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What Sort of a Future for the Tumen Region,
and How will It be Financed?

Carl Aaron™
Investment Policy officer, Foreign Investment Advisory Service

1) Introduction

The Tumen River Economic Development Area
(TREDA)Y, consisting of Yanbian Prefecture in Northeast
China, the Rajin Sonbong Zone of the Democratic
People’s Republic of Korea, and Southern Primorsky
Territory in Russia, potentially has a very bright future,
This may not be obvious, and all 100 often the region
seems 1o be perpetually inching towards a breakthrough
Nevertheless, many stakeholders are expending great
efforts to make it happen, and an increasing number of
privale investoss are betting on the region’s future, This
article seeks to paint a picture of the Tumen Region’s
potential, whilst laying out some of the main challenges,
and looks in particular at how this future might be
financed *

In terms of trade routes and economic corridors the
main part of the Tumen Region is sandwiched between exit
routes from Heilongjiang (China) and the Russian Far East
to the Viadivostok area ports in the north, and those from
more central Chinese provinces to Bohai Sea ports in the
south Nevertheless, estimates by the UNDP’s Tumen
Secretariat snggest that the Tumen Region might handle
some US315 billion of current levels of bilateral trade
between Northeast Asian countries (also including the
USA). This compares with perhaps US$200 million of
trade handled by the ports of Posiet and Zarubino (Khasan
District of Southern Primorsky) and Rajin Sonbong
(DPRK) at the current time. However, realizing these
potential trade flows will require significant improvements
in hard and soft infrastructure at border crossings and ports
in the region (as discussed elsewhere in this Special Issue).

The benefit the Turen Region would derive from an
increased share of current iatra-Northeast Asiazn trade
speaks to only part of its development potential, and it is
important to appreciate other possible factors. First, intra-
Northeast Asian trade is fikely to grow beyond current
levels of around US$110 billion considering such factors
as the steady increase in Japan's imports from other
Northeast Asian countries in recent years (e g rising from
13% of total imports in 1993 to 19% in 1998) Second,
facilitating the movement of people and goods across the
land borders in the Tumen Region would allow member
countries to exploit the complementarities in factor and
resource endowments which do exist, and so increase both
productive activity in, and {higher value added) exports
from, the region itself The tourism industry, important to
all three riparian countries would alse benelit
substantially. Third, the emergence of more efficient
transportation corridors through the Tumen region to
overseas markets would similarly attract more productive

activity to the region encouraged by enhanced trading

opportunities.

[ronically, the few kilometers separating Yanbian
Prefecture from the east coast, are at once an important
impediment to the development of that corner of Northeast
China, and a crucial factor encouraging the riparian
subnational regions to work more closely together
Without that factor, given the substantial challenge of
working with such different political, economic and
cultural systems, they might be more [ikely to follow
independent paths, and so forego the potential benefits of
working together for greater mutual benefit.

When thinking about the challenges and priorities for
promoting the development of the Tumen Region as a
whole and its member subnational regions (SNRs), one is
advised 1o think carefully about what should be attempted
cooperatively, and what should be left to each member
country. Clearly there are two types of agenda, a (sub-
yregional one and national ones, and to aspire to too much
on a regional basis is to risk no progress at all. Thus,
given the different economic, political and social systems,
and where each country lies in the process of considering
and implementing change, subsidiarity might be a useful
guiding principle 1o apply to cooperative efforts in the
future. [n other words, many steps that can be taken at the
nationai or subnational level should be, whilst at the sub-
regional level actions (1o remove impediments or realize
opportunities) should only be taken where there are clear
benefits that alt agree to pursue Let us bear this in mind
This article has a number of objectives relating to the
potential development of the subnational regions (SNRs)
in the Tumen Region, and the role of greater regional
cooperation:

@ To consider what benefits some greater degree of
cooperation could bring 10 Tumen Region members;

@ To outline the possible degrees of greater sub-regional
cooperation, on the basis that this cannot and should
not be an all or nothing issue;

@ To consider the polential difficulties and challenges of
greater cooperation;

@ To point out the importance of considering the Tumen
Region in a larger international context, whether from
the perspective of the region’s developmental integrity,
its potential sources of investment capital {for
infrastructure or productive purposes), or the external
markets it targets; and

@ To look, in particular, at the question of financing the
region's development.

These issues will be addressed in turn in the
following sections. Meanwhile, the concluding section

# Carl Aaron is an Investrnent Policy Officer in the Foreign Investment Advisory Service a joint facility of the World Bank and the Intersational Finance
Corpatation. The opinions and argements expressed in this article are the sole responsibility of the awlior and do not necessarily reflect those of the World Bank Group
\ In this anicle. the Tumen River Economic Development Arca (TREDA) is atso referred (o as the Tumen Region

7 1should like 1o thank Hisuko Tsuji Chan Woo Lee and Viadinir fvanov st ERINA for theis valuable help i preparing and collecting she infornution used in this urticle
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will point out some of the key lactors likely to determine
and indicate the Tumen Region’s progress towards a more
dynamic sub-regional economy

2) Tumen Region Development Potential

Notwithstanding the considerable political, economic
and cultural challenges that the Tumen Region faces in its
development, there are a number of bright spots. First,
there is the increasing volume of intra-Northeast Asian
trade from which the region has the potential to benefit
The second encouraging factor is the steady growth in
external investment in the region {albeit from low levels),
and the increase in actual trade movements through the
region in recent years. The third bright spot is the
increasing frequency of concrete initiatives to improve the
regional trading and business environment,

On the second point, the trend in foreign direct
investment (FDI) in the three riparian subnational regions
is encouraging  Cumulative realized FDI in Yanbian
Prelecture stood at roughly US$480miliion late 1998, and
although annual Nows weakened in the wake of the Asian
Crisis, contractual figures point to a recovery. In Rajin
Sonbong cumulative renlized FDI of US3$88miliion at the
end of 1998 is set to increase much further thanks, in
particuiar, to a couple of large ongoing investments (a
hotelfeasino and a telecommunication service provider).
Meanwhile, Primorsky Territory had cumulative FDI of
US5440million to 1998, although annual inflows have
been subdued of late due 1o the country’s economic
situation.  On the trade front, one indicator of increasing
trade flows is that the volume of cargo on the Hunchun
{China) ~ Rajin (DPRK) route has been growing at
roughly 20% per annum to 5,225 TEU in 1999, which is
close 1o the oute’ s currenl operating capacity”

Regarding progress towards an improved business
and trading environment ity the Tumen Region, there have
been a number of encouraging developments at the local
or micro-level Notable progress on the regional
transportation network includes: the ongoing upgrading of
the Dunhua~ Yanji ~ Hunchun and Hunchun ~Quanhe
roads in China; completion and imminent opening of the
rait link between Hunchun and Southern Primorsky; the
internationalization of Yanji Airport for a trial period this
summer; and the opening of several new shipping routes
out of TREDA ports There are also moves to either re-
open or initiate border markets in the TREDA area, and
signs of long-awaited improvements in cross-border
customs and other procedures

On the larger political front also there are
encouraging movemenis. These include the promised
summit this summer between DPRK and ROK which
couid open the way for substantial economic interaction;
and the lifting of some US economic sanctions against
DPRK. which has led to talk of exploratory business
missions in the near future. Real progress along these
lines could transform the region's development potential,
and pave the way for substantial public and private
financial investment in the region from neighbouring
countries, and for greater involvement from international
financial institutions. However, the approach here is to

consider the development potential and aspirations of the
Tumen Region and its members, and how these can be
achieved

3) The Development Path of the Tumen Region
and the Role of Complementarity

The economic development of the Tumen Region
will have two distinet yet interrelated components. The
first involves substantialiy increasing the volume of transit
trade from Northeast China and beyond through the
Tumen transport corridors to the poris of Posiet and
Zarubino (in particular) in Primorsky, and Rajin in DPRE,
and from there onward to various overseas destinations.
The second involves increasing economic activity in, and
exports from, the Tumen Region itself.

Morcover, the potential development path of the
region can usefully be divided into three sequential but
overlapping stages each with a differeat balance of the
above two components. Each of the stages would be
based upon different intra — regional complementarities,
while the rationale for pursuing a cooperative agenda
would be based upon the recognition of these
complementarities in resource endowments and economic
profile, and upon some degree of shared vision and
perception of the benefits of cooperative action.

Complementarity in the first stage of TREDA
development is largely to do with physical location
{coastal access versus no coastal access), whiile in
subsequent stages it is more to do with factor or resource
endowments, or type or technologicai level of industry.
Some commentators argue understandably that the
economic profiles of the three SNRs are rather similar,
that there is little complementarity of factor endowment or
competitive advantage, and thus that both the potential for
a regional economic development area (REDA) and the
motivation for cooperative action are limited. The region
as a whole is indeed relatively rich in human resources,
while poor in infrastructure, capital and technologies, but
there is nevertheless a workable degree of complementarity
in many areas.

Even if economic profiles within the immediate
TREDA region are similar in many respects, when its
regional neighbours are included in the equation (i.e. ROK
and Japan), the degree of complementarity becomes very
strong, leading to significant potential investment and
econpomic links. Moreover, the resources that foreign
public and private involvement brings — capital, advanced
technology, market access, and so on — may only come if
there is evidence of a stable business environment and an
efficient regional transportation network, both of which
require enhanced regional cooperation.

It is particularly useful to consider the development
of TREDA in stages since member countries aspire to
different degrees of cooperation. Realization of the first
slage, involviag improvement of the transportation
network, is more or less a basic requirement for the future
development of the region  However, with that in place,
member countries can then choose to what degree 1o
pursue the second and third stages — in which industries
and at what speed  The DPRK, for example, is more

TEU standds for twenty-foot equivalent unit
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Table 1: How Complementary are Economic and Investment Profiles in the Tumen Reglon?
1. Availlability of The Tumen Region is relatively rich in high-quality human resources with good basic education
skilled human and appropriate skills for potential investment sectors. This seems to be the case in Yanblan
resources and Rajin-Sonbong, particularly, and although Khasan District is rural and sparsely populated,
good technological skills are available in Southern Primorsky.
2. Access to Financial capital for infrastructure investment is insufficient in all three regions, particularly in the

adequate financial
capital

Rajin-Sonbong. Private loans availability is extremely inadequate throughout the region. The
three banking systems are very different, but similarly underdeveloped.

3. Availability of
physical
infrastructure

Transpartation infrastructure is generally poor. Land transportation infrastructure in RSZ is very
poor, aithough the port is in good condition. Primorsky is an established transportation hub
with large-scale poris connected to western Russia and Heilongjiang, China via the Trans-
Siberian Railway. Other social / industrial infrastructure {e.g. utilities / housing / healthcare) is
inadequate for future commercial and residential needs in Primorsky and RSZ. Yanbian has
generally good land infrastructure in the Tumen Region {but depends upon others for sea
access).

4. Acceptable policy
and regulatory
environment

Major cross-border impediments to trade and investment exist in TREDA, particularly on the
Russian side. Within TREDA, immigration is strictly limited with no cross-border labor mobility.
Border trade is inactive, and there is no border market in TREDA. RSZ and Yanbian have
generous incentives for investment, while Primorsky is less competitive with a punitary tax
system affecting foreign and domestic investors.

5. Access to
technology, raw
materials and
manufacturing parts

Access to many technologies (e.g internet, mobile phones) is not allowed in RS2, and there is no
pan-TREDA mobile phone system. But, the region is rich in raw materials: forest resources
{Russia, Yanbian), marine resources (Primorsky, RSZ), minerals {Russia), and agricultural
products (Yanbian). Primorsky has enormous land reserves.

6. Markei access

Further development of transportation corridors will give Yanbian {and RSZ) good access to the
large markets of Japan, ROK and beyond, while RSZ and Primorsky will gain better access to
markets in Northeast China and beyond.

concerned o preserve the integrity of its political, cultural

and econornic systems

invalvement in a liberalized cross-border investment
Yanbian Prefecture meanwhile would
greatly benefit from having suppliers, or the opporiunity
to make larger investments, in Southern Primorsky or
RSZ, but would derive substantial investment from a more

environment.

efficient wransportation network alone. Finally, Primorsky
Governmenl may prefer to devote most of its resources to
the Viadivostok area (rather than the outlying Khasan
district) but might also be prompted to change this stance
depending upon the level of private sector activity in the
Khasan area, or the likely benefit to be gained from
growth in tourism.

and currently seeks only limited

Figure 1: Potential Stages of TREDA Development

Stage One
Transport Corridors

Stage Two
Economic Corridors

Stage Three
Regional Growth Area

Realization of an
efficient regional
transportation
network

Increased cross-border
trade, tourism and
sconomic relations

Regional economy activated
by greater investment and
exploitation of
complementarities

Stage One TREDA Development: The first of the
three stages of TREDA's development would invoive the
realization of elficient transport corridoss linking Jilin
Province of China with East Sea ports in southern
Primorsky and the DPRK, and buitding up the latter’s
gateway functions and revenues  This stage, upon which
others depend, relies upon the complementarity that Rajin
Sonbong and Primorsky have sea ports, whilst Yanbian is
landlocked. In this stage, Russian and DPRK ports would
receive fees for the handling of Chinese cargoes.
Although Yanbian and other neighbouring areas of

Northeast China would obviously be the principal
beneliciaries initintly (by raising the cost-effectiveness of
export production), this development would energize the
regional economy in many ways as freight volumes and
frequency of shipping services increased

Stage Two TREDA Development: The second stage
of development would be the opening of “Economic
Corridors”, meaning the development of active irade
across internal borders, creating bilateral border markets,
and promoling tourism exchange between member
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countries. For instance, China's consumer goods and
foods {grainfvegetables/fruits), DPRK's seafood, and
Russia's seafood, metal and timber could be traded at the
tri-border region. These tradable products are not always
prodaced in the small Tumen Region, but could be
atiracted from further afield by better border trade
prospects.  The historically dynamic border trade and
more liberal border regime at the Primorsky/Heilongjiang
crossing (Suifenhe) are instructive and relevant to TREDA
where bilateral border trade has been slow to develop. A
border market, as exists at Suifenhe, would certainly help
energize the Chinese/Russian border in TREDA
Regional tourism, whilst on a relatively small scale and
dominated by Chinese tourists {10 the benefit of DPRK
and Primorsky) at the current time, has the potential 1o
grow, and is an important, non-sensitive driver of regional
cooperation.

Stage Three TREDA Development: The third stage
is the gradual emergence or creation of a regional growth
ares, or what is sometimes called an "Economic Growth
Trinngle” The concept is that foreign and domestic
investment activates the regional economy by effectively
utilizing members’ complementary facior endowments and
competitive advantages, as well as the region’s increased
cross-border trading potential and transport corridor
functions. In many ways, Yanbian may be aspiring 1o this
stage already, as witnessed by the relatively successful
introduction of foreign investment (mainly from ROK}
and its enthusiasm to exploit increased cross-border trade
and regional transport corridor functions. Rajin-Sonbong,
meanwhile, is further behind in promoting foreign
investment, and Primorsky has not yet established any
substantial economic linkages with Yanbian or Rajin-
Sonbong, although it dozs have some successful examples
of bilateral cooperation with Japan, USA, and ROK

The potential of this three-stage development
scenario of the Tumen Region notwithstanding, there are a
variety of significant challenges to be met both
cooperatively and individually by each individual
subnational region. The next section looks at some of
these in more detail, including improving the
transportation network, working together on cross-border
administrative issues, and building a shared vision of
regional development.

4) Challenges to Tumen Region Development

In order to realize this great potential the Tumen
Region must overcome major chatlenges — a Herculean
task in the eyes of many. Some challenges require action
by individual countries or subnational regions, others joint
efforts  The long - awaited granting of international status
to Yanji Airpost, for example, is essentially a Chinese
issue but with tourism and business benefits for the eatire
region Similarly, the opening of more overseas shipping
routes out of Rajin is a DPRIC issue, but combined with
other lactors couid stimulate the volume of transit trade
through the Tumen Region.

Reparding those challenges which require joint
efforts, some involve greater cooperation on cross-border
and other administrative issues, whiist others involve
accessing hard cash and international support for regional
development. Some of the latter require national
interaction with external partners {e g. DPRK membership
of international ormanizations) while others would benefit
considerably from a united front {e.g. financing road
infrastructure between the Chinese border at Quanhe 1o
Rajin Port in DPRK). In this and the next section let us
look briefly al seven interrelated challenges that perhaps
give a good overview of the task facing the region, and
point 10 an agenda for cooperative action,

Table 2; Shared Challenges in the Development of the Tumen Region

Shared Challenges in the Development of the Tumen Region

1) Enhancing the regional transporiation network

2) Financing infrastructure and productive investment

3) Working together on administrative barriers to cross-border trade and investment

4} Involving the privale sector

5} isolation

6) Shared Vision

7) The need to think about Tumen Region development in a larger international context

The overarching challenge for the vegion, and the
foundation for its subsequent development, involves
upgrading the regional transportation network, which
means both physical improvement and greater cooperation
on various cross-border administrative issues. Elements of
all the other challenges are reflected in this one.

