and 
involuntarily) to inhospitable regions both to exploit the natural resources located 

there and to further the government goal of maintaining the country's territorial 

integrity. New cities and towns were established which were fully dependent on 

government budgetary transfers for their survival. As noted by Dmitrieva local needs 

were neglected because of the domination of the sectoral administrative structure over 

the regional one. The sectoral subordination generated breakdowns in regional 

markets, preventing sensible and efficient supplier consumer linkages within the 

localities (Dmitrieva, 1996: 23). Many of these were "one company" towns in which 

the physical infrastructure (roads, housing, etc. ) and social infrastructure (schools, 

medical centres, etc. ) were the responsibility of the factory or complex. There were 

regional wage differentials; the variation in wages did not match the skill set or 

qualifications of labour, neither did it match the level of labour productivity. 
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Increased wages and access to other goods such as cheap holidays were used to attract 
labour to "backward" and harsh, less desirable regions. The wage differentials were 

paid for from the federal budget. As noted by Dmitrieva, the higher labour costs 

added to excessive capital and transport costs led to lower efficiency of economic 

activity of these less developed regions (1996: 34). 

Although the Soviet population grew throughout the post-war period there was an 

artificially created labour shortage that was caused by enterprises hoarding labour due 

to excess demand for goods, the size of cities was controlled through the "propiska" 

(permit) system. This system required permission from the state for residency within 

the city or town unless one was bom there. Without a registered (with the local 

police) permit, one was not able to obtain any of the social benefits (housing, medical 

care, education) a "resident" would receive. One of the consequences of the 

development of these areas was that the capital inflows, though large, were unable to 

obtain an equilibrium rate of return when the investment cycle was in a downtown 

(from mid- 1 970s onwards). 

Despite the centralised nature of control exerted by the Communist government 

throughout the Soviet period on the country's economic activities, there were 

occasional attempts at reform. In the latter part of the 1950s and the early part of the 

1960s, primarily under the leadership of Nikita Kruschev, there was a shift from the 

sectoral to the regional. This meant that the regions were given more control over 

industrial production as opposed to the different industrial sector ministries. These 

reforms were reversed when Brezhnev was elected as leader of the USSR. 

3.2.2 Post-Soviet Experience: the new rules of the game 

"A practical measure of the importance of regional governments was the resources 

they now controlled" (Putnam, 1993: 24) 
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The December 1993 Russian Federation constitution recognises 89 federal subjects 
comprising 87 administrative regions and the cities of Moscow and St. Petersburg. 
Of the 87 there are 21 republics, 6 krays, 49 oblasts, 1 autonomous oblast and 10 

autonomous okrugs. A republic is defined as an administrative unit within which 
there is a substantial ethnic group that lends its name to the unit, e. g., Tartars and 
Tartarstan. A kray was originally a large territorial unit that usually contained within 
it one or more autonomous sub-units. An oblast is a relatively self contained and 
ethnically homogenous unit (sometimes referred to as a province) centred on a capital 
which lends its name to the Oblast (e. g., Samara oblast and Samara city). An 

autonomous oblast/okrug is a lower level administrative unit, officially subordinate to 

a kray or oblast that contains sizeable ethnic groups but does not warrant the 
designation "republic" (although some of these units have declared themselves to be 

republics). 4 

The regions and particularly the ethnic republics were able to negotiate on an ad-hoc 
basis certain rights or privileges vis a vis other republics and regions. As suggested by 

Hanson (1996), the weakness of the centre is the result of its own internal divisions: 

presidential apparatus versus government versus legislature. Institutional changes in 

the regions included not only changes in property rights but the extent to which 

regional economic activities were affected by changes in input prices (such as energy 

and transport tariffs). Kirkow (1997) is accurate to highlight that post break-up 

resource based and export oriented production dominates regional output and source 

of revenue collection, even more than before economic reform. 

Among the rights the regions won during the early 1990s was the right for a region to 

receive foreign credits and sign agreements with foreign firms and banks. This move 

allowed a number of (particularly) resource rich regions to sign deals with foreign 

companies (e. g., Sakha with De-Beers). This affected the whole orientation of export 

in the regions as they could now start to market themselves independently. We see 

These definitions are taken from Michael Bradshaw's Review of Russian Regions 
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this in the regions within this study. These new rights allowed the development of 

regional policy, particularly regional investment policy. 

3.3 Continuing Issues in Russian regional development 

Many economists consider the complete failure intrinsic in the design of Communist 

planning in promoting the level of innovation necessary for economic growth as 
indictors that policy, either on a regional or state level, is effective. What might be 

effective however is to create an environment in which technological innovation and 
diffusion of these new developments take place. The stress is on this type of 
development since theory (and examples from South East Asia) shows that as a 

country moves along the technological frontier, the higher the returns are expected to 

be. 

In the case of Russia, in terms of "core competencies" it has two strengths that are not 

available to most "developing" countries: a vast natural resource base and an 

educated labour force. An important question for policy in this thesis is to determine 

which of these, based upon the experiences of the regions in this study which have 

larger than average amounts of both, is the best to promote and how. 

One of the key issues of regional policy remains the inter-relation between poor and 

rich (or advanced and backward) regions. This is a key issue in Russia due to both the 

natural economic geography and the level and type of "historical" accident that lead 

to certain regions being more developed. There is also the question of intra-regional 

relations, i. e., is there a spreading of wealth (a sort of trickle down effect) or is it 

remaining concentrated. Another key issue concerns centre and periphery relations. 

Will the more developed regions have spill-over effects onto lesser developed regions 

(wealth spreading as discussed by Myrdal 1957) or will the lack of a multiplier effect 

have a negative influence in the development of a region's sectoral structure? 

Political strategists have divided the regions into "red" or "rust belt" areas and 

"liberal" and "resource rich" areas that they have predicted to split apart the country, 

to cause a return to Communist rule, or to lead down some third, undefined path. 
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Of course all policies within the regions are subject to constraints imposed by the 

rules and regulations of the Federal government, but this is subject to change as the 

relationship between the centre and the region, as well as between regions, changes. 
Post-1991, the regions lobbied for and achieved, through negotiation, coercion and, in 

some cases, simple neglect greater autonomy over their existence. As a result of the 
1993 constitution, regional governments gained new rights and powers (e. g., the right 
to redistribute up to 10% of the output of enterprises located on their territory through 
direct allocation) that were previously unheard of. Following the dissolution of the 
Soviet Union, ethnic republics in particular, were quick to lay claim to the natural 

resources within (or rather under) their regional borders. The fiscal structure is one in 

which the rayons (the local governments) and the regional administrations collected 
taxes and passed the revenues onto the fiscal budget. As in Soviet times the federal 

centre then re-distributes the budgetary inflows to the regions with some regions 

receiving far more than they contributed while others remain net donors (there are 

currently 13 net donors of the 89 regions). As the regions, particularly the ethnic 

republics, claimed (or grabbed) more rights over the 1990's the relationship between 

centre and periphery was further eroded as federal budget revenues decreased in real 

terms when regions refused or delayed handing over tax revenues. 

3.3.1 Financial sector development in the regions 

One of the big issues in terms of regional development continues to be financial 

sector development. As most of the country's wealth has traditionally been focused in 

Moscow (and to a lesser extent, St. Petersburg), the regions generally continue to 

suffer from under developed banks. The largest bank and most active bank in the 

regions tend to be subsidiaries of the federal savings bank (Sberbank). There are 

regional (and regional association based) banks but these are usually tied to a 

particular industrial sector or company within that sector. Moscow-based banks have 

moved into the regions but are generally not engaging in "normal" commercial 

practices but rather acting as conduits for money transfers and payments. Regional 
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development has been complicated by lack of full transparency in the regional 
distribution of public money (Hanson 1996). 

Given the high percentage of GDP (relative to other "developed" countries) that had 
been spent on the military industrial complex, the fate of these organisations is of 
continued importance and interest. As noted by Easterly and Fischer (1995) the 
theoretical and empirical literature argues that endogenous technological innovation is 

significant in explaining relative growth performance. They state that there were 
market disincentives for technological innovation in the previous system that made 
allocation of Soviet R& D inefficient and inhibited technological diffusion such that 
there was a low growth pay off for a given level of R&D investment. This means that 
the ability of the federal and regional administrations to develop and institute R&D 

programmes and ensure intellectual property rights will be extremely important if 

nation-wide growth is to occur. 

3.4 A Summary of Regional Issues 

What has emerged from this brief overview is that historical accident and political 

pressures played a significant role in regional development, perhaps even more than 

economic geography did. In the post-Socialist period, at least during the 1990s, the 

ability of regions to negotiate rights and privileges may have influenced the type and 

trend of economic development in these regions. These rights are where regional 

policy will or will not surpass federal policy. 

Now that we have explained the empirical reasons for exploring regional policy in 

Russia we will next discuss the theoretical underpinnings of such research in the 

literature review. This will be followed in chapter 5 by a description of the 

methodology employed that utilised both the empirical and theoretical points drawn 

from these two chapters. In chapters 6 through 10 the importance of historical 

accident and political pressure will be examined in the historical development of 
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these regions. The continuing effect of these issues will be discussed in the context of 

the interviews conducted in these regions. 
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Chapter 4 Literature Review 

4.1 Relationship of Literature Review to Research: 

As discussed in previous chapters the research question is focused on identifying and 

understanding the effects of inheritance on economic performance in a transition 

economy. To understand the process and the implications of the events taking place 
in Russia, a thorough understanding of how economists analyse growth, development, 

location, policy and transition was deemed necessary. Based on this, a range of 
literature related to these areas, covering both theoretical contributions as well as 

empirical lessons learned, are included in this review. Although Russia experienced 

economic decline throughout most of the 1990s, it nevertheless remains important to 

understand growth as these factors will affect rate of restructuring and prospects for 

future growth. 

4.1.1 Endogenous Growth theory 

Endogenous (or New) Growth theory will be reviewed in this section. The theoretical 

background on the determinants of economic growth will be discussed and the 

linkages with industrial organisation including clustering, innovation, and 

agglomeration externalities shall be examined in the context of their effects on 

economic growth. Each of these will be considered in terms of its applicability to the 

Russian experience. 

4.1.2 Development theory 

Although based in growth theory, this realm of economics seeks to provide an 

understanding of development paths and the implications of policy on economic 

growth. A discussion of these factors and why they are important when looking at 

regional policy will also be covered. 

4.1.3 Economic Geography 

As discussed in chapter 3, given the vast size of Russia, geographical concerns were 

at the forefront of Soviet policy. The fact that these are immutable conditions means 
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that geography and economics are intrinsically related even in a market economy. 
The importance of location and natural resources in determining directions of trade 

and the type of development that occurs will be discussed in understanding economic 
growth and development in the Russian context. 

4.1.4 Industrial Policy 

Given that Russia was subject to a stringent form of industrial policy for over 70 

years (within the Command Planning system) its effects must be considered in 

relation to prospects for change in the post-Socialist system. Within this section, 
theoretical and empirical work on industrial policy in several countries will be 

examined and related to the Russian experience. 

4.1.5 Transition Economics 

A review of the transition literature including stabilisation, liberalisation and 

privatisation will be discussed in this section. The results of these policies affect and 

are in turn affected by the topics covered in the previous sub-sections. A brief 

overview of the literature examining the link between inheritance in a transition 

economy and policy will also be provided. The experience of Russia and the 

applicability of these policies within the Russian context will also be examined. 

4.1.6 Purpose of review 

The purpose of reviewing these five areas is to draw a connection between growth, 

and development in the transition context. This research will examine the link, if any, 

between location, development, and how important "inheritance" is in determining 

economic growth. 
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4.2 Growth Theory 

According to Stem (1991a) Growth theory is about the accumulation of physical 
capital, skills, innovation, population growth, and how these factors are used, 
combined and managed. 5 Within this thesis we will examine the area of Growth 
theory we consider to be most relevant to our study, namely endogenous growth 
theory. The appropriateness of this area in relation to the Russian experience will be 
discussed below. 

4.2.1 Endogenous growth theory 

Endogenous growth theory really emerged in the mid-1980s. A new emphasis was 

placed on the rapid development and high growth rates experienced in South East 

Asia and the positive changes taking place in Latin America. Paul Romer's 1986 

paper on the long run determinants of growth is a milestone in the development of 

endogenous growth theory and drew on Kaldor's idea (1957) of increasing returns to 

scale being possible in a general equilibrium model. He presented a model in which 
knowledge is an input with increasing returns to scale, i. e., this was a competitive 

equilibrium model with endogenous technical change. In this model growth rates can 
increase over time and private agents can amplify the effects of small disturbances. 

His model does not avoid specialisation and division of labour. As noted by 

Krugman (1989), the interaction of increasing returns and uncertainty makes the 

labour pooling argument for localisation. Instead, similar to Marshall's (1920) 

localisation model, Romer argues that increased specialisation opens new markets and 

introduces new goods. Romer states that increasing returns to scale (IRS) are external 

to individual firms because knowledge becomes public. The problem is that the new 

entrants are free riders, i. e., even if incumbent firms colluded on research, each firm 

would have an incentive to shirk in its responsibilities to invest in research. The 

learning by doing formulation makes the rate of accumulation of nonrival knowledge 

endogenous, but it is unsatisfactory because it takes the strict proportionality between 

knowledge and physical capital or knowledge and education as an unexplained and 

' There are also demand driven growth models e. g., Harrod 
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exogenously given feature of the technology. This suggests that market power will 

explain why human capital is rivalrous and excludable and why there is no nonrival 

input like technology (1986: 78). The model developed is similar to the Solow (1956) 

model in that the evolution of the nonrival input is given as an exogenously provided 

public input (an input that is both nonexcludable and nonrival). In each case this 
input receives no compensation and every individual firm is assumed to be free to 

exploit the entire stock of the input. The model behaves like the neo-classical model 

with labour and human capital augmenting technological change. This is differs from 

the Uzawa model (1965) because of the IRS of human capital. The Uzawa model 

exhibits long run growth as a result of human capital accumulation alone and there is 

no external engine for growth required (Lucas, 1988: 19). 

V r. Rebello (199 1) developed a model where there are linear payoffs to investment in the 

short run. In this model capital includes not just physical capital, but also human 

capital, organisational capital, and technological knowledge. The problem is that with 

more factors of production considered, there could be too much physical capital 

relative to human capital. As Easterly (1997: 13) notes it is hard to know whether 

physical capital investment should increase or decrease if we want growth to increase. 

This may have been an issue for Soviet planners. 

Lucas (1988) added technological change and human capital to the Solow model. He 

breaks human capital down into internal and external effects. He also assumes that 

there is a constant rate of technical progress. Stem (1991) states that determinants of 

growth are found to be sought endogenously. Technical advance comes from the 

sector producing productivity enhancing ideas and the crucial endogenous variable is 

then the amount of resources, which are allocated to that sector. 

In terms of the role of physical capital, Romer (1986) initially suggested that there 

was a linear relationship between output and physical capital. He suggested that there 

was a "learning by doing" externality from physical capital to technological capital. 

In Romer (1993) he said that his emphasis on physical capital was a mistake and that 
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countries didn't suffer from an object gap (e. g. lack of physical capital) but from an 
idea gap, e. g., lack of technology. This lack of technological development and 
diffusion means that productivity rates may be negatively affected. This was 
definitely the case in the former Soviet Union. 

In Romer (1990), he states that price-taking competition can not be supported and that 

the equilibrium is one with monopolistic competition. The main conclusions of this 

paper are: 1) the stock of human capital determines the rate of growth 2) too little 

human capital is devoted to research in equilibrium 3) integration into world markets 

will increase growth rates and 4) having a large population is not sufficient to 

generate growth. The argument presented in this paper has three premises: 

1. technological change is at heart of economic growth (the Solow model with 

technological change) since technological change provides the incentive for 

continued capital accumulation (capital accumulation and technological change 

account for much of the increase in output per hour worked) 

2. technological change arises in large part because of intentional actions taken by 

people who respond to market incentives (this is a model of endogenous 

technological change) and 

3. raw materials are inherently different from other economic goods. 

The paper suggests that developing new and better instructions is equivalent to 

incurring a fixed cost. The four inputs into the model are capital, labour, human 

capital and an index of the level of technology. Capital is measured in units of 

consumption goods, Labour is measured by numbers of people, Human capital is 

based on education and training, and the rival component of knowledge is separate 

from the nonrival technological component. There are three sectors: 1) a research 

sector 2) an intermediate goods sector and 3) a final goods sector. Output can either 

be consumed or saved as new capital. The assumptions in the model are that 

population and the supply of labour are both constant. The total stock in human 

capital also remains fixed and the fraction supplied to the market is also fixed. It is 

assumed that foregoing consumption is equivalent to shifting resources into the 
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capital sector. Only human capital in the form of research and knowledge is used to 

produce new knowledge. Final output in this model is expressed as a function of 
physical labour, human capital devoted to final output, and the physical capital. 
Because the non-rival technological component changes as new products are invented 
(i. e., as technological knowledge changes), the final output is a stationary function of 
all conceivable inputs. In addition, within this model the firm that owns the patent is 
durable and durables do not depreciate. Therefore since physical capital is related to 

the actual amount of durable goods used in production, human capital and labour are 
fixed and capital grows by the amount of foregone consumption. Research is 

dependent on the amount of human capital devoted to it. The equilibrium is based on 
the assumption that anyone engaged in research has free access to the entire stock of 
knowledge. The crucial point here is that knowledge enters the production process 
through its use as output and by increasing the productivity of human capital in 

research. The model behaves like the neo-classical model with labour and human 

capital augmenting technological change. Due to the accumulation of both physical 

capital and the non-rival technological component, the wage paid for human capital in 

the final output sector will grow in proportion to the non-rival technological 

component. The productivity of human capital in research also grows in proportion 

this component. The opportunity cost of human capital is the wage income that can 
be earned instantaneously in the manufacturing sector. The return to investing in 

human capital in research is the net revenue that the design will generate in the future. 

This model by Romer shows that when the decision to invest in physical capital is 

uncoupled from the decision to invest in research the effects of a subsidy to physical 

capital are quite different from the effects of a reduction in the market interest rate. 

The extremely high real interest rates in Russia throughout most of the 1990s showed 

that investment in physical capital fell dramatically. An increase in labour has no 

effect, but an increase in total human capital does speed up the growth rate. This is 

different than the results obtained in Arrow's learning by doing model and in his first 

model (1986) in which the rate of growth of technology was the same as the rate of 

growth of capital. In the 1990 paper he listed two reasons as to why too little human 
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capital is devoted to research: 1) research has positive external effect and additional 
design raises the productivity of all future individuals who do research but this benefit 

is nonexcludable, i. e., it is not reflected at all in the market for designs and 2) research 

produces an input that is purchased by a sector that engages in monopoly pricing and 
this forces a wedge between the marginal social products of an input used in this 

sector and its market compensation. Accordingly, both effects cause human capital to 
be under compensated. Romer does state that if government can't affect the 

allocation of human capital between sectors then the second best policy would be to 

subsidise the production of human capital. A government may wish to affect the 

allocation of human capital between sectors because this would lead to human capital 
being more productive if it is better compensated. This is a strong argument for 

government policy intervention. As for trade and how it relates to growth in a large 

country, Romer believes that what is important is not integration into an economy 

with a large population, but integration into one which a large amount of human 

capital. The implication of the model presented here is that an economy with a larger 

stock of human capital will experience faster growth. This should be the case for 

Russia. The model also suggests why an underdeveloped economy with a large 

population can still benefit from economic integration with the rest of the world. 

The key point to emerge from endogenous growth theory for the questions being 

examined within this study is the following: 

9 The development of human capital will further technological development and 

other factors affecting growth (TFP). This is dependent on knowledge being non- 

rivalrous and diffused. Given the relatively higher rates of education in the 

regions selected (above Russian average) it is expected that there will be an 

increase in productivity rates as newer technologies are introduced and diffused 

within these regions industrial structures. This should increase TFP. 

4.2.3 Financial markets and economic growth 

Another tool for managing the information asymmetries that are found in transition 

and other emerging economies, are financial markets. It has been shown (Levine, 
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1996, Demirguc-Kunt and Levine 1996) that banks and other financial intermediaries 

are important in reducing the information asymmetries that produce adverse selection 

problems and in ameliorating the inefficiencies created by information differences. It 

is possible that the differences in how well financial systems reduce information and 
transaction costs influence the savings rates. This influence on savings rates, hence 

investment, can greatly influence both the rate of technological advance, which, as 

previously mentioned, is a contributor to growth, and enterprise development. The 

empirical evidence seems to show that there is a relationship between financial 

development and economic growth and that level of financial development is good 

predictor of future rates of economic growth, capital accumulation and technological 

change. 

Levine (1996) discusses how it is possible that differences in how well financial 

systems reduce information and transaction costs influence savings rates, investment 

decisions, technological innovation, and long run growth rates. This means that strong 

viable commercial banks and a well functioning capital market will affect future 

savings rates, which, according to neo-classical growth models would lead to 

economic growth. Schumpeter contends that well functioning banks spur 

technological innovation by identifying and funding those entrepreneurs with the best 

chances of successfully implementing innovative products and production processes. 

Theory suggests that financial instruments markets and institutions arise to mitigate 

the effects of information and transaction costs including the costs of acquiring 

information, enforcing contracts, and exchanging goods and financial claims. The 

functions provided by the financial system including facilitating the spread of risk, 

allocating capital, monitoring managers (i. e. enforced corporate governance), 

mobilising savings, and easing the trade of goods and services. There is empirical 

evidence obtained from World Bank studies which seems to demonstrate that 

countries with larger banks and more active stock markets grow faster over time even 

after controlling for many other factors underlying growth therefore designing 

financial sector policies is critically important. 
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In growth models using capital externalities (e. g. Romer, 1986 and Lucas, 1988) the 
functions performed by the financial system affect steady state growth by influencing 

the rate of capital formation. The financial system affects capital accumulation by 

either altering the savings rate or by re-allocating savings among different capital 

producing technologies. In technological innovations models in growth theory which 
focus on the invention of new production processes and goods (Romer, Grossman and 
Helpman), the functions performed by the financial system affect steady state growth 
by altering the rate of technological innovation. 

4.2.3.1 The role of liquidi1y 

Liquid capital markets are markets where it is relatively inexpensive to trade financial 

instruments and where there is little uncertainty about the timing and settlement of 

those trades. Stock markets may effect economic activity through the creation of 

liquidity (Bencivenga, Smith, and Starr, 1996). Liquidity, as measured by secondary 

market trading costs, affects production decisions. Greater liquidity will induce a 

shift to longer gestation higher return technologies. (Levine, 1996) This affects 

technological innovation and hence growth as discussed in the new growth models 

previously discussed (Uzawa, 1967, Lucas 1988, Romer 1990 etc. ). Russia had 

extremely high real interest rates throughout most of the 1990s and this negatively 

impacted liquidity and investment in newer technologies. Levine does note that there 

is a problem of focusing on liquidity idiosyncratic risk and economic growth since 

bond markets and financial intermediaries may also provide mechanisms for 

diversifying risk (1996: 44). In fact, technological, regulatory and tax differences 

across countries may imply that different financial structures arise to provide liquidity 

and risk diversification vehicles. In another study (Demirguc-Kunt and Levine, 1996) 

they found that increased liquidity can deter growth. "By increasing the returns to 

investment, greater stock market liquidity may reduce savings rates through income 

and substitution effects. If savings fall enough and there is an externality attached to 

capital accumulation then greater stock market liquidity would slow growth. By 

reducing uncertainty, greater stock market liquidity may reduce savings due to the 
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ambiguous effects of the uncertainty on savings since less certainty lowers demand 

for precautionary savings. Stock market liquidity may adversely affect corporate 

governance since it can encourage investment myopia if there is a high level of 
liquidity. This high level of liquidity weakens investor commitments and reduces 
investors incentives to exert corporate control by overseeing managers and 

monitoring firm performance and potential. " (Ibid 1996: 230) 

In case studies of Brazil, Mexico and US, Haber (1991,1996) found that capital 

market development affected industrial composition and national economic 

performance. These countries are, due to their physical size, population, and regional 
diversity, are worth comparing to Russia. Levin and Zervos (1996) found that the 

predetermined component of stock market development remains positively and 

significantly correlated with long run economic growth. They controlled for the initial 

level of GDP per capita, initial investment in human capital, political stability, level 

of banking development, measures of monetary, fiscal and exchange rate policy). 
This would implies that if there is thin trading, a result of an inefficient and under 
developed market then this implies that external and internal funds are imperfect 

substitutes. Financial development is also affected by differences in legal tradition 

and by differences in national resource endowment which produces different political 

and institutional structures (Levine, 1996). 

Points of relevance for this study: 

9 Banks and other financial intermediaries are important in reducing the 

information asymmetries that produce adverse selection problems and in 

ameliorating the inefficiencies created by information differences. This is of 

particular importance in the Russian regions since they traditionally have less 

access to information (i. e., the central plan originated from Moscow). This also 

highlights the need for the development of banks at the regional level that may 

have more information about regional enterprises that need investment. 

0 In Russia access to external funds is only short term and is used as working 

capital, not for longer run investment therefore need to improve conditions to 
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counteract transaction costs, distortionary taxation and the slow enforcement of 
bankruptcy rules 

* Greater liquidity will induce a shift to longer gestation higher return technologies 

and hence growth will continue onto the technological frontier. The need for 
banks to spur technological innovation is important in Russia due to the 

entrenchment of management that has taken place post privatisation. Since large 
blocks of shares are owned by either management or management on behalf of 
workers this reduces the level of transparency in the market. The entrenched 
management tends to be risk averse and seeks to get as much out of the company 
as possible, hence capital stripping and no real restructuring of enterprises. When 

this is combined with the liquidity constraints faced by enterprises within Russia 

across all regions, particularly those outside of central and European Russia, then 
the need for banking development becomes even more evident. 

4.3 Development 

Development theory seeks to explain how the population's living standard is 

determined, how this changes over time, and, most importantly, how policy can be 

used to positively influence these changes. It looks at other factors or influences on 

growth that may include the socio-cultural and political environments, issues and 

areas never considered within growth theory. Development theory consists of a set of 

questions, the first being what are the objectives of economic policy (i. e., what 

constitutes development). Development policy then moves on to consider the role of 

the state (i. e., the merits of planning and markets, the determinants of growth and 
distribution, policies towards industrialisation and international trade, and the effects 

of population growth (Stem, 199 1). 

4.3.1 Measurements of development 

The most common measure of development is GDP per capita. One of the problems 

with using GDP per capita is that it is an aggregate and in addition to all its attendant 

problems of measurement it conceals the distribution of income. Stem (1989) 

includes demographic, educational, nutritional, and medical indicators as well as 

usual economic variables in measuring and performing cross-country comparisons. 
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He wishes to associate differences in outcomes with differences in policies or 

circumstances. This assumes a broad similarity in the underlying processes so that the 

differences isolated in outcomes can be reasonably associated with the causes 
indicated. This is of importance when deciding how to measure how successful a 
development programme has been. The greater emphasis on objectives other than 

growth brought debate on relation between strategies for growth in aggregate income 

and strategies to achieve these wider objectives (Stem, 1989: 644). 

4.3.2 A brief history of development economics 

Historically, development theory emerged as a separate area of economics during the 

1940s and 1950s. Bauer was one of the earlier proponents of this theory with his 

beliefs that conventional trade specialisation patterns were ineffective and that 

governments needed to get involved to encourage growth. During this time there was 

a call for goverm-nent intervention to co-ordinate the movement into the modem 

sector because private sector demands were insufficient, although the amount of 

intervention was dependent upon the size of the economy (Krugman, 1995). One of 

the forms that government intervention took was that of import substitution as a 

means to industrialisation and growth. Import substitution meant that goods, which 

were previously imported (usually finished goods from developed countries), were to 

be produced domestically, with government aid and support. Imports were limited by 

quota controls. 

During this time economists came to examine how industrialisation developed and 

what this meant for those countries that had yet to do so at a sufficiently high level. 

Singer-Prebisch's ideas led to a literature on North-South modelling. Nurkse (1953) 

argued that the prospects for primary exports from developing countries were poor 

(low-income elasticities demand, protection of markets by developed countries) as 

well as those for the export of manufactures (problems of increasing returns). Bond 

(1987) developed the idea that income elasticities for developing countries 

commodity exports were small and that the demand for agricultural products is 

income inelastic. This ignores the fact that agriculture is not static and changes and 
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advancements in this sector have played a major role in the long run processes of 

economic development of many countries. 

This examination of how development occurs included Lewis (1954) developing a 

model of dualistic development. This model was an analysis of a) determinants of 

savings and its influence on growth b) appropriate choice of capital intensity in 

investment c) inter-relationships between growth and income distribution in the 

process of change and d) the importance of labour allocation in economic 
development. The model assumed an unlimited supply of labour at a fixed wage, 

accumulation of fixed capital only in the advanced sector, and savings only out of 

profits. With one good (or fixed prices) and no technical progress the factor 

proportions in the advanced sectors are determined by the profit maximising hiring of 
labour at a given wage, i. e., the advanced sector capital-output ratio is determined by 

this hiring choice. The process of growth may be viewed as simply the absorption of 
labour by the advanced sector at a constant proportional rate. The savings rate 
increases over time as the share of profits rises along with the increasing share of the 

advanced sector in total income (and constant profit share in the advanced sector). 

This absorption was based on the assumption that labour in developing countries was 

cheap. This cheap labour was to produce goods that could then be sold both on the 

world market and domestically at competitive prices. The resulting increase in 

income was to fund further capital investment and hence the level of manufacturing 

and services was to improve over time. 

4.3.3 Issues related to import substitution 

One of the problems that emerged with import substitution and import controls is that 

import controls can't directly help in the promotion of non-traded goods. They are 

generally inferior to tariffs because they do not provide direct revenue to the 

government. The Two-Gap Model was developed to deal with the this problem. In 

this model, two gaps are associated with the demand and supply for foreign exchange 

(import demand may exceed exports plus net foreign transfer) and demand and supply 

for output (the excess of planned investment over domestic savings) may exceed net 
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foreign transfers. It is then up to the domestic economy to meet this unmet demand. 

Arguments against this model attack its assumptions of fixed coefficients and fixed 

export potential and its ignoring relative prices. 

By the mid-1970s import substitution came under heavy criticism. As part of import 

substitution many countries adopted measures to protect developing domestic 

industries (infant industries). They argued that these industries were of strategic 

importance if the country in reducing or eliminating dependency on foreign imports 

and that the industry must be protected from this outside competition. Protection 

measures included quotas, tariffs, or other bureaucratic regulations that could be used 

to prevent imported industrial goods swamping the domestic producer's market while 

the domestic industry was developing and "becoming competitive". Competitiveness 

here is defined as being able to "compete" (capital costs) in terms of price (i. e., is it 

cheaper in terms of wage and transaction costs to produce elsewhere) and quality 

against similar imported products. Over time it became clear that many countries 

which had followed import substitutions strategies were saddled with large, 

uncompetitive industries. These industries not only draining the state coffers, but also 

charged domestic users more for poorer quality products than they would have 

received had competing products been allowed onto the market. This was a result of 

using high effective rates of protection (i. e. tariff rates are not raised on imported 

inputs but on imports of finished products). These rates protected sectors by exchange 

rate overvaluation and continued subsidies. There was not a competitive exchange 

rate in many of these developing economies and export subsidies were not given for 

there to be an expansion of manufactured exports which would use up surplus labour. 

These policies, which may be considered a form of industrial planning, would lead to 

higher wages and a shift into more developed industries. The explosive growth that 

occurred in the export oriented countries of South East Asia relative to the collapse in 

growth in the centrally planned, autarkic economies, was a clear indication to most 

policy makers that import substitution was a failure. Far from encouraging growth, it 

led to non-competitive industries producing at a far higher cost to the economy and 

impoverishing the population. 

55 



4.3.4 Stages of development 

Rostow may be considered to be the classical author on examining the stages of 
development with his development of "takeoff' (i. e., that once a country starts to 

modernise it should continue on that path). This is not always the case; development 

can be halted. Weiss (1988) assumed development to take place in four stages. His 

model includes primary import substitution, primary export promotion, secondary 
import substitution and secondary export promotion. Primary import substitution 

stage corresponds to the infant economy and gives way to period of export promotion 
based on exploitation of newly created comparative advantage. As labour shortages 

occur, the economy shifts to more capital intensive and skill intensive manufacturing. 
This model incorporates aspects of industrial policy in that industrial policy provides 

support for domestic infant industries for import substitution, first in capital intensive 

intermediates, then in more skill intensive and finally research intensive outputs. The 

second stage is associated with the steady increase in domestic demand as a source of 

economic growth. This model does seem to hold for the successful emerging markets 

of South East Asia which have followed deliberate and planned policies of import 

substitution and export promotion. The Latin American experience, particularly those 

of Mexico and Brazil during the 1960s and 1970s were not as successful. Again this 

may be tied to the development policy implemented by the state. 

Stem (1991) has noted that growth for developed and developing countries is 

characterised by high rates of growth of per capita output and high rates of increase in 

total factor productivity (the Solow Residual discussed in neo-classical growth 

theory). There are especially high rates of growth in labour productivity as well as 

rapid structural transformation of the economy. "Third factors" such as a country's 

legal system and political institutions as also driving both financial and economic 

development at critical junctures in growth process (Levine, 1996). Growth rates 

appear to be increasing not only as a function of time but as a function of the level of 

development. This observation that more developed countries appear to grow 

relatively faster extends to a comparison of industrialised versus less developed 

countries as well (Romer, 1986). He finds that cross-country regressions of growth 
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rates in output on growth rates of factor inputs where further explanatory variables are 
included intending to capture "structural change" or "disequalibrium" phenomena. 
Results seem to indicate that in the process of growth of less advanced countries, 

structural change and capital accumulation are rather more important than the more 
advanced countries. 

With development comes inequality. One view on inequality was that taken by 

Kumets (1966). He looked at inequality by shares of various quintiles. He postulated 

a relationship between inequality and development (as measured by per capita GDP) 

as an inverted U, i. e., inequality increases in the early stages of development but then 

later falls. The empirical evidence of this inverted U does not seem to support this 

hypothesis. In most emerging markets, e. g., Brazil, one does not see an increase in 

equality as development levels rise. The inverted U might be more convincing for 

some transition economies, which traditionally, due to the "equality" promoted under 

the planning system, did not have such extremes in income inequality. In transition 

economies the prevention or reduction of the inverted U would be dependent on the 

continuing ability or willingness of the government to continue to pay for or 

otherwise subsidise social obligations that had, prior to privatisation, been the 

responsibility of the employer. 

4.3.5 Development and competitiveness 

In discussing economic development, there is often a link with competitiveness, i. e., 

the more economically liberal a country is, the more competitive its products will be 

globally. Increasing the size of market and making it more competitive is related to 

the population's income distribution and size in generating a sufficiently large 

demand so as to make manufacturing viable (i. e., IRS). A big push can move an 

imperfectly competitive economy with multiple equilibrium from a bad one 

equilibrium to a better one. Shared infrastructure as well as the creation of demand 

can also generate benefits which flow from one investing firm to another (i. e., this 

may be considered a form of diffusion resulting from clustering and knowledge 

spillovers). These externalities resulting from a big push will, in essence, be part of 
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the agglomeration process that makes IRS possible. This means that if there are IRS 

then there will be profits and savings for future investment. A "big push" may be 

generated internally through defined economic policies. 

In discussing competition, it is important to differentiate between competitive 
behaviour and the economic ideal of perfect competition (the general equilibrium 

model). Product differentiation, collusion and strategic entry deterrence are factors 

that can exclude competition (Vickers, 1995). Proximity, in physical, cultural and 

contextual terms of customers, core suppliers, rivals and factor supplying institutions 

is valuable in a dynamic model of competition because of influence on the flow of 
information, the nature of interchange, and motivation (Porter, 1994: 37) 

In Porter (1990), domestic rivalry is supposed to promote the upgrading of the entire 

system, while spatial concentration increases the intensity of interactions within the 

system. A nation's competitive advantage is boosted by the existence of advanced and 

specialised factors, particularly its endowment of skilled human resources, market 

specific knowledge, and specialised infrastructure (this is related to Myrdal's theory 

on development and location). There are of course, the problems of non-price 

competitiveness which need to be considered in evaluating a country or region's level 

of competitiveness. These problems of non-price competitiveness include quality, 

reliability, other product characteristics, product differentiation, and user-supplier 

relations. A particular stress should be placed on skills, innovation and management 

as well as other institutional factors underlying these (Hughes, 1993). 

Competition is considered to be desirable since it is thought to make producers be 

conscience of cost, price and quality and to realise that resources can be deployed in 

different ways (Vickers, 1995). This argument relates to the level of competition 

necessary for growth to occur. If there is a rise in imperfect competition with large 

fixed costs for a firm, then a firm contributes to the demand for other firms' goods 

only by distributing its profits and raising aggregate income. Unprofitable 

investments must reduce income and therefore the size of other firms' markets. If an 
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inclustrialising firm raises the size of other firms' markets even when it itself loses 

money, then a multiple equilibrium can be said to exist (Murphy, Schleifer, Vishny 
1989: 1005). Vickers (1995) has stated that competition may improve incentives for 

efficiency by allowing performance comparisons but that risk aversion is at the heart 

of the incentive problem. Without it, the optimal incentive contract would have the 

simple form of a lump sum payment. 

This desire to improve incentives and increase efficiency of performance is the push 
behind the privatisation of former state owned enterprises and the creation of de novo 
firms in Russia. It is also hoped that with the creation of de novo and privatised 
firms, managerial skills and responsiveness will improve. This is, of course, 
dependent on transparency. 

Competition allows risk to be reduced since performance is more easily assessed and 

as a result the optimal explicit incentive causes effort to be more efficient. More 

competition, e. g., more firms producing similar products, causes price to fall towards 

marginal cost but less advantage is taken of scale economies that exist because of 
fixed entry cost and so average cost rises. In this setting then competition is good for 

allocative efficiency but bad for productive efficiency. 

The key point to emerge in relation to Russia: 

9 Non-price competitiveness: Quality and reliability in particular are notoriously 

low in Russia. This is, in part, due to the planning and assignment of production 

and purchasers of production by the state planning committee (Goskomstat) in the 

former command economy. Even under a liberalised regime introduced by 

Gorbachev during the perestroika years, the complex administration processes did 

little to improve quality. These problems still persist since a truly competitive 

environment, with the absence of barriers to entry, as well as access to capital for 

production, do not yet exist throughout Russia. 

The increasing level of internationalism breaks the link between the competitiveness 

of firms and the competitiveness of the economy since multinational corporations 
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(MNCs) will follow international, not domestic policy. This raises the question of 

what can an individual economy do to not only attract inward investment, but foreign 

direct investment. This is a key policy area and will be examined at the regional level 

within this study. Empirical research has found that as economies develop, self 
financed capital investment first gives way to bank intermediated debt finance, then to 

the emergence of equity markets as additional instruments to raise funds externally. 
This ability to access external and internal capital is, as mentioned previously, very 
important for investment and hence, growth in the longer run. 

Specific points from development economics in relation to the Russian experience: 

9 The role of structural change and capital accumulation. Through out the early 

years of the Soviet planning system, Russia became a highly industrialised, highly 

capital intensive economy in a relatively short period of time when compared to 

the development of the economies of Western Europe and the US. Nevertheless 

there was a huge disparity in the level of development across regions (hence the 

development by the Soviets of "levelling" programme). The problem was that 

although they did become capital intensive, productivity rates began to decline by 

the early 1970s despite continued capital outlays. This may be associated with the 

lack technology diffusion in the system, which meant that new capital was not 

employed (e. g., there are numerous anecdotes about new machines being left to 

rot in sheds). As these regions undergo structural changes resulting from the 

shocks experienced during the transition period the ability to restructure the 

productive capacity and industrial orientation will vary across regions. The level 

of capital accumulated prior to the transition and the willingness and ability of the 

regional administration to utilise this capital (e. g., using regional privatisation 

revenues for other development programmes) will greatly influence future 

prospects. 

Trade and development: Russia's main exports are either natural commodities 

which are subject to endogenous market reactions or military technology which is 

subject to both external and internal politics. Due to the geographical and 

population size of the country, export oriented policies, although producing 
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regionalised positive growth, (i. e., positive growth in those regions on the 

periphery) do not seem appropriate strategies for the medium and longer run. In 

the Russian case the majority of exports during the transition period have been 

natural resource based products that require high capital intensity and do not 

create further linkages in terms of industry diversification. This may be the case in 

petroleum and mineral rich regions such as those in this study. 

Development theory in relation to industrial policy: Russia does not fit the South 

east Asian pattern for industrial policy since it already has highly capital intensive 

developed sectors, but lacks domestic demand in total. Although trade is 

important in meeting domestic demand for certain goods, particularly consumer 

and intermediate goods, there may be a case for import substitution policies which 

would support the building of these industries within Russia through the creation 

of Small and Medium Sized Enterprises (SMEs). The policy decision to support 

SME development would create a competitive environment since their very 

existence would pose a challenge to the large, monopolistic producers that are 

hold-overs from the Soviet period. 

4.4 Economic geography 

"... it is modem marketing techniques that shape the economies of region 

states ... what counts is the geographical clustering of broad similarities in taste and 

preferences. " (Ohmae, 1995. P. 93) 

U- 
Economic geography the location of production in space. This is the branch of 

economics that worries about where things happen in relation to one another. 

Economic geography is important because political boundaries do not necessarily 

define the relevant area over which external economies apply. Nations only matter 

because of governments (e. g., Krugman, 1989 and Ohmae, 1993). Economic 

development is highly influenced by trading patterns or demand externalities 

(Krugman 1989) and these patterns or demands are not restricted to a particular 

country. Countries can form a bloc (e. g., the Baltics, the Benelux countries) or can 
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form a trading area (e. g., the EU). The key issues of regional policy is then the 

interrelation between the advanced and backward regions, between core and 

peripheral regions, and between regions inhabited by the principal nationalities and 
by ethnic minorities (Dmitrieva, 1996). External economies can exist at the national 
level, which will effect the level of development across and even within regions. 

Porter (1990) has argued that the degree of geographical clustering of industries 

within a national economy plays an important role in determining which sectors 

command a competitive advantage within the international economy. Putnam (1993) 

has found that the regional differential was seen as principal to national development. 

Krugman (1989), who defines economic geography as uneven regional development, 

states that "it is this geography that is the central part of the process by which national 

economic prosperity and trade are created and maintained. Geographic concentration 

of production is clear evidence of the pervasive influence of some kind of increasing 

returns. location of particular industries reflects the "locking in" of transitory 

advantages. Cumulative processes that have increasing returns at their roots can drive 

uneven development of whole regions. Geographical concentration result from 

demand externalities where there is an interaction of increasing returns, transportation 

costs and demand. There may be demand in determining the location of productions 

of goods that are traded inter-regionally or that stress the role of increasing returns in 

the production of non-traded goods. This concentration will continue as long as there 

is sufficiently strong economies of scale, sufficiently low costs of transportation and a 

sufficiently large share of "footloose" production not tied down by natural resources. 

cc 

This relates to Arrow's learning by doing hypothesis and recognises the existence of 

externalities. There is also the problem of modelling when IRS are internal in firms 

since this shows imperfect competition. There is the possibility of using Comparative 

Advantage models (countries trade in order to take advantage of their differences) vs. 

increasing returns (countries trade because there are inherent advantages to 

specialisation even for initially similar countries). 
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Marshall (1920) identified three distinct reasons for localisation: 1) by concentrating a 

number of firms in an industry in the same place, an industrial centre allows a pooled 

market for workers with specialised skills; this pooled market benefits both workers 

and firms, 2) an industrial centre allows provision of non-traded inputs specific to an 
industry in greater variety and at a lower cost 3) because information flows locally 

more easily than over greater distances, an industrial centre generates what we would 

now call technological spillovers. Vickers (1995) developed a similar proposition in 

his hypothesis that the correlation of abilities leads agents to free ride on each other's 

efforts. Incentives for regional investment may be better when agents are in similar 

environments. The problem with this model in the Russian context is that it, like most 

models, relies on the existence of a fully functioning market for labour and free 

information flows. In the case of Russia, as in all transition and post-socialist 

economies, there was no need to provide an incentive structure to actively encourage 
investment in a particular region since it was the state that made the investment 

decisions. These decisions were often made for "political" or "strategic" reasons (i. e., 

military-industrial or "protecting" national territory). According to the literature,, 

localisation concentration is greatly influenced by regional and national trade barriers 

such as tariffs and differences in regulation. Within a Federal structure, the regions 

are limited on the macro side by the federal structural policies. (e. g., monetary and 

some aspects of fiscal policy). In terms of integration and peripheral industry: if given 

a choice between places, a firm will (probably) go to an area that has better access to 

markets. A reduction in transport costs facilitates locating production where it is 

cheapest and also facilitates the development of positive externalities (agglomeration) 

resulting from concentration. 

4.4.1 Local endogenous growth 

Local endogenous growth models state that labour mobility intensifies local 

disparities in the accumulation of human capital and hence long run development. In 

classical location theory. location is the outcome of the conflicting pulls of market 
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proximity and cheap resources, with agglomeration economics and labour cost 
differentials causing departures from the basic market/resource choice (Smith, 197 1). 

Based upon developing country experience "cheap labour may accelerate competitive 

entry in well managed economies by offsetting costs associated with sub-optimal 

plant size or low capacity utilisation. "Since labour has to be trained to secure a 

competitive advantage, and individual firms find it difficult to capture the benefits of 

such training (owing to the risk of labour poaching by rival firms), such training is 

seen as a legitimate government intervention by even the most neo-liberal 

economists" (Auty 1994: 19). This is the point made earlier by Romer. On the other 
hand, competitive advantage may not be thought of as regional given that modem 

technologies of transportation and communications proliferate and diffuse. Low 

wages are only a short run solution to comparative advantage and in the medium and 
longer run wages are expected to increase if there are an increase in skills. This is 

particularly of interest in the Russian context since basic skill levels were, at the 

beginning of transition, considered to be high, based on educational levels. The issue 

is the type of education and the applicability of these skills in Emerging market 

conditions. According to Porter (1994: 35) "... as artificial regulatory separations 

between locations are reduced through reductions in trade barriers or liberalisation of 

financial markets, the connection between location and input cost minimisation 

weakens. " 

Myrdal (1957) states that there should be a direct, positive correlation between the 

level of infrastructure and capital flow. He examined the interaction between the 

location of firms, returns on capital, household incomes, local budgets and 

improvements in infrastructure. He concluded that those regions with better 

infrastructure are more successful at attracting capital. His axioms of regional 

development call for capital flows into regions yielding high returns, the expansion of 

basic industries generating the growth of subsidiary industries, developed 

infrastructure creating conditions for the growth of economic activities and the 

location of firms, that the accumulation of capital and household property has a direct 
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impact on revenues of local bodies and that high money income in a region 
corresponds with higher living standards in general including social welfare. The 

primary idea in the model is that market forces tend to increase the inequalities 
between regions. Economic geography sets the stage but he attributes locational 

attractiveness to historical accident. The movements of labour, capital, goods and 
services do not by themselves counteract the natural tendency to regional inequality. 
The level of economic activity and the age of the labour force are factors causing 
migration. 

Myrdal focused on "spread and backwash effects. " Backwash effects refers to all 

relevant adverse changes, caused outside the locality as a result of economic 

expansion in a locality. With spread effects a whole region around a nodal centre of 

expansion should gain (i. e. these are external diseconomies and positive economies). 
He sites increasing wages and other cost increases in factors of production letting 

other regions have a chance to compete. Also a prolonged period of economic 

expansion may have left a prosperous region with large stock of old capital equipment 

which it is tempted not to discard as rapidly as needed (when there is swift 

technological development). He states that an area with early start has a quasi- 

monopolistic position, and may find that the spirit of enterprise and risk taking is 

damaged. In sum, his ideas on cumulative adverse and favourable processes were of 

key importance in development economics history. 

Myrdal states that a widening of markets often strengthens the rich and progressive 

areas whose manufacturing industries have the lead while under developed areas may 
be priced out by cheap imports from other countries if they do not protect them. This 

leads to production of primary products in underdeveloped areas. The natural 

resource dependence (including primary products such as minerals and metals) means 

that enclaves may develop that do not link to other industrial sectors. If production in 

this enclave is unstable or the prices of such material produced subject to exogenous 

shocks then there may be negative effects in terms of wages within that enclave. He 

states that capital will shun poorer underdeveloped areas as the more advanced areas 
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are developing further and can offer better profits and security. He claims that "if the 
forces in the capital market were given unhampered play-capitalists in 

underdeveloped countries would be exporting their capital" so therefore the state must 
develop a strategic economic policy. We see this problem of capital flight throughout 
the 1990s in Russia. 

Another view on location is presented in Vernon's model (1966). It differs from 

Lucas' model (1988) in that it is driven by technological maturation. Vernon assumes 
that technological innovation initially encourages location close to major markets 

where external economies reduce entry risks. As the production technology becomes 

standardised, so manufacture relocates to regions with lower labour costs. The income 

driven product cycle model implies that producers located in large regional markets in 

the dynamic stage of the product cycle have a competitive advantage over those in 

regional markets in the pioneer, mature, or eclipse stages. This is primarily due to 

positive agglomeration externalities. Agglomeration is a strategy whereby producers 

ease the tasks of transactional interaction since proximity translates into lower costs 

and wider opportunities for matching needs and capabilities (Scott and Storper, 

1992: 13). This accumulation of resources, whether through historical accident or 
deliberate planning, leads to IRS based on the economies of scale of the inputs 

(human and physical capital). Externalisation is positively related to agglomeration. 

New industrial geography has three main approaches to externalities (de Melo and 

Robinson, 1990): 1) Marshallian externalities as described previously 2) those that 

result in uneven growth and occur with imperfect competition (e. g., Romer, 1990) 

and 3) those that arise from demand spillovers between sectors and industries (e. g., 

Murphy, Schleifer and Vishny, 1989). Agglomeration is the theme of Krugman's 

(1991) core-periphery model. Within this model there is a circular relationship in 

which the location of demand determines the location of production and vice versa. 

This leads, over time, to lock in. The model described by Krugman is one in which 

there are two location choices which each produce two kinds of goods. One of the 

goods is homogeneous (agriculture), produced under CRS and there is perfect 

competition. The other good, manufactures, is produced in an area where production 
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differentiation occurs; the production is subject to economies of scale and it a 

monopolistic market structure. Because there are a large number of potential 

manufactured goods, each produced subject to economies of scale, there is no reason 
for more than one firm to produce a good. Here the profit maximising price is a 

constant mark-up over a marginal cost. The sustainability of this type of market is, 

according to Krugman, dependent upon two forces: 1) the desire of firms to locate 

closer to the larger market and 2) the desire of workers to have access to the goods 

produced by other workers. He states the factors deciding the sustainability of this 

core periphery pattern are 1) the share of manufactures in expenditure 2) measure of 

the transport costs and 3) equilibrium economies of scale. 

