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EU and Russia are trade interdependent

(10 major trade partners in 2009)
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EU’s trade structure with 3 main partners

WITH UNITED STATES BY PRODUCT (2008 — .
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EU exports to Russia

by member state

1. EUMember States’ Exports to Russia in goods

Population share
1.1.2009 3

Source: EU-Russia Centre
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Finland: natural gate
to Russia = more than 1/10
of Russia’s total imports
via/from Finland

(Road transit via Finland to Russia was €17 bn in 2010)

| Finland’s road transit to Russia = 3,5 x Finland’s direct (own) exports to Russia




Foreign direct investment (FDI)

stock in Russia ($ bn)
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D|V|S|on of FDI inflow to Russia

by industry (%)

2003 2004 2005 2006 302007 As of end 2009: J’ A =
Agriculture, Hunting and Forestry 05 03 02 0§ 03 97 ! \\_ )
Mining and Quarrying 193 245 112 166 173 16.4 . /;"‘ \ LE{“‘(
mining and quarrying of energy producing products 173 216 96 141 160 ¢ )
mining and quarrying, except of energy producing products 20 29 16 25 13 Ehosh
Manufacturing 22 253 335 215 46 293 AN
manufacture of food products 34 23 22 25 25 Kn owleﬁlge-
manufacture of chemicals and chemical products 12 19 27 28 12 mtens,\,e
manufacture of metals and fabricated metal products 103 126 64 68 126 , FD b
manufacture of transport equipment 07 21 18 26 09 SO far very
manufacture of coke and mineral oil 06 02 151 72 38 m 0 d e St '
Services 582 499 551 553 518 936 - M
construction 03 06 04 13 12
wholesale, retail, repair activities 36.1 329 382 237 423
fransport and communication 38 5 72 96 65
of which communication only 23 3 4 6 1 8 5 2.9
financial intermediation 26 24
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Figure 2 Russia's OFDI stock, 2000-2008

Russian OFDI Siock at the year end, US § bn }
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1995 2000 2009 Source: Central Bank of Russia 2009.
Russian capital exports 1886-1914 Global financial crisis caused drop
$ 33 billion (measured at 1996 money)  _ recovery to be expected 2011 onwards

= Soviet era - abnormally closed period
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Russian investments abroad

- Some reasons behind growth

— Increased and accumulated wealth in Russia
e over 100 billionaires in Russia in 2011

— Control over value chain (from exporter of natural resources
to active international player — better profit margins)

— Global competition forces (“eat or be eaten”)
— More managerial experience on internationalisation

— Capital exports have become more transparent
(from capital flight to recorded FDI, i.e. better statistics)

— Assets moved away from hands of Kremlin (eggs in different baskets)
— Kremlin uses sometimes firms as tools of Russia’s foreign policy
— Investments linked with criminality (internationalisation of crime)

— Some knowledge-intensive investments carried out
(new phenomenon)



Russian investments abroad

- Companies behind investments

Table 1 Russia’s leading TNCs by foreign assets in 2008. : “*

Company Foreign assets, $ mn | Principal host countries f." 1

Lukoil 23512 Baltic States, CIS, Finland, USA, Venezuela z’)

(Gazprom 12137 The majorty of the EU and CIS countnes, Turkey A8

Norilsk Nickel 8 965 Botswana, South Africa, USA ;"{L

Renova 8200 Switzeriand, fialy, USA LA

Basic Element 71350 Australia, Kazakhstan, Nigena, USA | ¢ =Y

Severstal 4546 Haly, USA > )

Evraz Holding 4450 USA Qil, gas, metals and

RusAl* 3925 Amenia, Australia, Guinea, Kazakhstan, Nigena telecommunications ©

Altimo 3825 Amenia, Georgia, Kazakhstan, Tajikistan, Turkey, CcO rporations 1
Ukraine, Uzbekistan at least 2/3 of value

Novolipetsk Steel 3250 Belgium, France, ltaly, USA of Russian

Mobile TeleSystems 2000 Belarus, Ukraine, Uzbekistan investments

VimpelCom 1350 Amenia, Georgia, Kazakhstan, Ukraine, Uzbekistan abroad

E_._—;TURUN KAUPPAKORKEAKOULU I 9- I—I
L3 Turku School of Economics Source: Vahtra/PEl
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Russian investments abroad

- Where investments placed ?

