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Joining of Poland and Lithuania to the EU on 1 May 2004 implies that Kaliningrad oblast will be most directly exposed to tough competitive requirements of globalisation, which it can never meet on its own. Therefore, the major problem Kaliningrad will have to cope with is not be the crossing of borders or transit traffic to Russia, but rather its inability to compete economically in the European market environment. The region will be at risk of asymmetrical development as compared to its ever-advancing neighbours, while Europe will be at risk of deepening new divides.

The Vulnerability of Kaliningrad’s Economy and the Defects of Federal Support

Kaliningrad’s economic system is extremely vulnerable, not only in comparison with the new EU members but even compared with Russia and the Russian north-west. In this region,  Soviet-era industry and infrastructure were designed to count on its semi-closed status for foreigners (until 1990), and generally, in complete disregard for market principles; to-day they are unable to function efficiently. More fundamentally, the region’s economy suffers from underlying shortcomings further aggravated by its exclave position.

On the one hand, Kaliningrad is dependent on externally-supplied power (97% of electrical power is supplied via Lithuania by the Russian company United Energy System), and on imports of basic consumer goods, raw materials and semi-finished goods for industrial production. On the other, its local market is too small to generate effective demand.
  Meanwhile, the region is unable to rely for its development either on the mass export of raw materials, as can the rest of Russia, or on its harbour facilities, which cannot compete with other Baltic ports, including ports in St Petersburg and Leningrad oblast. Moreover, Kaliningrad’s large-scale trade with mainland Russia is impracticable because of the long (1,000 kilometre) distance, and the additional transaction costs of crossing the Lithuanian–Latvian or Lithuanian–Belarusian borders; such trade can be maintained only through special non-market-based incentives provided by the state. For a number of objective reasons, Kaliningrad will hardly become a stable ‘bridge’ for investment and commodity flows, either between Russia and the EU, or between northern and southern Europe.

These factors will make it difficult for the region to develop its economy in a sustainable and self-supporting way. As was true of East Prussia in its time, post-Soviet Kaliningrad desperately needs well-directed state support. However, the current system of federal support for the region is counterproductive.

There are three main elements of this system. First, since early 90s, along with subsidies and direct allocations from the federal budget, Kaliningrad enjoys an exclusive right to tax-free trade, known as the Special Economic Zone (SEZ) regime. In particular, local enterprises are exempted from customs duties, VAT and  some excise taxes both when they are importing foreign goods and when they are shipping abroad or to the rest of Russia goods ‘considered to be produced in the SEZ’.
 These favours, once granted to Kaliningrad as compensation for the burden of its exclave position and extra haulage costs of trade with mainland Russia, are now worth up to 10.5 billion roubles a year, or one-third of local Gross Regional Product (GRP). Second, Kaliningrad receives at the minimum 7bn roubles a year (over one-fifth of its GRP) from the local branch of the Russian Ministry of Transport, in the form of special price subsidies for rail-cargo transit.
 Third, the region extracts especially high operating benefits from artificially lowered domestic energy and fuel prices in Russia, as compared to world prices: for example, in Kaliningrad, the cost of  1 kWh of electric power for households is only half of that in Lithuania, and for enterprises, only 40% of that in Poland.

Although this system offers some social support, it simultaneously generates powerful anti-incentives for market modernisation. The SEZ regime is a fundamental deviation from world practice in creating free economic zones: while taking an industrialised and densely-populated area out of the national customs territory, it automatically takes the region’s economy out of tight budget constraints, that is disfigures the system of its macro regulation. Furthermore, exclusive nature of foreign-trade preferences, which are unavailable to economic actors in the rest of Russia, give local enterprises an artificial monopoly and involve them in rent-seeking practices.
 In addition, individual privileges in railway cargo fees and energy tariffs create further unfair competition and further dependence of local economy on rent incomes.  No surprise then, that for a decade, Kaliningrad’s economy has been accumulating growing institutional and structural distortions; today, it is farther from genuine market-based development than Russia as a whole.

Import-led Growth and the Dead-end Pattern of Trade with Mainland Russia 

Thanks to tax-free trade, Kaliningrad’s economy is extremely open to the rest of the world: in 2003, the value of the region’s foreign trade was equivalent to nearly $2.7 bn, or 162% of GRP, whereas for Russia’s other regions it is generally between 50 and 60% (see Table 1). But this astronomical trade turnover is generated not by an acceleration of exports but by a mass-scale expansion of imports.  The SEZ regime and  the whole system of federal incentives are working in such a perverted way that instead of increasing production for exports and selling goods to the neighbouring Europe, Kaliningrad concentrates on increasing tax-free imports and reselling them further to remote Russian markets. 

In fact, exclusive customs favours make the rouble in Kaliningrad relatively stronger than in other Russian regions, so that import transactions become more lucrative here than elsewhere in Russia. When Russia was pursuing a ‘currency anchor’ policy, prior to the devaluation of 1998, and the rouble was artificially overvalued, these relative benefits of Kaliningrad multiplied many times. As a result, commercial interests worked as a powerful gear to turn the region’s economic activities towards expanding imports on a scale which far surpasses local demand for imported supplies – up to 1.2bn a year, as it was in 1997 (Table 1). 

