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Executive Summary

Introduction

The Foreign Investment Advisory Council
("FIAC") has mandated international
communications consultancy Ketchum to
research and prepare a White Paper studying
the area of Modernization and Innovation
("M&I"”) in the Russian economy via a series
of interviews and desk research. The main
focus of the White Paper will be on M&I within
the high tech engineering, technology and
telecommunications sub-sectors, and its
effect on foreign direct investment (“FDI")
into the Russian Federation.

Objectives of the White Paper

The White Paper was designed to meet three
objectives:

1. To provide an entirely objective
assessment of international
perceptions of the efforts made to re-
launch and further foster M&I within
Russia’s economy, particularly in the
telecommunications and the high tech
industries

2. To consider how M&I could drive
increased FDI

3. To provide a range of
recommendations on how best to
increase both M&I and FDI, based on
the conclusions of this White Paper

Methodology and Execution

Detailed research was backed up by a series
of interviews with the following stakeholders:

e International corporate investors
within Russia - both FIAC members
and independent players

e Investment bankers

e Institutional investors
e \Venture capitalists
e Financial journalists

The primary research was then analyzed by a
team of international financial
communications experts at Ketchum, drawing
on the deep understanding that stems from
their work with a number of Russian and
emerging markets interests, positioning those
interests as attractive investments within the
capital markets community.

The outputs and conclusions of this study are
presented below based on the following
structure. This structure is designed to
provide a cogent narrative and a set of
practical recommendations to enhance both
M&I and FDI (see the table following this
executive summary), based on the study’s
conclusions.

Chapter I: Comparison of Russia with its
Main Global M&I Competitors

Chapter II: Creating M&I Momentum
Chapter III: Industrial & Academic
Prioritization

Chapter IV: Russia as an R&D location
Chapter V: Russia's Human Resources as the
Key Factor

Chapter VI: M&I as Societal Challenge
Chapter VII: Current Red Tape Around M&I
Chapter VIII: Reciprocity! The Role of
Russian Companies Abroad in Attracting
Overseas Experts and Joint Project Working
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Conclusions and Recommendations

This study has unearthed and identified many
reasons to be positive and optimistic about
the prospects for increased M&I and higher
levels of FDI into the Russian Federation.
Russia continues to be seen as having an
impressive track-record of significant proven
success in FDI, with considerable further
potential.

There are already a range of very strong
investment drivers in place which could
potentially help create impressive investment
returns. The strength of Russia’s human
resources, its natural resources, and the
strength and stability of its government
provide a firm foundation, which can now be
built upon by a successful M&I programme.

Whilst there are many reasons to be positive,
for Russia to enjoy genuine and long-lasting
success in the M&I of its economy, there are
also a number of key challenges that must be
overcome.

1. Infrastructure investment and
development is vital

As can be seen throughout this document, all
sources have made it entirely clear that
Russia must improve its basic infrastructure
before there can be significant improvements
in a wider M&I agenda. Positive
Government intervention would be
welcome in areas such as the rolling out of
broadband, and ensuring not only
availability but affordability.

Fundamentally, however, this is less about
specific technological applications such as
broadband or telephony. There needs to be a
public commitment on behalf of the
Government for significant investment in
the essential infrastructure of the Russian
Federation - and then delivering on this
commitment.

Foreign investors — either corporate or purely
financial - need to believe that Russia is
“open for business” and that it is a state
that functions to the highest possible degree.
Russia needs to be seen to invest in
upgrading its key strategic infrastructure:

transportation; communications; education;
health. It is here that the proven international
examples of private public partnerships
could be considered - formalizing
international commercial partnerships
with the Russian Federation. Throughout
this process, it is vital that the Government
mounts an active communications
campaign to ensure that all key stakeholders
are aware of the progress made.

2. Reform of the education system to
develop “commercial scientists”

Russia’s major strength is human resources.
It is widely accepted in both the international
corporate and investment communities that
there is huge potential in place. However,
virtually all correspondents commented on
the highly theoretical nature of the
Russian scientific community.

It is therefore vital that Russian scientists
are encouraged to think like business
people. The Government should look to
reform the education system so that whilst
sciences remain a highly prized academic
path, there is a mandatory commercial /
economic element for all scientists. To coin
one particularly memorable phrase, "The
kids need to know how to monetize this
stuff.” This is clearly a long-term aspiration,
but once the first steps are taken in this
important direction, a journey will have
been started that should provide
significant long-term benefits.

3. Boost internal market demand for
high tech innovation

Key stakeholders have noted that Russia
needs to create domestic demand for its
high tech products to spur M&I and R&D. The
primary investment risk is seen in the
narrow customer base, effectively
comprising the Government and state
agencies’ ability to deliver.

In a highly competitive international market,
indigenous Russian businesses should be
encouraged to spend more on
modernization of their business
processes. As a result, these blue chips will
become more productive and competitive in
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the global arena. Moreover, such
modernization will encourage innovation and
prioritization, with a focus on the
infrastructure, energy, mining and metallurgy
sectors that represent Russia’s traditional
strengths.

