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The Economics of ODA by Local Authorities: Possibilities for Yen
Loans in Collaboration with Local Authorities (Summary)

Hitoshi Yoshida
Visiting Researcher, Research Division, ERINA

The aim of this article is to evaluate from the
perspective of development economics the program of
collaboration with local authorities being implemented by the
Japan Bank for Internationa Collaboration (JBIC), in order
to identify ways in which local authorities can collaborate in
providing ODA. We ouitline trends in ODA reforms relating
to local authorities, which began in the latter half of the
1990s, and analyze JBIC's local authority cooperation
program in terms of the five evaluation criteria designated by
the Development Assistance Committee of the Organization
for Economic Cooperation and Development, viz. 1)
relevance; 2) effectiveness; 3) efficiency; 4) impact; and 5)
sustainability, as well as examining the programs
achievements and relevant issues.

Since the late 1990s, attitudes within the Japanese
government towards cooperation with local authorities have
become increasingly positive, and a policy turnaround can be
seen in the Medium-Term Policy on ODA, which is
ultimately determined by the cabinet. In 1999, in response to
this u-turn, the Japan International Cooperation Agency
(JICA) embarked upon a major reorganization program in
order to strengthen its collaboration with regional
governments and other bodies, establishing a new section in
the form of the Domestic Partnership and Training
Department. At the same time, it also initiated a new
program of collaboration with local authorities and is
boosting the number of its collaborative projects with such
administrations as Kitakyushu City, Saitama Prefecture,
Tokyo Metropolitan Government, Oita Prefecture and
Okinawa Prefecture, in fields that include environmental
protection, medical and health services, education and the
nurturing of human resources.

Although JBIC started somewhat later, in 2002, it is
also strengthening its cooperation with regional authorities,

having initiated yen loans through its collaboration with Gifu
Prefecture and Kitakyushu City. More specifically, it has
undertaken collaboration in the following four categories: A)
specia assistance for project implementation (for a regional
development support project undertaken by Gifu Prefecture);
B) pilot study contracts for ODA loans (for an environmental
conservation project undertaken by Kitakyushu City); C)
other commissioned studies (for environmental conservation
projects undertaken by Osaka Prefecture, Shiga Prefecture,
Kumamoto Prefecture, Osaka City and Kobe City, and a
water supply development project conducted by Kyoto
Prefecture); and D) seeking projects for local authorities and
undertaking PR activities (holding such events as the JBIC-
Loca Government Collaboration Forum).

Various issues arose in evaluating JBIC's activities
according to the aforementioned five criteria. The final
analysis is that sufficient relevance was discerned in the
program, and it is also likely to bear fruit in terms of
effectiveness, impact and sustainability. In other words, at
this point in time, JBIC's program of collaboration with local
authorities is consistent with the worldwide trend towards the
diversification of international cooperative actors and we can
conclude that this is a form of cooperation that can be
expected to yield sufficiently effective assistance.

One issue to be tackled by JBIC in the future is the
formulation of a strategy for its collaboration with regional
administrations. In the event that it embarks upon this, it is
likely to become necessary for JBIC to clarify its stance vis-
avis local authorities and gain their understanding, while
paying attention to A) the organization of the JBIC, JICA
and CLAIR (Council of Local Authorities for International
Relations) joint study group; B) developing a program aimed
at local authorities; and C) creating a framework within JBIC
for cooperation with local authorities.
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Growing International Use of the Trans-Siberian Railway:
Japan is Being Left Out of the Loop

Hisako Tsuji
Senior Economist, Research Division, ERINA

For quite some time, Japan's presence in international
container transportation on the Trans-Siberian Railway (TSR)
has been diminishing. Last year, the increase in use by the
ROK and China and the slump in Japanese use were
described in an article in this publication." Amongst other

things, the article stated that i) use of the TSR by the ROK
and China for export cargo destined for Finland or Central
Asia was on the increase but Japanese use was duggish; ii)
efforts by forwarders and shipping companies, as well as
rapid growth in exports to Russia and Central Asia, were

1

Railway, ERINA REPORT Vol. 46, June 2002.
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behind the expansion in Chinese and South Korean usg; iii)
the TSR's speed is its greatest weapon; iv) the decrease in
exports from Japan and a failure to dispel Japanese
consignors sense of mistrust are factors in the stagnation in
Japanese use; and v) the China Land Bridge (CLB) and other
routes have become competitors to the TSR as dternative
routes. This article will analyze trends in the use of the TSR
route, based on data for 2002.

Use of the TSR routein 2002

International container cargo using the TSR
demonstrated high growth in 2002, increasing 1.5 times on
the figure for the previous year. According to data published
by the cargo handling company Vostochny International
Container Services (VICS), the total volume of containers
handled in 2002 was 133,804 TEU, an increase of 49% on the
previous year (see Table 1). Moreover, this represented an
84% increase on the figure for 2000. Looking at a breakdown
of the figures, while transit cargo remained amost the same,
showing only a slight increase of 7%, bilateral cargo
increased dramatically, rising 85%.> Accordingly, the ratio of
transit to bilateral cargo shifted from 61:39 in 2001 to become
amost equal at 48:52 in 2002. On the other hand, due to the
rapid rise in westbound bilateral cargo and the marginal
decrease in eastbound transit cargo, the ratio of westbound to
eastbound cargo became distorted in 2002, shifting to 72:28
from 66:34 in 2001. In the case of bilateral cargo, the west-
east ratio is particularly unbalanced at 82:18.

What is disquieting is the fact that the volume of empty
containers has increased substantially. The share of cargo
accounted for by empty containers is growing by leaps and
bounds, reaching 6.2% in 2000, 11.1% in 2001 and 18.4% in
2002.

The situation in 2002, as depicted in these figures, can be
interpreted as follows. First of all, the huge increase in
westbound bilateral cargo signifies an increase in South
Korean exports to Central Asia and Chinese exports to
Russia. South Korean businesses have assembly plants for
automobiles and household electrical goods in Uzbekistan
and Kazakhstan, so we can see that there would be a great
deal of exports of components. Furthermore, according to
forwarders in the ROK, about 90% of South Korean exports
destined for Central Asia use the TSR, while the CLB is not
used very often. As there is little cargo heading east from
Central Asia, empty containers inevitably have to be returned
by rail. The positioning of these containers is a thorn in the
side of South Korean forwarders. Due to the increase in cargo
bound for Central Asia, adirect container train service began
operating between Vostochny and Almaty on 27th February
2003. The importance of cultivating eastbound cargo from
Central Asiaisthought likely to increase further.

Container shipping routes linking Vostochny with
Shanghai and Ningbo in China were established in the
autumn of 2000, and these have shown sustained rapid growth
since then. According to a source a one shipping company,
cargo from such cities as Ddian, Tianjin and Yantai is also

shipped to Vostochny via Busan. The main cargo includes
clothing, shoes and everyday items produced in various parts
of China and household electrical goods produced in South
Korean-owned factories, and is either exported via Finland or
sent directly to Russia. The destinations of direct exports to
Russiainclude such large cities as Novosibirsk and Irkutsk, as
well as Moscow. Moreover, it does not handle cargo bound
for anywhere else in Europe other than Russia and the CIS.
Given that trangportation costs are about the same as the All
Water route but the journey time is cut, it is sufficiently
competitive. The problem is the one-sided direction of cargo,
with 90% being westbound.

Data about the country of origin and destination of cargo
are unavailable, but comparing the 2001 shares of the ROK
(77%), China (12%) and Japan (11%), we can surmise that
Chinas share has increased, while Japan's has fallen.

Table 1: Changesin the Volume of Containers Handled
at Vostochny Port(2000 - 2002)

Unit: TEU
2000 2001 2002 2002/2001
Transit: Westbound 25,219 27,731 31,148 112
Eastbound 17,512 20,996 20,940 1.00
Bilateral: Westbound 19,748 24,854 46,626 1.88
Eastbound 5,684 6,146 10,406 1.69
Empty containers 4,514 10,044 24,654 2.45
Other 24 146 30 021
Tota 72,701 89,917 133,804 1.49

Source: VICS (Vostochny International Container Services)

Use of the TSR has risen further in 2003. The volume of
cargo handled in the first quarter of 2003 was 1.48 times the
volume recorded in the same period of the previous year (see
Table 2). The growth rate in transit cargo was particularly
noteworthy, reaching 64%.

Table 2: Changesin the Volume of Containers Handled
at Vostochny Port(1st Quarter of 2002 and 2003)

Unit: TEU
1st Quarter of 2002 | 1< Quarter of 2003 2003/2002
Transit 11,517 18,940 1.64
Bilateral 10,237 13,240 1.29
Total 21,754 32,180 1.48

Source: CCTST (International Coordination Council on Trans-Siberian Transportation)

In January 2003, the Russian Ministry of Railways
increased the charges for transit to Finland by about 30%. Itis
thought that the ministry took this aggressive stance because
of the sustained upwards trend in cargo volumes. Shipping
companies in various countries and Japanese forwarders
vehemently opposed this sudden unilateral announcement.
They criticized it as a unilateral decision in contravention of
the accord adopted at last year's general meeting of the
CCTST and even went as far as to say that it was likely to
result in the cessation of cargo transit through Russia.
Certainly, there is an atmosphere in which cargo originating
in or destined for Japan taking this route seems likely to
disappear altogether. However, given that cargo from the
ROK and China continued to rise unabated even after the
increase in charges, we can see that the Ministry of Railways

? There is a system in which transit cargo is stored temporarily in bonded warehouses near the Finnish border with Russia,
awaiting payment by the Russian side, after which it is shipped to Russia. South Korean and Japanese manufacturers have
bonded warehouses in such Finnish places as Hamina, Kotka and Kouvla.



has read the situation correctly. With regard to this, an insider
at a South Korean forwarding company said that the All
Water route raised its charges at the same time as the TSR
increase, so the rise had no effect on use. According to
forwarders in the ROK, there is no difference between the
TSR and All Water in the charge for westbound transport
between Busan and Helsinki, and the TSR is preferred
because it is faster. Electrification work on the TSR was
completed in December last year, and services now run alot
more smoothly.® Currently, cargo takes between 16 and 18
days to travel between Busan and Finland. In addition, as the
monopoly on the marine transport section between Busan and
Vostochny has been eliminated and four shipping companies
are operating competitively on the route, charges have been
kept down. Thisisin marked contrast to Japan, which still has
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amonopolistic structure.

Japanese use of the TSR

Japan is being left out of the loop when it comes to the
TSR route, which has demonstrated a sustained annual
growth rate of 1.5 times, and its presence is steadily
diminishing. The volume of transit cargo originating in or
destined for Japan in 2001 fell to 2% of the level it had
reached when transport on this route was in its heyday (in
1983) and declined further in 2002.

According to industry estimates, the volume of TSR
cargo originating in or destined for Japan in 2002 was about
8,450 TEU, down 8% on the previous year. Thisis thought to
include about 2,550 TEU of transit cargo, of which about 950
TEU is westbound and about 1,600 TEU eastbound. About

Figure 1: Changesin TSR Cargo Originating in or Destined for Japan
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Electrification work has taken place on the 175km-long stretch between Sviyagino and Guberovo in Primorsky Territory.
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40% of westbound cargo is destined for Finland, with the
remaining 60% or so bound for Afghanistan. Most of the
eastbound cargo consists of log houses imported from
Finland. On the other hand, bilateral cargo is estimated to
account for about 5,900 TEU of TSR cargo, with westbound
cargo totaling about 3,500 TEU and eastbound about 2,400
TEU. About 90% of bilateral cargo originatesin or is destined
for Russia, with extremely little bound for Central Asia.