       Table 1: Kaliningrad’s Trade Transactions as share of GRP, % 

	
	1997
	1999
	2000
	2001
	2002
	2003

	Value of foreign trade 
	118
	177
	154
	140
	173
	162

	Total exports 
	24
	58
	52
	46
	43
	33

	· exports proper *
	…
	…
	26
	19
	17
	15

	Total imports 
	92
	125
	94
	94
	130
	128

	Foreign trade balance 
	-70
	-89
	-50
	-48
	-87
	-95

	Deliveries of goods to Russia *
	…
	…
	49
	56
	60
	67

	For reference, US$m 

GRP at official exchange rate
Value of foreign trade 

Total exports

Total imports

Foreign trade balance

Deliveries of goods to Russia
	1,403

1,736

458

1,268

-828

…
	655

1,204

384

824

-440

…


	874

1,345

519

826

-307

432
	1,100

1,542

508

1,034

-526

619
	1,270

2,203

547

1,656

-1,109

759
	1,666

2,691

556

2,135

-1,540
1,118


      * Refers to commodities with the status ‘produced in the SEZ’, which are exported 

 abroad or delivered to mainland Russia tax-free. Exports proper do not cover transit

 export deliveries through Kaliningrad. 

Source: Smorodinskaya, N./ Zhukov, S. The Kaliningrad Enclave in Europe: Swimming Against the Tide. Diagnostics of the State and Potential of Economic Development (Moscow: East–West Institute, 2003); Kaliningradkomstat: 2003; Usanov, Kaliningradskaia Oblast v 2003 godu. Analiticheskii obzor sotsial’no-ekonomicheskogo razvitiya [The Kaliningrad Region in 2003: Analytical Review of Social and Economic Development] (Kaliningrad: Regional Development Agency, May 2004). 

The major part of these imports were not raw materials or semi-products (as is typical for imports into export-processing zones), but rather finished consumer goods, mostly foodstuffs (up to 60% of total imports), as well as passenger cars, tobacco and petrol (up to 20 % in sum). They were brought in Kaliningrad either for resale to other Russian regions and neighbouring countries on an ‘informal basis’ (through shuttle-trade transactions, based on difference in prices), or, mainly, for official delivery to mainland Russia after minimum processing  (upon adding to them only 15-30% of value) as goods produced in the SEZ.
 Compared with companies in the rest of Russia, which are also making money on servicing imports, local businesses have a double advantage: first, they can purchase foreign consumer goods tax-free, secondly, by means of gluing, assembling or packing these goods with minimal costs, they can resell them further as their own products, also tax-free.
 Meanwhile, their high shipping costs are covered, perhaps with interest, by reduced federal tariffs on energy and regional cargo traffic, so that the expansion of imports remains commercially beneficial under virtually any macroeconomic conditions and any exchange rate of the rouble.

Really, by 1998, Kaliningrad’s imports  practically reached the value of GRP, and their per capita value was almost three times as large as the Russian average.
 Since then, after the devaluation of the rouble in 1998, there were no essential changes in this situation, despite the increased cost of imports in Russia as a whole.  Moreover,  in recent years, when  Kaliningrad’s economy entered a phase of rapid recovery, the region’s imports have grown up to 130% of GRP, making still more unprecedented values - $1.6 bn  in 2002, and $2.1 bn in 2003. Meanwhile, contrary to this upward trend, Kaliningrad’s total exports have remained  throughout the last decade at an incomparably small level of $500m a year on average, with the region’s exports proper, excluding transit Russian flows, making only a half of this sum. And the last 4 years, the relative share of exports in the region’s GRP has been steadily declining – down to 33% in terms of total exports, and to 15% in terms of exports proper (Table 1).

A situation where imports grow much faster than GRP and exceed it in value over 30%, while exports make just 15% of GRP and keep relatively narrowing, suggests that Kaliningrad’s economy has an import-led pattern of growth, with the oblast’s dependence on expansion of imports and their resale to Russia only increasing.  The SEZ regime has let Kaliningrad make easy money on absence of customs duties, and thereby has transformed it into a mere transit point for channelling all kinds of consumer imports, regardless of their technological level, to Russian markets. As Table 1 shows, in 2001, the region’s tax-free deliveries to Russia reached $619 m, exceeding its tax-free exports (that is, ‘exports proper’) by three times, and by 2003, these deliveries have doubled up to  $1,118 m, making already four times as much as ‘exports proper’, or 67% of GRP.

The upward trend in Kaliningrad’s deliveries to Russian markets is usually treated both in Russia and in Europe as a positive phenomenon, preserving the oblast’s economic links with the rest of the country and increasing its role in import substitution.
 However, even if the growing deliveries of the SEZ’s consumer goods to Russia (including TV sets, electric vacuum cleaners, refrigerators and passenger cars) are able to compete with Russia’s original imports in price, they still are unable to generate true import substitution in macroeconomic terms. The more imports of final-demand goods are resold to Russia for roubles, the more hard currency Kaliningrad needs to pay for imported components. As a result, the region generates an enormous foreign trade deficit:  in 2003 it amounted to $1.5 bn,  making 95% of GRP, and there are no macroeconomic constraints to limit its further growing, especially in the periods of industrial boom.  

This macroeconomic bias shows the price which both Russia and Kaliningrad are to pay for maintaining the existing pattern of market interaction. By market standards, Kaliningrad’s growing trade with mainland Russia is actually an absurd, at best a dead-end: it is making the region’s economy still more vulnerable , and  inflicting mounting financial losses on the national economy.

Making Extra Money on Shadow Activities 

Owing to the SEZ regime, Kaliningrad is deeply involved into a diversified system of complementary shadow activities, which emerged in the early 1990s in the western border regions to service Russia’s foreign trade flows.
 In particular, servicing of imports is accompanied by a massive concealment of profits by local firms for the purpose of tax evasion, and thereby, by an enormous turnover in the grey economy.  This turnover accounts in Kaliningrad for 60%–95% of officially-recorded GRP, as compared to the Russia-wide average of 25%–50%.
 And this is not the consequence of an overgrown criminal sector (illegal operations comprise less than 30% of the region’s non-legitimate, or informal economic activities), but a result of the region’s legal opportunity to extract exclusive benefits. Customs favours and expansion of imports have become the breeding ground for additional legal and semi-legal businesses that generate shadow earnings. And unlike classical cases, in Kaliningrad, the major part of such earnings is accumulated in the sphere of redistribution rather than in the sphere of production – primarily through the servicing of commodity and financial flows, with the aim of evading taxes on any trade transactions. Given the ways in which this aim is achieved, the local shadow economy can be divided into four segments.  