Krugman states in this model that there are market sized effects in the face of 

transportation costs and in the increased cost to produce a manufactured good in the 

periphery (i. e., increased wages will be required to draw the labour). He claims this 

leads to forward and backward linkages that make producers want to concentrate 

(similar to Hirschman, 1958). As a result, large markets arise where producers 

concentrate. The results of these continuing linkages are described in Krugman 

(1998). A "hub effect" model is developed in which location is determined by the 

interaction of scale economies and transportation costs. In the model, the location of 

particular industries reflects the "locking in" of transitory advantages. Cumulative 

processes that have increasing returns at their roots can drive uneven development of 

whole regions (i. e., same as Myrdal). This model is, to a large extent, tied into his 

earlier "core-periphery" model (1991) which relies on interaction of increasing 

returns, transportation costs and demand. Localisation will tend to occur unless the 

costs of transporting intermediaries are particularly low compared with those of 

transporting final goods. A general reduction in transport costs, of both intermediates 

and final goods, will ordinarily tend to encourage localisation rather than discourage 

it. Either demand in determining location of productions of goods that are traded 

inter-regionally or the role of increasing returns in the production of non-traded goods 

can be stressed in this model. Accordingly, this concentration will continue as long as 

there is sufficiently strong economies of scale, sufficiently low costs of transportation 
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and a sufficiently large share of "footloose" production not tied down by natural 

resources. Within the model it is possible that factor mobility isn't needed e. g., 

through forward and backward linkages a region that has accumulated a lot of 

physical and human capital tends to have higher, not lower rate of return on 
investment than a region where these factors are scarce. 

Both these concepts recognise that uneven development can be driven by cumulative 

processes that are based on increasing returns and "lock-in". Lock in itself raises the 

question of whether or not growth is dependent upon the historical location of 
industry. According to Krugman, the rate at which workers and firms can move must 
be rapid enough relative to the rate at which future wage differentials are discounted 

that the future advantage of one region can matter more than the current advantage of 

another. This is a long-term view and not applicable in Russia during the transition 

period. IRS must be strong enough that an expected shift in population distribution 

moves the real wage differential quickly and finally, the starting position must not be 

too unequal. The pattern and severity of shocks will depend on the degree and 

geography of regional industrial specialisation. How such shocks are transmitted 

between regions and how flexible regional labour markets are in adjusting to 

disturbances will determine how and where new growth may occur. 

1/1 - K, ugman (1991) has stated that labour mobility is central to divergent regional 

growth. This is similar to local "endogenous" growth models, in which labour 

mobility intensifies local disparities in the accumulation of human capital and hence 

long term development (Grossman and Helpman, 1991). The implication of the 

Krugman model is that if labour mobility is low then local (downward) relative wage 

flexibility will serve to restrain the degree of divergence between regional growth 

rates, i. e., convergence does not take place as predicted within Industrial organisation 

theory. In Europe, adverse sectoral demand shocks triggered greater unemployment 

without the equilibrating mechanisms of labour migration or downward relative wage 

movements (Martin and Sunley 1996). Another problem brought up by economic 

geographers is that of language and cultural differences as barriers to migration. It is 
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true that there is very little (if no) linguistic or cultural barriers as may be the case in 

Europe (in this sense Russia is more like the US). 

Auty (1994) wrote that the mechanism that drives changing locational 

competitiveness in this model is not technological change but a growth dynamic (the 

Verdoon effect). This is the possible result of learning by doing so that the greatest 

productivity gains are to be made in the early stages of the product cycle and 

subsequently taper off as markets mature. Porter (1994) attributes the "new" 

competitive advantage to the process of innovation which is heavily localised at the 

firm's "home base" or the location of its strategic management tea, core research 

activities, and critical mass of sophisticated production for a particular product line. 

Before transition, inter regional disparities were corrected by fiscal redistribution and 

regional integration. Firms depended neither on the capacity of absorption of local 

markets nor on the local availability of inputs. Regional disintegration and the 

increase in transportation costs have raised the dependence of firms on local factors, 

i. e.; there are now supply and demand influences on localisation. (Duflo and Senik- 

Leygonie, 1997). 

From this discussion the following points are significant in the Russian context: 

9 Industrial concentration is a particularly strong feature of Russian industrial 

development inherited from the Soviet planning system. Due to the nature of the 

planning system, local or regional market size didn't matter to producers since 

they were told by the state to where and to whom their final products must be 

sold. Also there was a the tendency by firms to hoard materials and equipment. 

The reason for this hoarding was that due to the bureaucracy, requests by an 

individual plant for additional materials or new equipment, took a very long time. 

In addition, any extra materials could be sold on the black market at a profit to the 

individual enterprise manager. As a result, firms often created their own 

backward and forward linkages (i. e., vertical integration). Firms would have 

repair shops or input producers on their premises, which did not make (economic) 

sense since these services, or goods were supposed to have been provided 
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elsewhere at a lower marginal cost. In short, a core-periphery model was 
maintained but not for the economic reasons specified by Krugman and others. 
The implications are that as companies are privatised the linkages will collapse 
and general transaction costs will increase, raising total costs for the companies 
concerned and reducing the ability to compete. The competitive mechanism them 
becomes the ability to reduce labour costs. Wages will not be expected to increase 

as skill level increases and the "core" may shrink, having further negative 
implications for the periphery (in terms of a "trickle down of wealth"). 

e The concept of lock-in is inappropriate in respect to Russia because of the 

continuing restrictions in labour migration (tied with lack of housing and other 

social services on the regional and sub regional levels). This means that both 
industry and labour are not moving quickly during the transition period (although 

there may be movement in sectoral employment within a region such as a 

movement into the service sector) so that the chances for development of an 
industry outside of its' historical location is limited. The focus for Russia is not 
labour supply (there is plenty of labour available) but on the quality of the labour 

available. As educational levels vary across regions this issue of labour quality 

will be extremely important in ternis of migration (attracting skilled and educated 

migrants) and in attracting investment. 

e The problem of applying local endogenous growth models to Russia is that labour 

mobility (the physical movement of labour between regions) is extremely 

difficult. The populace is constrained not only by lack of available housing, but 

also by political requirements that requires registration and internal passports. 

This is a regional level requirement (the federal version having been invalidated a 

few years ago). There is also a reliance upon social services connected to 

companies which often owned local housing and with a virtual absence of an 

integrated housing market, compounded by the legality of land and housing 

privatisation, the ability as well as the incentive for labour to migrate is low. 

9 Spread effects and backwash effects: Within the Russian context, it would be 

expected that those areas that inherited more advanced structures would not suffer 

as badly during the restructuring period but that inequalities would increase 
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between areas. It may also be expected that areas that do not possess natural or 
industrial resources will experience falls in both income and production during the 
short term. 

4.5 Industrial Organisation 

4.5.1 Clustering 

According to the literature, firms of the (virtually) same industry clustering in regions 

should, in theory, lead to higher levels of growth, entry and competition (in related 
industries) than regions where the presence of that particular industry is not strong. 
(Tirole, 1989). Porter (1990) discusses how rivalry between firms provides incentives 

for investment in such specific factors. These effects would be most pronounced 

when rivals are located in the same city or region. Accordingly, a cluster of firms 

that draws upon specialised inputs and infrastructure should upgrade local factor 

quality and increase its supply. Intense rivalry and geographical concentration should 
have positive effects on the composition and level of local demand as well as on the 

existence and development of related and supporting industries, i. e., specialised 

supplier and users forming strong vertical and horizontal relationships with other 
local industries. Krugman has stated that the key aspect of regional specialisation is 

the dependence of regional economies on export clusters held together by Marshallian 

external economies. Again these clusters are assumed to take place in an integrated 

economy. The tendency is then such that regional specialisation leads to lock in by 

the operation of location specific external economies. 

* Historically in Russia and other transition economies these clusters were imposed 

upon the region by state planners who may have used very little economic 

rationale in their selection of industry and region, but relied upon political 

motivation. In Russia, industrial sectors tended to be concentrated regionally 

although not all inputs were locally situated. Since sectoral and regional shocks 

have been far deeper in Russia than experienced in the fully developed market 

economies of the G-7 countries, the level of industrial concentration may prove to 

have had far more of a negative impact than would have been expected. The 
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implications for the regions is that they must diversify their industrial base 

through the creation of backward and forward linkages from their inherited 

industrial base. 

4.5.2 Innovation 

Schumpeter believed that competition was created through innovation. Without 

innovation the effects of competitive selection would soon be exhausted (Vickers, 

1995). Public policy in the form of patents and other intellectual property rights 

prohibits some kind of competition in production in order to stimulate competition in 

innovation, which in turns expands the means of production (Ibid 1995: 4). There 

seems to be a mixed debate about innovation in terms of the question of who is more 
likely to innovate, the market leader (a possible monopolist or oligopolist) or those 

trying to become new entries to the market? The actual diffusion of new 

technologies is closely associated with clustering, i. e., firms can use the knowledge 

gained by others. Factors that can reduce excess entry are product differentiation, 

collusion and strategic entry deterrence. 

Innovation in the Russian context: 

9 This was traditionally a problem within the former Soviet State. The slow rate of 

innovation and diffusion was a direct result of the command system that was in 

place. There was a lack of incentives to innovate. Copyright and patenting did not 

exist in that inventors would only have their name associated with the new 

technology. It was the enterprise at which the innovator worked and the state that 

claimed any revenue resulting from the introduction of the new technology. The 

time lags between ideas and implementation meant that technology was often 

outdated before it had even been used. Even during the first decade of transition 

in Russia, innovation remains a problem due to lack of protection of intellectual 

property. Copyright abuses abound. 

4.6 Industrial policy 

Industrial policy can be interpreted as any policy deliberately pursed by a government 

to foster economic growth and influence the rate and direction of structural change. 
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This can include everything form indicative planning to strategies for capital market 
development. The rational for government intervention is that the market, for 

whatever reasons, is not functioning efficiently. A prominent and important example 
of a market failure concerns negative externalities such as rent seeking. Rent seeking 

refers to the actions of individuals to lobby, bribe or threaten in favour of their receipt 
of state generated privileges. This activity increases the overall transaction costs and 
reduces entry to the market. The success of state interventionism in an economy 
depends on the level of development of the market structures in it. In terms of what 
the government should do when market failures or negative externalities exist is an 

area of great debate. 

Joseph Stem (1990) states that "the best known and most widely accepted rational for 

government intervention is the classical infant industry argument which distinguishes 

between economies of scale (i. e., decrease costs as scale of output, with given factor 

prices, increases) and economies of time (i. e., decrease costs the longer the 

production process is used)". On the other hand, there is the argument that every 

successful country (e. g., Taiwan, Singapore, South Korea, Hong Kong, and Japan) 

has relied on primarily private enterprise and markets to achieve economic 
development. This seems to be in sharp contrast to the fact that the East Asian 

miracle was dependent on incentives to guide the allocation of resources, capabilities, 

and institutions that determine the response to incentives (Petrin, 1996, Krugman, 

1989). 

According to Auty (1994) there are two main schools of though on industrial policy: 

neo-liberal and institutionalist. The neo-liberal view "gives short shrift to industrial 

targeting and infant industry support..... while protection might be justified for infant 

economies, the neo-liberals feel that most developing economies should liberalise 

their economies and let market signals allocate investment. Developing countries 

should import industrial products if private investors will not assume the risk of 

producing them within the domestic economy. " On the other hand, institutionalists 

6ý remain convinced that it is necessary for government to intervene to create 
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comparative advantage. " In considering what state policy means, "it is easy for neo- 

classical economists to forget that in many countries, the state still owns a large part 

of the economy (directly or indirectly) and through its "controls" (regulations on 

credit, foreign exchange, and investment licenses, etc. ) state players can further their 

own goals "(Bardhan, Handbook of Development Economics, Chapter 3). 

The policies followed or selected can result in an autarkic state, an open or 
"economically liberal" state or a combination therefore. The experiences of other 

emerging economies are of importance when discussing the applicability of theory to 
implementation. Within Latin American (e. g., Mexico, Brazil, Chile) during the 
1960s and 1970s an autarkic structure led to deteriorating GDP rates, high inflation 

and overvalued exchange rates. Under autarkic policies there are chronic foreign 

exchange shortages. Premature movement into secondary import substitution under 

an Autarkic regime postpones the development turning point and so creates a 

marginalised work force that seeks entry to the emerging protected industrial sector. 
Within these countries there were worsening macro imbalances (i. e. foreign exchange 

and fiscal balance) and fights over price controls and other arbitrary restrictions, 

which confused corporate planning and impaired operating efficiency Direct state 
investment and subsidised inputs meant domestic cost structures distorted. Adversely 

effected public finances neither control inflation nor provide incentives to industrial 

firms and, hence infrastructure. (Auty, 1994). The South East Asian example is 

actually not just one model, but many. 

Korea, for example, sought to minimise firm risk. It gathered information, formulated 

plan targets (input-output models used by planners on five-year plan with the 

investment requirement based on assumption of specific ICOR) and designated 

corporate tasks. Loan finance dominated the capital structure while the equity market 

developed. The 1998 crash made obvious that the actions of the 1970s and 1980s 

distorted capital allocation since the government owned the banks. The government 

thus had control over allocation of foreign and domestic loans. Part of the industrial 

policy pre-1998 financial meltdown involved the Government negotiating with 
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multinational corporations for the best technology on most favourable terms. This 

was a case of technological catch up, which, as mentioned previously, was a 

necessary ingredient for long run growth. Korea could have continued to produce in 

terms of comparative advantage models but if it relied on natural resource products 

only, it would be subject to exogenous shocks (e. g., weather) over which it had no 

control. If it relied on labour intensive goods then the necessary skill base would 

remain low and if there were no growth of that skill base, then the country would not 
develop. The government encouraged the growth of large firms and regulated them 

through contracts in which incentives were given in exchange for growth and export 
targets. These targets were limited such that new entrants were expected to maintain 

competitiveness through organisational change and innovation while subject to 

domestic and foreign competition. This use of tapered sectoral targeting to create 

competitive advantage was, on the surface, more successful than in Brazil or Mexico. 

Planning may replace the price mechanism to produce command capitalism (India) or 

command socialism (China). 

4.6.1 Autarky versus openness 

A strong financial system can promote specialisation and movement away from 

autarky although there has been very little if any evidence supporting interventionist 

policies such as tax incentives to artificially boost stock market size and activity. 

Although it may seem appropriate to use financial market development as a tool for 

managing informational problems common in transition economies (e. g. property 

rights since they are usually not well defined) there is no guarantee that it will smooth 

macroeconomic performance. Industrial planning does take place in these economics 

in that government actions are directing the course of micro activity through loans to 

state enterprises essentially with an implicit state guarantee but this is not a co- 

ordinated effort (Hughes and Hare, 1992). State intervention via multiple exchange 

rates and subsidies transfers resources to assist targeted sectors is one of the primary 

policies. The political economy of an autarkic industrial policy must consider the 

environmental factors, i. e., urbanisation levels and natural resource endowment. The 

squandering of a resource advantage leads to lax economic policies and may also lead 

75 



to Dutch disease (an overvaluation of the exchange rate based on exports of natural 

resources such as oil negatively effecting non-traditional export and import 

substituting industries). The issue of Dutch disease is more of a federal than regional 
issue in the Russian context due to the federalised nature of fiscal collection and 
distribution of revenues. Auty (1994) claims that empirical evidence seems to 

indicate that urban populations have resisted the correction of autarkic structure 
foreign exchange whose purchasing power would be reduced by devaluation, by 

domestically oriented manufacturing firms who would face greater competition. 
Devaluation redistributes income towards farmers and marginal workers and causes 
loss of income share to protected urban interest groups. 

The natural resource endowment constraint on industrial policy seems to contradict 

Hirschman's unbalanced growth model. That model states that goverm-nent should 

make 
demands for inputs explicit by making an investment that required inputs that could 

be, but were not yet, locally made. This is a backward linkage. The government 

should thus deliberately create imbalances to stimulate investment. 

Neo-liberals cite the policy errors of the 1970s investment projects in newly 

industrialised countries (NICs) as reasons why government should stay out of the 

market. They eschew sectoral targeting and believe that investment projects must earn 

an adequate return on capital, including that invested in supporting infrastructure to 

justify government intervention. Institutionalists on the other hand claim that state 

intervention is needed to correct domestic market failure and, based on strategic trade 

theory where there are imperfectly competitive global markets generate extra-normal 

profits, that developing country firms can capture a share of these profits through the 

creation of competitive advantage. Liberal economists usually recognise the 

possibility that market failure may justify state intervention in order to capture social 

benefits that can't be internalised by the private firm. Market failures originate in 

deficient infrastructures, supply of skilled workers, the efficacy of domestic capital 

markets, technical expertise, and knowledge of external markets (Auty 1994). The 
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argument seems to support the creation of an industrial policy in Russia (at least at a 
limited level), particularly at the regional level since there is a lack of infrastructures 

(physical, legal and financial), little experience of the market economy and limited 

knowledge of external markets. 

4.6.2 The role of strategic trade 

A new debate on strategic trade has also emerged since the 1980s. As previously 
discussed the main argument for state intervention was domestic market failure. It 

may now be argued that assistance, which lowers the costs of domestic producer, can 
be more than compensated by the subsequent capture of export sales and reduced 

average costs once higher production volumes attained . This argument assumes that 

global demand is static and other governments will take no retaliatory measures. It is 

assumed that the level of benefits accrued are higher if the assisted industry is not 

unionised (empirical evidence seems to indicate that unionisation results in higher 

wage demands which may reduce a competitiveness). The higher wages may be a 

result of increased exports (hence greater demand for labour), increased skill levels 

resulting from diffusion of knowledge, and higher productivity level. There is a need 

to remove domestic market imperfections, which constrain rapid technology transfer, 

but intervention carries risks especially from botched project implementation and the 

retreat from free trade that happens under autarkic industrial policy (Auty 1994). 

Institutionalists claim that the acquisition of both skills (technological and 

organisational) and information, suggests that competent governments can play 

critical role in co-ordinating the accumulation of information and skills for self- 

sustaining technological innovation (Ibid. ). It should be noted that with government 

intervention there is a strong chance of rent creation (through political relationships 

between manufacturers and government) and external economies. If a government 

can promote a monopoly position for domestic factors of production in industries 

which trade internationally then a targeted industrial policy can raise a country's 

income at the foreign countries expense. This targeting can raise income if there are 
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certain industries in which the resources committed by the individual firms raise the 

earnings of other firms' resources (Martin and Sunley, 1996). It is then a question of 

getting the Effective Rate of Protection, the difference between the value added 

calculated at domestic prices and the value added at world prices, right. The ERP is 

intended to indicate the extent to which protective measures have raised the returns to 

factors working in that industry (taking into account effects on input as well as output 

prices) and thus to act as a measure of resource pull into that industry. The nominal 

tariff may be an unsatisfactory indicator of protection when input prices are also 

affected. 

Most importantly it should be remembered that "the success of state interventionism 

in an economy depends on the level of development of the market structures in it. " 

(Lipowski, 1994) This is particularly important for a country such as Russia, which, 

as described earlier, has neither a market history nor most of the recognised structures 

necessary for a fully functioning market economy. In Russia, although there is a 

history of state support for "strategic" sectors, these sectors have obtained such 

support during transition simply due to the threat that bankruptcies in these (usually) 

non-competitive sectors would be extremely politically unpopular and provoke social 

unrest. Quite often the basis for claiming "strategic" importance is based on the fact 

that only one or two companies employ (virtually) the entire working age population 

of a small city or town. To allow these companies to go officially bankrupt would 

result not only in mass unemployment with all the misery that entails, but, due to the 

labour code system that still prevails throughout Russia, the populace would be stuck 

in the town. There is the very real threat that sectoral targeting will turn into rent 

dispensing system capable of depressing capital efficiency (i. e., keeping bankrupt 

non-competitive industries going). 

4.7 Policy 

"Between the extremes of centrally directed industrial policy and hands-off free 

market ... there is room for regional policy. " (Ohmae, 1995: 96) 

78 



In terms of inheritance and policy (de Melo et al 1997) location is of extreme 
importance since it greatly influences not only how fast reforrn may occur but if the 

country or region can more adequately finance the reform (i. e., if it benefits from 

being near a big market). This must be considered when discussing policy instrument 

selection. In particular for regional growth, Putnam (1993) found that the hope that 

regional goverm-nents could foster more rapid economic development was an 
important form of motivation for institutional reform. Krugman (1998) has suggested 

that a justifiable form of industrial policy is regional industrial development policy 

and that it is most effective when geographical clustering exists so as to foster local 

externalities. At the federal level policy can include the following: 

9 Export incentives: Needed to offset cumulative impact of exchange rate 

overvaluation, persistent high levels of protection and prolonged price distortion. 

e Protection for new entrants: Use of import and export competition to discipline 

new entrants and maintain efficiency of established competitors. 

e Exchange rate overvaluation leads to anti-export bias discourages exports of both 

primary products and labour intensive manufactures so that the foreign exchange 

constraint increases. At the macro level the state can try to stabilise the real 

exchange rate and lower import barriers. 

One of the goals must be the mobilisation of domestic savings. This may be 

accomplished through the direct creation of institutions of monetary capital market, 

creation of conditions for establishing those institutions, the commercialisation and 

privatisation of state enterprises and the simplification of liquidation process so that 

reallocation of labour to different industries and sectors possible. 

Other policies should focus on ownership in terins of defining the form of ownership 

such as privatisation and encouraging SMEs through specific schemes. Export 

supporting stimuli may also be used. This export promotion stimuli may eliminate 

existing barriers to export development (e. g. lower export tariffs) an may also secure 

special profits from exports (although this would require under valuation of the 
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currency which may in the end make investment less attractive and not really reflect 
the competitiveness of the products). 

Some of the policy instruments to be used at the regional level include: 

" industrial targeting 

" industrial parks 

" regional development finance agencies 

" job training schemes 

" regional land use plans 

regional industry consortia 
SME policy (encourage growth through subsidised or guaranteed credits 
Mobilisation of regional savings through liberalisation of the real estate market 

export supporting stimuli, and 
free economic or export processing zones. These free economic zones are 
geographic areas which are set aside by federal and/or regional authorities and 

which offer discounts on tax or import/export tariffs to potential investors. 

Investors sometimes are provided easier credit terms as well. In terms of policy, 
it uses the tax system to promote investment, i. e. use of tax concessions on 
investment, which would depend on the conditions of a given investment. In 

theory, both foreign and domestic capital should have the same guarantees against 

nationalisation of property and expropriation of land. Since all enterprises must 

pay the same federal taxes, regional concessions may be the key to influence 

investment decisions (both FDI and domestic). 

The key implication of policy selection at the regional level is that if a region chooses 

to go against federal policy (e. g., land privatisation or the creation of free economic 

zones, neither of which have been federally approved), it may find itself being 

punished by the federal administration (i. e., a reduction in federal budget transfers). 

Although regions may state that certain policies exist within their territories the actual 

ability to implement these policies will be politically sensitive (e. g., enforcement of 

contracts may result in increases in unemployment if a company can no longer pay 
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through barter or increase its debt). Some of these regional initiatives also create 

opportunities for rent seeking and other forms of corruption (e. g., issuing subsidies or 

tax exempt status). 

4.8 Transition 

When considering transition economies, it is tempting to place them in the context of 

other developing economies, those which are at a certain level of GDP per capita and 

which do not have all or most of the legal, financial and physical infrastructure found 

in other, more advanced, economies. The primary factor that distinguishes economies 
in transition from other developing economies is their inheritance of a large number 

of organisations and individuals that depend on the state for resources. (Litwack, 

1998: 122). The transition literature is macro in nature since it focuses on stabilisation, 
liberalisation and privatisation. The preliminary goal of a stabilisation programme is 

to solve disequalibria between aggregate supply and demand, domestic and external 

stocks and flows. This is accomplished through price liberalisation, containing the 

money supply, decreasing or eliminating government subsidies, raising taxes, raising 

the real interest rate, and devaluing the currency. 

Stabilisation policies in other post-socialist economies in Eastern Europe have been 

based, to a large extent, on the Polish model of 1990. This model included I) the 

development of austere monetary and fiscal policies 2) nominal anchoring to money 

wages or the nominal exchange rate 3) rapid domestic price liberalisation 4) trade 

liberalisation 5) internal convertibility 6) reduction in real money supply and a rise in 

real interest rates 7) devaluation of the domestic currency 8) extreme fiscal pressure on 

the state sector 9) incomes (wages) policy and 10) privatisation and capacity 

restructuring. Stabilisation has also involved hardening of the budge constraint to 

enterprises, refom-iing the tax system and adopting both income and value-added taxes, 

reformation of the banking and credit systems (i. e., Central bank independence and 

commercialisation and regulation of private banks), as well as the encouragement of 

private sector development, and the development of capital markets (Collins and 

Rodrik, 1991: table 1.6). 
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In the short run (varying from 3 to 5 years) these transition economies experienced falls 

in output and high inflation. High inflation was, to a large extent, attributable to 

structural imbalances inherited from the planned economy, and the freeing of prices. 

Freeing imports, although opening up the economy and creating a (more) competitive 

environment also resulted in further deterioration in external balances. As part of the 

stabilisation process, transition countries had to devalue their currencies. Currency 

devaluation raises demand by consumers switching from external to domestic sources. 

The increased competitiveness of the country's goods on the world market following 

devaluation was expected to lead to increases in foreign reserve holdings and to make 

their domestic production competitive internally against imported goods. Import 

liberalisation required current account convertibility and devaluation to develop the 

envisaged competitive environment. Otherwise there would be an increase in enterprise 

indebtedness due to a parallel fall in sales on both the domestic and external markets. 

However with stabilisation remains the problem that price liberalisation and removal of 

trade restrictions lead to falls in the real domestic purchasing power. Goods become 

more expensive and aggregate demand collapses. It may be argued that devaluation is 

unavoidable when there is a current account non-sustainable deficit, a condition most of 

the transition countries were in at the start of their respective transitions. 

Trade reform has also been an important feature of stabilisation theory. Abolishment of 

retention quotas, the sale of all foreign exchange earned to the central bank, unification 

of exchange rates, devaluation of the domestic currency, and the removal of most 

foreign trade restrictions have been some of significant policy measures taken by East 

European countries during the early years of transition. It was believed that a transition 

economy should not use quotas as quota-rents will only benefit foreign suppliers and 

help enterprises maintain their monopoly positions. Trade reform also included lifting 

licensing restrictions and liberalising access to foreign exchange. Ideally these actions 

de-monopolise trading operations. In practice the results were mixed. 
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According to the IMF the privatisation of state enterprises is a necessary step to increase 

efficiency in production, resource allocation, and create a truly competitive environment. 
There have been several problems associated with privatisation including 1) the 

evaluation of assets 2) enterprise restructuring 3) a lack of domestic purchasing power 

resulting in management buyouts and nomenklatura take-overs 4) the impact on income 

and wealth and 4) developing a fair and politically acceptable privatisation programme. 
As a result of these problems actual privatisation of the large scale enterprises have gone 

very slowly in several of the transition economies (most notably in Poland). In spite of 

accelerated programmes of free or subsidised distribution of state assets to the 

population. The voucher programme was used in Russia and mass privatisation took 

place relatively quickly, but there problems such as those discussed above. 

Stabilisation programmes require reforms in the banking sector and in ownership 

structure. A further requirement in these post-socialist economies is the development of 
the legal and financial infrastructures. Banking sector reforms include the development 

of a two tier banking system in which the duties of the central bank and either privately 

owned or state subsidiary commercial banks differ. The physical creation of money 

should only be through the central bank. Hard currency credits towards the banking 

system must be backed by reserves or the bank will be unable to control money supply 

and hence inflation (Nuti, 1991: 166). There is also the problem of bad loans made under 

the previous banking system. As there is little chance of recouping these loans, they 

should be written off. 

The experience of other country's stabilisation programmes strongly suggests that IMF 

stabilisation programs will not always bring about the desired resumption of growth. As 

even Dornbusch (1990: 1) notes "adjustment is a necessary, but not necessarily a 

sufficient condition for a resumption of growth, because asset holders may postpone 

repatriating flight capital and investors may delay initialling projects. " The typical IMF 

approach based on fiscal and monetary austerity has failed to reduce inflation when there 

has been social resistance. Although a protracted fiscal deficit that cannot be financed in 

domestic or foreign capital markets leads to high inflation or even hyperinflation 
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(Dombusch, 1990: 22) as was the case in several Latin American and Eastern European 

countries, there are possible negative effects on output. Output will contract when price 

projections are set too low and nominal wage payments and fiscal outlays are cut back in 

real terms (Taylor, 1988: 64). Competitive exchange rates led to export growth in Chile 

and in Turkey, but this was apparent only in the longer run. Unfortunately devaluation 

also tends to be inflationary as it results in an increase in intermediary and final imports 

costs and therefore a fall in output, a reduction in real wages, and a decrease in 

purchasing power. In recent years stabilisation programmes have tried to reduce 
inflation by setting agreed upon inflation targets. Uncertainty about future price levels is 

increased at high rates of inflation and the variability of the inflation rate increases with 

the level of inflation (Fischer, 1986: 26). This may promote a possible reduction in the 

efficiency of the price system. 

Liberalisation is supposed to improve efficiency and cut inflation, but the removal of 

quotas and licenses may lead to an increase in imports and a worsening of the trade 

balance if demand remains unchanged as does the exchange rate. Mexico, Chile, Ghana, 

Sri Lanka, and Tanzania experienced higher imports and, to various degrees, domestic 

de-industrialisation as consequences of trade liberalisation (Taylor, 1988: 144). Some 

may argue that domestic de-industrialisation could be a necessary form of capacity 

restructuring but it may be due more to the underdevelopment of financial institutions. 

Companies (both privatised and de-novo) are simply unable to obtain financing. One 

solution to preventing de-industrialisation seems to involve use of tariffs as this, 

according to Dornbusch (1990: 33), "allows competition at the margin, whereas quotas 

and licenses prevent such competition. " Most of the East European countries decreased 

their tariff rates to lower and more uniform rates than occurred in the reforming 

economies of Latin America. 

The transition literature points to factors that influence market development in Russia 

including: 

0 Ownership and privatisation: experience has shown that privatisation is not the 

cure all that many economists said it would be. Firms are not privatising fast 
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enough or, even if they have been privatised the type of privatisation which has 

taken place (e. g., with management controlling workers' shares resulting in 

greater entrenchment) means that restructuring has not taken place. This is 

particularly the case if there are liquidity constraints or limited or no access to 

capital (due to underdeveloped financial infrastructures). As there are differences 
in levels of financial development across regions, this has implications for 

restructuring. 

* Within Russia there is also the issue of fiscal federalism (Berkowitz, 

Zhuravskaya, Litwack, etc. ) which may to a limited extent, influence both 

regional policy and development (in terms of sector diversification). If a region is 
dependent on budgetary transfers they may be less likely to support or fund 

programmes that encourage industrial diversification. This may be particularly 
true in a region that is politically conservative. 

e Output falls: Within the Russian context this drop in output does not mean that 

there has been a collapse in demand. It simply means that during the first few 

years of transition, the domestic market was flooded with foreign imports. 

Domestic producers were unable to compete (see privatisation and lack of 

restructuring problems) so capital became obsolete and under utilised at a faster 

rate. Also, since companies were no longer relying upon a centralised allocation 

system, chaos and disorganisation also negatively impacted GDP. The depression 

experienced is not a result of swings within a business cycle but the result of deep 

systemic transition and transformation. "Since causes of recession are not 

cyclical, conventional anti-recession measures are insufficient. " (Fath, 1994: 38). 

The (exogenous) shocks have been supply and demand shocks, aggregate and 

structural. The shock of liberalisation in transition economies such as Russia has 

been fuelled by the fall in private and public demand for output, the collapse of 

the CMEA and intra-CIS trade. The structural shocks derive from shifts in the 

demand pattern and the profitability resulting from the liberalisation of trade (i. e., 

increased imports) and the decrease and or end of state orders. This is shift in 

relative prices. In Russia, the ability of the firm or industrial sector to adjust has 

been constrained by the near absence of labour and financial markets (Duflo and 
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Senik-Leygonie, 1997). These external and internal market changes and systemic 

transformation policy measures are the causes of the recessions that transition 

economies have, and in some cases, continue to experience. There is also the 

possibility that statistical distortions influence the measurement of recession and, 
in the Russian case, economic and monetary disintegration is important as a 

recession factor. The early reactions by firms in Russia to the change in supply 

and demand conditions have led to a double shock for firms: a shock in 

production costs and a shock in the value of their products. On the supply side the 

removal of subsidies and protection has affected the cost of inputs. The factors of 

disintegration were common across Russia. Empirical evidence from developing 

countries show that local product cycles are linked with regional differences in 

global and national levels of development by assuming that location change is 

demand driven rather than technology driven (Auty 1995). The idea of 

technological shocks does not apply in an economy that has different levels of 

regional development. Since development is diversified across Russian regions, 

the factors causing the collapse would affect some regions more than others. 

4.9 Summary 

Within this review we have examined five subject areas of economics that we 

consider to be directly relevant to the main research question posed. We have 

reviewed the literature and, in each subsection, we drawn from it any relevant points 

which may be applied to the Russian experience. In addition we have provided 

reasons as to why these theoretical concerns are not justified or may not be applicable 

in the Russian case. Although many of the major theoretical points from the literature 

are not applicable in the Russian scenario, we do find that there are some key, 

underlying points that cut across country or regional lines. These core theoretical 

beliefs and empirical facts supporting these beliefs may be applied in the Russian 

context. The application of these key points will be discussed in chapter 5 and 

hypotheses will be drawn from them. These theoretical suppositions will then be 

applied in a methodological context later in this same chapter and continued in the 

case studies (chapters 6 through 10). 
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Chapter 5 Methodology and related issues 

5.0 Chapter outline 

Within this chapter we will discuss the key theoretical points that form the basis for 

this study. We will then develop the research question and examine research 

alternatives. The methodology of the method selected will be discussed followed by 

an overview of the regions selected. We will conclude this chapter with a review of 

possible methodological issues. 

5.1 Summary of Key Theoretical Points 

From the literature reviewed in the previous chapter, several key points emerged 

relating to the development of conditions which may foster economic growth and 
development within market oriented economies as well as in transition economies. 
These factors emerged as being very important for growth and development to occur 
in the longer run as well as in improving the chances for restructuring to occur in the 

shorter term. The key points are as follows: 

9 labour and human capital levels are factors which affect longer term growth rates 

and trends 

9 savings and investment decisions influence the rate of technological development 

and diffusion, capital accumulation, and restructuring 

e government policies during transition are important in attracting investment (both 

foreign and domestic) and are necessary for creating a basis for long run 

economic growth. 

Drawing from this the following principal hypotheses are: 

e supply factors (including human capital, natural resources, and inherited industrial 

and physical capital) affect long term growth and influence restructuring during 

the transition period 

0 IRS and the ensuing agglomeration externalities(from inherited structures as well 

as those that develop during the transition period) in addition to strategic trade 
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policies used during transition have an influence on a country or region's ability 
to restructure and improve its growth trends 

transition policy and instruments of policy used affect restructuring and hence the 

possibility of economic growth to occur 

The first principal hypothesis means that of the regions within this study, those that 

have higher than (Russian) average human capital rates, high levels of natural 

resources, and more developed inherited industrial and physical capital will be 

expected to be in a stronger position to grow and therefore to restructure their 

productive capacities. A consequence of this may be improved TFP rates (including 

labour productivity rates, capacity utilisation rates, and capital efficiency rates) during 

the transition period. The second principal hypotheses means that along with 
inherited industrial and physical infrastructure, growth and restructuring can be 

attributable to changes in the environment during transition which make a region 

competitive and hence improves trade and growth rates (a paradigm shift). The third 

principal means that restructuring and growth can be directly attributable to the 

economic policies of the regional government if all other factors are equal. 

These principal hypotheses are to be investigated only if the null hypothesis is 

rejected. Within this study the null hypothesis to be tested is that inheritance, which 

includes inherited industrial and physical infrastructure, the natural resource base and 

human capital, alone determines the pace of restructuring and economic growth, i. e., 

regions with the similar backgrounds will have the similar growth patterns. The null 

is rejected if there is significant variation in restructuring and economic growth 

between regions with similar backgrounds. In short, the question is what has been the 

effect of regional polices during transition in Russia? 

5.2 Research Objectives 

The research objectives are to examine the economic strategies and policy tools 

selected at the regional level in Russia and to evaluate if these can explain the varying 

levels of growth and restructuring within the Russian Federation. 

88 



The reason for focusing on the regions is that there is an extremely high diversity in 

terms of development across Russia's regions. The December 1993 Russian 

Federation constitution recognises 89 federal subject units comprising 87 

administrative regions and the cities of Moscow and St. Petersburg. All of these 

regions have a common background in that they all experienced and were shaped by 

the previous Soviet system of command central planning. By selecting regions with 

similar backgrounds and different policies, selection bias can be avoided in that 
differences in economic performance can be attributed to policy more than 
inheritance. The selection of the regions and the comparative study design were 

selected to fit the dynamic and causal nature of the questions raised. The questions are 
dynamic because they reflect the change in environmental or operational conditions 

within Russia during transition. They are causal because they relate to and are 

effected by the previous regime's strategies. This central planning system meant that 

the centre (Moscow) decided what and how much would be produced and by whom, 

who would buy and sell the output, how much taxes would be paid, and which 

regions received subsidies. Wages and labour allocation were also controlled from the 

centre. Often wages were based on geographical location, environmental conditions, 

and "strategic" reasons, i. e., if the job was defence-industry related. It was the 

various Goskomitet (state committees) that decided which regions received higher 

wages (usually based on climate of location) as well as who could work where. This 

control on labour movement was done through the practice of Prospiska, that is the 

internal passport system that listed the location(s) one was allowed to live or visit. 

The lack of housing to meet demand was also an important contributing factor in 

limiting labour migration. 

In terms of regional policy, according to Dmitrieva (1996), the primary official 

objectives throughout the whole Soviet period were the relocation of productive 

forces into pioneer regions and the levelling up of regional disparities. Regional 

policy was orientated on the relocation of productive forces from the advanced 

regions in Central and European Russia to the economically undeveloped regions in 

the east and south (Siberia, Central Asia, and Caucasus). The reason for this 
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reallocation of resources was the development of new mineral resource deposits. 

Soviet policy instruments consisted of the construction of enterprises either in regions 
of new settlement or in backward ones, the construction being financed from federal 
budget sources. The relationship between sectoral and regional administrative 

structures dominated policy. Local needs were neglected because of the domination 

of the sectoral administrative structure over the regional one (Tamoshina 2000). 

Many problems of regional development have been conditioned by the location of 

natural resources. 

Therefore the main problem of regional development in the former USSR was the 

uneven distribution of infrastructure stock and production capacities, pools of 

unemployed and underemployed labour and the natural resource location. The 

shortage of labour proved to be artificial due to the labour hoarding that took place. 

Sectoral. subordination generated breakdowns in regional markets, preventing 

efficient supplier-consumer linkages within localities. Budgetary transfers negatively 

affected inter-regional relations. The policy of levelling was a failure. Characteristic 

of Soviet regional policy was the near total lack of regional social Planning. Social 

policy remained tied to the individual state owned enterprise, hence the federal state 

structure. During transition, as these former state owned enterprises have been 

privatised, the undeveloped social care network in the regions has worsened as 

regional and local authorities are forced to take on the costs of maintaining social 

services such as education, healthcare, and housing. All of these had been the 

responsibility of state and had been paid for by subsidies or credits to enterprises. 

As mentioned previously, one of main instruments of regulating labour migration 

flows was the use of regional wage differentials. These wage differentials were not 

necessarily based on qualification of labour or labour productivity across regions. 

They may have been based on the climatic conditions of the region (higher wages to 

lure labour to a harsh climate) as well as being linked to whether or not a region or 

area was 66closed. " Residents of closed areas tended to receive higher wages and 

other benefits since they were not allowed to leave the region or area (without 
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government permission). Because the centre supported wage differentials, whether or 
not the company's revenues covered the higher labour costs was not particularly 
important. Higher labour costs in northern and eastern regions, in addition to 
extremely high capital and transport costs, led to lower efficiency of economic 
activities in these regions. (Dmitrieva 1996: 34) Since the centre was supporting these 
companies through its system of subsidies and negative real interest rates (i. e., these 
companies operated under a soft budget constraint), capital investment continued, 
even when there were decreasing returns to scale on both capital and labour. 

The Soviet Union officially ceased to exist on December 31ý 1991 (although the last 

president, Mikhail Gorbachev, resigned on 25 December). Its largest component, the 
Russian Federation, had declared itself a separate legal entity in June 1990 and 
Russia's first president, Boris Yeltsin, was elected in June 1991. The regions 
themselves gained greater levels of autonomy as a result of the 1993 constitution. 
This autonomy included rights to establish and collect local (rayon) and regional 
(Oblast) taxes, rights to at least some of the natural resources located within the 

region, etc. Regional governments gained new rights such as the power to redistribute 

up to 10% of the output of enterprises located on their territory. They acquired the 

right to dispose of a share of the national export quotas for strategic raw materials. 
Control over the privatisation and de-monopolisation processes launched in mid-91 

was transferred to new regional level structures--the privatisation committees, 

property funds, and anti-monopoly committees (Prokop 1995). 

As discussed in Chapter 2, the constitution did not fully resolve the issues of who 

controlled ownership of natural resources, the distribution of profits from exports, and 
issues related to taxation and subsidies. In practice this has meant that regional 

governments have been involved in resource development. Beyond just collecting 

taxes from these resource industries, regional governments have been able to act as 

gatekeepers to foreign and domestic 
' 
firms and as business partners with private 

domestic as well as foreign firms. The lack of clear ownership has resulted in great 

opportunities for regional and federal officials and organisation to capture rents from 
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natural resource endowments. Since 1992, the republics of the Russian Federation 

have, to varying levels, been engaged in nation state building within Russia (e. g., 
Tartarstan, Chechnya, etc. ). The issue of fiscal federalism has proved to be one of the 

most difficult since the regions are supposed to collect the taxes, forward them to the 

centre, and await subsidies or returns from the centre. This is similar to the former 

Soviet system of the expenditure for the year being determined first, with the taxes to 

pay for it, being collected later (hence the continuing inability to meet budget 

obligations). Although taxes emerged as a major issue affecting enterprise 
development, problems were primarily addressed to federal level requirements. 

5.3 Research Alternatives 

In choosing to focus on regional development there were a number of options 

available. Instead of focusing on four regions with similar backgrounds and with 

presumably different economic strategy and policy, the most obvious alternatives 

would be to have been to examine either: 

1. regions with very different backgrounds and similar policies 

2. regions which are different and have different policies 

3. regions which are similar but have similar policies. 

If I had used the first alternative, then the null hypothesis could not be rejected since 

inheritance may or may not be the only factor that affects growth trends during this 

period of restructuring. Using the second alternative would also have meant that the 

null hypothesis would not be able to be rejected or accepted. Using the third 

alternative would have allowed the rejection or acceptance of the null hypothesis but 

it would be impossible to reject or accept the principal hypotheses. By using regions, 

which are similar but have (presumably) different policies, the null hypothesis can be 

either rejected or accepted and the principal hypotheses can also be rejected or 

accepted. A comparison of similar regions also means that that these regions had 

"historical access to similar information, technology and cultural influences" (de 

Melo, Ofer, and Yossifov 1999). This therefore allows greater generalisability since 
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it is easier to pinpoint the most important factors influencing growth if the null is 

rej ected. 

In reviewing the literature on change in Russia's regions during transition, two types 

of literature emerged; one on centre-region relations with the focus firmly on political 

and socio-economic aspects and the second on the political development or 
democratisation during transition. The first is essentially examining the development 

of fiscal relationships and power structures while the second focuses on the role of the 

political elites within regions and the consequential affects for the region. 

Several papers have been devoted to the study of inheritance and policy (e. g., de Melo 

et al 1996,1997). These papers focused on which factors were most important in 

determining the performance of transition economies and differences in growth. The 

key finding is that political reform is the main determinant of the speed and 

comprehensiveness of economic liberalisation. 

Douglas Sutherland and Philip Hanson (1996) wrote the paper closest to the research 

I have pursued within my study. They also examined the question of how much 

difference does a particular inheritance of natural resources, location and past 

development make to the prospects of regions. The other question they asked was 

how much difference do local leaders make to a region's prospects. Although they 

concentrated on the links between the region's economic structure and the adaptation 

to changed circumstances (the paradigm shift discussed in section 4.4), they looked 

across 78 regions using a simple shift-share analysis. They also note the weakness, 

unreliability and inconsistency in the statistics provided by regional and federal 

authorities (particularly the GDP figures). In his 1996 paper Hanson again examines 

economic change and the Russian provinces. In this paper he focuses on core- 

periphery relations. He says that the political economy of the Russian regions has 

been influenced by institutional inheritance, political agendas, and inherited economic 

structure. He does note that there is an overlap of political and business roles and that 

the government continues to remain greatly involved at the regional level. Although 
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Hanson considers this to be a negative influence on growth, The World 
Competitiveness Yearbook 1998, found Russia's attractiveness ranking going from 

the bottom at 46 out of 46 to 37 out of 46 when describing the extent to which 
government policies are conducive to competitiveness. Hanson sites the "obvious 

reason for policy differences between regions being the variety of economic starting 
points. " He lists income levels, urbanisation, industrial structure, links with the 

outside world (i. e., foreign trade having strong regional effects, particularly in the 

periphery), and, arising from initial differences, chances of successftil adaptation. 
Labour and capital movements are recognised as important long run supply factors. 
To examine these areas he uses national data for all regions. He claims that it is 

unprofitable to seek guidance to local economic policies in the economic prospects of 
particular regions. Again his opinions are based on an examination only of small- 
scale privatisation in 77 regions. 

Oksana Dmitrieva (1996) examines regional disparities using the measures of 
industrial output per capita, capital investment per capital, and the coefficient of 

regional disparities and coefficient of variance. She also uses trends in housing per 

capita, average wages, and infant mortality rates to display a clear tendency to 

stabilisation of regional disparities. She used investments per employee (analysis of 

capital flows) and found an inverse relationship between investment and the capital to 

profit ratio. She found that capital inflows are recorded in regions with lower 

returns--due to constant budget transfers. This directly contradicts the theoretical 

results of Myrdal (1957) which hold that regions with higher returns receive more 

capital. This result only emphasises the command economy of the previous system. 

Amongst other results she found that the interaction of incomes and real living 

standards show that average wages in regions are negatively correlated with housing 

availability. Correlation analysis did not show any increase in earning dependent 

upon level of economic development by regions. There was a much greater influence 

on earning through export revenues measured by hard currency inflows to region. As 

to the improved living standards in some regions with high innovation potential, it 

was not known if these were attributable to market factors or socio-institutional 
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factors such as granting different tax reductions and tax exemptions, licenses for 

export, etc. Her final results were that that regions producing more sophisticated 

outputs and with enterprises having more diversified structure of inputs tended to be 

in a more vulnerable position than those specialising in the processing of local raw 

materials. This fits with the experience of other emerging and developing economies. 

Other work by Glybov and Sutherland (1998) used physical indices of industrial 

performance across 12 regions in evaluating economic development. They also 

examined the effect of electoral outcomes. They note Blanchard's (1997) statement 

that the development of small enterprises would be one sector expected to facilitate 

the restructuring of the economy. Indeed Sutherland (1997) did find that the 

development of this sector has been seen to have a positive impact on per capita 
income in the region. 

Other authors whose methodologies I have borrowed from include Hertz (1997), 

Stoner-Weiss (1997), and Prokop (1995). Noreena Hertz used case studies to 

examine business relationships within Russia during transition. Many of her methods 

of data collection, including face to face interviews, primary and secondary research, 

direct observation through extended trips, taping interviews and using hand written 

notes, have been duplicated in my study. Kathryn Stoner-Weiss examined the 

political economy of Russian regional governance. She also selected four regions for 

study (Nizhny Novgorod, Saratov, Tyumen, and Yaroslavl'). These regions differed 

along economic, political and geographical lines. Since she was seeking to study the 

tie between economic and political elites, using regions with difference economic 

sectors and different political orientation was appropriate for such a study. In 

addition to Oblast information she employed material from other regions for a 

broader national perspective. I have mirrored this in comparing regional economic 

measures to national averages. Stoner-Weiss' measures of regional economic 

development policy include 1) the extent and scope of attempt to promote inter- 

regional and foreign trade and 2) general measures to improve the performance of the 

local economy. In her 1995 paper Jane Prokop examines growth and differences in 
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conglomerates in Russia. She focused on a comparison of two financial industrial 

groups in East Siberia. Information on their structure and activities was gathered 
through in-depth interviews with participants (managers and industrialists who took 

part in the organisation of conglomerates) as well as examination of official 
documents and newspaper articles about the conglomerates. 

5.4 Methodology and regions selected for study 

In conducting this research, a decision was made to do a comparative study of four 

regions (Oblasts) in Russia. This does not mean that these are four individual case 
studies since case study design implies that the work is theory generating, not theory 
testing. This study is theory testing. The feature of the approach lies in its combined 

use of statistical and field survey data (qualitative and quantitative information). The 

reason for focusing the study on only four regions of Russia's eighty-nine separate 

regions is that the small number permits in depth study. The options were either to 

take a superficial overview of all regions, based on secondary and tertiary data 

sources that include often unreliable and/or conflicting federal statistical data, or, to 
focus in depth on a few regions. The second option provided a greater opportunity to 
immerse myself within the locale climate for a longer period of time and gain a better 

understanding of local conditions and policies. This field based comparative research 
design allows the ability to examine the effects of policies in the context of the 

economic and institutional settings. By choosing four regions that are very similar in 

terms of industrial structure with a heavy concentration of military industrial 

production, high human capital levels, virtually ethnically homogenous, highly 

urbanised, with similar population size, dominated by large cities, and to a lesser 

extent possessing similar land size and natural resource endowment, there is control 

of environmental variation. This allows the focus to remain on the effects of policy. 

Although it can not be guaranteed that policy variance is sufficient "on paper" we do 

expect to see variance "in practice. " Field survey results make a significant 

contribution towards the exploration of regional trends. Due to the nature of changes 

occurring within these regions as a result of the change in paradigm, i. e., the break 

with the Communist central planning system and the move towards a market oriented 
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economy, the contextual rationality of decisions taken by regional authorities has to 
be considered. In-depth fieldwork facilitates this. 

The reason for selecting four regions (as say, opposed to three or five or six) was that 

I wanted to select regions that had highly similar "starting points" and faced many of 

the same problems. Russia's regions inherited very different industrial structures and 

have been classified as falling into three types: natural resource dependent economies, 

industrial urban economies, and agricultural rural economies (Lynn 1996). Given the 

time required for planning, travelling and actual fieldwork, in addition to the financial 

costs involved in these processes, the study had to be limited in size. This then 

became a question of geography. The specific regions selected are all significant parts 

of Russia's industrial base, and more importantly, they all had a very high percentage 

of their human, physical and natural resources dedicated to production of military 

industrial products prior to "reform" and had all been "closed" regions. The regions 

selected all have as part of their inheritance a high technical scientific base. If one 

goes back to the key points in the literature on the relationship between technological 

diffusion and growth, then if they are able to use their inheritance in such a way as to 

increase industrial diversification, they should be able to better cope with supply and 

demand shocks and restructure their productive capacity better than other regions 

without a "positive" inheritance. 

The regions selected are the Sverdlovsk region, the Chelyabinsk region (both of these 

are located on the eastern side of the Urals and slightly east of Western Siberia), the 

Nizhny Novgorod region located within the Volga-Vykatsky area (the upper Volga 

river area), and the Samara region, in the Volga area (lower Volga river region). 