Data from Mitsui O.SK. Lines, Ltd. (Figure 1), which
has the monopoly on marine transportation between Japan
and Russia, bears this out.* According to these figures, in
2002, TSR cargo originating in or destined for Japan
continued to decline, totaling 8,458 TEU (down 8% on the
previous year), with transit cargo accounting for 2,548 TEU
(a 7% fdl on the previous year) and bilateral for 5,910 TEU
(falling 8% on the previous year).’ If we compare these
figures with the aforementioned VICS statistics, we can see
that cargo originating in or destined for Japan accounts for
6.3% of thetotal volume, whileif we consider only containers
that have been filled, the Japanese figureis 7.8% of thetotal.

The cargo volume in 2002 was a mere 14% of that in
1992. The decline in transit cargo is particularly pronounced,
faling in 2002 to 5.5% of the level of ten years previoudly.
Shipping routes between Japan and Russia mainly deal with
bilateral cargo these days.

The Trans-Siberian Intermodal Operators Association of
Japan (TSIOAJ) has some long-term data for transit cargo
(Figure 2). However, as these data only include cargo handled
by TSIOAJ member companies, the volume handled by non-
member companies is missing from the picture. Nevertheless,
long-term data are still of value in understanding trends.
According to these data, the volume of cargo handled in 2002
continued to decline unchecked, totaling 1,995 TEU (down
11% on the previous year), of which 887 TEU was westbound
cargo and 1,108 eastbound. This figure is just 1.8% of the
level recorded when trangport on this route was at its pesk (in
1983).

There are severd reasons why Japanese companies are
not using the TSR route.

Firgtly, it has an image problem. In the first haf of the
1990s, there was a spate of losses and thefts of cargo, so
although the situation has now been rectified, a not
inggnificant number of consignors fed that they cannot trust
the Siberian railways. In particular, there is an impression that
the time taken for cargo on the TSR route is rather
changeable. In addition, the deeply rooted mistrust of Russia
on the part of the Japanese business community is also
thought to be afactor.

Secondly, there are problems relating to costs. Japanese
consignors say that the TSR route is expensive compared with
the All Water route. They say that the reason why the TSR
was heavily used in the 1980s was that it was extremely cheap
in comparison with All Water, but that they cannot use it a
the high prices now charged. It is now Japanese consignors

who say that they prefer the cheaper option even if it takes a
little more time. On the other hand, in the ROK, there are
many consignors who praise the speed of the TSR, saying that
faster is better, even if it costs a little more. Furthermore,
forwarders in the ROK like the fixed charges on the TSR
route, as opposed to the All Water route, on which there are
sharp changesin fares.

Thirdly, marine transport services between Japan and
Russia operate at a frequency of just twice a month, so are
inferior in terms of convenience” In contrast, there are two
sailings per week between Busan and Vostochny. On the
other hand, there are as many as three sailings per week from
Japanese ports that link up with the CLB, making this route
convenient for cargo bound for Central Asia

Finally, as Japanese companies have shifted their
manufacturing bases overseas, to China and Southeast Asia,
export freight from Japan has diminished. In particular, in the
case of household electrica goods bound for Russia, South
Korean-made products are more competitive in price than
Japanese-made ones. In addition, containers transported to
Finland astransit cargo are then sent back to Russia, but there
are no recent data regarding the degree to which containersin
Finland that originated in Japan are being transported using
All Water. If the volume of containers originating in Japan
that are transported to Finland via the All Water route were
high, some kind of effort would have to be made in order to
achieve ashift in favor of the TSR route.

Futureissues and Japan'sresponse

As stated above, forwarders in various countries were
rattled when the Russian Ministry of Railways suddenly
announced a rise (of about 30%) in cargo transit fees.
However, South Korean forwarders have stated that it had no
effect. The reason for this was that charges had aso risen on
the All Water route, but one could sense from this the trust
they had in the reliable TSR, and the result was that cargo
volumes have actually risen.

There has also been a marked increase in Chinese cargo.
Will its explosive growth of 1.5 times annually continue in
the future?

According to forwarders in various countries, if All
Water tariffs fal in the future, the TSR is aso likely to lose
customers. In other words, arise in tariffs could aso prove to
be afatal blow.

Problems that have been pointed out regarding the CLB,
which is a competing route for cargo bound for Central Asia,
include the fact that cargo cannot be traced along its journey
and the time taken for customs inspections in Kazakhstan.
Nevertheless, if Chind's railways improved the service they
provide or their competitiveness, including in terms of their
charges, the route could become a formidable competitor with
the TSR. At present, amost al Japanese containers destined
for Centrd Asia use the CLB route. In contrast, in the case of
the ROK, use of the TSR is dominant. It is said that there is
very little difference between the conditions on both routes,

4

Mitsui O.S.K. Lines, Ltd. and FESCO (Far Eastern Shipping Company) jointly operate routes between Japan and Russia.

® The bilateral figure includes some cargo originating in or destined for Taiwan that is transiting Japan.

6

Due to the fall in cargo volumes, the shipping company reduced the service to twice monthly in January 2002. Only about

40% of the capacity of the ships sailing between Japan and Russiais being used.



but whichever makes improvements has the potential to
expand its share.

A number of problems were also pointed out during the
CCTST working group meeting. First of all, thereis
dissatisfaction about the length of time taken to clear customs
a Vostochny Port. If cargo volumes rise, then waiting times
will also lengthen accordingly. It is necessary for customs
checkpoints to make greater efforts, for example by
increasing the number of staff. Moreover, the dearth of bogies
was commented upon. If cargo volumes increase, investment
and an improvement in facilities commensurate with this is
likely to be required.

Why are Japanese consignors still not showing an
interest in the TSR even now? Given that consignors in the
ROK and China are content to use it, we can judge there to be
no major problems regarding trustworthiness and punctuality
on the TSR route. Japanese consignors should try to erase
their adverse impressions of the route arising from its past,
stop rgjecting it out of hand and evaluate the TSR of today
with an objective eye. There is a saying: "When choosing a
restaurant while on on€e's travels, one should choose the most
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popular one, which people are queuing up to get into." If this
isthe case, the modern TSR isthe popular restaurant. Thereis
nothing to be lost by trying it.

Michal Frydrych, General Director of VICS, said
resignedly that, "It isimpossible to pitch the TSR to Japanese
businesses." | do not know what kind of marketing efforts
VICS has tried, but he seems to see it as the world's most
difficult market to enter. Recently, | have begun to worry that
Russian feelings toward Japan are deteriorating. | hope that
Mr. Frydrych will not throw in the towel, and will devote his
efforts to cultivating the Japanese market, leading Japanese
companies to abandon their prejudices as aresult and begin to
use the Russian route. Not only VICS, but also the Russian
railways and Russia's forwarders should join hands and
cultivate this conservative, unenlightened market. Possible
initiatives include the application of specia discount rates for
trial shipments and temporarily increasing the number of
marine services between Japan and Russia. Shipments via
Busan are dso a possibility. It is not sufficient just to hold a
single seminar a the Russian embassy.
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Foreign Direct Investment and Technology Transfer in Russia

David A. Dyker
Reader in Economics, University of Sussex

Introduction: Foreign direct investment (FDI) as a
vehicle of technology transfer

Today, it is universally recognized that FDI is one of
the main instruments for the dissemination of new
technology through the international economy. More
specifically:

The transfer of technology and its efficient application
and diffusion are...some of the most important benefits
sought by developing countries from FDI. TNCs tend to be
leading innovators. They are leading suppliers of technology
to developing countries and economies in transition, through
FDI and other (externalized) forms of transfer. They can
also stimulate the development of innovatory capacities in
host economies, thereby supplementing technology
development that takes place through R&D in domestic firms
and publicly funded ingtitutions. (UNCTAD, 2000, p.172)

World Bank economists have perceived a fundamental
change in the pattern of international economic activity in
recent decades, with

...more and more multinational corporations
(MNCs)...adopting integrated regional or even global
strategies, using both subsidiaries and strategic allies to locate
interdependent facilities in various countries so as to maximize
their competitive edge worldwide. This is a change from the
dominant behavior of 10 or 20 years ago, when MNC
subsidiaries in foreign countries were operating more or less
independently of each other and were located anywhere there
was a market and without regard to whether the locale offered
the conditions necessary for world-competitive price and
quality production. (Bergsman et a., no date, p.3)

In more concrete terms, there has been a shift away
from FDI focused purely on exploitation of natural
resources, or of a large domestic market (often behind
protective barriers which have since been lowered with the
progress of world trade liberalization), towards FDI which
seeks to harness human capital resources to the
development of worldwide technology and supply
networks. This has paralleled the emergence of intra-
industry trade as one of the most dynamic categories of
international exchange.! And it has been reflected, at the
sectoral level, in the rapid globalization of the automotive
and electronics industries, two of the sectors with the most
ramified supply linkages.

FDI in Russia: the basic picture
Among the countries of the world, Russia has not been
a leading recipient of FDI. More specifically, it is well

below the transition country average in terms of FDI
inflows (see Table 1). In absolute terms, inflows into Russia
have been comparable to those into Slovakia, a country
with a population some 3% of the Russian population.
Relative to GDP, FDI inflows into Russia have been well
below those of the countries due to enter the EU in 2004,
and even those of other CIS countries.

Table 1: Inflows of FDI to transition economies, 2000-01

Inflows ($m) | Inflowsas % of GDP

2000 | 2001 2000 2001
Countries dueto accede to the EU in 2004
Czech Republic 4,595 | 4,500 9.1 8.0
Hungary 1,649 | 2,443 36 4.7
Poland 8,294 | 6,929 53 39
Slovakia 2,075 | 2,000 10.8 9.8
Slovenia 176 442 1.0 24
Estonia 387 600 7.7 11.0
Latvia 408 257 57 34
Lithuania 379 600 33 5.0
ClScountries
Russian Federation 2,714 | 2,921 1.0 0.9
Ukraine 595 800 19 21
Asian CIS 1,804 | 3,050 3.7 5.7

Source: ECE, 2002, p.154

In terms of the World Bank taxonomy, the FDI that
has gone into Russia seems, at first sight, to have been
mainly of the 'old' variety. Investment has been
predominantly in the hydrocarbons industries, and in
projects aimed at serving the domestic market. Despite the
importance of investment in hydrocarbons, Russian
subsidiaries of MNCs export on average only 12% of their
output. If subsidiaries that do not actually produce in Russia
are factored out, this figure falls to 7% (Ahrend, 2000,
p.28). The comparable figure for Hungary in 1999 was
88.8% (Hunya, 2001). The survey of 46 companies
conducted by Ahrend in 2000 found that size of the Russian
market, desire to enter the Russian market and the
avoidance of trade barriers were the main motivations for
direct investment in Russia (Ahrend, 2000, p.28).

Table 2: Cumulative foreign direct investment in Russiato mid-1999

$m %
Total 11,692.5 100.0
Fuel 2,138.7 183
Communications 2,208.5 18.9
Food 2,317.7 19.8
Trade and public catering 1,153.0 9.9
Mechanical engineering 470.4 4.0
General commercial activities 375.3 32
Non-ferrous metallurgy 292.4 25
Wood and paper 465.4 4.0
Transport 3415 29

Source: Foreign Investment Promotion Center (FIPC), Ministry of Economics,
Russian Federation

! There is evidence to suggest that technology transfer between trading partners intensifies as intra-industry trade passes the

benchmark of 70% of total trade. See Hakura & Jomotte, 1999.