The first segment is the so-called ‘shuttle’ traders, who smuggle excisable goods (vodka, tobacco, petrol, etc.) on the borderline markets of Poland and Lithuania. These semi-legal markets function as a ‘built-in social shock absorber’ for Kaliningrad’s economy, providing survival for tens of thousand families. The second segment is medium- and large-scale trading companies that cluster their activities in the market in order to boost employment and minimise taxes. In particular, the predominant part of Kaliningrad’s food imports and their resale to the rest of Russia is provided by large trading companies through networks of small and individually owned private firms, operating as clusters of numerous juridical or physical persons. 

The third segment overlaps with the second and concerns import processing in the real sector. Operating under the SEZ regime, local enterprises extract shadow incomes not only by concealing the actual volume of imports and, therefore, the true volume of their profits, but also by overestimating the ‘value added’ to imported goods. Any legally operating company, small or large, can use such fake import servicing in order to easily transform imports  into goods ‘produced in the SEZ’ and thus deliver them tax-free to the Russian mainland. Finally, the forth segment is the sphere of ‘virtual’ foreign trade contracts, where Kaliningrad is used merely as a convenient point for compiling customs documentation. Transactions on trade contracts that are formally concluded here, can actually be made anywhere abroad, so that such dealings may serve to disguise complicated chains of false imports and false exports, or to cover money laundering.

It is clear that Kaliningrad’s economy can be brought out of shadow only through a drastic modification of the SEZ regime. Meanwhile, redistribution-based focus of the region’s shadow transactions implies that the bulk of them are virtual, in other words, they cannot be legalised and included into regular turnover in principle. If the chance for such dealings is eliminated, real production and trade operations behind them will also lose much sense for their participants. Therefore, contrary to common expectations, the contraction of informal activities will hardly lead in Kaliningrad to an inflow of capital and additional labour force to the official sector, as well as to a substantial increase in the local GRP. Rather  the significant part of the real sector may just be blown off  like a bubble.

Financial Insolvency and the Price of Question 

In parallel with growing trade imbalances orientation on imports has created the same vicious circle in the field of the region’s finance.  The higher are economic growth rates in Kaliningrad, the larger is its servicing of tax-free imports to Russia, and the more part of the region’s GRP is produced upon minimum processing., to say nothing about the simultaneously increasing share of shadow turnover. Thereby, the less sum of taxes can be collected in this territory. 

This chain leads to severe shortages for local finances, and thus to sharper regional demand for extra federal assistance. Since 1995 Kaliningrad has run high budget deficits (which partially were hidden); and in 2001 the ratio of deficit to the volume of budget receipts proper (total receipts less transfers from the federal budget) almost reached the critical point of 15% – the permissible limit for Russian regions, as set by the Russian Federation Budgetary Code, and the Russian Clearing House declared Kaliningrad bankrupt
.  Today, the region is unable to repay its debts either to the Russian Federation Ministry of Finance (400m roubles) or to foreign lenders ($15m for a 1997 Dresdner Bank loan).

It is no wonder then that over the last decade Kaliningrad has become increasingly dependent upon subsidies from the federal treasury (18% in 1994, 25% in the late 1990s and 37.8% in 2003). It is now officially recognised as a recipient region from the federal budget after a long period of being considered (albeit formally) a net donor region. 
 By the moment, it rests upon exclusive customs favours, budgetary subsidies,  price subsidies for local cargo traffic and  growing budget allocations from the Federal Target Programme till 2010. However, as long as an import-led growth pattern is maintained, the region is doomed to rely increasingly on the federal treasury. And .no additional federal preferences or new amounts of federal aid will be able to break this vicious circle. 

A situation, where trade deficit amounts to 50-95% of GRP, and the budget deficit is also high and  keeps growing, implies that for many years Kaliningrad has been in a chronic state of default, regardless of its outstanding external debts. Under market conditions no territory would survive if it had a zero level of creditworthiness. And be Kaliningrad a sovereign state today, it would automatically face a default and a crucial devaluation of its currency. But as a part of Russia, it enjoys a chance of covering its macroeconomic risks by the federal Centre and, in this way, of concealing  it’s actual default.

As seen from Table 2, today, the region covers its foreign-currency shortages by consuming an increasing share of the current-account surplus of Russia’s balance of payments (0.7% in 2000, 1.5% in 2001 and  8 % in total for the two following years), as well as of Russia’s net inflow of foreign-currency assets (1% in 2000, 4.4% in 2001 and already 14% in 2003). For the time being this loss is not tangible for the Centre. However, if Russia faces shortening of export earnings,  this will  become a problem, especially in the light of national debt payments. Although the actual repayment of Russia’s external debt is lower than originally scheduled, Kaliningrad’s import expansion still continues to inflict mounting foreign-exchange losses on the national economy,  and therefore to undermines Russia’s macroeconomic stability.