Perhaps the most obvious and commonly voiced
chalienge (1o which we return below) is that of financing
the region’s development in terms of both infrastructure
provision and productive investment  Member countries
need to think carefully about the potential sources of
financing (e.g public or private) and when and where a

cooperative approach is warranted, particularly with
regard to the financing of regional infrastructure. Clearly,
the Tumen Region can only dream of the amount of
infrastruciure financing that has found its way to some
other transport corridors and their coastal exit points in
Asiz. Nevertheless, it is important to note that only
relatively modest amounts of money are now needed to
raise the regional transportation network’s capacity
significantly, and that private investors are already playing
an important rele

Financing is also required for productive investment
in the region. in which foreign companics will figure




prominently. Although the outlook for foreign investment
in the Tumen Region is generally positive, the region’s
high-risk profile means that most investment capital
comes {rom companies’ own funds and there is listle bank
or capital masket borrowing. Member countries thus face
the challenge both of realizing the significant potential
flows of investment from neighbouring countries and
beyond, and of making the region attrsctive to capital
markets in the future

The third challenge is for member countries o work
more closely together where it is in their muiual
interest 10 do so, either on a bilateral or multilateral basis,
it is perbaps obvious that this applies 1o the lnancing of
cross-border infrastructure projects, but it is equally
important in a number of cross-border administrative
issues which involve little cost, such as streamlining
customs and other border procedures, establishing border
markets and allowing the operation of vehicles further into
partner country territory  Demonstrating the ability to
work more closely on such issues will raise the level of
business activity in the region, contribule to greater
efficiency in the transportation network, and send positive
signals 1o investors thinking of committing funds to the
region

The Tumen Region mast also make it a priority for a
aumber of reasons to involve the private sector to a
greater degree in the plaaning and implementation of
regional cooperation:

@ Private companies will play a crucial role in financing
both regional and subnational infrastructure
requirements given the difficulties Tumen Region
members fuce in raising funds for such investment;

€ Public-private partnerships of various kinds, whether in
infrastructure or training provision, will be important
for regional development;

@ Private companics are increasingly the source of
productive investment as SOEs in much of the region
continue to perform badly or are broken up

@ Private companies are the experls on the main
administrative impediments to greater economic
activity, and. for example, on the necessary canditions
for subcoatracting investments 1o cccur in other parls
of the Tumen Region;

& Privase companies can also be @ source of cross-border
skills training and technology transfer.

Thus, the input of existing and potential private
business should constantly be sought, and where such
valuable mechanisms as sectoral working groups are
established (e g transportation or tourism), privale
companies should be key participants alongside
government,

Yanbian Prefecture, Southerns Primorsky, und RSZ
share the problem of geographical and pelitical isolation
from their centra} government, and a consequent lack of
attention and influence  This translates into difficulties in
accessing national and international {often concessional)
funding. Yanbian and Southern Primorsky are also
isolated from targe domestic markets. (RSZ was
specifically designed to target foreign marketsy The
region is therefore heavily dependent on its external
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economic relations. thus strengthening further the
argument for develeping business, political and
transportation links with other Pacific Rim countries, in
particular (as discussed below)

Tumen Region members alse face the challenge of
building a shared vision of regional development. It is
far from clear that this exists at the curreni time
Primorsky, for example, has been quite skeptical about the
benefits it can gain from the Tumen River Area
Development Programme (TRADP) and the Tumen
Region cooperalion it represents, since as it stands the
Programme is of most significance only for the outlying
Khasan District. Thas, Russia is concerned whether China
can provide a sufficient transit carge volume to justify the
proposed investment in modemizing Zarubino Port. The
long delays in beginning operations of the Sino-Russian
Raitway at the Hunchun/Kraskine border may also retlect
Russia's low expectations from regional cooperation.

The main problem is that the economic and pelitical
centers of Southern Primorsky, in particular Viadivostok
and Nakhodka. are far from the tri-border region, and pay
little attention to the Tumen Programme since their
economic jinks with Yanbian and Rajin-Sonbong were
never expected to be strong. The province has generally
concentrated on sccuring investments from the US, Japan
and ROK. Somehow it is necessary 1o raise the profile of
the Tumen Region in Primorsky. This could happen either
by some conceplual enfargement of the region to include
the more impostant Heilongjiang ~ Primorsky route to
Viadivostok/Nakhodka (see below), or by an observable
increase in trade and investment activity brought about by
relatively costless administrative improvements and
fimited private infrastructure investment in the first
instance

Another point is that both the DPRK and Primorsky
feei that the benefits from the tirst and second stages of
development in particular are unfairly tilted in China's
favour However, #t seems clear that Khasan District ports
and RSZ would gain substantially from their enhanced
“guteway” function as they are already beginning to do,
and that they would have the option of plugging into more
active corridors through trading and investment activities
in their own SNRs.

A shared political vision of the desired development
path of the region is also facking with DPRK in particular
aspiring to cooperation enly in some areas of common
benefit or concern {e.g tourism and the transportation
network), and resisting moves lowards deeper integration
for the moment

Building a sense of common purpose and vision
amongst e member countries is pot easy, but must be
attempted. First. it is important to promote a clear
understanding atl subnational and central government
fevels that regional cooperation is a win-win situation for
the region, and a powerful tool for reducing poverty in the
area  After all, cooperation is relatively costless, with
farge potential gains for all, and beyond the strengthening
of the regional transportation network countries have the
option to plug into the development process at their own
pace (an important consideration for DPRK)

The Tumen Region should also keep busy with

- 14—
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bottom-up or micro-level initiatives to improve the
business environment, build skills, and so on. Such
inigiatives could take the form of working groups dealing
with less-sensitive issues such as tourism or
transportation, tourism skills training, quality control
programs, business associations, the Tumen Region
Investor Services (TRIS) network coordinated by the
UNDP, and so on.

5) The Tumen Region in a Larger International
Context

Finally, the economic rationale for the Tumen Region
and a perception of shared interests would be bolstered by
considering it in a larger inlernational context even if the
formal concept of the TREDA continues to focus on the
core tri-border region. The particular ways in which a
broader Tumen Region should be envisaged include the
foliowing:

@ Although the Tumen Region Economic Deveiopment
Area includes the Viadivostok region and the major
ports of Vladivostok iself and Nakhodka, that region's
economy is largely dependent upen Primersky output
(rather than TREDA} and trade with China through the
Suilenhe / Grodekevo crossing on the Heilongjiang
border. Thus, incorporating the Heilongjiang ~
Vladivostok economic corridor into the Tumen Region
concept could raise the Primorsky govemnment'’s stuke
in regional development.

@ Also, if the TREDA concept were broadly to include
the two China-Russia border crossings, it is perhaps
likely that the Hunchun / Kraskino border-crossing
could call on the resources and cxperience of the other,
including a thriving border market, stightly more
efficient border procedures, experienced personnet, and
suon

@ Another point is that Yanbian Prefecture represents
only a limited market and source of trade and
investment for TREDA, and the small TREDA ports
will have to attract transit teade from at least the rest of
Flin Province in China in order to become viable,

Most importantly, however, the future development
of the Tumen Region will be driven by greater interaction
with non-TREDA countries, above all the Republic of
Korea and Japan

€ Jupan and ROK, in particular, sre major potential
sources of capital, technology, management skills, and
demand for the region.  Their public and private sectors
should, where scceptable and relevant, be included in
regional and bilateral development initintives

€ Also, ROK is already by lar the leading source of
investment in Yanbian, and is considering industrial
complexes in Primorsky (Nakhodka) and DPRK", the
latter in particular wrapped up in larger diplomatic
issues  Greater cooperation between ROK and DPRK
on cconomic issues, perhaps in Hmited subnational
areas like RSZ, would strengthen the role of ROK as a

growih pole for the region as a whole, and allow the
Korean diaspora 1o have its full impact.

€ A larger role for the Tumen Region’s more advanced
neighbours would help create a more effective growth
area with Japan and Korea playing more of the role of
grawth poles. For example, some mature labour ~
intensive technologies are already being transferred to
the Tumen Region (e.g textiles 1o Yanbian), and there
is potentiai for much more

4 Above all, the larger international context for the
Tumen Region means greater interaction with bilateral
and multilateral development agencies. A (win-
pronged approsch of acting both through each SNRs
central government, and in concert as the Tumen
Region (with the help of institutions such as the UNDP
Tumen Secretariat) could be effective.

6) Financing Tuten’ s Development

Acgcess lo public and private Ffinancial capital is of
crucial importance for the {uture development of the
Tumen Region, whether for immediate and ongoing
infrastructure requirements, or for productive investment
in the three subnational regions. There are a number of
potential sources of financing:

€ Privite sector investment, the majority of which is
likely to be foreign (including that from Yanbian to
other member subnational regions);

4 Locai or central government public secter {inancing
(including the use of public-sector budgets, and cupital
market and bank borrowings);

€ Bilateral donor funding; and

€ Multilsteral donor funding

Infrastructure Investment

Infrastructure investment in developing countries
worldwide is often financed by a mixture of all four (in
addition 1o privatizations). However, in the Tumen
Region funding from national and local governments wil
be limited given the region’s political and geographical
isolation from national capitals, and budgetary constraints
(especially DPRK and Russia). Furthermore, funding
from bilateral and multilateral aid organizations is likely
1o be limited since they tend to follow the development
agenda of ceatral governments (in which the Tumen
Region has only a small presence), and the DPRK is not
yet & member of the international financial institutions
(IFls) That said, diplomatic breakthroughs by DPRK with
ROK {perhaps after a June bilateral summit) and Japan,
together with an improvement in cooperation and
development prospects in the region (including evidence
that member countries are cooperating on more “costless”
barriers to development and business), could release a
tlood of public and private sector financing from those
counteies. DPRK membership of international organizations
in the future would obviously improve prospects further

Consequently, the private seclor will need to play a
major role in funding the region’s infrastruciure

These are the Russo-Korean [ndustrial Complex near Vostochny which is stll awahing legislative approval amd the proposed Hyundai Industrial Comgles on the

West Coast of DPRE There is unconfirmed tadk e DPRK has suggested locating part of thas industrial aetivity in the Rafia Sonbong Zone




requirements. There are two pieces of good news on this
from. First, despile the region’s high risk profile, there is
a track record of private infrastructure investment in all
three riparian countries: for example, telecommunications
and port facilities in RSZ, the Golden link railway from
Hunchun to Makhalino in Primorsky, and the Hunchun~
Quanhe road in Yanbian which received some
LJS330million in bank loans  The second point is that the
immediate infrastructure {inancing requirements for the
region are probably relatively modest: estimates of the
cost ol improving the Wonjong ~ Rajin road through the
DPRK - arguably the key physical weak link in the
regional transportation network — begin at around
US$10million® Many of the region’s other transpostation
priorities are administrative in nature and therefore require
little financing but fots of cooperation.

All three contiguous subnational regions belonging to
TREDA will continue to face challenges in financing their
infrastructure needs. Therefore, it is worth looking at
whiat each SNR has achteved so far, and what it can and
raight do to realize future projects. We also look briefly at
what might or should be done cooperatively since,
although Yanbian is better placed overall to mobilize
infrastructure financing, without progress in the other two
countries, economic development in the region as a whole
will be compromised. Finally, a few comments are
offered that show the increasing importance of the private
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sector in financing economic activity in the Tumen
Region

China - Yanbian

Given the geographical remoteness of Yanbian
Prefecture within China, relatively large amounts of
infrastructure investment are needed to secure adequate
aceess to domestic markets and international ports
(inciuding Dalian and those in TREDA). Finding funding
{for infrastructure development remains therefore a key
challenge facing the subnational authorities.

The revenues of Yanbian Prefecture itseif are too
small 1o cover the prefecture’s public expenditure in
general, let alone conmtribule significantly to the cost of
infrastructure provision. Thus, while public expenditure
in Yanbian was RMB1,330 million in 1997, the
prefectire’s own revenues provided only RMB479 million
{36%)., and RMBB840 million came as subsidies from Jilin
Province and central government. Furthermore, of
Yanbian's total public investment in fixed assets in 1997,
only RMB15 million (1.3%) was drawn from the fiscal
budget. Thus, major sources of financing for public
infrastructure investment and the like were subsidies from
higher levels of government, domestic loans, foreign
borrowing and investment, and “fundraising” by
government depariments or businesses

Table 3: Financing of investment for Capital Construction

in Yanbian Prefecture (1997)

(Linit: RMB million, %)

Capital Construction Amount Proportion

National Appropriations 15 1.3%
Bomestic Loans 251 21.6%
Foreign Investments 127 11.0%
Fundraising 520 44.8%
Others 248 21.3%
TQTAL 1,161 100.0%

Source: Yanbian Statistical Yearbook 1998

For some 1ypes of infrastructure, annual grants and
loan funds 1o the city have been the main source of
funding, For example, the Hunchun Border Economic
Cooperation Zone (HBECZ) in Hunchun City, along with
various other urban and housing infrastructure, were
funded in this way. In the period 1992-88 a total of
USH5E80 million in state funds from central, provincial,
prefectural and local sources was spent on capital
construction projects, of which US$160 million was spent
on public infrastructure projects

Another example of how infrastructure has been
funded in Yanbian Prefecture (and Filin Province) is the
construction of the highway between Changchun and

Hunchun. This is recognized as a trunk road by central
government, which is providing subsidies amounting to
one third of the total cost. Loans from international
financial institutions contributed a further third of project
costs, with the remaining third covered by the provision of
funds from Jilin Province and Yanbian Prefecture.

Local governments themselves must, however, find
financing {or smaller, non-trunk roads. For exampie,
when Yanbian Prefecture and Jilin Province constructed
the toll road between Yanji and Longjing, financing of
RMB200 million needed 1o be found. To this end, the
Jilin Prefecture established the Yanbian Road Co. Lid in
1993, and raised RMB 108 miilion by issuing stock. The

i

This originat DPRK estimate for the improvement of the mountainous rord from the Chinese bosder 1o Rajin is now considered 10 be 100 low by some

commeniators This doubt reflects the newly recognized risk of feoding along the eavisaged route A more direct roste Gnvolving tianels) as has been bullt acmoss

similur terrain frame Hanchun o Quarshe on the Chinese side would be preferable but much more costly, One official estimate of the cost of realizing such a direct
route contained in the DPRKs 1996 master plan is USSi83miliion for o $1km rord 14— 28m in width including tunnels

“Fundraising

Tor companies means fruncing using company reserves, also covering siock issuance I FT fundeaising by companies amounted 1o RMB260
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prefectare also recetved a subsidy of RMB40 million from
the Jilin provincial government, and RMB50 million in
bank loans  As mentioned above bank loans of RMB244
million were also received for the Hunchun ~ Quanhe
road

Finally, Yanbian Prefecture is particularly keen to
attract foreign investment in infrastructure sectors such as
energy and communications. FDI{ in these industries
enjoys income tax exemptions / refunds for up lo ten
yeurs, and a 60 per cent reduction thereafter.

DPRK - Rajin-Sonbong

Infrastructure investrnents in the Rajin Sonbong area
have been on & much smaltler scale than in Yanbian, and
financing will constitute a major challenge for the
authorities in the coming years. That said the actual
amounts required to bring much of the infrastructure up 10
a passable standard in the medium term are not so large.

[nternational borrowings have not been used to
support infrastructure invesiment in the zone, but some
ongoing investments have been made by foreign private
investors, namely expansion of the telecommunications
system and improvement of facilities at Rajin Port, In the
latter case, gantry-type container crancs have been

installed by the Yanbian Hyuniong Occan Shipping
Group, alumina terminals by Russian investors, and bulk
chemical fertilizer terminals by Russian and Japanese
investors,

Foreign investments arc also being sought for new
road and highway projects, the Rajin Heliport project, and
the building of a new heavy fuel oil-lired power plant
(BOMW) alongside the old Sonbong Thermal Power
Station (200MW)7  Other infrastruciure sectors open to
foreign capital include the sewerage system, urhan solid
wasle treatment system, and water supply system
{Muchang reservoir), but potential investors have not yet
been identified.