Key new developments in 2002-03 reflected a
continuation of the same pattern, with Danone buying 4%
of food producer Wimm-Bill-Dann, Heineken buying 100%
of the Bravo International brewing concern and Scottish
and Newcastle Breweries buying Hartwall, which has a
24.3% stake in the leading Russian brewery Baltika. (The
other main shareholder is Carlsberg.) BP has acquired a
50% stake in the Russian oil firms Sidanco and TNK, and
the Hungarian oil and gas company Mol has entered into a
joint venture to develop the West Malonalykskoe il field.
Russian oil company Sibneft has expressed an interest in
acquiring aforeign strategic investor.

While the pattern is clear enough, however, the
interpretation of the pattern is a more complex matter.
Hydrocarbon extraction is an area of comparative
advantage for Russia, and Russia's enormous oil and gas
reserves mean that the country can play a key role in the
global policies for energy supply security of the oil
multinationals, and indeed of the governments and
supranational authorities of the developed industrial world.
International oil companies have, furthermore, played an
important role as disseminators of state-of-the-art oil
technology to the Russian industry. While this enabled the
Russian industry to do much to close the technological gap
through the 1990s (Dyker, 2001a, pp.864-5), the continued
interest of Russian oil companies in the possibility of
foreign strategic investment suggests that the gap has till
not been completely closed. The interest of foreign
investors in the Russian domestic market is hardly
surprising, given the size of that market as reflected in a
population of nearly 150 million. Moreover, foreign
investment in the Russian food industry has targeted a
sector of the Russian economy that suffers from a range of
historically conditioned structural and organizational
problems which more than a decade of transition has done
little to resolve. In that context, incoming food firms have,
in practice, played an important role as technology
disseminators, though the technology in this case has been
largely the 'soft' technology of management, including
financial management, procurement, distribution and
marketing. In hydrocarbons, too, transfer of soft technology
has been an important factor of upgrading, particularly in
relation to the technology of organizing complex projects
(Dyker, 2001a, ibidem). With a weighted average tariff on
agricultural imports of 17%, tariff-hopping may have been
an factor in the decisions of some of the international food
firms which have invested in Russia. But it has not
necessarily been the main one.

It is possible, therefore, to explain the pattern of FDI
into Russia in Heckscher-Ohlin terms (as seeking to exploit
Russia's factor endowments and compensate for Russia's
factor deficiencies through a process of 'asset creation”), or
in terms of Dunning's OLI paradigm (Dunning, 1988) (as
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seeking to exploit Russia's |ocation-specific advantages and
bring to Russia the ownership-specific advantages the
companies concerned can offer). But Russia's factor
endowments/location-specific advantages go beyond oil
and gas. Russia has large concentrations of scientific and
technological capability, and a literate workforce with good
levels of basic training, available for hiring at wage rates a
fraction of comparable wage rates in the developed
industrial economies. In this respect, Russia is not very
different from the transition countries of Central-East
Europe. A number of those have seen a very substantial
flow of FDI into manufacturing in recent years. Does this
mean that Russia is missing out on something important,
that Russian FDI flows really are sub-optimal, that Russia
really istrapped in an 'old' pattern of FDI? To try to answer
this question, we have to go beyond broad sectoral analysis,
and look at some of the company-level research that has
been done on the subject.

The impact of FDI on the Russian economy: the
microeconomic evidence

Research done on the basis of the Registry of Foreign-
Owned Firms of the Russian Federation and the Russian
Enterprise Registry Longitudinal Database (RERLD)® has
yielded a number of important general results. The regional
pattern of FDI tends to be correlated with the educational
levels of the regions concerned (i.e. with the quality of the
labor force), but regional variations in labor costs are not a
significant factor. The quality of institutions and the
progress of reform in the given regions, presence of other
firms from the same country in the region, international risk
rating of regions, and regional climate are also important. In
terms of the sectoral dimension, FDI is strongly correlated
with the degree of concentration in the given industry,
suggesting that the quest for market power has been an
important motive of investing firms. Even more telling,
tariff-jumping emerges as a major determining factor
(Manaenkov, 2000). In terms of our earlier analysis the
implications are clear; quality of Russian human capita is
an important determinant of FDI patterns, but so is access
to the domestic market. The evidence on tariff-hopping
does, furthermore, suggest that in many cases, the market-
access motive may have been relatively free of any asset-
creating complications. Manaenkov did not test for raw-
material location factors. If he had, he might have obtained
inconclusive results, since there is clearly no need for a
foreign oil company to locate its Russian office in the
region of extraction. Overall, however, his results tend to
confirm and fill out the more impressionistic findings of
Ahrend cited earlier; to support the thesis that much of
Russia's FDI is of the 'old' variety, while hinting that there
may be some elements of 'new' FDI. To go further in the
investigation, we have to look at what has been happening

? SeeDyker & Kubielas, 2000

® 'The registries contain company-level information on output, number of employees, book value of capital, total costs, export
and import, and some other variables. The Registry of Foreign-Owned Firms includes all fully or partially foreign-owned firms
operating in Russia. The RERLD includes all Russian industrial firms with over 100 employees, all state-owned firms, and non-
state firms with fewer than 100 employees that are up to 75% privately owned. It excludes firms with fewer than 100 employees
that are more than 75% privately owned.! (Yudaevaet al., 2001, pp.7-8) The combined dataset covers 42,000 firms.
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inside firms hosting foreign equity, and between those firms
and domestic Russian firms.

FDI and the host firm: technology, capability and
productivity

Let us again take Central-East Europe as a point of
reference. Notably in the automotive and electronics
industries, FDI has revolutionized process and product
technology in the CEECs. Investing firms have taken
concrete measures to raise levels of capability amongst the
local workforce, and to reduce, progressively, the
proportion of management workers coming from the home
country. The result is that labor productivity has increased
sharply. In Hungary, for instance, average productivity in
firms hosting foreign ownership is nearly three times the
level found in wholly Hungarian-owned firms (ECE, 2001,
p.212). These patterns have not been repeated in Russia.
There have been significant foreign investments in the
Russian car industry - by Daewoo, Renault, Fiat, Iveco,
Ford, GM, etc. But these investments have failed to
revolutionize technology and productivity, or build social
capability in line with the Hungarian model. Agreements
with foreign companies have helped to transfer main
production line technology, to introduce new models, and
to develop particular parts of the automotive supply chain.
GAZ (the Gorky Automobile Plant), probably the best
managed of the Russian car firms, has taken a notably
leading role in this from the Russian side. But the kinds of
deals that have been signed have been insufficient to fill all
the gaps that prevent the creation of an integrated system. It
is not surprising that, in a number of cases, joint ventures
merely involve the assembly of imported knocked-down
kits, which is the lowest form of cooperation in terms of
scope for technology transfer and network-building.

The reasons for these problems have been essentially
two-fold. Firstly, foreign firms have found it difficult to
impose their production culture on Russian workers, and it
has accordingly been difficult to develop technological
congruence with the home firm. It is noteworthy that the
general pattern is for productivity gains from FDI in Russia
to decrease with the size of companies (Melentyeva, 2000,
p.15). Bigger companies in Russiatend to be inherited from
the old Soviet Union, and the productivity pattern is
consistent with the hypothesis that it is more difficult to
crack the established production culture of such companies.
Secondly, foreign firms have found it difficult to build
supply networks in the Russian environment. Foreign
suppliers have been far away, and reluctant to follow the
lead investors into Russia.* Significantly, there has been
very little foreign investment in Russian small companies
(Pripisnov, 1999), even though the impact of foreign
investment on productivity levels in smaller Russian
companies is large relative to that in large companies.
Furthermore, domestically-owned suppliers have generally
proven unable to guarantee the levels of quality and

specification required by global leaders in manufacturing.
Thus, Ford's St. Petersburg plant, for example, imports 95%
of its components. In response to the problem, the
International Finance Corporation set up a project in 2002
to help Ford develop a supply chain in Russia (involving
Russian and foreign companies). In the next section, we try
to dig deeper into the underlying reasons for the difficulties
in building supply chainsin Russia.

FDI and the host firm: building supply networks

Yudaeva et al. (2001) find that intra-industry, i.e.
horizontal, spillovers from FDI are substantial, and are an
increasing function of levels of educational attainment in
the region of the host enterprise (see also Ponomareva,
2000). This is consistent with a pattern of sectoral
upgrading which proceeds primarily through the
mechanisms of competition and imitation, and which is the
stronger, the higher the existing regional endowment in
social capability. But vertical spillovers are found to be
negative, both upstream and downstream. The
interpretation of this result is obvious - 'that foreign-owned
firms in Russia rarely have Russian partners, and therefore
their entry leads to break-up of production chains.'
(Yudaeva, 2001, p.5) Thiskind of reasoning has led, in the
case of the Russian ship-building industry, to the
promulgation of a government program for the
development of 240 complex components, to be devel oped
and produced in Russian-owned companies (von
Hirschhausen & Bitzer, 2000, p.153). A dlightly different
angle on the same set of facts produces the conclusion that
traditional, Soviet-type production chains hold back rather
than facilitate the emergence of networks in the
Western/Far Eastern sense (Harter, 1998). Bringing in the
supply network dimension also helps to explain why FDI
has less impact on productivity in big companies in Russia.
Ahrend, in his survey, found that bigger companies tend to
have bigger problems with local suppliers (Ahrend, 2000,
p.32)

All of this would seem to confirm a general pattern of
FDI under transition conditions, whereby Russian
companies seem unable fully to exploit the potential effects
of FDI, whether direct or indirect, in direct contrast to her
Central-East European neighbors. In fact, the contrast
between Russia and the CEECs in relation to supply
network-building is not nearly so stark asitisin relation to
lead foreign-owned enterprises. The integration of
domestically-owned companies into supply networks in
CEE has been at best patchy. Many foreign-owned
companiesin that region prefer to obtain their supplies from
the home country (which is, of course, very close, if it
happens to be Germany, Austria or Italy). Even when they
use local suppliers, those suppliers turn out, in many cases,
to be wholly or partly foreign-owned themselves. Thus,
Soreide reports that while foreign-owned firms in Hungary
buy 43% of their industrial supply from firms located in

4

Exceptions within the automotive industry include Bosch, whose joint venture in Saratov supplies 82% of the Russian

ignition plug market; Lear, which has a car seat production facility located inside the GAZ plant at Nizhnii Novgorod;
Ingersoll Rand, which makes steering columns in a factory near Nizhnii Novgorod; and Delphi, which manufactures wiring

harnesses at its plant in Samara.



Hungary, one-third of these actually come from foreign-
owned firms (Soreide, 2001). Within the framework of the
kind of supply hierarchies which dominate industries like
the automotive and electronic, it is possible to sort suppliers
into three types:
first-tier suppliers, supplying complex parts like engines
or gear boxes involving a significant level of design
inputs;
- second-tier suppliers, providing advanced single
components to first-tier suppliers;
- third-tier suppliers, making simple components for
second-tier suppliers.

In those terms, local suppliers in CEECs are largely
relegated to the status of second- and third-tier suppliers. In
the automotive industry, at least, 'it is not feasible to "raise"
- or keep alive - "national" first-tier suppliers.' (Havas,
1999, p.37) In Russiathe situation is the same, but simply
more starkly delineated. Thus, despite the program for the
development of local first-tier suppliers as discussed above,
domestically-owned Russian shipyards do, in fact, obtain
70% of their complex components from foreign sources
(von Hirschhausen & Bitzer, 2000, p.154). What this
implies, in terms of our initial taxonomy of FDI, is that the
scope of the 'new' FDI, as a drive to absorb and then
develop local resources with a view to the implementation
of global objectives, does come up against limits, certainly
in the transition region.’ Investing companies do not
generally extend their upgrading mission to suppliers,
whether in CEEC or the former Soviet Union, and it would
be naive to believe, in the Russian case, that multinational
behavior vis-a-vis suppliers would change dramatically as a
result of substantial changes in the business environment. If
the benchmark is Central-East Europe, then the best
Russian suppliers can hope to do in the medium term is to
creep into the global networking business at the lowest
rung, i.e. asthird-tier suppliers.