Within all of these regions the population is mainly urbanised, the industrial 

production is similar with most being focused on machine building, chemicals, and 

fuel-energy (either production or processing). All four regions have good transport 

development (when compared to Russian average) although the raw material base is 

somewhat different in the Ural region than in the other two regions. Again, the main 

reason these regions were selected was due to the highly developed role that the 
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military industrial complex (hereafter to be known by its Russian acronym VPK) had 

played in each of the regions industrialisation orientation and the correspondingly 
highly educated labour pool needed to staff these enterprises. The high levels of 
VPK that existed prior to transition means that defence conversion will be an 
extremely important issue for the regions since some areas (including some cities) are 
dominated by, and hence dependent upon, the fate of these enterprises. Since these 

regions were generally forbidden to foreigners until the early 1990s they will have to 
develop economic strategies or industrial polices to attract both Foreign Direct 
Investment and domestic investment. 

Therefore, by selecting these four regions with similar structures and problems as 
described above, the effect of specific regional policy on the restructuring can be 

evaluated if the null hypothesis is rejected, i. e., if the regions have different 

restructuring and growth trends. If the null hypothesis is rejected then reasons why it 

was re ected must be examined. If the reasons are related to any of the primary j 

hypotheses discussed then the link between the results in the regions and the 
individual hypothesises will be examined. 

In terms of the analysis the dependent variable will be the economic performance in 

the four regions reviewed. The economic performance measures that will be 

compared across regions include GDP per capita or a suitable proxy. One proxy that 

will be used is average real income per capita per month. This proxy will be used 
because data on regional gross real domestic product is not available throughout the 

period under examination. Measures for economic performance will include 

investment and savings rates (as these effect long term growth), exports and imports 

(which may reflect changes in the envirom-nent under transition), unemployment 
levels, SME (small and medium enterprise) development, which can be an indicator 

of policy (e. g., support programmes) and the changing environment (lay-offs and 

bankruptcies which requires workers to seek new forms of private employment). 

Socio-economic indicators included in this study are the percentage of the population 

living in poverty (those having incomes below the official minimum), regional life 
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expectancy rates, doctors per ten thousand of the population, infant mortality rates, 

and phone lines per 10,000 people (a measure of development used by the World 

Bank). The independent variables will be the economic and industrial policies 

selected by the regional authorities. 

The selection of the regions and the comparative study design was done so as to fit 

the dynamic and causal nature of the questions raised. This study is both quantitative 

and qualitative in nature due to the topic under discussion. As noted by other 

researchers finding the perfect or best measure for explaining regional disparities in 

growth can only be partially done by statistical methods alone. This is due to the fact 

that Russian data is extremely unreliable. The Federal and regional Goskomstat 

statistics often supply different numbers for the same indicators for the same years. 
To further confuse the situation they quite often use different base years for 

measurement. The Federal Goskomstat alone provides conflicting data, i. e., it is 

constantly revising its statistics and changing the base years in the process. Data is 

often missing in both Federal and regional statistics. Most importantly the methods of 

collecting and processing data can differ between the two authorities thus resulting in 

greater variance between numbers supplied. The definitions of some important 

indicators can also differ, e. g., unemployment, which may be given as registered 

unemployment or may follow ILO conventions, which also contributes to the 

unreliability of the statistics presented. Econometric tests with the quantitative data 

will not be run due to the small n, the problem of auto correlation, and potential bias. 

As a result of this unreliability the decision to use qualitative data obtained through 

descriptive regional studies and interviews was taken. The goals of this fieldwork are 

to gather information on the policies put into place, reasons why certain policies were 

selected, how the results have been interpreted, what people perceive as the 

advantages or disadvantages of a particular region, etc. Questions posed within the 

interviews were linked back to the key areas in the literature reviewed (e. g., labour, 

trade, privatisation, human capital, infrastructure, wages, technological diffusion, etc. ) 

Questions were posed on policy and implementation at both the federal, regional, and 
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local levels. The questions posed also allow an examination of government related 

obstacles to doing business, e. g., the regulatory environment, trade policies in terms 

of customs procedures and foreign currency regulations, tax regulations, corruption, 

etc. Respondents were not given the questions before the interview although, if they 

asked, they were told the general areas to be covered within the interview. These 

questions are of importance since perceived obstacles can hinder further investment 

and hence influence longer-term growth. The response to these questions will help 

make the distinction between federal and regional effects. These regional studies and 
interviews with senior level personnel representing federal and regional authorities, 

foreign and domestic business and academics, are used to help explain what the 

numbers presented really mean. Social science measures are supplemented by 

immersion. Immersion is through extended trips to each region under study 

(approximately a month in each region). There are precedents; these interviewing 

techniques have been used by a variety of authors in their studies (see section 4.4). 

The information in those studies were typically gathered through in-depth interviews 

with participants as well as the examination of official documents, newspaper articles, 

and other academic and institutional work. The tactics for data collection include: 

" preparatory (pre-field visit) contact with potential interviewees (if possible) 

" face to face interviews using a master list of questions related to the key points of 

the literature reviewed and the primary hypotheses 

9 taping the interviews (only with the consent of the interviewee; the tape recorder 

was purposely kept in sight of the interviewee and shut off when asked) 

e hand written notes of interviews 

9 introduction of new questions from the master list as needed. The questions posed 

are open ended because of the confidentiality requirements of some of the 

organisations interviewed and the unwillingness of respondents to give exact 

information, e. g., for fear that the tax authorities may obtain the information since 

some of the locations were known to be "bugged" by the Russian authorities. 

9 use of primary and secondary research documentation (both qualitative in the 

form of general literature about the regions and quantitative in the form of 
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statistics from both the regional and federal state committee for statistics, as well 
as Oblast statistics. ) 

9 documentation included financial and production information, existing studies 
where available, newspaper/journal articles, official regional, federal and local 

government information (in Russian) and web based materials (in Russian and 
English) 

5.4.1 Interviews 

The purpose of these interviews was to provide qualitative data, which would provide 

a better understanding of what was happening within a region than may be revealed 
through statistics alone. The interviews were conducted so as to clarify the actual 

conditions under which enterprises were operating, how inviting an environment for 

business and investment (and hence growth) the region provided, and whether or not 
those most greatly affected by regional policy (or lack thereof) believed it to be an 

effective tool. As stated by Hanson and Bradshaw (1998) "... in a textbook market 

economy regional patterns of change should be capable of being understood (given 

the changes in technology and demand) with the use of location theory. The 

decisions of firms and households in one area of a country are made under much the 

same conditions as the decisions made in another area of the country. Resources and 

goods move without impediment within a national economic space. Therefore an 

analysis of location, taking into account agglomeration effects, should work well. In 

Russia, under transition, this is not true. Regional jurisdictions do matter. The 

decisions by firms and households in one province are often made under conditions 

that differ substantially from those in another, even a neighbouring jurisdiction. " 

Understanding why the economy of one region experiences positive growth, while 

another region does not, requires an understanding of how and to a certain extent 

why, these differences work. As mentioned, statistics are not always reliable since 

there is often a discrepancy between the regional and federal Goskomstat results as 

well as differences in collection methods and evaluation. Therefore qualitative data is 

presented. The economic indicators given are to place the region against a broader 
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background. We shall also attempt a multifactor analysis within Chapter 10 with the 
data obtained. 

The questions posed to the interviewees focused on the following areas related to the 
literature reviewed: inheritance (e. g., physical and industrial infrastructure from 

previous regime), labour including level of human capital and mobility; trade; 

privatisation; and technological diffusion. The results of these questions, although 
important in every Russian region, can be used to address variation in the regional 

growth rates since implementation of regional and federal laws and decrees is done at 
the local, sub-regional level. Also the resources may not be uniform throughout a 

region so that large internal differences may exist. A region, due to the location of the 

resources (both physical and human) may have a divided economic character. For this 

reason individuals and organisations which operate in more than one location within 

the region were sought out as respondents. This study does not seek to concern itself 

with the economic and political rifts that exist within a region. The questions posed to 

interviewees were split into two sections: those for regional authorities and those for 

business or non-commercial, non-governmental organisations. The questions posed 

to the two groups differed because the groups' approach towards Policy would be 

expected to differ since the issues that each face are different. The questions selected 

are directly related to the points raised in the literature reviewed and linked to the 

three primary hypotheses which emerged from that review, i. e., supply factors, IRS 

and strategic trade, and transition policies. 

5.4.2 Questions for Regional authorities and representatives of federal 

institutions and organisations 

background and motivation for strategies 

selection process and speed of implementation 

extent or depth of implementation 

evaluation process 

implementation 
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5.4.2.1 Questionnaire on Regional Economic Strategies and Industrial Policy: 

Reizional Authorities 

What are your objectives for your region? 

How are you going about to reach these objectives? 

" Fiscal: What is the average level of tax paid in your region? What is the 

percentage of that which goes to Moscow? Are you fiscally independent from 

Moscow (i. e., does the amount you pay in tax to Moscow equal the amount you 

receive from Moscow in terms of credits and budgetary flows? Do you feel 

pressure from Moscow to cut budgetary expenditures? Do you negotiate 

unilaterally for lower tax sharing (as opposed to working with the other Oblasts 

of this particular region)? Levels of transparency. 

" Regional privatisation policy: What does this encompass? Which 

enterprises/sectors are not being privatised and why? What is the percentage of 

firms in each sector undergoing liquidation or bankruptcy? Is land privatisation 

taking place? Are inhabitants of the region able to purchase their homes? What is 

the percentage of home ownership? What is the main method by which this 

privatisation occurs? 

" Bankruptcy? Has this been addressed at the regional level or is there reliance upon 

federal laws and decrees only? 

" What policies have been put in place to encourage SME development: 

" Are there credit guarantees (and by whom? ) 

" Is there provision of legal aid to entrepreneurs? 

" Is there provision of entrepreneurial training and development programmes 

" Other financial support (what form) 

" Are there tax credits (holidays) for companies? Length of time? 

" What additional polices have you initiated to encourage/foster industrial or 

service industry growth? Where has industrial growth/decline been 

strongest/weakest? 
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0 

0 

9 

0 

. 

Breakdown by industry: Are there any industries that the Oblast is 

encouraging/supporting through various schemes and why ("picking winners"). If 

yes, why these particular industries? 

Is the Oblast seeking to encourage growth of new industries (i. e., those industries 

which may already exist but are not dominant or completely new to the region) 
Are there free economic zones/export processing zones in the Oblast? In 

particular rayons in the Oblast? If yes, how successful have these been? 

Are there financial industrial groups registered in your region? Do you see these 

entities as being beneficial to local/regional development? Why/Why not? 
Which policies do you feel have been the most (least) successful and why? 
How successful have regional bond issues been? Is it just equity or debt as well? 
What is the turnover? What is length of time (30 day, 90 day, etc. )? How has the 

federal market affected the regional market? What is total turnover? What 

percentage of the domestic population is buying bonds? 

5.4.3 Questions for industry and services 

o Investment climate 

* corporate govemance 

o labour supply and quality 

trade and direction of Production 

economic strategy and policies adopted and their affect on the 

business/organisation in question 
5.4.3.1 Questions for Business/Industly/Services 

Investment 

Is this a joint venture, green field operation or brown field purchase? Why did you 

choose to go with this particular option? 

Who has managerial control? How does this affect corporate governance? 

Why did you choose to invest in this region as opposed to another region? 

What have been the major problems you have faced here, e. g., discriminatory 

taxes on wages, imports, exports, rayon/Oblast "duties" or licenses, 

Do you contribute to the rayon or Oblast's social infrastructure and how? 
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9 Legal infrastructure: do you believe that your rights as a legal entity here are 
secure? If not, why not? If yes, why? 

9 Have you ever felt pressured by the rayon and/or Oblast authorities or 
administration in terms of what you are producing, who you are selling to/buying 
from, etc.? 

* How important of an issue do you think corruption is for you in your day to day 

operations? 

Trade 

9 What is the market you are hoping to reach by having a production facility here? 

Who are you targeting (domestic, near abroad, inter-regional, export and to 

where? ) 

9 Do you export and to where? How have you altered your production? What is the 

sales volume? How are you calculating your overhead and general production 

costs? 
Problems with imports/exports of material inputs 

Problems with imports/exports and regional or federal officials 
Labour policies 

* How many people do you employ? What is the average salary? What is the 

average level of education of your employees? Average age? 

* Have you had a problem with labour flexibility in terms of being constricted by 

local/regional laws and decrees which has influenced your inability to fire or hire 

e Labour/personnel issues? 

Economic Strategy and Policy 

e What policies would you like to see adopted which would further facilitate growth 

and why do you think these policies would be useful to you? 

9 What polices or programmes (federal or regional) do you feel are most beneficial 

to your company? 

The results of the qualitative data (interviews) and the quantitative data (statistics) 

will be combined such that if the statistics do not reveal significant differences 

between regions with the economic performance indictors to be used, then the 
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qualitative data will be used to try to explain why. The purpose of using the 

qualitative data in this manner is to try to pinpoint which factors are most important in 
influencing restructuring and which regions appear to be most likely to experience 
higher levels of growth in the longer run. Again the factors listed are related to the 

primary hypotheses. 

5.5 Methodological Issues 

The literature review was done in an effort to provide a theory or paradigm from 

which to base the study. The study itself needs to meet scientific objectives set forth, 

namely to develop the link between inheritance and the ability to restructure such that 

prospects for growth in the longer term are high. As previously noted, confidentiality 
is very important in terms of both the companies interviewed and the individuals 

themselves. Within Russia there remains deep suspicion towards requests for 

interviews or other information gathering activities by foreigners as well as by 

Russian nationals. Re-assurances had to be given that the tax or other federal and 

regional departments would not have access to any information I gathered. Since 

much in Russia depends on the development of "relationships", spending time within 

a region was a necessary pre-condition to not only to familiarise myself with the 

conditions in the region, but also to gain an insight into the actual workings of the 

region through informal meetings. Given this need to immerse myself in the 

environment, time constraints must be recognised in terms of the small number of 

regions visited as well. As mentioned previously, it is a question of depth versus 

superficial data collection. 

It is recognised that there are a number of potential weaknesses in this study including 

selection bias, missing data, multi-collinearity of variables and measurement error. 

All of these can affect construct validity as well as statistical conclusion validity. The 

evaluation of policy effects and the analysis of environmental similarity can be basis 

of measurement error since these effects may be both moderators and mediators in 

determining the differences in regions. There is also the possibility that the time lag in 

measurement of leadership effects may affect the results such that a false positive or 

106 



vice versa is obtained. Missing data and actual differences in data collection (by 

regional and federal Goskomstat) must be considered within the evaluation of the 
results (hence the qualitative aspect of this study). It is also noted that there may be a 
problem with the sample size (since the small n may be considered a threat to external 
validity and the overall generalisability of results obtained). This means whether or 
not the findings, along with the rejection or acceptance of the null hypothesis, can be 

seen or approximated in different regions. 

On the other hand, there are a number of potential strengths within the study 
including external validity because it is a cross sectional study (it covers a range of 
industry and services). The questionnaire uses groups that are the same as those 

targeted by policy so there should be generalisability across regions. The selection of 
the regions was not a random process, as explained previously, so left hand censoring 

would not be a problem, which is a further support to validity. 

Despite the potential weaknesses of the study it is hoped that some results may be 

obtained which may contribute to developing a link between economic growth theory, 

transition theory, and industrial policy. 

5.6 Summary and Application 

Having selected four regions for review that are expected to provide a good basis for 

comparison, we shall continue with a thorough examination of these regions in the 

following four chapters (chapters 6 though 9). Background histories of the regions 
including economic and political development will be reviewed as will resources 

(both human and physical), economic geography, environment, and infrastructure. 

The similarities in the regions will be presented and briefly discussed first and then 

we shall move onto differences. The chapters will take the following form: the first 

section will relate to supply factors, the second section will discuss the changes that 

have taken place during transition (the paradigm shift) and the final section will 

include an overview of the interviews conducted in each region (comprising a 

composite of inheritance, paradigm shift, and policy) All statistical data will be from 
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the Goskomstat (State Committee for Statistics) publication Regions of Russia 1999 

unless stated otherwise. 
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Chapter 6 Regional Backgrounds 

The four regions selected for this study were selected, as discussed in the preceding 
chapter, because they were very similar at the start of Russia's independence in 1990. 
Within this chapter we will highlight and discuss these similarities. We shall examine 
population and educational trends, privatisation issues, agricultural production rates, 
transport and communications infrastructure, and the health and income relationship. 
The differences in histories, resources, and experiences will be discussed in the 
separate regional chapters (chapters 7 through 10). 

6.1 Population and educational trends 

The four regions are all highly urbanised (Sverdlovsk at 87.5% Nizhny Novgorod 
78%, Samara with 81%, and Chelyabinsk with 81.5%). The regions are ethnically 
predominantly Russian (94.7% in Nizhny Novgorod, 88.7% in Sverdlovsk, 83.4% in 
Samara, and 81% in Chelyabinsk. ). The importance of ethnic homogeneity is that it 

means the threat of inter-ethnic hostilities, territorial claims or political demands are 
low. All four regions have very large cities (and hence a larger number of universities 

and students than the Russian average as shown in the following table). This is a 
direct consequence of these regions being host to a large number of military-industrial 

enterprises, which required highly educated workers. Despite the higher than average 
levels of education, it does not mean that there is necessarily a match between 

educational levels and the abilities needed within the new, market-oriented economy. 

Table 6.1 Number of students in state specialist institutions (per 1000 of population) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 Rank 

RF 153 148 141 134 127 130 134 137 141 ---- 

NN 161 160 153 143 132 137 144 149 153 29th 

Sv 175 155 148 144 136 143 147 156 164 12th 

Sm 172 169 157 154 147 157 160 163 163 14th 

Ch 189 165 160 154 146 155 162 163 162 15th 

At the beginning of the academic year, 1998 ranking 
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The regions, as has Russia overall, have experienced a fall in natural rate of 
population growth throughout the 1990s. Although there has been some net 
migration into the regions in this study (notably Samara and Sverdlovsk) with the 
majority of migrants being ethnic Russians from the former Soviet republics, the 

overall trend has been one of outward migration. 

Table 6.2 Natural rate of growth of the population (per 1000 of the population) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

RF 2.2 0.7 -1.5 -5.1 -6.1 -5.7 -5.3 -5.2 -4.8 
NN -1.6 -2.8 -4.7 -8.1 -9.5 -9.5 -8.3 -8.2 -8.1 
Sv 1.0 -0.7 -3.2 -6.6 -7.7 -7.1 -6.4 -5.9 -5.4 
Sm 1.2 -0.2 -1.9 -4.8 -6.1 -6.2 -6.3 -5.7 -5.8 
Ch 2.9 1.2 1 -LIT -4.6 -6.1 -5.8 -5.0 -4.6 -4.0 

Table 6.3 Coefficient of Migration growth (per 1000 of the population) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

RF 11 3 12 29 55 34 23 24 19 

NN 5 4 27 42 84 56 41 45 40 

Sv -8 -15 -14 -2 29 36 29 29 22 

Sm 23 22 67 80 129 82 60 54 53 

Ch -6 -15 0 -2 78 28 22 54 47 

The coefficient of migration growth indirectly tells us about labour mobility and 

levels. With more migration taking place it means that labour is becoming more 

flexible but there are continuing problems with labour mobility. The lack of housing 

market development (bank mortgages and land privatisation), the continued reliance 

upon regional and local social services, and the (illegal) enforcement of the propiska 

(permit) system that requires permission and registration with the regional and local 

authorities all negatively impact labour mobility and availability. Although there is 

sufficient labour overall, the quality of the labour available varies. 
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Table 6.4 Percent of population older than working age 
I 1991 1992 1993 1994 1995 1996 1997 1998 1999 Net 

change 
RF 1 19.0 19.4 19.8 20.1 20.2 

ý 
20.5 20.7 20.8 20.8 1.8 

NN 23.1 23.4 24.0 74.2 4 ý3 24.5 24.7 24.6 24.4 1.3 
Sv 19.2 19.6 20.0 20.3 20.4 20.6 20.8 20.9 20.8 1.6 
Sm 19.0 19.4 19.7 20.0 20.0 20.2 20.6 20.8 20.8 1.8 
Ch 18.9 19.3 19.8 20.1 20.1 20.4 20.7 20.8 20.8 1.9 

Table 6.5 Working age population (as % of total, men 16-59 years, and women 16-54 

years) 

I 1991 1992 1993 1994 1995 1996 1997 1998 1999 Net 

change 

RF 56.7 1 56.5 56.5 56.6 56.5 57.0 57.3 57.8 58.5 1.8 

NN 55.4 55.3 55.1 55.2 55.4 55.5 55.8 56.3 57.0 1.6 

Sv 56.7 56.7 56.7 56.9 57.2 57.5 57.8 58.4 59.1 2.4 

Sm 

1 

57.9 57.8 57.9 58.1 58.4 58.7 58.8 59.2 59.8 1.9 

Ch 56.5 56.4 56.3 56.5 56.8 57.0 57.2 57.7 58.5 2.0 

Despite this negative growth trend, the actual labour force supply has increased 

during the 1990s. Nevertheless the replacement ratio is expected to drop in coming 

years as fertility rates in these regions, as in all of Russia, have declined since 1986 

(Fesbach 1995). The dependency ratio will also be negatively affected in the medium 

to long term since the number of pensioners relative to the number available new 

workers, increases. 

6.2 Infrastructure 

The regions had similarly developed infrastructure (transport) links although only 

Sverdlovsk and Samara may be considered to be "hub" regions. Samara not only has 

rail and road networks but an airport able to accommodate international planes (e. g., 
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the US airforce 2 aeroplane). The region also has relatively developed water 
transport routes. Sverdlovsk also has an "international" airport and with its rail 

network,, it is considered to be the Ural regions capital and gateway between east and 

west in Russia. 

The regions are also broadly similar on another 

communication infrastructure as shown in the table below 

development measure, 
Despite the apparent 

similarities these numbers can not be taken as absolutes since there has been a growth 
in communications in all the regions with the use of non-terrestrial communication 
devices (mobile phones). These numbers do not include internet or fax connections. 
During the 1990s the federal railroad ministry, the regional Svyazinvest companies 
(telephone companies) and Rostelecom (the federally owned and operated largest 

supplier of telephone lines in Russia) have installed fibre optic cable and sought to 

expand the broadband of old copper cable in an effort to improve regional 
communications. 

Table 6.6 Telephone per 100 households (urban) 

1990 1 1991 1992 1993 1994 1995 1996 1997 1998 

NN 30.2 32.0 33.9 35.9 37.7 41.1 44.8 46.2 51.4 

Sv 26.4 28.2 29.9 32.0 33.3 37.7 41.3 41.5 39.3 

Sm 

1 

27.4 29.8 31.3 32.0 33.2 34.3 35.7 37.6 39.1 

Ch 25.5 25.7 27.1 29.1 31.5 34.8 38.3 42.0 42.7 

6.3 Privatisation issues 

The major similarity is that regions were all fully or partially closed during most of 

the Soviet era. They all "re-opened" by 1992. Since 1992 there has been extensive 

privatisation in all of the regions in this study. By 1999, on average, over 90% of 

enterprises in these four regions had been privatised. Nevertheless these four regions 

are unable to privatise some of their enterprises "for strategic reasons" according to 

the federal government, or are required to maintain a percentage of their capacity 

utilisation for military productionAs previously mentioned the regions all contained a 
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high amount of military industrial enterprises (VPK) and associated institutes 

(including scientific research institutes and research and design bureaux). Although 

the exact percentage of the population in each of the four regions employed by the 
VPK (directly and indirectly) at the start of the transition period is unknown, it is 

estimated that Sverdlovsk had the highest level of relative (defence employment as a 

percent of population) and absolute (total VPK employment) followed by Nizhny 

Novgorod, Samara and Chelyabinsk (Gaddy, 1996: 28). It may be expected that the 
level of restructuring of productive capacity may be lowest in the region with the 
lowest level of VPK penetration into the regional economy. Given that restructuring 

and future growth are very much associated, it is would therefore be expected that the 

most militarised region would have the lowest monetary income per month per capita 
if regional GDP declined as much as the fall in military related production. This does 

not seem to be the case and we will discuss why in Chapter 11. Despite there having 

been substantial growth in the service and trade sectors in the economy, there 

continues to be a supply side problem, increasing the (regional) economy's capacity 

to produce goods and services. This is very closely tied to the problem of 

underdeveloped financial institutions and markets. Although there are numerous 
branches of the state savings bank (Sberbank) in all four regions, there has been very 

slow bank development. The majority of banks that emerged during the 1990s were 

associated with particular industries or have been closely tied to regional elites (those 

with ties to the regional power structures). 

6.4 Agriculture 

The regions are all highly industrialised with agricultural playing only a minor role in 

regional GDP. As in all of Russia agriculture in these regions has been greatly 

affected by the privatisation of the former large collective farms (Kolkhozes) and 

state farms (Sovkhozes) and as well as poor infrastructure (including the lack of 

storage facilities) and distribution. 

In Nizhny Novgorod, by mid-1998, approximately 220 farms had been privatised 

(half of the region's Kolkhozes). The farms that were privatised inherited the debts of 
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the previous system. According to interviews with foreign advisors working with 

privatising state farms, the debt burden had not been forgiven or rescheduled. The low 

price paid to farmers for produce due to some state (and regional) controls over prices 

on "strategic goods" (e. g., milk) means that investment in newer technologies that 

may improve efficiency has been almost impossible. The cash element of support the 
farms previously received from the state is gone. The implication is that the 

government effectively freezes prices on some market goods, but does not subsidise 
the cost to farmers. Agricultural production is subject to external political demands 

(regional or rayon authorities authorising sales of produce only within the region and 
low prices resulting from fixed prices paid). According to interviewees, the reasons 
for this type of action were not made clear to either prospective customers outside the 

area. The situation was usually only resolved when the regional authorities stepped in. 

The farmers have had to seek additional financing to re-cover these costs from banks. 

Given that they have generally inherited debts and, as discussed below, insufficient 

collateral, they are forced to rely upon the (federal) state agricultural bank which 
itself has been declared bankrupt. Nevertheless agriculture had not experienced a 

very strong drop in terms of production levels. In Samara agricultural production 

seems to have benefited by farrn "privatisation". Although by 1999, land was not 

allowed to be privately owned (according to federal law) the region had instituted a 

"long lease" (similar to a United Kingdom leasehold agreement). This was supposed 

to act as an incentivisation mechanism for farmers to focus not only on boosting 

production levels, but on longer term restructuring and investment projects. 
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Table 6.7 Index of the physical volume of agricultural production (in comparable 
prices, as a% change of previous year), farming only 

1994 1995 1996 1997 1998 

RF 88 92 95 102 88 

NN 87 98 98 96 93 

Sv 89 103 96 102 92 

Sm 94 1 86 99.3 117 81 

Ch 93 79 101 131 74 

Banks were not and continue not to be willing to lend to farms. They have not been 

willing to lend since the valuation on the machinery and buildings is usually quite 
low, hence collateral is limited. The farms are, in the words of one interviewee, 

undercapitalised and capital constrained. The majority of former state farms are 
bankrupt in all but name. The lack of funding means that restructuring is not taking 

place. Because subsidies to agricultural areas within these four regions were reduced 
during the 1990s as total federal and regional government revenues fell this has in 

turn raised the question of the viability of farms in areas with difficult geographical 

conditions (e. g., Sverdlovks and Chelyabinsk). The situation is worsened by the fact 

that the farms are still responsible for social factors (housing, medical care, etc. ). In 

addition, land is not tradable (there is no federal law on land privatisation although 

some regions, notably Saratov to the south, had instituted land privatisation). The 

changes in agricultural production may also in part be due to the weather patterns 

over the 1990s. 

6.5 Health and Income relationships 

Although the regions all have lower than the Russian average infant mortality rates, 

the difference is not that significant in the cases of Nizhny Novgorod and 

Chelyabinsk. It is of interest that the rates are much lower for Samara and, to a lesser 

extent, Sverdlovsk. The fact that these two regions experienced higher than Russian 

average real monetary incomes per month per capita over at least part of the decade, 

seems to support the idea of a relationship between health and income. It may be the 
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case in these two regions, particularly in Samara, that regional wealth is spreading or 
trickling down, that social funding is better, or that people are more able to pay for 

private medical care 

Table 6.8 Infant mortality rates including 1998 ranking 

1990 1991 1992 1993 1994 1995 1996 1997 1998 Rank 

RF 17.4 17.8 18.0 19.9 18.6 18.1 17.4 17.2 16.5 ----- 
NN 15.6 16.2 16.9 18.6 16.2 16.4 15.7 18.5 16.1 36th 

Sv 16.1 17.0 17.5 19.2 18.9 17.5 19.1 15.3 14.4 18th 

Sm 18.1 15.8 15.7 16.7 16.3 14.0 13.7 12.6 12.6 9th 

Ch 16.5 15.8 15.8 19.2 16.8 16.6 17.9 17.5 16.0 3 5th 

The measure of doctors per 10000 of the population seems to be more the result of 

inheritance. The fact that the level of health care available as measured by doctors per 

10000 of the population is, with the exception of Samara, lower than the Russian 

average could have several causes. Possible reasons for these low levels include 

inheritance (not many doctors being allowed to move to the formerly closed area) or 

low social funding, itself a by-product of low levels of economic growth. Access to 

proper medical care has become more dependent on the ability to pay for services as 

regional goverm-nents, which became primarily responsible for paying for such social 

services, have seen their income revenues shrink due to low tax collection rates. The 

fact that Samara has the highest real monetary monthly income per capita of the four 

regions for most of the period in this study, does lend weight to the idea people there 

are better able to pay for (private) medical care and hence doctors remain in the 

region (usually the big cities). 

116 



Table 6.9 Doctors per 10000 of the population 

1990 1991 1992 1993 1994 1995 1996 1997 1998 rank 

RF 45.0 42.6 43.0 43.4 43.3 44.5 45.7 46.2 46.7 ----- 
NN 39.8 38.3 40.1 40.6 40.2 42.0 42.8 43.2 43.1 41st 

Sv 36.5 35.8 36.4 37.0 37.0 39.0 39.1 39.9 41.0 48th 

Sm 45.0 43.8 44.5 45.3 46.0 47.3 48.4 48.5 48.7 19th 

Ch 36.4 34.2 34.5 38.3 37.2 38.0 39.9 38.7 38.9 52nd 

6.6 Summaty 

In this chapter we reviewed many of the similarities within the four regions. We 

discovered that there were many common factors within the development of these 

regions and that these factors continued to influence these regions during the 1990s. 

Within the next four chapters we will seek to highlight more of the differences in 

development and experience of these four regions. 
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Chapter 7 Nizhegorodskaya Oblast (Nizhny Novgorod Region) 

Summary of findings 

At the beginning of transition, the region of Nizhny Novgorod had four factors in its 

favour: geographic location, a highly educated labour force, a strong industrial base 

(due to the concentration of military industrial enterprises there), and an economically 
liberal governor. 

The Oblast of Nizhny Novgorod, as the first "reforming" region in Russia, has been 

continually displayed as a success story in the western press and a showcase for 

reform. During the 1990's the region was successful in attracting foreign investment 

and a multitude of bilateral and multilateral aid and development programmes set up 

office there. Despite being a showcase of privatisation (the first privatisation in the 

country took place in Nizhny Novgorod in 1992), regional unemployment increased 

(albeit at a slower rate than the Russian average), life expectancy rates (for men in 

particular) dropped to second and third world levels, and wages fell. Following the 

August 1998 financial crisis, the region saw its standard of living fall (wages, moneys 

for healthcare and other social services dried up, etc. ) along with the rest of Russia. 

Its industrial production (including privatised industrial production) declined as has 

its savings rates (which had been higher than the Russian average). Given the 

positive inheritance, the region has underperformed. Why, despite all the international 

and domestic interest, has the region failed to prosper? Why has it gone from being 

one of the "better" regions (ranking roughly 15 th of the 89 regions in 1991 to 41't by 

the end of the I 990S)? 6 

The very factors which encouraged Western investment (both direct and portfolio), 

namely the perception that there was the political will towards reform and an open 

business climate have, in many ways, worked against the region in the longer run 

since it was so dependent on the individual politician in charge. As the politician 

This ranking is based on monthly monetary incomes per capita obtained from the Federal Goskomstat 
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changes, the environment changes. Policies resulting from regional legislation and 
decree may be over-ridden, ignored, or reversed. Implementation of key laws or 
decrees meant to create a positive business environment are not enforced. Skills have 

not been transferred and the region has developed a dependency on multilateral and 
bilateral aid programmes. Regional banks depend on international financial 

institutions to provide finance to small and medium sized enterprises. These regional 

and Moscow branches are still not fully acting as commercial banks. 

Despite the negative results from the first 9 years of transition, there are opportunities 

for growth. The prospects for long term growth in Nizhny Novgorod Oblast are now 

more dependent on its successful implementation of transition policies, particularly 

military industrial conversion policies, and the continued development of small and 

medium sized enterprises. This will mean a move from political support of larger 

enterprises (and the ensuing "guaranteed" bank loans that these enterprises receive), 

the enforcement of federal and regional laws on bankruptcy and contracts, and the 

dedicated decision to maintain and upgrade business and entrepreneurial training 

programmes. 

7.1 About the Oblast 

7.1.1 History and Development 

The capitol of the Nizhny Novgorod region, Nizhny Novgorod, was founded in 1221. 

It was named Nizhny (or lower) Novgorod to distinguish it from the city of 

Novgorod, located to the west of Moscow. The city, due to its location between the 

Oka and Volga rivers, became an important trading centre and border post. In 1714 

Peter the Great issued a decree establishing the Oblast of Nizhny Novgorod. In line 

with it being an important trading centre between eastern and western Russia, the 

region quickly developed its industrial base. It's main industries at that time were 

chemicals for glass making, gunpowder production, wooden shipbuilding, iron and 

steel smelting, salt mines, and metal casting. During the 19th century the iron and 

steel industry, machine building and grain processing became more important as river 

trade advanced. In 1817 it opened the Yamarka (trade fair) and Nizhny Novgorod 
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became a centre for commerce attracting up to half a million merchants a year. 7 The 

city is on UNESCO's list of 100 cities representing the worlds historical and cultural 
heritage. The region itself was officially formed on the 14 th of January 1929. 

The city of Nizhny Novgorod was re-named Gorky by Stalin, in honour of the writer 
Maxim Gorky, a native of Nizhny Novgorod. It kept the name of Gorky from 1930 

until reverting back to the name of Nizhny Novgorod in 1991 

From 1934 until 1991 it was a "closed" city. This means that no one without federal 

permission has the right to be in the region; this excluded all foreigners and those 

Russians without registration rights or permission in their internal passports. It was 

closed by the Soviet authorities due the strong concentration of military industrial 

industries located there (over 100 enterprises were affiliated with the military- 
industrial complex) which comprised at least directly 30% of the total industrial 

sector output of the regional economy. These enterprises included the Krasnoy 

Sormovo shipyard which built atomic submarines, the Sokol factory where MiG 

fighter planes were constructed, as well as the tanks and guns which were produced at 

numerous design offices and scientific research institutes. Within the Oblast itself, 

there existed one of the most secret nuclear facilities in the former Soviet Union, 

known as Arzamas-16, where the first Russian nuclear bomb was created. 8 The city, 

which is now known as Sarov, houses the Federal Nuclear Centre of Russia. 

In 1991 the young, English-speaking governor appointed by then President Yeltsin, 

Boris Nemtsov, sought to establish Nizhny Novgorod as a model of economic reform. 

He invited both the World Bank and the IFC, along with the Russian State Committee 

The Nizhny Novgorod Investment Profile 1997. It refers to Nizhny Novgorod as being the 

"pocketbook of Russia" during this time. 

8 Gorky again became famous during the 1970s and 1980s as the city where Andrei Sakharov, a 

renowned nuclear physicist turned peace activist, had been sentenced to internal exile by the Soviet 

govemment. 
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for Property to begin privatisation auctions. These were completed in 1992. 

Promoting itself as the leading Russian region for economic liberalism and reform, it 

was able to attract other bilateral and multinational aid agencies and programmes 
(e. g., USAID, British Know-How-Fund, EBRD) which offered advice on rebuilding 

the local economy and money for training the labour pool in western practices. 

Under the 1993 constitution, the Oblast of Nizhny Novgorod was considered a 

sovereign entity with the right to make international and inter-regional agreements 

and to enact legislation, provided it did not contradict the Russian Federation 

constitution. The distribution of power between the Oblast and the Russian Federation 

was regulated by an agreement that extended the areas of joint control to 

interbudgetary relations between the Federation and the Oblast. This agreement was 

signed on 8 June 1996 between the former president of the Russian Federation, Boris 

Yeltsin, and then governor, Boris Nemtsov (who had been elected to the position in 

1993). The agreement allowed the federation to delegate any part of its authority to 

the Oblast of Nizhny Novgorod. The agreement extended the powers of the Oblast in 

making international agreements related to regional development programmes and in 

providing guarantees to attract investment and credit. 

As a result of his high profile as a reformer, Nemtsov moved to the post of First 

Deputy Prime minister in 1997. He remained in that position until 1998. Since the 

August 1998 Financial Crisis in which he was dismissed along with the other 

4ý reformers", he has helped found the Union of Right Forces, a liberal, reform-minded 

political party. He was elected a member of the state Duma in the 2000 elections and 

appointed as one of several Deputy Prime Ministers. The importance of Nemtsov in 

bringing forth investment into the Nizhny Novgorod region and his continued 

presence and popularity on both the Russian and world stages will be examined in 

depth further on. 
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7.1.2 Geography and Natural Resource Base9 

The region is located to the east of Moscow and is Part of the Volga-Vyatsky region 
of Russia. The capital of the region, also called Nizhny Novgorod, is located at the 
junction of the Oka and Volga rivers in European Russia, 439 km east of Moscow (an 
eight hour train journey from Moscow). The Oblast occupies an area of 76.9 km 2 
(approximately 0.4% of Russia's territory, about the size of the Benelux countries 
combined. ) The region is the fifth largest by population and the 35th largest in terms 
of geographical area. 

There are construction sands, moulding sands, clay brick materials, clay raw 
materials, and high melting clay. Gypsum and anhydride are found in the south and 
central parts of the Oblast. The central and northern parts are rich in peat deposits. In 

addition, metals deposits include low reserves of non-ferrous metals (copper, lead and 
zinc). In the northern part of the Oblast an insignificant amount of oil has been 
detected in bore-holed rock. 

The region is comprised of 41% agricultural lands, 48% forests, 2% rivers and lakes 

and the remaining 9% are classified as other. The forests are primarily pine and birch. 

The climate averages +20C in the summer and -12C in the winter. 

The region has suffered serious pollution from chemical production in the city of 
Dzerzhinsk and surrounding towns. The air quality and general health of the 

population in these areas is known through anecdotal evidence to be much lower than 

the regional average although the exact numbers are not reported within the 

Goskomstat statistics. 

9 Information in this section comes from The Nizhny Novgorod Regional Investment Profile, Nizhny 

Novgorod Predprinimatel', Nizhnv Novgorod reference guide book, The Volga Investment Bulletin, 

The Nizhny Novgorod Business Encyclopedia, and the Nizhny Novgorod infon-nation service web site 

www. inforis. ru/n-nov 
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7.1.3 Population 

Nizhny Novgorod is Russia's seventh most populous region with most of the 
population located in or near the capitol. The total population in the region is 3.7 

million (2.5 % of the total population of the Russian Federation). ). The city of 
Nizhny Novgorod is the third largest in Russia. The Oblast has 26 cities with the 
largest being Nizhny Novgorod (1.4 million, accounting for roughly 40% of the 
region's entire population), followed by Dzerzhinsk (280.7 thousand) and Arzamas 
(111.4 thousand). The population density is nearly 50 people per square kilometre 

making it the I oth most population-dense of Russia's regions (Sindyashkin et al., 
Regional Economics, 2000, p. 185). 

Its' population is older than the Russian average as well. Even though changes in the 

percentage of the working age population has met or surpassed any changes in the 

percentage of pensioners and others dependent on social support, given the negative 

trend in fertility rates, the dependency ratio will be expected to worsen in coming 

years 

In the short term, this increase in pensioners has put a strain on the region's budget 

when federal payments to pensioners have been delayed or absent. The higher number 

of pensioners also means that reforms may not be taking place as quickly as possible 

due to the conservative (i. e., Communist) voting patterns of most pensioners. 

According to the regional administration forecasts the overall size of the region's 

population is expected to fall by 2.6% by 2005. Although labour levels are not 

decreasing immediately, this may change if the ability of labour to migrate is eased. 

7.1.4 Education and Science 

The human capital level is higher than the Russian average in Nizhny Novgorod. The 

Oblast has 16 higher education institutions (14 state run and 2 private), 3 military 

academies and an advanced militia school. There is a branch of the Russian Academy 

of Sciences which supports the Applied Physics Institute, the Microstructure Physics 

Institute, the Metal-Organic Chemistry Institute, and the High Purity Chemistry 
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Institute within the Oblast which are involved in scientific research and design 
activities. The region had a higher percentage of scientific research institutes 
associated with the military industrial complex than average. Education itself is the 
second largest employer in the region, employing 14.3% of the population compared 
to the 12.5% employed for Russia as a whole. Approximately one third of the 
region's population have attended higher education institutions and some 13 percent 
have graduated from or were (according to 1997 data) pursuing post-graduate degrees 
(Nizhny Novgorod Regional Investment Profile 1997). 

In 1997 there were 58 thousand people in the region employed in scientific and 
research activities, with the majority still associated with military-industrial (VPK) 
industries. This existing highly qualified and (relative to western levels) cheap labour 

pool is a factor that may be used to attract foreign and domestic investment to the 

region. 

7.1.5 Industrial composition 

Approximately 62% of the labour force are employed in the industrial sector. There 

are more than 650 enterprises registered in the region. Industry accounts for 83% of 

regional GDP. The major industries in Nizhny Novgorod are vehicle manufacturing 
(cars and buses), shipbuilding, chemical and petrochemical production, and forestry 

related. Overall manufacturing accounts for roughly 78% of the region's output with 

the automotive industry accounting for 50% of that. Industrial manufacturing is 

primarily located in the cities of Nizhny Novgorod, Sormovo, and Pavlovo. 

AO GAZ (Gorky Automobile Plant) is the region's largest enterprise and employs 

over 120,000 people directly. The company is best known for its production of the 

"Volga" automobile and the "Gazelle" light truck. There are dozens of enterprises 

that produce component parts for the motor industry including several which are 

partly owned by AO GAZ. The largest bus manufacturer in Russia is located in 

Pavlovo (the PAZ plant) which during the privatisation process became partially 

owned by GAZ along with the Bor glass plant. This vertical chain of ownership 
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further demonstrates agglomeration effects since these enterprises were originally 
developed as part of GAZ's supply chain. 

Krasnoye Sormovo (now a joint stock company) located in Nizhny Novgorod, is 

Russia's oldest shipbuilding plant. It was founded in 1849. This plant, along with the 
Navishino ship building plant, were designed to produce river and sea-going ships, 
diesel ships, catamarans, etc. Companies within this sector have expanded their 

production during transition. Examples of this transition are the "Oka" ship building 

company and the Bor ship joint stock company which produce amphibian air-cushion 
boats, hydrofoil vessels and submarines. These products may be considered dual 

purpose, a diversification resulting from cuts in state military procurement. 

The region's aviation industry is centred on the Sokol air assembly plant and the 

Gidromash hydraulic producers. Prior to transition, Sokol was best known for its 

production of supersonic jets. As a result of slashes in military budgets, the enterprise 

is trying to develop and produce small dual-purpose (both military and civilian-use) 

and civilian, commercial aircraft. The company still continues to provide aircraft to 

the armed forces and has increased its sales to foreign countries since the beginning 

of the 1990s. 

This industrial sector was quite important in Nizhny Novgorod and was the primary 

reason it remained a closed city for over 60 years. The Soviet planning system seems 

to only have built upon existing positive externalities by locating these military- 

related industries there. The submarine and aeroplane factories were able to choose 

from a labour pool already possessing some of the skills necessary for production 

therefore training times and costs (in terms of lost production) were lower than they 

would have been. The world-renowned MiG fighter aircraft were produced in Nizhny 

Novgorod as were nuclear submarines and other military related technologies and 

materials. During Soviet times the region was one of the centres for defence 

electronics and it has been estimated that as much as 75% of the local enterprises 

were oriented towards the defence sector. These VPK enterprises officially accounted 
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for 25% of the total production within the Oblast in 1991. It still accounted for 8.1% 

of total production in 1995 (3 years after privatisation began). The NizlMy Novgorod 

region was still as of 1997, the 7th largest producer of military products in Russia. A 
large number of these VPK enterprises can not be privatised as they are considered to 
be "strategic" by the Russian federal government although the number of firms which 
may not be privatised has shrunk from the original list produced by the Yeltsin 

goverm-nent in 1994. 

Located within the Oblast, the city of Dzerzhinsk is the capital of chemical 

production in the country. Synthetic corundum used in both lasers and jewellery is 

manufactured there as are mineral fertilisers, catalysts, washing agents, PVC salts, 

sulphuric acid, plastics, etc. Although there are 18 major chemical producers in 

Dzerzhinsk, the chemical industry is dominated by one company that produced over 
30% of the total chemical production within the region. The sector does have 

problems with supplies of raw materials. The sharp decline in military orders also had 

negative consequences for this sector since many facilities had sPecialised in military 

production. 

Petro-chemicals and refined oil products are also produced in Dzerzhinsk at the Norsi 

Oil Company, located in Kstovo near the city of Nizhny Novgorod. There are a 

number of oil pipelines that run through the Oblast. Norsi Oil refines approximately 

10% of the total crude oil refined within the Russian Federation and approximately 

40% of its production is exported. The company itself is a holding company. 

Approximately 3.0% of regional employment is from the forestry and related 

products sector (Goskomstat 1997). The total amount of the Nizhny Novgorod 

regional timber fund is 3.83 million hectares of which 2.9 million can be used. The 

annual growth is 9.2 million cubic metres. There are large furniture producers within 

the Oblast which trade primarily within Russia. 
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The food processing industry accounts for approximately 10% of regional gross 
production and includes well over a thousand companies. This industry is closely 
affected by changes in regional agriculture including the privatisation of large state 
owned agricultural farms (Kolkhoz). Light industrials include general clothing 
manufacturing, cloth production, and footwear production. 

7.1.6 Agriculture 

Nizhny Novgorod Oblast is a non-black earth area. It has 2.9 million hectares of 
arable land and constitutes 39.4% of the total Oblast area. This is 1.4% of Russia's 

total arable land. The main crops are grain, potatoes, flax, sugar beet and fodder 

crops. Nizhny Novgorod produces approximately 1.9% of all agricultural products in 
Russia. Given that the population comprises 2.5% of the Russian total, this means that 
Nizhny Novgorod has to import food either from other regions or from abroad. 

7.1.7 Trade 

The region has maintained a positive trade balance throughout the 1990s due to its 

export of refined oil products (from the Norsi Oil company). The principal goods that 

were exported in 1995 included oil refining products (28%), machinery and 

equipment (26%) cars and trucks (12%), timber, cellulose and paper goods (17%) and 

chemical products (17%). The high percentage of exports derived from natural 

resource-based products leaves the region subject to exogenous shocks. By 1995 

exports to Europe (western and eastern) accounted for 54.4% of the goods produced 

regionally, with 21.4% of products being exported within the NIS, 16.8% to Asia and 

7.4% to America. 

By 1999 the region's main exports were newsprint paper (23.9% of total exports), 

land transport equipment excluding cars (17.5%), mechanical equipment (6.05%), 

electrical equipment (4.3%), and automobiles (2.4%), 

The region has also been involved in inter-regional co-operation agreements (it is part 

of the Volga customs directorate). According to the regional administration, 

following the 1998 devaluation the region's exports to CIS countries were still 
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smaller than imports (21.3% vs. 28%). However exports outside CIS countries were 

higher than imports (. 58% of Russia's total exports and . 39% of Russia's total 
imports). 

The structural content of trade had not changed during throughout most of the 1990s 

up until the 1998 financial crisis, i. e., the same types of products were exported 

although the proportion of each in total trade had changed. This reflected not only 

changes in demand, but in competitiveness, i. e., the devaluation of the rouble led to 

import substitution in some industries, notably light industrials, food processing and 

paper processing. 

7.1.8 Banking and Financial Sector Development 

By January 1998 there were 143 banking institutions within the Nizhny Novgorod 

region. The banking system in the region was the 8th largest in Russia. Thirty-one of 

these were independent commercial banks and seventeen were external branches of 

outside banking institutions (primarily Moscow-based banks). Prior to the 1998 

financial crisis there were several foreign banks working in and with the region (e. g., 

ING). About a third of the region's banks had general hard currency licenses by 

1997.10 The Central Bank of Russia's regional office for the Volga-Vyatsky region 

(which comprises 14 regions) is located in Nizhny Novgorod. 

Although the banks increased credits from one trillion roubles in 1996 to 3.5 trillion 

in 1997, credit availability to small and medium sized enterprises remained limited 

throughout this period with banks requiring very large (around 300%) amounts of 

collateral. Savings continued to be primarily through the state owned Sberbank that 

had 84% of all deposits. During transition several banks had been working with 

foreign banks as either joint ventures or in training partnership programmes. It had 

been hoped that western banking practices would be transferred through bank 

participation in EBRD and World Bank run projects on bank reform. As will be 

discussed in further sections of this chapter, there was very little knowledge or 

10 The Volga Investment Bulletin, May 1998 
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technical transference in terms of application. Those banking personnel that 

participated in these programmes tended to leave the region and head to Moscow 

where they could receive higher returns for their newly acquired skill base. 

There is a regional securities and stock market in Nizhny Novgorod which is was 

opened in 1994. In 1995 by regional decree, the Nizhny Novgorod Fund for the 

protection of depositors and shareholders was established. By the middle of 1997 

there were 550 joint stock companies registered on the local stock market with a 

combined charter capital of $200 million. 11 There is even a regional association of 

stockbrokers that are associated with the national association of stock brokers 

(NAUFOR) based in Moscow. 

7.1.9 Summary of Background 

At the beginning of the 1990s Nizhny Novgorod had a large, well-educated labour 

force, a relatively developed transport system, a good physical location, some natural 

resources, and a particularly strong technical and scientific inheritance. Wages were 
lower than the Russian average and the general business environment seemed to be 

accommodating and inviting to both domestic and foreign investors. Savings rates 

were higher than average and investment seemed to be taking place (both domestic 

and foreign). The existence of a regional stock market signalled a greater level of 

transparency since information about the companies listed must be made available to 

stock purchasers. This meant that these enterprises were (presumably) better 

managed. All of this seemed quite attractive for investment, but the military- 

industrial industries remained a concern. Unless there was an increase in state orders 

for armaments, an increase in foreign sales of armaments and military technology, 

these enterprises could only be developed through conversion projects or their 

personnel is redistributed to new sectors. The regional financial infrastructure was 

just developing and the region was gaining world exposure with its issuance of 

Eurobonds. International and Bilateral agencies were, to a certain extent, lining up to 

11 Nizhny Novgorod Regional Investment Profile; the largest operating funds were the Oblast's 

regional depository and the Autozavodsky Stock Centre (Automobile Factory Stock Centre). 
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establish programmes that would teach market economics and western business 

practices to the region's industries. At the beginning of the transition process the 

prospects for Nizhny Novgorod were probably amongst the best in Russia. 

7.2 Industrial and Sectoral Changes During Transition 

7.2.1 Output 

In 1990, when still a closed region, industry accounted for 68% of regional gross 

output and its taxes accounted for nearly 85% of the regional budget. Nearly half of 

all output was related to the Military Industrial Complex (VPK in Russian). After 5 

years of being an "open" city, by the end of 1997 the volume of production was only 
50% of 1990 levels. This fall in production roughly approximates the fall in Russian 

GDP over the period in question. It wasn't until the end of 1995 that the overall 

volume of production stabilised. 

