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INTRODUCTION

The modemn economic development of the Russian Far East involves two
main characteristics or prongs. First is the deep and long crises in all
aspects of society, including the economy, the state's integrity and
managing institutions, the political system, the financial infrastructure and
many others. Second is the real movement towards the international
market and development based on the international division of labor. One
of the most important aspects of this second prong is the privatization
process in Russia and the Far East, the attempt to change the structure of
property rights and decision making.

CRISES OF SOCIETY

The destruction of the Far Eastern economy began in 1991. The
financial results in 1991 were favorable enough for the government
enterprises, which werc encouraged by their profits to continue their
strategy in management, that is to reduce production, to increase prices,
and to maintain the number of jobs. But at thc same time the strategic
transition from an economy with subsidized by the central government to
one with non-competitive production and low ecxport potential was
underway.

This transition became the basic cause of the 1992 economic collapse.
The increase in prices at the very beginning of 1992 (the first and largest
step of the radical economic reform in Russia) has been followed by some
important consequences for consumer and producer markets. They are:

o devaluation of the incomes and savings of the Far Eastern

population, with a resultant decrease of production in the consumer
sector;

o decvaluation of fixed and turmover funds in all sectors of the
cconomy, which became the cause of the financial crisis;
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» increasing demand for banking loans and rising interest rate;
¢ reduction of investment activity;

» capital transference from production to the financial sphere and to
trade;

» falling production began becausc of the decrease in real demand
and because of the transfer of financial capital to the banking and
trade spheres.

The economic situation in 1992 had nothing in common with the
classic economic crises. It looked like the collapse of the entire social
system. All economic parameters decreased.

Table 17.1 Economic parameters in 1992

1991 1992 1992 as %
of 1991
Industrial production 580.838.7 491,384.5 84.8
(mil. rbl.)
Consumer goods (mil. rbl.) 264.236.4 229,130.9 86.7
Investments (mil. ol.) 266,058.7 172,188.1 65.0
Consumer prices - - 1,900.0

Source: Information on results of social-economic development of the Far
Eastern economic region in 1992, Representation of the Ministry of Economy
of the Russian Federation in the Far Eastern ecconomic region.

In the middle of 1992 the main rcason for the decrease in the industnal
output was nonpayment of inter-enterprise credits extended. This was
part of the complex reaction of the economy to the "expansive money"
policy. As input prices rose relatively in the Far East, enterpnses
extended commercial credit that was added to bank credits, compensating
for the relative lack of the latter.

There are some specific problems of development in the Far East of
Russia. Among them:

1) The traditional scheme of providing financial and matenal resources
to the Far East via state funds and guarantees has been changed. Now
enterprises and local governments have to look for money and
commoditics by themsclves. In this situation, generating exports or
foreign capital to replace past internal transfers became the number one
issuc in the region. And, for achieving export growth and the active
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balance of payment, it is necessary to have intermationally competitive
production;

2) The Far Eastern production became non-competitive because of two

main factors:

+ an increase in the relative prices of commodities (fuel, grain, steel,
transportation service, raw materials for light and food industries)
imported into the Far East of Russia, increasing the relative
production costs for the Far Eastern producers;

+ a change in the salary system, so that the second part of wages (the
so-called northern cocfficients) began to be included in production
costs without guaranteed state compensation,

3) A production decrease in the extractive industries that have been the
base of the regional economy, because of depletion of the regional natural
resources base and lack of investments for prepaning new reserves and
developing infrastructure.

The process of reorientation of economic ties from the domestic to the
international markets, especially in the Pacific, began in 1992. On the
surface, this was a very adequate response to the reform’s challenge, but
the realization of this response involved a serious problem. On the one
hand, the increase in the US dollar's value [and depreciation of the ruble]
was a favorable factor for exports.  On the other hand, the export
potential of the Russian Far East is based on raw materials. Their export
is regulated by the central government in the form of licensing and quotas
and these controls did not change. With hyper inflation beginning, those
with licensing and quotas for export found the most simple and profitable
operations to be buyving food and consumer goods with export proceeds
and resclling them in the domestic market. This gives profits to exporters
but does not help the region 's productivity and long-run growth by
stimulating productive investment.

In recent months the exchange rate remained more or less the same.
The inflation in domestic prices, however, was continuing (the monthly
price increase during May-July 1993 was about 20-25%). This means
that importing has become much more profitable than exporting.

Demographic development could be considered an even more precise
indicator of the economic crisis in the Far East. The reduction of
population in the Far East began in 1992, It took place because, in total,
there was net out-migration. Only in Primorski and Khabarovsk Krais
was net in-migration sufficient to keep the population from declining.
Amur, Kamchat and Sakhalin oblasts were charactenzed by negative
balances of migration. The population of the northern regions — Magadan
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oblast and Republic Sakha (Yakutia) - were also decreased in 1992, but
the departure of residents from Magadan oblast began in 1988 and from
Yakutia in 1991.