FDI in sectors where Russian technology is at the
leading edge

The Soviet Union was generally, and increasingly,
obsolescent from a technological point of view. But there
were exceptions to that generalization, mainly in military-
related sectors. One such exception is lasers (Bzhilianskaya,

1999). Another is aerospace and space-launching. The latter

sectors have featured the following types of inward FDI:

+ Joint ventures aimed at remedying a specific weakness
in the capabilities of the Russian industry, e.g. the
agreement between GE Aviation and Rybinsk Motors to
produce the CE Aviation CT7 aero engine at the
Rybinsk plant, for use in the new Sukhoi-80 executive
jet, and also for export (Ivanova, 1998, p.15). A similar
agreement has been concluded between Pratt and
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Whitney and Perm Motors in relation to the PS-90A
engine (Ivanova, 2000, pp.15-16)

Alliances designed to transfer specific pieces of Russian
hard technology to the Western partner, such as the
agreement between Pratt & Whitney and Energomash
whereby the latter will initially make the 'low-cost and
robust' RD-180M engine for the Lockheed Martin Atlas
111 space-launch vehicle, with production (under license)
gradually moving to the USA over an eight-year period
(Ivanova, 2000, pp.6-7).°

Joint ventures designed to market a particular piece of
Russian technology worldwide, e.g. the LKEI
(Lockheed-K hrunichev-Energiya International) joint
venture, which has sole rights in relation to the use of
the Proton booster rocket, designed by Khrunichev
(Bzhilianskaya, 1999).

Joint ventures designed to develop a particular piece of
peculiarly Russian/Soviet technology for the Western
market, like the SL (Sea Launch) joint venture,
involving Energiya, Y uzhnoe from Ukraine, Kvaerner of
Norway (building the rig) and Boeing (doing the finance
and marketing), dedicated to the launching of satellites
from platforms floating in the Pacific Ocean;” and Sea
Launch Services (SLS), a joint venture between the
Russian association RAMCON and the US Sea Launch
Investors, with a booster rocket specially adapted for sea
launches, the Priboi, being expressly designed by the
Russian side. (Bzhilianskaya, 1999)

Technological alliances like that between Boeing,
DASA and Airbus and the Zhukovskii Central
Aerohydrodynamics Institute relating to specific
research projects being carried out by Zhukovskii for its
Western partners.

A central theme in this varied picture is the recognized
value of Russian hard technology. A less obvious but no
less central theme is the essential role of Western soft
technology in bringing Russian technology to the global
market (Ivanova, 2000). That transfer of soft technology is
essentialy a learning process is highlighted by reports that
Khrunichev may now be considering ending its partnership
with Lockheed, on the grounds that it has now |earned
enough to 'go it aone' (Ivanova, 2000, p.5). Only time will
tell how accurate this assessment may be. The evidence on
the westwards transfer of elements of the Soviet
technological legacy confirms the operational importance
of this kind of technology transfer, but also confirms that,
even here, technologies cannot simply be taken off the shelf
- they have to be redeployed, and in some cases specific
elements may have to be newly developed from scratch.
There are elements of the '‘Bangalore’ system® in some of
the case studies from the space and aerospace sectors,

5

6

Magyar Suzuki presents an interesting exception, partly driven by EU local-content rules. See Havas, 1997
The first commercia launch of an Atlas Il launch vehicle powered by an RD-180M engine was successfully completed in

May 2000. An improved Atlas I11b vehicle was successfully launched for the first time in February 2002.

7

then, five successful launches have been carried out.

SL ran into serious problems in March 2000 with a failed launch. The problem was almost certainly a software one. Since

® Whereby companies from the leading industrial countries hire highly skilled specialists from poorer countries to work on a
sub-contracting basis; the specialists stay in their own country, and receive wages comparable to the general level of wagesin

those countries.
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notably in relation to the Boeing-Zhukovskii partnership,
but these elements do not seem to be dominant.

Foreign investment in leading-edge Russian
technology is generally a matter of putting to commercial
use technologies originally developed for military or space
research purposes. There are, however, also some cases
where 'new' leading edge technology has emerged from an
East-West joint venture. An example is the US-Russian
joint venture Polar Lights, the leading firm in the world in
the field of environmentally sensitive ice pad drilling
technology for the hydrocarbons industries (Financial
Times, 1999; Petroleum Economist, 1999). Here, the
technology transfer is bilateral - without the joint venture,
the world at large would simply not dispose of this category
of innovations.

These elements of FDI in Russia involving two-way
technology transfer are important for the sectors concerned,
and provide striking confirmation of the technological
potential of Russian manufacturing. But they form a very
small proportion of total FDI and involve virtually no
linkages with other sectors of the Russian economy. In the
transition period, as in the Soviet period, Russian prowess
in space research represents a small island in a sea of
obsolescence, making virtually no impact on the wider
environment of Russian manufacturing. They are, quite
simply, the exception that provestherule.

How is EU enlargement likely to affect future
trends?

It isinherently difficult to estimate the likely impact of
EU enlargement on investment flows into Russia, simply
because investment is one of the biggest unknowns in
relation to the impact of enlargement on the new member
states’ themselves. In their seminal work on the effect of
enlargement on the GDP of the CEECs, Baldwin et al.
(1997) simply assumed that joining the EU would produce
asharp fall in risk premiums on investments in CEEC. It is
that assumption which lifts their (calibrated general
equilibrium model) estimate of the enlargement-induced
growth bonus in those countries from 1.5% to 18.8% of
GDP. Other authors, including the present one (Dyker,
2001b), have argued that reductions in risk premiums are
not automatic, and that institutional weaknesses in the
CEECs, notably in the banking system, may conspire to
keep risk premiums significantly higher than they are in
western Europe. The whole issue is complicated by the
question of anticipation. Thus, Bevan and Estrin (2001,
p.26) suggest that announcements about accession may
have a big effect on FDI flows, but that the effect may be
limited to 'the psychically close nations which were
frontrunners in the accession process at the time.' It is
certainly the case that the great bulk of transition region

FDI has gone to the Visegrad countries, the first group of
transition countries to begin formal negotiations for
accession to the EU. But in terms of political stability,
technological congruence and social capability, the
Visegrad countries are arguably significantly more
attractive to international investment than the other
transition economies, including Russia, irrespective of the
issue of EU accession. Of course, these same factors make
them more attractive from the point of view of EU
accession as well. On balance, it is probably prudent to
assume that accession will help to sustain the secular
upward trend in FDI in CEEC and the Baltic countries,
rather than producing a dramatic upward shift in the trend
line.

Similar arguments can be applied to the case of the
countries that will not be joining the EU in 2004, including
Russia. As we saw at the beginning of this article, Russia
has a much lower level of FDI per capita than the countries
due to join the EU in 2004. But, again, those levels of
investment have more to do with perceptions of political
stability, social capability and technological congruence
than with the absence of EU-candidate status. In relation to
technological congruence, experience with the automotive
industry, as discussed above, is particularly noteworthy.
Here, international companies have found it as difficult to
establish their firm-specific production line and supply
network ‘cultures' in Russia (a country with a strong
engineering tradition) as they have found it easy in the
Visegrad countries and Slovenia. There is, therefore, a
simple and plausible argument to the effect that EU
enlargement will not affect the general perception of
investment possibilitiesin Russiain any way.

There is, of course, a difference between investment
possibilities and investment decisions. EU enlargement will
certainly improve the perception of the investment
possibilities of the countries joining in 2004, although to
what exact extent is unclear. Thus the relative perception of
investment possibilities in Russia and the other non-
acceding countries will, other things being equal, worsen.
That is only a problem for Russia if the total international
investment 'budget’ for the transition countries is in some
way constrained. In that case, there would be a real danger
of Russia being 'crowded out'. But it is not clear that there
is any good reason to believe that such constraints exist, at
least in a hard form. Total investment expenditures,
whether globally or within particular countries, vary
sharply between different time periods and between firms,
depending on a whole range of variables, including current
profitability, the stage in the business cycle, the state of
business confidence, the rate of interest, etc. In the case of
Russia, the international price of oil, and likely future
trends in that price, are of particular importance in relation

® Of the transition countries, Estonia, Latvia, Lithuania, Poland, the Czech Republic, Slovakia, Hungary and Slovenia are due

to accede to the EU in May 2004.

* Buch and Piazolo find, on the basis of gravity model analysis, that Poland, the Czech Republic and Hungary are aready
close to predicted levels of capital flow assuming EU membership, so that actual accession would not be expected to produce a
dramatic increase. For the other seven accession countries they find a much bigger gap between actual and predicted levels of
capital flow, and Buch and Piazolo therefore forecast a much bigger increase in capital flow for these countries when

accession actualy happens. See Buch & Piazolo, 2001, p.211.



to investment decisions, by foreign and domestic firms
alike. It is not clear that any of thisis likely to be
significantly affected by enlargement. While, therefore, it
would be dangerous to ignore the possibility of crowding
out investment in transition countries not joining the EU in
2004, there are no strong a priori reasons for placing
specia stress on thisissue. Finally, it must be noted that, in
the case of Russia, WTO accession could do a great deal to
improve the perception of investment risk because of the
implications of accession to that body in terms of
investment regulation, IPR regulation, technical standards,
etc.” It is not clear that the combination of WTO accession
and EU non-accession would necessarily worsen the
relative perception of investment possibilitiesin Russia.
The transition countries due to join the EU in 2004 are
al committed to joining EMU at some undefined point in
the future. If there is a significant crowding-out effect in
relation to investment, it will certainly be reinforced by
EMU, and the impact on capital flows to the non-applicant
countries will surely be substantially negative. It must be
repeated, however, that there are no compelling reasons for
assuming that there will be such an effect. More
speculative, but possibly more important, is the idea
proposed by Buch and Piazolo (2001, p.211), namely that
EMU, by flattening out the range of risks and interest rates
within Western and Central-East Europe, may drive risk-
loving investors out to other regions, including the 'outer'
transition region. On that basis, monetary enlargement
could actualy increase capital flows to Russia. It must be
said that in a perfect financial market, a lowering of the
interest rate/risk premium baseline would not stop risk-
loving investors finding high-risk/high-return investments
at the top end of the investment spectrum within that
market. The EU reality, however, is that financial markets
are far from perfect, and the investment spectrum is not
complete. In particular, venture capital institutions are
weakly developed. Thus, consideration of the institutional
structure of EU financial markets would tend to reinforce
the Buch/Piazolo argument. But while the Buch/Piazolo
factor might increase aggregate investment into Russia, it
would not necessarily increase 'new' direct investment into
that country. International oil companies invest in Russia
because they are security-loving, not because they are risk-
loving. In any case, CEEC is not an aternative theatre of
investment for them, for resource endowment reasons.
Thus, changes in the regional pattern of risk premiums
would probably not affect the pattern of their investmentsin
Russia at all. The kinds of engineering- and electronics-
based companies that do most to transfer technology are
concentrated in sectors which rarely offer high, short-term
profits. To the extent that eastwards enlargement of EMU
strengthens the incentive for investors to 'fish in troubled
waters in Russia, therefore, the effect is unlikely to be an
underpinning of the drive to transfer technology; rather, it is
likely to nudge FDI in Russia back towards investment
oriented to overcoming trade barriers and conquering
domestic markets, with minimal technology transfer. But
eastwards enlargement of EMU is a medium- rather than
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short-term prospect, and it is unlikely that any of these
issues will become pressing before 2010.