Prior to the August 1998 financial crisis the biggest slumps had taken place in light 

industry and in the chemicals industry. The least affected had been the electric energy 
industry and machine building (engineering). Following the 1998 financial crisis the 

largest growth sectors were, according to the regional administration's statistics 

department, light industrials (65.8% increase in 1999), food processing (a 30% 

increase), chemical and petro-chemicals (45.4% increase), and wood processing and 

cellulose paper production (a 32.8% increase). The changes in industrial production 

over the 1990s are shown in table 6.7. Agriculture production fell in the early years 

of transition although it later picked up. The reason for this improvement may be due 

to either the privatisation programme developed by the region or it may simply be 

that the devaluation of the currency made imports more expensive so more local 

products were sold regionally and inter-regionally. This increased localisation of 

production is also reflected in the falling unemployment levels. 
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Table 7.1 Index of Industrial Production (as a% of previous year) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 

NN 

fl 

98 99.9 93 99 68 87 91 104 99 112 

RF " 99.9 92 I 82 I 86 II 79 I 97 I 96 I 102 I 95 N/A 

By mid-1998, according to the Nizhny Novgorod administration, approximately 90% 

of production was by non-state enterprises (this included privatised and new firms). 

However, in terms of gross regional output, a significant part is still within the 

transport sector, health services, education, etc. so the proportion of state enterprises 

in regional GDP is significantly more than the mere level of privatised enterprises 

may suggest. It had been estimated that only 15% of the local budget originated from 

the total number of registered economically active enterprises. In other words, the 

grey economy is thriving in Nizhny Novgorod as in all of Russia. The administration 

claims that its industrial structure has undergone a great deal of change and that the 

portion the extractive industry plays is now (1999 figures) only 1.7%. 

7.2.2 Employment and Unemployment 

At the end of 1995,3 6.1 % of the working population was in industry. Agriculture and 

forestry accounted for 10% and education employed 14.3%. Nizhny Novgorod 

employs a smaller percentage of its population in public services, housing services, 

transport and communications, construction trade, agriculture and forestry and 

financial services than does Russia overall. It does employ more than the average in 

education, industry, and government including defence (1996 Oblast information. ) 

The general number of unemployed in Nizhny Novgorod have been lower than in 

Russia overall throughout the 1990s (as demonstrated in table 7.9). The number of 

officially registered unemployed continued to fall post-crisis from 2.2% at the 

beginning of 1998 to 0.95% (source: Nizhny Novgorod administration web-site). This 

fall in (officially registered) unemployment may be due to industries within the region 

being more (cost) competitive and more labour efficient. It may also simply due to 

under-reporting of unemployment or underemployment. 
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Table 7.2 Unemployment (end of year, as a% of the economically active population) 

Level of general unemployed el Level of registered unemployed 

'92 '93 '94 '95 '96 '97 '98 '92 '93 '94 '95 '96 '97 '98 

RF 5.2 5.9 8.1 9.5 9.7 11.8 13.3 0.8 1.1 2.3 3.3 3.6 2.9 2.9 

4.3 1 5.2 6.6 1 8.7 1 9.0 1 9.7 9.1 1.0 1 1.2 2.0 1 2.9 1 3.1 1 2.6 ý 2.4 

.. 1 

Although overall employment increased during the 1990s, there were a higher 

number of people employed in small and medium sized enterprises than the Russian 

average and there is a greater reliance on private savings and regional financing in 

Nizhny Novgorod. When this is viewed in light of the fact that the volume of 

industrial production has shrunk at a faster rate than the Russian average, it seems to 

imply that there has been a sectoral shift of labour from industry to services. The 

majority of service sector firms are small to medium sized enterprises that tend to be 

new firms rather than privatised (former state owned) firms. 

7.2.3 Privatisation 

From 1991 to 1996 a total of 4,111 enterprises were privatised. The level of 

conversion (the production of civilian goods by former military product producers) 

has fluctuated throughout the 1990s (see table 7.3). These fluctuations may be 

attributable to weapons sales and state orders varying year to year. The privatisation 

programme for land and state and collective farms began in 1993 although the first 

privatisation in Russia (of a state owned trucking company controlling food 

distribution in the region) took place in 1992. In 1993 large-scale enterprise 

privatisation officially began across the region. 
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Table 7.3 Level of civilian production by "converted" VPK enterprises, as a 

percentage of their total production 

1994 1995 1996 1997 1998 

NN 

1 E 

68.1 50.8 56.1 63.9 62.6 

Russia 64.3 62.2 587 62.4 56.5 

In October 1997 there were 14747 small enterprises registered within the Oblast 

employing a total of 175.8 thousand people. The total number of small enterprises 

registered within the Russian Federation was 844423, with total employment from 

these listed as 6211.1 thousand. Nizhny Novgorod had approximately 1.75 % of all 

small enterprises registered in Russia, accounting for roughly 2.8% of all employment 

in small enterprises within Russia. The number of small enterprises shrunk 

considerably following the 1998 crisis as access to capital became even more limited. 

It is interesting to note from table 7.11 that the number of enterprises with foreign 

capital (it is not known if these are joint ventures, brownfields or greenfields) 

increased throughout most of the 1990s. The implications of foreign involvement in 

the regional economy will be discussed further when we review regional policy. 

Table 7.4 Regional enterprises and organisations 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

Number of 6340 6384 7174 14298 27330 38944 42047 46005 49246 

enterprises and 

organisations 

number of small N/A N/A N/A N/A 11610 11362 14062 14681 13906 

enterprises 

number of 1 13 33 62 116 115 140 133 N/A 

enterprises with 

foreign capital 

Most of the small enterprises in the city of Nizhny Novgorod are engaged in 

0 
commerce (29.6/o of all small enterprises), construction (16.5%), and industry 
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(11.4%). According to the Mayor of Nizhny Novgorod, the tax payments from small 

enterprises increased by 25% from 1996 levels (680 billion roubles in 1997). Small 

businesses contributed about 13-14% of all tax revenues received for the budget. 

When enterprises that are not listed as legal entities are considered (individual self- 

employed) the percentage of tax revenues to the regional budget increases to 21%. 12 

These small enterprises produced 17% of the region's total output in 1997 (Ibid. ). In 

terms of employment these small enterprises employed nearly 180 thousand, but this 

is only an official estimate based upon legal registration. The number employed 

doubles to 360 thousand when self-employed non-legal entities (i. e., physical entities) 

are taken into consideration. 13 

7.2.4 Investment 

The Nizhny Novgorod region had attracted 331.62 million US dollars of foreign 

direct investment by January 1998. This was 1.52% the total foreign investment 

received in Russia up to that time period. Nizhny Novgorod was consequently ranked 

tenth in Russia in terms of accumulated foreign investment. 

By 1997 there were over 550 joint ventures registered in the region with the first 

foreign investments in 1991 being small, retail (restaurants). Since 1991, the region 

has successfully attracted several major international investors including Coca Cola 

Inchcape (now Coca Cola International) which established a 24 million US dollars 

bottling and distribution centre, Wella AG which has formed a joint venture with a 

chemicals company in Dzerzhinsk as has another German company, Knauf Pepsi 

International also has operations here as does Ingersoll Rand (the company is in a 

joint venture with the Pavlovo Instrument Plant). 

12 Nizhny Novgorod Businessman 98/3, interview with Aleksandr Pronin, Head of regional council of 

Nizhny Novgorod, p-26-27. 
13 Nizhny Novgorod Businessman 1998/2, Interview with Yuriy Morunov, deputy director of the 

Oblast department for the support and development of small business, p. 8-9. 
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In terms of portfolio investment, the Oblast was placed at the sovereign ceiling for the 
Russian Federation (BB-) in 1997. It was the second local government rating in 
Russia (since the Federation was rated in October 1996). The region entered the 
Eurobond market with its bonds amounting to $100 million. The term was 5 years and 
the coupon rate was 8.75%. ING Barings was the leading manager of these eurobonds 

with CS First Boston, Salomon Brothers, the IFC, JP Morgan, and Merrill Lynch also 
participating in bond placement. The government defaulted on its domestic bonds in 
October 1998, which directly led to the region's credit rating being downgraded. 

A report by the Economist Intelligence Unit (January 11,1999) states that of the 
$100m raised by the Eurobond issue, $6m was lost through poor fund management, 
$24m was lost in the government bond market, $4m was illegally diverted to GAZ 

(the regional automobile producer) and $20 million that had been earmarked to clear 

municipal wage arrears, simply went missing. Given that Nizhny Novgorod has been 

heralded as a bastion of economic reforrn this would imply that the situation is worse 
in other regions. Corruption (both grand scale and petty) deters potential investors, 

both foreign and domestic so the implication of this is that potential economic growth 

will be diminished. 

Nizhny Novgorod received a declining percentage of total foreign investment during 

transition (from almost 30% of total Russian foreign investment in 1994 to only 6.5% 

in 1997). This seems to indicate that there may not be a "first mover" advantage in 

reform (recall former regional governor Nemtsov's pledge to make Nizhny Novgorod 

the "leader in reform") since it does not necessarily mean being best. 

7.2.5 Living standards and the Social Sphere 

Although GDP is the usual measure of development used by economists, it does not 

reveal the level of economic development or the spread of wealth within an economy. 

Factors that both influence and are influenced by wealth such as infant mortality and 

life expectancy are therefore worth examining to get a better picture of development. 
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A smaller percentage of the population is living in poverty than on average in Russia 
(see table 7.5) despite the low monthly per capita income. This seems to indicate that 
there may be unreported income from the black economy. 

Table 7.5 Percentage of the population in poverty (living below the official living 

minimum) 14 

1994 1995 1996 1997 1998 

NN 18.7 22.0 19.2 17.3 21.5 
RF 22.4 24.7 22.1 20.8 23.8 

7.2.2.1 The health and income relationship 
The region's infant mortality rate has generally been lower than the Russian average 
but it is still quite high when compared with the other regions in this study. The fact 

that the rate increased in 1997 when the Russia wide economy was supposed to have 

been improving demonstrates the lack of funding being put into the healthcare system 

to care for infants that may be more at risk. It also shows that whatever regional 
wealth gains have been, it is not sPreading or trickling down to those on the lower 

socio-economic scale (poorer people tend to have more children). 

Table7.6 Infant mortality (deaths of children up to one year per 1000 births) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 Rank 

NN 15.6 16.2 16.9 18.6 16.2 16.4 15.7 18.5 16.1 36 

RF 17.4 17.8 18.0 19.9 18.6 18.1 17.4 17.2 16.5 ---- 
Rank: place occupied in Russian Federation in 1998 

14 The size of the living minimum is the estimated cost of food necessary for 
guaranteeing the health of a person and allowing them to carry on with normal 
activities. This estimate also includes the consumption of non-foodstuffs and services, 
taxes and obligatory payments. The percentage of the population in poverty is based 
on information of the average per capita monetary income size. The living minimum 
is based on methodological recommendations made by the Ministry of Labour in 
1992. 
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7.2.6 Taxes and other fiscal obligations 

As of the end of 1997, tax revenues provided approximately 85% of the budget for 
Nizhny Novgorod. The region became a recipient of federal budget transfers for the 
first time in 1995 (this continued throughout the rest of the 1990s). This change in 
fiscal relations is directly attributable to the drastic cuts in state orders in the military 
industrial complex. Despite this, the Nizhny Novgorod region has been one of only 
ten net contributors to the federal budget. The Oblast comprises 2.5% of the Russian 

population but contributed up to 3% of GDP. The Oblast has been a net contributor to 

the Federal budget throughout most of the 1990s. The fact that it was not dependent 

on the centre gave Nizhny Novgorod greater bargaining power with the Federal 

authorities in terms of its ability to write its own legislation and develop its own 
institutions in creating economic strategy and industrial policy 

The region has tried to lower taxes to attract investment. In 1996 regional profit tax 

was lowered from 22 to 17% for businesses which paid on time. At that time the 

federal tax on profits was 13%. The Oblast administration also offered some tax 

breaks to those investing in the area (see section 7.3 on specific strategies). The 

Oblast does not have a personal income tax. 

It must be noted that despite these tax reduction measures, the region's flexibility in 

setting tax policy remains limited. Maximum tax rates are set at the federal level and 

the percentage of revenues from taxes collected that remain in the Oblast is subject to 

annual negotiation, a direct by-product of the 1993 Federal constitution. The upper 

rate on taxes is set at the Federal level, but the regional government can charge lower 

levels within its portion of the pro rata split. The Oblast is also subject to the 

availability of cash or other liquid assets since the level of liquidity also affects the 

ability to pay taxes. 

7.2.7 Changes in regional output 

During transition the structure in the level and composition of manufactures changed, 

reflecting sectoral shifts in comparative advantage due to a variety of factors (e. g., 
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labour productivity, labour costs, etc. ) The Nizhny Novgorod region did not escape 
unscathed following the Russian financial crisis on 17th August 1998. In 1998 real 
disposable incomes shrunk by 1% although the level of officially registered 
unemployed fell from 2.45% in January to 2.14% in October. Within the real sector 
(i. e. the industrial and manufacturing sectors of the economy) there were problems 
with raw material supplies which in turn led to a drop in the volume of production in 

the leading industrial branches (machine building, chemicals and petrochemicals). 
Wood and pulp processing remained stable. Agriculture was affected more by the 

poor summer weather and resulting poor harvest than the collapse of the banking 

system. 

One of the main problems that emerged during this time was the growth in arrears in 

the Oblast. This was a sign of the underdeveloped banking structure as well as 

government (federal and regional) failure to pay for its purchases and to pay salaries. 
As mentioned, there were extremely high interest rates up until the 1998 crisis and 

companies (particularly small and medium sized companies) generally could not 

afford to borrow money. There were also effectively no penalties for late payments. 
The growth in debts to creditors by enterprises meant that the ability of enterprises to 

pay taxes was diminished. During this time there was also a huge growth in payment 
by barter, veksels, and off-sets. This situation was not unique to Nizhny Novgorod 

but took place all over Russia. By the end of 1997 and early 1998, the aggregated 

debt payments (the debts not being paid by enterprises to the regional budget) led to 

growth in real disposable income. Companies were paying employees or cancelling 

debts; they were not paying their taxes. The growth in real incomes (2-6%) was 

associated not with an increased level of pension and other social payments, but with 

the cancelled debt payments. The increase in income led to a 15-20% growth in trade 

tumover. 

It is also important to note that for the first half of 1998 there was in increase in 

investment in basic capital (on average in Russia it fell 5.5%). However the indicator 

has a seasonal characteristic and the growth to the end of the year may be corrected 
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by the financial crisis. The majority of investment (70%) was strictly by domestic 

enterprises and only 2% from foreign investment. There was a reduction in the 

volume of production (in Russia, on average, this was a 4% drop). 

Following the August 1998 financial crisis the population's living standard worsened 

with a drop in real money incomes of 13.8%. This adversely affected demand for 

consumer goods and services. The cause of the slump in money incomes was wage 

arrears although pensions and other benefits had been paid. Approximately 48.7% of 
the population's incomes come from wage payments, benefits and social payments 

and 31% is income from entrepreneurial activity. Despite the short term sharp drop in 

demand for hard currency during the August 1998 financial crisis the structure of the 

use of money incomes on average for the year show a decrease in savings in deposits 

and stocks. Industry within the Oblast fell 10% on average in the September 

following the crisis. 15 These results indicate that small enterprises were keeping the 

regional economy afloat when wages from medium and larger enterprises, which may 

not have had the labour flexibility that smaller enterprises do, were slow in being 

paid. 

Post Crisis (1999) the Oblast occupies 13 th place amongst Russian regions in terms of 

budget size and its' portion of taxes paid into the federal budget is ranked I oth among 

the 89 regions. The first three-quarters of 1999 saw an increase in the consolidated 

budget of the region of 24.3% (compared to the same period of the preceding year). 

The devaluation of the rouble from August 1998 was quite beneficial to the region's 

economy. During the first three-quarters of 1999 industrial production increased: the 

index of the physical volume of production was at 119.3%. Large and medium sized 

enterprises increased their production levels (they were up to a level of 111.3%). The 

index for physical turnover placed Nizhny Novgorod in 34th place amongst Russia's 

regions for this time period. Among the region's traditional industrial sectors, only 

chemicals and petrochemicals (with a 45.4 % production increase compared to the 

15 Source: Nizhny Novgorod Oblast Statistical Committee 
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Russian average of 21.7%) and the paper and pulp industries (increasing 32.8% 

compared to the Russian average of 17.2%) showed significant growth. The most 

growth occurred in the food processing and light industrial sectors (with increases of 
30% and 65.8% respectively) despite the Coca Cola plant closing down production in 

the city and other foreign investors pulling out or deciding to go elsewhere. The 

increased production in these sectors is typical of Russia overall post-devaluation as 

import substitution took place and companies were able to take advantage of the 

cheaper costs to production (e. g., labour) to increase production and sales volumes. 

One bright spot has been investment (both foreign and domestic) in computer 

software design and associated work. This is a definite positive reflection of the high 

education rate and military industrial inheritance. 

Although engineering and metal processing continue to maintain their importance in 

overall regional production, the machine tool and instrument industry saw a major 

decrease in 1999 (production fell by almost 50%) according to the regional 

administration information office. Unemployment has declined post crisis with the 

official rate of unemployment now at less than 1%. The average working wage has 

also increased in nominal terms but remains about 25% below the Russian average. 

7.3 Economic Strategies, Programmes and Industrial Polices within the 

Nizhny Novgorod Oblast 

The Nizhny Novgorod Oblast has, in addition to developing their own policies, 

depended on technical and financial assistance from a number of bilateral and 

multilateral aid and assistance agencies since its' opening up in 1992. Amongst the 

most prominent of these agencies are the EBRD, IFC, British Know-How-Fund, and 

USAID funded projects. 

* Territorial Production Zones (TPZ): These were established in 1994. Within these 

zones foreign and Russian tenants are offered the following: an annual investment 

tax credit (five year duration) on monies paid into the federal budget, tax 

exemption for payments to regional and local budgets, a decreased payment for 
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public utilities, the chance to accelerate depreciation rates on equipment and 
buildings, and custom storage facilities in the TPZs. These zones were designed 

to aid defence conversion by supplying companies with facilities and personnel. 
These facilities would otherwise stand empty and the personnel would be 

unemployed. The focus of these TPZs is defence-related facilities because of the 

sharp decrease in military orders that has taken place throughout the transition 

period. At the time of this study TPZs had been established at three enterprises 
which had formerly worked for the defence industry. There were 45 enterprises 
registered and the volume of production from the TPZ was 94 billion roubles 
(1997 prices). The Oblast also provides a consultancy service to assist military 

enterprises in locating new customers. 

" Investment zone: This was created on the closed administrative territory of Sarov 

(formerly known as Aramaz-16) in February 1997. Enterprises registered in this 

zone receive up to 75% exemption from budget payments. 

" Regional Investment Promotion Agency: This was created in 1996 to facilitate 

investment by researching and locating enterprises which required investment and 

managing the region's involvement in the Eurobond market. 

" Small and Medium Size Enterprise Development: The Nizhny Novgorod regional 

administration established the Entrepreneurship Support and Development 

Department as a subdivision of the Regional Administration and is attached to the 

Region's Informational-Analytical department. Its listed functions are to co- 

ordinate small business supporting activities The region seems to have recognised 

the (growing) importance of small and medium enterprises, as financing of this 

fund was set to increase by 500% (1997 to 1998). The final level of support were 

probably much lower than anticipated due to the financial crisis in August 1998. 

In addition, the Oblast has founded a small business support fund. This was 

established in 1997 under a law "On state support for small enterprises in Nizhny 

Novgorod region". Many of its stated aims and functions overlap those of the 

Entrepreneurship department. In terms of foreign assistance, the Small 

Enterprise Equity Fund, an EBRD funded project, which disperses small loans (up 

to $300,000) to small and medium sized organisation on commercial terms, had 
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an office in Nizhny Novgorod. It only invested in enterprises with not more than 

25% state ownership and not less than 51% of the charter capital must be from 

Russian citizens. 

Agricultural Support Programmes: The Zerno (grain) Programme is the Oblast's 

land reform programme. The programme aimed to reorganise the kolkhoz and 

sovkhoz on a voluntary basis into new types of privately owned units, e. g., co- 

operatives, partnerships, etc. The British Know-How-Fund has been working on 

agricultural support programmes and post-privatisation within the region. 

Volgo-Vyatsky Privatisation Centre: This was established in 1994 as part of a 

grant from USAID, with the British Know How Fund taking over in July of 1995. 

The centre works with local companies on land title transfers, partitioning of 

social assets (housing etc. from factories), and helps train people in western 

accounting practices and management. 

Legal infrastructure: In addition to the above named law on small enterprises, the 

regional administration has a clearly stated law (Law number 54, issued on 16 

December 1996) on guarantees for private investments in the Nizhny Novgorod 

Region. 
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7.4 Interviews 

Interviews were conducted over a three-week period in the city of Nizhny Novgorod 

from 19 June to 8 July 1998. A total of 26 interviews were conducted which included 

finance and banking sectors, regional administration, international and bilateral 

agencies and affiliated programmes, non-governmental organisations, manufacturing, 

telecommunications, other service industries, and academics. Joint venturesý brown 

field operations, green field operations, and new firms were all interviewed. Only 

senior personnel from these organisations were interviewed. The interviews were 

conducted in either Russian or English (or an occasional mixture of both). 

Approximately a third of the interviews were conducted in Russian and the rest were 

either in English or mixed. 

The breakdown by nationality of the institution interviewed (this does not necessarily 

correspond with the nationality of the interviewee): 

Russian 13 

American 

British 

Swedish I 

German I 

Multinational 

By sector and form of organisation: 

Sector Number Type of Organisation 

Light Industrial 3 open joint stock companies 

Banks and Financial 31 foreign 

Regional Administration 5 

Bilateral programmes 9 

Service 2 

Automotive I joint venture 

Educational 2 
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7.4.1 Background to Interviews 

The majority of the companies and organisations interviewed were small to medium 
sized (based on number employed) although one large enterprise was interviewed (a 
holding company that employed about 5000 people). The interviews varied in length 
from 30 minutes to several hours. Several interviews were held informally (outside 

of the office environment, usually over a meal or drink). This was done out of both 

convenience to the interviewee and to help facilitate relationship building necessary 
to obtain information. Access to the regional administration was surprisingly easy; 
they were used to foreigners asking questions and were quite open about giving 
(individual) opinions. The regional administration has a well-developed web-site 
(www. nnov. ru) that is updated on a fairly regular basis (although there are lags in the 

statistical information). The site is available in English and Russian and gives all 
types of information about the region including economic, financial, and investment 

policies as well as historical background materials. Programmes run or supported by 

the regional administration appeared to be publicised, at least within the city of 
Nizhny Novgorod. There are also several other websites dedicated to various aspects 

of Nizhny Novgorod. 

7.4.2 Principal Findings 

7.4.2.1 Supply Factors 

9 Communications: The foreign interviewees uniformly complained about the 

underdeveloped infrastructure. The Russian interviewees seemed to simply avoid 

the problem by investing in imported mobile and paging technologies. 

* Physical: The regional administration tries to promote the region as a transport 

hub with good accessibility to Moscow and markets Eastward. Despite talk of a 

new transport centre being built (with the aid of foreign investors) this was 

nt.. abandoned following the 1998 crisis. 

9 Enviromnental: The Russian interviewees were very aware of the enviromnental 

and health problems in cities such as Dzerzhinsk, the regional centre for chemical 

and petro-chernicals, where air pollution levels were considered to be quite 

dangerous and general health was worse than in most other parts of the Oblast. 

144 



Labour Flexibility and Attitude: Virtually everyone said there was a definite lack 

of qualified personnel capable of working in commercial, market oriented 
environment. Within the regions it was quite difficult to fill positions because 

those that had the necessary skills and understanding of the market wanted to be 
in Moscow. It took one company over 6 months to fill a financial position and 
even then the person met only 2 of the company's 3 basic requirements. Although 

the high education levels of the population attracted these investors originally, it 
has since become obvious that there needs to be a reform of the teaching syllabus. 
One (Russian) interviewee representing a joint venture said that "a change of 
mentality was required, it was the biggest problem and therefore they sought to 
hire younger managers to prevent theft and other forms of corruption. Several 
interviewees said that there is still the mentality "to receive orders" and that there 

was a lack of analytical thinking. Some (foreign) interviewees linked the low level 

of self-sufficiency (in terms of willingness to take responsibility for decisions) to 

the dependence on personality (see below for discussion on politics in policy). 
The foreign interviewees and several of the Russian interviewees said that the 
Russian educational system must move beyond mere technical training, that there 

were insufficient commercial skills (e. g., marketing, accounting). The mentality 

of the workforce and the general approach to good business practices was sited as 

the biggest problem they faced, hence the preferred average age of workers was 
35 and under. This was based on the belief that they may have received exposure 

to foreign languages and work ethics. The average age of employees of the 

companies interviewed was 30. The average age in Nizhny Novgorod Oblast is 

38.5 years (1997 data). 

Labour retention issues: The continued use of the labour booklet (a holdover from 

the Soviet period) had caused several problems for employers. One of the joint 

ventures, operating in the Telecommunications sector, had been pushed to 

increase employment levels by the regional authorities. This agreement on local 

employment was indirectly part of the agreement to gain access to radio 

wavelengths necessary for their equipment to operate. Another interviewee, 

working for a joint venture, described how the Russian labour book system 
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worked against them. It seemed that they had someone and, after a few months, 
found his abilities to perform the duties assigned severely lacking. There were a 
number of problems. For example, the employee would show up late, if at all; 
he'd make significant mistakes which cost the company money and try to blame it 

on others; he was unpleasant to work with and made the whole work atmosphere 
tense and uncomfortable for other employees. The company decided that this 

employee had to go. Not only was his labour productivity negligible, he was 

affecting the ability of others to perform their jobs. The company gave the 

employee one warning with the hope that he'd improve. Nothing happened. They 

then gave another warning, then another (Russian law requires that an employee 
be given three warnings about his work and the consequences of poor 

performance before they can fire him. These warnings or probationary period can 
last up to 6 months). Finally, after the third warning, they were able to officially 
fire him. Unfortunately the company was required to give the employee a "grace 

or redundancy" period. During this period the employee was allowed to enter the 

office from which he'd been fired, where he still had access to company 
information. He could use company computers, printers, etc. and there was 

nothing the company could do about it. At the end of the grace period the now 

ex-employee finally left. It had taken several months but the company had finally 

thought they'd resolved the situation and that was that. After the employee was 

fired, he brought his case to a labour tribunal. Even though the tribunal said that 

the company had every right to hire and fire as it saw fit, that it had followed the 

law exactly in terms of both the warnings and grace period, that they had shown 

beyond a doubt that the employee had deserved to be fired, they found in the 

employee, s favour. The reason for such a contradictory decision was that the ex- 

employee now had a black mark in his labour book and would have a hard time 

finding a job in the future. Because the poor man was now virtually unemployable 

the company who made that black mark must be held responsible. The company 

was ordered to pay the ex-employee a settlement equal to several years' wages. 

The ex-employee went on to sell the information he'd taken from the office 
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(during his "grace" period time) to the company's biggest competitor on the 

market. 

7.4.2.2 Privatisation, Investment and Restructuring 

The top reasons for investing in the Nizhny Novgorod region were location and 
transport links (new growth), labour quality (long run supply factors), and "political" 

policies supporting market reforms (transition policies). All respondents sited the 

need for legal institutional development and the enforcement of contracts. According 

to virtually all the respondents, enterprise restructuring was not being carried out and 
bankruptcy was also not being strictly enforced. 

7.4.2.3 Foreijzn Direct Investment and International Relations 

Of those firms with foreign participation interviewed, the majority had managerial 

control and/or majority or equal share ownership. This meant that corporate 

governance (in terms of shareholder interests being the priority) was not a perceived 

issue or problem since they could prevent management entrenchment and opaqueness. 

7.4.2.4 Technological Development: 

One joint venture reported that they were expected, as a foreign partner, to bring new 

technology and access to new research and development. Overall the interviewees 

said that despite the region's history as a technological base (due to the concentration 

of military-industrial enterprises there and associated research and educational 

institutions), there was a lack of technological development. Computers were being 

imported, but new capital equipment to produce higher quality technology was not 

being made locally. The 1998 currency devaluation also reduced the capability to 

import equipment. Several enterprises were very far in debt as previous capital 

equipment purchases, which they were still paying off, were in US dollar terms. 
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7.4.2.5 Financial Market and Banking Developme 

The liquidity constraints affecting business development were quite high based on the 

comments of the interviewees. Banks (including the banks interviewed) are highly 

risk averse and the amount of collateral required (ranging from 100 to 3 00%) as well 
as the rates of lending were considered to be prohibitively high for most firms, both 

new and privatised. One (foreign) interviewee working with an EBRD funded project 

said that the manufacturing companies were particularly "squeezed" since they 

couldn't supply the collateral. The interviewee said that start-ups (new firms) were 

unable to obtain loans as banks here had "no idea" of start-ups. Only one of the 

regional banks was known to work with small and medium sized enterprises and that 

was only because it received support from the EBRD. The general impression of the 
interviewees was that the banks were not acting as banks in that there were neither 

acquisition of shares nor lending. The most often heard statement was that "banks 

here in Nizhny Novgorod (as in Russia overall) do not understand the concept of risk 

management and instead look only at the collateral available. " As one interviewee put 
it, "this is not banking, it is pawn brokering. " 

7.4.2.6 Trade and Production 

Most enterprises (with the exception of those in the food-processing sector) 

interviewed focused on the region first, then the broader domestic market followed by 

the CIS. The food processing sector enterprises felt that their product was more 

competitive on an inter-regional and national basis due to IRS associated with 

reduced costs per unit as production increased. Some enterprises (only those with 

foreign participation) reported political pressure (from the regional administration) to 

produce inputs domestically rather than importing them, thus increasing labour 

employed in the region. 

148 



7.4.2.7 The Militaiy-InduStrial Complex and Conversion 

The whole issue of conversion itself was questionable. To quote one interviewee, 
"due to the price of technology he questioned what conversion actually means since 
weapons sales are more profitable and it would be cheaper and easier for all 
concerned to either drop the idea or close it all down. " All respondents stated that the 
issue of VPK conversion had not been properly addressed or dealt with. This was 
particularly difficult for Nizhny Novgorod since roughly 80% of all production, 
directly or indirectly, related or dedicated to defence. It was recognised that military 
industrial conversion is a global problem facing most advanced countries (G-7 

countries). One interviewee in telecomms said that the industrial crisis in the VPK 

meant a wide availability of cheap, qualified labour. The problem was simply one of 

management and hiring good people (see labour section above). 

7.4.2.8 Corruption 

One joint venture admitted that they were pushed into their choice of partner by the 

local administration because the former deputy at the company was now a member of 

the administration. Some of the companies interviewed also reported some pressure 

from the regional administration to employ more labour or work on a particular 

project as well as being required to produce at local level to "specifications. " The 

pressure took a variety of forms ranging from "suggestions" to continuous "requests 

for consideration". 

Virtually all the organisations and companies with a "foreign association" that were 

interviewed admitted that there seemed to be a system of "picking favourites" based 

on political connections and enterprise size. Only one of the purely Russian 

companies admitted to this. They did not state if they themselves were favourites. 

The interviewees believed that these favoured companies, both foreign and domestic, 

would receive certain benefits due to their size (number employed and percentage of 

regional output they produced) and/or prestige (i. e., if the company was considered to 

be an important enterprise both nationally and regionally due to size or type of output 

produced). One perceived benefit was greater access to capital as regional banks that 
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were tied to the administration would be more likely to give credits. Russian firms felt 

that they would not be pestered quite so much from the tax authorities. One 
interviewee stated that it would have been a good idea to hire a public relations 
manager to work with the local administration, the governor and the mayor. This 

same company reported that they twice went directly to the then governor Nemtsov to 

report any problems they were having with various administration offices. Their 

request for help "clarifying" the situation was granted, but, due to the change in 

political leadership, they felt this would no longer be the case if they were to try to 
bring any problem to the current administration. This issue is of "picking favourites" 

means that the playing field is not level and transaction costs are much higher than 

they should be due to information asymmetries. 

Corruption is viewed as a problem at all levels (federal, regional and local). The 

anecdotal experiences suggested that most (but not all) corruption was non-violent in 

nature. The most common form of corruption was indirect demands for contributions 

to regional or local construction projects or social projects, e. g., paying for and 

building new roads in the region, providing new housing for those resident's of the 

region that will be "harassed" by the traffic that will be using the new roads, etc. 

Other cases of corruption were more severe and included paying Duma (parliament) 

members to make sure that any legislation passed or even up for discussion did not 

negatively affect the company's ability to produce and sell their product 

7.4.2.9 Policy 

9 Overall the view was that there were some good ideas but slow or ineffective 

implementation. Generally speaking the interviewees found the regional 

administration straightforward and, according to one interviewee from a joint 

venture, there was a very low level of administration involvement in business. 

The SME development programmes were considered, based on visible growth in 

the retail sector as well as in services, to be the most successful. These 

programmes were well publicised by Nemtsov. The Territorial Production Zones 

were considered to the least successful regional programme (most referred to this 
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idea as a resounding failure and said it had been improperly implemented). The 
biggest complaint that all respondents had in regards to regional and federal 

strategies was that they suffered from a short term approach. One interviewee 

stated that this translated into high levels of suspicion about everything and 

everyone. 

The ability to "do business" in terms of creating an inviting environment for 

investment and production was very much dependent on individual politicians 

(the dependency mentioned earlier). Most everything is based on "relationships" 

with negative consequences for contract law (i. e., lack of contract enforcement 

laws that precipitated and continued this "relationship-based" system). All 

respondents sited the still underdeveloped institutional structures as being a 

problem. "People are used to being told what to do, whom to do business with, 

and who not to. " Within Nizhny Novgorod the discussion focused on how things 

had changed once the regional leadership had changed (from the "liberal" 

Nemtsov to the "old apparatchik" Sklyarov). The general consensus was that 

access to the regional administration in terms of direct problem solving was much 

harder. One foreign interviewee (bilateral programme) said that the regional 

administration still had the attitude that they ought to control everything. 
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7.5 Conclusion 

As discussed in section 7.1 the Nizhny Novgorod region was in an advantageous 

position at the start of Russian economic reform in the early 1990s. The key 

ingredients necessary for restructuring and future economic growth were all there: a 

well educated and skilled labour force that was cheap by international standards, a 

relatively developed physical infrastructure, a good geographic location, and an 
industrial profile that was relatively diversified and non-natural resource dependent. 

The regional governor was economically liberal, the region had a history of being a 

trading centre, and foreign enterprises and agencies flooded into the region. The 

region was on course to succeed. 

As we saw in sections 7.1 and 7.2 the region underwent several significant changes 

during the 1990s. Although the region's cheap, well-educated labour combined with 

favourable economic policy did initially draw investment and jobs into the region the 

expected growth in wages, improved health/wealth effects, and general economic 

prosperity did not take place. In examining possible reasons several clues emerge. 

There has been a sizeable shift in employment to smaller and medium sized 

enterprises. These enterprises tend to in the service sector so total production in the 

region has fallen. Conversion in the military industrial was not successful according 

to the interviewees. This matches the statistical result that the fall in military related 

production (as a percentage of regional GDP) approximates the fall in Russian GDP 

over the period. Although the region had a reform minded governor the relationship 

structure of investors to government changed when the political leadership changed. 

Despite the strong industrial base the regional administration continued to focus its 

efforts on promoting industries that were not competitive or that required subsidies or 

other "hidden" support. Because these industries were not drawing in investment, 

wages were not increasing in real terms (relative to Russian average rates). 
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Outward migration continued throughout the 1990s and the population overall got 
older, creating more of a burden on the regional budget and further negatively 
affecting the regional economy. Since pensioners have lower incomes they spend less 

on non-tradable goods (such as services). This depresses wages in this sector. 
Poverty also increased in the region. The relationship structure of doing business that 

continued to prevail in the region through out the 1990s meant that there were great 
opportunities for rent seeking by the administration. In addition to what some 
interviewees called endemic corruption, there were liquidity constraints for 
businesses, particularly those that did not have networks or relationships into the 

power structures. Banks in the region, including branches of Moscow based banks, 

came to depend on these programmes to provide cheap capital for SMEs. They took 

on the attitude that they were unwilling to accept the type of risk that normally occurs 

with commercial lending. And despite all the aid and technical advice given by 

multilateral programmes, there was very little transference and application of 

technical market skills. At the end of the day, the most probable cause of the failure 

of Nizhny Novgorod to flourish, despite its inheritance of relatively good long run 

supply factors and thought-out policy measures, comes down to the mentality of the 

people there. They may have said they wanted change, but few really understood 

what it would mean. Based on the interview results, the continued inflexibility of the 

labour force to ad ust to the concept of self responsibility in the workplace and to 

think broadly and analytically stands out as the primary cause of both policy and 

inheritance being ineffective. 
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Chapter 8 Sverdlovskaya Oblast (Sverdlovsk Region) 

Summary of Findings 

At the start of transition in 1991, the region was considered to be Russia's industrial 

powerhouse due to the high concentration of heavy manufacturing companies located 

there. It was the second largest producer of industrial production in Russia (behind 
Moscow). The region was also known for its extremely rich natural resource base. 
The Sverdlosk region was known as the Urals "hub" due to its rail infrastructure and 
geographic location (European Russia to the west and Siberia to the east). The region 
had also been "closed" during Soviet times due to the large number of military- 
industrial enterprises and scientific research institutes located within its boundaries. 

In short the region's prospects for economic growth seemed better than average; the 

region had valuable natural resources, good human capital levels, industrial capacity, 

and a relatively developed infrastructure. 

During most of the 1990s the region benefited from its association with Boris Yeltsin 

(former mayor of the capital, Yekaterinburg). Political favours were granted and the 

region's concerns were always responded to by the federal administration. The 

region also benefited from its increased share of exports (mainly of ferrous and non- 
ferrous metals and oil-related products). As a result of its increased export base, 

nominal incomes rose during the early to middle 1990s (although poverty levels 

increased at rates higher than the Russian average). During the 1990s the region also 

became known as one of the centres of mafia crime, with three "families" coming to 

dominate the region's main industrial branches and banks. The regional 

administration itself, anxious to develop its image and attract investment developed 

several interesting schemes, including an investment guarantee backed by gold 

bullion. This programme was to be targeted to potential foreign investors. Given the 

advantageous position the region seemed to be in at the start of the transition process 

and the lack of real growth that occurred during the first decade of this process, the 

question becomes what happened? 
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Many of the extractive (including defence related) industries continue to operate 
despite being uneconomical (their ability to exploit the region's resources is based on 
access to very cheap energy). Despite this, since the August 1998 crisis, the region 
has seen its goods become more competitive on both the domestic and export market. 
Machine building tools and apparatus are now being sold again on the Russian market 
and the region has continued to increase its export of ferrous and non-ferrous metal 
goods. The region's military industrial enterprises have also experienced an increase 
in activity. This is due to new state orders for weaponry following the war in 
Chechnya and growing arms sales to foreign countries (to both traditional client states 
such as India and to newer, former US or European client states, such as Malaysia). 
These growing arm sales are due to not only the devaluation of the rouble but to 
intensive marketing by the Russian arms export agency throughout the 1990s. 

The regional governor has also secured a credit guarantee from the federal 

government to help one of the major factories within the region to build pipes for the 

oil and gas industry. This agreement was made as "pay-back" to the regional 

governor for the support shown to now President Putin in the run-up to the March 

2000 elections. In the longer term, as input costs increase (as internal energy costs 

slowly move to world levels) and as external (world) prices for metals and oil 
fluctuates,, the region's lack of industrial diversity may impede growth. The most 

glaring obstacle to growth is the notoriously high level of corruption within the region 

and especially within the city of Yekaterinburg. 
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8.1 About the Oblast 

8.1.1 History and Development 

Tsar Peter the Great founded Yekaterinburg, the Oblast's capitol city, in 1723. It was 

named after his wife, Yekaterina. The region's rich deposits of ferrous and non- 
ferrous metals were used to develop the weapons such as cannons used by the Tsar 

against the Swedes. The city is most famous as being the place where Tsar Nicholas 

11 and his family were held and then killed by the Red army (the Bolsheviks) in 1918. 

The building where they were held (the Ipatayev house) and finally killed in was torn 

down in 1977 under the orders of then mayor, Boris Yeltsin. A cement fence was then 

erected to keep out nationalists and other pilgrims to the site. There are currently 

plans to build a church on the site and two small granite memorials have been erected 

to the last Tsar and his family, one outside the church grounds and the other within. 
The region is also known as the place where, in 1960, the American Gary Powers' U2 

plane was shot down over Chelyabinsk -65, a secret nuclear facility. In 1979 there 

was an anthrax leak in a factory working on biological weapons. The region came to 

prominence again in the early 1990s as Boris Yeltsin's hometown. He was 

Yekaterinburg's mayor and local party chief during the 1970s and 1980s until 

Mikhail Gorbachev called him to Moscow. 

Yekaterinburg was re-named Sverdlosk following Lenin's death in 1924 in honour of 

Yakov Sverdlov, the man who was supposed to have made sure the order for the 

killing of Tsar Nicholas 11 was carried through. The city returned to its original name 

in December 199 1. 

From after the Second World War until 1991 it was a closed city due to the high 

number of military industrial enterprises and research institutes based within the 

region (estimated at 260 producing more than 10% of the world's arms exports during 

the 1980s). The region itself experienced a huge transformation during and after 

World War Two. During the war, as it looked like German forces were going to cross 

into the Soviet Union, much of the heavy industry was moved from Ukraine and 
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European Russia to the east of the Ural mountains, which was thought to be safe from 
invasion. Whole factories were disassembled, transported and re-established in the 
Sverdlosk region as well as new ones being created. As a result of this mass 
movement of men and machinery, Sverdlosk became the industrial centre of Russia. 
It is still the second largest regional economy in Russia. The region is home to natural 
resource based industries (e. g., ferrous and non-ferrous metallurgy and oil 
processing), military industrial enterprises and institutes, and even some light 
industries (e. g., food processing and electronics). Most of the industries established at 
that time still exist within the region including one of the region's best known and 
largest employers, UralMash (Ural Machine building company). Due to the Oblast's 
importance within the Ural region and beyond into Siberia, both the US government 

and the British government have opened Consulate Generals in the region's capital 

city of Yekaterinburg. 

8.1.2 Geography and Natural Resource Base 16 

The Oblast is geographically the largest of the regions under study occupying an area 

of 194.8 thousand square kilometres. It is located in the middle part of the Ural 

mountain range. The city of Yekaterinburg is 1667 kilometres east from Moscow. 

The Ural Mountains on the western fringe of the region forms the natural boundary 

between European Russia and western Siberia. It is where the European continent 

ends and the Asian continent begins (there is a black granite obelisk marking this 

division about 40 kilometres East of Yekaterinburg). The region is bordered by the 

Khanty-Masia Autonomous region to the northeast, Komi to the northwest, 

Chelyabinsk region to the south, and Penn Oblast to the west. The Oblast is located 

within the Urals economic area of Russia. 
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The region is rich in natural resources providing about 70% of the nation's bauxite, 
60% of the asbestos, 23% of the iron ore, 6% of the copper and 2% of nickel 
(Sverdlosk Oblast International Relations department). Aluminium as well as limited 

oil and coal deposits are found in the region. There are deposits of silver, gold (a gold 
rush took place here in the early nineteenth century), platinum (first discovered here 
in 1819), diamonds (the first Russian diamond was found here in 1829) and emeralds 
(found in 183 1). During the I 9th century the city of Yekaterinburg was a global centre 
for jewels and j ewellery production. 

The climate in the region is continental with average winter temperatures of -15C 
(although winter temperatures of -34 to -40 C are not uncommon) and summer 
temperatures of +20C. The region is surrounded by forests and has an abundant 

supply of timber with over 60% of the land area covered by forests. 

In terms of ecological degradation the region is home to several cities considered to 

be amongst the most polluted in Russia. In 1979 there was an anthrax breakout from 

one of the local scientific research institutes. As a result of this poisoning several 

people died immediately, but the numbers of those affected remain unknown. 
Regional and federal authorities did not acknowledge the leakage until several years 
later. They had originally claimed that the illness experienced by local residents at 

the time of the outbreak was due to eating spoiled meat. 

The region has high air pollution levels as a result of the ash produced as a by-product 

of the metal processing industry within the region. Although these levels have fallen 

over the 1990s, this is attributable more to falls in output than any stringency in 

environmental controls. According to official state statistics, pollution levels rose in 

the region after a6 year decline (according to Goskomstat data from 1992 the 1998 

air pollution levels in Yekaterinburg fell from a high of 51.3 thousand tonnes of 

foreign substances in the air to 28.4 thousand tonnes in 1998). The 1999 level rose to 

31.2 thousand tonnes. This increase in air pollution followed the 1998 financial crisis 

as production (particularly ferrous metal production) increased. 
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8.1.3 Population 

According to Goskomstat, the region's population as of I January 1999 was 4.63 

million people. The region is the 5 1h most populous within the Russian Federation. 

And home to proximately 3% of the Russian Federation's total population. There are 
47 cities, the largest of which is Yekaterinburg with a population of 1.4 million. It is 

the 5 th largest city in Russia and home to approximately 28% of the region's 

population. Other major cities include Nizhny Tagil (395 thousand), Kamensk- 

Uralskiy (191 thousand) and Pervouralsk (135 thousand). Given the vast size of the 

territory population density was only at 23.8 people per square kilometre. 

8.1.4 Education and Science 

There are 14 higher education institutions in the region. The Urals department of the 

Russian Academy of Sciences is located in Yekaterinberg as well. There are 

approximately 100 scientific research institutes within the region, most of them 

having been developed and associated with military-industrial complex enterprises. 

8.1.5 Industrial composition 

The regional gross domestic product (or GRP) in 1999 was composed mostly of 

industrial production (3 7.3 %) followed by transport (12.3 %), trade (I I %), agriculture 

(7%) and construction (6.7%). The most developed of the industries within the 

Oblast include ferrous and non-ferrous metallurgy, machine building, metal 

processing, fuel power, aerospace, chemicals and petrochemicals, oil refining and 

construction materials. 

At the beginning of the 1990s there were more than two dozen metallurgical 

enterprises. The largest of the enterprises for ferrous and non-ferrous metallurgy 

include the Kachkanarsiy complex and the Nizhny Tagil Metallurgical complex. The 

basic types of products include pipes and fittings. The Rossisskii Aluminium Plant is 

in Sverdlosk. It controls about 30% of the Russian aluminiurn market. 

This was and remains an important component of the region's industrial sector. From 

its inception in the 18 th century the region was a base for military output. Within the 
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Oblast there were plants which produced radar systems, aircraft and parts guidance 
systems, and engines. Electrical components were also produced at these plants. 
The largest and still most active of the VPK industries, aerospace, has moved onto 
producing components for Aeroflot and has worked on US government funded 

projects. There have also been conversion projects involving the development of 
medical equipment; e. g., the production of orthopaedic waterbeds and the production 
of dental and respiratory treatment equipment. 

The region is a very large producer of chemicals and petro -chemicals. During the 

Soviet period the (now) open joint stock company "Uralchimplast", located in Nizhny 

Tagil, was the leader of chemical production. It employs more than 3000 people and 

up until the Crisis it found itself growing with profitability increasing 45% (Delovoy 

Kvartal 19/11/98). 

Food processing became a much more important part of the regional economy during 

the 1990's. This sector experienced growth year on year. Within light manufacturing 
(including knitwear, footwear, and fabric production) production only really increased 

following the 1998 financial crisis. Prior to this the regional producers (particularly of 

footwear and knitwear) were unable to compete with (foreign) imports, both on 

product quality and price. 

8.1.6 Agriculture 

Agricultural production comprises about 7% of GRP. Agriculture production facilities 

use about 14% of all land in the Oblast. In 1998 the Oblast's agricultural production 

accounted for 2.3% of all agricultural production within Russia. Grain and (animal) 

fodder are the main sown crops. According to Goskornstat, 14% of the territory is 

used for agriculture with 60% of that amount used for growing grain. 

8.1.7 Trade 

The main exports are ferrous and non-ferrous metals (particularly copper and copper- 

derived products, aluminium and aluminium-derived products), petrochemicals, and 
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machine building. The major imports into the region include machine building 

products, food products, ferrous and non-ferrous metals, energy, and petrochemicals. 

Table 8.1 Regional Trade during Transition (millions of US dollars) 

Year Foreign Trade 

Turnover 

Export Import Balance 

1994 3306.8 1952.5 1354.3 +5982.5 

1995 3465.0 2418.6 1046.3 +1372.3 

1996 3785.9 2708.5 1077.4 +1631.1 

1997 3891.5 3891.5 1170.8 +1550 

By the mid- I 990s the level of exports and imports had increased such that an Urals 

customs directorate was formed. There is also a Sverdlosk Chamber of Commerce 

that focuses on promoting regional exports and cultivating business contacts with 

other regions within Russia and abroad. There was also a 1997 Regional law on 

developing an export programme for Sverdlosk oblast through regional export 

agencies. 

The majority of exports are sent to the "far abroad" (i. e., westem and eastem Europe, 

the USA, and the Far East). By 1997 exports from outside the FSU amounted to 86% 

of the total while the majority of imports were also from the far abroad (63%). 

According to the International Relations Department there has been a corresponding 

reduction in exports to and imports from the "near abroad" (former USSR republics) 

although CIS or developing countries (e. g., China) do remain the main trading 

partners of the Oblast. The continued importance of these developing and 

redeveloping countries in the region's trade may explain why the Oblast is continuing 

to focus its export base on natural resource goods (e. g., ferrous and non-ferrous 

metallurgy). In exchange for raw goods the region is receiving lower end consumer 

goods from these Developing countries. 
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The Oblast Department for Trade has developed a regional export promotion 
programme in conjunction with the appropriate federal authorities. The department 

writes of "normalising" exports and focusing on priority branches. Within the 
programme the department stresses the realignment of the export orientation of 
region's traditional industrial branches: metallurgy, chemicals and wood processing. 
Within the confines of the programme, the regional administration has recognised the 

need to modernise its transport infrastructure to increase its export given its 

advantageous geographical position within Russia. The programme also called for 

working with higher educational institutions (in Sverdlosk and abroad) to teach new 
skills such as marketing that are required by businesses in the new market-oriented 

economy. The regional government still seeks to continue and even expand its trade 

relationship with other CIS countries. 

8.1.8 The Banking and Financial Sector 

Within the Oblast there are a number of regional banks as well as Moscow branch 

banks and, to a limited extent, foreign banks. Twenty-seven banks were licensed to 

carry out foreign economic activities for enterprises and organisations. Four of the 

region's banks rank amongst the largest banks in Russia: Uralpromstroybank, 

Uraltransbank, CSK bank and Ural Bank for Reconstruction and Development. These 

banks have managed to survive the August 1998 crisis through their links with the 

federal level organisations (i. e., Central Bank) or through the aid of foreign 

participation. For example, Uralpromstroybank was created in 1922 and re-registered 
in 1990 as a commercial bank. It is responsible for 15% of all banking operations 

within the oblast and had been working with the World Bank and the EBRD on 
improving bank management (Delovoy Kvartal 5/11/98). The Ural Bank for 

Reconstruction and Development had received stabilisation credits from the Central 

Bank (Delovoy Kvartal 19/11/98). 