Table 2:    Kaliningrad’s Trade Deficit Burden on  the Russian Balance of Payments

	
	2000
	2001
	2002
	2003

	Indicators of  foreign exchange balance in Russia, $ bn 

	1. Balance of payments, current account    
	46.3
	34.2
	27.5
	22.2

	2. Foreign debt servicing 

   (original schedule of payments)
	15.9
	22.2
	20.9
	27.8

	2a  Foreign debt servicing (actual payments)
	…
	…
	17.5
	16.5

	 3. Net foreign currency inflow: (1) – (2) 
	30.4
	12.0
	8.6
	11.3

	3a. Net foreign currency inflow: (1) – (2a) 
	…
	…
	12.0
	22.6

	The level of  Kaliningrad’s burden 

	4. Kaliningrad’s trade balance, $ bn
	-0.31
	-0.53
	     -1.1
	    -1.5

	Ratio:  (4) : (1), %
	-0.7 
	-1.5
	- 4
	-4

	Ratio:  (4) : (3), %
	-1.0
	-4.4
	- 13
	-14

	Ratio:  (4) : (3a), %
	…
	…
	-10
	- 7


Source: Database of the bank of Russia; Kaliningrad Oblcomstat;  Smorodinskaya, N./ Zhukov,S.

The Kaliningrad Enclave in Europe: Swimming against the Tide. Moscow: EastWest Institute, 2003 

Macroeconomic Trends and Recurring Structural Distortions

By 2003, Kaliningrad’s per capita GRP - a good general indicator of social and economic development – has reached at the minimum $4,300 (calculated at relative 2001 prices and at purchasing power parity based on the 2001 Eurostat version).
 This amounts to only 56% of the all-Russian level, 45% of the average level of three Baltic states (Latvia, Lithuania, and Estonia), and just 42% of that of Poland.  Meanwhile, the gap between Kaliningrad and the developed Baltic economies makes 6-7 times, and it looks like the region will never catch up (see Table 3).

Table 3: Kaliningrad oblast Compared to Russia and the States of the Baltic Sea Region: 

 GDP/GRP Per Capita, 2000-2003

	
	 2000
	2001 
	2002 
	2003 

	Kaliningrad oblast, (US$ thousands) 
	 3.75
	 3.85
	 4.05
	 4.30

	Compared to Russia, %
	 57
	  54
	  56
	  56

	Compared to transition economies in the Baltic Sea Region, %

	· Latvia
	  49
	  48
	  49
	  51 

	· Lithuania
	  48
	  45
	  44 
	  44

	· Estonia
	  39
	  39
	  38
	  39

	· Poland
	  39
	  40
	  41
	  42

	Compared to developed economies in the Baltic Sea Region, %

	· Germany
	  14
	  15
	  16
	  16

	· Denmark
	  13
	  13
	  14
	  14

	· Norway
	  13
	  13
	  13
	  13

	· Finland
	  15
	  16
	  16
	  17

	· Sweden
	  15
	  16
	  16
	  17

	For reference:

Compared to USA, %
	  11
	  11
	   11
	  12


Note: Calculated at purchasing power parities and at relative prices for 2001 (technique of IMEMO) 

Source: Goskomstat of Russia, 2002; Kaliningradkomstat, 2002-2003; 

             IMF. The World Economic Outlook, September 2003

In the past several years after the 1998 crisis, when the whole Russia was enjoying economic recovery after a deep transformational recession,  Kaliningrad has been showing especially rapid growth rates (9.7% on the average in 1999-2001, 10.1% in 2002, 9% in 2003) which are much higher than in Russia (4.7% in 2002, 7.3% in 2003) and in the neighbouring Baltic countries. And the region’s fixed capital investment has been growing even more faster (the record rate of  68.8% in 2003-).
  This gives the impression that the region is successfully bounding forward. However, its development is not sound and sustainable at all.  On the contrary, acceleration of growth is accompanied by deterioration of its quality, and by further deepening of the structural distortions established during the transformational recession.

 Since Kaliningrad is set free from tight budgetary constraints by the SEZ regime,  its industrial structure – in terms of both production and employment – is evolving independent of, and largely contrary to, the requirements imposed by market rules, by globalisation and by the true balance of opportunities and limitations in the region. As trade and other services continue to generate shadow incomes and to attract an increasing inflow of employees searching for such earnings, employment in Kaliningrad is growing faster than recorded output, thus taking the region’s structural adjustment in the wrong direction. To the moment, the tertiary sector, despite having absorbed the majority of the local workforce (nearly 65%), contributes much less to GRP (45%) than it does in the rest of Russia (53%) or in the neighbouring Baltic states (60-70%). Meanwhile, the mining and manufacturing sector shows an artificial excess in growth (40% of GRP), compared both to Kaliningrad’s optimal industrial proportions and to the structural shifts in transition economies towards  service-based economic systems.
 

A good evidence that the share of value added in the region’s GRP is steadily declining,  gives the following fact. To the moment, a half of the region’s economy is involved in the import processing intermediation and resale activities, and some industries (machinery, furniture and food industries) are involved in them totally. These industries are showing the most rapid growth  rates. However, their contribution to Kaliningrad’s economic development, in terms of their share in tax payments, total investments and total industrial  production, is incomparably smaller. For example, in 2003, the machinery (assembly of passenger cars, TV sets, electric vacuum cleaners, refrigerators – all products with a 70-85% share of import components) has grown by 38%, but made only  6.7% of the total industrial investment, and just 24% of the total industrial production. 

As time goes on and the SEZ regime orients Kaliningrad towards expansion of imports, the local economy is becoming increasingly distorted by its artificial growth stabilisers. To the moment, the region’s dependence on non-market-based federal incentives is critical. If the existing system of favours is weakened, even slightly, then the present economic recovery in Kaliningrad can turn sharply into a deep industrial slump. Clear proof of this scenario came in January 2001, when a temporary abolition by the Federal Customs Service of a VAT-free privilege on the region’s deliveries to Russia led the majority of local businesses to cease production, leaving local people to bear the brunt of being laid off work. Meanwhile, a similar and even much greater systemic shock may be provoked by a dozen of external reasons - a slump of international oil prices, or an upsurge of domestic energy tariffs in Russia, or Russia’s preparations for WTO membership. This implies that Kaliningrad’s economy is more than just unstable: it is operating under extreme systemic risks typical of a so-called ‘bubble economy’. 