Figure 2: Geographical Structure of Russian FDI (End of 2007)
(Fixed Assets of Non-Financial TNCs and M&A Volumes of Banks in % of Non-Current

Assets)
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B Africa
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EUZ7 STOCKS OF FDI WITH RUSSIA
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How to understand the Russian
el DUSINESS expansion abroad?

policy tool

N IS

o B
Foreign policy tools Money-driven patriots };

State-controlled corporations Although internationalisation is largely guided by 5

Strategic industries, such as energy logistics and economic rationality, the companies frequently
telecommunications conform to Russia’s foreign policies as they often

Political goals are superior to business rationality operated in politically sensitive branches

Fugitives & outlaws

Foreign units facilitate capital transfers abroad
Tax evasion is closely linked with
Internationalisation

Illegal operations (money laundering, illegal
armament trade, narcotics business, prostitution)

v
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Attitudes towards
Russia’s foreign : Russian investors

policy tool R
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Transparency
of operations
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21 million visits to Russia

"EU-Russia touris

CIS 77%
China 3%
USA 1%
Others 4%
EU 15%
EU total 3.2 mn
Finland (transit) 1.1 mn
Germany 0.6 mn
Poland (Kal-grad) 0.4 mn
Italy 0.2 mn
France 0.2 mn
UK 0.2 mn
Other EU state 0.5 mn

Compare: over 4 million foreign visits

to Estonia in 2008

m in 200

34 million visits from Russia

One should
treat these statistics
with utmost care !

dan-europed

50%
%
5%
5%
5%

28%

9.5 mn
3.0 mn
1.6 mn
0.9 mn
0.7 mn
0.5 mn
0.4 mn
2.4 mn

&S
Turkey
Egypt
China
Others
EU

EU total
Finland (transit)
Estonia
Germany

Lithuania (Kaliningrad impact)

Italy
Spain
Other EU state

'—rl Source: Russian Federal Agency for Tourism
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EU-Russia tourism
unused potential for integration

More people-to-people contacts needed i.e. they may
open alternative bridge to state-level and business

contacts 9
Personal experience win prejudice at the end of the day } _«-q;x L
Visa-free travel to be reached after we have reached 3 :ﬁl\ ‘

other freedoms (goods, services, finance) i.e. WTO
membership first.

Ei,_—jmﬂum KAUPPAKORKEAKOULU I ) :J—I
e Le Ll e Source: Russian Federal Agency for Tourism

Pan-European Institute
pan-europEean nstijfuie



Scenario Pathways: Marlorj?.t_te of siloviki
The Russian Bear con 2
. stagnat©
Economic
Centralization, reil
Authotitarianism (\o“'\ Crisis " o
g“a . Stagnation 3 leads to
<2 major societal crisis
\ Reform 2
» : fails
: *
[ *
\\ \\ \\ Reform 2 * l
1 ’ B Reform 1 forced by economic
Y e, fails crisis >

Muddling

L 4
Daown

7 Is Reform 3 possible ) Collapse
\\ without conflict B of Russia
\\ within Russia ?

Who follows

ﬁ Medvedev ?

2008-2017? Modern Russia
= more authoritarian and more state-

driven than stereotype of Western-
\\ societies

Times af Time flow is not
Present )‘ i linear in this model

v

The Russian Bear — scenario created by Daniel Yergin ja Thane Gustafson (1993)
Russia 2010 and What it Means for the World, p. 159

Kari Liuhto drafted the scenarios after 2010
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Russia’s R&D in global comparison

Figure 1

GERD = Gross Expenditure on R&D

Expenditure on R&D

Gross expenditure on R&D as share of GDP in 2007
and relative change in 1997-2007, percentage points

Country’s share (%) of world’s GERD in 2007

(circle size corresponds to total GERD, USD min.)
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1%

Gross expenditure on R&D as share of GDP in 2007, %
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Russia needs entrepreneurial innovation activity

> TURUN ufnurnunﬂuinm}uw I 9- “
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Main headache