Despite the presence of such large banks within the region, credit availability to small 

and medium sized enterprises has generally been limited to those banks or 

programmes participating in foreign funded and/or managed programmes created 
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specifically for this purpose. An example of this is the Ural Regional Venture Fund 
(an EBRD funded project). The Fund invests up to US $ 3.3 million in a company in 

exchange for the following: shares within the company (no more than 49% of the 
founding capital of the enterprise) if it has a seat on the council of directors, voting 
shares, and only if the company is clean (meaning the portion of State and Municipal 

ownership is not more than 25% of the voting shares and that the State and Municipal 

authorities do not have the right to veto decisions taken within the enterprise). 

The main sectors for foreign investors in the region have been in construction and 

engineering. The biggest investment came from the US companies Caterpillar and 
National Oil for a joint venture with UralMash to produce bulldozers and oil rig 

equipment. This joint venture has since closed down due to UralMash not being able 

to achieve the technical standards (quality) required by the joint venture partners. 
UralMash has also been the beneficiary of Japanese investment (Mitsui & Co. ) for the 

reconstruction of a steel-making workshop in exchange for tax breaks and loan 

guarantees. Other foreign investment has focused on the drinks and food processing 

sectors. Pepsi and Coca-Cola have invested in plants and distribution facilities in the 

region. 

During the 1990s the region was able to obtain accreditation from international rating 

agencies (Moody's, Standard & Poors). By September 1997 Moody's had given the 

Sverdlosk region a Ba2 long term credit rating, which, at the time, was the highest 

regional rating in Russia (it equalled the level for Russia overall). Standard &Poors 

gave the region a BB- long term credit rating. These ratings were revised downwards 

following the August 1998 crisis. In October of 1998 Moody's had lowered the rating 

from Caal to Caa3 due to the uncertainty that the region would be able to repay its 

short-term debt since its access to capital markets for possible re-financing of these 

debts had effectively been cut off following the Crisis. 
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8.1.9 Summary of Background 

What emerges from this review of Sverdlosk is that the region had a large, well- 
educated labour force, it was a regional hub with a good physical location (as the 

cross-roads between east and west), an extremely favourable natural resource base 

rich in metals and precious gemstones, and a very strong scientific and technical 
inheritance. 

It has what appears to be positive supply factors but its growth prospects are held 

back by the inherited industrial structures. Its continued reliance on the natural 

resource based industries, particularly for hard currency exports, and its continued 
inability to transform its defence industries to successful producers of 

consumer/civilian goods means that policy will play a vital role for long term growth. 

8.2 Industrial and Sectoral Changes during transition 

8.2.1 Output 

There have been no great sectoral (branch) shifts in production within the region 

during the 1990s with the exception of the defence sector. The region continues to 

depend on its' traditional industries, mainly ferrous and non-ferrous metallurgy and 

chemicals, to provide the bulk of its exports and its domestic consumption base. 

Fortunately, domestic demand for ferrous and non-ferrous metals as well as chemicals 

has remained relatively strong throughout the period. These industries have continued 

to exist despite threats of bankruptcy, e. g., Nizhny Tagil Metallurgical Complex 

(Delovoy Kvartal 3/12/98), due to the oblast offering these large employers tax 

discounts and lower prices on utility supplies (e. g., energy, heating, electricity). 

Up until the 1998 crisis the oblast continued to rely upon its mineral resources as an 

export earner to act against the decline in other industrial branches, notably the 

engineering and defence sectors. Since the crisis the fortunes of one of the region's 

largest producers (in fact the largest machine building factory in Russia), UralMash, 

has improved. The equipment it manufactures for the metal, oil and gas industries 

have become much more competitive due to the devaluation of the rouble; these 
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goods are now one-third to one-half the cost of non-Russian suppliers according to 

reports from the East-West Institute (Russian Regional Report, 22 June 1999). 

Despite this continued reliance upon big enterprises there was a definite growth in the 
Small and Medium Sized Enterprise (SME) sector. There was a noticeable increase in 
light industrial production taking place, particularly after the August 1998 crisis when 
their products suddenly became much more competitive and imports correspondingly 
fell as hard currency was no longer available for these type of purchases. There 

seemed to be a dual path of development: traditional heavy industry based on 

exploitation of the region's natural resources and import substitution. 

Table 8.2 Index of industrial production (as a% from previous year) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

Sv 

1 

98 96 72 86 79 97 88 93 91 

RF 1 99.9 92 82 1 86 1 79 1 97 1 96 1 102 95 

8.2.2 Employment and Unemployment 

During the 1990s the levels of unemployment rose in Sverdlosk Oblast, as in all of 

Russia. As shown in table 7.10, general and officially registered unemployment 

levels are less than in Russia overall. Within the region staff reductions in large 

enterprises such as UralMash were a major influence on unemployment. At the 

beginning of the 1990s the company employed about 60,000 people directly. Its 

current (year 2000) staff levels are at approximately 15,000. Large sized enterprises 

are quite common within the region's leading industrial sectors (chemicals, ferrous 

and non-ferrous metallurgy, machine building). 
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Table 8.3 Unemployment (end of year, as a% of the economically active population) 
Level of general unemployed Level of registered unemployed 
'92 

E 

'93 '94 '95 '96 '97 '98 

1 

'92 '93 '94 '95 '96 '97 '98 

Sv 5.4 6.2 8.2 8.5 8.5 10.2 10.5 0.8 1.2 2.6 3.3 3.3 2.7 2.7 

RF 5.2 5.9 8.1 9.5 1 9.7 11.8 13.1] 0.8 1 1.1 2.3 3.3 3.6 1 2.9 1 2.9 

8.2.3 Privatisation 

A large number of scientific-research institutes and enterprises that were associated 

with the military industrial complex split off from their parent enterprise (often under 
the leadership of one of the senior staff) and formed new private companies. These 

were, in the first instance, usually located on the same premises as the military-related 
institute or factory. It is not known how many enterprises were created in this 

somewhat dubious legal way. Nevertheless, it may be possible to look at small 

enterprise development as an additional proxy for privatisation as the average number 

of workers in small enterprises has decreased year on year (e. g., in 1996 there were 

183.2 thousand listed as working in small enterprises, 153.4 thousand in 1997, and 
146.9 thousand in 1997). This can either mean that more people are moving into 

employment in medium and large enterprises or that the numbers are false due to the 

inability to properly estimate the grey economy, i. e., many people have one "official" 

job but often work one or more part-time jobs or the enterprises in which they are 

working are not registered as "legal" entities Oust "physical" entities). 

Table 8.4 Percentage of civilian production from VPK (conversion) enterprises from 

their total production 

1994 1 1995 1996 1997 1998 

Sverdlosk 

[45.9 

55.2 55.2 44.3 40.0 

Russia 64.3 62.2 58.7 62.4 56.5 

It is interesting to note that the level of civilian production from VPK enterprises is 

lower than the Russian average given that regional administration first recognised and 
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developed policies to create a successful mechanism for conversion back in 1993. At 
that time the regional administration decided to give tax credits and overall financing 

of 3.8 billion roubles. In 1995 a programme for financing conversion programmes 
was developed which included tax credits from the Oblast budget and investment tax 

credits from the federal budget with guarantees from the Sverdlosk Oblast 

government for a total of 60 billion roubles. 

It is worth noting in table 8.6 that the number of officially registered small enterprises 
decreased in 1999 (following the financial crisis) despite an overall increase in 1998. 

This may be associated with the continued lack of access to capital by this sector. 

Table 8.5 number of enterprises and organisations (at end of year) in Sverdlosk 

Oblast 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

Sv 6813 7375 18870 41256 54872 60405 68657 74691 80309 

Table 8.6 number of small enterprises (beginning of year, thousands) 

1994 1995 1996 1997 1998 1999 

Sverdlosk 27.2* 26.8* 26.9 27.8 31.6 25.9 

* denotes end of year 

8.2.4 Investment 

In 1997 the region's investment potential was rated fourth in the country by Expert 

magazine (Expert, 1997, No. 47, p. 24). It was ranked 6 th in terms of natural resources, 

3 rd in terms of production potential, 57 th for infrastructure, 5 th for institutionalisation, 

4 th for retail, 5 th for innovation potential, and 39t" for intellectual capital. The 

majority of the region's foreign investment over the past ten years has come from 

Germany, Great Britain and the USA although there has been investment from other 

European and Asian countries (notably China). 
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The level of foreign participation in regional enterprises has risen over the transition 

period. The most successful of this foreign capital has gone into those industries with 
fast turnover, e. g., food processing and production companies. These companies are 

producing primarily for the domestic market. Within the region, the majority of joint 

ventures or foreign owned companies have been oriented to export-import operations. 
Those companies, which invested in the natural resource based industries of the 

region, have found themselves negatively effected by changes in the world prices of 

metals and other commodities. The majority of investment in the Oblast (according to 

1996 estimates it was 83.4%) is in the city of Yekaterinburg. 

8.2.5 Living standards and the social sphere 

During the 1990s the region has seen an increase in the percentage of its population 

living in poverty. Although the monthly monetary income per capita is higher than 

the Russian average, this may only be a reflection of the fact that wages were 

traditionally higher in this region as part of the Soviet government policy to attract 

labour and to compensate for poor geographical conditions (i. e., harsh, long winters). 

The differential in wages was higher (in percentage terms) than what is now being 

experienced. 

This increase in poverty can not really be attributed to the rise in pensioners (who, 

according to regional sources comprise a large portion of those in poverty) due to the 

declines in life expectancy during the 1990s although this can not be fully discounted. 

An additional contributor to these high levels could be those people left unemployed 

in "single" factory towns (towns and cities where one or two companies employ the 

majority of the population, directly and indirectly). The overall level of poverty has 

increased at a rate faster than the national average. From the interviews, we get the 

definite impression that there is little or no wealth spreading taking place as whatever 

wealth remains concentrated in the capital of Yekaterinburg. 
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8.2.5.1 The health and income relationship 
As discussed in Chapter 6, the region experienced a drop in infant mortality rates at 
the latter end of the 1990s. It is surprising to see this fall in infant mortality given the 

overall increase in poverty rates. This seems to confirm that poverty is spreading 

amongst a particular segment of the population, namely the elderly and others 
dependent on state benefits. 

As discussed in chapter 6, the number of doctors also increased during the 1990s. 
Whether this is attributable to rising incomes and pay packets for doctors or a result 

of the increasing mortality of the population (life expectancy) is not clear. 

Table 8.7 Percentage of the population living in poverty (living below the official 
living minimum) 

1994 1995 1996 1997 1998 

RF 22.4 24.7 22.1 20.8 23.8 
1 sv 25.0 1 29.5 1 25.6 23.1 1 32.1 

8.2.6 Taxes and other fiscal obligations 
The region is one of the nine "donor" regions within the Federal budget system (i. e., 

its transfers to the federal budget are greater than what it receives back from the 

federal government). The regional government has passed several laws that are meant 

to protect people dependent on social support payments. 

During the period under examination the tax base has shifted from the larger former 

state enterprises such as UralMash to the region's aluminium and copper industries 

(Russian Regional Review, 21 June 2000) to medium and small enterprises. 
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8.2.7 Changes in output during transition 

During the 1990s there has been a decline in the profitability of a number of 
industries while others that were small or inconsequential, particularly prior to the 
August 1998 financial crisis, have grown in both size and profitability. Although the 
output of traditional sectors has increased (e. g., in 1998 the region's volume of 
industrial production as a percentage of Russia's total was greater than the regional 
GDP), the prices received for the goods has dropped in real terms. The effect on 
incomes is reflected in the increase in poverty. 

8.3 Economic Strategies, Programmes, and Industrial Polices within the 

Sverdlosk Oblast 

The Oblast administration and Duma (parliament) have passed a number of laws and 

regulations on economic policy and programmes. In terms of the political situation 

the regional governor Eduard Rossel was first appointed governor in 1991 by then 

President Boris Yeltsin. Due to the close contacts between Yeltsin and Rossel the 

region benefited (through subsidies, contracts and influence). In mid-1993 the 

situation changed with the creation of the (short-lived) "Urals Republic" which was 

adopted by the Regional Soviet (council) on October 27 th of that year. As a result of 

this Yeltsin removed Rossel from the governorship on 10 November 1993. Rossel 

was elected governor in 1995 and again in 1999. In 1996 Rossel became the first 

governor to negotiate an agreement with the federal government giving the region 

autonomy in foreign investment and trade. The provisions included concluding 

agreements with foreign states, appointing local representatives of the Federal 

Ministry of Foreign Economic Relations, creating an insurance/tax fund for attracting 

foreign investors, and participating in all discussions on international treaties or 

agreements regarding policy to attract foreign investors to Sverdlosk. The agreement 

also gave the governor the right to approve all federal appointments in the region. 

This is important because it contributes to the possibility of corruption amongst 

political and regional elites. Among the policies selected and implemented by the 

regional administration are the following: 
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* Free Economic Zones: The regional administration tried to establish a few of 
these tax free areas but due to the fact that they remain in legal limbo (there is no 
federal law which allows these to exist), these areas were eventually closed. The 

same goes for the Export Processing Zone that the region tried to establish. 
Small and Medium Enterprise Development: The Sverdlosk regional 

administration has established a Programme for the Support of Small Enterprises. 

A Centre for Co-operation with Businessmen has also been established to work 

with SMEs. This centre was established in 1992 as a joint enterprise between the 

regional government and the regional government in Baden Burtenburg 

(Germany). Its goals were to 1) form a system for state support of small and 

medium sized enterprises 2) attract foreign and domestic investment by 

prioritising the direction of activities for small and medium sized enterprises 3) 

expanding international co-operation and contacts. 

There is a Business Assistance Centre of the Government of Sverdlosk Oblast. 

The primary goal of this organisation is to provide financial support to small 

businesses including credits from the State and Oblast budgets. They also provide 

a guarantee for businesses trying to obtain credit depending on the project. The 

bank gives part as does the enterprise itself. They also give small grants, provide 

courses, consulting, informational support, and offer to try to find joint venture 

partners. 

A regional scientific-technical Park: The Uralskiy scientific technical park was 

created by an agreement between the Sverdlosk Oblast leadership, the 

administration of the city of Yekaterinburg, the State Committee for Higher 

Education (Goskomvuzom RF), the Ministry of Science (Minnauk RF), the Ural 

State Technical University, the Fund for assisting developing small forms of 

enterprises in the scientific-technical sphere, and the Regional fund "Progress". It 

was created in October of 1996. According to the leadership of this technical park, 

the key activities by small enterprises in the following areas: new technology for 

ferrous and non-ferrous metallurgy, machine building, radio instrument 

construction, material processing, chemical and environmental technologies, 
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energy, computer programming, and conversion of military production and 
technology. 

In addition to the formally affiliated or supported regional administration 
programmes, there are a number of associations for small businesses (e. g., the 
Yekaterinburg Association for Small Business), for co-operation between 

entrepreneurs in Sverdlosk Oblast, and a regional fund for the support of women 
entrepreneurs. There have also been a number of programmes established within the 

region by bilateral and multilateral aid agencies including USAID, British Know How 
Fund, and TACIS. 

8.4 Interviews 

8.4.1 Background to Interviews 

The interviews took place primarily in the region's capitol city of Yekaterinburg over 

a four week period (24 November to 18 December 1998). A total of 23 companies 

and organisations including finance and banking institutions, multilateral and bilateral 

agencies and affiliated programmes, regional and federal agencies, and educational 
institutions were interviewed during this time period. All the companies interviewed 

were small to medium sized (based on number of employees). The interviews varied 
in length from 30 minutes to several hours. Some took place both formally (in the 

company's offices) and informally (over lunch or drinks). Again the questions asked 

were the same as in the other regions but left open-ended to allow the interviewees to 

expand on areas in which they may have had more knowledge or experience. There 

was hesitance by Russian companies and representatives of the regional 

administration to agree to interview. There were questions as to which organisation I 

represented and who would have access to any information obtained. To access the 

regional administration I had to bring an academic in from one of the institutions I 

had interviewed. The person served as my spokesperson for one of the interviews; 

although I put forward the questions the interviewee answered the Russian academic I 

had brought with me. I didn't know whether to attribute this to the fact that I was a 

foreigner who they thought may not have understood (although I was asking all the 
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questions in Russian) or it was more to do with my age and gender. I suspect the 

latter. 

While in Sverdlosk I was required to not only register with the police, which is 

standard practice for all non-residents, including foreigners, but I was also required to 

register with the regional branch of the FSB (the federal security bureau, the 

successor organisation to the KGB). On several occasions while interviewing foreign 

companies and organisations I was told, half jokingly, to "speak louder for the 

microphone in the wall" or to smile as I was on "hidden" camera. The foreigners 

working and living in Sverdlosk were used to being followed to a limited extent at 

least. Approximately half the interviews were in Russian, the rest either mostly or 

completely in English. 

Breakdown by nationality of institution (not necessarily interviewee): 

Russian 13 

American 

British I 

German I 

Multinational 5 

Joint ventures have been listed as being multinational institutions. 

Interview composition by sector: 

Academic Institutions 2 

Telecommunications 1 joint venture, Open joint stock 

Regional administration 6 

Banks/Investment 43 foreign, I domestic 

Federal I 

Food processing 21 open, I closed joint stock 

Service 2 both closed joint stock 

Bilateral programmes 3 

Engineering I joint venture 
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8.4.2 Principal Findings 

8.4.2.1 SUDply Factors 

* Communications: The communications sector is highly monopolised. As one 
interviewee working in the communications area noted, the differences between 
levels of telecommunications in Russia is very big and the demand for newer 
technologies is quite high. The region, and Russia overall, does not have modem 
telecommunications system including telephone stations. The company has seen 
a lot of growth in the Internet over the past couple of years although investment in 

this infrastructure was limited. 

e Physical: Many of the physical infrastructure stocks are owned by the Oblast (e. g., 

airport and air transport). 

9 Environmental: There has been serious pollution within the region due to ash 
from metallurgical industries and chemical production at Nizhny Tagil. 

e Labour flexibility and attitude: Despite the high educational levels there was a 
definite lack of qualified personnel for the "new market" economy. It was 

repeatedly mentioned that marketing and strategy skills were absent, hence 

companies didn't even know their markets. This is contrast to the view of the 

regional administration that says that there is a competitive labour market and 

companies should benefit from the concentration of higher educated individuals in 

the region. 

9 Employment issues: The anti-monopoly committee said that the Oblast didn't 

want bankruptcy because of social factors. There was a continuing problem of low 

rates of labour productivity. As in other regions, the emphasis for employers was 

in locating younger (under 35) personnel who were deemed to be more flexible in 

their approach to doing business. The average age in the companies interviewed 

was below the regional average of 3 8.6 years. 
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8.4.2.2 Privatisation, Investment and Restructuring 

Privatisation has been a slow process according to one interviewee who worked as a 

consultant on privatisation and banking within the region. He claimed that 15-20% of 

enterprises had undergone restructuring but that the overall process in the region will 
take several years. The stocks are still undervalued so managers have been able to 
buy them quite cheaply. The large stocks (shares in large enterprises) are still owned 
by the state. He said that a lot of the problems with privatisation had to do with the 

relationship between the centre and the regions. This matched the view of another 
interviewee who stated that "the state couldn't privatise from the centre and that it 

was a problem of centre-regional relations. " Neither restructuring nor bankruptcy 

seemed to be taking place (or only in very small numbers) either for financial or 

political reasons. 

A large number of interviewees said that the region's chances for development were 

better if it worked with other (boundary) regions other than depend on the (federal) 

state for aid. Other interviewees felt that the privatisation process was very quick; 

that they didn't understand what a stock was and only now have they sought to right 

to shares. An interviewee from the regional administration said that privatisation in 

the full sense had not taken place. He also brought up the point that although people 

had property through share ownership, they didn't understand about shares and the 

different types of investment tools. There was a problem as well because enterprises 

couldn't take loans due to the high rates of interest on them (pre-crisis nominal 

interest rates were 60-150%). As for bankruptcy, one interviewee working for the 

state property committee, claimed that there were not many enterprises declared as 

bankrupt in Sverdlosk because of the publication of shares. By this he meant that 

publishing share ownership reduced capital stripping as those who had a majority of 

stock could be held accountable for the company going bust. There were also some 

enterprises considered to be "strategic" by the regional government (in addition to 

those military industrial enterprises that the federal government had declared 

"Strategic" and not subject to privatisation). These enterprises were in the food 

processing and production sector. The Oblast gives these enterprises, at least in 
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principle, support and credits. The regional authorities to a large extent, control the 

prices of these strategic products. On the subject of privatisation one Russian 
interviewee said that the regional privatisation policy was bankruptcy. 

New Russian firms reported having no problems with registration and post crisis 

competition has increased with the addition of new small enterprises. 

8.4.2.3 ForeiRn Direct Investment and International Relations 

A Russian interviewee representing the regional ministry of economy said that the 

prior to the crisis there had been a large increase in the number of joint ventures 

registered in Sverdlosk (he said he knew about this due to the people behind them- 

Cypriots and other "offshore" owners). By February 1998 the situation had changed 

and there were no new joint ventures coming into Sverdlosk. By December 1998 

there were about 750 joint ventures in the region but real production was taking place 

only in 10- 15 % of these according to this interviewee. 

8.4.2.4 Technological Developmen 

One company dealing in computer technology said that they are focusing on small 

businesses since large businesses really don't "exist". One (Russian) interviewee 

noted that the Urals was under threat if it depended on metal and natural resources; it 

needs technology that is, in his opinion, available only in Moscow. Another 

technology-oriented company said that there are regions with higher levels of 

development but that those regions with money (from natural resources) would be 

able to purchase new technologies and grow more. 

8.4.2.5 Financial Market and Banking Development 

It seems that the primary supply constraint is the capital constraint. Although regional 

banks were generally praised for their sound structures (i. e. they were not exposed to 

the ill-fated GKO market), the fact that they were so highly risk averse, meant that 

there was a further liquidity constraint imposed. These local banks were simply 

limited in the amount of hard currency they had available. As in Nizhny Novgorod, it 
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was stated that banks looked only at the collateral available (usually 200-300% of the 
loan). The main problem mentioned was that the ma ority of money was in Moscow i 
(up to 90% according to one interviewee). Most regional banks were focused on 
large and medium sized enterprises. The regional banks view lending to small 
business as the job of the EBRD or other aid agencies. One interviewee said that 
because the regional banks were at a lower level compared to Moscow banks, that 
they were less dependent on the centre (Moscow), so they would be the basis for 
economic growth as they were functioning "normally" post-crisis. 

Virtually all the enterprises interviewed admitted that they were forced to operate 
using barter and, to a smaller extent, vexels. For one computer service company, pre- 
crisis, up to 80% of their business was conducted using barter. They were at the time 

of the interview almost exclusively dealing in barter because of the instability of the 
dollar and, because their imports were paid for in dollars, they had a hard time 

reconciling the difference in their accounting records. 

8.4.2.6 Trade and Production 

The anti-monopoly committee estimates that 80% of companies here are actually 
bankrupt. At one point, the governor wanted to limit sales of all products within 
Sverdlosk. There are a number of monopolists and cartels that are, according to this 

interviewee, supported by the regional governor who is frightened of de- 

monopolising these regional structures due to "social effects". According to one 
interviewee (a Russian representing a joint venture), enterprises were not competitive 

on a global level; customers do not want the products and this, he thought, prevents 

the level of competitiveness developing. He believed that a mechanism was needed 

which would assist in the integration of enterprises among regions so that they could 

become more competitive. The general concept here, according to one Russian 

interviewee, is that development must be based on the region's natural resources. 

Most enterprises interviewed considered their main market(s) to be local (city) or 

regional and inter-regional (focus on Urals and European part of Russia). Imports 
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usually came through Moscow. Several interviews complained of the customs 
procedures they had to go through. 

As for new production or sectoral shifts in production, a Russian working for the 

regional oblast said that small enterprises were now working in metallurgy as well as 

chemicals, electronics and computers. Computers is the only sector which may be 

considered "new" as the others are traditional to the region (albeit with large 

enterprises). An interviewee from the ministry of economy stated that only metal 

producing companies are doing "well. " 

8.4.2.7 The Militga Industrial Complex and Conversion 

It was generally agreed that although policies to address this existed on paper, they 

were not used in practice. The Military Industrial Complex was recognised as being 

in a deep crisis but unable to do anything about it due to the cuts in state orders for 

military goods and lack of money for restructuring in both federal and regional 

budgets. Most people interviewed thought the idea of conversion was good but that 

the enterprises would not be competitive with foreign companies due to quality 

control issues and the money needed for investment into these enterprises. Only one 

enterprise was known to be working on a "conversion" project (lasers). According to 

one interviewee there were a lot of suggestions put forward by companies in different 

sectors (e. g., electronics, mobile phones, general consumer goods) but the 

management was not interested because there was a possibility of them profiting from 

selling off firm assets. The interviewee said that conversion was not an issue of 

capital or other resources but of the mentality of the old management. 

The anti-monopoly committee did not know what was going on in this sector. In 

principle these industries were to be privatised but this is only on paper. For these 

companies to produce there is a system of automatic state involvement. This is a 

result of the 1994 agreement on privatisation that gave 50% of shares to the workers, 

25% to the federal government, and 25% were "for sale". The collective bought out 

the rest of the shares so there was no restructuring of these companies. Another 
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interviewee representing a regional agency said that UralMash, the Ural Machine 
Building company, was officially privatised, but the state still had a controlling share. 
An interviewee from the regional ministry of economy said that the company, which 

employs 5000, was trying to diversify its production. He said the same of 
UralWagonZavod (Ural Coach Factory) which had formerly produced tanks and was 

now producing containers (for oil, etc. ) for both the domestic and international 

markets. The main problem for these companies was, in his opinion, finding money 
for investment in equipment and technologies necessary to produce new, civilian use 
high quality products. 

An interviewee that provided business assistance said that there were many small 

enterprises that came from these former military enterprises. Industries exist on these 

former production areas. Technical enterprises developed from technical institutes 

there. The interviewee did admit that conversion was not very widespread though he 

did cite the creation of small enterprises from the nuclear energy institutes, which 

may be considered to be conversion. 

8.4.2.8 Fiscal Relations 

The anti-monopoly committee said that the region accepts the existence of a cartel 

between energy, metal, and transport, i. e., companies which produce metal need 

transport, it is too expensive to pay tariffs so the cartel has an agreement. This 

agreement prevents them all from going bankrupt. They pay each other in kind. The 

Oblast participates in this cartel by the taxes it collects. The cash saved by paying in 

kind is used sometimes used to pay taxes. One interviewee stated that the region is 

trying to obtain more independence from Moscow as there would be more growth if 

the region had a greater say in things. This is very much tied to the fact that Sverdlosk 

remains a net contributor to the budget and receives very little back. 

8.4.2.9 CoMW_tion 

According to interviewees it was well known within the Oblast that there were 3 large 

criminal groups running the Oblast. In addition, since the "same" people were in 
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place, regardless of ideological or economic regime, power was entrenched and 
nothing would get done as everyone was protecting their interests. 

One interviewee, representing the regional administration, said that contact between 

commercial entities and bureaucrats had lead to bribes. He said that this wouldn't 
happen if there was an effective chamber of commerce (since they only deal with 
large and medium sized enterprises). He claimed about $30 billion from the region 
had been smuggled abroad. Money had begun to come to Sverdlosk before the 
August 1998 crisis; there was an increase in the number of joint ventures (from 

Cypriots and other off-shore owners). 

8.4.2.10 Policy 

One interviewee from the regional administration considers itself to be behind Nizhny 

Novgorod in terms of reforms but ahead of many cities in both the Urals and 
European Russia. Another interviewee from the ministry of economy said that the 

region's defence past (high military industrial concentration) hindered the draft law 

on investment policy and support. 

The least successful regional policy was, according to one interviewee representing 

the business assistance centre of the regional goverment, was the plan for supporting 

large enterprises. It failed because it was a political plan. 

The policy of free economic zones was in principle a good one according to one 

Russian interviewee working on small business development. The main problem was 

that no real production was taking place in this zone. It was also illegal as there were 

no federal decrees supporting or allowing the existence of a tax-free or tax reduced 

location. 
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8.5 Conclusion 

At the start of economic reform, the Sverdlosk region possessed several of the key 

elements necessary for economic growth: a cheap, well educated labour force, a 

relatively developed physical infrastructure that made it a regional hub, a vast supply 

of valuable natural resources that could be exploited to the region's advantage, and a 
developed manufacturing base. It was home to a multitude of military industrial 

scientific research institutes and, most importantly, it has the political relationship 

with the centre that should have ensured its receiving financial and political support 
from the federal centre. 

As we reviewed in sections 8.1 and 8.2, during the 1990s the region experienced 

several changes. Although the region's cheap, well-educated labour force, 

geographical location and natural resource base should have drawn investors, the 

region became notorious for its corruption. The region's political ties to Moscow 

tainted it. Although several bilateral and multilateral agencies invested in the region's 
industries and helped to develop financial infrastructure, the sector remained stunted. 

Regional banks and branches of Moscow banks did not become real commercial 

entities. Interviewees blamed this on the low level of credit available to small and 

medium sized enterprises. During the 1990s the regional levels of conversion 

remained much lower than the national average reflecting both the limitations on 

privatising "strategic" firms and the inability of these industries to develop new 

technologies for the market. Policy initiatives by the regional administration 

continued to focus mainly on attracting investors to the region's traditional core 

industries of ferrous and non-ferrous metallurgy and machine building. Conversion 

was, as agreed by the majority of interviewees, a failure in Sverdlosk. Although 

industrial production decreased throughout the period under review, the level of 

unemployment remained lower than the Russian average for most of the 1990s and 

GDP per capita was higher than the average. Nevertheless poverty levels were much 

higher than Russian average indicating that the differences between rich and poor in 

the region, were growing throughout this time. As discussed in section 7.4, the 
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regional administration is unwilling to admit to the high levels of bankruptcy in 

regional industries. 

In sum, the region has failed to achieve high growth (or less negative growth) due to 

the high level of corruption in the region and the administrationýs secretive and 

suspicious practices in the selection and implementation of both federal and regional 

policy. Despite its initial positive long run supply factors, the region has failed to use 

these in a strategic manner so as to encourage further investment and diversification 

in the industrial sector. The region's inability to build on the technological resources 
from its military past, its continued dependence on natural resources, and the lack 

creativity in devising policy beyond the traditional sectors means that the region has 

left itself subject to exogenous shocks and stunted growth. 
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Chapter 9 Samara Oblast (Samara Region) 

Summary of Findings 

At the start of transition, in 1991, when Russia became an independent state, the 

Samara region had GDP per capita was lower than the national average. The region's 

major industries, including automobiles and military industrial enterprises were 

experiencing problems. One positive factor was that the region was a transport hub, 

with developed (although in need of modernisation) rail and water transport facilities. 

Another positive factor was its possession of oil reserves. 

Over the course of the 1990s there were several important changes within the region. 

The region now has a higher disposable income than the Russian average. This may 

be due to the continued existence of the automotive industry here (which was helped 

by the devaluation of the rouble) and the positive externalities associated with having 

an established oil business (in addition to high oil prices). The region remains a net 

contributor to the federal budget and the regional governor, up until his decision to 

run as a presidential candidate in the March 2000 election, was head of the budget 

and tax committee of the Russian Federation Duma. 

Growth prospects for the region are good (relative to other regions) since there is the 

opportunity for businesses to benefit from agglomeration effects (increasing amounts 

of skilled labour in a concentrated area). The regional administration (governor) has 

done a fairly good job of presenting itself as open-minded, approachable and liberal 

in economic reform in comparison to many regions of Russia. Unfortunately the 

reality of the situation becomes apparent upon speaking with investors (foreign and 

domestic), banks, and SMEs operating in the region. The bureaucracy and 

corruption, both within the administration and in the major sectors (e. g., AvtoVaz 

automobile manufacturer) only demonstrate the entrenchment of the "relationship" 

structure. 
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Overall, the region does offer several benefits which should, in theory at least, 
facilitate its growth. Among these are its transportation links; the railway linkages to 
both East and West, North and South make overland cargo transit a viable alternative. 
The geographic location of the Oblast on the main river (Volga) means that the region 
can also act as a gateway to both CIS countries and to other regions within Russia. 

The level of education remains higher than the national average. Location and 

agglomeration externalities exist such that the costs are lower than they would be in 

Moscow or St. Petersburg, but it was difficult to work with people outside of the 
immediate region due to geographical distance which meant that there were 

asymmetries in information. 

9.1 About the Oblast 

9.1.1 History and Development 

Samara was founded as military outpost in 1586 to protect Russia's southern borders. 

Samara oblast was recognised as a separate administrative unit in 1815. From 1935 

until 1991 the region was known as Kyubishev. The region was, like the other regions 
in this study, "closed" during this period with the exception of Togliatti, a city about 

an hour's drive away from the capital city of Samara (also known as Kyubishev 

during the Soviet period). This city was one of the few to remain open through out 

the Soviet period to both Russians and foreigners alike. This was due to the fact that 

the city of Togliatti (re-named in 1964) is the location of AvtoVaz (automobile 

factory), a joint project with the Italian car producer Fiat. The city was named 

Togliatti in honour of an Italian Communist leader. The city had originally been 

founded in 1737 and was called Stavropol, but in 1957 it was re-located and re-built 

as a result of the construction of the Volga Hydro Electric Power Station. 

Samara, like Yekaterinburg and Chelyabinsk, grew most during the Second World 

War. Again this was a result of the transplanting of engineering and aircraft factories 

from the Western Soviet Union to what were deemed to be areas safe from any 

possible German invasion. By 1941 the Soviet Union's administrative corps had 

moved to Samara and the city became, in many ways, the de-facto capital. Stalin's 
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war-time bunker from which he commanded the Russian forces is located in Samara. 

During the post-war period, the region continued to build on its wartime status and 

oil, aerospace, power generation, chemicals, and automobile production grew along 

with number of enterprises working with and for the military industrial complex. 

9.1.2 Geography and Natural Resource Base 

Samara is located in the south eastern part of European Russia, approximately 1098 

kilometres from Moscow in the middle part of the Volga river (Russia's largest river). 

It is part of the Povolzski Economic Region of Russia. Travel time between Samara 

and Moscow is 8 hours by road, 16 hours by direct train, and 1.5 hours by air. The 

Oblast's territory occupies 53.6 thousand square kilometres or . 
31% of Russia's total 

territory. It ranks 47th in Russia in terms of territorial size. 

The region is rich in natural gas, sulphur, oil (1.5% of Russia's oil reserves are in the 

region) and construction clays (e. g., shale). The region is in a forest-steppe zone; the 

northern part is covered in Pine and other woods and the south is steppe. Within the 

region, in the bend of the Volga River, are located the Zhiguli Mountains. This area 

holds great potential for tourist development although it will take years to build the 

necessary infrastructure. There are currently only two Western-style hotels in the 

capitol but these are small and do not house business level facilities or many of the 

other amenities found in hotels in Moscow. 

The Oblast continues to suffer problems with severe chemical pollution. This is due 

to the existence of a chemical weapons facility within the Oblast. The level and extent 

of the pollution has not been fully disclosed by the authorities (federal or regional). 

9.1.3 Population 

The region's population (as of I January 1999) was 3.3 million making it the II th 

largest (by population) in Russia. The three most important cities within the Oblast 

are Samara with 1.16 million people, Syzran with 177 thousand, and Togliatti, with a 

population of about 708 thousand. The overall density of the population is 61.7 

people per square kilometre. As discussed in chapter 6 the region experienced net 
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outward migration throughout the 1990s. Migrants came to Samara because it is a 
regional hub and, quite often, it was the first large Russian city they arrived in. 

9.1.4 Education and Science 

There are 5 state universities, 5 state academies, 9 independent universities, 15 
branches of regional universities, and 60 colleges including a Pedagogical Institute, a 
Medical University, and an Agricultural Academy. The are about 72 scientific 
institutions and laboratories in the region including 5 academic institutes and 15 

research institutes. There is a branch of the Physics Institute of the Russian Academy 

of Sciences located in Samara. 

9.1.5 Industrial Composition 

Industry plays a major role within the Oblast. It accounted for 39.2% of regional 

gross domestic product in 1998. In The leading industries within the Oblast are 

automobile manufacturing, engineering and metal working, power production, 

chemicals and petro-chemicals, fuel (oil extraction), food processing, and 

construction materials. Most of the production is in the North-West part of the region 

within the Samara-Togliatti-Syzran triangle. According to the Samara Oblast 

administration there are about 105 leading machine companies which employ roughly 

70% of all industrial workers. 

The region is known as being the home of AvtoVaz which produces LADA cars. It is 

the biggest company within the region. It produces about 70% of Russia's cars. It is 

highly indebted to the Federal government (about $2 billion in 1998). The company is 

infamous for the high level of corruption found there (which includes the whole 

distribution system as well as the payment system). 

Within the Oblast the military-industrial complex has been dominated by the 

aerospace industry. AO Aviakor, the producer of the Tupolev 154 aircraft is located 

in Samara. The Proton and Energiya rocket launchers, Soyuz Progress space- 

laboratory equipment, and other space apparatus are also produced within the Oblast. 
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By August 1998 the federal government owed the defence companies about 769 

million roubles despite the fall in state orders over the past 9 years. 

The regional governor has supposedly encouraged defence plants to back the national 
group, the League for the Support of Defence Enterprises (source: East-West news 

service's Russian Regional Report) 

As mentioned the region is rich in a number of resources including aluminium. 
Sameco, Russia's largest rolled aluminium producer, is located within the Oblast. 

This enterprise had been declared bankrupt by the regional administration before 

finally being sold off (in a somewhat questionable deal) to a Siberian Aluminium 

company, to form the largest aluminium company in the world. 

As in Sverdlosk and Nizhny Novgorod, chemical and petro-chemical production takes 

place in the Oblast. The Samara region is the third largest centre for petrochemicals 

in Russia. Locally produced petrochemicals include nitrogen, synthetic rubber, 

plastic, etc. Some of the major chemical and petro chemical plants in the region 

include Togliatti Azot, Syzran Plastic, and Cintaskauchuk. 

Samara supplies 40% of the electric power generated in the Volga Region and 8.5% 

of the Russian total. Two of the largest energy producers are Samaraenergo (which 

produces electricity) and Samraneftgaz (oil producer). Samara produces about 30% 

of Russia's oil products (3% of total Russian oil production and 28% of oil share 

reserves). The region produces 12% of Russia's total petrol, 14% of its diesel fuel, 

and 13%of its black oil (source: Volga Business March 1999, p. 17). In addition to 

hydro electric power and oil production, the region depends on nuclear energy. The 

Balakov Nuclear Power Station is located within the region. 

Light industry also exists in the Oblast with food processing leading the way. There 

are 5 meat processing companies and 6 major dairy producers in the region. The 

biggest food and drinks producers are the Rossiya chocolate and confectionary 
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company (with 2 factories), Danone (yoghurt and other dairy products), and Rodnik 
Vodka (the main regional distiller of alcohol products). 

9.1.6 Agriculture 

Agriculture accounted for 7.7% of gross regional product (1998 Goskomstat). The 

total arable land is 3.9 million hectares with 2.8 million being ploughed. Within the 
Oblast agricultural production is focused on the production of various cereals. The 

region is self sufficient with the exception of sugar that is imported from other 

regions. Employment in agriculture is only about 9%, which is lower than the Russian 

average of roughly 12%. 

9.1.7 Trade (Domestic and Foreign) 

The region exports oil, cars, aircraft, nitric fertilisers, synthetic rubber, aluminium, 

chocolate candy, and alcohol. In 1998 level of exports were $1.1 billion (1.7% of 
Russia's overall exports). Imports totalled $866.2 thousand (1.6% of Russia's total for 

the year) in 1998. 

In terms of the direction of trade, the major trading partners in the 1 st quarter 1999 for 

exports were the Netherlands, USA Finland, Estonia, Ireland, Germany, etc. The fact 

that export trade is taking place mostly with developed or at least more developed 

demonstrates that the quality of the production is on the higher end (including those 

used as intermediate goods). 

During the first ten years of transition, the region expanded its trade links to include a 

number of non-CIS countries. The main trading partners (imports) by 1999 were the 

USA, Ukraine, Germany, Switzerland, Coite d'lvoir, and France. 

9.1.8 The Banking and Financial Sector 

Up until the 1998 financial crisis there were 26 banks regional banks operating on a 

commercial basis. The number of banks rises to 51 when one includes Sberbank (the 

state savings bank) and Moscow based banks working in the regions. 
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By 1997 there were four stock exchanges (Samara regional stock exchange, Russian 
Securities exchange, Samara Interbank currency Exchange, and Togliatti Universal 
Exchange) functioning within Samara. There were 30 banks with 193 branches, 42 

non-state pension funds and 132 licensed investment institutions (source: Samara 

administration web-site). 

9.1.9 Summary of Background 

What emerges from this review of Samara's background and development is the 
following: Samara has a fair sized, relatively well educated labour force, a very good 
transportation structure (based on air, water and rail networks), an advantageous 

geographic location (due to easy access to both river and land transport), a good 

natural resource base (particularly with oil being located in the region), and an 
important scientific and technical inheritance (former VPK industries). 

In terms of long run supply factors, it has adequate labour supplies and high levels of 

human capital. Environmentally, although there are some problems with water 

pollution and industrial pollution, there is nothing apparently major that may deter 

investors concerned about "ethical, green issues". The transportation network is 

relatively well developed for Russia although its road network needs serious 

investment or transportation costs will undermine competitiveness. 

9.2 Industrial and Sectoral Changes during transition 

9.2.1 Output 

There have been no major changes in the type of products produced with the 

exception of growth in the light industrial sector (food processing and clothing 

manufacturing). In 1998 Samara Oblast accounted for 3% of total Russian industrial 

production and 4% of Russia's gross domestic product. In the first quarter of 1999 

(post-Crisis) the primary exports continued to be fuel and utilities (60%, followed by 

ferrous and non-ferrous metals (3 1 %), engineering (5%), Petrochemicals (2%), Food 

products (M) and other (M) (source: presentation by regional vice governor, August 
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1999). The region is still dependent on its main employee, the car giant AvtoVaz, 
despite this company being one of the biggest debtors to the federal budget. It has 
remained opened simply due to the fact that it is the sole employer of thousands 
(directly) and hundreds through smaller businesses (autoparts, glass producers, etc. ). 
There are more than 108 enterprises and small firms that have co-operative 
agreements with AvtoVaz. Although the company did become more competitive on a 
cost basis following the 1998 devaluation, labour productivity is still very low in 

comparison to other car manufactures world-wide. 

Although primary industry did not change, there was a definite growth in small and 
medium sized enterprises (SMEs) within the region. Civilian or dual use production 
from the military industrial complex was higher than the Russian average. This seems 
to indicate that the future growth would be coming from higher end products (e. g., 
those produced by VPK enterprises) and through import substitution (e. g. the growth 
in domestically produced FMCG as well as food processing and clothing). 

Table 9.1 Index of industrial production (as a% of previous year) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

Samara 100.2 94 90 92 77 100.5 96 108 96 

9.2.2 Employment and Unemployment 

As can be seen from the tables below, the level of unemployment has continued to 

rise along with the working age population. This may be attributable to low labour 

mobility (due to housing shortages as well the existence of mono-branch towns and 

cities). The level of registered unemployed is significantly lower than general 

unemployed since many people do not wish to be registered as unemployed for fear 

that they will lose any social benefits they still may be receiving from the companies 

to which they are nominally listed as being employed in. Within Samara Oblast the 

majority of unemployed are women (during the first half of 1999 the percentage of 

women from total unemployed was 62.3%). According to the Samara Oblast 
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department of the federal employment service, one out of every three unemployed 

was between the ages of 16 and 30, with the majority of unemployed being in the 

urban areas. 

Table 9.2 unemployment (end of year, as % of economically active population) 

level of general unemployed level of registered unemployed 1 

'92 '93 '94 '95 '96 '97 '98 '92 1 '93 '94 '95 '96 '97 '98 

Sm 3.6 4.6 6.3 8.0 8.7 9.3 8.6 0.2 0.3 1.0 2.0 3.7 4.0 4.1 

RF 1 5.2 1 5.9 8.1 1 9.5 1 9.7 1 11 " 3.3 0.8 1.1 2.3 1 3.3 3.6 2.9 

*levels listed by the Regional (joskornstat for general unemployment are much higher than 

those listed by the Federal Goskomstat. This may be due to differences in definition of 

unemployed. 

9.2.3 Privatisation 

By the end of 1995 about 80% of former State Owned Enterprises (SOEs) had been 

privatised and formed into joint stock companies. As a result of this approximately 

61% of the workforce was employed in the private sector. According to the 

Department for State Property Management in Samara, by I January 1999,93% of 

the "allowed" enterprises in the region had been privatised. As the table below shows, 

there has been not only an increase in the number of civilian or dual use goods 

produced by these enterprises, but, on average, it is higher than what one finds across 

Russia in general. The Regional department of trade and industry has re-financed the 

loans given for conversion through the Oblast's conversion promotion fund. The 

continued development of aerospace technology in particular (new generation planes 

and rocket carriers) is of interest although these finns are still not privatised. These 

finns are producing and selling not only to the state and through state agencies 

(Rosvoruzheniye, the state arms/military equipment dealer), but are also working with 

foreign companies (e. g. Boeing). In 1998 the regional governor required the federal 

government to turn over the shares in these firms to the municipal government. 
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Table 9.3 Level of Civilian production by "converted" VPK enterprises, in total 
volume of their overall production (as a percentage) 

1994 1995 1996 1997 1998 

Samara 

1 

r 

E 

66.3 66.6 73.7 70.6 76.9 
Russi a 6 .3 62.2 587 162-A 1 56.5 1 

Table 9.4 number of enterprises and organisations (end of year) 
1 1990 1991 1992 1993 1994 1995 1996 1997 1998 

Samara 4668 4824 7990 75787 38305 45427 50622 56608 61549 

Table 9.5 Number of small enterprises (registered, end of year) 

1994 1995 1996 1997 1998 

Samara 18887 17361 19125 19612 21704 

According to the small business support department about 16% of the total working 

age population work in small business with 36% of the companies in the Oblast 

classified as small enterprises. Post crisis this has risen. There has been a 

diversification such that more production and service related activities are taking 

place in these enterprises. In 1999 a US government backed programme was 

established to give micro-credit financing to the smallest of these small companies. 

The focus is on women-owned firms since these firms and individuals have 

traditionally been denied access to bank loans and, as previously noted, the majority 

of the unemployed are women. 

9.2.4 Investment 

According to Expert magazine (Oct. 1998, no. 39), Samara received a rating of 6th best 

region for investment in 1996,8th in 1997, and 7th in 1998. The ma or foreign i 

investors into the Oblast have been in the food processing industry: Nestle, Coca- 

Cola, Danone, and PepsiCo. The other area for investment has been more in line with 

the traditionally strong branches of the regional economy: Delphi Automotive and 
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Coming (producing fiber optic cable). Most investment during the 1990s has come 
from American companies (38%), followed by Swiss (29%), Hungarian (12%) and 
British (9%). (source: Samara regional administration committee for international 

relations). The majority of investment has been in Samara with the rest in Togliatti. 
No foreign investment has taken place outside of these cities. Nevertheless, this level 

of investment has been sufficient enough for a representation from the Ministry of 
Foreign Affairs to open an office in Samara. In 1998, foreign investments through the 
EBRD amounted to 32 million roubles and 4 million US dollars. As shown in table 
9.13 below the regional administration has provided more than the federal 

govenunent in investments in basic capital although most capital investment has 

come from private sources. 

Table 9.6 Investment in basic capital (as a% of total investment) 

1994 1995 1996 1997 1998 

Regional 19.9 12.0 9.4 10.5 9.5 

Budget 

Federal 7.0 2.9 3.5 3.2 3.1 

Budget 

9.2.5 Living standards and the social sphere 

During the 1990s the region has, unlike other regions in this study, seen a decrease in 

the percentage of the population living in poverty. Wages are higher (by around 15- 

16% according to the Samara Finance Department) than the Russian average. The 

region s real monetary monthly per capita income was lower than the other regions in 

the study when reforms began (even when one includes the regional coefficient, a by- 

product of the Soviet regime that guaranteed higher wages to the labour force based 

on location and environmental factors). Given that the region has endorsed policies 

supporting SME development and military-industrial conversion (discussed in greater 

length in section 9.4), it may be interpreted that economic strategies selected by the 

regional administration had a positive effect. On the other hand, the region could 
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simply have been the beneficiary of higher energy prices (it is a major energy 
producer and exporter) but this is doubtful. Although we agree that oil-producing 
regions were generally richer during Soviet the period, the region's higher per capita 
income can not be attributable only to oil. Although the region does have a fair supply 
of oil resources as well as a developed infrastructure for tankers to transport the oil, 
the region itself can not sell the oil on the world market. There is a big price 
differential between the domestic price and the price received from selling abroad and 
as mentioned in chapter 6, the region did not sell its oil supplies directly. It is 

possible that the region may have benefited from increased tax revenue from oil sales, 
but given that enterprises in the energy sector were notorious for not paying their 

taxes or were usually in arrears on tax payments, this seems unlikely. Whether or not 

oil revenues led to a definite increase in real monetary monthly income per capita is 

also questionable due to the federalised tax structure in Russia (i. e., it is not known if 

the region would receive any monies back from the federal budget). 

9.2.5.1 The health and income relationship 
The region's life expectancy rates also increased from 55.6 years for men in 1996 to 

59.3 years in 1997. For women life exPectancy also increased from 70.6 years to 72.7 

years. Infant mortality rates are lower than the Russian average and actually fell 

during the 1990s. Again this supports the health and wealth connection. As discussed 

in Chapter 6, the number of doctors per 1000 of the population has also (marginally) 

increased despite the overall health care system receiving less financial support from 

the federal and regional authorities over the time period under examination. Infant 

mortality rates are also lower than Russian average (see chapter 6 for comparison). 

Table 9.7 Percentage of the population living in poverty (living below the official 

living minimum 

1994 F 1995 E 1996 1997 1998 

RF 24 2 24.7 22.1 
1 
20.8 23.8 

Sm P-- I 18.1 1 21.2 19.5 L 18.3 18.0 
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The poverty level is much lower than the Russian average although the trend in the 

growth of pensioners and other dependent on the government has increased over the 

period. Given that real monetary income per month per capita was generally lower 

than the Russian average during the 1990s, this measure seems to indicate that many 

people are receiving additional income from either family or friends or through 

participation in the black economy. Since poverty tends to be highest in the 

countryside, and since Samara is highly urbanised, this may also be a factor in the low 

poverty measure. This is a regional measure and does not reflect inter-regional 

differences. 

9.2.6 Taxes and other fiscal obligations 

As previously mentioned, Samara Oblast is one of the 13 donor oblasts of the Russian 

Federation. It ranked as the 4th wealthiest region in 1998. In 1997 the volume of 

taxes collected was 25-28% regional GDP and 12% of regional GDP went to the 

federal budget (source: Samara Oblast Administration information booklet). As 

through out Russia, tax revenues to the budget have fallen during the transition period 

leading to arrears in wage payments and social benefits. 

The situation was aggravated following the August 1998 crisis. Prior to the crisis, the 

governor passed a special resolution to deal with tax arrears. The resolution calls for a 

restructuring of tax areas so that enterprises must pay tax, in installments, for a5 year 

period. 