Alienation From Europe

In parallel with this increasing dependence on the federal assistance, Kaliningrad is facing growing alienation from the EU trade and capital markets. The combination of these two tendencies is generating a fundamental threat to Kaliningrad’s future development. 

Unhealthy economic growth prevents the region from making visible progress towards integration in the EU economic space. Although its major trade partners are the EU Member States, including new ones  (totally accounting for 70-75% trade turnover), its pattern of trade relations with Europe (massive imports and miserable exports) hampers its participation in the Baltic industrial and business networks. Kaliningrad faces chronic trade deficits with its leading trade partners (Germany, Poland and Lithuania) and has no export niches in Baltic markets. 

As shown in Table 4, By January 2004, i.e. over the entire post-Soviet period, Kaliningrad totally attracted only $106m of foreign direct investment (FDI), while Lithuania and Latvia attracted scores of times as much, and Estonia and Poland, hundreds of times as much. In 1999–2002 the inflow of FDI to Kaliningrad virtually stopped ($5m a year on average), in 2003 it amounted for $14 m, or only $15 per capita (in Russia, $45), which makes a gap with Baltic transition economies from 6-fold (Poland) to 82-fold (Estonia). The share of FDI in total foreign investment is steadily declining  and now accounts to only 4.8%. Moreover, the leading investing countries (Germany, Sweden and Switzerland) are removing their capital, and Germany’s share in aggregate foreign investment now amounts to just $21m.

Table 4: Foreign Investment in Kaliningrad oblast
	
	1999
	2000
	2001
	2002
	2003

	Total inflow, $m
	 18.3
	19.1
	 24.6
	 47.7
	 56.2

	· per capita, $
	  17
	20
	 26
	 51
	 60

	   FDI inflow, $ m 
	  4.1
	 6.6
	 3.2
	 5.9
	 14.0

	· per capita, $
	   4
	 7
	  4
	  6
	  15

	  FDI as share of total, % 
	 22.4


	34.6


	13.0


	12.4
	4.8

	Total accumulated stock, $m


	
	
	
	
	105.8

	including from:
	
	
	
	
	

	·   Cyprus and other offshore (42%)
	
	
	
	
	44

	· Germany (20 %)
	
	
	
	
	21

	· Poland (13%)
	
	
	
	
	14

	· Lithuania (9%)
	
	
	
	
	9

	 FDI accumulated stock, $m
	
	
	
	
	42


Source: Smorodinskaya/‘Zhukov. The Kaliningrad Enclave in Europe, op. cit;  Usanov, 2004, op..cit
Kaliningrad is currently experiencing an increasing inflow of investments from the UK and the US offshore territories (the capital is mostly of Russian origin, and Cyprus is the leader), as well as from medium-sized Polish and Lithuanian companies. However, this capital goes mostly to the trade sector, i.e. to the sphere of imports servicing (53% of FDI in 2003), and therefore, is likely to make the region a duty-free entry-point to Russian outlets for the least competitive European goods, rather than a gateway for Russian goods to enter European export markets. 

In any case, if Kaliningrad’s economic development continues to proceed along its present trajectory, the region will remain of marginal interest for those multinationals whose activities are shaping the international division of labour in the Baltic Sea region. This means that Kaliningrad will be at risk of self-isolation, and therefore of persistent backwardness. 

The Path of Inertial Development

What will happen now, after the EU enlargement? Unfortunately, the existing vested interests in and around Kaliningrad will automatically keep it on the path of inertial development. 

In particular, Poland and Lithuania have an objective economic concern in preserving Kaliningrad’s specialisation in import intermediation. They can be expected to focus on Russia and the Commonwealth of Independent States (CIS) for their export expansion, so as to minimise the costs of joining the EU. To this end, they will exploit the benefits of the Kaliningrad SEZ, using the region as a potential launch pad for duty-free exports to Russia through ‘joint ventures’ established with Kaliningrad-based partners. In addition, in light of unfavourable macroeconomic situation in the developed European countries, a number of other transition economies in the Baltic Sea region and Central Europe, whose development depends on export demand, will follow the example of Poland and Lithuania in using the Kaliningrad SEZ. Finally, the EU as a whole, and implicitly EU Member States, will only welcome the resulting splash of trade and investments in Kaliningrad since that seems to ensure stability at the EU new eastern border. 

This will in turn encourage Russian companies affected by the “Dutch decease” to link to Kaliningrad as a channel for pushing imports to mainland Russia. And Russian bureaucrats can be expected to welcome such a course of events, because it would help preserve the status quo in relations between the region and the centre.  Therefore, in the near future, due to further widening of imports servicing, Kaliningrad may enjoy a massive inflow of investment and a consequent industrial boom. It may even double its capita GRP and in this respect become closer to its European neighbours. However, its rapprochement with Wider Europe in terms of level of development will remain strictly formal, because its divergence from the EU in terms of quality of growth and technological set-up will automatically enlarge. 

Sooner or later, the course of inertial development will bring the Kaliningrad’s ‘bubble economy’ to a formidable systemic shock. When this happens, radical reforms will be unavoidable, regardless of vested interests. However, the later such reforms begin, the higher will be their cost for Russia and for the region itself, and the more difficult it will be to narrow the development gap between Kaliningrad and the EU.