The cash income of the Far Eastern population during the economic
reform period increased more rapidly than that of Russia as a whole. In
1992 the cash income rose 10.9-24.7 times in the Far East (depending on
territories) but the average growth in Russia was 12.3 times. It is true
that the cash income may distort the real situation in the standard of living
because of the differences in inflation rates between territories. But
according to the official statistics, the rate of inflation in the Far Eastern
territories was lower than the average rate in Russia. This implies
population reduction took place as a result not only of the economic
situation but also of perceived changes in the long-run economic position
of the Far East in Russia and the resulting negative perceptions of the Far
East's future development.

In sum, we can say that in the Far East of Russia, 1992 and 1993
showed very consistent negative tendencies. These tendencies can be a
rcason for slower future solving of economic and social problems in the
Far East than in Russia as a whole if new approaches are not introduced
and new possibilities are not created.

MARKET AND PROPERTY STRUCTURE CHANGE

Market reorientation of the Far Eastern economy is based on the real
reorientation in recent years of the Russian economy as a whole. In 1991
trade volume in the former USSR decreased 37% in comparison with the
volume in 1990. But trade with Asia-Pacific countries decreased only
5%. This reorientation is mainly associated with the growing trade with
China and Northeast China. For the Far East of Russia the Chinese
direction is the most important. In the Maritime territory, for example,
trade with China is more than 70% of the total value of foreign trade.

The economic reform activated substantial investment cooperation in
the form of joint ventures. It is one of the most positive results of 1992.
But, at the same time, figures showing the growth of joint ventures do not
secem to warrant optimistic conclusions. 75% of all joint ventures are
situated in the southem part of the Russian Far East (Maritime territory,
Khabarovsk territory, Sakhalin territory). In this part of the region the
heavy infrastructure is more developed. Most of the joint ventures have
becn established in services (32%) and fishery (16%). Firms from Asta-
Pacific countries form 72% of all joint ventures in the Far East of Russia.
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The biggest part is by partners coming from the USA (21%), Japan (20%)
and China (17%).

Up to now the role of the joint ventures in regional cconomic
development has been relatively small. The share of production sold by
joint ventures in domestic markets (in the Far East) is not more than 5%.
Practically there is no technology transfer and the investments are not
substantial. The main reason is lack of an investment climate that can
compete with existing conditions in Asia-Pacific countries, especially in
China.

Most joint venture trade and investment activity is connected with the
extractive sector of the economy. This is understandable because the
share of Japanese investments in the Russian Far East totals more than
50%. Japanese firms were and are interested mainly in raw matenals.
Russian businessmen are also interested in the raw material sector due to
the "convertibility” of this sector production into hard currency and its
competitiveness in foreign markets.

Before the radical economic reform, a trilateral model of economic ties
had been realized. The Far East produced and exported raw materials to
the Pacific countries, the Pacific countrics paid for the raw matenals in
hard currency to the central government (because of all union foreign
trade organizations), and the central government bought food and
commoditics and passed some portion to the Far East.

Now the trilateral model has changed to the bilateral. The Far East
produces and exports raw materials to Pacific markets, and the Pacific
countries export directly to the Far East food, consumer goods, and some
equipment. Such a model, of course, does not cover all the cconomic ties
of the Far East. Afier the disintcgration of the USSR, the Russian Far
East began to develop new economic specialization in the domestic market
of Russia and CIS countrics. including transport transit goods from
internal regions of Russia and CIS countrics to the Pacific Rim. The
largest part of export-import operations between Russia and CIS countries
and the Pacific Rim countries is carried out through the Far Eastern
territory.  These transit operations account for more than 80% all foreign
economic activity in the Russian Far East.

Now the Russian Far East has a surplus in foreign trade, whereas the
region has a deficit in trade with the domestic market. In 1992 the foreign
trade surplus was about $300 million. The main reason was the decrease
in demand for capital goods. In perspective, this situation will change
with restructuring and the trade balance can become a major problem for
the region. Generally, foreign economic activity now covers about 3% of
the total consumption and 4% of the total production in the Far East.
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Another principal development which must be taken into account is the
formal change in property structure. The transformation of government
enterprises into stock companies began in October 1992. Almost all
enterprises which have been under the control of the federal or local
administration must now be privatized according to the Presidential decree
and are in process of privatization. This means that: 1) in the nearest
future many of these enterprises will either look for new partners or
declare themselves in bankruptcy; 2) direct planning will be impossible
and regulation must be based on indicative methods.

The initial stage of the privatization process in the region is
characterized by the negative approaches of managers and local officials
to the participation of foreign firms in privatization. Managers are afraid
to lose the opportunity to acquire former governmental property as their
own, and the local officials are trying to support managers' interests and
keep control over regional enterprises. That is why the participation of
foreign firms in privatization in the Russian Far East is constrained and
insufficient.