9.2.7 Changes in regional output during transition 

By 1997 the region was producing 4% of Russia's total industrial output although its 

population comprises only 2.2% of the country's total. Profitability of enterprises in 

the regions is also higher than the Russian average despite the average wage 

exceeding the Russian national average by 15%. Despite this apparent growth there 

is the continued problem of investment risk and the unwillingness of banks to finance 

medium to long term capital investment projects. There are still problems of credit 

indebtedness between enterprises. Barter is still widely used as are vexels and off-sets 

even though liquidity levels increased after the 1998 devaluation. 
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Unlike the other regions under study, it has been able to capitalise on its inherited 

military industrial structure. Although there are still numerous problems with this area 
of the regional economy, the ability of these enterprise to continue to export 
production and compete with international producers on some Products (e. g., Proton 

rockets), bodes well for future development. 

The major weakness of the region is it's continued reliance on mono-branch 
development (i. e., seeking to save AvtoVaz) and, to a lesser extent, it's dependence 

on natural resource based industries (i. e., oil) which are subject to fluctuations in 

world demand. It may be argued that the region's oil resource meant that the region 
had the means to restructure and so did better than the other regions in this study. 
Given that the regional administration was not able to sell the oil directly to foreign 

markets (where the price is higher), the only benefit the region received may have 
been in higher tax revenues from oil production facilities. Even this is doubtful given 
the high levels of tax evasion within Russia and within the region. The export 
composition not changed much over the transition period although domestic 

production has. On a very positive note is the expansion of industries which can 

compete on the domestic market (and potentially export). As long as these enterprises 

are able to control their production costs (they are currently competitive as a result of 
the rouble's devaluation following the August 1998 crisis) then it would seem that 
further prospects for restructuring as well as economic growth are good. Quite simply 
import substitution has taken place although most of the investors are foreign. Policy 

will continue to play an important role, particularly if the regional governor should 

change. As in Nizhny Novgorod there is a question as to the entrenchment of reform 

once the political leadership changes. 
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9.3 Economic Strategies, Programmes and Industrial Policies within the 
Samara Oblast 

Samara Oblast governor, Konstantin Titov, has tried to present himself as a liberal, 

reform minded politician. In regard to political stability (in terms of number of senior 
political leaders a region has experienced in the time covered by this study), Samara 

can be considered to be politically stable. This is despite the fact that the governor 
has changed political parties and affiliations several times since 1991. Titov was 
appointed to the post by Boris Yeltsin in 1991 and was directly elected in 1996. Until 
the 1999 election he held the federal post of chairman of the Committee on Budget, 
Currency and Credit Regulation, Monetary Emission, Tax Policy and Customs 
Regulation. In August 1997 Titov signed an agreement with the federal government 
which included 13 protocols detailing the political and economic relations between 

Samara and the federal government, including investment and economic policies. 

Within the administration a number of departments and programmes have been 

established to promote, at least on paper, foreign and domestic investment. The region 
has been very clear in stating its goal for a regional policy for development. Amongst 

some of the policies/strategies for business development and economic growth are: 

9 Legislation: 

* FDI: law on investment passed by the Durna in 1998. It was supposed to 

support investment activities and ensure the rights and property of domestic 

and foreign firms within the Oblast. Under this law companies were to be 

exempt from paying regional profit and property taxes during the 

investment recoupment period (not to exceed 2 years). This law also 

entitled banks and other financial institutions to lower taxes on condition 

that they gave credits to investment projects for at least one year. This law 

was not properly implemented due to lack of "instructions" to the regional 

tax authority. It is has undergone a review on the urging of foreign 

investors within the region (see advisory council below) and a new law was 

due to be put before the Duma at the end of October 1999. 
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9 Land: a land law was passed in 1998, which allowed the sale of property 
(including farmland) to "joint legal persons with Russian and foreign 

participation. " This means that land can be owned, inherited, and leased. It 

can be confiscated if it is not used for its declared purpose. Foreigners can 

not buy land but they are permitted to rent it. 

e Foreign investment advisory council: This council is comprised of all the (large) 

foreign investors in the region. It was formed in 1998 as a direct result of the 
frustrations experienced by these investors in regard to the 1998 law on 
investment. 

9 Investment support schemes: The regional administration established the Samara 

Centre for Project Financing in 1996 with the Volga Division of the Russian 

Engineering Academy. It is supposed to assist enterprises in preparing projects and 

searching for investment. It works with USAID and other bilateral and multilateral 

programmes. 

* SME development and support programmes: The Oblast administration has had a 

department for entrepreneurship and small business support since 1994. There are 

also eleven small business support centres set up in the region. 

* Free Economic Zones (Special Economic Zones): According to the regional 

administration, the purpose of these zones is to multi-fold: to increase productivity, 

diversify the profiles of these areas, develop small business and increase (tax) 

contributions to the local (rayon) economy, to end the local's dependence on 

regional budgetary funds, and to decrease unemployment (either by saving 

working places or creating new ones). Both residents and non-residents were to be 

given tax concessions to both local and regional budgets. These tax concessions 

include reduction or removal of property and road tax. The tax concessions are 

only given if there is actual manufacturing taking place in these areas. The two 

zones are in Chapayask and Poknestevo. Chapayask is the former location of 

chemical weapons production facilities. 

Military Conversion Programmes: Two programmes were developed by the 

Conversion and High Tech Research Institute of the Samara Technical University 

1) Conversion and High Technology and 2) Conversion in Samara. 
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9.4 Interviews 

The interviews were conducted in Samara during a 3-week period (4 October 199 to 

23 October 1999). In total senior level personnel of 19 different organisations were 
interviewed including banks, bilateral aid agencies and affiliated programmes, 
departments of the regional administration and associated agencies, service industries, 

light industrial manufacturers, automotive industry affiliates, engineering 

manufacturers, and educators. The interviews were conducted in both Russian and 

English (or a mixture of both). Approximately 7 were in Russian and the remaining 

were either in English or mixed (both Russian and English were used). 

The breakdown by nationality of the institution interviewed (this does not necessarily 

correspond with nationality of the interviewee): 

Russian 

American 

Swiss 

Multinational 4 

Note: Joint ventures having foreign partners have been counted as being multinational 

institutions 

By sector and form of organisation the interviews included the following: 

Sector Number Type of Organisation 

Light Industrial 31 closed, 2 open (foreign owned) 

Banks and financial 21 Russian closed, I foreign 

Regional administration 4 

Bilateral programmes 3 

Service 2 privately owned (Russian) 

Automotive I joint venture 

Engineering I joint venture 

Educational I joint venture 
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9.4.1 Background to Interviews 

All of the companies interviewed were either small or medium sized (based on 

number of employees). The interviews varied in length from 45 minutes to over 2 '/2 

hours. Some were held over the course of several days. A couple of the interviews 

were held informally (not at the company or organisation itself). As in other 
interviews, the interviewees were asked to briefly describe their companies and their 

responsibilities within the company in general terms before specific questions were 
introduced. The questions, although structured in such a way as to broadly cover the 

issues I wish to address, were left open ended so as to allow the interviewees to 

expand on areas in which they may have had more knowledge or experience. Again 

there was some question as to whom I was working for (represented) but this was not 

as much of an issue or impediment as it was in either Chelyabinsk or Sverdlosk. The 

same procedures in terms of confidentiality were followed as in the other regions. 

It should be noted that access to the regional administration (a notoriously difficult 

process in Russia where all foreigners or, for that matter, any person, asking questions 

is still viewed with suspicion) was not overly difficult (although not as easy as in 

Nizhny Novgorod). At the senior level though access is virtually impossible; one 

interviewee representing a foreign government programme here said that it took over 

a year to gain access to the deputy governor and even longer to access the governor 

due to the tight circle surrounding the political elites. The regional administration has 

a well developed web site, available in English and Russian, which gives all types of 

information about the region (including economic, finance, and investment policy and 

background). Programmes run or supported by the administration were also 

(relatively) well publicised to the public in general via the Internet and through 

publications 
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9.4.2 Principal Findings 

9.4.2.1 Supply Factors 

Communications: Virtually all the foreign interviewees complained of the poor 
communications infrastructure and the inability (or unwillingness) of the regional 
and municipal authorities to improve them. These interviewees were forced to put 
in their own communications infrastructure including fibre optic cables and other 
imported foreign communications equipment. The situation in Nizhny Novgorod 

was deemed worse than in Samara by foreign interviewees who had been there. 
The Russians interviewed, although not satisfied with either the level or quality of 
the communications infrastructure, tended to accept it without complaint. 

9 Physical: Foreign interviewees complained the poor physical infrastructure, 

particularly roads. Despite the claims of well-developed road network, the roads 

were in such poor condition in the city of Samara, that there seemed to be more 

potholes than tar. Numerous interviewees, foreign and Russian, claimed that 

virtually no money was allocated to road works. Also very little money, if any, is 

spent on refurbishing or maintaining historical sites in the region which is 

contrary to the regional administration's desire to expand on tourism in the region. 
Despite the poor physical conditions the region's location and its importance as a 
"hub" is what brought foreign investors to the region. 

* Environmental: The Soviet and now Russian practice of focusing on company 

size and production levels (usually measured by weight or units produced) meant 

that (health) hazardous practices were not stringently followed. Within Samara 

Oblast the main environmental issues surround the chemical weapons production 

facilities in Chapayask which is an issue of inheritance. 

9 Labour flexibility and attitude: The results were mixed with interviewees 

attributing the problem more to federal employment laws (e. g., labour books and 

the three warnings rule) than to any interference from the regional administration. 

All of the foreign interviewees sited the lower skill and quality of the labour 

supply in comparison to other regions and cities (e. g., Nizhny Novgorod). In 

addition they all sited the problem of "mentality" and that all Samarans seemed to 
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be particularly "arrogant" which created a barrier in trying to transfer knowledge 

and skills, particularly marketing. The foreign interviewees said that there was a 
"big problem" with attitude, there was an inability to listen, and a high level of 
incompetence. One foreign interviewee said that the mindset, the bureaucracy, 

and the inflexibility meant that relationship building was a required tool. 

9 Retaining labour: The ability of the regional industries to obtain appropriate 
labour was also an issue. One company in the light industrial sector said that they 
didn't have a marketing department but were looking to develop one based on 
finding the right personnel. The company knew it's competitiveness had grown 
following the 1998 devaluation and wanted to take develop their retail market. 
This company had cut its employment levels by over 60%. 

* Employment: according to the state employment services over 73% of 

employment was in large and medium sized enterprises and 27% in small 

enterprises, including light manufacturing. The employment service was working 

with entrepreneurs as production increases to try to find working places. The 

service said that there were large sectors of unemployed but these were made up 

of people who didn't want to work. He claimed that 90% of unemployed are 

registered (ILO standards). He said that fraud had been reduced as information 

was computerised and they were able to cross reference and eliminate those extra 

numbers. The problem is in small cities that depend on one or two enterprises. 

There are quite a few of these cities and towns in the Oblast. This is not a problem 

unique to Samara. It is a problem common to all of Russia. The interviewee said 

that there is a problem with unemployment in areas with higher agricultural levels 

since they were lesser developed in terms of infrastructure and education. These 

areas were unlikely to attract investment and tended to be poorer. 

9.4.2.2 Privatisation, Investment and Restructuring 

Approximately 80% of regional GDP is privatised according to one interviewee 

working with the regional administration on a bilateral programme. Small and 

medium sized enterprises are very large players in the economy but they do not show 
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up in the Goskornstat statistics because many are not registered (usually for tax 

reasons but also due to the difficulties surrounding registration, more on this later). 

Of the Russian companies interviewed, only had existed in Soviet times. This 

company (in light industrials) had been founded in 1930 and has undergone several 

permutations since. It was restructured a couple of times (once in 1978 and again 
following privatisation in 1992). The company, like many of the companies in the 

region that may even date their development to pre-Soviet times, became a closed 
joint stock company following privatisation in 1992. In this company the workers 

received all the shares and, according to the managing director, there were no 

problems with the privatisation process. The company wanted to buy the land on 

which their factory and store is located when they privatised. Due to the uncertainty 

surrounding the legal status of this (at federal and regional level) as well as the simply 

not having the money (although they "pay loads of land tax"), the company has not 

done so. The company believes that if it were a joint venture or owned by a Western 

company then they would be able to buy the land. As a result they are looking to meet 

with Western investors as they need regular injections of hard currency. The 

company has worked with a foreign bilateral agency on accounting standards. The 

manager believes that it is difficult to have a business plan due to the current 

situation; he can't plan a strategy for the company. 

For new firms the regional registration process generally took longer for foreign 

affiliated companies (including joint ventures having Russian partners) and was thus 

perceived as counter productive as it only drove up costs. The level of bureaucracy 

involved in registering an enterprise (which can include up to 70 signatures and 

approvals and more if one wishes to construct even a small building, takes about 2V2 

years). This bureaucracy was tied in with corruption. Privatisation within the region 

was seen as a failure by virtually all companies interviewed. All interviewees said 

that there was "insider trading" with management holding onto the majority of stocks 

(of those companies perceived as viable). 

203 



For Russian companies the issue of investment was closely tied to the issue of bank 
development in the region. Foreign interviewees all said they did not seek local 
financing. In terms of the general investment climate, it is perceived as being friendly 

and approachable but "lots of wind, little action" according to one interviewee. 

Samara has never "pulled" a big deal as other cities and regions have done (e. g., 
Nizhny Novgorod, Perm, Novgorod, St. Petersburg, etc. ). One of the reasons for this 
is that, from speaking to regional agencies, they tend to feel that many of their regions 

products are already at "world" level when they are really aren't. This comment was 

echoed by the regional department for Trade and Industry. They said that they knew 

the market and cars, oil products and aluminium products produced in the region were 

all at "world" standards. This was directly in contrast to what Russian companies 

said in terms of market development. They attribute competitiveness strictly to price, 

not quality. Interviewees (both Russian and foreign) said that the existing regional 

and federal legislation was not adequate for investment to take place (either domestic 

or foreign). As in all the other regions in this study, the respondents said that business 

success depended on personal relationships, that the contacts between companies 

were, and had to be, more than purely commercial. 

9.4.2.3 Foreign Direct Investment and International Relations 

Despite the talk of creating a welcoming environment for foreigners those that have 

sought to invest here have had a very difficult time. The lack of transparency in 

purchasing decisions has scared off companies according to one interviewee working 

on a bilateral programme. The companies that have invested here have had to threaten 

at times, to pull out their investment just to get the regional administration to do 

C4 something" according to one interviewee. 

An example of the difficulties faced by foreign investors is the case of one company 

producing dairy products for national sales. The towns and municipal authorities had 

told farmers they were not allowed to sell their products to the company as it would 

result in the local populace experiencing milk shortages. Despite attempts to speak 

with these municipal councils and several attempts to get the regional administration 
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involved so as to open the channel for communications, the company was forced to 

threaten to pull out, thus increasing unemployment and creating an atmosphere of bad 

will for further investment by foreigners. Another company underwent over 5 years 

of negotiations to try to set up a joint venture and even at the end of this period, it still 

wasn't entirely clear if the project would go ahead. 

The foreign companies (brownfields, joint ventures and greenfields) interviewed said 

that the goal was to transfer technical skills and move the ex-pats out of Russia in the 

long run. Never the less certain areas were kept under foreign control (in joint 

ventures) including Finance and Marketing. The companies, as mentioned 

previously, are trying to source locally, not only to cut costs and raise profits but to 

avoid the hassle of importing through Moscow. The biggest supply constraint these 

companies face is access to local raw material inputs. "Difficult supplier 

relationships" was due to the historical "vertical" lines (i. e., relationship structure) 

according to another interviewee. The distribution of goods was not a business 

decision and there were high levels of self interest in company decisions. 

The international relations department has stated that there are over 352 registered 

joint ventures (with foreign firms) representing 60 countries although only 100 of 

these were actually working. The administration pointed to the five international 

"agreements" they had on cooperation and technical exchange with Westphalia in 

Germany, Freiburg in Switzerland, Quebec in Canada, Hanan in China and Poznan in 

Poland. 

9.4.2.4 Technolofzical developme 

This issue is closely tied to investment and bank development for Russian companies 

interviewed. One company in the light industrials sector said that although they had 

increased sales since the crisis, it was not possible to invest in new equipment which 

may make their product line more competitive on other markets (beyond Samara and 

neighbouring regions). Another interviewee, working in the region's traditional 

sectors of engineering equipment, machinery and automobiles, said that there was still 
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a lack of modem technology and that the joint ventures in the sector imported 

virtually all their equipment. One foreign interviewee said that it was difficult to train 
the staff to manage and maintain the equipment and therefore they had to rely on 
foreign management. Another foreign interviewee working in one of the "traditional" 

sector areas said his company had been invited in to form a joint venture because of 
the need for technology. This lack of new technology was "putting a definite break on 
growth" and this was still an issue 10 years on. 

9.4.2.5 Financial Market and Banking Development 

As in most regions outside of Moscow, the banks in Samara were generally not 

affected by the GKO (state security issues) collapse in August 1998. They had been 

squeezed out of that (then) lucrative market by the Moscow-based banks. Within 

Samara there are three main banks through which all regional budgetary funds are 

paid (Solidamost, GazBank and Alphbank). 

Generally speaking the banks are all highly risk averse (generally requiring 200-300% 

collateral) putting a break on potential growth as long term capital is not available for 

firms to purchase new technology (several interviewees, both domestic and foreign, 

said that the technological gap was still a big problem). Even for joint ventures 

working capital is a problem since shareholders are not prepared to put money up 

front. This only worsens the problem of enterprise debt as they are forced to pay local 

suppliers only after they receive payment for the end product. 

This lack of access to liquidity seems strange given that, according to one interviewee 

working with the banks, there seems to be a lot of liquidity in regional commercial 

banks since deposits have risen about 400% three to six months after the August 1998 

crisis. These banks are simply unwilling or at least extremely hesitant to provide 

traditional commercial credits since they do not want to do business with an 

"unknown" (see previous discussion on need for "relationships"). Another reason 

may simply be that banks are required to put up reserves for any company they lend 

to which then goes bankrupt. One local bank (owned by a Moscow bank) said that the 
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actual terms of credit had improved post crisis (with interest rates for short term 

credits falling from 300% to 55%) but only for larger enterprises which were, for 

political reasons, seen as being less risky. According to regional authorities only 

about 7% of small companies receive bank credits. An interview with a bilateral aid 

programme said that the banks are underdeveloped commercial entities and therefore 

companies are seeking credits from an institution they feel they can trust; they are 
trying to obtain EBRD loans. 

A light industrials company said that they were completely self-financing and that 

their liquidity situation had improved dramatically post-crisis. Due to the 1998 

devaluation their products became more attractive as they were now able to compete 

quite well in terms of money for value. The company does not use banks simply 
because they think the banks are too risky. There is no problem in getting loans, but 

the yearly interest rate is too high. Prior to the August 1998, the company had 

purchased new equipment from Japan, Germany and Italy. This new technology has 

been used to improve the quality of the goods they produce. Even though they now 
have financial reserves they have been affected negatively by the devaluation since 

they have to repay these credits to the West in hard currency. 

In terms of the Oblast's willingness to enforce bank legislation, one of the 

interviewees said $70 thousand had been stolen out of their account and the local 

bank said it was "not their problem. " Other interviewees (both foreign and domestic) 

had said they had lost money when banks went under and had only managed to 

recover part of their money. All joint ventures and domestic companies sited the 

limited access to capital for small and medium sized enterprises. A foreign bank will 

only provide credits if have foreign guarantee (export contract with payment in hard 

currency) or money in a foreign bank. Accountability (in terms of payment and 

fulfilment of contracts) was an issue; legal enforcement of contract law "was the 

missing piece" according to one interviewee. 
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One of the biggest problems sited was the continued problem of barter and vexels 

which, due to the secondary market this requires, was very expensive for companies 

operating within the region. In the automobile sector barter had decreased by about 
15% post crisis according to one interviewee who did considerable research in the 

area. Despite this increased liquidity due to increased sales to the domestic population 
following the devaluation of the rouble (AvtoVaz produces roughly 70% of all 
Russian cars), vexels or bills of exchange were actually increasing. There is a 

continued liquidity constraint in terms of obtaining physical supplies of cash. One 

foreign interviewee in food processing said that the company was being approached 
for barter deals more post crisis. The interviewee said that it was not visible that 

growth was financed by debt. 

There are several bilateral and multilateral (USAID and TACIS funded) programmes 

operating in the region seeking to address accounting issues, micro-credit 

programmes, and work with regional banks to teach them about commercial 

activities. The companies that participate in the accounting programmes are taught 

about international accounting standards, but this is a self-selection process as these 

companies choose to attend. They are usually limited by location as well (if they are 

located outside of the capitol they are less likely to know about the programmes). 
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9.4.2.6 Trade and Production 

There have been some attempts by the regional administration to develop new sectors 

such as packaging. The region was a "hub" during Soviet times and the regional 

administration has tried to market itself as possible distribution logistics centre. A 

German company had wanted to capitalise on this distribution system with the 
Oblast's support, but the plans were negatively affected by the crisis. There is a 

quite a bit of retail trade with foreign investors participating in this but there are very 
few foreign manufacturers in the region. Those that are here have focused on the 

traditionally strong sectors, taking advantage of the agglomeration and externalities 

that have developed here. These companies have brought in new technologies though 

and are attempting to create forward linkages. 

9.4.2.7 The MilitM Industrial Complex and Conversion 

The regional administration owns the shares of the majority of military-industrial 

enterprises. As previously mentioned, the share ownership transfer from Federal to 

regional administrations was required by the regional governor, Konstantin Titov. 

The most successful products produced are related to aerospace and aircraft although 

only two aircraft were produced in 1998. There is an agreement with the Netherlands 

on conversion projects although the specific details were not made available by the 

administration. There have been co-operative agreements with foreign countries, 

particularly the USA, on military related production. According to one interviewee 

from the International Relations Department, General Motors, Honeywell and 

Boeing, all large US producers of military, dual use and civilian products, have 

participated in projects with the region's aerospace industry on engine production and 

aircraft parts. 

There has been some privatisation since of some of these enterprises, but, according 

to one interviewee who has worked with the regional administration, it was mostly 

46crony" privatisation, i. e., friends and family of the regional political elites received 

the shares at far below the actual value. This interview claimed that virtually all 
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defence companies have approximately 15 thousand employees on the payroll but that 

they are not being paid. These companies have started to lease out their production 
facilities but do not pay tax. These enterprises can not be accessed without 

permission so I was not able to verify this with the regional administration or the 

enterprises themselves. The Department for Trade and Industry said that many of 

these enterprises were willing to become joint ventures and were seeking investment 

for projects. Financing remains a very large problem for these industries. In terms of 

conversion, one interviewee from the regional administration gave the example of an 

enterprise now producing medical equipment or another that had produced aircraft 

now producing automobiles. He was unable to say what percentage of enterprises in 

the Oblast were military industrial or military industrial related. 

9.4.2.8 Fiscal Relations 

All interviewees complained of the high tax level (which is more of a macro, federal 

policy issue). At the regional level the regional sales tax of 5% was seen as having a 

negative effect (it is only on cash sales) on enterprise sales. As one interviewee said, 

" the sales taxes miss their primary aim, to improve tax collection, instead it makes 

the products non-competitive. It gives the Russians loopholes to jump through. " 

9.4.2.9 Corruiptio 

Within the region, Togliatti is perceived as being an extremely corrupt place due to 

the highly questionable business practices of AvtoVaz. Although the company began 

to divest its holding when it underwent restructuring approximately 5 years ago, 

corporate governance is still an issue as there are no shareholder rights and 

management conflict according to an interviewee familiar with the company. One 

interviewee told me that the region was controlled by two "families", one affiliated 

with the regional governor and the other with the mayor of Samara. 

One of the three most powerful banks in the region, GazBank, is headed by the 

regional governor's 26 year old son. This alone is, of course, not enough to assign the 

term corrupt to, but this bank is one through which the region's moneys are assigned 
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and transferred, by order of the governor. Although it is not unusual for young people 
(in comparison to what one would find in western Europe and the US) to hold high 

level positions, all of the respondents doubted this appointment had been based on 

ability. The behaviour of the regional "elites"; driving through Samara in black, 

western cars with tinted windows and bodyguards, does little to promote a "clean" 

image to most of the interviewees. 

9.4.2.10 Policy 

In terms of how effective regional economic strategies and policies were perceived, 

most interviewees really didn't find them to be that effective, if they were aware of 

them at all. The regional administration was hard to penetrate, "there is no open door 

policy here" according to one foreign interviewee. Even for Russians there were 

problems at the lower levels which was were things really happened. According to 

one domestic producer, "the oblast is more interested in what will increase budget 

income; large enterprises and SMEs each have their own set of problems". The 

region's attempts at SME development have not been very successful according to 

one interviewee because although there was an incubator for small businesses, it was 

quickly leased out to cronies of the management company appointed to run it. The 

region has allocated a fixed amount of money each year for SME development 

(including monies for micro credit financing). 

Another interviewee working with the regional administration said that reforms were 

not institutionalised and that there is really very little action on the part of the 

administration (e. g., it took 6 months from when the decision was taken to open an 

investment support agency to actual opening. ) This was also the case with the 

investment advisory council, i. e., six months before being signed off on creating a 

council after the initial decision was taken. A representative of the administration 

said that economic policy did not depend on the governor. This contradicted the 

statements of all foreign interviewees that stressed the importance of the political 

relationship structure. 
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The actual success level of specific policy measures, e. g., the two free economic 
zones in the region, was unknown although nearly 2000 companies were registered 
there (again registration does not necessarily mean doing business). The free 

economic zones are in the two most depressed areas of the region and they were only 
officially proclaimed in 1999. The location of these zones (one being at the 

envirom-nentally dubious Chpayask chemical production complex and the other being 

very remote) meant that Russian firms would go to these only to register for free tax. 
As tax incentives are only offered if there is building or manufacturing occurring in 

the registered enterprises, one interviewee working on bilateral Programmes thinks 
they will be failures. 

9.5 Summary 

As discussed in section 9.1, the Samara region has several points in its favour in terms 

of growth potential. Among these are a well-educated labour force, a good 

geographic location and natural resource base, very little (known) environmental 
damage, a relatively well developed physical infrastructure, and a developed 

manufacturing base. 

As we reviewed in sections 9.1 and 9.2 the region had experienced some very positive 

changes throughout the 1990s. The region had benefited from net migration over the 

1990s which may have been a response to the increasing incomes (relative to other 
Russian regions) experienced in the region. The region has had high privatisation 

rates and high conversion rates (relative to the Russian average). Nevertheless, as 

mentioned by a number of interviewees (section 8.4) banks still continue to be risk 

averse and there is a difficulty for smaller firms to obtain credit. In terms of policy 

the regional administration has attempted to be responsive to investors but, based on 

results of the interviews conducted, the long delays by the administration seems to 

dampen the effectiveness of any action taken. 

In short, the reason that Samara seems to have grown (relative to the other regions 

examined in this study) may be attributed to both physical inheritance (long run 
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supply factors) and transition policy. The reasons that Samara may not have grown as 

fast as it could have are intrinsically linked with the strong relationship structure of 

"doing business" in Samara, the endemic corruption, and the rather inflexible mindset 

of the labour force and some officials to respond to market dynamics. Nevertheless, 

these negative responses are common throughout Russia so in sum the region has 

done relatively well during the transition period by using its long run supply factors in 

a strategic manner with the creation of regional policy. 

213 



Chapter 10 Chelyabinsk Oblast (Chelyabinsk Region) 

Summary of Findings 

When one mentions Chelyabinsk to the average Russian, the response is usually 
negative. It is perceived by most as a highly polluted, underdeveloped provincial 
"backwater" where no one would (or should) voluntary go unless one is interested in 

metallurgy or related machine building products. 

At the start of the transition process and with the opening up of Chelyabinsk (it had 
been a closed city and region throughout most of the Soviet period), the region has 

higher than average level of human capital, a limited physical infrastructure, and an 

underdeveloped communications infrastructure. There are serious environmental 

problems that need to be addressed through a defined regional and federal policy. 
Both energy and manufacturing sectors environmental policies need to be reviewed 

and changed. The region has abundant natural resources including easily traded ones 
(e. g., coal) which do not have a high payback period (on investment). 

In the longer run, the envirom-nental situation means that there may be limitations on 

investment by both foreign and domestic sources due to corporate responsibility 

issues, i. e., possible lawsuits or other legal measures taken against producers by 

regional, federal or private entities (this has yet to be tested within Russia). The high 

human capital levels are the strongest selling point for the region along with the 

richness of mineral deposits. It is not a transport hub. The regional administration, 

despite trying to "make the right noises" about economic reform, remains more closed 

than open in terms of its willingness to divulge actual (and correct) information about 

the region. 

There are strong links between enterprises (e. g., raw material sources with machine 

engineering plants) which are built more on relationships than cost accountability. 

This has led to the creation of virtual mpnopolies in certain industries (e. g., the 

Metallurgical combine in Magnitogorsk). 
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Although there has been more liquidity (cash) following the August 1998 financial 

crisis, and nominal finance has increased, real finance has not increased by the same 
proportion because, as in all of Russia, it has been effectively taxed away by inflation. 
When this is combined with the problem of a risk averse and underdeveloped 
commercial (non-state owned) lending sector then the growth prospects are limited 

since the ability to restructure and grow is firmly linked with the development of the 
financial sector. 

10.1 About the Oblast 

10.1.1 History and Development 

Up until the 1917 Bolshevik revolution the region was best known as a place where 
political reactionaries were exiled. As a junction on the Trans-Siberian railroad 
anyone exiled to Siberia passed through the city. The Oblast itself was formed on 
January 17,1934 as a separate entity. It had previously been part of the Orenburg 

territory (which currently lies to the Southwest). The region has been within its 

present territorial boundaries since February 6,1943. 

The region's economic development was centred on agriculture; it was a major grain 
trader and its manufacturing base was dominated by the production of agricultural 

equipment (although it was also known for its buckshot production). During Stalin's 

drive to industrialise at all and any costs during the 1920s and 1930s the region and 

the city were transformed; major tractor, metallurgical, and machine building plants 

were built. The region grew dramatically during the Second World War. The city 

became one of the USSR's major armament production centres as entire factories that 

had been in Central and European Russia were disassembled, transported and re- 

assembled in Chelyabinsk. This was done in an attempt to protect the country's 

industrial capacity from German invasion and destruction during the war. 

Chelyabinsk had what was probably the largest tank factory in Russia (the city was 

also known as Tankograd during this time). The famous Katyushka rockets and T-34 

tanks were produced in Chelyabinsk. The region is also a nuclear centre, with the 
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Mayak complex (a huge nuclear armaments plant) located within the region. Due to 
the existence of these military and nuclear facilities, the region was closed to 
foreigners and non-registered Russians during most of the Soviet rule. The region 
was officially re-opened to the outside world in 1992. 

10.1.2 Geography and Natural Resource Base 

The region is located in the eastern part of the southern Urals. Sverdlosk Oblast 
borders it to the north, Tyumen Oblast to the east, the Republic of Bashkortostan to 
the west, Orenburg Oblast to the southwest, and the country of Kazakhstan to the 

south. The Ural Mountains are located in the northwestern part of the region. The 

region is located 1600 kilometres from Moscow (a 21/2-hour flight or 33 hour train 

ride). The Oblast comprises 88.5 thousand square kilometres (0.5% of the total 

territory of the Russian Federation). 

This is an extremely natural resource rich region. There are large coal deposits (1300 

million tonnes of reserves), ferrous minerals including titanium magnetite (reserves of 

12000 million tonnes), and for non-ferrous metals copper ore, nickel, and bauxite 

deposits. Within the Oblast there are 9 copper-zinc deposits (four being exploited) 

with total reserves of 150 million tonnes. The region has gold deposits estimated at 

500 tonnes but significant investment is needed to mine this. There are also marble, 

graphite, and talc reserves as well as and building clays. Chelyabinsk is a monopolist 

within Russia in the mining and processing of graphite (the regional administration 

gives a figure of 95% of the Russian total). Within the region there are a variety of 

precious and semi-precious stones including rubies. 

The region has a continental climate, characterised by long, cold winters and warm 

summers. 56% of the land is arable and forests (of which lumber pine constitutes 

28% of the total forest) cover 27%. Chelyabinsk is situated on the basin of the Volga, 

Ural and Tobol rivers. 
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The region has experienced several nuclear accidents and has been subject to 

radioactive pollution. In 1957 a nuclear waste storage tank exploded at the Mayak 

reactor and radiochemical plant. An area the size of the state of New Jersey in the US 

was polluted with plutonium and strontium. The accident was kept secret although 
10,700 people were evacuated. In 1967 radioactive material that was dumped into a 
lake, spread to nearby towns and villages. This was not the first case of its kind. The 

dumping of nuclear waste into the Techa River has supposedly been taking place 

since the 1950s. Villages along this river that used it as the only source of drinking 

water were not informed nor the population evacuated. It was only in 1992 that the 

public was given access to this information. 

In addition to the environmental disaster caused by the nuclear industry, the 

metallurgical industry is also a major polluter. These industries release heavy metals 

and ash into the air leading to blood and other disorders. 

10.1.3 Population 

The total population of the region is 3.7 million. The capital city, Chelyabinsk, has 

1.1 million of the region's population. The city of Chelyabinsk ranks as the 8 th largest 

city in Russia. There are a total of 30 cities in the region with the largest being 

Chelyabinsk followed by Magnitogorsk, Zlatoust, and Miass The population density 

is 42 people per square kilometre. The average age in the region is 36 years. 

10.1.4 Education and Science 

There are seven state higher educational institutions in Chelyabinsk. There are also a 

couple of private business schools (e. g., Urals Institute of Business) in the city of 

Chelyabinsk offering Westem-style business and management education. There are 

63 scientific and research institutes and 71 specialised secondary schools (vocational 

training). There are also three military academies in Chelyabinsk for automobiles, 

tanks and aviation. 
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10.1.5 Industrial Composition 

Industry accounts for 40.8% of regional gross domestic product, agriculture about 
7.3%, construction roughly 9.2%, transport 7.2% and trade 10.3%. The key industrial 

sectors are ferrous and non-ferrous metallurgy, machine building and metals 
processing, and electro-energy. Ferrous metals alone accounts for almost 47% of total 
industrial production. The region accounts for 2.2% of Russia's GDP although its 
industry accounts for 3.5% of total Russian industrial production. It ranks 5 th in 
Russia in terms of industrial production. 

Within the city of Chelyabinsk alone there are approximately 150 large industrial 

enterprises. Agriculturally it is not very important; the region's agricultural 

production comprises only 1.9% of Russia's total agricultural production. Its' retail 
trade sector is also small, accounting for only 1.6% of the total retail trade within 
Russia. 

The Chelyabinsk Oblast is the largest producer in Russia of metals. The ferrous 

metallurgical complex is the leader of the Chelyabinsk economy. It produces 60.3% 

of the region's total industrial production (source: Economic committee, Chelyabinsk 

regional administration). There are 17 enterprises working in this area. These 

enterprises produce 26% of Russia's cast iron, 25% of the steel, and 17.5% of steel 

pipes. 

The main enterprises of the Oblast are the Magnitogorsk Metallurgical Complex, the 

Chelyabinsk Metallurgical and electro-metallurgical Complex (which produces steel 

and alloys that are used throughout Russia), and the Zlatoust Metallurgical Factory. 

Ferrous metallurgy accounts for more than 53% of the regional industrial production. 

The centre of the ferrous metallurgy industry is Magnitogorsk, home to a huge iron 

ore deposit although there are 23 other iron deposits within the Oblast with reserves 

of 1300 million tonnes. The Magnitogorsk complex is the largest of its kind in the 

world and the largest enterprise in Russia. The Chelyabinsk Electro -metallurgical 
Works produces a variety of ferrous alloys. Unfortunately the majority of these 
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enterprises need refitting (according to the Russian Federation Ministry of Economy's 
Foreign Investment Promotion Centre the average age of the equipment is greater 
than 30 years. ) 

In terms of non-ferrous metallurgy it is split into three groups: the ore mining and 
processing industry, mining and smelting industry, and metallurgical and electrode 
industry. The Oblast produces nearly 65% of the zinc, 21% of graphite, and 12.6% of 
the refined copper in Russia. In 1998 77.7% of the nickel, 58% of the zinc, and 48% 

of the copper produced within the region was exported. In 1999 non-ferrous 

metallurgy grew 25.1 % on 1998 levels (source: www. infoural. ru). 

According to the Chelyabinsk Regional government approximately 50% of output is 

exported (to both the "near" abroad and overseas). The metallurgical complex is the 

leading sector in the region; metallurgy's portion of total regional industrial 

production is 54.2% (1998 estimate). The city of Magnitogorsk, the centre of 

metallurgy within the region (and even within Russia) has become almost a separate 

entity due to the importance it has gained over the years. 

Machine building and engineering is extremely significant in Chelyabinsk. 

According to Chelyabinsk administration, this branch of the regional economy 

employed 43% of the population. Within this branch of the regional economy the 

administration includes the defence industry (42%), the automobile industry (16%), 

tractors and agricultural-related machinery (14%), machine tool engineering, 

metallurgy, etc. 

In 1994 there were 32 large enterprises working in this area of the economy. The 

largest and most import of these enterprises were the Chelyabinsk Tractor Plant 

(which accounted for 9.5% of all production within mechanical engineering) and the 

Ural Automobile Plant (which accounted for 10.2%). These factories produce trams, 

industrial tractors, heavy trucks, bulldozers and forged metal equipment such as pipes 

and ball bearings. The Chelyabinsk Pipe Works is the largest manufacturer of steel 
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pipes in Russia. Another large company is the region is ANKER, a metal structures 
manufacturing facility, which produces storage containers for oil and chemical 
products. Stankomash is one of the largest industrial enterprises in the area and 
produces oilfield and mining equipment, plough shares and military related products. 
Approximately 20% of Russia's pipes, a third of its smelted ferrous alloys and ball 
bearings and over 60% of its stainless steel are produced in the city of Chelyabinsk 

(source: urc. web site). The share of machine engineering in the region's output fell in 

1999 to 15.3% of the total industrial production (compared to 16.3% in 1998). Non 
ferrous metals producers include the Chelyabinsk Lacquer and Paint Plant, which is 

one of the largest plants in Russia. It produces lacquers and enamels. The 

Chelyabinsk Electrolyte Zinc Works is the largest manufacturer of zinc, cadmium, 

and indium in Russia. 

As mentioned in chapter 6, the military industrial complex in Chelyabinsk was the 

smallest of the four regions in this study. Missile production and space system 

engineering centres are concentrated in the western part of the region. VPK 

enterprises also include metalworking and mechanical engineering enterprises as well 

as automobile plants (tank production). There are approximately 30 VPK enterprises 

within the Oblast not including those institutes and organisations working on nuclear 

power related issueý or engineering design bureaux. As in all of Russia, the 

continued existence of the VPK industries is tied to the issue of military-industrial 

mobilisation. Military industrial mobilisation was an idea instituted prior to World 

War Two. Enterprises were required to devote a percentage (usually at least 10%) of 

their capacity for production of military related goods and materials. This was not 

such an important issue at that time as the technology required to produce military 

goods was not dissimilar from that used to produce non-military goods (e. g., it was 

not such a great leap to go from producing tractors to producing simple tanks). Over 

time, as the technologies used in military hardware have developed the ability of 

companies to produce civilian goods with the same inputs and machinery had fallen. 

The military industrial complex became a completely separate industrial sector. 

220 



The region is a big energy producer. The regional administration considers the fuel 

and energy complex to include electro-energy, coal mining, the fuel industry, and 

nuclear power. Energy consumption within the region is split into coal 
(approximately 50%) and natural gas (about 40%). Chelyabinsk has the 6 th largest 

coal industry within Russia and Chelenergo is the 6 th largest electric energy company 
by volume within Russia (source: Expert magazine, 12 October 1998, No. 38). As 

previously mentioned nuclear energy facilities are located within the northwest part of 

region (Snezhinsk and Ozersk). These facilities supply power not only to Chelyabinsk 

but to surrounding regions (notably Sverdlovsk) as well. 

In terms of light industrials, Chelyabinsk is home to one of the largest footwear 

companies in Russia, Unichel. The company's production is sold through out a series 

of own-name brand stores in the region and inter-regionally. There are also large 

confectionery, drink and processed food producing companies in the region. The 

largest and most successful of these is Makfa, a pasta manufacturing company. A 

young entrepreneur founded the company in the mid- I 990s. Its products are now sold 

throughout not only the Urals, but can even be found in Moscow and other parts of 

European Russia. . 

10.1.6 Agriculture 

Agricultural lands comprise about 18% of the Oblast's total land, approximately 5.1 

million hectares. About 72% of agricultural land was used for growing grains. 

According to the Chelyabinsk regional authorities, in 1999 approximately 18.7% of 

the Oblast population was employed in agriculture (versus the 27% average in the 

Russian Federation). Agriculture accounted for 5% of regional gross domestic 

product in 1998 with agricultural enterprises producing 39% of total regional 

production, peasant farms producing 2% and private plots 59%. The region is not self 

sufficient in foodstuffs and must import food from neighbouring regions. 

10.1.7 Trade (Domestic and Foreign) 

Over the past few years the direction of trade has changed more than the actual 

composition of trade. The region has continued to depend on its external exports of 
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ferrous and non-ferrous metallurgical products. In 1998 ferrous and non-ferrous 
metals comprised nearly 90% of the region's exports. 

The region had, throughout most of the 1990s imported consumer goods (clothing, 
household items, fast moving consumer goods in general). Most of the imports had 

come from other CIS states (notably Ukraine and Kazakhstan). The number of 
imports has decreased post crisis as domestic production (particularly of footwear and 

clothing) has increased. 

10.1.8 The Banking and Financial Sector 

There were up to 30 banks working in the region prior to the August 1998 financial 

crisis. The largest regional banks are Chelyabinvestbank with 14 branches, 

Chelindbank with 33 branches and Dorozhnik bank with 3 branches in addition to the 
Chelyabinsk branch of Sberbank (the Russian savings bank) which is the largest bank 

in the region. While Chelindbank does work with foreign banks in terms of hard 

currency transfers, there are no foreign banks operating independently within the 

region. 

There is a regional stock market, the South Ural Stock Exchange. As of the I st quarter 

1999 the 616 registered stock companies. The most actively traded stocks were 

metallurgical, communications, energy and Sberbank of Russia. The regional 

administration had entered the short-term bond (GKO) market by issuing bonds since 

1995. The regional administration had planned to enter the international market by 

issuing Eurobonds prior to the 1998 crisis but has not done so. 

10.1.9 Summary of Background 

As a result of the Soviet system the region is a highly industrialised and urbanised 

place with the emphasis on heavy and large industry, particularly ferrous and non- 

ferrous metallurgy. These industries are the region's export base and thus of extreme 

importance to the regional administration. The region has also inherited a variety of 

ecological problems that requires a long-term strategy for containment and handling. 
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10.2 Industrial and Sectoral Changes during Transition 

10.2.1 Output 

Industry remains the driver behind the regional economy despite some discontinuities 
in output levels over the transition period (see table 9.7). The devaluation following 

the August 1998 financial crisis, along with the higher price for metals on the world 
market, benefited the Chelyabinsk region. According to the regional Economics 
Committee by the end of the third quarter of 1999 the production of non-ferrous 

metallurgy had increased 138%, mechanical engineering and metal processing rose 
137.7%, food processing and production was up 117.4% and ferrous metallurgy by 

11.2%. According to the Chelyabinsk Oblast Goskomstat office, in 1999 the volume 

of production in GDP grew 62.5% from 1998 levels. Industrial production, as a 

percentage of total regional GDP, grew from 36.5% in 1998 to 46.7% in 1999. 

Table 10.1 Index of industrial production (as % of previous year) 
1 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999* 

Chel 97 99 84 84 71 93 92 99 88 112.2 

*First ten months 1999 source: Chelyabinsk Regional Goskomstat 

10.2.2. Employment and Unemployment 

The levels of officially registered unemployed (see table 10.2) had been quite low 

considering the percentage of the population living below the population in the 

region. This may be due to several reasons: 1) people may be employed in the black 

market 2) insufficient unemployment benefits 3) people may still be "on the books" 

of a factory due to the social benefits associated with the enterprise. 
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Table 10.2 level of general and registered unemployed (end of year, as % of 

economically active population) 

level of general unemployed e' level of registered unemployed ff 

9 '92 '93 '94 '95 '96 '97 '98 '92 '93 '94 '95 '96 '97 '98 

C 4.7 6.5 8.2 8.2 8.7 9.5 12.4 1.0 1.1 1.9 2.6 2.3 2.2 2.1 

RF 5. 5.2 5.9 8.1 1 9.5 9.7 1 11.8 1 13.3 0.8 1.1 1 2.3 3.3 1 3.6 ý 2.9 2.9 

"During the tirst three-quarters ot- 1999 the level ot- registered unemployed was 1.2J/o 

10.2.3 Privatisation 

Within Chelyabinsk the majority of enterprises are officially privatised. The drive to 

privatise is obvious from 1993 onwards, with the number of new firms (registered) 

growing year on year (see table 10.10). The actual number of firms producing 

anything in the "real" economy (i. e., manufacturing) is not known. 

Table 10.3 number of enterprises and organisations (end of year) 

1 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 

Chel 4425 4474 4351 20820 40479 44919 

-- 

44567 
6---- 

48855 
1. 

57938 64145 
1 

*Up unto 1995 Federal (joskornstat ligures are usect. Alter IVY4 iwgionai k-JOSKOMSLUL lIgUIUN 

are used 

The conversion process affects almost 30 enterprises and organisations within the 

Chelyabinsk Oblast. According to the Chelyabinsk Administration, from 1989-1995 

the level of production of military products decreased more than ten times. According 

to the Regional administration, "the market capacity for converted production is 

determined by the needs of the oil-processing, petrochemical, building, and medical 

sectors" as well as "Polar North" regions that have no stationary power networks (this 

is in reference to nuclear power). 
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Table 10.4 level of civilian production by "converted" VPK enterprises, in total 

volume of their overall production (as a percentage) 

1994 1995 1996 1997 1998 

Chelyabinsk 

1 

Y b 

E 

52.6 61. -1 56.7 60.9 73.9 

Rus s ia 64.3 62.2 58.7 62.4 56.5 

The administration claimed in 1998 that for 29% of defence enterprises the share of 
civilian production is less than half of the production volume, for 58% the share of 

civilian production is more than half the production volume, and that 13% were 

completely converted to civilian production. These numbers are different than those 

reported by Federal Goskomstat. This may be attributed to the politicised nature of 
conversion or simply due to the fact that some military products can be considered 

dual use (civilian and military) technologies and are being counted as civilian 

production if that is what the customer claims there use for. 

Table 10.5 number of small enterprises (registered, end of year) 
1 1991 1992 1993 1994 1995 1996 1997 1998 

Chelyabinsk 1997 3603 7507 14715 13875 12879 14151 17748 

By 1998 the number of small enterprises in Chelyabinsk Oblast had increased by 

almost nine-fold the number registered in 1991. 

Table 10.6 small enterprises by sector 

Number of small enterprises 

year total industry construction agriculture trade 

1992 3603 531 954 67 775 

1996 12879 2165 2137 81 5627 

1997 14151 1898 2950 34 6495 

1998 17754 3148 2640 880 6635 

1999 19000 4000 3000 900 7000 

F200V-*- 20000 Pw- I 5000 I 4000 950 8000 
*Estimate, "forecast Source: Oblast Committee for State Statistics 
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Flemings bank together with the EBRD created an Ural Venture Fund with the goal 
of investing in different small and medium sized enterprises. In 1998 there were 
more than 130,000 registered private business people (an increase of more than 10% 

of 1997 levels) and accounting for 8.5% of the total employed in enterprises and 
organisations within the Oblast (source: Chelyabinsk Regional Administration). 

10.2.4 Investment 

Expert magazine gave the Oblast a rating of 15 th place in 1998 (12'h in 1997) for 
investment potential. Its natural resources were rated 25 th place, labour and 

production 10th place, infrastructure 3 gth place, institutional I oth place, retail 15 th 

place, innovation 17th Place (Expert, 19 October 1998 No. 39). Cyprus was the 

biggest investor (80% of hard currency investment into the region) in 1998 (up to the 
August financial crisis). 

According to the regional administration, as of I January 1999, there were 600 

enterprises registered that had some form of foreign capital (although there were 
"really no more than 200 functioning"). Half of these enterprises were created for 

production (manufacturing) activities. In 1998 the total volume of investment stood at 
8274.6 million roubles, nearly 78% of 1997 levels. This level still does not place 
Chelyabinsk very highly in overall FDI flows within Russia. 

Table 10.7 Number of enterprises with foreign capital 

1992 1993 1994 1995 1996 1997 1998 

Chel. 13 50 186 219 247 219 155 

Source: Chelyabinsk Regional Goskomstat 

As shown in table 10.15 there has been a definite drop in the level of federal 

investment in the region during the 1990s and the share of the regional administration 
has increased. This may be due to the inability (or unwillingness) of the federal 

government to provide what may amount to subsidies to (privatised) industries. The 

regional government, anxious to keep employment levels high (or at least prevent or 
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delay rising unemployment levels) and maintain the politicians in power, may be 

providing increased amounts of capital to enterprises in the region for this purpose. 

Table 10.8 Investment in basic capital (as a% of total investment) 

1991 1992 1993 1994 1995 1996 1997 1998 1999* 

regional i 

f 

21.6 24.0 25.2 21.8 17.4 28.3 28.1 20.7 23.2 

ut budget 

federal 17.8 13.0 10.0 10.6 6.1 5.4 9.8 4.9 4.1 

budget I I I I I I II I 

*First nine months 1999 source: Chelyabinsk Regional Goskomstat 

10.2.5 Living Standards and the Social Sphere 

Despite the fact that Chelyabinsk (both the city and the region) were "closed" during 

the Soviet era due to the military production the initial levels of income were higher 

than the Russian average as part of the federal goverment's regional policy (see 

Chapter 2 for further discussion). This continued until 1994 when prices for the goods 

produced within the region (primarily metallurgical) were kept artificially low for 

domestic use products (although the export price increased), while prices on imports 

continued to rise (there was a drop in the value the rouble in 1994 following a 

banking crisis in October of that year). 

The region has an extremely high percentage of its population living in poverty. 

Although, according to the regional administration, the majority of those living below 

the poverty line are pensioners and others unable to work, the percentage is much 

higher than found in other regions and far above the national average. A large number 

of those living in poverty are assumed to be children and single parents. This rise in 

poverty is despite the low official levels of unemployment and the actual increase in 

production post-crisis. 
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Table 10.9 Percentage of population living in poverty (living below the official living 

minimum) 

1994 1995 1996 1997 1998 1999* 

Chelyabinsk Y b 

E 

28.3 31.4 27.2 26.5 30.2 41.3 

ia Rus s 22.4 24.7 1 22.1 1 20.8 23.8 1 ---- 
I 

*Up to end ot- third quarter 1999. From 1995 onwards Regional (joskornstat numbers are 

given, although they are higher than the Federally reported levels since it is assumed that the 

regional level would be better informed of what is actually happening in the region than the 

federal level 

As previously mentioned, there have been no major sectoral changes in production 

(i. e., shift to new industries or services). The post devaluation fall in living standards 

supports the idea, as seen in other studies discussed in chapters 4 and 5, that 

dependence on natural resource based industries and not developing (through active 

policy) new industrial sectors led to slower or negative real growth. 