DPREK autheorities are well aware that attracting
private capital to infrastructure projects is far from casy,
especially on reasonable contractual terms. Private
investment in road infrastructure can be particularly
elusive Thus, the DPRK government needs to take the
lead in infrastructure provision by allocating an
appropriate portion of the fiscal budget, and by actively
secking international lenders, and soliciting interest from
consortia of investers  DPRK is not & member ol the IFIs
and so cannot access funding from this source

Table 4: Priorities for transportation facility improvements in the Rajin Sonbong Zone

Unit: USS millien

Fourth Wharf

Containers

Construction Development plan investment amount
o . length: 67km,
Road Rajin-Wonjong width: 19-25 m 10
Railroad Rajin-Namyang 45
Rajin Port Construction of a Special terminal for 200-300

As shown in Table 4, the RSZ authorities have
various priorities in the area ol infrastructure
improvement. Of these completion of the new Rajin-
Wonjong road. at an estimated cost of US$10 million has
the highest priority. This is foliowed by the project 10
upgrade the Rajin-Namyang railway with the objective of
restoring (or expanding) capacity, cutling transportation
times, and improving safety.

The Rajin Port project to expand the number of
terminals, and to raise berth capacity from four million 1o
sevenleen million tons per annum, should not be a
priority. This is because the current cargo handling
capacity will be adequate for the foresecable future, and
current usage is only around 300 thousand tons per
AN,

Russia - Southern Primorsky

Prior 10 1990, regional and central government
provided all funds for infrastructure development in
Primorsky  The nature of that expenditure was controlied
by a special development program for the Far Eastern
Economic Region for the period 1986-2000, and his
served as the main framewosk for all investment activity

in industry, infrastructure, and socisl sectors.

The situation changed dramaticaily from 1992
{ollowing the break-up of the Soviet Union. On the one
hand, the best and most valuable clements of the rezional
infrastructure, including the commercial ports were
swiftly privatized. At the same time, government
financing for new infrastructure projects became
extremely scarce. For example, the oaly two major
infrastructure projects in the larger region incorporated in
the Presidential development program (1896-2005) are the
Nakhodka ~ Khabarovsk -~ Chita highway, and the new
two-level railway-highway bridge across the Amaur River
near Khabarovsk. In Primorsky, modernization of
Zarubino Port could potentially become the largest
infrastructure project receiving any support {frem the
federal government, but most of the funds are expected
from Japan

All other new and cxisting infrastructure facilitics
now effectively fall under the jurisdiction of regional and
municipal administrations, or privale companies,
depending on projected profitability, seale and sector. For
example, the improvement and expansion of border

© The new towd project between Sanbong and Wonjong, started by the Tyson Co Lid of Hong Kong s cumenily suspended due 1o financing difficultics.  Also,

canstruetion of the Rajin Helipors project is not proceeding due 1o the delays in intermtionalizing Yanji Airpert The aew power plant project (USS6T million} was

congragted by o Pratch company in Septesber 1088

See Foutnote 4
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crossings is still formally « federal responsibility, although
regional administrations have effectively taken control
The road between Slavyanka and Kraskino is the direct
responsibility of the Primorsky Administration, as is the
water supply for Viadivosiok. Road improvements and
sewerage system modernization in Viadivostok City are
the responsibility of the municipal autherities. In
Nakhodka, all major power supply facilities and water
supplies are designed as commercial projects with the
participation of municipal authorities? Finally, a
considerable number of additional port facilities in the
region will depend upon finding private financing

How can regional initiatives or cooperation help
mobilize finance for TREDA' s development?

Infrastructure projects are normaily the responsibility
of national or subnationsl governments, and cross-border
projects (e g. in electricity transmission or water supply)
are relatively rare and complicated. However, the Tumen
Region is quite unusual in that some sort of cooperation is
needed in a few particular cross-border projects, and
probably desirable in mobilizing finance for smaller
projects in the various subnational regions Moreover, in
the case of the Tumen Region, where public {inances and
the invelvement of bilateral and multilateral donors are
gencrally limited, the participation of the private sector is
at once crucial yet difficult becanse of the prevailing
eConomic situation

On the one hand, there are some projects that because
of their cross-border nature require international
cooperation and negotiation.  This may be because the
physical territory of two or more countries is involved, or
because one country has o strong vested interest in a
project in another country. Actual and potential projects
of these kinds in the Tumen Region include:

€ The Wonjong ~ Rajin road lecated in DPRK lerritory
but in which Yunbian Prefecture and its private sector
have a strong interest;

© Possible cross-border projects in telecommunications
{Loxley Pacific, the monopoly telecoms provider in
RSZ, is already laying fiber-optic cable to the Chinese
border), and in the generation and transmission of
electric power;

€ In the longer term, there is the petential gas pipeline
project delivering natural gas from Sakhalin and
passing through the TREDA region. Major oil and gas
companies such as Exxon have already shown some
interest in this capital-intensive project. so it is not
entirely a pipe-dream!

Upgrading the Wonjong ~ Rajin road, in particular,
is a priority for Yanbian and RSZ. This is because it is the
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weskest link in the transport corridor through the Tumen
Region to Rajin Port, and freight volumes on it have been
rising rapidly towards full capacity. The key issue is
finding the funds to cover the cost of the work, estimates
for which (as already noted) begin at US$10 million, but
i in any case likely 1o be rather modest in comparison
with road inlrastructure projects elsewhere. Some degree
of private sector financing is essential to the realization of
this project since: DPRK is not a member of the IFls:
PPRK government is under severe budgetary constraints;
and any financial support from the Chinese authorities
would be limited and provided indirectly.  Additionally,
sources of private sector financing lor the project are
likely to be local since overseas investors or financiers
without a stake in the region will be dissuaded by DPRK's
high-risk profile.

The most promising arrangement [or financing the
raad would seem to be a consortium of local investors in
partnership with local authorities in China and DPRK,
Some public-private sector working group should be
established and charged with realizing the road project:
{inding financing from whatever source; deciding on how
the read should be managed; working out pricing
arrangements; and so on. The total cost of the project
should be relatively small and probably within the reach
of one or several private investors who would benefit from
its compietior. From the perspective of private investors,
the participation of local authorities in DPRK is desirable
in order to demonstrate political support for the project,
and 1o ensure that the government has a financial stake in
the road’s efficient operation. Participation of local
authorities from China would also give the project a
higher political profile,

Some sort of regional cooperation would also be
desirable in TREDA in order to mobilize (or provide)
finance for other smaller projecis in member subnational

regions. These projects might {ace various constraints:

@ Local government has insufficient funds;

© A project does not have the manpower, technical skills
or international experience to pursue financing itself:

@ A project may not be commercially feasible in
isolation. requiring other related projects to be
completed (e.g. roads or rail finks and ports), or the
coonperation of multiple countries on regulatory issues
(e g. cross-border telecoms regulation):

@ The business or political environment may be too
daunting for an isoluted infrastructure project, such that
the capital, political leverage or skills of a well-
endowed umbrella institution may help

Two particular institational concepls to address such
issues have been floated in recent years. First, some

(. . ;
FPhree power projects have beer proposed for Nakhodka:

Ly A thermal power phant (280 MW instadled capacity. heavy oil) to supply electricity to projects within the Nakbodka FEZ and neighboring regions The

project cost is estimated ar USS 13 million

11 A wind-power generating complex The totaf cost of the praject is an estimuted US$ 14 miltion

B A diesgi-electric power station to provide glectrivity 1o the Russia-Korea Industrial Complex and Vostochay pert The total cost of the project is an

estimated USS16 million

For the water supply project investment of USST3 million is being implemented by the Sumtitome Corperation of Japan with the cooperation of the Japusnese

government and the World Bank
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proponents of development in the region put forward the
idea of o "Northeast Asia Development Bank” 1o help
address the shortage of finance. However, the idea of
¢reating 2 new International Bank did not gain consensus
among either member couniries or donors. The main
objections were that there were already several 1Fls with &
regional mandate (ie. ADB, EBRD and the World Bank),
and that i the DPRK became a member of these
institutions the need for a specialist financial institution
for Northeast Asia could be met without creating a new
bureaucracy One compromise suggested was the creation
of a special fund in the ADB. but this has run into
opposition for simifar reasons.

More recently a Northeast Asia Tumen Investment
Corporation (NEATIC) has been proposed, which would
help mobilize funds for investment in regional public
infrastructure  Its primary purpose would be to help
arrange structured financing for infrastructure projects in
the region by coordinating feasibility studies, for example,
and approaching potentiat financiers with solid proposals
By helping to arrange equity or debt financing, or
investment guarantees from multilateral institutions,

export credit agencies, and so on, the Corporation might
also extend the ability of commercial banks to participate
in infrastructure lending.

How Important is Private Sector Investment for the
Tumen Region?

The economic rationaie for promoting greater
infrastructure investment in the Tumen Region is to
encourage tracde and productive investment  With regard
to productive investment, potential sources of financing
are essentially the focal state and private investors, and of
the two, privale sector investment, mach of it foreign, is
crucial to the region’s future development. Moreover, its
increasing importance relative to the stae-owned sector is
already clear

China - Yanbian

The contribution of the private sector to fixed asset
investment in Yanbian Prefecture rose from 24.1% in
1994 1o 46.1% in 1997, This huge increase mainly
resulted from the leap in the foreign-invested sector.

Table 5: Total Fixed Assetf Investment by Sector in Yanbian Prefecture

{Unit: AMB million, %}

1994 1985
Amount Proportion Amount Propartion
State-owned sector 2,089 659 1,439 43.7
Collective sector 310 9.9 335 10.2
Private sector 754 24.1 1,520 46.1
{Foreign-invested sector} (65) (21) {1,034) {31.4)
Total 3,123 100.0 3,295 100.0

Source: Yanbiarn Statistical Yearbook 1998

By Sepiember 1999 cumulative implemented FDI in
the prefecture totaled US$480 million, while contracied
investment stood at US$580 million Implemented foreign
investment in Yanbian declined sharply from US3133.9
million in 1996 to US$94 5 million in 1897, and to
US$46.3 miltion in 1998 However, an upturn in
contracted investment figures for 1999 suggest a recovery
in implemented FDI figures over the next {ew years
About 605 of foreign investment in the prefeciure comes
from ROK!! with the balance from Malaysia, Hong Kong
and Japan
DPRK — Rajin - Sonbong

In the Rajin-Sonbong Zone cumukaive realized FDI had
reached US$88 million by the end of 1998, either as contractual
joint ventures or wholly-owned foreign enterprises, with the
remainder of business being in the stute sector™ In terms of the
investing countries, Chinese investment constitutes more than hatf
the total, with other sources being Japan, Hong Keng, and
Thailund  Although ROK has many companies that would like to
invest in the Zone, not a single investment has been made 1o date.

Investment in the infrastructure and services sectors,

notably telecommunications and hotels constitutes the vast
majority. Mandaeturing and processing, in contrast, only made
up a tiny proportion, amounting to less than 5% foreign
investments by 1997 That said, 32 of the 38 new foreign
invested enterprises registered in the first half of 1998 were in
this sector, principally in apparel, foodstufl processing,
traditional pharmaceuticals and wood processing. Companies
invariably invest using their own capital.

Russia ~ Southern Primorsky

In Primorsky also the main source of private investment
financing is companies’own funds  For exarnple, in Primarsky
Territory in 1997, 83.4% of capital investment was made by
firms while oaly 18.0% came from central and provincial
government budgets M Domestic {inancial intermediation,
meanwhile, is underdeveloped despite the presence of many
Russian cormmercial banks in the Territory. In addition, the
proportion of firms in deficit was 45.4%. This indicates that
firms in the Territory are responsible for much of the capital
investment but clearly run into difficulties finding the necessary
funds because of their deficits  In turn this underlincs the

WUNDP Tumen Seeectarint, Fimancing Closer Economic Ties fn Northeast Asim: The Case for @ New Financing Faeitity, Oct 1909

Has of July 18884 there were 323 ROK companies in business with torad implemeated invesunent of US$220 million and conteacted investment of USS320 million

12 Yanbian Statistical Yearbook 1998, p103
EHRADP Tumen Secretariat, Tumen Update May 108 lssue L p L0

Y Phe Stisticat Committee of the Russtan Federstion The Sovial and Economic Sitwation of Russia i 1907




importance of foreign investment in the Territory.

Curnulative foreign investment in Primorsky as of the end
of 1998 was USS40 2 million!"and was concentrtted in service
sectors such as utilities and municipal services, communications
and food-processing - Broken down by nationality of investor,
the USA accounted for 26,65 of towad FDY, foffowed by ROK
(25 3%, Japan (18.7%) and Singapore (9 65)

7) Looking Forward / Conclusion

The Tamen Region wili rely heavily on private seclor
financing for both infrastructure and productive investment,
This is true for many regions and countries around the world, but
particularly in this comer of Nonheast Asia with its mudtiple
challenges including a high-risk political profile, the decline of
the state-owned sector in production, a severe economic
situation, and the limited activitics of bilaeral and multilateral
organizations  Given this prospective refiance on the private
sector, it is somewhat reassuring that investors have already
committed not insubstantial sums of money betting on the
region’s future, and that only relatively modest additional
physical infrastructare is required at the ¢urrent time,

Ttis difficult to predict with any confidence the likely futare
of the region given the very different economies and polities, and
the muhiple challenges involved  Perhaps it is easiest to lay out
two extreme scenarios  The downside scenario is that the region
permanently inches towards a breakthrough in its development
(some SNRs slightly faster than others), and that the region
consequently gets left behind in the development of Nertheast
Asiz. The upside scenarie envisages healthy cooperation
amongst the three riparian subnational regions, some diplematic
leaps forward amoengst central governments {including ROK and
Tapan), and rapic progress through the three potential stages of
TREDA development discussed above. The region thereby
achieves rapid economic growth, sustainable development and
poverty reduction. The truth probably lies somewhere in the
middle. but the recent pick-up in the frequency of positive
developmerls encourages one to lean slightly towards the upside
scenario

Let us finish by laying out o few key issues to watch in the
coming months and years which may permit a more confident
assessment about which way the region is moving
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@ Development of the Transportation Network: Importam
points to watch inchude progress in improving the weakest
link in the transportation network, namely the Wonjong ~
Rajin rowd; improved cross-berder administrative procedures:
increased frequency of shipping services: and so on
Encouragingly there is already progress in many of these
areas

@© Transit and Bilateral Trade: The volume of transit trade
moving along the transport corridors, increases in trade across
tand borders, and progress on (re-Jestablishing border
markels are important issues to watch,

@ How DPRK’s Relationship with ROK, Japan and Other

Countries Progresses: Important issues relating to ROK and
DPRK include: the outcome of the scheduled June summit
between DPRK and ROK: special treatment of ROK
investments and visitors in RSZ (ie equally with other
lareign investors): and increased trade and investment by
ROK in Yanbian and Primorsky  For botlt Japan and ROK,
il diplomatic relations imgprove, there is the prospect of
substantial “compensation payments” 1o DPRK, in
addition to more bilateral aid, tracte and investment

© Foreign Investment: Will the foreign investment outlook for
the Twmen Region cominue improving? How fast will flows
increase in Yanbign and RSZ, and when will Primorsky tum
the comer?

© Micro-initiatives and Fconomic Foundations: Major progress
in the region’s development will only come with effective
cooperition amongst member SNRs, diplomatic
breakthroughs at higher levels of government, and significant
ncreases in private sector sctivity. However, more instances
of the public and private sectors of the three SNRs working
both together and with outsiders (Japan, ROK, international
organizations, and so on) on micro-level initintives wilk help
strengthen the region's economic foundations. Such
initiatives (some already happening lo a degree) might
include working proups to promote particular industries of
common interest {e g tourism), particufar functions {e g
transportation), cross-border skilis wansfer and training, the
introduction of environmentat and quality standards training,
and the establistunent of business councils.

The Informuion Institte of the Hokkuido Shimbun Current Foreign Investment in the Primorsky Termitory Seplember 199G p 1
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Iransportation Corridor Development in the Tumen River Region

Hisako Tsuji
Senior Economist, Research Division, ERINA

Introduction

Since first proposed by Chinese representatives in
1980, the highest priority of the Tumen River Area
Deveiopment Programme (TRADP) has been that land-
locked lilin Province secures an outlet 1o the Sea of Japan,
using Russiaa and North Korean ports. Since then,
various development plans were proposed, under the
support of UNDP, including one to construct an
“International city” by providing certain tand of each of
the three countries  However, consensus was not reached
for the unique “International city” idea. The current
program is that each country is responsible for its own
infrastructure development and investment promotion,
while continuing cooperation among the three countries.