Conclusions

Despite the richness of the Russian resource base,
natural and human, and the size of the Russian market,
levels of FDI in Russia are comparatively low. In addition,
within the modest totals for inflow, only a small proportion
could be categorized as 'new' FDI. Thus, the scope for
technology transfer through FDI has been, ipso facto,
restricted. But the pattern of causation here has been two-
way, for one of the reasons why there has been so little
‘new' FDI is precisely the operation of a number of factors
in the Russian economic system which are inimical to
effective technology transfer. Of these, the factors
hindering the building of modern supply networks are
among the most important. The importance of thisissue has
been recognized by the Russian government, as well as by
foreign companies, and concrete plans to address it have
been set in motion. The experience of Central-East Europe
suggests, however, that we should not be too sanguine
about the outcome of these plans. EU eastwards
enlargement is unlikely to generate a critical ‘crowding-out'
problem in relation to investment in Russia. Eastwards
enlargement of EMU could produce a significant change in
the structure of foreign investment going into Russia, in
such away as to reduce the proportion of 'new' investment.
This, however, will be a problem for the decade 2010-20,
not for the present decade.
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An Energy Community for Northeast Asia:
From a Dream to a Strategy

Vliadimir I. lvanov
Senior Economist, Research Division, ERINA

Introduction

From 2001-2003, in cooperation with experts from the
United States and Northeast Asia," ERINA has been
working on a research and dialogue project entitled Energy
Security and Sustainable Development: Prospects for
Cooperative Policies. This project has proved to be a very
successful exercise, thanks to our principal collaborator -
the Northeast Asia Economic Forum (NEAEF) and its
Chairman Dr. Lee-Jay Cho - as well as the vital support
provided by the Japan Foundation Center for Global
Partnership.

The project's goal was to identify obstacles for
cooperation in the energy-environment realm and propose
viable approaches to overcome them. Participating
institutions and experts have been trying to put together a
vision for coordinated efforts in a very sensitive area of
energy policies, where the economies of the subregion have
been operating completely independently thus far. A further
project objective was to assess the prospects for cooperative
approaches to energy security, outlining an institutional
framework that could reduce the vulnerability arising from
the region's high dependence on energy imports and its
predominant reliance on the Middle East for the supply of
oil.

The ultimate objective of the dialogue has been to lift
the "strategic sights' of governments and the public above
the limits of traditional approaches, proposing a path for
cross-border energy cooperation. Our assumption was that
such cooperation could play a role as an efficient tool of
regional development, providing a stable, cost-effective and
environmentally sound way of diversifying energy supply
and serving as a cohesive confidence-building device.

Indeed, the critical energy security interests of the
economies of the subregion overlap. Similarly to Europe,
the complementarity of large energy markets and untapped
energy reserves available in relative geographic proximity
means that multilateral, cross-border partnership in the
energy sector possible. The technologies, engineering skills
and managerial experience needed to achieve success in
various energy ventures are available, but have rarely been
applied in a bilateral or multilateral format. The exceptions
have been limited to the Sakhalin oil and gas projects and
the Korean Peninsula Energy Development Organization
(KEDO). The KEDO framework was formerly seen as a

symbiosis of energy needs and security provisions attained
via multilateral efforts, but unfortunately this approach has
failed.

In 2001-2002, the list of new and large-scale projects
expanded to include an oil pipeline to China promoted by
YUKOS and an oil pipeline to Nakhodka proposed by
Transneft. Recently, the Russian Energy Ministry revealed
a plan to build a dual Trans-Siberian oil-and-gas pipeline
system. Moreover, in January 2003, during the Japan-
Russia Summit, Japan revealed its intention to support the
construction of Trans-Siberian delivery infrastructure.

Cooperative policies

Whilst it has not yet gone as far as producing a "grand
design," the project has provided a valuable forum for
communications and new ideas. The deliberations have also
improved our understanding of Northeast Asia, helping to
define both the benefits of and obstacles to a subregional
energy-environment regime that, if established, could be
called an "energy community".

Over the last two years, the participants of the project
have come to form a "community" within their own
multinational and professionally diverse group. It is worth
noting that there was no disagreement that energy
cooperation should be seen as an opportunity to promote
regional integration, given that both markets and significant
energy resources are available within the subregion. In
summary, the project findings have demonstrated that
subregional energy cooperation could be viable, if it meets
the following criteria:

Serves nationa interestsin general
Enhances energy security in particular
Promotes competition in energy prices
Supports international competitiveness
Assists development of regional economies
Strengthens regional stability and security
Provides benefits to local communities
Facilitates environmental management

For the project group, some fundamental conceptual
underpinnings of the dialogue were quite obvious from the
outset: if the energy security challenges that the energy-
importing economies of the Northeast Asian subregion are
facing are held in common, their management could
involve coordinated responses and solutions, which would

! Geographically, Northeast Asia includes China, Chinese Taipei, the Hong Kong SAR, Japan, the Democratic Peoples
Republic of Korea (DPRK) and the Republic of Korea (ROK), Mongolia and Russia. This subregion is part of the larger Asia-
Pacific area. Some of the economies, including China, Hong Kong, Taiwan (Chinese Taipei), Japan, the Republic of Korea,
and Russia, belong to the Asia Pacific Economic Cooperation (APEC) forum, while others, such as Mongolia and the
Democratic Peopl€e's Republic of Korea, are not affiliated to this regional body.
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involve Russia. Examples of such solutions among
importers and exporters of energy resources and services
can be found in North and South America, Europe and
Southeast Asia.

If adopted in Northeast Asia, similar approaches
would lead to an expanded intra-regional oil and gas
supply, putting new sources in competition with existing,
tried-and-tested channels. However, to make it all possible,
the economies of Northeast Asia need more flexible and
effective decision-making regarding cross-border
infrastructure development and exploration efforts, as well
as amajor adjustment of energy policies.

Furthermore, the old-style price bargaining among the
consumers and producers of energy should give way to
comprehensive, mutually supportive relationships based on
mutual benefits and long-term interdependence. On the
production and supply side, Russia is expected to play a
central role. However, for the foreseeable future, Russia can
only play such arole in a partnership with its neighbors. In
this context, "geopolitical access" to Russian reserves of
hydrocarbons must be complemented by "geopolitical
willingness' on the part of the economies of Northeast Asia
to rely on these reserves.

On the other hand, the economies of Northeast Asia
need Russia and its energy riches for their own sakes.
Access to oil and gas reserves in Eurasia is a matter of vital
importance. These reserves, particularly those located
within reasonable proximity, could serve as an energy
security device and a catalyst for fair pricing, as well as
subregional economic integration. In the long term, region-
wide energy infrastructure could become the foundation for
a subregional system of stable, cost-efficient energy supply
and environmental management - dual pillars of a proposed
subregional "energy community".

Priority Goals

Although the environmental impact of energy use
seems to come a poor third to energy security and energy
costs, the so-called "Three E's" - Energy Security,
Economic Growth and Environmental Protection - must be
seen together as the guiding principles for the energy
policies of the economies of the subregion. Formally
speaking, Japan and the ROK have adopted this "policy
triad" as members of the International Energy Agency
(IEA), which is linked to the Organization of Economic
Cooperation and Development (OECD). These two
economies were joined in recognizing these principles by
Russia and China as they adopted the Declaration of the 5th
Energy Ministers Meeting of the Asia-Pacific Economic
Cooperation (APEC) Mexico forum of July 23, 2002. This
should serve as common ground for further cooperative
steps.

On the other hand, managing energy security at the
national level involves policy choices and the setting of
priorities. These choices are made by states, normally
involving a balance between continuity and innovation in
policy. The innovative solutions available within the
Northeast Asian subregion may not be free of risk (nor free
of cost), but they could substantially ease existing burdens
and irrationalities in the realm of energy supplies.
Cooperative actions in the field of energy promise to reduce

the cost of energy, enhance the efficiency of energy use and
its sustainability, and promote economic and social
development, thereby contributing to the wellbeing and
overall security of the societies of Northeast Asia, a
subregion with many problems. On the other hand, in the
contemporary world, there is no region (or subregion)
without problems and contradictions. In this regard,
Northeast Asia is not unique. The difference is in the
capacity of the region's component countries to manage
multiple interests and what might be termed "historical
problems®, finding some future-oriented alternatives. In
contrast to Europe and ASEAN, the economies of Northeast
Asia have yet to acquire such a capacity.

In Europe, the Second World War provided the
impetus for cooperation based on coal and steel. This
gradually led to economic integration and unity. What
could perhaps work for Northeast Asia is the concept of a
competitive, efficient and region-wide energy sector that
serves the needs of both consumers and national economies.
Quite similarly to Europe, the energy security of Northeast
Asian countries could potentially serve as common ground
for a dialogue, followed by adjustments in policies and
economic and investment decisions. Indeed, an interest in
achieving energy security and competitive pricing could
potentially be the catalyst for cooperative approaches in a
number of fields.

Moreover, again similarly to Europe, the overall
external dependence of Northeast Asia on hydrocarbons
cannot be reduced and Russia can only play a somewhat
balancing role as a supplier. However, policies that promote
new subregional energy links could reduce energy security
risks and the economic costs of managing those risks.

It is well known that the cost of both imported and
domestically produced energy influences the rate of
economic growth, balance of payments and real incomes.
By promoting energy cooperation within the subregion, the
leaders of Northeast Asia can create a path towards
improving the investment attractiveness of the subregion,
enhancing the competitiveness of its economies, industries
and enterprises.

On a number of occasions, Japan and the ROK have
discussed the "Asian premium" phenomenon that their
industrial and individual consumers, as well as the public
sector, must absorb. The economies of Northeast Asia
combined pay about US$10 million on a daily basis (about
US$1 per barrel of crude oil) more than importers in
Europe and North America. Experts agree that subregional
oil cooperation could improve the importing economies
bargaining power vis-a-vis the currently dominant oil
exporters.

On the other hand, an "energy mix" that optimizes the
basket of fuels, lowering both the share of oil and its cost,
could help to improve energy security. In Europe and North
America, the share of natural gas in the energy mix is much
higher than in Northeast Asia. Moreover, in addition to the
world's largest reserves of natural gas, Eastern Russia offers
its neighbors unique hydroel ectric power potential.

In other words, if an "energy community" is to be
formed, it will encompass the most significant components
of energy security, including oil supply security and the
cost of imported oil, natural gas supplies and their



competitiveness with existing sources, the enhancement of
nuclear safety, and cross-border power interconnection,
including the economic and environmental benefits of
untapped hydroel ectric power reserves, not to mention such
other issues as partnerships in the exploration and
development of new energy sources.

Oil Security

The higher price paid for imported oil is only one
source of concern. Both Japan and the ROK experienced
the dramatic economic impact of the two oil shocks of the
1970s. Hence, they have adopted capital-intensive national
programs of oil stockpiling as a means of alleviating any
future supply disruption. However, the expansion of
strategic oil stocks in the ROK, their management in Japan
and their establishment in China represent only part of the
solution. For Japan and the ROK today, and for China
tomorrow, oil supplies from new supplementary sources are
the key to ensuring equitable energy prices, reduced
dependence on the Middle East and the long-term stability
of supplies.

Over the next five to ten years, China should set up a
strategic oil stockpile, diversify its oil imports and promote
oil substitutes. However, Chinas overal pressure on the ail
market will be massive, given rising living standards and
the prospects for increased car ownership. To remedy the
possible oil security imbalances of tomorrow, decisive
policy moves are required today, followed by massive
investment in exploration and development, as well as the
construction of high-capacity delivery infrastructure
between eastern Russia and the importers of energy.