As in all the regions in this study the number of pensioners dependent on social 

support has continued to rise throughout the 1990s. The numerical increase in 

pensioners means that the dependency ratio has been increasing over the 1990s, 

putting a further strain on regional and local budgets and has, according to the 

regional administration lead to direct increases in the poverty rate. This is not 

expected to continue though as the percentage of working age population is expected 

to increase in the short term (although given the continued falls in birth rate, the 

situation will again worsen in the longer run). 

It is interesting to note that despite the serious ecological damage that has taken place 

in the region, infant mortality rates have been, for the majority of the time period 

covered here, lower than the national average (see Chapter 6 for comparison with the 

other three regions). It may only be due to the fact that the national average includes 

regions with very poor social infrastructure resources (hospitals and doctors). The 

most likely reasons are that there has been an under-reporting of deaths related to 
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environmental catastrophe or that there may be a lag time (years) in terms of death 

caused by these hazardous conditions. 

As discussed in chapter 6, the region ranks below the national average in terms of 
doctors. This may be due to the region previously being closed, thus limiting 
immigration of these professionals into the region or, more likely it is attributable to 
the low level of expenditure by the state on such services. 

10.2.6 Taxes and other fiscal obligations 

The oblast ranked 12 th within the Russian Federation in terms of the amount of tax 

paid into the federal budget system. In 1998 the oblast received 4.1% of its income 
from the Federal budget. This amount decreased to 1.5% in 1999. The majority of 

regional taxes were collected from enterprises' profits tax. The regional budget is still 

an important source for capital investments in regional enterprises. 

10.2.7 Changes in output during transition 

Within the oblast there does not appear to have been much change in the focus of 
industrial production. The regional administration is still seeking to promote the 

traditional sectors and industries. The region ranked 6 th in terms of the overall 

volume of exports produced by Russia's regions but again, the focus was on the 

traditional sectors (metallurgy, machine building and engineering, and automobile 

manufacturing). According to the economic committee of the Chelyabinsk oblast, in 

1999 the oblast occupied 7 th place among Russian regions in turns of the volume of 

industrial production. 

It is worth noting the direction of trade over the transition period. From 1995 the 

majority of exports have gone to neighbouring developing countries, e. g., China and 

Kazakhstan. There have been exports to developed countries such as the Netherlands 

(on average ranking 2 nd on the list of most import countries for exports), the USA, 

and Italy. Although these countries have remained very important as export customers 

throughout most of the 1990s, post-crisis the direction of trade has changed with 
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developing countries (China, Kazakhstan, Philippines, and Iran) becoming more 

prominent consumers of the region's production. 

The devaluation gave the region a competitive advantage only in nominal terms. The 

prices being paid are lower in real terms. This continued dependence on natural 

resource based products that are subject to rapid fluctuations in the world market 
(e. g., metals on the London Metals Exchange) has definitely contributed to the 

impoverishment of the population as the metal manufacturing enclaves do not 

generally create outward linkages. Post-crisis the average gross wage (in dollar terms) 

was less than one-third of pre-crisis levels (from $187 per month at end of 1997 to 

$61 per month at end of 1998). The average working wage continued to increase in 

1999 (from a low of $49.80 per month in January to a high of $62.70 in July of 1999). 

Although this increase average gross monthly wages in current dollar terms took 

place throughout Russian industry, the amounts received were higher on average in 

dollar terms throughout the post-crisis period and the recovery has been faster. 

There is the problem that energy and metals have a lower domestic price, a result of 

the history of subsidised payments by state to industry and domestic users. Suppliers 

of metals and energy do not receive world (i. e., higher) prices for their products. 

Within the region itself only Chelyabinsk and Magnitogorsk are "net contributors" to 

the regional budget. According to the regional administration, within several of the 

local budgets, transfers from the regional budget account for more than 50% of their 

income. This implies that even though official unemployment may have fallen and 

production increased in 1999, wealth spreading does not appear to be taking place. 

Technological development and diffusion has been taking place very slowly in the 

region. Although R&D had been the most Pronounced in the machine building sector 

at the national level, overall investment in R&D nation-wide has fallen. This is 

despite it increasing as a percentage of GDP because when one considers that GDP 

has fallen dramatically over the Transition period, then, in real terms, R&D 

investment has fallen. The slow rate of technological development in the region is, in 
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part, due to the effects of the devaluation of the rouble. The higher, technologically 

advanced imports were paid for in dollars so the devaluation has led to companies 
cutting back on imports of new equipment and technologies, thus inhibiting their 

competitiveness on both global and Russian markets with foreign producers. 

10.3 Economic Strategies, Programmes,, and Industrial Policies within 
the Chelyabinsk Oblast 

The Oblast administration has tried to develop a series of strategies (usually targeted 

at foreigners) to attract investment. The effectiveness of these is subject to a great 

many social and political constraints. Although the regional authorities have 

generated the right "buzz" words (privatisation, SME development, investors rights) 
they have continued to try to direct investment to the very large, traditional sectors of 

metallurgy (ferrous and non-ferrous) and machine building. This may be interpreted 

as focusing on the region's core competencies. Its continued reliance on the 

externalities related to the IRS received by enterprises working in these sectors due to 

the agglomerated forward and backward linkages which have developed both through 

historical accident means that new sector development if not restricted, remains 

underdeveloped. Within Russia the issue of information is quite important as it raises 

transaction costs considerably (for both buyers and sellers). By supporting 

programmes that publicise the region on the Internet and by participating in supra- 

regional and national trade exhibitions, the Oblast administration seems to be seeking 

to reduce these asymmetries. 

Amongst the policies advertised by the regional administration are the following: 

* SME development: the oblast has worked with the EBRD and Flemings bank to 

create an Ural Venture capital fund to invest in small and medium sized 

enterprises. In addition training, consulting for enterprises and other projects for 

business people has been established through the Chelyabinsk oblast agency for 

support of businessmen and attracting investment. 

0A centre for business information ("world web") which supports an information 

server "South-Urals service for business information" on the Internet has also 
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been created. The information on this site is intended for both enterprises in 
Chelyabinsk and for potential foreign investors. Enterprises in Chelyabinsk are 
given information what to include in a western style business plan. The server 
provides information on federal and regional (local) legislation regarding 
investors' rights as well as key indicators for entrepreneurial projects and 
requirements for leasing equipment. 
Oblast Investment Programme: this programme includes programmes for 
developing and restructuring the electro-energy sector of Chelyabinsk, 

restructuring the coal sector, developing light industry in the oblast, and 
developing ferrous metallurgy until 2005. 

Special zones located in designated "depressed" areas, usually on the base of 
former military-industrial facilities. Enterprises registered within these zones 
receive tax credits and discounts (local and regional taxes only). There are four of 
these zones within the region. 

10.4 Interviews 

The interviews were conducted during a four-week period (15 November until 10 

December 1999). In total representatives of 16 different organisations were 
interviewed including banks, departments of the regional administration, municipal 
(city) programmes, light industrial manufacturers, non-ferrous metal producers, 

construction companies, fast moving consumer goods (FMCG) producers, educators, 

and pharmaceuticals. All of the interviewees held senior-level positions in their 

organisations. All of the interviewees were Russian nationals (although not all 

represented Russian organisations). The interviews were conducted in Russian (with 

only 2 mixing Russian and English). 
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The breakdown of interviewees by sector and form of organisation is as follows: 

Sector Number Type 

Banking and finance: 2 1 open joint stock company, I closed joint stock 
Light Industrial: 2 1 closed joint stock company, I open joint stock 
Education: I open joint stock company 
FMCG: I open joint stock companies 
Municipal I closed joint stock company 
Regional 5 closed (regional offices) 
Construction: I open joint stock company 
Metallurgical: I closed joint stock company 
Pharmaceutical I open joint stock company 
Tourism/Travel I open joint stock company 

All of the companies interviewed were either small or medium sized (based on 

number of employees). A differentiation has been made between open versus closed 
joint stock companies (where appropriate) since closed joint stock companies tend to 

be management/with some worker ownership and so issues related to corporate 

governance are not entirely clear. Open joint stock companies tend to be, at least in 

principle, more responsible towards their shareholders and more open to new ideas 

and methodologies. 

The interviews varied in length from 30 minutes to 2 1/2hours. The interviewees were 

asked to first to discuss their organisations and their responsibilities there in general 

terms before specific questions were introduced. These semi-structured face to face 

interviews allowed the interviewees to expand on areas in which they may have had 

more expertise or experience since the questions were (initially) open ended. 

There was much concern on the part of the interviewees about whom I was working 

for (represented). This may be attributable to general suspicions about foreigners or 
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simply because no one had ever asked for this type of information before (Russian or 
foreign). 

Throughout the process I explained that all information which was not obtainable on 
the Internet or in public sources (e. g., newspapers, trade/business magazines, and 
television) would be kept under lock and key back in London. I offered to sign 
confidentiality agreements and stated that all references to companies would be done 

anonymously (e. g., using company A, company B, etc. ). 

Some of the interviews took place over 2 or more meetings. These extended 
interviews gave the chance for the interviewee to think over questions and remember 
facts and experiences. This was also useful for relationship building purposes, 

especially when seeking to obtain written information (e. g., statistics) from the 

interviewee. Again, the purpose of long visits to the regions was to gain through 

observance a sense of the place, how developed it was (both physically and 

economically) and to understand the problems and benefits associated with it as well 

as to develop trust with prospective interviewees. 

10.4.1 Background to Interviews 

These interviews were obtained primarily through "cold calling. " Contact was 

established either email or by phone (or both). I obtained the names and addresses of 

companies either via the Internet or through the city/regional phonebook for 

businesses and organisations in the Chelyabinsk region (which I bought from a post 

office in Chelyabinsk). As in the other regions, preparatory work was carried out on 

the regions prior to travel. Preparatory work included Internet searches to obtain 

general background information on the region including its natural resource base, 

industrial profile, and history. 

Internet searches were also conducted to locate companies and organisations in the 

region. E-mails to these companies and organisations listed on the Internet were sent, 

when appropriate, requesting further information about their activities (if the sector 
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and/or product was not listed). I also sought to develop contacts with in the region by 

asking acquaintances and colleague working in Russia for possible contact 
information with enterprises and organisations there (unfortunately no one I 

approached knew anyone in or anything about Chelyabinsk). 

The interviews were taped with the permission of the interviewee and hand written 
notes were taken as well. The tape recorder was shut off and/or notes were not taken 

at the interviewee's request when a particular topic (e. g., corruption) was discussed. 
Although there may be no written or verbal record of these particular conversations, 

what was told was definitely easy to remember (usually due to the shock value). 

Members of the regional administration (particularly the economics and foreign 

relations committees) were generally very helpful and willing to provide information. 

This may have been attributable to the fact that not too many foreigners had appeared 
interested in the region and they were anxious to promote it. On the other hand, it was 

quite surprising that they were willing to speak to me given that there had not been 

many foreign visitors to the region, the city and region's history of being "closed", 

and the usual level of suspicion towards foreigners that exist within Russia overall. 

10.4.2 Principal Findings 

10.4.2.1 Supply Factors 

Physical Infrastructure: No comments were made by the Russian interviewees 

about the level of physical infrastructure development within the region. 

Communications Infrastructure: As in other regions, this also was not a big issue 

with the Russian interviewees. The only people who mentioned this as an issue 

were those who had worked in Western companies or those who had direct 

knowledge of the newer technologies and their capabilities that were available in 

other parts of Russia (Moscow) or in the West. 

Labour flexibility and attitude: The educators and those interviewees that were 

either working for or had worked in Western-style institutions were the most 

critical of the regional labour supply. These interviewees freely admitted that the 
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mentality of the labour force had to change and that the skills necessary to operate 
in a market economy (e. g., initiative and a willingness to ask questions) were 
often lacking. Even a representative of the regional administration stated that 
success depended on changing the mentality of the people. 

Other companies complained of the difficulties of obtaining affordable qualified 
labour and that money was not being invested into education. The company 

working in the light industrial sector stated that they had participated in a TACIS 

programme that taught them the importance of marketing and advertising 

specialists. They were actively seeking such a person but were having difficulty 

doing so. They had also cut down on employment from the pre-crisis level. One 

FMCG also decided that they now needed a marketing department. They hired a 

couple of people but are still very dismissive of them ("they never say anything 

useful" according to the director of Sales). The more senior employees were still 
having difficulties coming to terms with the market. One lamented that 

"unfortunately the territory is not divided into zones where it is defined who sells 

or trades there. " 

Wages were reported to be very low by all interviewees; although they had 

increased in nominal terms post-crisis, in real terms the amount paid was much 
lower. The company working in the light industrial sector said that its employees 

had been willing to take a pay cut rather than lose their jobs if payments were 

slow to come in. Despite this willingness of the employees to take pay cuts, the 

company still had difficulty paying wages because of the social payments that still 

had to be made (e. g., for every rouble paid in wages, 40 kopecks had to be paid in 

social taxes). There was a definite division in labour reported problems. Those 

companies that did not use a contract system (and instead continued to use the old 

Soviet methods which included high social benefits) had problems with 

insufficient turnover. They were not able to get rid of unqualified or unproductive 

staff very easily (these were not surprisingly in companies that were closed joint 
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stock companies although not all closed joint stock companies were tied to the 
"Soviet" style labour code). 

10.4.2.2 Privatisation, Investment, and New Sector Develo-oment 

Privatisation in the region was viewed as "joke" by virtually all those interviewed. "It 

was a mistake, " said one interviewee. "It wasn't clear who got which shares and no 
one did anything about this" (lack of transparency). Bankrupt companies were simply 
"retumed" to the Oblast (the specifics of this were not made clear but it seemed that if 

the companies were declared bankrupt the physical assets were given over to the 
Oblast property committee). In terms of investment, one interviewee, working in the 
FMCG sector, said that the middle class that had started to develop pre-crisis had 

shrunk tremendously. There was now a much more obvious division between wealthy 

and poor within the region. Although there was still strong demand for the foreign 

branded products which her company sold, 6 months after the crisis there was an 
increase in Russian production. The foreign companies (or those selling foreign 

branded products) were losing out to local, cheaper brands (cheaper because they had 

no marketing costs). She thought the Russian brands would become more expensive 
in the longer run (matching foreign brand levels). She noted that foreign companies 

were now seeking local brand identification and where thus very interested in 

investing in production facilities within Russia. 

Technology was a big issue for several of the companies interviewed. The light 

industrial company said that there had been a lot of investment in the 1980s through 

the state but now it was simply not possible to import the best, most technologically 

advanced equipment. They used to purchase equipment from Germany but were now 

forced to import from Taiwan, which was more affordable, although not necessarily 

the most technologically advanced. They were also investigating Russian-produced 

equipment. One FMCG company also said that they were unable to compete with 

competitors because they could not afford new equipment. Others felt that if the 

regional economy could be "stabilised" then they (the company) would be able to 

attract investors so that they could purchase modem equipment and improve their 
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competitiveness (through the production of higher quality goods). The pharmaceutical 

company, which has received foreign investment in the pre-crisis period, says that 

although in the longer run they will have to use newer technologies to be competitive 

with world-wide producers, at the moment, they have the appropriate equipment to 

meet the "real Russian demand. " This company is subject to the ability of the state to 

pay for its products (its main clients are state run clinics and hospitals). 

The one representative of the Regional Administration said that the only way forward 

for Chelyabinsk was to move from selling raw materials to selling processed goods. 
This interviewee noted the quickly developing food industry within the region but 

still believed that the traditional sector (metallurgy) was the key sector for the 

region's future development as "it was the only way to support the non-profitable 

agricultural sector. " This fits with the accusation of one interviewee associated with 

the Regional administration that the regional administration was only interested in 

large enterprises. He was quite upset about the oblast administration's failure to be 

more involved in the development of small enterprises because the reduction of work 

places in large businesses meant that new places could be created in small enterprises. 

10.4.2.3 Financial Market and Banking Development 

Two of the leading banks within the region were interviewed for this study. Both 

banks were created in 1990 in response to the division of the state banks. Neither of 

the banks had any real exchange rate risk as they were not exposed (or only to a very 

limited capacity) to the GKO (state securities) market. Post crisis these banks found 

themselves in a much improved position vis-a-vis the Moscow based banks with the 

notable exception of banks, such as Sberbank, which continue to receive state 

support, guarantees, and bail-outs. One of the bankers interviewed stated that "a real 

banking structure does not exist here. " He also said that it is better for the bank to be 

able to wield power with the administration (so best to have a lot of branches in 

different places). The banks only use Russian accounting standards. 
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Most of the companies interviewed said that obtaining credit from the banks was not 
a problem, paying for it was. The high interest rates for short-term capital was 
deemed by almost all of the non-banking interviewees as being too high. The 

companies said that banks responded better to larger enterprises than medium or 
smaller enterprises' requests for loans. The company in the light industrial sector said 
that they depended on the banks for their working capital. They had stopped receiving 
state credits in 1996. They have no money for investment in capital since they are 
paying of debts on imported materials (pre-crisis). 

Of the banks interviewed, one said that the majority of its clients were small and 

medium sized enterprises as well as private entities. The other bank interviewed was 

of the opposite belief, that the other bank only worked large companies. Even though 

most loans were thought to be short term for working capital purposes, one bank said 
that the average length of loans was 1-2 years. The banks stated that the interest rates 
fell post crisis (from highs of over 200% in 1997 to about 55% for legal entities and 

even lower for physical entities) and that the percentage of collateral required had 

also fallen. The banks interviewed had seen an increase in clients although the money 
lent was used almost exclusively for working capital and not for longer-term 

investment purposes with the exception of some small production or a very limited 

amount being spent on technology. The problem remained with restructuring these 

enterprises; financing was not being used for this purpose. When asked how serious 

the problem of bankruptcy was for these banks, the response was that although they 

had thoroughly investigated their clients before agreeing to work with the banks did 

admit to experiencing losses in revenue when a client went bankrupt. 

Although liquidity had increased for almost all enterprises post-crisis, there was still a 

lot of business being conducted through barter and, to a lesser extent, veksels or 

offsets. One company's financial director said that the situation was easier now that 

the regional budget allowed for payment in the fonn of veksels. This company uses 

barter and veksels to pay taxes but cash to pay their debts. Another company working 

within the metals sector stated that before the crisis almost 80% of their payments 
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received were in the form of barter. Post crisis the situation had improved such that 

only about 30-40% of payments were in barter. Even when a company was receiving 

cash payments, there could be delays of up to two months. 

The problem of shallow financing remains post crisis because although nominal 
finance has increased (the percentage rate charged on loans is far less than it was pre- 
crisis); it is essentially taxed away by inflation. When this is combined with the 

problem of risk averse and under developed commercial lending institutions then the 

growth prospects are limited. Although at the national (macro) level there may 

actually be a finance deepening due to an increase in both hard currency and gold 

reserves and increased exports of oil and the higher exogenous market price for oil 

result in a deepening because there is an increase in liquidity reserves. 

10.4.2.4 Trade and Production 

Following the devaluation of the rouble in 1998, all of the interviewees (business) 

became focused on the regional market, central Russia or occasionally the CIS ("near 

abroad") market. Exports are up but instead of going to developed markets, they are 

now going to places like China and Kazakhstan (particularly metals). This is due to 

the deterioration in the quality of the products post-crisis. Over the transition period, 

particularly in the mid- I 990s, these companies began to import Western intermediate 

products into their final production. They were now trying to source locally or 

regionally (particularly if they had not done so before the crisis). One company (light 

industrial) had said that prior to the crisis they were importing materials from abroad 

but were now no longer able to do so (due to the high dollar cost of these goods). 

They no longer even attempted to export because they knew that the quality of their 

goods were no longer at "Western" standards. According to strategic trade theory, 

they should be competitive because their employees' wages are 2 to 3 times less than 

in Moscow, never mind their competitor countries. They have taken this competitive 

advantage and used it to re-establish themselves as regional monopolists. Another 

company (light industrial) used the devaluation to expand their product line and 

become more active on the local and regional market. They recognised that their 
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prices were lower than the imports and took advantage of this (although they are 
actually producing less than before the devaluation in terms of value). They are 
having a difficult time competing with other domestic producers though. The strategic 
advantage was not applicable when the market was able to quickly expand. 

Imports were still going through Moscow and thus the data relating to them by 
Goskomstat was inaccurate. The regional administration said they themselves use 
information supplied by the Customs department since they do not trust Goskomstat. 
Imports tend to be from the CIS and the majority of these (44%) are engineering 

products, 24% are consumer goods (including food) and 12% are ferrous metals 
(according to the Oblast Department for Foreign Economic Relations). 

10.4.2.5 Fiscal Relations 

All interviewees (including members of the regional administration) stated that the 

tax burden was far too high. One company felt that the tax regime prevented them 

from being competitive with cheaper products such as those produced in China or 
Turkey. This was due to the intermediate costs being so high (they are taxed on inputs 

as well as outputs). This high tax level was given as the reason why tax collection 

rates were low. Interviewees complained that 50% or more of local taxes went to the 

federal budget. 

10.4.2.6 The Militga-Industrial Complex and Conversion 

Most interviewees thought that the military-industrial complex was in very bad 

condition. They all said that there was no restructuring taking place in these 

industries. One interviewee was optimistic about the potential of the military- 

industrial complex. He pointed to the high human capital levels, the increased state 

orders for new equipment (due to the war in Chechnya), and the large number of 

contacts that these companies had with the West (through technical co-operation 

projects and scientific meetings). 
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10.4.2.7 Corruptio 

The interviewees did not really have much to say on this issue. Although companies 
admitted that it existed, most see it as a "Moscow" problem. There were very few 
known or obvious instances of corruption. 

One company (light industrial sector) said that corruption was a big problem in 
Chelyabinsk (e. g., it was not possible to build a store without bribing someone) but 

they themselves did not have a direct problem. The interviewee believed that in 

comparison with other regions (comparable in size and composition to Chelyabinsk), 

the level of corruption within Chelyabinsk was less significant, especially in new 
business development. 

The former governor of the region had managed to buy the tractor factory that had 

some links with a well known foreign company specialising in similar equipment. 
This foreign company was apparently very interested in purchasing some if not all of 

the company. How he managed to purchase this company was not overtly discussed 

but hints were made. The regional administration denied the existence of corruption 

within the administration itself, but they did admit that officials did go on. study tours. 

They claimed that this was a stimulus to changing attitudes (see previous section on 

labour and mentality). Interviewees from the administration did say that there was 

corruption at the industrial level. The main complaint associated with this issue from 

all interviewees was that things still worked on a "relationship" structure. The 

existence of this structure meant that access to bank and/or regional credits was 

affected. 

10.4.2.8 Poljýýy 

All interviewees were of the opinion that the region was "Moscow oriented". By this 

they meant that regional policy tended to follow federal policy. The main tool of the 

administration was lobbying the federal government for grants, subsidies, or other 

forms of support (economic and political). Although some policy measures (e. g., 

offshore zones) were viewed as somewhat successful (by number of enterprises 

242 



registered there), most interviewees thought that, at the regional level, there was very 
little that could be done as the real power lay with Moscow. 

One notable exception was the company working in the light industrial sector. This 

company said there was a programme to support light industries in Chelyabinsk 

Oblast. This programme included a reduction on tax on profits, which although it was 
helpful (the company had a three year tax reduction), they claimed that taxes were 
lower in other regions anyway. One company (confectionery) claimed that although 

policies to support the light industrial sector do exist on the regional level, it was only 

on paper; in reality nothing was done. This interviewee said that the state structures 
did not understand the economy. 

The Oblast administration admitted that there was not a lot of foreign investment in 

Chelyabinsk despite any attempts to draw it in. A representative of the Regional 

Administration said that they had been waiting a year and a half for Moscow to get a 

response from Moscow on projects they would like to develop. They were unable to 

develop policy as the President of Russia took any actual policy decision. This does, 

in a far less harsh form, echo the view of one of the interviewees who said that "the 

regional administration is worthless, they know the theory, but they are just playing 

games and not really doing anything. " They said that they did not have an investment 

protection law or other regional laws like this and that people would rather invest in 

Moscow. The interviewees admitted that foreigners with whom they had spoken were 

rather surprised by this. Even if there is foreign investment it is very difficult to tell 

because they work through a chain of companies (in terms of share ownership) which 

are Russian owned (owned by Russian citizens). Despite this admission the regional 

administration does send trade missions to London, Paris, etc. to present economic 

information about the Oblast. 

Members of the regional administration say that they have worked closely with 
1D U PHAKJ-. ýý TACIS etc. on programmes to try to develop the regional economy. Of the 

projects that have been "developed" with foreign agencies, only a project on 
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agricultural production (dairy) was successful (or at least measurably so). The other 
projects were not viewed as successes (even by the regional administration) as there 

was no visible differences in the companies that had received foreign advisory 

services. One interviewee from the regional administration said that it was easier for 
foreign ideas to work in agriculture because what was suggested was more believable 

and that in industry there were problems because of the high level of bureaucracy. 

A few of the younger interviewees in both public and private sector (those with 
foreign language experience and perhaps some foreign travel experience) didn't think 

the policies developed by the region were successful because the people put in charge 

really didn't know what they were doing. They claimed that attempts had been made 
to recruit them for these offices simply due to their foreign language abilities even 

though they knew very little about SME development or economic strategy 
instruments. Surprisingly it was the banks which said that the role of the regional 

administration in policy was great such that its 

In terms of the dissemination of information about policies and strategies, most felt 

that the regional administration had not done an adequate job. One of the 

interviewees, working for the municipal (city) government was for example, 

completely unaware of any regional policies for SME development and asked me if 

they existed. She was curious not only because this information would help her in 

advising SME's registering in the "offshore" zones (located in former military 

industrial sites) but also because she wanted to set up a small enterprise and was 

curious about funding opportunities. One metals production related company was not 

optimistic about the future, as they did not see anything being done on the regional 

level. Yet another company, stating that a regionally defined investment programme 

would be great, had no idea if the Oblast administration had any official economic or 

strategic investment policies. 
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10.5 Summary 

Chelyabinsk region, as discussed in section 9.1 did not, beyond its well educated 
labour force and strong industrial base, have much in its favour throughout the 1990s. 
As we reviewed in sections 9.2 and 9.3, the region experienced only minor changes in 
its structural output and remained dependent, in both policy and income, on natural 
resource based industries that left it subject to exogenous shocks. The region has seen 
a decline in its living standards (section 9.2) and the continuing issue of 
envirom-nental degradation had not been addressed by either the regional or federal 

administrations. 

In terms of policy and its effectiveness in counteracting any negative growth 

tendencies or trends, it proved to be largely ineffective. It was only effective at 

maintaining the political status quo and keeping, through subsidy and questionable 

tax relief methods, bankruptcy across a number of companies and sectors in the 

region from occurring. From the interviews (section 9.4), the statistical review of the 

region during the 1990s (sections 9.1 and 9.2) it seems that the quality of labour has 

not improved despite the numbers of those receiving higher education increasing. 

Not enough people with skill sets appropriate for a market economy are being 

produced. This, based on the interview results, is a common complaint amongst 

regional businesses. The continued focus on traditional industrial sectors, primarily 

natural resource based sectors, by the regional administration, has also been a failure 

according to the majority of interviewees. This seems to replicate itself in the 

statistics as the region had a very low level of GDP per capita and very high poverty 

rates in comparison to both the Russian average and with the other regions in this 

study. From the interviews we got the impression that the regional policy seems to be 

continued reliance upon the state and its structures (i. e., Moscow focused) and that 

new ideas to encourage diversified investment activities (new sector or industrial 

branch investment) were not being pursued. 

In short, even though "liberal" policy views were being expressed by the 

administration (e. g., SME development), the reality was that the region remained 
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constrained by its lack of financial market development, its natural resource based 

focus, and the mentality of the labour force (still not market oriented). After 

reviewing the policy initiatives (section 9.3), interview results (section 9.4) and 

statistical changes during the 1990s (section 9.2), these seem to be the main reasons 

why Chelyabinsk had not experienced real growth during the 1990s. 
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Chapter 11 Comparative Analysis of the Regions 

In this chapter the four regions are analysed on a comparative basis using insights 
from theoretical points from the literature, the main findings are surnmarised and the 

relevance of the hypothesises revealed. The relationship between the statistical data 

covering the period reviewed and the qualitative results from the interviews will also 
be discussed. 

11.1 Initial conditions reviewed 

The general research objectives of this study were based on the null hypothesis that 
inheritance alone predetermines growth. The research objectives, in providing a 

comparison of statistical and qualitative data were to 1) examine the economic 

strategies adopted in four Russian regions and 2) understand how well these strategies 

explained any variation in economic growth. The purpose has been to try to determine 

if regional growth has been constrained by natural resources, location and past 
development. As discussed in Chapter 5, these four regions were selected out of the 
89 regions within the Russian Federation was based on similarities in their initial 

conditions, i. e.,, where they were in terms of development in 1991, when the Soviet 

Union officially ceased to exist. The regions were also selected by virtue of 

similarities in industrial profiles (primary industries accounting for the majority of 

regional gross domestic product), populations (human capital levels, urbanisation 
levels, and ethnic composition), and natural resource levels. As discussed in chapter 5 

this was determined to be the best method of testing the null hypothesis that 

inheritance alone predetermines growth. In evaluating the regions, the following 

model, based on the key points from the literature, was used. 

11.1.1 Supply Factors (Inheritance) 

Labour is one of the most important components necessary for long term economic 

growth and this is reflected in human capital. As the economic models developed by 

Romer, Lucas, Krugman, etc. demonstrate, the quality of the labour available will 

greatly influence the rate of development that occurs in an economy which in turn 

will be reflected in income. Empirical and theoretical studies have demonstrated that 

247 



the more educated the labour force is, the higher labour productivity rates are. 
Although wages do increase as the skill base increases, the increased labour 

productivity results in lower input costs since fewer man-hours will be required to do 

the same job. The investment in education a society makes has "... a persistent 
influence on the standard of living on its population" (EBRD, Transition Re-po 
1999: 15). The availability of labour (labour supply) is also of importance in growth 
models. Therefore it is important in evaluating future growth prospects to monitor a 
country's natural rate of growth as well as the percentage of the population older 
than working age and the percent of the population of working age. The latter two 

points are worth noting because they will tell us about the dependency ratio. If the 

country or region is experiencing a labour shortage then it may consider importing 

labour through immigration. In the longer run the migration rate is a symbol of 

economic growth since, if the economy of that country or region is doing well and 
income per capita is increasing, then this will act as a draw for labour (assuming there 

are no restrictions on labour movement). 

Another important supply factor for consideration is inftastructure development. This 

includes both physical infrastructure (primarily the transportation sector) and 

technological infrastructure (here represented by the communications sector). The 

more developed these sectors are, the lower input costs will be. If there are better 

transport links then the cost structure will be lower (it will be easier to move goods). 

A developed communications infrastructure means that it is easier for information to 

be made available thus reducing informational asymmetries and other costs (e. g., 

transport and man-hours) associated with this. 

One of the least explored components in the literature is the role of the environment. 

It has been assumed that a country (or region) rich with natural resources (e. g., oil, 

gas, precious gems, metals) will benefit, at least in the short run, from the sale and/or 

trade of these resources. The underlying assumption in the development context is 

that these regions can invest the revenue they receive from the natural resources into 

the economy and "move up" the development ladder. Ecological degradation is an 
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area that has not been examined at great length within the development literature. The 

worse the level of ecological degradation in a region or country is, the worse the 
general health indicators (e. g., lower life expectancy rates, higher mortality rates, 
high infant mortality rates) are expected to be. The overall poorer health of the area's 
population will also affect labour productivity and it is assumed that man-hours will 
be lost due to illness. In the Russian case, as in many developing economies, there is 

no clear legislation as to who is to be held accountable for the ecological degradation 

that is the root cause of such problems. It is not clear if the government, the previous 
industries located on the polluted territory, or new investors moving into the territory 

will be held legally responsible and thus subject to financial claims, possible investors 

would be loathe to establish a business in these areas. Until property rights and 

responsibilities are clarified potential investors will refrain from investing. The costs 
they could be held responsible for could far outweigh what they may realise in profits 
(which in itself may take years to realise). 

From this review of the expectations resulting from long run supply factors and from 

the hypotheses put forward in chapter 5, we have the following hypotheses: 

HO: Inheritance alone is expected to determine socio-economic growth and 

development trends and paths, i. e., regions with the same backgrounds will have the 

same growth patterns. 

HI. - Supply factors affect long term growth, influence restructuring in the short run 

and are instrumental in building upon inherited IRS that aid the use of strategic trade 

policies developed during the transition period along with other transition policy and 

instruments used which affect restructuring and hence the possibility for economic 

growth to occur 

11.1.2 Performance during transition: IRS/Agglomeration/Strategic Trade 

(Paradigm Shift) 

SME development and privatisation are considered by many economists to be the key 

tools for promoting growth in a post-socialist economy. As stated in the literature 
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review this is based on the underlying assumption that private enterprises will behave 

in a competitive market-oriented manner. Given that prevalent enterprise structure 
during the Soviet period was for larger and larger enterprises, it is thought that small 

and medium sized enterprises will be more efficient in allocating and using scarce 

resources. One way of measuring the effectiveness of privatisation and SME 

development is by examining the growth of industrial production (as apercentage of 

the preceding year). This tells us if privatisation and SME development is proving to 

be successful or not; if there is a continuing positive trend in industrial production 
following privatisation then this implies the programme was a success. The same is 

the case for SME development. Privatisation is particularly important in the four 

regions in this study since a large number of military industrial enterprises are located 

on their territories. Once these enterprises are privatised we expect to see some 

conversion ofMilitary-Industrial enterprises. This means that these companies switch 

their production lines to civilian production or dual use technologies. 

Since factor substitution is driven by factor price, we expect to see changes in the 

type of trade (by sector) that takes place in the regions following the devaluation of 

the rouble. From interviews with the regional administrations and with business 

involved in cross-country trade, we can observe a change in the direction of trade for 

both imports and exports, particularly following the 1998 financial crisis. The 

changing direction of trade tells us how businesses are reacting to changes in the 

factor markets (i. e., competition) and if they are primarily trading with more 

developed markets or less developed markets. We may see how see how these 

influence the industrialisation process. It is assumed that lower level (more natural 

resource based) goods will be traded to less developed and more technologically 

advanced goods will be traded to more developed countries. Changes in trade may be 

shown, to some extent by sectoral changes in terms of the initial year (1990) regional 

product composition vs. the final year (1999). One of the measures of these changes 

in regional GDP is the unemployment rate in the region (general and registered 

unemployed) - 

250 



One of the most important results of transition is how the relationship between health 
and income may have changed. The wealthier a region or country is, the better the 
overall health of its population is expected to be. Life expectancy should be 
increasing, malnutrition levels should be falling and medical care should be more 
accessible. The relationship between health and income can be examined by a 
variety of factors including looking at inputs to the health system, such as the number 
of doctors per 10,000 of the population and at outputs of this system, such as the 
infant mortality rate. 

GDP per capita is the most common measure of economic growth. Within this study a 
proxy will be used since this information was not available at the regional level for 

the full period under study. The proxy to be used is monetary incomes per month per 

capita. We decided to use this as a proxy, as opposed to average wages per capita, 

since this measure better reflects inter-budgetary transfers and other forms of income. 

This measure will be deflated with a base year (1990) CPI so that we can see the 

changes in real income per capita. Regional CPI was not available for all the years 

covered in this study so as a proxy we have used federal CPI. Understanding the 

changes in real incomes per capita in the regions is important because we want to 
know the level of poverty in the region. In the Russian context poverty is defined as 

the percentage of population living below the official living minimum. This group 

comprises large families, single parents and children. Pensioners are also living in 

poverty, particularly as a result of the bank crises in 1994 and 1998, and also due to 

the very low social security payments. Therefore when looking at the overall poverty 
level in the region, we also need to examine the number ofpensioners dependent on 

social support. Regions that have a higher number or proportion of their population 

dependent on social support will have higher poverty levels. 

11.1.3 Regional Strategy/Policy (Transition) 

Within Russia, due to its federalised structure, the regions can be described as pro- 

active or reactive in terms of their relationship to the federal govenunent with the 

former. Russia's political structure has been influenced by how strong the leadership 
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of a particular region (or group of regions) is. The influence is based on the economic 

situation in these regions and if there is an important company in the region, e. g., 
Norilsk Nickel in Krasnoyarsk. At the beginning of the 1990s the regions that were 

more dependent on mining and heavy manufacturing (e. g., steel production) and 

agricultural based (i. e., those thought most likely to lobby the government for 

continued subsidies and soft loans) were viewed as being the most conservative or 
"Red. " Regions that had more "civilian" production (e. g., automobiles), more 

services, and hose that appeared to be more market oriented, are usually referred to as 
liberal. 

At the regional and federal level there are strong relationships between Government 

and Business. In the policy context, at the regional level, this means that the 

administration can seek to implement strategies and policies that it feels will best 

benefit the businesses already located on its territory and that may attract new 

businesses. Amongst the most common of the policies selected are Territorial 

Production ZoneslFree Economic Zones. These are zones within the region, 

sometimes located on the site of former state owned enterprises, particularly military 

industrial enterprises, in which companies registered in these zones receive a range of 

tax discounts and reductions on import or export duties. Other benefits include an 

annual investment tax credits on payments to the federal budget, decreased payments 

to public utilities, etc. These benefits are usually granted for a period up to 5 years. 

These zones are used by regional administrations to attract business to depressed 

areas and/or sectors. 

Quite often these free economic zones are used in conjunction with Military 

Conversion Programmes. These programmes have been designed to aid defence 

conversion. This means that companies move from producing military equipment and 

materials to producing dual use technologies (applicable to both military and civilian 

use) or strictly civilian, commercial technologies and products. Another policy 

instrument is the use of Industrial Parks. These parks can be Scientific (former VPK) 

specific and Non-sectoral specific. The purpose of these parks is to encourage 
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agglomeration externalities resulting from a concentration of businesses being located 

in very close physical proximity to each other. 

Since these regions in the study have only been "open" to the outside (and domestic) 

world for less than a decade they may choose to form Regional Investment 

PromotionlSupport Agencies. These regional agencies generally seek to establish 

contacts with foreign and domestic businesses that may be interested in the region 
based on the natural resources, location, educational level and/or industrial sector of 

the region. Quite often these agencies promote specific investment programmes 
focused on areas determined by the administration to be of particular importance. 

One of the increasingly important mediums for promoting the regions is the Internet. 

Therefore the level and depth of Internet Accessible Regional Information is of 

greater importance in attracting potential investors (both FDI and portfolio). 

Numerous international studies have shown that the development of the private 

sector, particularly the number of small and medium sized enterprises (SMEs), in 

transition and developing countries is of key importance in improving economic 

growth rates. At the regional level there are SME Development Programmes. These 

programmes include Entrepreneurship Support and Development and Small and 

Micro Enterprise Equity Funds. The focus is on funding and other support since 

these smaller enterprises may have very limited access to capital beyond self- 

financing. These programmes often work with Privatisation Centres that focus on 

new and newly private firm development issues. Training Facilities that teach 

international accounting standards, business plan development, and general 

management skills also often are associated with privatisation centres and SME 

development programmes. These can be either privately run or Regional Authority 

supported. Although agriculture does not play a significant role in the regional GDP 

of the regions in this study, there are Agricultural Support Programmes including 

legislation on land transfers 
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Legal Inftastructure at the regional level includes regional and local legislation on 
SME development (policies), privatisation legislation (including defining regionally 
44strategic" enterprises), and legislation on investment (usually involving tax 

credits/discounts). Quite often regions work together in Regional Associations. The 

regions in the study are all members of regional associations; the Volga regional 

association and the Ural regional association. 

How effective regional policy can be is, to a large extent, dependent on how good the 
Centre - Regional relationship is. This is usually, although not always, related to the 

political association of leadership to the federal leadership. The stronger this 

relationship, the greater the likelihood of a region to be of federal govermnent 
"interest. " This interest usually translates into subsidies, state guarantees and other 

perks. 

The indicators in table 11.1 represent initial conditions, which will be used as 

comparative measures. These numbers are, like all the statistical data in this thesis, 

from official Goskomstat publications unless otherwise stated. The primary 

publication used was the Goskomstat of Russia Regions of Russia 1999. The 

indicators were selected to closely match the typical socio-economic indicators used 
in most country development literature (e. g., the World Bank World Developme 

Re-Po ). Except where indicated the base year of 1990 has been used despite the 

Russian Federation still being part of the Soviet Union at that time. This year was 

selected as the base year to demonstrate where each region stood in terms of socio- 

economic development under the Soviet regime (which is directly related to the core 

thesis of inheritance from the Soviet regime being the sole determinant of future 

economic growth). 

Average per capita money income per month will be used as a proxy for GDP per 

capita throughout this chapter. The reason for this is that data at the regional level for 

GDP per capita was not available to the author. The average per capita monetary 

monthly income will be deflated using national CPI with 1990 as the base year so as 
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to reflect real changes. Although there are some differences between regional and 
federal CPI figures, the data was not available from 1990. It is recognised that this 

does not necessarily reflect the changes in regional patterns in the immediate pre- and 

post- 1992 transition. Average per capita money income per month was selected as a 

proxy as opposed to average wages per capita per month since the latter would not 
include pensioners and others receiving transfers from state, regional and local 

budgets. It is recognised that, particularly post 1993, the income level per region may 

be influenced by privatisation sales within the region with regions having lower 

privatisation rates (possibly a result of federal policy restraining the privatisation of 

44strategic" enterprises) being more negatively affected. 
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Table 11.1 Initial Conditions 17 

Russian Nizhny Sverdlosk Samara Chelyabinsk 
Federation Novgorod 

Average per capita real c 1 215 201 207 200 207 
i com n come ] er month in 1990 p 

% of the population living 22.4 18.7 25.0 18.1 28.3 
below the official living 

minimum (Poverty level) 

1994 

Telephone lines per 100 35.7 30.2 26.4 27.4 25.5 

urban households, 1990 

Number of doctors per 45.0 39.8 36.5 45.0 36.4 

10,000 of population 1990 

Infant mortality rates, 1990 17.4 15.6 16.1 18.1 16.5 

Number of students in state 153 161 175 172 189 

specialist institutions per 

thous. of population 

Table 11.2 Average per capita real monthly income (in 1990 roubles obtained by 

deflating current monetary incomes with CPI 1990= 100) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 

RF 215 241.8 127.7 147.3 163.9 137.6 137.4 146.6 119.8 

NN 201 219.5 98.9 127.7 130.5 102.1 96.2 103.1 80.9 

Sv 207 230.4 124.5 150.6 151.2 134.4 127.7 133.4 98.1 

Sm 200 237.2 127.7 160.4 144.8 127.2 132.2 146.3 143.8 

Ch 

1 

207 241.3 130.9 137.4 132.8 110.9 105.1 116.2 89.9 

(sources: EBRD Transition Report 1999,2000, Goskornstat Russian Regions 1999) 

17 Throughout the thesis the following abbreviations will be used: RF is Russian Federation, NN 

is for Nizhny Novgorod, Sv is for Sverdlosk, Sm is for Samara, and Ch is for Chelyabinsk. 
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11.2 Supply Factors 

11.2.1 Labour 

From the literature it emerged that human capital (see Romer 1990, Arrow 1962) is of 
primary importance in both attracting and maintaining investment. This is because 

there is a positive correlation between investment in human capital and further 

income generated by that investment. Once again, according to Romer (1990) the 

wage paid for human capital in the final output sector will grow in proportion to A 

(the non rival technological component in his model). The development of human 

capital will further technological development (by increasing the level of 

productivity). 

Table 11.3 number of students in state specialist institutions (per 1000 of population) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 Rank 

RF 153 148 141 134 127 130 134 137 141 ---- 
NN 161 160 153 143 132 137 144 149 153 29th 

Sv 175 155 148 144 136 143 147 156 164 12th 

Sm 172 169 157 154 147 157 160 163 163 14th 

Ch 189 165 160 154 146 155 162 163 162 15th 

At the beginning of the academic year, 1998 ranking 

Table 11.4 Investment in basic capital per capita (constant prices using PPI 1990 base 

year, 1998 roubles) 

REGION 1 1 1990 1991 1992 1993 1994 1995 1996 1997 1998 8 ] 

Russia 1.7 0.73 0.57 0.60 0.58 0.48 0.46 0.44 0.3,44 

I Nizhny 

ovgorod 

1.4 F 0.59 0.33 0.48 0.29 0.20 0.23 0.18 0.16 

Sverdlovsk 1.3 0.50 0.46 0.38 0.32 0.26 0.25 0.25 0.19 

mara Sa 1.4 0.54 

m m 
0.49 0.55 0.41 

I 
0.32 0.29 

I 
0.24 

. 
0.22 

I Chelyabinsk 1 -- 1.4 --- 1 U. b-31 - 0.41 0.34 1 0.29 1 0.22 1 0.21 1 0.20 1 0.16 1 
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H2: Regions that have higher levels of human capital and investment in basic 
(physical) capital (on a per capita basis) should experience less negative income 

change on a per capita basis than those regions with lower levels of human capital 

andphysical investment 

Figure 11.1 Human capital vs. Income vs. Investment matrix 

Region Initial Initial Initial Human Monetary Investmentper 

Human Monetary investment capital monthly capita 

capital monthly per capita income 

per capita per capita 

income 

NN 4 3 1 4 4 3 

Sv 2 2 2 1 2 2 

Sm 3 4 1 2 1 1 

Ch I I 1 3 3 3 

In figure 11.1 we examine initial (1990) and end year (1998) results. We rank the 

regions on a 1to 4 basis with 4 being the lowest and I with the highest. When the 

numbers are equal we use the same rank. We find that during the course of the 1990s 

there are some significant changes in the regions. We recognise these changes may 

only be short-term responses as both the labour market (in terms of wage bargaining 

relating to skills and education) and the financial markets were just starting to develop 

during the 1990s. Chelyabinsk has experienced the deepest decline and does not at all 

support the second hypothesis. In Nizhny Novgorod investment in physical capital 

did not seem to have any affect on future income. Samara has seen a definite 

improvement in its ranking relative to the other three regions and seems to support the 

hypothesis. Sverdlovsk is a neutral result. 

Possible reasons for these results include: 1) the capital output ratio is not 

compensating for negative changes in the rate of growth of the labour supply 2) lower 

savings rates in these regions resulting in lower investment levels and hence lower 
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growth 3) the IRS from knowledge (human capital) are limited or non-existent due to 
the lack of diffusion, i. e., knowledge remains internal to individual firms and 
knowledge does not become a public good (Romer 1990) and/or 4) the type of human 

capital available does not match market needs. It appears that the developed human 

capital base did not necessarily translate into higher productivity levels being 

achieved. This may be interpreted as being a direct consequence of the previous 
systems constraints on technological and knowledge diffusion. 

Within growth models, labour is assumed to be given, labour mobility (both physical 
mobility and the ability to move from one sector to another sector) occurs, and 
increases or decreases in the labour pool (through either immigration or natural 
increases in the labour supply) are elastic. In a transition economy the issue with 
labour supply is not one of quantity but of the quality of labour available. However, 

when considering labour supply issues, theory states that the greater the income level, 

the more labour will be available as labour will move to those areas with higher 

wages. 

According to the literature adaptation may occur in the form of out-migration of the 

population from regions experiencing economic decline to those regions perceived as 
being more prosperous and offering more economic opportunities, i. e., labour flows 

to regions with higher incomes because of the possibility of finding employment (the 

Todaro model). Again this is more of a medium to longer-term phenomena. Within 

Russia, one of the reasons for limited migration, despite low income, may be due to 

regulations on labour movement (federal and regional) which prevent people from 

changing residence (city and region) for fear of losing social benefits including 

housing and medical benefits. The other important reason for limited migration is the 

lack of housing stock and virtually non-existent (outside of Moscow) mortgage 

financing schemes. 
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Table 11.5 Coefficient of migration growth (per 10000 of the population) 
1990 1991 1992 1993 

ý 
1994 1995 1996 1997 19! q 

RF 11 3 12 79 705ý m7mý 23 24 19 
NN 5 4 27 42 84 56 41 45 40 
Sv -8 -15 -14 -2 29 36 29 29 22 
Sm 

- 

1 

23 22 67 80 129 82 60 54 53 
Ch -6 1-15 0 -2 78 28 22 54 47 

H3: The region with higher initial average real monthly income per capita should 

experience less of a drop in the natural rate ofpopulation growth since it is assumed 

that outward migration will be lower (and inward migration higher). This is based 

on the assumption that even though the total income gap is increasing, average real 
income per capita is not declining asfast as in other regions 
Figure 11.2 Income vs. Population vs. Migration 
D- 

. Region Initial real Initial Initial Average Natural rate Migration 

monthly Natural migration 

I 

real of growth 
income rate of growth monthly population rate 

per capita population rate income per growth 

growth capita 1998 

NN 2 4 2 4 4 3 

Sv 1 3 4 2 2 4 

Sm 

I 

3 2 1 1 3 1 

Ch 1 1 3 3 11 2 

In Figure 11.2 we have again rated the regions on aI to 4 basis with I signifying 

either the highest income, the most positive natural rate of growth, or the lowest level 

of outward (or highest inward) migration. It should be noted that changes in the 

migration rate, particularly outward migration, during the early 1990s may have been 

partially attributable to the lessening of restrictions and quotas on immigration to 

certain countries for certain ethnic and religious groups. Although Samara had very 
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low income in 1990 its population was increasing. In accordance with our 
expectations it has received the most inward migration as its income has declined less 

relative to the other regions in this study over the period. Nevertheless its population 
has continued to decline but this has been the case throughout Russia and may reflect 
the overall decline in life expectancy that had occurred over the transition period. 
Income has declined in real terms dramatically since the introduction of market 
reforms in 1992 as GDP nation-wide has fallen. The decreasing demand for inputs by 

manufacturers led to further falls in output. As a very large number of companies 
have either stopped paying employees with cash, cut wages, or gone bankrupt the 

overall fall in incomes along with the rise in officially registered and non-registered 

unemployed resulted in increased mortality as alcoholism and suicide rates 

significantly increased. Nizhny Novgorod seems to roughly support the hypothesis 

as well since incomes have remained very low and population has been declining the 
fastest (of the four regions). The very odd factor is the high level of inward migration 
to the region despite the very low-income trend. This may be explained by the capital, 
Nizhny Novgorod, being the 3 rd largest city in Russia and large cities traditionally 

attract people based on the expectations of a higher quality of life in the region in the 

longer term. Sverdlovsk has experienced steady but low rates of inward migration 
despite a fall in incomes. Again it is a large city and the regional hub and the same 

story applies as in Nizhny Novgorod. Chelyabinsk is the most interesting of the 

regions in that incomes have declined yet migration has largely remained positive 

which would explain why the natural rate of population growth has not worsened 

relative to the other regions. In Chelyabinsk this continued positive migration may be 

due to its sharing of a border with Kazhakstan; ethnic Russians and others leaving the 

often more politically and economically volatile Central Asian state would have rail 

and train access to Chelyabinsk. Migration is a longer run process and what we have 

seen over the decade may simply be a short-term response to changes in the economic 

and social system. Overall support for the third hypothesis is at best mixed. 
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11.2.2 Infrastructure 

Regions with more developed physical infrastructure will be both more competitive 
than other regions since they will become hub regions and hence have lower transport 
costs and lower labour costs (due to IRS in labour). We ranked the regions based on 
the number of transport alternatives the region has (i. e., roads, railroads, ports, and 
airports). The rank is also based on whether or not these transport routes were 
connected to other countries (including CIS). This was important to consider because 
if regions were border regions or had direct routes to other countries (including air 
routes) then trade is assumed to be easier since transport costs would be less. 