This paper reviews the curreat state of the

infrastructure development and gives ideas for future
improvement,

1 “Transportation Corridor” in the
Scenario of TRADP

1-1 The development of the Tumen Region
Economic Development Area (TREDA) in stages

The development of TREDA can be divided into
three stages; “Transport Corridor”, "Economic Corridor”
and “Economic Growth Triangle” The three stages are
not necessarily sequential, and indeed would ideally
overlap or occur in paraliel for the healthy development of
the region as a whole

The first is the development of a “Transport
Corridor”, meaning a transit {ransportation roule between
Yanbian and the Sea of Japan (East Sea) through Russian
and North Korean ports by estublishing an intra-regional
transportation network. In this stage Russian and DPRK
ports would receive fees for the handling of Chinese
cargoes, while Yanbian would obvicusly gain a trade
corridor.  This development would energize the regional
cconomy in many ways and is given the central focus of
the TREDA

The second stage would be the opening of an
"Economic Corridor”, meaning development of active
trade across internal borders, creating bilateral border
markets, and promolting tourism exchange between
member countries. For instance, China's consumer goods
and foods, DPRK's seafood, and Russia's seafood, timber
and fertilizer have relative advantages and could be traded
at the tri-border region. As for intru-regional tourism,
travelers may cross borders, fooking for sightseeing,
exotic culture and shopping.  The historically dynamic
border trade and tourism at the Primorsky/Heilongjiang crossing
are instructive and relevant to TREDA where bilaterai
border trade has been slow Lo develop.

The third stage is the gradual emergence or creation
of what is sometimes called an “Economic Growth

Triangle”, where foreign and domestic investment
activales the regional economy. This may happen by
effectively utilizing members’ complementary factor
endowments and competitive advaniages, as well as the
region's increased cross-border trading potential and
transport corridor functions. In many ways, Yanbian may
have reached this stage already

Obviously these three stages are closely linked to
cach other. Development of the  “Transport Corridor”
will invite investment, which creates new economic
activities and product flow  The new product flow will
then ask for further improvement of the transport corridor
For instance, since the opening of the new transit roue
from Yanbian to Pusan via Rajin in 1995, many ROK
companies invested in Yanbian Some of the timber-
processing ROK companies are planning to import
abundant Russian timber. This could create new trade
opportunities,

The current stage of the development of each country
can be summarized as follows. In Yanbian, foreign
mvestment is already working as a result of the transport
corridor and attractive institutional environment for
foreign investment. However, the current transport
corridor is insufficient for foreign investors. They point
out that transport infrastructure is still poor in the DPRK
and Russia. Rajin-Sonbong (RSZ) is still struggling in
inlrastructure development and investment is slow,
although the number of Chinese tourists increased last
summer. In Primorsky, the transport corridor is gradually
developing. However, TRADP related investment is slow
due to a poor institutional environment for foreign
investment

Ten years after the inauguration, TRADP is still in a
stuge of developing the primary “Transport Corridor” |
and will need more time for energizing trade and
investment

1-2 Importance of the "Transport Corridor”

The idea of transforming TREDA into an
international transportation and trade hub was ambitious.
The benefit of the transport corridor could extend 1o
broader Northeast Asia as well as the three riparian
countries

1) Transit | Northeast China’s exit to the sea

Sccuring direct access 10 the sea is key imperative for
the landlocked prefecture of Yanbian Until 1995,
Yanbian was fully reliam for its imposts and exports on
Dalian port, which is located 1,296km from Hunchun It
is therefore crucial for Yanbian to secure its own, much
closer, outlet to the sea in order to attract foreign
investment and stimulate cconomic growth. Since
Yanbian has the geographical disadvantage of being
isolated from much of China's enormous domestic market,
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the prefectire has been largeting the promotion of forcign
investment in export processing industries Since a
national jevel industrial park was develeped in Hunchun
in 1093, foreign investment began in industries such as

textiles and wood processing. based on the assumption of

the opening of an efficient, direct outlet to the sea in the
near future

Consequently, China has sought to develop transit
argo transportation routes from Yanbian 10 the sea via the
DPRK and Russin. In 1995, a new sea route connecting
Yanbian and Pusan via Rajin Port opened, and transit via
Zarubino started in 1997  However, these routes are not
competitive enough to replace the Dalian Route, due to
poor infrastruciure conditions, non-physical impediments,
limited regular vessel services, and so on. These 1ransit
routes are thus cursently only used for about 20% of the
impost/export cargo of Hunchun according to Hunchun
city.

2) The active use of complementarity within the region

There is also great polentia} for utilizing existing
complementasities of TREDA countries and their
Nonlieast Asian neighbors, in broad terms by combining
the abundant natural resources of Russia, relatively high
quality and low-cost labor resoutces in China and the
DPRE, and technofogics and capital from ROK and Japan
The simplest complementarity is the cross-border trade of
consumer goods. Historically, China and Russia have
demonstrated successful cross-border trade. notably
petween Heilongjiang and Primosky/Amur. There is no
doubt that Yanbian could enjoy a similar prosperity in
cross-border trade with Russia, and cross-border trade
between China and the DPRK could likewise bring
benefits to both countries,

A more sophisticated exploitation of regional
complementarity might be the use of Russian timber in
wood-processing industries in Yanbian and Rajin-
Sonbong. The addition of capital and technology from the
ROK ‘and Japan would make the business morc
competitive.

31 Utilizing the existing alrports

The only airports within TREDA are Viadivostok
and Yanji, and the latter is currently aot an international
airport, although the Yanji airport is already equipped by
international standards. There is no airport in RSZ,
although a heliport pad is under construction on the
assumptlion that a shert-distance helicopter service 1o
Yunji will be established in the near fulure. Even with
such improvements RSZ will remain dependent on Yanji
airport for passenger and air cargo transportation

Alter Yanii airport is given its international airport
status, a hundred thousand ROK citizens who visi
Changbaishan on the China-DPRK border would have
casier access. Changhaishan is viewed as the most sacred
mountain by all Koreans. Another example is that it takes
customers of the newly opening Emperor Hotel in
Sonbong over 4 hours by road, including border-crossing
procedures, to reach their destination from Yanji. Easter
access to the hotel is crucial for future business
Similarly, guantities of valuable fresh seafood, such as

erabs and sea urchin caught in the Rajin area, are shipped
by air to the international market from Yanji, such that
speedy transit times to the airport are of great importance

4) Promoting tourism

Tourism is one of the most promising industries for
the Tumen Region ROK tourists to Changhaishan, as
mentioned before, coutd extend their tour to Viadivestok.
Anolher category is of residents of Northeast China who
visit attractive coustal cities such as RSZ and Viadivostok,
The number of Chinese tourists has been growing rapidly
since border-crossing regulations were cased in 1997, and
the number is expected 1o grow even lusther in the future.
Finally. a new type of tourists who try personal shopping
and trade. as seen in Suifenhe, would increase as the
border market is developed.

2 Specific "Corridors” - current status
and issues

2.1 The Yanbian—~Rajin-Sonbong route

This route is the main route to the Sea of Japan for
China, and is Rajin-Sonbong's only access to China. The
main road Hnk is the one between Hunchun~Quanhe~
Wonjong ~ Sonbong ~ Rajin, which has increasing
passenger usage since it was open 10 the third country
passengers in February 1997 (Table-1} Other focal roud
links are the one between Tumen ~ Namyan, and Hunchun
~Shatouzi~ Saeppyol  There is also a rail link between
Tumen ~ Namyan ~ Sonbong ~~ Rajin

The atiraction of this rowe lies in the relatively good
infrasteucture of Rajin Port, whose capacity for handling
hoth container and bulk cargo is sulficient  Although
there is no official statistics, the cargo handling capacity
and the actual handling volume of Rajin Post is estimated
at approximately 4 million tons and 250,000 tons per year
respectively

Rajin Port received high atteation as a transit port
since Rajin~Pusan container sea route was opened by
Dong Long Shipping Co Lid . a joint venture by an ROK
company and & Yanbian company. in Oct,, 1995, Cargo
volume has grown steadily and reached 5,225TEU, 38
shipping, in 1899 The majority of the cargo is in transit
to/from China, and bulk cargoes are also shipped (Table-
2) In Aug 1999, Niigata was added to the above
container route.  In addition 1o the regular container sea
route, Chinese wood chips are exported lo the ROK and
Japan irregularly.

The weakness of the Yanbian~Rajin route is that the
route passes through a mountainous region, and neither
the road nor the railway are in good condition from the
China/DPRK border to the port

Roud access between Yanbian and the DPRK
improved dramatically in February 1997 when the
Wonjong Bridge was opened to foreign and Chinese
rravelers and traders. At the same time, major
improvements began on the Chinese side of the
mountainous road from Hunchun to Quanhe (5dkm). A
new flat and shorter road (3%km), consisting of two
wnnels, is under construction, and will be completed by
the summer of 2000 It is expected to reduce the travel

U The mew read witl be 30%m in leagth 12m wiskh containing 2 wnnels C00m and E-AG0m The construction costis 204 miflion Yuan




time from Hunchun to the DPRK border by half to 30
minutes.

On the DPRXK side of the border, however, the unpaved
mountainows road from Wonjong to Rajin (54km) remaing
in poor condition. The journey being both unsafe and time-
consurning, in particutar for container lorrics in ley or wet
conditions. In late 1999, a driver was killed in an accident *
Under current road conditions, the maximum annual
container traffic on this route is estimated to be 6,000TEU,
while actual volume was 5,225TEU in 1999, Ideally, a new
strait road, containing tunnels, should be constructed as
China is doing, althougl it will be expeasive’ The DPRK is
planning to construct a new highway from Wonjong to
Sonbong through the Tumen River Valley, and merge it with
the existing paved road between Sonbong and Rajin The
new road is 13km fonger (a total of 67km}) than the current
one, but should be relatively flat and straight. The
construction of the new road is partially finished, but will
need an additional US$10 mitlion for completion! DPRK
authorities define this as the highest priority project, and are
looking for a source of funding for the project, including the
possibility of support from the Chinese government

The second issue is railway  Chinese transit cargoes
are mostly dependent on road transport due to the extremely
poor condition of the existing Namyang ~Rajin Railway
{160km). The Rajin~Namyang rail link was electrified in
1996, and until a few years ago the railway was used lor the
Chinese containers in transit 1o Rajin Port However, in
recent years, shortages of fecomotives and roiling stock,
generally poor track condition, old and {ragile tunnels, along
with winter power shortages, have prevented the rail
network from operating efficiently.  Based on a feasibility
study, undertaken by the Hyuntong Group of Yanbian,
US545 million would be needed to modernize faciities,
including rail and sleeper replacement, tunnel and bridge
strengthening, adding ballast, and providing necessary
roliing-stock. Shipping companies involved in the transit
business are asking for modernization of the raliway
facilisies. DPRK authorities accord modernization of the
Rajin~Namyang raifway second priority after construction
of the Wonjong~ Sonbong road, and are looking for sources
of tinancing for the rail improvement.

The third potential oppertunity for improving the
efficiency of this route is the border crossing procedures at
the Quanhe/Wonjong border. The border is open six duys a
week. eight hours a day, but crossing the border is time
consuming & As requested by foreign investors in RSZ, clear
opporiunities exist to speed up clearance procedures, 1o
modernize the clearance facilities, and to extend opening
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hours 1o evenings and Sundays. It is hoped that these areas
will improve with the opening of a new customs building at
Wonjong. completion of which is expected by the end of
2000  Similarly. a new customs building is being
constructed at Quanhie. on the other side of the border, with
the sienilar opening mrgel"

The fourth area for future improvement is the obd and
narrow Quanhe/Wonjong Bridge, which will become o
greater bottleneck as wraffic volume increases over the long
lerm, though the current priority may not be high

Another way of improving the efficiency of this route is
to make greater use of the Rajin~Pusan coastal shipping
link, and arrange for goods to be transshipped through Pusan
to worldwide destinations including those in North America
and Europe at a competitive through rate Such an extension
of the transit route 1o the world's major ports would clearly
help converting cargoes cusrently shipped through Dalian,
since the trading partners of Yunbian-based companies are
spread throughout the world. including Europe, the Middle
East and North America

2-2 The Yanbian—~Khasan route

The transit roate to the Russian Ports (Zarubino, Posiet)
via Hunchun/Kraskino border has the geographical
advantage that the route is shorter than the Rajin Route, and
also both the road and railway are flat and straight. The road
condition s geod {(mostly paved) and the railway is new.
The Hunchun~ Rajin road is mountainous 95km assuming
the new road on the China side. However, the Hunchun—~
Posiet is only 60km and Hunchun ~ Zarubino is 80km of
road. The Hunchun~ Makhalino railway has been waiting
to begin operation since its connection of rail in October
1986, The raitway began operation in February 2000

However, weaknesses are pointed out in port facilities
(Zarubino. Posiet) and cross-border arrangements on the
Russian side.

Cross-border freight and passengers are increasing with
the relaxation of regulations. Cross-border passenger traffic
has increased significantly following the commencement of
a bus service from Hunchun to Slavyanka in May 1998, The
bus service carries mainly Chinese tourists to Primorsky and
some Russian traders to Yanbian. (Table-3)

Transit cargoes using this route include Chinese wood
chips for Japan via Zarubino Port, started in 1997, and &
contiiner sea rouie between Posiet and Akita (Japan), started
in August 1999, Recently in April 2000, a new ferry route
was open between Zarubino and Sekcho. This route is
expected to carry ROK passengers traveling to
Changbaishan t relatively fow cost as well as teansit cargo®

wits prepared by the DPRE officials for the FO6 Investiment Forum condugted ol REZ

B

space of 8,000m

<3

Estinmued By the DPRE authority asswsing the use of o free domestic lwbor force

2 Jong-Kew Purk, “The Current Status of the Triangle Sea Route, " presented at *The Northeast Asia Economic Confereree in Nijgata 20007 Janaary 2000,

Tt may cost $183 million for constructing a igh quadity bighway between Woniong and Rajin J1km in leagih and 19-28m wide based on an investiment list which
W ok one hour for crossing the border when the Stdy Missien visied in September 1002
The new customs buikdiag ot Wonjong will have three stories with a total floor space of 1,560n17 while the cue m Quanhe will have two stories and a tot! floor

Fhie first freight was Russian simber, produced ia Amur for a wood-processing plant in Jilin Caty - Expected cargoes include Russtan fenilizer Chinese charcoal for ROK
The ferey is eperted by Doag Chun Ferry Co . a joinl ventore by an ROK shipping company and Hunghun Ciry - A 12023 wns ferry (Dong Chugd can carey

LIGTEL of containers. 71 vehicles and 519 passengers A special arrangement is provided for crossing border by Russia Passengers can complete immignaion

urd eenigration ogether at Zarubino Post s there i no taspection at KrsKine border Tt will tske 15 bours from Zarubvine to Huschin
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The first area for improvemeat on this route lies in
the need to simplify border-crossing procedures to provide
a quicker and smoother service for the road traffic®
Problems are mainly on the Russian side.  For example,
the multiple inspection procedures implemented by
Russia, involving two inspections by the military as weli
as other kinds of border control, needs to be done away
with It is strongly requested to simplify the Russian style
time-consuming inspection routine. Modernization and
expansion of the border facility may be also needed
Although a special simplified arrangement was applied for
the Sokcho~Zarubino ferry, such cooperation must be
made regularly.

Border opening hours were extended to 12 hours per
day starting in March 2000 There is an opporiunity of
further extension, especially given the time difference
between China and Russia, and customs operations should
be initiated on weekends. Traders also point ow that
cross-border vehicle operating rights need to be improved
such that lorries can travel further into the partner
country’s territory

The second desirable improvement is the modernization
of Zarubino and Posiet ports. Zarubino Port has a
geographical advantage, but currently has inadequate
facilities, such as being incapable of handling conlainers. A
feasibility study for the modernization of Zarubino Port was
conducted in 1996 with fapanese support!? and a working
group meeting has since been organized between Russia and
Japan. Zarubineo Port is constructing a wood chip processing
facility, a grain storage facility, and is planning to introduce a
container crane and construct a container yard. Since the
new ferry route with Sokcho was opened in Apdl 2000, a
container handling facility and a passenger temminal will be
needed.

Posiet Port is strengthening the facility by introducing a
container crane in the fail of 1999, and is planning to expand
the stocking yard by trisnming the hill and filling the coast.