Country R&D Share of R&D Share of industry Number of
expenditure  expenditure in GDP In R&D expenditure  researchers
(USD billion) ~ (per cent) (per cent) (1000)
USA 398 2.6 67 1 426
EU27 264 |8 53 | 448
Germany * 72 1.3 68 29]
Fmland ] 33 68 41
Japan * 148 34 78 710
China * 102 14 Myth: China 794 1 423
and Russia 4
Russia k 10 are not similar QD) 151
Source; OECD, Main Science and Techuology Indicators 2000-2. T * data of 2007




International dimension weak side

I DII

Indicators of technological progress and innovation capacity
(atest avelaple year)

Russia (hing [nda Brazi
Researchers (per m population) 3,05 026 111 i1
Research & development spending (% of GDP) 110 142 070 082
rternational patent applications (% of world otal 04 3] 04 03
High-tech exports (% of manufactured exports) X 0] 53 124
ublshed screntrficaricles o, 27,603 1238 38,366 jo021
Unversities n top 500 (no, ! i ] 5

Sources: Pl Hanson, "Russia to 2020", Chatham House, 2009: UNESCO: Thomson Reuters; Financial Times,
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Companies in Fortune Global 500

Companies in top 1,000 R&D investors

2005 2009 2005 2009
Brazil 3 6 3 3
Russia 3 8 2 1
India 5 7 1 12
China 16 37 3 5
Europe * 175 180 294 333
USA 176 140 423 378
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Main weaknesses of

Russia’s innovation process

Preparation Commercialisation

Intellectual |ldea & Innovation Entrepreneurial Marketing
potential & —> discovery —> (& patent —> spirit & activity —> skills
creativity
Good RAS outdated | Technology- Bureaucratic Deficient
educational oriented business inter-
base Innovation innovations environment national

infrastructure (energy efficiency, major marketing

still developing nuclear energy, obstacle

(innograds, SEZs, space technology, Domestic

technoparks) pharmaceuticals, More prlvate risk market
Brain drain ICT-technology) funding needed oriented
since collapse  Triple Helix
of USSR does not work | Service-oriented Weak legal system
(return of innovations
Russian Innovation neglected Relatively large share
specialists?) networks weak of foreign-financed R&D

(slow spillovers) | Weak intellectual (9.4% of total in 2006)

property rights
(piracy) Lack of outsourcing
. . (lack of inter-firm cooperation)
Parts marked in red require Few international
i improvement patens (Sweden=7xRussia)
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Starting point for innovation economy

Figure 4

Sample characteristics (innovation), %

Presence of R&D department

The company
doesn’thave
R&D department,
49%
The company has an
R&D department,
51%

Main sources of innovation

Company's own R&D department 47 %

|

Foreign companies - suppliers of
equipment or parts

38 %

!

Presence of innovation strategy

Documented as a separate strategy,
5%

The companydoesn't
have innovation strategy,
24%

Documented as a part
of overall strategy,
20%

Innovation strategy
exists only in top
managers' minds,
51%

Russian companies - suppliers of o
equipment or parts 28 %
Company's own departments, except o
R&D 25%
Russian engineering, design and other 16 %

specialized companies

"

Russian institution of science and 15 %
technology or university °

Foreign engineering, design and other

1)

0,
specialized companies 8%
Acquisition of patents, licenses and 6 %
know-how from Russian companies °
Acquisition of patents, licenses and
know-how from foreign companies (with 5%
or without Russian presence)

Foreign institution of science and 3%
technology or university °

T T T T T

0% 10% 20% 30% 40% 50 % 60 %

*The sum exceeds 100%, since up to three options were allowed

Source: Bauman Innovation and OPORA — Russian Innovation Survey 2009-2010
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Money

Main obstacles to innovate

Figure 6

Obstacles to innovation

Main obstacles to innovation activities for mid-sized and large
companies in Russia

Lack of funds available within the
company

Too large cost of innovation activity

Difficult to get external financing

Uncertainty of demand for a new product
or service

Lack of qualified human resources
Lack of technology information
Lack of market information