The first step to be taken is to explore new sources of
ail in the vicinity, including Eastern Siberia. For example,
the national oil companies of Japan, the ROK and China
tried for many years to secure access to complementary
sources of oil all over the world, investing billions of
dollars in oil exploration and development in distant
regions, including the North Sea and South America.
Investing in similar activities involving Eastern Russia,
other than Sakhalin 1, should become a priority. Closing
this gap would require national governments to reverse the
trend of avoiding major policy and investment decisions.
Furthermore, a regional agreement on a scheme for
multilateral oil stockpiling and the lease of oil stockpiling
facilities could be an important step in right direction.

Prospectsfor Natural Gas

There is no question that the energy-importing
economies of Northeast Asiawill significantly expand their
reliance on natural gas. The price of LNG, which is
currently imported, is linked to oil and significantly exceeds
the price of pipeline gas imported, for example, by
European economies. This situation can be partially
explained by the fact that LNG is more expensive than
pipeline gas and also by the "Asian premium" paid for
Middle Eastern oil.

Eastern Russia is capable of supplying at least half of
the incremental projected natural gas demand of the entire
subregion. There are, however, many difficult decisions to
make regarding infrastructure that integrates diverse
domestic and external interests, responds to technological

ERINA REPORT Vol. 52

developments and facilitates the mobilization of
investment. In addition, market access for pipeline gas
cannot be assured without major adjustments to the
domestic circumstances in Japan, the ROK and China.

In Japan, pipeline infrastructure for transporting
natural gas should be promoted. On the other hand, regional
energy companies have enormous influence in determining
the future of the power industry. If these companies,
following global trends, reduce their emphasis on nuclear
power, leveling off its current share in electricity
generation, the market for natural gas will grow rapidly.
Natural gas share in power generation could rise from the
current level of 24% to 30% or more, which would justify
the construction of a gas pipeline from Sakhalin to Sendai
or Niigata.

In the ROK aso, official forecasts still maintain that
nuclear and coal-fired plants will account for 77% to 83%
of total power generation by 2010 and 2015 respectively,
with natural gas remaining marginal. A gas pipeline from
Sakhalin could alow the use of less expensive gas. On the
other hand, given the current state of inter-K orean relations,
an inland trans-K orea gas pipeline seems unlikely.

In China, on the other hand, the prioritization of the
West-East pipeline over imports may have a negative
impact on gas penetration. The project is very expensive
and the pipeline's capacity is comparatively low, if the
transportation distance involved is taken into consideration.
These factors would inevitably result in very high prices for
natural gas that would have to be absorbed by customers. In
addition, imported LNG will also be expensive compared
with pipeline gas that could be imported from Russia or
Central Asia. Both these factors are likely to hold back the
pipeline segment of gas market development, potentially
curbing gas demand and cross-border pipeline projects.

Conversely, in Northeast Asia, Russia need not rely on
pipeline projects alone, as it does in Europe. Its gas
producers should seriously consider LNG technology in
combination with pipeline projects, which are bound to be
more expensive, considering the distances and terrain
involved, not to mention the necessity for submarine
pipeline segments. A number of new technologica trends
and innovative marketing concepts could further enhance
the advantages of LNG.

Furthermore, advanced gas transformation (gas-to-
liquid) technologies could help to moderate the region's
high dependence on oil, using competitive sources of
natural gas transmitted via pipelines. It is also possible that
in Northeast Asia natural gas will be used not only for
power generation, but also for newly-designed 'natural gas
supported cities, particularly those located in northerly
latitudes.

Hydroelectricity in Far Eastern Russia

Despite the critical significance of oil and natura gas,
the most advantageous area for cross-border energy
cooperation appears to be hydroelectric power. As of today,
electric power is the only exportable energy resource in
Eastern Siberia. The regional electric power systems in
Krasnoyarskiy Krai and Irkutskaya Oblast have excess
capacity, capable of producing about 16-18 billion kWh
(TWh) of electricity. Annua power generation by all Far
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Eastern hydroelectric power plants is 11 TWh. After the
completion of four new projects, power output will grow to
acombined total of 23.4 TWh ayear.

Eastern Russia's unique hydroelectric power potential
presents an opportunity for efficient projects both in
economic and environmental terms. Moreover, the gradual
deregulation of natural gas tariffs in Russia is likely to
make hydroelectric power more competitive in the future.
By 2010, the total newly commissioned capacity in both
areas is likely to reach 4 GW, including 1.5 GW in Eastern
Siberia and 2.5 GW in the Far Eastern region. During the
following decade, new capacity is expected to total just 2.2
GW, including 1.4 GW in Eastern Siberia. After the
completion of these projects, the hydroelectric power
utilization rate in the Far Eastern region will be 6%.

The potential for electric power exports will be further
enhanced with the commissioning of the Bureyiskaya HPP.
The Bureiskaya HPP project is the top priority for the Far
Eastern region. Its commissioning will reduce the demand
for coal from other regions and alow electricity exports to
China and the Koreas. By 2020, if adequate investment is
secured, the seven hydroelectric power projects currently
under construction and those at the planning stage will
generate up to 50 TWh of electricity at competitive prices.
In the optimistic scenario, €electricity exports from the
eastern regions of Russia to neighboring countries may be
estimated at 20-22 TWh by 2010 and 50-60 TWh by 2020.
The Chinese market could provide an opportunity for
electricity exports of about 15-25 TWh a year from
Irkutskaya Oblast alone.

However, as of today, there are only 110 kV and 220
kV power lines extending to Mongolia and Northeastern
China, and these have a limited transmission capacity.
Discussions are underway concerning the formation of
cross-border electric power network infrastructure, with
Russia playing the role of the electricity supplier. This is
not an easy task, considering the distances and costs
involved, not to mention access to neighboring markets.
The practical steps proposed by electricity expertsinclude a
2,600 kilometer-long 600 kV "Bratsk-Beijing" 3GW
(18TWh) capacity line, and a 470 kilometer-long 600 kV
"Sakhalin-Japan" 4GW (22TWh) capacity line.

The Role of Governments

A strategy for energy cooperation cannot be devised if
nobody wants such a strategy. In this respect, national
governments should promote greater understanding of
rational choices and carry out economically viable
programs that could facilitate a major policy shift towards
an "energy community" in Northeast Asia. Energy
cooperation - both bilateral and multilateral - largely
depends on political leaders and their government's
capacity to sustain decisions that support the building of
new energy delivery infrastructure and the facilitation of
cross-border energy links.

The complication is that, in the longer-term,
liberalization will force governments to lower their profile
in the energy sector. The private sector will have more
important roles to play, albeit with fewer resources and
reduced profits due to increased competition. In some
cases, the distancing of the state from the energy sector has

created uncertainty, reducing the value of investment
portfolios.

The new situation affects the capacity of energy
companies to participate in large investment undertakings,
cross-border energy ventures in particular. Governments
have yet to assume responsibility for facilitating such
undertakings, not to mention adopting policies that support
multilateral cost-reducing schemes. Indeed, large-scale
projects require huge investment and their feasibility
improves, if the energy resources to be delivered - natural
gas, electricity and other forms of energy - are destined for
multiple markets. In practical terms, it should be reiterated
that such coordination would require fundamental changes
to policies and energy planning.

Furthermore, the governments of energy-importing
countries can adjust institutional frameworks, reducing
barriers to the trading of energy. On the other hand, Russia,
as a major energy exporter, should launch effective
commercial and diplomatic policies to support cross-border
energy links. It should also act as an "honest broker" in
designing, selecting and promoting large-scale energy
ventures, emphasizing multilateral options over bilateral
ones, if the project's economics allows.

It is worth noting in this context that energy planners
in Moscow need to employ greater imagination, but must
also exercise great care and be realistic in their proposals.
Although some of the concrete overtures made thus far
(such as the Sakhalin-Honshu Power Bridge) are helpful in
envisaging the "bigger picture” for export-oriented energy
industry development, proposals and ideas must not ignore
existing barriers and/or viable and cost-effective
alternatives.

Realism is a greatly needed quality when it comes to
considering both the political and investment feasibility of
the projects currently under consideration. For example,
Transneft's ambitious export plans involving an oil pipeline
to Nakhodka require the expansion of oil reserves in
Eastern Russia. On the other hand, Eastern Siberia and the
Far Eastern region in particular have yet to become "energy
surplus’ areas. A proactive stance on cross-border energy
ventures should involve more focus on the projects'
economics, markets, development and environmental
impacts, rather than on reserves and construction costs
alone.

As far as natural gas is concerned, a cross-border
pipeline network for its transmission to consumption
centers requires certainty and stability on both the supply
and demand sides, and governments should find viable
ways of promoting much needed confidence in a
multilateral fashion. Regional gas delivery infrastructure
should be seen as something more than a simple
transportation facility; it should be the product of the
coordinated aspirations and efforts of industries, provinces,
municipalities and centralized administrative bodies. Such
infrastructure will become a public asset for the entire
Northeast Asian subregion, promoting more efficient and
cleaner energy policies and new development opportunities.
It must be carefully designed, accounting for all possible
alternatives and economically feasible additions, integrating
them into a larger regional picture encompassing energy
production, transmission and rational use.



The focused application of existing cooperative
structures relevant to the subregion, including such inter-
governmental frameworks as APEC, the IEA and the UN,
could help. New government-level initiatives that reshape
the Northeast Asian 'energy landscape’ would complement
the energy initiatives endorsed by APEC. However,
Northeast Asia could also benefit from existing and aready
proposed frameworks, including the "Recommendations
Concerning Accelerating Investment in Natural Gas
Supplies, Infrastructure and Trading Networks in the APEC
Region" proposed by APEC energy ministers at their third
meeting in Okinawa. This could become an extension of the
APEC Natural Gas Infrastructure Initiative, promoting its
implementation on a subregional level.

It is important to start working together towards the
harmonization of relevant national legislation (for natural
gas and electric power, for example), including an
assessment of national laws and international best practices.
Such work does not require much money, but it should
create a "professional constituency” of interests that, at the
appropriate moment, will be ready to supply politicians
with economically sound initiatives.

Finally, community formation requires stability and
therefore cannot tolerate military confrontation.
Subregional energy cooperation in Northeast Asia could
serve as a vehicle and provide an opportunity for resolving
the DPRK's energy and economic deadlock. A stable
DPRK economy and reduced tensions on the Korean
Peninsula would ensure the security of the whole of
Northeast Asia. Meaningful trade and investment
cooperation with the DPRK is impossible without first
resolving its chronic energy supply shortages. It is
important that neighboring countries cooperate in involving
the DPRK in the new scheme of energy dialogues. They
should also pursue policies aimed at assisting the DPRK to
overhaul its energy infrastructure. The North-South gas
pipeline project could be a path to institutionalized, long-
term economic cooperation in the subregion. Connecting
the DPRK to the ROK via a gas pipeline and power
transmission grid would provide a development
opportunity, forging closer ties between Pyongyang and its
neighbors.

An Agenda for Action

Compared with other magjor energy-importing regions
of the world, the current oil supply situation in Northeast
Asiais particularly complex. Growing oil imports by China
are likely to exacerbate this situation further. These
developments require focused action to be taken today,
leading to investment in economically viable "aternatives"
in Eastern Russia tomorrow.

Similarly, coordination among all interested agencies
and groups is needed in the field of natural gas
transportation and market penetration, cross-border power
transmission projects and environmentally sound options
for electricity production and trade. The following points
underline the proposed priorities for energy sector
development and trade in Northeast Asia, primarily
including energy exports from Eastern Russia to this
subregion:

Enlargement of reserves
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New pipelines and expanded oil production
Large-scale GTL production

R&D linksin the energy sector
Development of local gas markets
Expanded LNG production

Reduction of barriersto energy trade
Environmentally sound projects

Nuclear power safety

Support for investment financing

In summary, in order to move towards an "Energy
Community", the countries of Northeast Asia should
prioritize a shift towards energy policies based on a "new
energy interdependence", rather than "energy policy
continuity”. Gradual geographical diversification in favor
of subregional oil and gas sources is both desirable and
possible. The challenge is to demonstrate to the large,
influential group of "skeptical outsiders" that energy
cooperation and large-scale cross-border energy flows are
politically feasible, not to mention realistic in economic
terms.