One potential scenario has Zarubino and Posiet Ports
handling bulk cargoes from China such as chip and grain,
while Rajin Port develops into the main container port for
Yanbian. However, if Zarubino and Posiet Ports arc
modesrnized, and border crossing arrangements are
improved, Russian Ports in Primorsky, including those in
Khusan, also have the potential to become container hubs
considering the delay of modernizing the DPREK road and
railway systems  The key will be Russian cross-border
arrangements and the success of the Zarubino ~Sokcho
ferry

2-3 Rajin-Sonbong~Khasan

There is currently only rail access between the DPRK
and Russia at Tumengang to the Khasan District.  The
existing railway doesn’t require transshipment between
Russia and DPRK since it has a mixed raii with standard
{1,435mm) and wide {1,524mm} gauge between Khasan~
Tumengang ~ Rajin. Until the early 1990s there were
asbout 5 million tons of freight per year, but that has

declined dramatically over the past 10 years. Rajin Pont
used to handle Australian alumina to be transshipped to
Russia, but has moved to Vanino Port. Rajin also had
Russian fertilizer to be transshipped to Asia, but the
volume has declined in recent years. {Table-4)

The connecting railway bridge {Friendship Bridge)
was used by trucks in the past, and its reopening for
vehicular traffic should, if feasible, be considered. Whilst
there are no plans for the construction of a new road
bridge, a road transportation connection could help
increase the regularity of economic exchange between the
DPRK and Russia over the long term

2-4 Heilongjiang ~ Suifenhe ~ Grodekovo ~

Vostochny/Nakhodka/Viadivostok

Heilongjiang does not fall within the compass of the
Tumen Programme, but the Heilongjiang ~ Suifenhe ~
Primorsky transit rouwte already channels substantial
volumes of cargo to major ports in Primorsky: Vostochny,
Nakhodka and Vladivostok. For example, coal in
Heilongiiang is exported to the ROK via Vostochny Port,
and Chinese timber is exported 1o Japan. America is
interested in using this route for access to Northeast china
from the West Coast of the USA, as an "Fast-West
Corridor”, and is organizing a multilateral cooperation
with Russia and China.

The Suifenhe/Grodekovo border, open to both road
and railway, is more active and efficient than the
Hunchun/Kraskino border, even though both transit points
fall under the management of Primorsky Territory. The
trade volume was 2 16 million ton (5721 miilion) in 1999,
4% of which were shipped by railway, This volume is
two digits farger than that crossing at the
Hunchun/Kraskino border. Personal carying trade is very
active, and is estimated to have traded 4-5 billion Yuan
{$500-600 mitlion) in 1999 . Border-crossing passengers
exceeded 500,000 at Suifenhe, while Fuachun/Kraskino
wits only 40,000, in 1999, One interesting development is
the creation of & “Sino-Russian Muteal Trade Zone”  at
Suifenhe, which began operation in September 1999, In
the special zone, Russians can stay withowt visas for ulf 1o
30 days, are allowed to do business freely, and are given
tax exemptions. Initial observations suggest that trade has
increased dramatically in response. It seems clear that the
accumulated knowledge and experiences of Suifenhe/Grodekovo
cun easily be applied to the Hunchun/Kraskino crossing

2-5 'Fhe Dalian route

Even if transit access Lo neighboring seaports (Rajin,
Zarubino, and Posiet) is improved by infrastructure
development and factlitation of cross-border procedures,
Yanbian will continue to rely heavily on Dalian for
import/export access. The main reason lies in the
geographical variety of Dalian’s container shipping
destinations, while Rajin has limited regular container
services 10 just Pusan (ROK) and Niigata (Japan), Posiet
only one to Akita {Japan), and Zarubino only one to

% ook 2 5 houss te cross the bogder when the Study Mission traveled using an intermationat bus in September 1999

M The Teasibitity stady was conducted by ERINA and sumsrsarized by Tsuji “Praspects for the Zarubina Port Development Broject ERINA REPORT Vol 15, 1087

' Based on o hearing conducted in March 2000 with Suifente City offietast




Sokcho (ROK).  Service frequency to Japanese ports is
low due to limited cargo volumes, while transshipment
arrangements to world ports from Pusan are apparenily
relatively inefficient at present. Since Dalian may well
remain the most advantageous route for delivering cargo
to many world destinations, it is also important lo
strengthen access to Daiian in order 1o promote [oreign
investment in Yanbian

2-6 Air routes

There is an immediate need 1o upgrade Yanji Airport
to international status, and 1o develop direct air links with
major cities in Northeast Asia  Since Yanji airport has
already been modernized all that remains is for the
Chinese Government to make the decision. Such direct air
routes would facilitate more frequent visits from current
and potential investors based on these countries, in
addition 10 auracting overseas tourists to the region. A
helicopier service connecting Yanji with Rajin would also
be beneficial There is the possibility that if air cargo
shipment is done efficiently, seafoed and pine mushrooms
praduced in the Rajin area couid be shipped promptly to
the international market.

3 Border crossing and customs issues

So far discussion has principally centered on some of
the hard constraints on trade and investment {lows in
TREDA. However, there are also important soft
consteaints that shonkd be addressed. Improvements could
be made at relatively low cost for the soft infrastructure.

1) Border-crossing procedure and customs

Border-crossing in TREDA is still lime consuming,
suggesting that excessive clearance facilitation is required
in all three countries, One imporiant issue relates 1o the
too thorough “ maultiplex” inspection procedure
implemented by Russia. In Khasan district, inspection
involves two stages of passport control, tough customs
clearance 1§ and two inspections by the military.  Russian
inspection is unusually complicated and is much tougher
than either China or the DPRK

Faster processing limes could be attained by broader
use of computers at border points. While processing of
Customs declarations is undertaken with computers in
China snd Russia, the DPRK Customs could improve
processing speed through computerization, possibly in the
new Wonjong Customs Building.

To improve the current situation, the introduction of
“single window conirol”, ie joint inspection by the
control authorities of each pair of countries, was
recommended by experts in a recent report 1

2) Border opening days and hours

Border opening hours and days are still limited. The
Hunchun/Kraskino border is open 12 hours a day, from
Monday through Friday, while the Quanhe/Wonjong
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border is open 8 hours a day, from Monday through
Saturday. Both borders should target seven days
operation throughout the year and the opening hours
should be extended to avoid unnecessary constraints on
trade and touriso,

3} Acquiring visas

Acquiring visas and/or other documents for entry into
TREDA countries is costly and time consuming.
Generally, foreigners require a visa for entry into Russiy;
China also requires a visa, although there are exemptions
for citizens of certain countries; and a visa or an invitation
card is required to enter Rajin-Sonbong  Russian visas are
obtainable at Khabarovsk, where visas typically may be
obtained in two weeks for US$50-360. Chinese visas are
available at Shenyang or Beijing, where visas typically
may be obtained in two weeks for more than US$160
These are costly for transportation companies. Since ond!
of the problems is that Khabarovsk and Shenyang are
located far from the border area, the addition of new
consulate general offices in Harbin and Viadivostok is
being considered between China and Russia.

4} Vehicle operation constraints

There are constraints on the operation of vehicles
within the territory of partner countries, especially
between China and Russia  Russian trucks may enter
China as far as Hunchun, while Chinese trucks may enter
Russia as far as Slavyanka  Local business people expect
further extension of the mutual operating zone, up to at
least Yanji and Viadivostok, to Facilitate cross-border
trade, transit trade and tourism.

) Border market

There is an opportunity to open border markets
between China and Russia, as well as China and the
DPRK in order to promote TREDA border trade. A
border market was opened at Wonjong in June 1997 two
facilitate the border trade between China and the DPRK
but was subsequently closed in April 1999, Bilateral talk
for reopening the market is going on between China and
the DPRK.

The Yanbian government is proposing a plan to
create a "China-Russia Mutual Trade District”  in the
Huachun Economic Cooperation Zone {HBECZ). The
iden has been approved by the Chinese central government
in April 2600, and is asking for Russian cooperation. If
this materialized, a visa-free visit as well as free trade
would become available at Hunchun,

One valuable pilot or precedent is the successful
border market at Suifenhe, where large-scale border
market buildings are constructed and many Russian
traders frequently visit without visas, Obviously,
Hurchun has an opportunity to create a similar border
market if border-crossing reguiations are further relaxed.

' Based o a hearing conducted in March 2000 with Suifenbe Chy officiast

2 Por example. e inside of a passengers’ watlet is fnspected upon bots entry asd departuse
B PADECO Co Lad. Study o Nomphysical Impediments at Border Crossing Between TREDA Member Countries. May 1909

1 PADECO Report 1949
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6) ROK citizen's entrance into RSZ

As of 1999 ROK citizen's entry into RSZ was
extremely difficult. ROK companies are still interested in
investment in RSZ, and in a longer term ROK could be the
largest investors over there  ROK citizens are also
interested in tourism in beawtiful RSZ and adjacent Mt
Chilbe. A plan that would allow ROK tourists to visil
Changbaishan through Rajin, was not accepled by the
DPRK  As an alternative, ferry route through Zarubino
was realized last April. This means that the DPRK lost
business opportunities by eliminating ROK citizens. The
DPRK may change its policies now, since North-South
talks have begun.

4 Other related infrastructure and
opportunities for cooperation

4-1 Telecommunications

The telecommunication industry in Yanbian has
grown rapidly in recent years. China Telecom started to
provide various services since late 1984 and both local
and international connection services are now in place.
For example, direct dial calls by satellite can be placed
Detween Yanbian and Seoul As of iate 1998 about 339
thousand phone lines had been installed giving a
penetration rate of 155%. This is higher than the average
penetration rate for China as a whole. Cellular phone
sales, in particular, have been growing very fast,

Internationai call rates are lower than neighboring
RSZ and Primorsky, with calls between Yanji and Tokyo
(and other Asian countries), costing SUSL 4/min. Optic
fiber connections have been instzlied between Changehun,
Yanji. Hunchun and Rajin, though the use of those optic
fiber cables has been delayed. apparently due to the
difference in signaling system between Ching and DPRK.
In R57Z. a joint venture company {NEAT&T} was
established between the zone authorities and Loxley
Pacific Co. of Thailand in order 1o finance the installation
of communication networks The NEAT&T has
monopoly rights to operate tefecommunications-reiated
services in the zone for 27 years. The company has
aiready invesied USS21 million, including the installation
of 5000 new sutomated lines. Tt is now installing an
additional 15,000 phone lines, and building a center for
international calls

Since there is currently no local provision for
connecting international calls, international calls are
routed through Pyongyang. International calls are
therefore expensive: $US 1 5/min for Rajin~ Yanji and
Rajin—~ Beijing, $US 5.50/min for Rajin—~ Vladivostok
angd Rajin~ Europe, and $US 5.0/min for Rajin~Tokyo
and other Asian countries.

Regarding ceflular phone connections, while it is
technically possible for Chinese to use their phones in
RSZ via connections in Yanbian, the administrative
authorities of the Zone prohibit this.

Insufficient public funds to construct a communications
network Ied Primorsky to adopt a competitive approach to
the provision of telecommunications services, and encourage
FDI in this sector  Accordingly. international call facilities
in Primorsky are provided by sateflite links of foreign

investors such as C&W, HK Telecom, and KD For
example, Nakhodka Telecom provides an international
satellite service in cooperation with C&W, and Vladivostok
International Telecom does so with KDD of Japan. Despite
this competitive framework, international call rates are still
as high as $US6-10/min because they depend on distant
satellite post. such as those in Hong Kong or Japan.

Short run improvement objectives in telecommunication
services in the region should include lowering rates for
international call connections as well as improved services
for increasing volume. To do this. it is necessary 1o realize an
optic fiber network or satellite post within TREDA, to
farmonize technical standards, and by agreement between
the three riparian countries o set lower rates for local calls
within the TREDA than lor out-of-region international calls.
One longer-term task would be to lift barriers on 1he use
of cellular phones within TREDA. This is because given
the geographical conditiens within TREDA (hills and
mouniains), dlong with the rapid growth in cellular phone
usage in China, mobile phones may become the leading
telecommunication medium in the region The recent and
continuing growth in tourism, in particular, will raise the
demand for the uarestricted use of cellular phones.

Finally, internet communication nust be introduced
in the DPRK while internet is expanding rapidly in China
and Russia. As RSZ continues developing as an
international transportation hub and a tourism sight, the
internet will become increasingly important.

4.2 Energy supply

The Tumen Region is likely to face a shorifall in
encrey supply in the future, especiatly as the region's
development accelerates. At the same time, the range of
potential energy projects involving cross-border
cooperation is large, and this should constituie one focus
of regional effort,

In 1he shorter term, one economically viable project
could be the efficient usage of Sonbong Oil Refinery
{Sungri Chemical Plant) as the only facility of this type in
the TREDA area. For that purpose, Russia and China
could supply crude oil, and oil products could then be re-
exported to Russia and China. The Sonbong Oil Refinery
has been operating at jess than 5% of capacity since 1992
However, in 1997, 30% of the capacity was utilized to
reprocess and re-export 600,000 1ons of oif imported Irom
the Yemen under the toll-refining contract (Table-5). This
demonstrates that the Sonbong Oil Refinery could indeed
supply aif products to China and Russia through toll-
refining contracts if the crude oil supply 10 Sonbong were
secured Russian experts, however, ¢laim that the
Sonbong Qil Refinery must be substantially modernized
and vperaded for the project to be viable

A second opportunity over the short and medium
term is for cooperation in the generation and transmission
of electrical power  The total electrical power generation
capacity of Yanbian is approximately 600MW . There are
plans 1o expand capacity at Hunchun {200MW) by a
further 600MW. The RSZ has only one thermal power
station with capacity of 200MW, which uses heavy fuel
oil There is a plan 10 expand this to 600MW . Recently, a
plan to consiruct a new thermal power station (200MW)
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thirough a joint venture with a Chinese company was
announced . Primorsky Prefecture has an electrical
generation capacity of 2,690MW, but the actual
genesation is below the capacity. indicating a potentini
capacity to export power to Yanbian and RSZ if the prices
were competitive In 1999, the electrical tariff for
comimercial and industrial enterprises in Primorsky was
US$0.02/kWh, lower than Yanbian (US$0.07) and RSZ
{US50.05) The main problem with the transmission of
eleciric power from Primorsky, is transmission cost from
Viadivostok and electrical frequency difference between
DPRK (60Hz) and Russia (50Hz)

Finally, in the longer tesm, the most capital-intensive
project for the region in the area of energy would be the
gas pipeline project bringing natural gas from Sakhalin
fields The idea of running natural gas pipeline through
TREDA deserves special investigation, since companies
such as Exxon are showing interest.

b Recommendations: Priorities for
establishing the Transport Corridor

1} Wonjong ~Sonbong highway

Facilitate construction of the new highway between
Wonjong and Sonbong on the way to Rajin  In the shert
term, construction of a detour alongside the Tumen River
could be the priority project. In the longer term, however,
more straight high quality road including tunpels, as done
on the Chinese side, will be needed. Finding the limited
funds necessary is the key to realization. 1t is expected
that this project will be given a high prierity if
investigated North-South cooperation includes
infrastructure development
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2} Institutional barriers in border-crossing

It is important to accelerate the further removal of
non-physical impediments at border crossing between the
three countries. These changes could be achieved at little
or no cost, and would signal the region's political will and
ability to cooperate for the common good to the outside
world. We urge the Russian central government to
simplify border-crossing procedures and modernize
related facilities,

<) Upgrading Yanji Airport to international status
Chinese government should act promptly for the
benefit of all the countries.

4} Railway system in Rajin-Sonbong

Railway modernization is given the second priority
by the DPRK government, and should be included as one
of the projects for North-South cooperation  Both Russia
and DPRK show strong interest in the international
failway, connecting ROK ~DPRK ~Russia, which
contains the Rajin-Sonbon part.

) Telecommunication network

A better intra-TREDA tefecommunication system is
needed  Amongst other steps this means lowering rates
for international calls, harmonizing technical standards,
and lifting barriers 1o the use of cellular phones within
TREDA.

G) Zarubino Port modernization

Zarubino Port needs modern facilities in order to
achieve elficient operation for the new Sokeho~ Zarubino
ferry.