Difficult to find suppliers

Restricting standards and industry
regulations

No demand for new products and
services

Ineffective innovation management

Board of Directors doesn't recognize
innovation as priority

62%
33%
33%
23%
19%

12%

8%
6%
6%
5%

5%
4%

0% 10% 20% 30% 40% 50% 60% 70%

* The sum exceeds 100%, since up to three options were allowed

*

10

Rankings of obstacles to innovation for EU- companies

Innovative companies*

Lack of funds available within
the company

Difficult to get external
financing

Uncertainty of demand for a
new product or service

Difficult to find suppliers

Too large cost of innovation
activity

Lack of qualified human
resources

No demand for new products
and services

Restricting standards and
industry regulations

Lack of market information

Lack of technology information

9

10

Non-innovative
companies*

No demand for new products
and services

Lack of funds available within
the company

Difficult to get external
financing

Difficult to find suppliers

Uncertainty of demand for a
new product or service

Too large cost of innovation
activity

Restricting standards and
industry regulations

Lack of qualified human
resources

Lack of technology information

Lack of market information

* See Community Innovation Survey 2004-2006 for explanations

Source: Bauman Innovation and OPORA — Russian Innovation Survey 2009-2010; Community Innovation Survey 2004-2006, Central Statistics Office




Obstacles related to HRM

Figure 7

Barriers to innovation: human resources and education

Low High
Too high, inacceptable Acceptable

L technical colleges ) Low High

Low

sciences and engineering

S J High
. . . . )
L school ) Low High

Source: Bauman Innovation and OPORA — Russian Innovation Survey 2009-2010



Obstacles related to IP rights

Figure 8

Intellectual property protection

Intellectual property protection in general

Intellectual property protection:
patents for invention and prototypes

Intellectual property protection:
registered trademarks

Intellectual property protection:
authors’ rights

Intellectual property protection:
business secrets and know-how

Weak Strong
AN 5 s 24% 3% [7%dl
Weak Strong
WA 0% 1e 2% 1% 8% TNEA
Weak Strong
I s 9% 2r% 12% [[10%2
Weak Strong
W v s% 2% 13% [TA3%
Weak Strong

Source: Bauman Innovation and OPORA — Russian Innovation Survey 2009-2010



Co-operation with foreigners:

Technology / knowledge transfer from abroad to Russia

“developing countries should follow a development strategy of openness to foreign
ideas and knowledge, and to build capacity to absorb and blend them with existing capacities.”
Adugna Lemi (2010, 29) Transnational Corporations, UNCTAD.

Russia is not a developing country but the aforementioned recipe is valid !

Intelligence
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Figure 10

Cooperation with foreign companies in area of technology and innovation

Technological cooperation with partners Location of main technology

Areas of cooperation

abroad (during last three years) partners
1 Germany 36%"
Upgrading products and *
parecing procucts an | <., 23%
China 16%
i CIS countries 10%
Developing new _ ® ; o
products and services 43% = 9%
No Italy 8%
J o,
49% Designing and i 8%
implementing new _ 42% France 5%
production processes i
ndia 5%
Sweden 5%
Upgrading production ® Other E 140
processes 42% er Europe %
Other non-Europe 5%
* The sum exceeds 100%, since multiple ** The sum exceeds 100%, since up
options were allowed to two options were allowed

Source: Bauman Innovation and OPORA — Russian Innovation Survey 2009-2010



Modernisation with the EU

General framework: Y L
The EU-Russia Partnership for Modernisation (since Stockholm Summit 2009) . 2

Bilateral platforms: _ S
Modernisation Partnership with Germany (since 2008)
Modernisation Partnership with France (11/2009)

Knowledge Partnership with the United Kingdom (11/2010)
Modernisation Partnership Declaration with Slovenia (11/2010)

Proposal for Modernisation Partnership Declaration with Finland (11/2010)

> TURUN ufnurnunﬂuinm}uw I '-“
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Russia’s innovation co-operation with EU:

S

©

@

-
< % Increasing mutual g
“(_; = competition /
o ®
S O Lot
T O How to merge
2 g varying goals ?
Z Qo
., Doing together
5 better than
° talking over
c T each other !
o .9 .
T © Russia for EU: consumer
> =
o 9 goods market
c £

Theatre on co-operation The EU’s goal for wider politico-

societal modernisation in Russia
a » TURUN KAUPPAKORKEAKOULU I '-J—I
. !'--M é-., ¢;rr-t--~.ln;‘:,.|1-_- — i



Co-operation with foreigners:

Finnish Industry Investment and Rosnano (joint nanotechnology investments)

Nokia’s presence in Skolkovo

TEKES and FASIE co-operation (SME funding) - )
1N
Finnode in St. Petersburg (high-tech gateway) s, J;:
5 ‘}"‘j\
Technopolis Pulkovo in St. Petersburg (technopark) —

Direct business cooperation between Russian and Finnish firms (incl. technop';\rlz”s_‘;’)"
Academy of Finland and Russian Foundation for Humanities (2006-2009) |
Direct research cooperation between Finnish and Russian universities

Second EU-Russian Innovation Forum in Lappeenranta in May 2011 (bilateral event)
Extremely active cross-border activities (collaboration with St. Petersburg)

Company level co-operation still sub-optimal (SMEs unused potential)

» TURUN KAUPPAKORKEAKOULU I '-“
Pan European Insit -
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Some policy recommendations for Russia

Change policy from creating own break-through innovations into adaptation of existing
innovations with cooperation with leading Western corporations.

Promote service-related innovations and organisational innovations (= improvement of
daily practices), particularly within state-owned enterprises.

Support internationalisation of Russia’s innovation firms, particularly SMEs.

Disintegrate the Russian Academy of Sciences and move its competitive research
functions into Russia’s leading universities i.e. role of RAS to finance research not to do
it (buiiding a new system more efficient and faster than reforming the oid).

Publish a list of Russian companies investing the most in R&D
(create competition over prestige among olicharcs)

Fight against the militarisation of the innovation sector.

Flagship innovation projects are not enough i.e. support spillovers & networking.
wr TURUN KAUPPAKORKEAKOULU 9-

z -
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Some general policy recommendations

re

Improve general investment climate to foster spillovers from innovation oases, such as
innograds (Skolkovo), SEZs and technoparks, to the rest of the Russian market.

Improve immaterial property rights and functioning of court of laws.

Corruption is only a symptom, over-bureaucracy is the ultimate disease. Intensify the
fight against over-bureaucracy. Innovation reform fails, if administrative reform fails.

Create private venture funds and encourage private banks to finance R&D activities of
SMEs.

DilA ~rAnAitinne fAr intanein/a ~rAnnnaratinn hoahanaan racanrs h inctitiitac ctatn
L)uuu \JUIIUllU 19 1VI 11ILTI1I101VO UUUIJG'GUU“ MCTLVWTCTII 1TOoOTdadl ull IIIDLILULGO, ||||° dliu ouadlco
(Triple Helix) — the role of academia weak at the moment weak.

Teach entrepreneurship and encourage creativity at Russian schools plus intensify
student exchange between top universities in Russia and the EU.

Synchronize competition and industrial policies with innovation policy and be patient,
as fruits of the modernisation takes decades to mature.
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Summarising 12 main findings

Flagships needed but entrepreneurial (private) innovation activity is A MUST

Closer inter-firm co-operation = R&D subcontracting (trust, IPR, court of laws needed)
Continuous (flexible) innovation process instead of governmental programme(s)

Within an organisation: from consensus to conflict of opinions (“YES MEN" not needed)
Service and organisational innovations (spread of best practices) required

Role of military industrial complex may grow in future (spillovers to civilian sector)
Results for the ordinary people urgently needed (Moscow traffic, health reform, etc)

Role of RAS should be changed from actor (social security provider) to a financing body
(Finnish experience)

Imitation more efficient than doing independently (foreign co-operation)
Open innovation communication (innovation journalism / neo-glasnost)

Product development / finalisation together with a customer
(individual products i.e. no T-Fords any longer)

Support reform forces and destroy resisting forces (long-term change leadership)
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“ ... there is nothing more difficult to carry out, nor more
doubtful of success, nor more dangerous to handle, than

to initiate a new order of things. ;
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For the reformer has enemies in all those who profit by the h
old order, and only lukewarm defenders in all those who \E
would profit by the new order ...~

Nicolo Machiavelli, Prince, 1532

“You'll miss 100 per cent of the shots you never take.”

Wayne Gretzky
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Recommended further reading: Do not hesitate to contact
Prahalad & Krishnan (2008) The New Age of Innovation Kari.Liuhto@tse.fi
— Driving Co-created Value Through Global Networks
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