Governments in Japan and the ROK seem realize that
effective measures to counter various energy security risks
and challenges are perhaps beyond any one country's
control. Workable schemes by an individual country to
reduce exposure to the risk of oil supply disruptions are
limited. To mitigate these risks and address environmental
concerns, countries in Northeast Asia need to search for
solutions within the subregion itself, launching workable
cooperative schemesin key fields.

Conclusions

In conclusion, investment in "alternative options",
including exploration, development, transportation and
conventional hydropower projects involving Eastern
Russig, is likely to improve the overall economic efficiency
of new and planned investment in the energy sector and the
effectiveness of measures supporting the energy security of
the economies of Northeast Asia.

Indeed, the subregional energy demand-supply
equation could be managed differently, if politically and
economically viable opportunities were fully exploited.
There are two key points on which the economies of
Northeast Asia should focus. Firstly, in the oil sector, there
must be an improved capacity for enhancing price
competition and mitigating possible supply disruptions.
Collective measures in this field should include a strategic
shift towards oil sources in Eastern Russia. Secondly,
cooperation in cross-border energy transportation (natural
gas, electricity) must be seen in the context of promoting
more efficient energy trade and development opportunities
for all parties. Furthermore, advanced natural gas
transformation technologies could help to further moderate
the region's high dependence on ail.

Active interaction should take place in the fields of
technology and research. Information sharing and research
into the functioning of the energy market could assist
governments with policy formulation. The important point
in promoting energy-environmental cooperation is a
common desire for the simultaneous achievement of the
3E's. Much depends on how the economies of Northeast
Asia define the efficiency and environmental soundness of

— 44 —
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the new and proposed power projects, balancing domestic
priorities with the Kyoto targets.

It isimportant that intellectual resources are combined
to study and evaluate the long-term prospects for energy
sector development in Northeast Asia. A "track two"
dialogue to prepare the ground for an inter-governmental
process could be usefully established to run in paralel with
meetings of APEC energy ministers.

Symbolic steps could help begin a formal process. It
may be possible, for example, to make a joint statement to
APEC or parallel requests from each government, asking
for APEC's support in promoting energy cooperation within
the subregion. Interested governments could be encouraged
to consider APEC Facilitation Assistance Team visits in
order to make assessments of cross-border energy links.

It is worth noting that recently, the Russian Energy
Minister was invited to the discussion table at the
International Energy Agency ministerial meeting. At the
meeting, the Japanese and ROK energy ministers stressed
the importance of Northeast Asia and energy cooperation.
The Russian participant took note of both their views and
their willingness to discuss prospects for cooperation with
Russia. The ROK minister even mentioned that his country
plans to establish an organization to contribute to Northeast
Asian energy cooperation and urged the |EA to assist with
this process.?

It is important to note that NEAEF is likely to have
been the source of advice regarding this idea, transmitted to
the new administration in Seoul. ERINA and other
institutions, intellectual groups and associations should take
heart from this, if that is indeed the case. The truth is that,
similarly to Europe, the prospects for the formation of a

community in Northeast Asia depend on individuals and
their capacity to recognize the genuine interests of their
nations. They will need to convince their fellow citizens, as
well as those in neighboring countries that, being in the
same boat, everybody would be better off rowing in the
same direction: towards rationality. Most important is that
all these groups work together closely, demonstrating the
merits of an "intellectual community" that aspires to
achieving the betterment of Northeast Asia.

Indeed, Northeast Asia's potential to rely on regional
sources of crude oil and natural gas, as well as hydroelectric
power is huge. The problem is that the price tag of cross-
border infrastructure projects is high, improvements in the
investment climate are still inadequate and markets are
neither easily accessible nor sufficiently secure to justify
huge investment. Moreover, many of the proposed cross-
border projects require multilateral financing and concerted
implementation efforts. The worst aspect, however, is the
lack of long-term, comprehensive strategies that enable
partnership, both in negotiating and implementing the
proposed mega-projects.

All these factors make the economies of the Northeast
Asian subregion a unique case study for observing both the
domestic economic and political hurdles, as well as the
external obstacles impeding cross-border cooperation in the
energy sector. The various obstacles and sources of
uncertainty are wide-ranging and have yet to be fully
accounted for and analyzed. Nevertheless, they amplify the
necessity of working together to obtain the economic and
political benefits of cooperation that could lead to a
subregional "Energy Community."®

2 "We affirm the increasing importance of IEA non-Member countries in world energy markets and warmly welcome the
participation of Russian Energy Minister Igor Yusufov at this meeting. We will engage Russia and other key countries more
actively in our dialogue on energy policy, and we direct the Secretariat to reinforce aworld-view in its work. In particular, we
encourage the acceleration of energy security co-operation with international organisations and |EA non-Member countries,
especially those critical to global energy supply and demand. We recognise that only through a more global framework can
security be assured." See Promoting International Co-operation, Communique, International Energy Agency, Meeting of the
Governing Board at Ministerial Level, 28-29 April 2003.

* Some pointsincluded in this overview contain ideas and proposals made by the project participants not only in the framework of
the project activities, but also in their publications and presentations outside the project's framework. The author would particularly
like to thank Susumu Abe, Kengo Asakura, Bradley Babson, Norio Ehara, Janyi Hu, Victor Ishaev, Amy Jaffe, Yonghun Jung,
Sang-Gon Lee, Chan Woo Lee, Robert Manning, Alexei Mastepanov, Pavel Minakir, Masana Minami, Boris Saneev, Tatsujiro
Suzuki, Takehiro Togo, Xiagjie Xu, Susumu Y oshida, Daojiong Zhaand Fengi Zhou for their insight and advice.
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Graduate School of Economics, Hitotsubashi University

1. Non-tax Revenue

Looking at a breakdown of local government revenue
in the ROK, we can see that the share of non-tax revenueis
very high: for example, 40.9% of local revenues in 2000.
However, local governmentsin the ROK do not obtain high
revenues from non-tax revenues, such as users' fees,
charges, and interest revenues.

Non-tax revenue in the ROK has the distinguishing
feature that it includes a very high share of surplus revenue
not used that year, which is carried over to the next. This
surplus reaches 60.5% of net non-tax revenues. In contrast,

the sum of property rent revenue, revenue from rents,
revenue from fees, business revenue, and interest revenue
remains at best 17.6% of net non-tax revenues.

Why is the surplus so high? There are a number of
reasons for this. Firstly, local governments in the ROK
cannot make outlays from transfers received that year. This
is because the central government makes a large number of
transfers near the end of the year. It should also be noted,
however, that not all of the surplus originates from the
transfers not used that year.

Revenue from the previous year amounted to 69.3% in



2000, in the case of the general account. Of course, this
figure denotes the surplus from 1999. However, carrying
over alarge surplus from 2000 to the following year could
also not be avoided. For example, the share of revenue from
the previous year carried over in 1998 amounted to 68.1%
of the surplus, in the case of the general account.
Secondly, local governments tend not to make
concrete estimates of the increase in local revenue resulting
from policy changes, such as local tax reform. In the ROK,
it is usua for the central government uniformly to decide
policy reforms in order to increase local tax revenue. This
deprives local governments of an incentive actively to
estimate the effect of policy reforms on their revenue.
Thirdly, there is a political reason. Until 1995, the
central government of the ROK appointed local government
executives itself. Local government executives had a
tendency to implement surplus budgets, which were praised
more highly than deficit budgets. Even under the present
direct election system, a large amount of local revenue is
carried over as aresult of the influence of this custom.
Judging from such practices, it can be said that non-tax
revenue actually includes, to some extent, tax revenue and
transfer revenue from past years. This means that the real
share of non-tax revenue could be much lower. In other
words, the real share of transfer revenue or local tax
revenue could be higher. Therefore, it would be wise to
ensure that the points discussed above are taken into
account in interpreting the non-tax revenue of the ROK.

2. Expenditure Structurein Brief

The expenditure structure at each level of local
government differs somewhat from the revenue structure.
In lower-level local government, the shares accounted for
by expenditure are higher than those of revenues because of
upper-level local government transfers to the lower level.

A mgjor characteridic is that lower-level loca government
accounts for a relatively higher share of expenditure than of
revenue. The share of lower-level government was 61.7% of
total expenditure in 2000. This figure is much higher than that
for revenue: 45.6% of total revenue. Transfers from the province
to counties are particularly noticeable among the figures. The
provinces accounted for 11.7% of total expenditure in 2000, but
23.6% of totd revenue.

The expenditure structure of local government can be
seenin Table 1.

Table 1:Expenditure Structure of Local Government (2000)

Expenditure Items | % Expenditure Items |1 %
Personnel 11.0 | Genera Administration 16.9
Articles 11.8 | Social Development 45.2
Transfers 19.4 | Economic Development 345
Capital Expenditure 48.8 | Civil Defense 19
Loan & Investment 2.2 | Support & Other 15
Financing 32
In-Transaction 32
Contingency & Other 0.3

Total 100 Total 100

Source: Ministry of Government Administration and Home Affairs,
Financial Yearbook of Local Government 2001.

As shown in the right-hand side of Table 1, when
excluding local education finance, economic development
and social development account for 45.2% and 34.5% of
total expenditure in 2000, respectively. In order to investigate
the expenditure structure of local government, however, it is
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necessary to take into consideration the expenditure of the
specid account for local education as well. Local education
finance expenditure, which is not shown in Table 1, is also
high, as shown in our article in the previous issue of ERINA
Report. Given this expenditure structure in the ROK, we can
see that local governments mainly provide public servicesin
the fields of socia development, economic development, and
education. In addition, as shown in the right-hand side of
Table 1, the share of capital expenditure, which is closely
related to economic development, is high.

3. Concluding Remarks on the Two Articles

This article has discussed the following characteristics
of local public finance in the ROK. Firstly, local education
finance is separate from 'ordinary' local finance, being
operated as a special account under the control of the
Ministry of Education. In contrast, ‘ordinary' loca finance is
strongly controlled by the Ministry of Government
Administration and Home Affairs. Loca education finance is
highly dependent on transfers from the central government.

Secondly, loca governments have little power to decide
their own tax rates and tax bases. In addition, local tax revenue
accounts for a very low share of total revenue items, while
there is also a severe imbalance between national tax and local
tax revenues. For example, only 26.4% of loca government
revenue was collected from local taxes in 2000. Furthermore,
the eladticity of local tax revenue to GRDP is not high because
local taxes are heavily reliant upon property taxation.

On the other hand, the issue of bonds by local
governments is extremely limited for two reasons: 1) when
local governments want to issue hew bonds, they have to
obtain approval from the central government, and 2) the
taxation power of local governmentsis severely restricted.

Thirdly, though non-tax revenue accounts for the
highest share among all the local revenue items (40.9% of
local revenues in 2000), it does not mean that the share of
non-tax revenues, such as users fees, charges, and interest
revenues, is high in reality. In contrast to this, the share of
surplus carried over is very high, and this surplus is
classified as the one item of non-tax revenue. For example,
the surplus has reached 69.3% of non-tax revenues in the
general account. However, the sum of property rent revenue,
revenue from rent, revenue of fees, business firm revenue,
and interest revenue is at best 17.6% of net non-tax revenue.