{Table 1) Hunchun/DPRK Border Crossing Non-Container Cargo and Passenger

1996 1997 1998 1999

Cargo (Tonnes)
China—DPRK Quanhe 15,032 58,777 38,205 NA
Shatouzi 3,000 3,483 1,703 NA
Total 18,032 62,260 39,808 NA
DPRK--Ching Quanhe 8,741 11,204 3,182 NA
Shatouzi 1,840 2,085 709 NA
Total 10,681 13,288 3,89 NA
Passenger {in & cut) Quanhe 11,892 71,37 99,436 143,31
Shatouzi NA 9,654 4,995 3,568
Total NA 81,025 104,431 148,869

Source: Hunchun Customs Office

m'30m




ERINA REPORT Vol M

{Table 2) Rajin-Pusan Regular Container Shipment

1995 1996 1897 1998 1999
Container (TEU)
Pusan—HRajin 56 1,566 1,676 2,456 2,703
Rajin—Pusan 58 919 1,343 1,367 2,622
Total 114 2,475 3,018 3,823 5,225
Bulk (Ton)
Pusan—Rajin 0 12,708 1,623 7,686 13,688
Rajin—Pusan 0] 0 167 74 1,880
Total 0 12,708 1,780 7,770 15,569
# Shipment 8 38 35 36 38
Source: Dong Long Shipping Co., Ltd
{Table 3) Hunchun/Kraskino Border Crossing Gargo and Passengers
1996 1997 1998 1999
Cargo {Tonnes)
China-+Russia 4,139 13,208 12,901 NA
Russia—China 3,007 2,155 1,703 NA
Total 7,143 15,358 14,604 NA
Passenger
China—Hussia 2,168 2,596 5,875 NA
RAussia—China 2,357 2,669 5,696 NA
Total 4523 5,265 11,571 41,343
Source: Hunchun Customs Office
(Table 4)Tumangang/Khasan Border Crossing-Raii Freight (1000 tonnes)
1980 1985 1990 1901 1992 1993 1994 1995 1996 1997 1598
3,700 | 5,200 5,014 | 4470 | 3,853 2,897 ¢ 1,175 749 552 9 6
Source: Tumen Secretariat
{Table 5) Trends in DPRK Grude Oil Imports and Sonbong Oil Refining {1000 tons)
1980 1991 1982 1993 1994 1985 1998 1997 1998
Total DPRK Crude Qil imports 2,500 | 1,880 | 1,500 1,360 g10 | 1,100 936 | 1,103 609
From China 1,063 | 1,102 | 1,006 | 1,003 830 | 1,022 936 506 503
From Russia 410 42 180 62 0 Q 0 0
Imports of Sonbong 1,430 792 610 62 80 80 660 106
QOperation rate of Senbong(%) 71.5 39.6 305 aa 4 4 30 53

Source: KOTRA, Trend of the DPRK's Foreign Trade, Jun 1999
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FDI in Tumen Region and Potential Priorities

Lee, Chan-Woo
Visiting Researcher, Research Division, ERINA

1. Current Situation of FDI in the Tumen Region USS1.0 bitiion has been actually invested by foreign
1.1 Summary investors in the region untit 1998 Yanbian and Primorsky

Forcign investors have contributed significantly 1o have attracted almost equal shares amounting to USS450
each area’s development in the Tumen Region. Almost miliion.

Table 1. Actual Foreign Direct investment in the Tumen Region
{Unit: $ million}

1985-1993 1894 1995 1996 1997 1998 Total

Yanbian Prefecture 42 61 78 134 95 47 457

Rajin-Sonbong Zone 1 1 4 3 26 25 88

Primorsky Territory 141 2 53 93 95 56 440

Total 184 64 135 258 216 128 985

Source: UNDP Tumen Secretariat, Tumen Lpdate, Issue 2, Jan 2000
Table 2 below shows that the manufaciuring sector has also introduced large amounts of manufacturing
has attracted the largest share of FDI in Yanbian, investment, particularly natural resource processing
concentrated in textiles and wood panels with some Tood including timber processing and food processing Private
processing  The major investment sector in Primorsky and sector investment restrictions in telecommunication and
RSZ is the service sector such us (transport, existing government investment in infrastructure sectors
telecommunication, property, tourism and trade Primorsky explain the lack of FDI infrastructure in Yanbian.

Table 2. FDi by Sector in the Tummen Region {up to 1948} )
{Unit: % Share of Total}

Yanbian R&Z Primorsky
Agriculture and Forestry 5 1 0.1
Mining 0 0 5
Resource Processing 74 26
Light Industry 1 0.4
Transport ] 11 9
Telecommunication 0 17 15
Property and Tourism 12 36 27
Trade and Marketing 9 3 16
Other 25 2
Total 100 100 100
‘Total number of firms 680 113 1,232

Source: UNDP Tumen Secretariat, Trade and Investment Synergies in the Tumen Region, prepared
by Geoff Wright for TREDA Advocacy Workshop 2000, Mar. 2009

Major forgign investors in the Tumen Region are the investors in the area because of their higher domestic ¢osts
ROK. Japan, Hong Kong and the USA ROK is the largest of production, their need for natural resources and their
foreign investor in the region. and Japan is the second aeo-political proximity. US investors have been attracted
investor. However, up till now the DPRK goverament has 10 a wide range of industries in Primorsky (such as soft-
not permitted ROK investors to set up their enlerprise in drink bottling and trading) - reflecting West Coast US
RS7 In Yanbian and Primorsky ROK is relocating textile interests in strengthening economic ties with RFE
and garment manufacturing, and Tapan is concentrating on Among three countries in the Tumen Region, China is the
wood and food processing. Japan and ROK are natural largest investor especially in RSZ
1.2 China - Yanbian' carried out an open-door policy Hunchun City was

The first FDI enterprise in Yanbian wus buiit in 1984, declared an  “Open Border City” by the central
and by 1990 a total of only 44 enterprises had been set up. government in 1992, Hunchua's new border economic
In the 1990s however, the Yanbian Prefecture earncstiy cooperation zone began full scale construction in 1993 In

P pataiis for EDEin Yanbian can be taken from UNIDO Chings Tumen River Area fnvestment Guide : Yanbian/Huuchun 08 1008

__..;1.......




1596 and 1897, Yanbian was able to invite a large amount
of foreign investment whose amount was recorded as
US$230 million. As this result. the coatribution of the
private sector including FDI to fixed asset invesiment in
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Yanbian rose from 24.1% in 1994 10 46.1% in 1997, This
huge increase mainly resulted from the enormous increase
in the foreign-invested seclor

Table 3. Source of FDIin the Tumen Region {up to 1998)

{Unit: % Share of Actual Total FDI)

Yanbian RSZ Primorsky

RoK 53 o 25
Japan 11 9 19
Hong Kong 14 32

Malaysia 9 0

China - 23

USA 1% 26
Russia 2 -
DPRK - 0
Singapore 13 1 10
Thailand 17 0
UK 0.6 2
Other Europe 14 9
Other 0.4 7

Note:™ Karean Americans

Source: UNDP Tumen Secretariat, Trade and investment Synergies in the Tumen Region, prepared
by Geoff Wrignt for TREDA Advocacy Workshop 2000, Mar. 2000

Table 4. Total Fixed Assets Investment by Sector in Yanbian

{Unit: million RMB, %}

1594 1897
Amount Proportion Amount Proportion
State-owned sector 2,059 65.9 1,439 43.7
Collective sector 310 9.9 335 10.2
Private sector 754 241 1,520 46.1
{Foreign-invested sector) {65) {2.1) {1,034} {31.4}
Total 3,123 100.0 3,295 100.0

Source: Yanbian Statistical Yearbook, 1998

However, the economic recession ol east Asia,
particularly the ROK's economic crisis in 1998 brought a
significant reduction in foreign investment in Yanbian,
For instance, the amount of implemented foreign
investment in 1998 was cut to less than haif of that for the

previous year. The cumulative amount of foreign
investment contracts made until September 1909 totaled
US$580 million: of which US%480 mitlion was
implemented investument.

Table 5 Trends of FD{ in Yanbian

{Unit : million USS$)

until 1994 1985 1996 1897 1998 Jar.-Sep.1898)  Total
Contract basis 125.4 1671 110.3 B7.3 64.1 60.0 580
Arrival basis 103.8 78.3 133.9 94.5 46.3 25.0 480

Source

1.Contract basis
- until 18994 UNIDO, Yanbian ; A special guide on the conditions for toreign investment 95
- 18995 Jilin Statistics Yearbook 1996
- after 1886 and totalidata of Yanbian Foreign Trade & Economic Cooperation Bureau

2, Arrival basis
- until 1997 :UNIDG, China's Tumen River Area Investment Guide '98
~ 1998 Statistic Bureau of Yanbian Prefecture, Statistics of Economic and Social Development in

Yanbian Prefecture, Mar. 1999

- Jan.-8ep.1999 and Totalldata of Yanbian Foreign Trade & Econamic Cooperation Bureau
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Foreign investment concentrated on the major
industries of Yanbian such as forestry. apparels, food
processing. live stock furming, tourism and services. The
manufacturing industrics accounted for (5 3% of the total
amount of foreign investment contracts as of October

1999, Foreign investments in Yanbian have been
motivated by abundant rich natural resources and low-cost
production factors, such as in expost-pracessing industries
Catering services and entertainment accounted for 11.7%,
and agriculture and forestry for 8.7%.

Table 6. ED!in Yanbian by Industry (based on contracts until Oct. 1989}

{Unit : No. of Projects, million U85, %}

Ho.olProjocts] Amount T ndusmg;" ;:mmum Fareign lnves Tment by industey
Tola 579 SEG.95 | 100.00 =
Acricurturn & forestry8fishing 385 50,49 8t
Hanutas-f Sub.Tolal 435 379.11
furing
Rostaurants K : L 1 %
Enterainment 27 55,01 3 50 100 150 200 280

Source : Data of Yanbian Foreign Trade & Economic Ceoperation Sureau

The total number of foreign investment enterprises in
Yanbian until September 1999 were 1,274, but in actually
only 570 companies, because 704 companies were
withdrawn or changed into domestic enterprises -

Major foreign investors inYanbian are ROK. Hong
Kong and Japan. About 60% of foreign investment in
Yanbian come from ROK.  ROK capital had made 689
contracts for irwestmcnf‘by 1998, which amount 1o
USS$380 million in total (adding the year-by-year
investment amount permitted by the ROK government}
Withdrawals or mergers of invesiment, however, have

affected the FDI of ROK in Yanbian As of June 1999,
there were 323 ROK companies in business with a total
contracted investment amount of US$320 million, ameng
which US$220 million were in implementing investment.
ROK investment encompasses the whole range of industry
in the Prefecture. In particular, investment in the
manufacturing sector is the greatests, amounting o 68%.
Within the manufacturing sector, ROK companies have
concentrated their investment on food processing.
apparcts, forestry, plastics, and electronics.

Table 7. Trends of the ROK' s FDI in Yanbian

{Unit : million USS§)
[ 1490 1851 1992 | 1493 1684 t995 | 1896 1997 1598 Total | untl 1098 Dan-fin 13330kl Jun 1959
Ho.gf Cas% 2 5 38 134 124 341 &0 92 78 589 38 323
Contract basel 0.6 a5 U S5d0 | 5708 | 7180 | 448 | 68.37 |} 2351 3540 | 483.75 | 28480 | 0475 | 319.65
Arvaibasel 0,38 188 o Ra0r | dbir 1 2302 | 8406 | 4727 | 1543 | 23334 21493 830 | 22261
Source : Bank of Korea, Current situation of Fareign Direct Investment enterprises

Data of Yanbian Foreign Trade & Economic Cogperation Bureau

k

Japunese investors established 66 enterprises in
Yanbian as of September 1999 mainly in wood and food
processing businesses, including a total investment amount
of US%23 million for the three years between 1998 to
1998  Although Malaysian investment in EDI projects is
small, they recorded a total of USS37 million in contracts
involving hydropower and wood-processing businesses in
1997 in 1998 USA signed a contract for a tobacco project
mat involved a total investment of US$14 miltion.

The proportion of FDI enterprises in ail manufacturing
production has risen consistently, from 2.8% in 1093, 10
13 46 i 1097, and to 17.3% in 1999 {January - August}
And they are also the pillars of expost in Yanbian, with
export totaling US$59 million in 1699 (January - September),
it accounts for B0. 7% of the total export of Yanbian !

1.3 DPRK -Rajin-Sonbong®

Foreign investors have realized FDY in RSZ reaching
LIS$88 by the end of 1998 Investment in the infrastructure
and service sectors (notably telecommunications and hotels)
constitutes the vast majority. Transporl, construction and
tourism have also been important businesses of FDI in RSZ
As for the banking sector, the DPRK government established
the Foreign Investment Bank Law in 1993 in order to promote
financing of foreign investment Encouraged by this law, the
ING Bank of the Nethertands and the Peregrine Bank of Hong
Kong established joint stock banks, but both had withdrawn
from the Zone by 1998 because of management dullness.
Manufacturing, in contrast, only made up a tiny proportion,
amounting to less than 4% ol foreign investments by 1097

? Hearing from Yanbian Foreign Trade & Economie Cooperation Burciu in September ]

3 Peuils for ROK's FRI in Yanbian can e tuken from Lee. Chan-Woo, The Ruie of ROK s Investmeat in the Ecopomie Development of the Yanbian Prefectune in

Chiny. ERINA REPORT Vol 331 Deecemnber. 1088

1 Yunbian Peoaple’s Broadeast lasp:fiwwse-yj i eninfu pet/vbnew/Kybgb/ HIBR11/17

§ Details Tor svestment Clioate of RSZ can be taken from UDDP UNIDO DPRKorea s fnvestment & Business Cuide 08, 1806
§ TRADP Tumen Secretarint Tamen Update, May 1099 Issue | pl Data of the CPEEC{August 1098} shows the FD ia RSZ us 1JS$7680.85 million in contract

base and USSAO B2 million inarrival base
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Table 8. FDIin RSZ by Industry (based on arrival until 1997)
{Unit : thousand USS$ ,%)

AgrifForest/Marine Manufaciuring
Industry ) , Marine Food Ceramic | Petroleum | Textile | Transport Manufactwing| Totat
Agriculture | Forestry Products | Processin Industry | Progessin Industry Machiner | industries
Arrivai 63 651 1,806 115 612 745 0 200 505
Praportion (%6) 0.1 1.1 3.4 0.2 1.1 1.3 0.0 G.0 0.9
4.7 3.4
Industry Infrastructure, Service
Telecormmu- Hatel Construction . . . . Foreign
hication Business |8 Real estate Finance |Transportation; Touriss | Distribution Trade Others
Arrival 10,000 8,194 8,150 7,600 6,543 4,417 1,126 843 6,500 57.920
Proportian (36) 17.3 141 14.1 13.1 11.3 7.6 1.9 1.2 11.2 1000
91.9

Source : CPEEC, August 1998

However, 32 of the 38 new forcign invested enterprises
registered in the first half of 1998 were in the manafacturing
sector. in particular in apparel, foodstuff (including fish and
other seafood) processing, traditional pharmaceuticals and
wood processing

In terms of the investing countries, Chinese investment
set up 63 enterprises in RSZ, which constitutes 565 of ali
113 foreign enterprises, but in amount base constitutes oaly
about 20% of all FDI due to their business activity being
concentrated in small commercial sector Hong Kong
investors in RSZ by 1998 had taken the lead in terms of value
and project scate, with 35% of alt FDI actually arrived (but
only less than 10% by number of enterprises). Most notable
were the Emperor Group's hotel and casino project (Seaview
Casino Hotel : first stage investment US$60 million), which
partly opened the casino in July 1999 Loxley Pacific
Co.Lid of Thailand has a USS$ 28 million contractual joint

verture telecommunication concession in RSZ. By 1998
Jupanese investors had over 20 foreign investment
enterprises, with an accumulated value of US$10 million,
raaging from tourist hotel to restaurant, and seafood and
waod processing  Although ROK has many companies that
would like to invest in the Zone, not a single investment has
been made to date.

1.4 Russia - Primorsky

Camulative foreign investment in Primorsky as of the
end of 1998 was US$440.2 mittion. and was concentrated in
service sectors such as communications, transport and
utilities, and municipal services. Broken down by nationality
of investor, the USA accounted for 26.6% of total FDI,
followed by ROK (25 3%), Japan (18 7%) and Singapore
(£.6%%).

Table 9. Cumulative FDI in Primorsky by Industry (end 1997}

{Unit: million USS, %

Category Amount Share{%)
Tatal FDI 383.9 100.0
Mining 19.9 5.2
Manufacturing Subtotal 100.7 26.2
Food processing 72.0 18.8
Wood processing 23.3 6.1
Services Subtotal 263.0 68.5
Utilities and municipal services 98.9 25.8
Communications 56.8 14.8
Market services 52.4 13.6
Transport 33.7 8.8
Trading a.1 2.4

Source: Statistical Committee of Russian Federatien, Social and Econamic Social and Economie Situation of Bussia in 1997

Note: Not all categories of FDI are shown in the breakdown.

As of Fanuary 1999, 244 enterprises with foreign
investment were registered in the Nakhodka Free
Ecoromic Zone (NFEZ). Most of the investments are
concentrated in telecommunications, wood processing,
trading and the marine indusiry. The share of these
enterprises in the output of foreign-invested companies in
Primorsky is 456"

2.ncentive regimes, the investment environment
for foreign companies in the Tumen Region
2.1 China - Yanbian
2.1.1 Incentive regimes”
Yanbian offers a generous tax system and other
incentives to foreign investors than are available in other
parts of China. The main characteristics of the incentive

7 The Information Institute of the Hokkaide Shimban. Carrnt FPoreign Investment in the Primorsky Territory. September $009 p 13

¥ Dewits for the Investment Climate of the NFEZ can be taken from Nakhodka Free Econamic Zone Admimistrative Committee A Business Guide of Nakfodka and

the Free Economic Zone 189081890 Edition

¥ Details for the incentive regines of Yaubian can be taken from SNIDO China’s Tomen River Arca fnvestaent Guide - Yanbiga/Hunchun 18, 1098 ppl2-17
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regime are as fotows:

@ Mos! foreign manufacturing enterprises in Yanbian
pay corporate income tax at a rate of 12-15%, which
is either equal to or below that paid by foreign
investors in China's major opencd areas.