Economic Policy for Kalinimgrad

The Federal economic policy measures for Kaliningrad are largely a product of rent-oriented game of interests in the post-Soviet Russia. The appearance of Free Economic Zone «Yantar» in the early 1990s, or the federal Law on SEZ in 1996, as well  numerous decisions made on Kaliningrad by the Government resulted from bargaining between the Region and the Federal Centre, or between different federal ministries and their backing business groups. No surprise then that most repeated attempts of the Ministry of Economic Development and Trade to formulate a sensible economic strategy for Kaliningrad usually ended in meeting just another set of local demands for further favours and budget allocations,  which were never followed by any assessment of macroeconomic implications of the decisions

Moreover, despite all rhetoric about rapprochement to Europe and the idea of the pilot region, in reality the federal economic course towards Kaliningrad keeps giving priority to security and geopolitical issues in their classical sense. This classic security approach implies that all major local life-support systems of the enclave (infrastructure, power supply, transportation and communication networks) should be bound centripetally to Russia. In particular, Moscow has two main concerns regarding Kaliningrad: first, not to lose communications with the Kaliningrad ports under the emerged transit problem for the sake of maintaining economic viability of the Baltic Fleet and keeping strong the region’s strategic military function; secondly, not to loose the levers of economic control over Kaliningrad in the enlarged Europe and under possible extension of the Western presence in this territory. As I see, these very considerations lie behind the Russia’s negotiation position on the Kaliningrad transit issues, and behind the investment projects on energy and transportation, designed in the renewed 2001 version of the Federal Target Programme for Kaliningrad till 2010
, as well as behind the new edition of the 1996 Federal Law on SEZ, which was submitted to the Federal Government for consideration in April 2004.

The revised Law on SEZ sets the aim to ensure stable development of the enclave in the enlarged EU by means of attracting solid investors to the region and booming its investment and production rates. To this end three kinds  of measures are introduced. First, the SEZ regime is amended - through limiting the present customs favours by term (up to 10 years ahead) and by the scope of users (the newly registered firms will be deprived of these privileges). Secondly, large investment projects in non-oil industries, with no less than EUR 10 bn in the first three years, are encouraged by means of extensive and specially tailored tax benefits.
 Meanwhile, the SEZ is supposed to be governed by a Federal Commissioner (in order to block any formation of an internal off-shore zone). Thirdly, administrative procedures for investors are simplified in order to generally improve investment climate. 

These novelties are met with discontent in the region: the local authorities grudge against limitations to their competence, and local business community fears that competition with large Russian or foreign companies will oust them from their markets. However, the major problem with the offered set of measures lies not here. Rather the federal attempt to adjust Kaliningrad  to the new economic reality is traditionally constrained by the old politicised logic: the Centre sees its major task not in making Kaliningrad closer to Europe, but rather in preventing its possible breakdown from Russia in case a growing social contrast with the European neighbours entails a rise of local separatism. Under this approach the proposed economic policies for the region do not go beyond trivial compromise solutions, which may formally boost the level of development (in terms of per capita GRP) but don’t address fundamental issues of Kaliningrad’s economic modernisation.

In particular, instead of improving the quality of economic growth, the bill places the emphasize on its acceleration, as well as on ill-founded replacement of one kind of exclusive preferences (customs) with another (taxes), with the first being prolonged for another decade. Instead of promoting efficient small businesses, the document tries to lure  large companies, although global and major overseas investors will never be lured with tax favours, while speculative investors, who are engaged in imports servicing, get here anyway. Instead of a functional reform of government aimed at export promotion, the bill offers another enlargement of bureaucracy,  even if with a federal accent.  This policy will never help Kaliningrad to enhance its competitive power, but will preserve its development in former unhealthy manner. 

In the meantime, the EU has adopted two special documents for Kaliningrad – one in January 2001 (Communication of the EU Commission “The EU and Kaliningrad”), another in the summer of 2002 (Report of the EU Commission on “Russia-EU Partnership for Kaliningrad Region”). However, neither of the documents is focused on the problem of the Kaliningrad’s growing development gap, and on the subsequent issue of whatever policy line could make the European financial assistance to the region most productive. By the moment, the volume and allocation of this aid is mostly determined by Europe’s awareness of environmental and humanitarian threats emanating from the region, rather than by its willingness to engage itself in the Kaliningrad economic growth problem (as judging by projects launched here by EU under TACIS programme and by Scandinavian countries). And  so far Moscow doesn’t declare any clear strategic vision of the region’s future, Brussels is actually keeping to its traditional order of priorities.

In this situation the Kaliningrad authorities have prepared their own long-term development strategy for Kaliningrad and a mid-term programme for its implementation.
 Their plan is to make Kaliningrad  a “region of co-operation” with Europe and to double by 2010 its GRP.  Nevertheless, however ambitious and righteous goals the local community would set, it is objectively unable to change the  irregular pattern of the region’s economic growth.  So long as the SEZ regime is under operation, the local administration will never manage with such problems as growing shadow turnover, fiscal shortages, or lack of the region’s competitive power. Under the existing and the currently renewed set of federal incentives these troubles will reoccur again and again. 

All that the Kaliningrad authorities are able to do in this situation (and in what they were engaged  for the last ten years) is to go on seeking additional money, benefits, and powers from the federal center under the motto of improving the investment climate. Today their main actual concern is to ensure the local business community a sufficient volume of federal favours for the future when for one external reason or other, advantages of the current system of benefits may get weaker. 

What is to be done?  

The prospect of moving Kaliningrad off the path of inertial and risky development, raises a crucial question about replacing the ten-year-long regime of exclusive customs favours, which has proved to be a failure, by a more productive system of government support, focused on market-based incentives. This new set of policies must enable the region to curtail import expansion, reorient its economy to European export markets and finally fit into the international division of labour in the Baltic Rim. In other words, Kaliningrad  has to be transformed into an export-led  economy -  a move which is dictated by strict market logic. In particular, the driving force for Kaliningrad’s economic growth must primarily be external demand (as the local market is too small); the region is much closer to Baltic and west European markets than to the rest of Russia; and the present growing dependence of Kaliningrad on federal subsidies and favours must be replaced by its growing contribution to Russia’s tax revenue and foreign currency earnings.