Fourthly, there are large amounts carried over to the
subsequent year that cannot be spent that year. The reasons for
the large surpluses include: 1) the centrd government's tendency
to carry out many transfers near the end of the year, 2) atendency
to underestimate the effects of policy reforms that will lead to an
increase in local government revenue, because the central
government is inclined to decide policy reforms uniformly, and
3) surplus budgets have historically been considered more
desirable than deficit budgets, for politica reasons.

Finally, on the expenditure side, local governments
mainly provide local public services such as social
development, economic development, and education.
Moreover, capital expenditure accounts for the highest
share, equal to 48.8% of local expenditure. Remembering
that transfers are an essential part of local government
revenue, it can be argued that capital expenditure plays an
important role in regional economic policy.
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Recent Amendments to Foreign Investment Related Laws in the

DPRK (5) (S

ummary)

Mitsuhiro Mimura
Researcher, Research Division, ERINA

The Democratic People's Republic of Korea (hereafter
the DPRK) revised its major foreign investment related
laws on February 26, 1999. The last four articles have dealt
with brief descriptions of the investment climate and modes
of foreign direct investment (FDI), and drawn comparisons

between the systems of FDI in the DPRK and the People's
Republic of China (hereafter China).

This article will focus on the following laws and
regulations{m1]: Customs Law of the DPRK, Regulations
on the Financial Management of Foreign-lInvested



Enterprises, Regulations on the Naming of Foreign-
Invested Enterprises, Regulations on the Registration of
Foreign-Invested Enterprises and Labour [03]Regulations
for Foreign-Invested Enterprises.

Enacted in 1983 and revised in 1987, 1990, 1993 and
1999, the Customs Law of the DPRK is intended to ensure
order and discipline in foreign trade. The existing law
consists of five chapters and 51 articles. Chapter 1 regulates
the general provisions, Chapter 2 customs formalities,
Chapter 3 customs inspections, Chapter 4 customs duty,
Chapter 5 sanctions and petitions. This law is based on the
principle that "the state shall apply either zero or low tariffs
to materials whose import and export are encouraged and
high tariffs to materials whose import and export are
discouraged.” (Art. 4) In the field of cooperation with other
countries and international organizations, Article 6 has a
provision that promotes exchange and cooperation with
foreign countries and international organizations in the area
of customs operations. As for customs inspections, there is
an interesting stipulation that "household goods and
inherited property can be brought into or taken out of the
DPRK without any permission”, if they are not controlled
articles. (Art. 27) About customs duty, "the standard price
[o4]on which customs duty is levied shall be the price of
delivery at the border in the case of exported goods and the
retail price in the case of those which are not imported or
exported." (Art. 32) The tariff is to be set by the cabinet;
however, it is not publicized.

The Regulations on the Financial Management of
Foreign-Invested Enterprises were newly enacted on Dec.
4, 1999. These administrative regulations were formulated
"in order to ensure accurate operational accounting of
foreign-invested enterprises and establish a system and
order for their financial management." (Art. 1) The term
"financial management" in this regulation signifies the
creation and efficient utilization of funds required for
business operations and the distribution of profits and
repayment of investment. Before these regulations were
drawn up, the financial management of foreign-invested
enterprises was mainly regulated by means of the
implementing regulations for the Law on Equity Joint
Venture and those for the Law on Contractual Joint
Venture. Provisions in the 1999 regulations are duplicated
in the implementing regulations, an issue which has yet to
be resolved. In Article 30, there is a provision that the
capital of an enterprise is protected in the event that an
investment protection agreement has been concluded
between the governments of the DPRK and the enterprise's
country of origin. Japan does not have such agreement with
the DPRK.

Established on Feb. 14, 1996 and revised on Mar. 13,
1999, the Regulations on the Naming of Foreign-Invested
enterprises regulates the names of joint venture enterprises,
whether equity or contractual and wholly foreign-owned
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enterprises. The name of a foreign-invested enterprise shall
include the following: @) a trade name indicative of either
the name of the investor or the name of a place, b) the
principa content of its business activities/line of business,
¢) the business category, and d) the limit of the enterprise's
liability. The name should be expressed in the Korean
language. The following types of name are prohibited: a)
names that may undermine the sound life-style of the state
and society, b) names that may overlap or be confused with
that of any other enterprise, ¢) names consisting of
numerals, d) names that are apt to deceive or mislead public
opinion, €) names that are identical to that of another
country or region, f) names that are identical to that of any
political or military organization, or international agency,
and g) names that are identical to that of any enterprise
whose business registration was cancelled less than a year
previously. Use of the name "Korea" is no longer
prohibited since the revision.

The Regulations on the Registration of Foreign-
Invested Enterprises were enacted on Feb. 14, 1996 and
revised on Mar. 21, 1999. These regulations are intended to
provide for a regime governing the registration of foreign-
invested enterprises. They also stipulate that foreign
enterprises must designate a resident representative office
in the country.

Enacted on Dec. 30, 1993 and revised on May 5, 1999,
the Labour Regulations for Foreign-Invested Enterprises is
an important piece of legidation that effectively stipulates
the labor laws by which foreign-invested enterprises are
governed. These regulations consist of 8 chapters and 45
articles. Chapter 1 regulates the general provisions, Chapter
2 the employment of labor, Chapter 3 technical training,
Chapter 4 working hours and holidays, Chapter 5
remuneration, Chapter 6 labour protection, Chapter 7 social
insurance and social security, and Chapter 8 penalties and
the settlement of disputes. These regulations are applied to
foreign-invested enterprises that are registered as a body
corporate of the DPRK and may be aso applied to foreign
enterprises incorporated in the territory of the DPRK. A
foreign-invested business must hire workers through the
labor exchange office; thisis not the case in countries such
as China[m6], and this provision should be removed in
order to promote investment in the DPRK. A foreign-
invested business must conclude a labor contract with the
trade union representing its employees (Art. 8) and
employees may not be dismissed without the consent of the
union. Asfor remuneration, the central labor organ fixes the
standard monthly wage of employees. The standard of
labour protection must [08]be higher than that of domestic
enterprises in the DPRK (Art. 35). The regulations also
state that a foreign-invested enterprise must contribute to
the government's social insurance and social security
schemes in order for DPRK nationals employed by it to
receive benefits from those schemes
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Capacity-Building and

Effective Information Exchange Between
Japan and the Russian Federation

Hisashi Sato
Deputy Manager, External Relations Department[] ERINA

I would first of al like to introduce the institution that |
represent. ERINA was founded in 1993 and will celebrate
its 10th anniversary on October 1st this year. ERINA,
whose main sponsor is the government of Niigata
Prefecture, is located in the city of Niigata, halfway along
the Japan Sea coast of Honshu, Japan's main island. The
city has air links with Vladivostok and Khabarovsk. Japan's
political, economic and scientific hubs are located on the
Pacific coast of the country, leading those on the Japan Sea
coast (known as ura Nihon, or "the back of Japan") to feel
that their region is somewhat discriminated against. In fact,
until the collapse of the Soviet Union, ura Nihon directly
faced one of the fronts of East-West confrontation across
the Japan Sea, so such strategic centers were deliberately
located as far away from such potential flashpoints as
possible. However, despite the fact that relations with our
neighbors across the sea thawed considerably, the disparity
between the two coasts of Japan was still not eliminated. A
number of academics came to be of the opinion that, as we
appear to be unable to alter this situation through our own
efforts, improving relations with Northeast Asia could
assist in narrowing the gap to some extent. With this in
mind, the government of Niigata Prefecture took the
initiative in founding an economic research institute
specializing in the study of Northeast Asia. Financial
support for the founding of this institute as a non-profit
organization was also forthcoming from 10 of Japan's 47
prefectural governments.

Moving now to the topic referred to in the title, thisis far
too vast a subject area for me to cover in sufficient detail,
but | would like to tell you about ERINA's activities, in
order to demonstrate our contribution in this field. Japan
imports some 90 % of the fossil fuels it needs from the
Middle East, which is, as you know, a politicaly unstable
area. Until recently, Japan considered energy resources to
be mere commodities, and the cheaper they were, the better.
This attitude led to a high dependence on the Middle East.
Now, however, Japan is painfully aware of the necessity for
a diverse range of fossil fuel supply sources, and is
beginning to look toward energy resources in Siberia. Of
course, a number of Japanese experts have been
proclaiming the importance of Russian energy resources for
some time and we have long been involved in the
exploitation of energy resources in Sakahlin, but even now,
more than a decade after the collapse of the Soviet Union,
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some consumers still claim that they need no "red" gas or
oil. Furthermore, the territorial dispute between Japan and
Russia has a so hindered more profound involvement on the
part of the former in the exploitation of the latter's energy
resources. Times have changed, however, and we must
move away from outmoded ways of thinking.

Redlistically speaking, from the perspective of nationa
energy security, it is vital that we develop a greater interest
in Russia's natural resources. Siberia has vast potential
reserves of natural gas, which is preferable for Japan
because of its status as arelatively environmentally friendly
fossil fuel. High-level discussions between Japan and
Russia regarding energy resources have just begun and we
hope that they will give rise to positive results.

It is often said that the equipment and facilities used by
Russids energy industry need to be replaced, as they have
become decrepit. In December last year, believing that we
could assist in supplying the requested parts or even new
factories, ERINA hosted a group of energy experts from
Far Eastern Russia and Mongolia. Over the eight days that
they were in Japan, they visited a variety of facilities,
mainly power stations run on natural gas, nuclear energy or
coal, as well as an old hydropower station as well. This
enabled them to develop a familiarity with our advanced
technology. Japan is interested in Russian energy resources
and visits such as this will enable Russia to see the newest
technology available in the energy sector. Such exchanges
will lead to business and ERINA - being a neutral body -
can act as an intermediary, asking the sort of questions of
both the private sector and governments that ordinary
commercial companies rarely do. Based on this experience,
ERINA would be prepared to accept any kind of study
group, in any industrial sector, were basic net expenses to
be covered.

In conclusion, | have one proposa for promoting peace
in Northeast Asia. This meeting has heard explanations of a
variety of cross-border electricity transmission networks in
Northeast Asia; judging from all these presentations, the
most realistic is the proposed project to link the grids of Far

Eastern Russia and the Democratic People's Republic of
Korea (DPRK). In September 2002, Prime Minister
Koizumi visited Pyongyang for talks about establishing a
diplomatic relationship between the two countries.
Unfortunately, there has been no further progress, due to a
certain issue upon which the two countries are unable to
reach a compromise. However, the situation will surely
change in the future; indeed, it is vital that it does change.
Hopefully, we will not have to wait long for this
relationship to be established. If diplomatic relations were
established, Japan would provide compensation for its
misdeeds during the colonization of the Korean Peninsula.
The DPRK will lodge requests for assistance in various
areas; the country's energy problems are so great that
requests for Japan to undertake large projects in this field
will be inevitable. In this context, | personally think that
Japan should assist in realizing the transmission of
electricity from Russia to the DPRK. In doing so, Russia
would benefit from investment on the part of the Japanese
government, which will in turn attract investment by the
Japanese private sector. In the mid-80s, the Japanese
government provided loans to China, which later attracted
private sector investment in the country, the effects of
which are well known. That tendency is still in place, even
today. Rather than big business, there has been an
avalanche of small enterprises rushing into the Chinese
market. A similar situation is certain to manifest itself in
thisareaaswell.

Providing electricity from Russia using financial support
provided by the Japanese government is a form of first aid
remedy; we will gradually have to construct power stations
in the DPRK. There is a proverb "to hit two birds with one
stone"; in this case, three birds would be hit with one stone,
in the form of Japanese financia support: increasing private
sector investment in Far Eastern Russia, solving the
problem of energy shortages in the DPRK, and finally,
persuading that country to cease its development of nuclear
energy facilities.
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