@ Yunbian government relunds paid income tax for one,
two or three years from the sixth profit-making year
depending upon the size of the investment

@ In Hunchun, meanwhile, all types of FIEs with
contracts of over ten years duration. are exempt from
any income tax for the first three profit-making years.

@ Yanbian also offers land-related incentives in
addition to land-iease rates being jower thun in RSZ,
{for example. Thus, foreign investors can rent
manufacturing-use land (including land development
fees) for US$17-20 / m' for a 50-vear lease.
Furthermore, for lump sum lease payments by foreign
investors, Yanbian authorities refund 20-70% of the
lease amount.

Furthermore, the regime of local administrative charges
which had been criticized by investors was reformed in
May 1998; separate colleciion of charges by different
administrative units changed 10 a unified system, and some
charges were abolished and others reduced by 50%

2.1.2 Investment environment '’

The generally good invesiment envirenment
notwithstanding, FIEs operating in Yuanbian continue to
have concerns:
® Laws and regulations change frequently owing to

incomplete legal and institutional systems:

@ Rules and procedures are often not properly
transmitted from upper to jower levels of
administration.  For example, implementation of
reforms in the system ol administrative charges often
takes a long time:

@ Foreign investors stitl feel that the system of
adiinistrative charges is an impediment to business;

@ Enpergy charges are high and must be paid in advance.
For example, electric power for industrial users costs
RMBO.6/&kWh, which includes various administrative
charges and is three times the amount received by
electricity producers of RMBO 2/kWh

@ The sewage and waste lreatment system is
inadeqguate.

2.2 DPRK - Rajin Sonbong

2.2.1 Incentive regimes
The incentive regime for foreign investors in DPRK 15

generous, and has the following main characteristics:

@ The corporate income lax rate is 14%, and only 10%
for investments in high techaology, resource
development, and infrastructure,

@ Customs duties are not imposed on goods for transit
of re-export, nor on capital equipment imports for
foreign invesiment projects. Also, materials for

processing such as raw coton, raw wool, synthetic
fabrics, timber, wood chips, raw hides, plastics. grain
and fruit are imported duty-free.

@ Customs rates are lower than in China, with the
frighest rate (18%) applying to alcohol, cigarettes and
cars  The range of wrnover taxes (vajue added tax
and business lax in China) is 3-9%, which is jower
than in China.

Land leasing costs in the Rajin-Sonbong Zenc,
however. which include a land development fee, are
higher than in Yanbian. For example, manufacturing-use
land leases may cost US$35-45/a7, which is twice as high
as Yanbian (USS17-20/n1). The higher rates reflect the
belief that foreign enterprises should cover basic
infrastructure costs such as land leveling, road
construction, water supply and drainage, electricity,
telecommunications and heating  An additional land
transfer fee is also charged for loss of farmland and rural
buildings.

2.2.2 Investment environment
Current and potential foreign investors in the Zone

recognize the progress made but stress the need for

improvement in the following areas:

@ Despite the 50-day limit for approval of joint venture
projects, investors argue that the negotiation process
with local partners in the Zone is complicated, and
that this extends the overall time required for
approval

@ Approval of investment projects in general can take a
tong time beecause negotiztions with Zone authorities
depend on regular consultation with central
govemnment:

® Foreign investors are not allowed to recruit
employess freely, since they must be supplied by the
labor exchange in the Zone;

@  Visiting the Rajin-Sonbong is not easy, particularly
for citizens of ROK, Overseas Koreans, including
those of ROK, are potentially important investors for
the Zone, and the Tumen Reglon as & whole.

2.3 Russia -Primorsky
2.3.1 Incentive regimes '

[n principle, foreign investors in Primorsky Territory
receive the same treatment as domestic investors in
accordance with the “Investment Activity in the
Primorsky Krai Law”  (enacted in December 1997) The
local tax regime which therefore appiies to foreign
investors is, however, unfriendly suffering from high tax
rates, frequent changes, and complexity. For example,
income tax 1s 35%, VAT is 20% of turnover, and
employer tax - including pension and social security
contributions - is 39% of total employeec wages.
Businessmmen assert that it is almost impossible 1o survive
if all the required taxes are paid, :

W9ty refund of patd income tas is for e sisth year onby in the case of investments in the RMB2-5 millions range for the sixth and seventl year for RMB 5-19

investments miflion for the sixth o eighth year for RMBIG-50 mitlion investments and for the sixth to ninth year i the case of investments exceedingRMBH0
ll:nil!inn See. UNIDO Chin s Tumen River Arca Invesunent Guide: Yanbian/Hunchun 1998 pp 1115
Detaits for the incentive regime of RSZ van be taken from UDDP UNIDO DPRKorea s fnvestent & Business Guide DS 0BG ppl2-i8

2 80urce : KOTRA Tnvesonenr Guide to Far Ease Russia December 1998 (in Korean)




The current investment incentive regime in Primorsky
for foreign and domestic investors is as follows:

@ An income tax holiday for the first 1wo years
{followed by 506 and 25% reductions in the third
and fourth years respectively) for manufacturing,
agro-processing, consumer goods production,
pharmaceutical produets, and housing construction
However, the share of sales from the project’s “core”
activity should be at least 70% during the first 1wo
years and 90% thereafier;

@ An additional 50% reduction of income tax
(Primorsky’s share) for the peried of complete
recovery of investment costs, but for no longer than
three years;

@ Leasing ventures are entitied to a 90% 1ax reduction
for the first two years and a 80% reduction for the
following three years;

© Customs duties and VAT on machinery and
cquipment are either reduced or waived according to
the amount of imports, and duties paid on raw
material imports for processing and re-export are
refunded by the Primossky authorities .

2.3.2 Investment environment
Overall, the investment environment in Primorsky is
poor, and the government appears to be unenthusiastic
about attracting foreign invesiment
Foreign and domestic businesses operating in Primorsky
indicated the following problems with the investment
environment and procedures:
@® The regulstory environment is highly uncertain,
characterized by freguent changes, and the
discriminatory application of rules, regutations and
incentives;
An underdeveloped banking system;
A complicated, unfair and unstable tax system
characterized by extremely high rates;
@ Vurious discriminations against the Russian Far East
compared to Moscow in the area of trade privileges;!”
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2.3.3 Nakhodka Free Economic Zone

The Nuakhodka Free Economic Zone was established
in 1890, before the break-up of the Soviet Union with »
land wrea of 4,579k, and a population of over 220,000
Initially envisaged as one free trade zone, the concept of
the FEZ evolving inte a limited number of customs and
export free zones, suthorized by the federal legislature, but
the appropriate law on the cconomic staius of the zone
wias eventually not approved by the President. Therefore,
many foreign comgpanies that enthusiastically registered
proposed investments carly or later withdrew. Only a tew
foreign investors of telecommunication and transport
stayed, such as Nakhodka Telecom, Rokotel, Vostochny
international Container Service, It could be said that there
has been no substantial progress towards the realization of
a free economic zone

in view of these implementation problems, the
Administrative Committee of the Zone (ACNFEZ) has
attempted to focas on two industrial park sites: the
Russian Korean Industrial Complex (RKIC), and the
Pacific Industrial Park. Only the RKIC is being actively
promoted as of 1999, in cooperation with the ROK
government. Despite being discussed by the leaders of the
two countries in 1992, a working agrecment beiween the
Korean [Land Corperation and ACNEFZ was not reached
until 1995, and the governmental agreement was signed in
May 1998 However, the legislation package stili has to
be ratified by the Duma, Russian parliarment, which is not
an insignificant hurdie. Thus, the RKIC is still greenfield
with plans having only progressed to discussions of the
necessary industriad infrastructure, and not to the types of
industry or company that should be targeted.

3. Potential Sectors for Investment
3.1 China - Yanbian:

The following table summarizes the strengths and
weaknesses of Yanbian Prefecture affecting the
mvestment environment:

Strengths

Weaknesses

L. Geographical proximity to DPRK. Russia and the | 1 Geographical distance from mujor domestic
seq: distances 10 DPRK, Russia, ROK, and Jupan are | markets and ports of the three nosthenst provinces:
shorter from Yanbian than elsewhere in China Changchun, Shenyang, and Dalian

2. Landlocked focation and lack of cfficient access to
eisl coust ports, due to hard and soft infrastruciure
constraints, and of regalur services from those posts

d- The Korean ethnic community (39% of the 1997
pepulationk: trade and investment relations between
Yanbian and ROK have grown rapidly over the last
decade. and Yanbian kas good communications with
DPRK

3. A tow-cost, skilled and disciplined labor force: FDI | 3 Lack of supporting industries, including parts
using new technologies. combined with monthly | manufacturing. The domsestic banking system is also
wages of USS70-80, produce fevels of productivity | weak

similar to southiern China

4 Natural resources including water, wood and herbs
{or traditional medicine

4 Inadequate living infrastructure in border 1owns,
and underdeveloped facilities for tourists.

A Tourism resources: Changbaishan (Mt Paskdu) is
the holy mountain for all Koresns: Fangchuan in
Hunchun near the sea could be a tourist attraction in
the border aren of the 3 countries

5 Underdeveloped  international access routes to
Yanbian, sotably the airport which only operates
domestic services.

¥ Apparently only o few organizations have trding privileges in Primorsky such chat it is often cheaper 1o impor geods through Moscow rather than directly theouglh
RFE poris

— i —
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In developing a strategic investment plan for the
prefecture, Yanbian should focus on “export-oriented
manufacturing and processing industries” based on the
assumption of improving {ransportalion access 1o the coast
and neighboring markels. Potential sectors for investment
include:

(1) Timber processing / construction material industry -
additional timber resources can be drawn from Russia.

(2) Food processing industry - products based on
mushrooms, vegetables and fruits have potential for
export to ROK and Japanese markets.

(3) Pharmaceuticals - modernization and expansion of the
oriental medicine industry could be targeted using herb
resources from the Changbaishan (M, Packdu) area,
with output shipped lo domestic and East Asian
miarkets

(4) Textiles and Apparel - using abundant water supply.
some local inputs and the low-cost labor force.

(5) Supporting industries such as lransportation,
packaging, printing, and construction materials, which
will be in increasing demand with industrial growth.

(6} Tourism - based on the attractions to Koreans of
Changbaishan (Mt Packdu), although tourist facifitics
and international access to the prefecture need to be
improved. Attracting tourists in the winter scason will
be a problem

2.9 DPRK - Rajin-Sonbong

The following table summarizes the strengths and
weaknesses of Yanbian Prefecture affecting the
investment environment:

Strengths

Weanlinesses

condition with hundling capacity of fonr million tons
of cargo per year  The port is superior to Zasubine
and Pasiet, and has room for Turther expansion. There
is o dual gauge ruflway 2CCess 10 Khasae, Russia

1 Rajin Port: the facility is oid but in overall good

Poor infrastructure: the road network  is

underdeveloped and surface conditions sre poor. The
raifway is old and in need of modernization.
Electricity and fresh water supply is inadequate for
futere industrial and residential use The waste
sreatment sysiem is also inadequate, and social
infrasteuctures such as  healthcare and  heusing
facilitics are underdeveloped

9 Tourism resources: e beautiful coastal beaches are
4 valuabie tourist resource. and can easily attragt
(ourists from inland China who want 10 cnjoy
swimming, fishing, and seafood Mt Chilbo, 2
peawtiful coastal arca, is about 145km from Rajin Port

9 Geograpliical remoteness from domestic markets:
domestic sources of demand are remote and
underdeveloped, giving RSZ a disadvantige in any
manufacturing industries

3. Labor cost and quatity: The Zone' s minimum wige
is USH80 per month for unskiticd workers, with no
additional social contributions o pay. The entire
workforce has completed 1 years of high-quality
compulsory education

3 The absence of a market mechanism o support
cconomic growth in the Zone. and dependence on the
central  government  in some decision-making
processas

4 Naturat resources: the Zone is rich in muarine
resources and forest products such as pine mushrooms
and ortental herbs

4 Access for tousists is complicated, and tourism
resources are underdevetoped

% Tay regime: the Zone has the most agdvantageous

% Supponing industries (or functions) and business

tax regime of the three sub-regions infrasteucture are largely sbsent or inefficient (c g

packaging, guality control, selecoms)

In developing a strategic investment plan for the Zone.
the authoritics should give priorities to the “Gateway”
concept, “tourism” and “export-oriented manufacturing
and processing industries”

(1) “Gateway " concept : This function is the foundation
for the growth and development ol the Zone, and for
much of the Tumen Region Realizing the gateway
concept involves securing investment in the other
infrastructure components to complete the “corridor”,
namety road and rail iransportation,

of Yanji airport with helicopter link; improvement of
tourist facilities including hotels; and, o some extent,
how 1o attract visitors outside the peak season.

(3) “export-oriented processing industries” : These
industries include perhaps: marine products,
pharmaceuticals (traditional medicines); timbev
processing, ceramics and bricks, apparel, and cralting
raditional art products, These industries can be
fostered using smatler companies witly relatively little
investment

2) “tourism’ ¢ The beawtiful coastal scenery, including

Mi Chilbo and beaches, as well as the new casino

complex. combined with abundunt seafond is altractive

| 1o landlocked Chinese and other tourists Key
problems 10 tackle arc: infrastructure deveiopment,

; such as roads, railwuys, and the international upgrade

3.3 Russia - Primorsky

The following table summarizes the strengihs and
wenknesses of Primorsky Territory as they alfcct the
investment environment:
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Strengihs

Weaknesses

i Primorsky has a high-guality, skilled labor force
with strong technical capabilities, and the overall
educationa! background is good

1. Underdeveioped banking system and shortage of
linangiud capitsd

2. There is & diversified network of internationad
transportation infrastructure inciuding port facilities
{Vostochny. Nakhodka. Vladivostok), a rail network
and internnsional airport. This makes the region an
excelient transportation hub with efficient connections
o continental Europe, Central Asii, Northeast China,
Asiu Pacific and North America

2. Poor soft infrastructure (tax system, legal system,
CUSIOMS BTANZEMENtS)

3. Primorsky has abundant supplies of a variety of
natural resources {fish, tiember, conl méneralsy

3. Poer living conditions {criminal, medical. water
supply and sewerage systems)

L An ottractive tourist destination for the historic ity
of Viadivostok and areas of ecological interest

4 Remoteness from major domestic markets

In developing « strategic investment plan for southern

Primorsky including both the Viadivostok area and the
Khasan District the authoritics should focus on the
following arcas

(1) Southern Primorsky as a transportation center
Nakhodka snd Viadivostok could build upon the
excellent rail and port infrastructure by improving
warehousing and distribution functions, while port
modernization should be the priority for Zarubine and
Posiet in Khasan District.

(2) Fish-processing and cuiture {KKhasan, Nakhodka)

(3) Timber processing {(Nakhodka}

(4) Ship repair {(Nakhodka) and
modernization {Khasan)

(5) Infrastructure improvement: municipal water systems
(Vladivostok and Nakhodka); power plant
(Nakhedka): and in the longer term the Sakhalin gas
pipeline

fishing fleet

(6) Industries atilizing focal technological skills (drawn
from military industrial experience)

(7) Agriculture: Cattle-breeding and soybean production
{Khasan)

(8) Tourism: Passenger boat segvices between Primorsky
and the east coast of ROK; hotels, museums and other
tourist aitractions in Viadivostok area; and ecotourism
in Khasan.

3.4 Recommendations/Requirements/Priorities

The following table gives a summary of possible
investment priorities for each of the three riparian member
sub-regions of the Tumen Program. There is clearly a
certain degrec of complementarity in the potential
investment profiles of ihe three regions, such that greater
sub-regional integration would enhance the prospects for
each member,

China
Yanbian

DPRK
Rajin-Sonbong Zone

Russia
Primorsky Territory

1 "Export-oriented”
manufaciuring

1. "Gateway™
@ Transit transportation

1. "Gateway"”
@ Transporiation center

© Timber processing
@Food processing

@ Traditional medicines
@ Textiles and apparel

2. Tourism

2 Tourism

3. Fishery and seafood processing

4. Export processing

2. Resource-based industrics
@ Scafood processing

@ Timber processing

© Agriculture

3. Technology based indusiry
© Ship repuir

@ High-tech industry

4., Tourism

— 48 —
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Foreign Investment and the Regions in Russia

Iwao Ohashi”

Overseas Research Department , Japan External Trade Organization (JETRO)

1. Introduction

Mr. Viadimir Putin formally assumed oftice as the
second presideat of the Russian Federation on May 7,
2000 With his inauguration Russio entered a new era,
fotlowing the Gorbachev era (at that time it was the Soviet
Union) and the Yelisin era It can be also be said that the
development of foreign investments in Russia entered a
new stage

Of course, it is still very early 1o foresee how the
environment for foreign investment will change, and what
the actual performance of foreign investments in Russia
under the Putin administration will be. However, it is
certain that the feelings of stagnation of reform
characteristic of the end of the Yeltsin era have [inaily
given way with the arrival of a young and physically
healthy president. Generally speaking, foreign enterprises
with interest in investing in Russia seem to recognise that
the Russian situation has passed one threshold.