For at least two reasons, the task of reorienting Kaliningrad toward European export markets cannot be done by either Russia or the EU alone. One is that the local economy is in the ambiguous position of being simultaneously both inside and outside the EU. The other is that all vested interests, both in Russia and Europe, will wish to see import intermediation continue. But Kaliningrad’s economic backwardness – to say nothing of possible economic collapse – is not in anyone’s interests. Moscow and Brussels therefore have no alternative than to treat Kaliningrad as a challenge they have in common, and to make it a pilot case for their cooperation.
 

As an immediate step in this direction Russia and the EU should explicitly acknowledge the following. First, Kaliningrad has no positive alternative to the prospect of export-oriented integration into the EU economic space.  Second, this prospect is a win-win strategic option for all parties involved and the only responsible approach to Kaliningrad’s  problem. In order to achieve it, the two partners need a common strategy and a concerted (better a joint) action plan for Kaliningrad’s economic reforms. Both documents may be integrated into the EU course “Wider Europe-New Neighbours”, designed for non-member countries, upon singling out Kaliningrad as a separate point  in this course. Third, action plan for Kaliningrad’s modernization  is to be focused on its above-the-face structural turn from am import-led to an export-led economy. This task will require a specially tailored in​dustrial policy  which will differ from the standard reform procedures applied earlier in Poland and Lithuania as the candidate countries. The main economic reason for making such difference is that the local economy has become so deeply dependent upon exclusive privileges, and has accumulated such deep distortions as a result of them, that it will be unable to undergo drastic modernisation based on shock therapy. 

Russia and the EU are therefore urged to seek for joint and innovative policy measures to provide economic modernisation in Kaliningrad in the safest possible manner, i.e. avoiding serious social and market shocks.  In particular, the industrial policy for Kaliningrad must ensure a two-three-year transition period, allowing local actors to get institutionally prepared to the scheduled revision of the SEZ regime (in favour of export-oriented produces and efficient SME), to changes in energy tariffs, and to the subsequent structural shifts. For its part, the federal centre must be ready to modify both the 1996 federal law on SEZ and the Federal Target Programme in a way that could really restrain import expansion while stimulating local exports. Reciprocally, the EU should launch special programmes and grant special incentives that ease access for Kaliningrad’s exports to EU markets.

At present, the prospect of Kaliningrad’s turning to exports doesn’t look quite realistic. The more so, as most probably, the region will be unable to rely on traditional items of merchandise exports However, a realistic approach seldom goes well together with strategic vision. Concerted actions of Russia and the EU for reforming the region may create a chance to re-shape its economic profile anew. And it cannot be ruled out that Kaliningrad could be inserted into the Baltic technological  set-up through a mass scale exports of services.  I mean history and culture, all kinds of tourist attraction, all types of through transportation and communication technologies, which imply investment in knowledge and human capital. Anyhow, the present efforts vigorously made by Denmark, Sweden and Finland to build knowledge-based economy in the Baltic Sea region and to turn this region in a global frontrunner
  may benefit to this attempt. 

Conclusion 

The economic vulnerability of Kaliningrad benefits neither Russia nor Europe. Furthermore, its unsustainable economic growth may generate tensions and risks that neither Russia nor the EU can prevent or manage alone. Nonetheless, despite the fact that both Moscow and Brussels have often affirmed their willingness to find a positive solution to the Kaliningrad issue, the crucial problem of the region’s developmental asymmetry with its neighbours has never been seriously raised as an independent subject for official discussion. As a result, there has been practically no meaningful Russian–European dialogue on the socio-economic future of this region. 
The Pilot Region project would be to improve this situation. The EU–Russian dialogue on Kaliningrad would not then be limited either to the problem of soft security risks, or to merely allocating more money to the enclave. Rather, it will focus on joint seeking for  proper tools to discontinue Kaliningrad’s inertial  “swimming against the tide” and, in this way, to free Europe from new divisions and tensions. What is more, in the light of the recent cooling of relations between Moscow and Brussels such project looks as a promising chance to keep up their strategic partnership. To say nothing of the idea of ‘Common European Economic Space’.

� Strategy of the Social and Economic Development of Kaliningrad Oblast’ as a Region of Cooperation up to 2010, adopted in March 2003, and Programme for the Social and Economic Development of Kaliningrad Oblast’ for 2004-2007, adopted in September 2003. 





� The factor of  rather small population (936,000 by the end of 2003) is combined here with low level of per capita income, not more than 100 USD.


� Smorodinskaya, N./Zhukov, S. The Kaliningrad Enclave in Europe: Swimming Against the Tide (Moscow: East–West Institute, 2003); Natalia Smorodinskaya, ‘The Kaliningrad Situation in Economic Growth Dimension’, in Hanne-M. Birckenbach and Christian Wellmann (eds), The Kaliningrad Challenge: Options and Recommendations (Munster/Hamburg/London: LIT Verlag, 2003).


� The SEZ regime is in force since 1993 when the region had been granted a status of Free Economic Zone «Yantar» (FEZ Amber»), which later was legally transformed in the status of  Special Economic Zone on the basis of the 1996 federal Law “On SEZ in the Kaliningrad Region” For details, see N. Smorodinskaya, A. Kapoustin and V. Malyguin, ‘Kaliningradskaia Oblast kak svobodnaia ekonomicheskaia zona’(otsenka uslovii i rezul’tatov razvitiya v 1994-1998 godakh) [The Kaliningrad region as a Free Economic Zone (Assessment of Conditions and Results of Development in 1994-1998)], Voprosy ekonomiki, #9,1999, pp. 90–107


� This factor of federal support is of particular importance to the region: for instance, in 2002, due to the lowering of railway fares for Russian export cargo shipped to Kaliningrad ports, the Kaliningrad Maritime Commercial Port managed to sharply enlarge the volume of trans-shipment to 3 million tons for the first time in ten years, and to reach a 40%-capacity utilisation ratio (Rosbalt, 2002).