The fact that of the four regions, the regions with the best geographic access (to both 
European Russia and CIS member states) had, by the end of 1998, experienced a less 
drastic fall in real income per capita per month is quite revealing. These results 
indicate that geographic location, perhaps even more than physical infrastructure, is 

very important. Geographic location seems to play a decisive role in economic 
development in terms of attracting investment. When an advantageous geographic 
location is combined with (initially) low income levels as was the situation in Samara 
(it had the lowest initial real monetary income per capita of the four regions) then it 

seems that growth is more likely. 

The communications infrastructure in Russia is extremely poor for a "developed" 

country. The level of phone line penetration is more in mid-level developing nation 

status. Although there has been a definite growth in the sector over the 1990s 

including moves into third generation technology (third generation technology 

includes such things as mobile to Internet to fax connections) the fact remains that for 

many Russians there is still a wait for an official terrestrial phone line. The 

implications of this underdevelopment are that transaction costs are higher in areas 

with poor communications infrastructure since it is harder for companies to be in 

contact with customers as well as for customers to obtain information (informational 

asymmetries). 
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On the qualitative side, in Samara interviewees (particularly foreign interviewees) did 

complain about the poorly developed communications (and physical) infrastructure. 
In the other regions, interviewees who worked with joint ventures trying to develop 
both terrestrial and satellite communications complained of the interference from the 
federal level. Claims were repeatedly made that there was not a level playing field 
because foreign or foreign affiliated finns were being charged higher tariffs and 
limited in their scope of operations by the federal government even if they were 

partnered with regionally owned and operated telecommunications enterprises. 

H4. - The region with the most developed and extensive physical and communications 
inftastructure will have the smallest decline in average real monthly per capita 

income over the transition period since this reduces informational asymmetries and 
lowers transaction costs. 

Figure 11.3 Physical Infrastructure vs. Communications vs. Income 

Region Physical 

infrastructure 

I Initial 

communications 

1 Communications 

1998 

Average real 

monthly per 

capita income 

1998 

NN 3 1 1 4 

Sv 2 3 3 2 

Sm 1 2 4 1 

Ch 4 1 2 3 

The regions were ranked based on number of transport alternatives within the region 

(railtrack, roads, size of airports, and water transport facilities). The rank is also based 

on whether nor these transport routes were connected to other countries ("near " and 

"far" abroad) as this has a potential impact on regional trade. What emerges from this 

examination is that geography and physical infrastructure are extremely important. 

Samara had the best physical infrastructure and best geographical location (Central 
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European Russia). Communications can be more easily developed (relative to 

physical infrastructure) through the import and implementation of new technologies. 

11.2.3 Environment 

When the Soviet Union dissolved the overall consensus was that within Russia, the 

regions that possessed natural resources would be at an advantage. They would sell 
their resources on the world market and those regions that were not as resource rich 

and had inherited more of the "decrepit and negative value adding" manufacturing 

would become "rustbelts" with declining incomes and increasing poverty levels. 

In evaluating the prospect as well as the trends for growth we had not encountered 

any definitive link in the literature between ecological degradation and income. Never 

the less, we felt that due to the uncertainties in the legal system in terms of who is or 

will be held responsible for ecological degradation, it was an important issue that 

investors (both foreign and domestic) may include in their investment decisions. 

However we do recognise that ecological degradation may be associated with over- 

exploitation of resources rather than with under investment. There is now greater 

global awareness of ecological degradation in addition to an increased number of 

lawsuits against companies that are thought to have caused such damage (e. g., Union 

Carbide in Bopal India) means that this is an issue that potential foreign and domestic 

investors can not afford to ignore. The ranking of the regions was based on the 

number of known, reported environmental disasters (e. g., nuclear reactor 

disturbances/leakages, chemical facility explosions) and accumulated pollution 

related problems (Goskomstat provided a ranking of the worst affected cities in 

Russia). Again this ranking may be incorrect since there may be unpublished or other 

information unknown or unavailable to us which may more accurately describe and 

detail the level of ecological degradation a region has undergone both during Soviet 

times and during transition. 
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H5: Regions with higher natural resource levels and lower levels of ecological 
degradation will experience less of a decline in average real monthly per capita 
income than regions with lower natural resource levels and more pollution. 

Figure 11.4 Resources vs. Environment vs. Income 

Natural 

resource 

Ecological 

degradation 

Initial income Real income 

per capita 1998 

NN 4 3 3 4 

Sv 2 2 1 2 

Sm 1 4 4 1 

Ch 3 1 1 3 

Based on the experience of Samara, the hypothesis would seem to hold. Samara had 

the highest natural resource rank (due to its oil), the least known ecological 

degradation, and had experienced the lowest fall in real income per capita. In 

Chelyabinsk much of the ecological degradation is a direct result of natural resource 

exploitation and nuclear energy accidents. Though its initial real income per capita 

was the highest of the four regions in 1990, it had fallen dramatically by 1998. 

Sverdlovsk's natural resource rank and ecological degradation rank are very close (its 

pollution levels are also due to natural resource based production and biological and 

nuclear accidents). The decline in real income per capita in Sverdlovsk may not have 

been as severe due to the region's hub status and due to a greater level of 

diversification in its production (so less subject to exogenous shocks on its natural 

resource based production). The experience of Nizhny Novgorod seems support the 

hypothesis as the region has the lowest natural resource rank, poor ecological 

conditions (primarily caused by chemical and petrochemical production) and real 

income per capita has declined the most over the 1990s. Whether the change in 

fortune in these regions is attributable to experiencing exogenous price shocks to its 

natural resource based production (metals) or the result of (un) successful regional 

policy will be discussed in further sections. 
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11.3 Performance during Transition 

11.3.1 Privatisation, firm development and enterprise restructuring 
Within the transition literature it has been stressed that the privatisation of state 
owned enterprises is a necessary prerequisite for economic growth and development 

since it is anticipated that it will result in improved efficiency of resources and better 

corporate governance. Privatisation took place in Russia mostly through voucher and 
stock auction and through debt for equity swaps. The results of such privatisations 
have been disputed due to the predominance of insider trading (of information), asset 

stripping (or rather the auto-appropriation of assets), and the close relationship 
between industrial and political leaders. In many cases privatisation has resulted in 

management entrenchment, not the increased responsiveness or better management 
that had been hoped for. This, in turn, has led to a lack of restructuring and poor 

corporate governance. 

From the interviews, it became clear that virtually all respondents across all four 

regions were disappointed with the methods and results of the privatisation of 

enterprises in their respective regions. One interviewee from Sverdlosk stated that 

only 15-20% of the enterprises that had been privatised had undergone restructuring 

primarily due to lack of capital. Another Russian interviewee had said that the 

regional privatisation policy was bankruptcy. Overall the result for no restructuring 

after privatisation was either for financial or political reasons. This interview was 

conducted roughly 4 months after the 1998 financial crisis. A year on, when 

enterprises had had the opportunity to benefit from the increased protection from 

imports and raised the price of exports in the market following the devaluation, the 

issue of enterprise restructuring was still unresolved across the regions. Based on the 

interviews the reasons for the continued non-restructuring Post-crisis were that there 

was a continued lack of access to capital due to both the underdeveloped nature of the 

regional banks and due to the general unwillingness of banks to lend, particularly to 

smaller firms. The persistence of a very high collateral rate (200 to 300%) made the 

option of bank finance extremely unattractive to companies. The companies 
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interviewed post-crisis were not investing, not restructuring but merely "sitting" on 
their liquidity and waiting to see what happened overall in the economy. 

When economists discuss competition in transition economies, including Russia, 

there is the assumption that new firm development, particularly small and medium 
enterprise (SME) development is extremely important in fostering future economic 

growth. The existence of these enterprises will, over time, decrease the power of 
existing monopolies (or oligopolies) as consumers are able to react to prices. 
Increased competition makes enterprises respond to market incentives (i. e., seeking to 

reduce costs and/or improve the quality of their production) to improve sales. Of 

course since these SMEs are typically smaller (with small being no more than 50 

employees and medium no more than 500) than the traditional state owned enterprises 
(SOEs) and are not burdened by social obligations as are many of the SOEs, they will 

also encourage restructuring within these (former) SOEs. It is the restructuring 

process which is key for future growth to occur. It is interesting to note in table 11.4 

that the number of small enterprises as a percentage of total enterprises and 

organisations fell in 3 of the 4 regions. This may be due to the enterprises becoming 

successful and outgrowing that classification or, as discussed many times during the 

interviews, it may simply be due to the lack of finance most of these enterprises 

experienced. 

Table 11.6 Small enterprises as a% of total enterprises and organisations (end of 

year) 

1994 1995 1996 1997 1998 

NN 42.9 29.2 33.4 32.3 28.23 

Sv 49.5 44.5 40.5 42.3 32.3 

Sm 49.3 38.2 37.8 34.6 35.3 

Eh 36.4 30.1 28.9 28.9 30.6 
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We know from the interviews that regional banks were not greatly affected (since the 

majority was excluded from the state securities (GKO) market). In Samara there was 

a gradual reduction in registered small enterprises even though income increased. 

This may mean that enterprises moved from small to medium size (in terms of official 

registration). Nizhny Novgorod seems to have very mixed results in terms of small 

enterprise development. It could be the situation, as in Samara, that these smaller 

enterprises expanded and fell outside the small enterprise classification, but, given the 

continual decline in real income per capita, this seems unlikely. The environment for 

small businesses may have changed due to the change in regional political leadership 

in 1997 which may have had a negative impact on regional small enterprise policy (a 

lagged effect). As in Sverdlovsk, the August 1998 financial crisis may have 

negatively impacted the region's primary industry (vehicle manufacturing) resulting 

in a negative "trickle down" effect. 

11.3.2 Innovation and technological diffusion 

The development and diffusion of technology has been linked in the literature with 

higher growth. The view "on the ground" was that there was a definite lack of 

advanced (high) technology, newer technology, and most efficient technology 

available (this view was expressed across all the regions interviewed). This 

technology deficiency was considered a contributory factor to the slower growth rates 

across industrial sectors. Based on the experiences of other emerging markets, it is 

assumed that regions, which have policies for encouraging innovation (through 

industrial park development and tax breaks for R&D expenditure), will experience 

higher growth than those regions without such policies. If regions encourage R&D 

development a new competitive advantage can be created because the innovation 

process is heavily localised by these policies due to the location of the strategic 

management team and core research activities. Policies such as industrial park 

development will foster growth because of the increased chances (due to location) of 

infonnation exchange, working relationships and checks on opportunistic behaviour 

(hence ruling out a monopolistic non-competitive structure) which speed innovation 

and diffusion (Porter, 1994). 
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Despite R&D expenditure at the federal level having increased over the 1990s as a 
percentage of GDP (see table 11.5), this is not significant considering that actual 
levels of GDP fell over 50% during this period. The long-terin consequences of this 

decline in funding means that the regions are losing the advantages they had in terms 

of being at the technological frontier of the country. Therefore the long run growth 
that may have been expected in these regions which all had higher educational, R&D, 

and technology bases in the initial stages of transition, may not take place. In the 

context of the regions under review, long run growth is dependent not only on the 

ability to adapt the existing technologies (through conversion programmes or the 

continued production and development of dual usage technologies) for productive use 
in the "new" market economy, but to innovate. This would move the region further 

along the production frontier by increasing TFP rates, at least for domestic users of 

this technology as a result of greater diffusion and dispersion rates than had 

previously existed. 

Table 11.7 R&D expenditure in Russia 

1992 1993 1994 1995 1996 1997 1998 

As a 0.74 0.77 0.84 0.77 0.88 0.95 0.99 

percent 

of GDP 

Within the four regions the proxy for technological diffusion is the level of 

conversion obtained in VPK enterprises. This is based on the assumption that these 

firms have more advanced physical capital and human capital capable of producing 

higher end technologically developed goods. It is recognised that the numbers for 

each region in the conversion table are most likely false. This is due to the continued 

existence of "mobilisation" capacity required by all enterprises that produce goods 

that may be interpreted, however loosely, by the federal government, to be of 

strategic importance. This mobilisation capacity not only hinders conversion but 

privatisation, enterprise restructuring, and bankruptcy. 
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Table 11.8 level of civilian production by "converted" VPK enterprises, in total 
volume of their overall production (as a percentage) 

RF 

1994 

64.3 

1995 

62.2 

1996 

58.7 

1997 

62.4 

1998 

56.5 

NN 68.1 50.8 56.1 63.9 62.6 
Sv 

F 
45.9 55.2 5-5.2 44.3 40.0 

Sm 66.3 66.6 73.7 70.6 76.9 

Ch 52.6 61.1 56.7 60.9 73.9 

In terms of evaluating conversion as a success or failure it must be remembered that 

these companies may have undergone capital stripping (by management or workers or 
both) prior to or shortly after privatisation. 18 This was the general consensus of the 

interviewees across all four regions when they were asked about conversion in their 

regions. There is also the question of whether or not these firms simply "disappeared" 

from official lists. This would be a result of the different sections or parts to these 

enterprises splitting off (usually informally) and becoming "private" companies 

although they were, in fact, still located within the former state enterprise (and using 

the same capital equipment). Regions tended to be very negatively affected by the 

reduction in state orders for military equipment and research. The "conversion" goods 

that they are producing may be of a lower price than the military goods they formerly 

produced. Also, as noted by Gaddy (1996) conversion does not necessarily mean 

using inputs to produce new or different products. Conversion could mean that these 

enterprises sell these inputs as raw materials (especially in the case of metal) because 

the price they receive for the raw material is higher than what they would receive for 

a manufactured product. It is interesting to note that the Chelyabinsk has experienced 

the highest change in the rate of conversion over the time period but this is due more 

18 As mentioned in chapter 2 this differs from asset stripping in market economies as only select 

shareholders benefit, not all shareholders. This can also be known as auto-appropriation or tunnelling 

(respective terms for Polish and Czech versions of this phenomena). 
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to the reduction in state orders for military equipment. Chelyabinsk has fewer VPK 
research and design bureaux than the other regions despite the higher educational 
levels. It would therefore be expected that restructuring in this region would be easier 
than in the other four regions. Based upon discussions with the regional 
administration this was not the case. 

If diversification out of military industrial production has taken place and there has 
been a movement of the regional labour force into other sectors then one would 
expect to see changes in the overall level of industrial production. This is based on the 

assumption that much of the labour movement experienced by these four regions had 
been movement into the service sector. This is based on the assumption that prior to 

the beginning of conversion, military industrial enterprises were not producing that 

much output (due to falls in state orders). The enterprises were negative value to the 

economy since workers were still expecting to be paid, and even if they weren't the 

company still had socio-economic obligations (a holdover from the previous system). 

Table 11.9 index of industrial production (as % of previous year) 

1990 1 1991 1992 1993 1994 1995 1996 1997 1998 

NN 98 100 93 99 68 87 91 104 99 

Sv 98 96 72 86 79 97 88 93 91 

Sm 100 94 90 92 77 100 96 108 89 

Ch 97 99 84 84 71 93 92 99 88 

H6. - Regions with higher rates of new firm development (small enterprises are the 

proxy) and military-industrial conversion will have experienced the least decline in 

industrial production and higher average real monthly per capita incomes than 

regions with low rates of newfirm development and military-industrial conversion. 
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Figure 11.5 Small firms vs. Conversion vs. Industrial Production vs. Income 

Small firms as 

% of total 

VPK 

conversion 

1998 

Industrial 

production 

Average real 

monthly 

income per 

capita 1998 

NN 4 3 1 4 

Sv 2 4 3 2 

Sm 1 1 2 1 

1 Ch 13 13 14 3 

From Figure 11.5 we do see some support for fifth hypothesis. Samara has had the 

most success in terms of small firm development, conversion and industrial 

production resulting in the lowest decline in real income per capita over the transition 

period. As Samara has a highly advanced VPK sector (notably aviation) it may 

benefit from this inheritance since this VPK sector may be easier and adapt for 

civilian use as well as its military products being more in demand by foreign clients. 

Chelyabinsk also seems to support the hypothesis in that real income per capita, 

conversion, small firms as a percentage of total firms, and industrial production all 

have received very low rankings here. Sverdlovsk may be the case of an increase in 

service sector activity and the income ranking may be due to conversion not being on 

company restructuring but on the sale of raw material inputs which fetch a higher 

price in the market. It is not clear what the situation is in Nizhny Novgorod since 

industrial production remains relatively high but real income per capita has declined 

the most of the four regions over the 1990s. 

11.4 Strategic Trade., IRS and Development 

11.4.1 Developing vs. re-cleveloping 

Russia (or rather the Soviet Union) was considered for decades to be part of the 

"first" world. It was (and still is) a nuclear superpower, with a large armed services 

and, to all (statistical) appearances, its economic polices led to continued growth and 
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increases in the living standards of the population five year plan after five year plan. 
After the dissolution of the Soviet Union, and in fact years before, economists in the 
West, knew that the numbers being presented weren't quite right. During the 
Brezhnev era (1970s to mid 1980s) the country was selling off part of its Gold 

reserves, importing food and (under and unused) technology, and generally settling 
into a state of continued decay that no one (at least no official) wanted to admit to. 
Following 73 years of state spending being focused on the development of the 

military industrial sector Russia was, according to one famous quote, "Upper Volta 

with nuclear weapons. " 

When the Soviet Union was formally dissolved towards the end of 1991, the once 

again independent Russian State had quite a few things in common with traditional 
developing countries including: 

e Very low wages (although in developing countries this is at least partially 

attributable to the generally low levels of education amongst the population that is 

not the case in Russia) 

9 Under utilisation of labour plus the problem of over manning in enterprises which 

are technically bankrupt but artificially kept alive by soft credits and subsidies as 

well as by non payment of wages and tax 

9 Shortages of foreign exchange at an overvalued exchange rate, massive capital 

flight, lack of entrepreneurial skills and managerial capacity 

9 Wage differentiation: in developing countries there has historically been a wider 

differentiation in wages based on educational levels; in Russia the differentiation 

in wages was more a by product of the previous regime whereby wages were 

based on location and were not necessarily linked to level of education 

9 "Shallow" financing versus deep or liberalised finance. This is a reflection of 

underdeveloped financial markets and institutions. Commercial lending is risky 

and contract enforcement, although legislated, is difficult to enforce. This in turn 

limits medium and long term lending as banks seek to reduce exposure to possible 

default or delays in repayment. 
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Russia meets the criteria of being in the middle developing range of countries 
(according to World Bank Ranking). Russia possesses highly industrialised sectors 
that are capable of producing high quality, higher end technology goods (e. g., 
aviation equipment and armament) for export. Despite this, Russia remains 
dependent on its export of raw materials and other primary goods (approximately 
80% of its exports over the transition period have been natural resource, primarily 
energy based). Russia has an asymmetrical economic structure since it is both highly 
industrialised but with very small service and SME sectors. The devaluation that 
followed the August 1998 financial crisis may be seen as a test of the idea that 

throughout the 1990s Russia had been experiencing a recession due to a massive 

change in the business cycle. Was this devaluation a demand shock? Although real 
incomes fell, on average, by more than half, there was a very significant growth in 

domestic production (import substitution) following the 1998 crisis. Russia was not 

and is not lacking in demand just the means to finance this demand. As for a supply 

shock, suppliers were affected by further liquidity constraints (in terms of access to 

hard currency). The financial crisis just exacerbated the problem of under-developed 
financial structures. Recovery in real incomes to end of year values was much faster 

than in the usual business cycle boom/bust usually seen in other countries (those 

countries have a longer time lag). Although there has been increased liquidity post- 

crisis (one of the results of the devaluation being increased inflation and actual levels 

of cash have availability) as well as an increase in nominal finance, real finance has 

not increased by the same proportion. This is due to the increased liquidity effectively 

being taxed away by inflation (the shallow financing mentioned above). This is 

combined with the problem of risk averse and under-developed commercial (private) 

lending sector. This therefore limits growth prospects in all of the regions. 

11.4.2 Development paths: export lead vs. import substitution and new sector 

development 

The role of strategic trade (new trade theory) states that sector specialisation and trade 

are driven by positive externalities associated with increasing returns to scale (IRS). 

This means that IRS through imperfect competition can create comparative advantage 
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by promoting those sectors where economies of scale are important sources of rent 
(Martin and Sunley, 1996). This would mean that government intervention, in the 
form of a specified industrial policy, could be used to take advantage of, or create 
comparative advantage. The hypothesis proposed then is that government intervention 

will be more successful at the regional level than the federal level since regional 
authorities have a better knowledge of the local market conditions and industrial 

structure. Regions with a defined policy of export promotion will fare better than 
those regions without such a policy. 

When examining the role of trade within an inter-regional context, one must also 
consider the "hub effects" which will, if inheritance matters (i. e., the effects of 
agglomeration in the prior system) result in a reorientation of trade. Internal 

economies will force the relocation of production to regions with lower cost access to 
both international and inter-regional markets (Sutherland and Hanson, 1996). 

Therefore it is suggested that regions with greater access to markets (both domestic 

and international) will experience higher economic growth (or less negative GDP 

changes). There is the argument put forward (McKinnon, 1991) that value 

subtracting goods (those goods that can be sold on the world market only at prices 
below what could be raised selling the raw material inputs) pose a danger to the 

domestic economy. He states that the rapid move to world market prices would make 

enterprises that detract from the economy (negative value added) non-competitive. 

Under IMF stabilisation policies countries have been instructed to reduce tariffs, 

quota barriers and to pursue other trade liberalisation measures. These countries were 

encouraged to devalue their currencies along with lowering their trade barriers. The 

focus on export led growth during the 1990s meant that up to 80% of Russian exports 

were oil and gas based. This led to several problems. There was the problem of 

energy and metals being subject to exogenous shocks which would effect the nation's 

GDP, balance of payments and foreign currency reserves to such an extent that the 

value of the domestic currency became intrinsically tied to the price of world oil. On 

the domestic market the price of energy and metals was held artificially low in 
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comparison to the price received when sold abroad. This situation created two 
problems: 1) a huge disincentive for energy companies to sell their products 
domestically unless forced by federal government decree and 2) corruption 
opportunities abounded. The vast amounts of money that could (and were) made by 

purchasing energy products domestically and re-exporting them abroad meant that 

rent seeking and collusive behaviour (production and sale agreements) amongst 
producers was endemic. The dependence the Russian government developed on a 
natural resource product that was subject to exogenous shocks (both positive and 
negative) directly contributed to poverty levels increasing in Russia. The government 

was unable to ensure that the major companies involved in the oil and gas trade 
(which all had government connections) paid their taxes, even partially. This had far 

reaching fiscal effects which lead to the federal government being unable to provide 
funds for social defence, for contributing to investment in basic capital in the regions, 

and for programmes supporting new sector development (particularly SME 

programmes). 

Throughout the history of the USSR and later Russian governments there have been 

subsidised payments by the state to industry and domestic users. This means that 

these resources are not valued at world prices. Because the price received internally 

with respect to product costs is less than the prices of (intermediate) manufactured 

goods (on average), regions that are dependent on these resources are therefore poorer 

(as they have to spend more the income received from those goods to purchase the 

more expensive manufactured goods). This seems to be the experience of 

Chelyabinsk post crisis. The region (in fact all of the regions in the study) 

significantly increased its exports of ferrous and non-ferrous metallurgy but the 

average working wage in the region remained lower than the national average and 

general poverty levels increased to well above national levels. Although the region 

tried to develop a competitive trading strategy based on its natural resource industries, 

it was based on the exogenous price of the material being high, while input (labour 

costs) were kept low. The region that experienced the sharpest increase in poverty 

was also the most industrialised, but the industry was natural resource based 
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(metallurgy). This means that in terms of regional administrations "encouraging" 

economic development through tax breaks, subsidies or other initiatives, the type of 
industry or sector it seeks to promote or defend ought to be re-evaluated. Given that 
the region with the lowest natural resource base (according to the ranking I 
developed) has experienced the biggest increase in monetary income per capita seems 
to support the hypothesis that a selective sectoral policy, one that focuses on a multi- 
sector approach (thus diversifying risk) may be better. This is opposed to a regional 
administration "pushing" the development of one or two (often traditional) sectors 
which may not be competitive due to it being highly capital intensive and possibly 
subject to exogenous shocks if resource based. 

11.4.3 Labour and Agglomeration 

IRS (economies of scale in production, labour pool, etc. ), resulting from the 

clustering of firms under the prior system, should, according to the literature, result in 

a further widening between regions based on the level of concentration of 

uncompetitive economic branches located in those regions. Within the literature 

reviewed, wages are either taken as constant or may be pre-determined by producers 
(e. g., Romer's IRS models). Given the downward pressure on real wages in within 

Russia due to devaluation, the federal government has, in effect, created a 

comparative advantage (cheaper labour) that can be used advantageously. Since 

wages and skill level are closely related, it is assumed that regions with a higher level 

of human capital (measured by participation in training programmes, educational 

institutes, and academies) will have higher real wages per capita. 

Throughout the 1990s the official level of general unemployed has increased across 

all four regions much as it has throughout Russia. The recovery in GDP that the 

Russian economy underwent in 1997 and (early) 1998 are reflected here. It is worth 

noting that the only region of the four to experience a rise in the official level of 

registered unemployed in 1997 and 1998 is the region of Samara. This is of interest 

since Samara has the highest monetary per capita monthly income of all the regions. 

One of the possible causes for this is that the region's largest employer, AvtoVAZ, 
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had a very high percentage share of its payments in barter (as opposed to cash). This 
meant that companies supplying AvtoVAZ did not have enough cash and were only 
getting a discounted rate on the goods they received as barter payment. This effected 
their ability to continue to employ people. According to interviewees in the region 
(particularly members of the regional administration) barter payments fell by around 
30% following the 1998 rouble devaluation. 

Table 11.10 Unemployment (end of year, as a% of economically active population) 

Rate of general unemployment Rate of registered unemployment 

'92 '93 '94 ; 95 '96 '97 '98 '92 '93 '94 '95 '96 '97 '98 

RF 5.2 5.9 8.1 9.5 9.7 11.8 13.3 0.8 1.1 2.3 3.3 3.6 2.9 2.9 

NN 4.3 5.2 6.6 8.7 9.0 9.7 9.1 1.0 1.2 2.0 2.9 3.1 2.6 2.4 

Sv 5.4 6.2 8.2 8.5 8.5 10.2 10.5 0.8 1.2 2.6 3.3 3.3 2.7 2.7 

SM 3.6 4.6 6.3 8.0 8.7 9.3 8.6 0.2 0.3 1.0 2.0 3.7 4.0 4.1 

Ch 

I 

4.7 6.5 8.2 8.2 8.7 9.5 12.4 1.0 1.1 1.9 2.6 2.3 2.2 2.1 

Across all regions the percentage of labour force (those who are within working age) 

has not changed significantly throughout the 1990s. Although the dependency ratio 

(table 11.11) has generally increased it has been insignificant. This is expected to 

change within the next two decades as the effects of significant declines in the birth 

rate over the transition period means that there will not be enough future workers to 

support the growth in the elderly population. 

Table 11.11 Dependency ratio (% pensioners/% working age) 

region regi 1991 1991 199 1 1992 1993 1994 1995 1996 1997 1998 F0.42 
0.43 0.43 0.44 0.44 0.44 0.44 0.43 

S Sv v 0.34 0.34 0.35 0.35 0.36 0.36 0.36 0.36 0.36 

Sm Sm 0.33 0. 0.33 0.34 0.34 0.34 0.34 0.34 0.35 0.35 

Ch b-. 3-3 0.34 0.35 0.36 0.35 0.368 0.36 0.35 

[IUý RF 0.33 0.34 0.35 0.35 0.35 0.35 0.36 0.35 
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The composition of the unemployed changed over the 1990s, as women now 
comprise the majority of the unemployed. Prior to this women who were unemployed 
had generally chosen not to work (in line with ILO definitions of unemployment). As 

virtually all studies of developing countries have demonstrated, this gender bias 

results in higher poverty levels overall (as most single parent families are headed by 

women). This has both immediate and long-term consequences for child health, infant 

mortality rates, life expectancy, and education. The increase in poverty rates will 

eventually result in greater social costs in terms of increases in crime and prisoners 
(based upon the experiences of developed countries such as the USA). 

As a result of this gender bias in employment one of the interesting points to emerge 

from the interviews is that women head the majority of new micro and small 

enterprises. This may, in part, be a result of policy, both regional and international, as 

both have special programmes earmarked for women in business and the bilateral 

programmes interviewed were required to have most if not all of their loans go to 

small companies that are women-owned and operated. This result is not unique to 

Russia. What may be unique to Russia is that because of the high level of corruption 

faced by would-be entrepreneurs the potential for growth (through re-investment of 

profits) is compromised. During the course of the interviews, in discussing small 

business development, virtually all interviewees across the four regions stated that 

there was corruption at this level and it usually took the form of bribes or protection 

money. 

Labour mobility involving the physical movement between regions has already been 

discussed as being extremely difficult. Labour mobility between sectors does not 

seem to be as difficult. This is evident by the change in employment from large to 

medium and small enterprises that are not necessarily working in the same industrial 

sector as the larger enterprises from which they gained employees. 
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11.4.4 The health and income relationship 
During the 1990s the general health levels of the population decreased as state and 
regional funding for healthcare fell. The reduced investment in the health sector was 
associated with the privatisation and restructuring of enterprises, many of which had 

owned or otherwise supported their local healthcare centres. The reduced expenditure 
on health was directly related to the general economic situation in the region. These 

effects of decreased social spending were noticeable in overall mortality rates, life 

expectancy rates, and infant mortality rates. Infant mortality rates are used here since 
these rates also reflect nutrition rates (e. g., under nourished mothers tend to have 

sicker children) which are themselves indicators of poverty. 

Table 11.12 Infant mortality rates including 1998 ranking 

1990 1991 1992 1993 1994 1995 1996 1997 1998 Rank 

RF 17.4 17.8 18.0 19.9 18.6 18.1 17.4 17.2 16.5 ----- 
NN 15.6 16.2 16.9 18.6 16.2 16.4 15.7 18.5 16.1 3 6th 

Sv 16.1 17.0 17.5 19.2 18.9 17.5 19.1 15.3 14.4 18th 

Sm 18.1 15.8 15.7 16.7 16.3 14.0 13.7 12.6 12.6 9th 

Ch 16.5 15.8 15.8 19.2 16.8 16.6 17.9 17.5 16.0 35th 

During the 1990s the Samara region experienced the greatest reduction in infant 

mortality rates and the least decline in real monetary income on a per capita basis. 

The Nizhny Novgorod region, which had the lowest initial infant mortality levels, 

found itself experiencing an increase in infant mortality throughout the 1990s. 

Chelyabinsk and Sverdlosk had fluctuating infant mortality levels which may reflect 

changes in regional revenues resulting from the regions' dependency (for exports) on 

natural resource based goods that were subject to exogenous shocks. 

Throughout the 1990s the division between the rich and the poor grew significantly in 

Russia. During the Soviet period, all employees of the state (and everyone who 

worked was an employee of the state) did not receive the same wage nor the same 
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benefits (officially there may have been equality but some were more equal than 

others). There was poverty (or low living standards as it may have been 

euphemistically referred to) but the disparity in wages and incomes amongst different 

groups was relatively (for an industrialised nation) small. 

Table 11.13 percentage of population living in poverty (living below the official 
living minimum) 

1994 1995 1996 1997 1998 

RF 22.4 24.7 22.1 20.8 23.8 

NN 18.7 22.0 19.2 17.3 21.5 

Sv 25.0 29.5 25.6 23.1 32.6 

Sm 18.1 21.2 19.5 18.3 18.0 

Ch 28.3 27.9 27.2 23.3 27.4 

**By the end of 3" quarter 1999, according to the Chelyabinsk regional state 

committee for statistics the poverty level in Chelyabinsk was 41.3% 

11.5 Policy 

11.5.1 Proactive vs. Reactive Policy 

One of the reoccurring themes in the literature, related to industrial organisation, 

economic geography and development, is the question of inheritance. This is of 

particular importance in relation to the economic strategies followed in Russia due to 

it being a transition economy with virtually no "market" history. If one considers that 

one of the main objectives of regional policy throughout the Soviet period was the 

relocation of productive forces into pioneer regions and the levelling up of regional 

disparities, then the concept of inheritance matters. If this is not considered to be true, 

then the determinants of growth acknowledged by most economists (location, access 

to skilled labour, access to capital, limited or no market asymmetries or externalities) 

as discussed in endogenous growth theory, will be the primary factors affecting 

growth. if inheritance, here defined as the level of industrial agglomeration and hub 

effects held over from the previous system is the decisive factor in predicting future 
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development, then those regions that have inherited more developed industrial 

structures will experience more positive (or less negative) economic growth rates. 
Another hypothesis, associated with inheritance, is that those regions which are more 
greatly diversified in their production (more regionally heterogeneous) will 
experience more positive (or less negative) economic growth rates than regions which 
historically have been more homogenous in their industrial composition and 
dependent on only one or two sectors. 

When examining questions related to economic strategy and industrial policy one 

expects to see wealth effects that may be used in determining the more successful 

strategies and policies. Wealth can be measured by GDP per capita, life expectancy, 
home ownership, telephone lines per thousand, educational access, etc. Within this 

study wealth effects can be shown by the level of inequality both inter and intra 

regionally (a locational Gini coefficient). According to Myrdal, one would expect to 

find regional inequalities to be wider in poorer regions than in richer ones. Regional 

inequalities will decrease in richer regions, tending to the opposite in poorer regions. 
When this viewpoint is combined with the Krugman and Romer's work on IRS 

resulting from agglomeration, then one would expect to find those regions that exhibit 

IRS being richer than neighbouring regions. This inequality would increase over time 

between regions if there is no or limited labour mobility. This is also raises the 

question of how much inter sectoral movement of labour is taking place and whether 

or not this depends on a regional industrial labour policy. 

Post-independence the Russian regions followed differing political paths: some 

become more economically liberal while others sought to maintain the status quo 

through lobbying of the federal government and continued reliance (and 

accompanying restrictions) of the planning system. Hence some regions became 

known as reform minded and others were consigned to being part of the "Red belt". 

Regional policy creates an environment that can either hinder or promote economic 

growth based upon the decisions taken and the strategies used. Regional 

administrations that continue with traditional, Soviet era tactics such as the following 

282 



are often considered to be part of the "redbelt" as the political leadership is usually 
affiliated with the Communist party although this is not always the case. 
* Maintaining regional controls on housing distribution, and labour movement 

through internal passport registrations, 

Issuing regional decrees on trade (both inter and intra regional), 
Providing subsidies (direct and indirect) to large employers in the region through 
the regional banks and/or simply lobbying the federal government for more tax 

cuts and subsidies were viewed as being "illiberal and backward" by virtually all 
interviewees (foreign and Russian, across all regions in this study). 

11.5.2 Investment Policy: Foreign Direct and Portfolio 

In terms of FDI within the regions, from the interviews conducted with foreign firms 

(greenfield, brownfield, and joint venture) there emerged a sort of "MNC Investment 

Index. " This "index" means that if a MNC, e. g., Coca-cola, was present in the region 
(or at least rumoured to be in discussion about investing in the region), then other 
(potential) foreign and domestic investors were perceived to view the region in a 

more positive light. These firms viewed the region as not only being better developed 

(in terms of disposable income), but also possessing a more investor friendly regional 

administration with whom they "could do business. " This view on foreign investment 

was held by all the regional administrations interviewed. All of the regions that had at 
least one McDonald's located within their territory were very proud about promoting 

this as a signal and symbol of investment attractiveness. 

Regional policies in Russia are part of a concentric circle effect (see figure 11.6). 

This means that regional policies must not officially contradict federal policies and 

that regional and federal policy effects (with different weighting) business 

development. it is concentric because the types of businesses (by sector and size) 

within a region influence the type of policies the regional administration will follow 

(e. g., highly agricultural areas will seek subsidies). There is collusion between the 

regional administrations and businesses in the region; it is not unusual that senior 

members of the regional administration have worked for the major producers 
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(employers) in the region or have other intangible links (e. g., schoolmates). At the 
federal level, how the government responds to regional issues depends on the 
importance to national revenue (e. g., AvtoVAZ in Samara) the business within the 
region are. 

Federal Administration 

Business i,,, ý, j Regional 

Administration Figure 11.6 

Concentric Circle 

Effect 

There is a need for government policy to be responsive to the needs and requirements 

of the private sector. In developed market economies government policies exist to 

"keep a level playing field" by preventing monopolistic development of industries 

and services as well as providing the necessary infrastructure controls (financial and 

legal). Policy is meant to aid in the establishment of conditions that enable effective 

FDI and domestic investment. Due to the specific problems within Russia (low levels 

of technological development and diffusion), creating an enabling environment means 

that technological "leapfrogging" can occur (i. e., a region can move itself further 

along the technological frontier as investment in new physical capital stocks take 

place). Investors will be given incentives to invest. Given that all of these regions 

have a history of military industrial related enterprises (including, to varying extents, 

the associated scientific research institutes) it would seem probable that these regions 

would be best able to "leapfrog. " 
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For restructuring to occur, investment in capital is of key importance. This has been 

proven in a number of studies of developing and developed countries. From the 
literature we know that investment leads to greater productivity and hence greater 
income. Due to the fractious fiscal relationship between the regions and the federal 

centre, the regions have, generally become, more self-financing. The level of self 
financing these regions have taken upon themselves (as opposed to federal or even 
private) varies and appears to be associated with the type of industry sector which 
dominates the region. It is worth noting that the region that invests the most in basic 

capital, Chelyabinsk, is extremely dependent on natural resource based products. 
Although investment is very strongly correlated with long term economic growth the 
decision to invest seems to has been, based on the interviews conducted, much more 
of a political decision in Russia, reflecting regional policy. 

Table 11.14 Investment in basic capital (as a% of total investment) 

1994 1995 1996 1997 1998 

NN Regional 25.4 17.8 15.1 22.6 9.2 

Federal 

budget 

14.2 7.8 4.6 6.6 1.9 

Sv Regional 24.8 16.4 15.3 18.5 18.1 

Federal 

budget 

8.2 5.2 7.5 9.7 3.6 

Sm Regional 19.9 12.0 9.4 10.5 9.5 

Federal 

budget 

7.0 2.9 3.5 3.2 3.1 

Ch Regional 21.8 17.4 28.3 28.1 20.7 

gt 

[ Federal 

b udget udget 

10.6 6.1 5.4 9.8 4.9 
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Table 11.15 Investment in basic capital in enterprises and organisation by foreign 

capital (constant 1990 prices, thousands of roubles) 

region i 1993 1994 1995 1996 1997 1998 F 

NN 9.8 24.7 155.0 1199.7 87.2 85.1 

Samara 101.9 144.3 287.2 116.3 239.6 124.8 

Sverdlovsk 12.2 53.9 149.0 121.7 354.7 723.1 

Chelyabinsk 20.5 25.8 60.1 59.2 77.4 415.6 

11.5.2.1 The effectiveness of -policy instruments 

From Table 11.16 it becomes clear that policy instruments differ across regions. 
When we compare the income levels, poverty levels, education levels, and 
health/wealth effects across the four regions, we find that the region that has faired 

the best, Samara, is the region with the most policy instruments. Although the other 

regions do conduct policies similar (on paper) to Samara, it appears the level of 
implementation is of policy is not as high. This may strictly be a function of political 

will of the regional leadership to work with possible investors and regional business 

to create a more welcoming (or less intimidating and generally difficult) environment. 

Although Nizhny Novgorod received the most interest, nationally and internationally 

during the early years of transition it has proven itself to be a loss leader. Its real 

monetary income per capita per month has fallen (on a comparative basis) its 

educational levels have declined, its overall health has declined, and it has 

experienced high rates of growth in terms of poverty. This has all taken place despite 

the initial promising initial (or rather inherited) conditions. These results may also be 

due to political will: there was a change in leadership (governor) during the transition 

period. 

The majority of interviewees considered the policies, with the exception SME 

development programmes and regional associations, to be failures or of having very 

low success rates. This seems to indicate that the region that is the most successful at 
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creating the best environment for SMEs development will experience the most 
positive growth rates. This seems to be the case with Samara. 
Table 11.16 Regional strategies/policies 
Policy Nizhny Sverdlosk Samara Chelyabinsk 

Novgorod 
FEZ/TPZ x x x x 
Military x x x 
Conversion 
Programmes 
Industrial x 
Parks 
Regional x x 
Investment 
Promotion/ 
Support 
Agencies 
Regional x x 
sector/industry 
programmes 
Internet x x x 
Accessible 
Info on Region 
SME x x x x 
development 
programmes 
Agricultural x x x 
programmes 
Privatisation x 
Centres 
Training x x 
Facilities 
Legal x x 
Infrastructure 
Regional x x x x 
Association I I I I I 

11.5.3 formal vs. informal constraints 

From the interviews it was obvious that "networks" existed in all regions and at all 

levels. The importance of building and maintaining formal and informal 

"relationships" with federal, regional and local govenunents was stressed by all 

interviewees, both foreign and domestic, across all sectors and across all regions. 
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These strategic alliances allowed firms and individuals to share information thus 

reducing their transaction costs (informational asymmetries being a major cause of 
limited market entry). The relationship structure works as follows: there are networks 
between federal and regional levels, between businesses in the regions and between 

the federal level and regional businesses. The latter point means regional businesses, 

using their network connections at the federal level, can by-pass any regional 
directives (issued by the governor) that they feel may negatively effect their 

operations or revenue streams. The ability of a firm or entrepreneur to cultivate these 

relationships was an informal constraint on market entry. The formal constraints 

were the usual bureaucracy involved in market entry, but compounded by the problem 

of these informal constraints. 

Figure 11.7 Relationship flow chart 

11.5.3 A comparison of qualitative results 

11.5.3. L5iW-P-IY -Fac: 
A-O-rs 

The regions experienced falls in overall levels of available labour due to outward 

migration (despite net increases in the working population) and increased mortality 
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rates during the 1990s. More importantly, based upon the interviews conducted in 
these regions, human capital is improving in terms of developing skill sets necessary 
for a more market-oriented economy. There are still significant shortages of qualified 
staff in the regions and education levels seem to be linked to the general economic 
situation within a region, i. e., if the economy is fairing better, more students join in 
higher education. From the interviews conducted the chief problem in relation to the 
labour force was not the levels of education but the "mentality" of the labour force. 
Of the regions studied, Nizhny Novgorod was considered to have the best skill set 
necessary for a market economy, with language skills and adaptability considered to 
be high by foreign investors. This does not match the result in real monetary income 

per capita per month; Nizhny Novgorod has the lowest levels. 

11.5.3.2 New Growth theoKy (Paradigm Shift) 

Regions that are dependent on traditional sectors and are not using strategic trade 

appropriately (creating forward linkages into new sectors) have experienced declines 

in real incomes. Using strategic trade appropriately includes taking advantage of high 

external (i. e., non-Russian) prices received for natural resource goods or from 

increased profits following devaluation of the rouble (import substitution) and re- 

investing profits (into both physical and human capital). These results are largely 

tied to the issue of privatisation in these regions. Virtually all interviewees had 

viewed privatisation as a resounding failure due to management control, lack of 

shareholder protection, and subsequent capital stripping that took place. 

11.5.3.3 Policy 

Of the policy instruments used, SME development programmes are the most 

successful across all of the regions that have such programmes. This is true both 

statistically and qualitatively. The main problems associated with these types of 

programmes were the following: 

1. lack of dispersal of information about these programmes to potentially qualified 

applicants 

limited funding (federal and regional) to support such programmes 
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3. Regional and nationally affiliated banks becoming dependent on multilateral and 
bilateral organisations (e. g., EBRD) to fund investment in these enterprises. 

Although some gains had been made over the 1990s in getting regional and, to a 
lesser extent, national banks to lend on a commercial basis to smaller enterprises, 
these banks have remained relatively averse to this sector. The banks have increased 

their presence in relation to medium sized enterprises that tend to be more 

established. 

Additional policy instruments had mixed results; military industrial conversion was 

generally viewed as being half hearted with the regional administrations being to 

some extent limited in their ability to act by the "strategic" requirements listing of the 

federal government. Free economic zones/export processing zones/territorial 

production zones were generally viewed as policy failures across all the regions 

studied. This was, in large part, due to the fact that the zones had very dubious legal 

standing since the federal government had not allowed for their existence. The main 

problem for industry was that federal laws did not protect them, but simply created 

rent seeking opportunities for federal officials as well as regional officials as these 

two entities could work in tandem or work apart, depending on what was most 

financially advantageous to the individuals involved. 

11.6 Summary 

From this chapter a number of interesting points arose related to economic 

development in Russia and whether it differed there from other countries experience. 

By examining a number of hypotheses put forward and developing comparative tables 

and matrices we were able to see whether or not the results that would be expected in 

theory, would hold in practice. 

The results of this examination seem to indicate that, overall, Russia is no different 

from what theory, or rather the theoretical points drawn the literature reviewed in 

Chapter Four, would anticipate. Russia, for all the protestations of having unique sets 

of problems, is, at the end of the day, not that unique. Although the importance of 
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supply factors in determining prospects for restructuring and hence future growth may 
be mixed (i. e., infrastructure and natural resource wealth are not necessarily 
important, but human capital, geography and environment are), at the end of the day 
inheritance does have a significant impact on future developments. Policy, as 
discussed in sections 11.3 and 11.4, does appear to have an impact on restructuring 

and does influence future growth prospects. We see a definite link between some 

policy initiatives, such as SME development programmes, growth in regional SMEs 

and improvements in regional income. What this chapter has shown is that regional 

policy does work within the Russian context, but is subject to political and 
interpersonal relationships. The changes we have seen in these regional economies 

over the first decade of reform seem to indicate that despite historical accident or 
Soviet planning, investors (domestic as well as foreign) do, overall, respond in the 

expected manner to changes that may affect production within a region. There are 

some features that are unique to Russia (e. g., the illegal but still enforced propiska 

registration system), but for economic growth to occur a level playing field is the 

greatest requirement. Given the relationship structure of doing business in Russia 

there is a definite need for regional policy even if that policy is just to ensure equal 

treatment for all entrants. 
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Chapter 12 Summary and Conclusions 

12.1 Summary of work 
In this final chapter we review the major conclusions of each chapter, summarise the 
applicability and explanatory powers of the theories that emerged from this research 
and try to evaluate it in light of the literature reviewed. We then place this study in a 
broader context and suggest possible directions for further research. 

12.2 A review of the chapters 

In chapter 2 we reviewed recent Soviet and Russian economic history. The purpose 

of this was to develop an understanding of where and why the regions and the country 

as a whole found itself in the situation it was in 199 1. A review of the major macro- 

economic changes that occurred during the 1990s was given. The importance of 

examining the macro balance sheet was that these macro economic changes were not 

only a reflection of regional change within the Russian Federation 

In chapter 3 we reviewed the historical development that had taken place in the 

regions under the Soviet economy. We discussed the changes, if any, in the 

relationship between the federal centre and the regions that have taken place since 
Russia regained its independence. The consequences of changes in the federal 

constitution,, which greatly affected the centre-regional relationship, were also 

reviewed in this chapter. Based upon this overview of regional development, we 

asked if regional strategies and industrial policies would be able to facilitate 

economic growth or if federal policy is the only option. 

In chapter 4 we reviewed 5 streams of literature that formed the theoretical basis of 

our empirical work. The literature provided a grounded starting point for developing 

a view of economic development patterns and established the perceived core 

requirements for positive economic growth to occur. The key points to emerge from 

the streams of literature were discussed and, if possible, applied to the Russian 

context. 
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In chapter 5 we built a framework by which we could study the research question 
developed from the key points of relevance to emerge from the literature reviewed in 

the previous chapter. The key points were based on a three-layer approach: supply 
factors, the paradigm shift that occurred during the 1990s, and policy during the 
transition period. Once we defined the research question we reviewed similar types of 
studies that had been conducted on Russian development. We found that these studies 

chose a much broader sample to test and did not have the depth that we sought in 

terms of understanding policy effects. We reviewed alternative methods to conduct 
this study and outlined the reasons for selecting the method used. 

We attempted to further explore, corroborate and refine this model through empirical 

research. In-depth studies were conducted in four regions of Russia and were 

presented in chapters 6 through 10. These chapters included overviews of the 

regions' supply factors (labour force, geographic location, natural resource base, 

infrastructure, and environmental situation), the results of the paradigm shift 

(reflected by changes in output) and regional policies. 

In Chapter 10, these four regions were evaluated within the confines of the 

framework developed in chapter 5. The results that emerged from this cross 

comparison of theoretical and empirical data endeavoured to explain the effect of 

inheritance on economic Performance within the transition context. In the framework 

developed in chapter 5 we suggested that regional economic policies may influence 

growth. This suggestion did not rule out the role or importance of inheritance in 

influencing future rates of growth. In chapter 10 we find that policy does appear to 

influence income growth in regions with similar inheritances. 

12.3 Key findings and Relevance 

An evaluation of the results in light of the prior literature reviewed finds that the 

results of the study are, generally speaking, in line with the key points to have 

emerged from the literature. Supply factors are important for growth as are what 
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occurs during the economic paradigm shift (i. e., IRS from inherited structures as well 
as those developed during transition in addition to strategic trade development) 
although the importance of all the factors are mixed. We can however strongly 
support the proposition that transition policy and the instruments of policy can have 

profound economic effects, even if that policy is simply creating a level a playing 
field for all market entrants. 

The most interesting and potentially significant points to emerge are 1) geography is 

more important than infrastructure both in terms of attracting investors and in 

predicting future economic growth 2) possession of natural resources does not mean 

automatic wealth creation for a region and may in fact hinder a region's development 

due to exogenous shocks affecting regional industries dependent on such natural 

resource based commodities, and 3) ecological degradation, an area not considered in 

any of the studies on economic growth and Russia, appears to be an influence on both 

investment (due to the uncertain legal status companies may find themselves in) and 
income (e. g., a regional administration may have to spend more of their revenues on 

cleaning up an ecologically damaged area, the local labour supply could be negatively 

affected, labour productivity may be lower, etc. ). Within Russia these ecologically 

questionable areas are usually, although not always, located in regions which are 

dependent on natural resource based industry. 

In terms of policy itself the most interesting and relevant facts to emerge from this 

study are that 1) there is no definite link between military-industrial conversion and 

income although 2) higher conversion rates are usually associated with higher rates of 

industrial productivity. The reason there may be no link between conversion and 

income is that it is dependent on the type of products being produced in former 

military-industrial facilities. Privatisation of these facilities does no good if these new 

companies do not utilise their inheritance properly (in terms of educated labour force, 

technological knowledge, and capacity). These companies need to work with the 

regional administration to create policy that doesn't just seek to support inefficient 

outdated production or low cost, cheap products but to create an entrepreneurial 
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envirom-nent (including soliciting joint ventures with foreign firms) which builds on 
the previous technology used and developed. 

Overall, this research concluded that economic growth in Russia is still very much 
dependent on the political relationship between the region and the federal centre as 

well as between the individual business and the regional administration. The statistics 

presented in chapter 10 confirmed the overall view of the interviewees across the four 

regions that, at the end of the day, everything is dependent on contacts and personal 

relationships. 

12.4 Implications for further research 

The implications of these results for the further evaluation of regional policy are that 

the focus should be placed on the type of development (in terms of sector 

dependence) taking place in the region as well as the political relationship that exists 

between the regions and the federal centre. It is not possible to separate the two areas 

as business and political relationships appear to greatly influence the type of 

development and rate of development that occurs. 
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