When he was still the acting president and prime
minister, Mr. Putin often showed his political intention o
promote investment, domestic and foreign, into the real
economy and 10 improve investment environments
through the strengthening of legal disciplines in socicty.
Although there are still a lo! of uncertainties as to what
concrele economic policies President Putin's new
government may pursue, foreign enterprises feel there are
more expectations than anxieties towards Mr. Patin's
foreign investment policy.

This essny atternpls 1o provide a general overview of

foreign investment in Russia at the moment Russia’s new
president assumed office by paying primary attention 1o
the regions in Russia

2. Importance of the Regional Factor in Foreign
Investment in Russia

Russia is a very vast country, which has the world's
largest territory (17,075,400 ki according to Russian
official statistics, about 46 times as large as Japan).
Occupying a large part in the Eurasian continent, Russia
stretches for more thar 10,000 km from West to East and
inciudes 11 time zones.

Russia's regions have a wide variety of characteristics
For example, there are regions characterised by steep
mountain ranges, similar 1o those in nosthern Caucasus, as
well as regions in the extreme north plaing covered with
permancently frozen carth called permairtost. There are
regions where the local calture have been affected by
industrial development for centuries, while at the same
time there are regions where modernisation only began in
the last part of this century. In faci, Russia is a federal
state consisting of 89 provinces or “subjects of the

federmion ", b.e regions with strong local autonomy.

The Soviet Union was a solidly centralised state,
however local governors have acquired strong
administrative power in the newborn Russian Federation,
In the past when a foreign enterprise wanted to do
business in a region of the Soviet Union, be it a joint
venture or the installation of equipment at a faciory, its
direct counterpart was almost always a foreign trade
organisation or some other organisation located in
Moscow. Neither regional governments nor city offices
were the direct counterparts in negotiations with foreign
enterprise. Nowadays the situation is quite different. I a
foreign enterprise wants to do business in a region of
Russia, its major counterpart is usuatly located in that
region and aot under the direct control of an organisation
in Moscow. It is important to note that in Russia some sort
of relationship with regional authoritics is important.

It has been recognised that there are a number of
differences among regions in terms of their political
attitudes towards businesses by foreign enterprises in their
territories. Some regions are eagerly pursuing policies for
transition to a markel economy and the attraction of
foreign investrnent, while other regions are very cautious
in opening the local cconomy to foreigners or are inclined
to provide permission 10 private businesses on a case-by~
case basis only.

In Russia, a country with vast territory and diverse
regions, national statistics do not necessarily represent the
real situation of the country. Take for exampie personal
consumpiion There are regions like the cily and the
region of Moscow, with a population of about [Gmillion,
that have by far the largest consumption market in Russia,
There are also regions with extremely low population
density, such as the Republic of Tuva and the Chukchi
Autonomous District. If there is such a wide
differentiation by region, how could we assume that the
national mean of the personal consumption per capita, for
example, wouid refiect the real situation of any part of the
country? Therefore the observation of Russia on the
regional level is key to understanding the Russian
economy.

Immediately after his inauguration President Putin
signed a presidential decree to establish seven “federal
districts” in the territory of Russia, which are 1o come
above its 89 provinces. [n each district a presidential
representative was assigned. Observers point out that such
a move by the new president must be a part of his plan
towards re-centralisation of Russia's federal system, Of
course, one or 1wo presidential decrees will not be enough
to change the political and legal relationship between
Moscow and its regions, and should be seen as only the

F Iwao Ohashi is on the staff of Japan Extermal Trade Organisation (JETRO) However (he views and opinions expressed ia this essay are the author's personat and

de ot necessarily reflect the officiul position of the organisaticn
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beginning of some possible changes in the state system

3. Diverse Environment for Foreign Investment
by Region

[n the same way that the 89 regions show a variety of
characteristics each region has a very distinct and diverse
investment environment

There are regions where there are some well-
developed sectors of heavy industry, while other regions
are characterised by a large consumplion market with a
large population. There are regions, located in the
periphery of the national territory, where industrial
infrastructures have not been well developed and remain
in a poor state, while there are regions where the
development of natural resources are relatively advanced.

The Russian magazine Ekspert ranks the investment
environment of all the regions in Russia every autumn,
True, there is some obscurity in the ranking, and it does
not seem always plausible. However, # is still interesting
material to overview the differentiation between
mvestment environments by region in Russia,

The Ekspert evaluates merits and risks in investment
in the 89 regions in Russia. When considering merits, the
magazine ranks the regions in eight aspects: consumption,
labour force, production trend, infrastructure, financial
sHuation, R&D, market institwtions, and natural resources
As for the risks, the regions are ranked according to seven
aspects: legal, political, financial, economic, social,
criminal and ecological. According to the ranking for
1998/98, the top 10 Russian regions which boasted the
strongest investment merits were: Moscow City, St
Petersburg City, Moscow Region, Sverdlovsk, Samara,
Krasnoyarsk, Khanty-Mansi Awtonomous District, Perm,
Nizhegorod, and Kemerovo. These are regions with either
a developed industrial basis and large cities or with
specific mineral resources.

The top 10 Russian regions which were recognised to
have the least investment risk were: Moscow City, St
Petersburg City, Republic of Tatarstan, Belgorod,
Kaliningrad, Moscow Region, Novgorod, Nizhegorod,
Tver and Yaroslavl Every one of which are located in the
European part of Russia

Meanwhile, in the same Ekspert ranking, the worst
10 regions with the least investment merits were: Nenets
Autonomous District, Koryak Autonomous District, Agin-
Buryat Autonomous District, Komi-Permyak Autonomous
District, Ust-Oldyn Buryat Autonomous District, Republic
of Altai, Chechen Republic, Republic of Kalmykiya and
Republic of Tuva These are industrially underdeveloped
areas in the Far East, Siberia, North Caucasus and the
South Russia

The 10 regions with the highest investment risks
were: Republic of Chechnya, Republic of Ingushetiya,
Republic of Dagestan, Koryak Autonomous District,
Chukchi Autonomous District, Bryansk, Karachai-
Cherkes Republic, Evenki Autonomous District, Yamalo-
Nenets Autonomous District, and Agin-Buryat
Autonomous District. These regions either suffer serious
ethnic conflicts or are located in the periphery of the Far
East and the Far North,

According to the State Committee of Statistics of the

Russian Federation, the gross inflow of foreign direct
investment into Russia in 1999 was US$4,260 million.
Among the regions, Sakhalin, where the large-scale oil
and gas development projects are ongeing, enjoyed the
largest gross inflow. It was US$1,028 38 million and
accounted for 24% of the total amount, Sakhalin was
followed by Moscow City (USS787.59 million),
Krasnodar Krai (US$495.565 million), Moscow Region
(US$390.02 million), St Petersburg City (US$272.01
million), and Leningrad Region (US3%236 17 million).

In the process of economic recovery after the
financial crisis in 1908, the developments of foreign direct
investment in Russia have begun to show some new
features. The inflow of foreign direct investment in 1999
increased by 27% against the previous year, when the
crisis resulted in a decrease of 14% to US$3,261 million.
At the same time, there was a change in the ratio of the
amount of investment by region. Before the crisis, it was
Moscow City that enjoyed the overwhelming share of the
total inflow of foreign direct investment in Russia. In
1997, for example, it was 78%, while St Pelersburg (3%},
Moscow Region (2%}, and Samara Region (29) followed
far behind.

However, in 1999 Moscow City's share of the total
inflow of foreign direct investment shrank to 18%, while it
expanded in many other regions, such as Sakhalin Region,
Moscow Region, Leningrad Region, St Petersburg City,
Kaluga Region, Novosibirsk Region, Tyumen Region,
Komi Republic, and Volgograd Region Thus, it seems
that some degree of geographical de-concentration has
taken place in the developments of foreign direct
investment in Russia after the crisis.

4. Policies to Promote Foreign Investment by
Regional Governments

Around 1995-96, when there was no clear policy for
the promotion of foreign investment by the federal
government under President Yeltsin, some regions began
to work out active policies to attract foreign direct
investment to their own territory.

For example when Mr. Boris Nemisov, currently
Deputy Chairman of the State Duma, was the Govemor of
Nizhegorod Region he actively appealed to the central and
regional governments of Europe and the US as well as
large multinational enterprises to invite foreign capital
into his region. He also tried to attract foreign investment
by setting up special tax-exempt zones ina selected
factories in transition from military 1o civilian preduction,
The governments of Tatarstan Republic and Kaliningrad
Region also actively pursued their own policies to
promote foreign investment.

One such region, which has become known even in
Japan as one of the promising regions for foreian
investment, is Novgored, focated in the western parl of
Russia. Novgored is a small region of 55,300 ki with
739,000 inhabitants, but it succeeded in being recognised
as a favourable invesiment eavironment has been
recognised not only in Russia bat also in the West

In Novgorod Region a British confectionery
enterprise Cadbury constructed a new chocolate fuctory in
1895 and production started in 1996 A Danish




confectionery enterprise Dandy, also started operation at
its chewing gum packaging factory in 1896 and the
construction of a preduction factory was started in 1998
There have been a few plyweod {actories constructed with
foreign invesiment, by a Finnish company for example,
and a heat insulator factory constructed and operated by a
German company The gross inflow of foreign direct
investment in Novgorod has increased consistently since
1995, 1t was US$32 7 million in 1989,

Foreign investment is playing an imporiant role in the
regional economy of Novgorod. According to the regional
government, 62% of the region’s industrial production and
835 of the region's total export were made possible
through foreign investment. Foreign investment is
advancing into Novgorod in 2000 as well. A construction
material factory, funded by a German company, and a
tobacco-packaging factory, financed by Austrian
investment, are cwrrently under construction

Generally, there seem to be two reasons that
Novgoerod has been successful in attracting foreign
investment among the many regions of Russia. One reason
is the comparably favourable conditions for business the
region enjoys. Novgorod is very favourably locuated in the
middle of the route between the two fargest cansumption
markets of Russin: Moscow and St. Petersburg There are
well-developed transport systems, roads and railways,
crossing the territory of Novgorod, to and from those two
fargest cities, Moreover, located near the Russian western
border. Novgorod is a relatively short distance from the
Baltic and Scandinavian countries as well as Poland and
Germany. The region has few mineral resources, but the
forest, recreationat areas and sightsecing resources are rich,

The other reason is the consistent and stable attitude
of the regional government 1o open the local economy 1o
foreign capitals. Governor Mikhail Prusak (bern in1860),
widely known in Russia as one of young reformers, has
been enjoying the popular support by maintaining a stable
political regime since he took office in 1991, In 1994 the
region's legislature passed the Inw on preferential taxation
on enterprises, by which an enterprise with foreign
investment is entirely exempt from the regional corporite
iax untit its operation generates profits In the law,
“profit” is not to be defined by the existing Russian
accounting standards but by a standard proposed by
Arthur & Andersen. Thus, the possibility of the arbitrary
recognition of profits and taxation by the local tax
authority is aveided. As for the value-added tax, the

regional government is 1o refund the regional revenue of

VAT 1o an enterprise when it was newly registered In
addition to that, the regional government has dealt with
improvement of the local fand and real estate markets with
assistance by the Swedish and US governments. It is
possible for a foreign enterprise to obtain a ot of land
with relatively clear ownership rights or to lease the and
with priority purchase rights.

After ail, the Ekspert runks Novgorod as the best
region ol Russia in 1998/99 in terms of legal risks

5. The Recent Developments of the Japanese
Investment in Russia
According to the Russian official statistics, the
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cumulative gross inflow of foreign direct invesiment from
Japan at the end of 1999 was US$152 million. {t accounts
for only [% of the entire inflow of foreign direct
investment in Russia and places Japan in 10th position, far
below the US (3G%). Cyprus (21%), Germany (8%), the
UK (6%), and Holland (5%}

Acitually. it should be taken into consideration that
this statistical data concerning Japan somewhat
underestimates the real level of Iapanese presence in
foreign investment in Russia. For example, the two large-
scale o1l and gas development projects off Sakhalin {sland
are not statistically recognised us Japanese investment, in
spite of the large capital injectioa by a group of Japanese
companies there. The other example is Japan Tobacco
Industry (JT), which purchased the forcign operations of
RIR Nabisco in 1999. JT has established JT International
BV in Europe on the basis of RJ Reynolds International.
But the two tobacco factories in Russia owned by RJ
Reynelds (to be transformed to IT International) are still
recognised as European investment and not Japanese.

When President Gorbachev opened the Soviet
cconomy to foreign investment, the first Japanese joint
ventures established were mainly focated in the Far East
and Siberia. These enterprises were engaged in timber or
fishery processing and then exporting these products to
Japan This rend continued in the 1990s, and at the end of
1997 the number of registered enterprises with Japanese
investment was 348, and among them 232 (67%) were
located in the Far East Only 82 were registered in
Moscow City where there were the bulk of enterprises
with foreign investment by other countries. Within the Far
East, 100 were in Sakhalin, 52 were in Khabarovsk, 51 in
Primorye. and 21 in Kamchatka. In Sakhalin fapan
accounted for 35% of the total number of registered
enterprises with foreign investment, the largest share
among ull countries.

However, in recent years Japanese investment in the
Far East has been in decline. There seem 1o be at least
three factors for this trend

First, there was a smali boom among Japanese
companies in the second half of 1080s to create joint
ventures, typically in fishery processing, in the Russian
Far East, but many of them didn’t survive.

Second, the preferential regime for export-oriented
international joint ventures, effective in the Gorbachev era
and the early Yeltsin era. have been gradually abolished.
Thus, a lot of Japanese joint ventures lost profitability.

Third, there have been frequent occurrences of
disputes between Japanese investors and their local
partners or the regional authorities in the Far East, like the
cases of Kiyama-Avia and Sakhalin Tairiku. It has
brought about a sharp deterioration of the reputation by
Japanese enterprises of the Russian Far East as an
attractive place for business.

There still seems o be a weak but a new tendency of
Japanese investment in Russia, more in the European part,
in recent years. Bridgestone has cstablished a sales
company, Michinoku Bank has established 2 local bank,
and Ajinomoto established a biotech R&D joint venture
all of which are located in Moscow, NEC has started
assembly of digital exchanges, and Hitachi has assembled
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semiconductors, both in St. Petersburg, AGC purchased a
factory producing glass for automaobiles in Nizhegorod
through its European subsidiary, Komatsu established a
joint venture in Ivanovo 1o supply parts tor hydraulic
excavators

6. Conclusion

It shouldn’t be said that economic relations with other
promising regions, those outside the Far East, are more
important to Japunese investors. On the contrary there are
a pumber of reasons why the Far East holds a particular
importance to Japanese investment in Russia.

First, the distance between Japan and the Russian Far
East, only & one-and-half hour Hight from Niigata Lo
Viadivostok is undeniably favourable to Japanese
businesses. There are also various direct and regular sea
lines between Japan and the Russian Eastern coast

Second, the largest consumer of the 1wo most
impartant export products of the Russian Far East timber

and fishery is Japan, It will be only mutually beneficial if

Japan co-operates in the development of the wood and
fishery processing industries of the Russian Far East.
Third, if there is a foreign country that is both

capable and prepared 1o co-operate in the development of

infrastructure in the Russian Far East by providing capitad,

technology and experience, it is Jupan. In 1999, assigned
by the Ministry of International Trade and Industry,
JETRO organised a series of feasibility studies on
concrete projects for the development of infrastruciure in
Russia. Among the eight selected projects five were in the
Far East, for example the FS on the Bureya hydroelectric
power station.

Fourth, the developmemnt of oil and gas in the Russian
Far East and Eastern Siberia, including Sakhalin, are vital
for Japan considering the increasing demard for energy in
East Asia as well as for the diversification of energy
supply sources for Japan in 215t century.

In spite of all these, Russia is stll a very large and
diverse country. From a purely business point of view, ie.
understanding merits and risks in the investment
environment in Russia, Japanese potential investors may
overlook apportunities if they see Russia only through the
Russian Far East. Some businesses may have merits in the
Far East, but others may prosper in the European regions
or the Urals Thus, it will be a reasonable way 1o seek
possibilities to increase investment 1o Russia il potential
Japanese investors select & more advantageous place for
individual businesses, iaking all regioas into
consideration,
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