� Data for 1999 are from Kaliningrad Oblkomstat, European Bank for Reconstruction and Development, Transition Report, 2001. 


� The Kaliningrad SEZ regime can be considered as the most evident regional case of politically created rents in post-Soviet Russia. See Natalia V. Smorodinskaya, ‘Rent-seeking in the Regions: The Politics of Economic Privilege in Kaliningrad’, in Klaus Segbers (ed.), Explaining Post-Soviet Patchworks, Volume 3: The Political Economy of Regions, Regimes and Republics. (UK, Ashgate: Aldershot, 2001), pp. 56–82. 


� According to the 1996 federal law “On the SEZ in Kaliningrad Region”, any imports can be deemed goods ‘produced in the SEZ’ and delivered to mainland Russia tax-free if at least 15–30% of their value is added in Kaliningrad during processing. In practice, this entails  miserable added value. 


� It is noticeable that flows of food products, which dominate both the structure of Kaliningrad imports from abroad and the structure of its deliveries to mainland Russia, are virtually identical in value: in 2000, imports made $356.3m, and shipments to Russia $340.8m. Evgeny Vinokurov, ‘Development of Trade with Mainland Russia in Trade Balance of Kaliningrad Region’, in Russia–European Union On the Eve of EU Enlargement, Special issue of Les Cahiers de l’Espace Europe, Autumn 2002


� Smorodinskaya, ‘Rent-seeking in the Regions: The Politics of Economic Privilege in Kaliningrad’, op. cit.


� I. Samson, V. Lamande, I. Eliseeva, N. Burova and G. Fedorov, A New Look at Kaliningrad Region (UPMF-FINEC Working paper. Grenoble, October 2002); I. Samson and I. Eliseeva, ‘Novyi obraz Kaliningradskoy oblasty’ [A New Image of the Kaliningrad Region], in Voprosy ekonomiki, #2, 2003, pp. 40–52


� This system includes the Belarussian transit corridor, a network of banks in the Baltic States, and also the marine, railroad and truck terminals in the countries of the Baltic Sea region. 


� I. Eliseeva and N. Burova, ‘The Measurement of Shadow Economy in St Petersburg and Kaliningrad’, paper presented at the RECEP conference ‘Russia’s Opening to the World Economy and the Building of a Common European Economic Space’, Moscow, 20–21 September 2002; Samson and Eliseeva, ‘Novyi obraz Kaliningradskoy oblasty’, op. cit.


� Ekspert, Northwest. #9,  7 March 2002.


� According to the Russian Centre for Fiscal Policy, whose estimates are based on official data from federal financial authorities, in 2001 federal budget transfers to the Kaliningrad Region exceeded regional allocations to the centre for the first time in the post-Soviet period, with the net inflow of federal resources (the inflow less the outflow) amounting to 2.1% of the region’s GRP.


 � The figure of $4,300 for Kaliningrad’s GRP is calculated by the technique of IMEMO on the basis of the 2001 Eurostat version for comparing purchasing power parities. Though it differs from our previous estimation based on the 1999 Eurostat version ($6,900, see, f.e., Smorodinskaya /Zhukov, The Kaliningrad Enclave in Europe, op .cit), this doesn’t alter the general conclusion concerning Kaliningrad’s development gap.


 �Ibid; Usanov, Kaliningradskaia Oblast v 2003 godu. Analiticheskii obzor sotsial’no-ekonomicheskogo razvitiya [The Kaliningrad Region in 2003: Analytical Review of Social and Economic Development] (Kaliningrad: Regional Development Agency, May 2004).


� Ibid. 


� Usanov, Kaliningradskaia Oblast v 2003 godu. Op.cit..


� There is a number of costly  federal projects for Kaliningrad of questionable economic expediency: construction of a new large-scale  regional thermal power station that will cost $1 bn (while fuel would be supplied from a 1000-km distance); hasty creation of a ferry from Kaliningrad to St. Petersburg; hasty construction of access railroad to a civil port site in Baltiisk, while there is no construction of the port.


� The document was prepared by a workgroup of Igor Shuvalov, assistant to the RF President. The revised  bill is expected to pass the State Duma in 2004 and to be put into action since January 2005.  


� Large investors are exempted from corporate property tax for seven years, while rates of profit tax are set for them zero in the first six  years and  12% in the following six years. For details see S. Prihodko, Kaliningrad  as a Pilot Region for Russia-EU Cooperation (Paper presented at Turku School of Economics and Business Administration, on April1, 2004).


� For details, see N. Smorodinskaya, Kaliningrad Exclave: Prospects for Transformation into a Pilot Region (Moscow: Institute of Economics, Russian Academy of Sciences, 2001); N Smorodinskaya, ‘Kaliningrad v usloviyah ob’edineniya Evropy: vyzov i otvet’ [Kaliningrad Under the Unification of Europe: Challenge and Response], in Voprosy ekonomiki, #11, 2001, pp. 106–27; Kiel International Ad-hoc Group of Experts on Kaliningrad, Kaliningrad in Focus: Policy Recommendations in the Perspective of Problem-solving, Kiel, SHIFF-text, 67, 2002.


� The main theme at the 5th annual Baltic Development Forum summit (Riga, October 2003) was how to turn the Baltic Sea region into a global frontrunner, exploring the mix of old and new democracies, and mature and emerging markets. 