DEVELOPMENT SCHEME 1: REGIME

After the beginning of the radical economic reform in Russia the
circumstances of the center-region relations have changed drastically.
Now regions have practically full freedom over what is produced and how
it is distributed. Previously this was one of the most important issues in
the center-region economic "war."

At the same time even little past state support for the region has
practically disappecared. The region now has to survive by itself but
without structural changes in its production system or financial resources
for rcorientation to new markets. In the region itself, from 1991, the
tendencics toward disintegration became much more evident.  The reason
is the change in the power structure in territories — the appearance of
exccutive power in hands of the Heads of Administration nominated by
the President. This new power structure needs time for strengthening its
authority.

The most important suggestion for the region in 199! concerned the
transfer of production/financial relations between region and center
instead of the centralized collection/distribution of output. This transfer is
now realized for all practical purposes. But the region recetves some
benefit because the previous system of budget planning remains in force.
However, territorics cannot mobilize additional financial resources on
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their own because budget subsidies arc automatically reduced by an
offsetting amount by the Ministry of Finance.

None of the measures suggested in 1991 for the modemization of the
Far Eastern economy in the direction of an open and mixed economy were
realized during the radical economic reform in Russia. It is very difficult
now to predict any substantial amount of financial support from the
government. The government has no real money except for the smatl
amounts raised through internal debt sold outside the banking sector. The
most realistic form of such support now would be creating, under the
governmental guarantees, the regime of regulation most favorable to
establishing a mixed, open economy.

The Far East of Russia has to be developed so as to be open to both
sides of the region - the Pacific Rim and the internal part of Russia and
CIS countries. It is necessary to create conditions for effective movement
of capitals, people and technologies between the Russian Far East and
Eastern Asia. This will be an additional incentive for attracting the
domestic investment to the Russian Far East.

There follow some substantial points for creating in the Russian Far
East a climate favorable enough not only to foreign investors (it is only
one part of the problem) but to economic development as a whole.

Introduction of Regulation and Guarantees Understandable and
Satisfactory to Foreigners, and Compatible with Those in East Asian
Countries

This task consists of two parts. First, the Suprcme Soviet of the
Russian Federation, at the suggestion of the Central Government, has to
adopt laws oriented to the creation of special economic regulation in the
Far East of Russia. These include: rules of rent and use of land,
concession law, tax and tax deduction laws, customs rules, labor relations
and unemplovment laws, foreign banks (their branches and representation
regulation), movement of people and travel regulation and property
regulation including rules on participation of foreigners in privatization.

Second, regional economic policy and the system of regional regulation
measures must be constructed, first of all, in the area of local incentives
and guarantees. Perhaps the most simple and natural step in this direction
would be to use the Chinese regulations for their special economic zones.
In any case, federal and local legislative bodies have to take legislative
actions to freeze all changes in regulations for not less than 5 years.
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Internationalization of Property

The regional foreign trade activity must be supported by fundamental
changes in capital and technology markets. One of the most important
factors in developing foreign economic activity development is
establishment of property rights and guarantees for foreigners in the Far
East of Russia. It is necessary to establish new companies oriented to
stock and realty operations for forcigners. The functioning of the real
estate market must be regulated so that foreigners can reliably estimate
value and prices. Land property rights have a very important role to play.
It 1s necessary to codify the possibilities for renting land as well as giving
land under conditions of concession.

Another of the most important conditions for attracting foreign capital
is the provision of accurate and full economic information about
privatization possibilitiecs and the regional economy. The scheme of
regional development envisages establishing special organizations for
collecting data and providing information services.

Export-Import Regulation

The existing system of cxport licensing and quota is designed to
protect the State's interest in this field. In reality, however, this system is
a basis for corruption. Because the Far Eastern region is dependent upon
both domestic marketing and export, the quotas for export must be based
mainly upon cstimation of the necessary deliveries to domestic markets.
The most popular form of operation among the exporters now is to export
raw matenials and import food or consumer goods, selling the latter in
domestic markct. These operations are giving maximum profits because
of differences between domestic and international prices. The exchange
ratc was and is very favorable to such operations. The exchange rate
(rubles per US dollar) increcased 10 times in 1992 while food and
consumer prices increased 25 times. In 1993 the exchange rate has
remained stable on the average (about 1000 rubles per one US dollar) but
food and consumer prices are increasing about 20% monthly.

Import/export licenses must be obtained from local authorities, but the
main problem is how to control the imports to stimulate productive
imports. One possible remedial mechanism is to change the customs
policy so as to be flexible enough to give more incentives to ¢xporters and
stimulate the import oriented to the devclopment of import substitution
production. More specifically, the following measures are required:

e 50% reduction of customs dutics on export commodities produced

in the Far East of Russia;