It is advised that there should be fiscal
incentives for companies that genuinely
move forward with the M&I agenda, or
significantly invest in R&D. Benefits could
be structured in many ways. Either as an
“M&I” tax which is applied to all companies
that do not comply, or with taxation reduction
credits for those that have shown significant
progress in the area.

4. Encourage and refine domestic
entrepreneurship to drive internal
market

The Government can only do so much.
Private commerce must be a driving force
within Russia to truly move M&I forward. To
facilitate this, a major government incentive
would be to introduce new legislation that
simplifies the legal aspects of starting
up, financing and running small
companies. The simple fact is "the sort of
person with the drive and imagination to start
and run a tech focused start up probably
won't fill out all those forms.”

A vibrant entrepreneurial sector will also go a
long way to meeting a major challenge: the
creation of a viable M&I domestic market
- driven by Russian entrepreneurs, working
with Russian scientists with Russian seed and
venture capital. To facilitate this, Government
can become involved by setting up regional
and national R&D centers designed to act
as incubators - working with Russian
businesses to monetize the assets. This
successful domestic market will in turn drive
FDI - success breeds success as the
investment itself is inherently less risky.

5. Develop designed to
encourage international
partnership and investment

policies

Russia will not gain massive FDI designed to
aid M&I by creating offshore servicing centers
as has been the case in India. Nor will it be

the center of cheap manufacturing as is the
case with China. Russia’s geography and
population mean that these are not viable
options. However, as has been elaborated at
length, Russia can be an exporter of
intellectual capacity and a home to
international R&D partnerships.

This process can be facilitated by the reform
of  existing legislation and by the
consideration of a number of fiscal benefits
that might include:

e Streamlining the visa process to allow
international experts to work in Russia

e Reconsidering the current legislation
on the importing of intellectual
property

e The removal of VAT on ICT products

e The removal of import duty to enhance
R&D interest from abroad

Regulation is also a key issue. The Russian
Government would be well advised to look to
harmonize its internal regulations to
internationally accepted standards, or to
those of its major trading partners such as
the EU.

6. Improve transparency and ensure
that current laws are effective

Much of the research for this paper suggests
that new legislation per se will not drive
reform. Rather, the Russian Government
should ensure the effective and consistent
application of current legislation. The
laws are in place to create infrastructure and
supply funding and education - however they
are not always properly executed.

When considering international perceptions of
Russia as an investment destination, there
must be confidence that the system works
and that the law will be upheld. At the
moment, consumers can buy counterfeit
Microsoft software in any central Moscow
electronic store. The Government must show
a commitment to both independent
intellectual property law and wider legal
transparency in general. Being seen to be
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committed to these policies will de-risk
Russia as an investment destination.

7. Communicate success

The Russian Government should actively
promote its successes in the related areas of
M&I and FDI. It should incorporate an M&I
and FDI strand into its strategic messaging
and actively communicate the good news
stories that are abundant throughout the
country. Government Ministers and
spokespeople should incorporate the
language of M&I into their communications,
thereby helping to position potential foreign
investment into the sector as less risky.

Simultaneously, the Government should insist
that Russian companies or foreign companies
acting in Russia also actively communicate
their success. Senior Executives should be
encouraged to give interviews across all
media and place articles in influential
journals, explaining how they had been
successful in Russia, the investment
potential/return and the successful
development of M&I within the Russian
Federation.

Taken together, these steps would make a
material difference to the speed and extent of
M&I within the Russian economy and the
liquidity of FDI entering the Russian market -
the twin aims to which FIAC is committed.

FIAC members are committed to partnership
with both the Russian Federation’s institutions
and Russian companies. The conclusions and
recommendations in this paper are therefore
designed to directly benefit both the Russian
Federation and international investors - a
synergy that can only benefit all involved.

Disclaimer

The substance of this paper, the analysis and
conclusions are the results of the detailed and
objective research of the «capital and
corporate investment markets. The views
expressed here are therefore a condensed
version - the “view of the market.”

The views included in this White Paper are
therefore not representative of the corporate
views of either FIAC or Ketchum.

Moscow, October 2010
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Russia’s suggested road-map for development of high tech excellence

Short term Mid-term Long term
(1-5 years) (5-10 years) 0-15 years)

Action points /
recommendations

PR Campaign to
showcase success

* Focus on fixing ailing public
infrastructure and introduce
smarter cities elements in
collaboration with key global
high tech companies

Introduce tax breaks across all
high tech disciplines, including
high tech engineering (beyond
IT and special economic zones),
and import of equipment parts
Focus on making Skolkovo a
virtual platform for scientific
collaboration

Increase transparency of
Russia’s state corporations and
their fund allocations

Focus on support for
fundamental sciences

Ease short-term visa regime for
scientific cooperation

Ease certification procedures
for import of industrial

equipment and machinery from

the EU
Focus on enforcing existing
legislation

Celebrate Russian tech success
— PR campaigns and analyst
briefings, including with
government

Select a pool of “ambassadors”
to represent Russian high tech
business abroad

Select a pool of “mentors” that
would be available for
consultations on investment in
Russian high tech for foreign
companies

Clearly indicate Russia’s long

term commitments, targets and

goals for boosting high tech

Source: Ketchum Research, September 2010

Support broadband penetration

Investment in better public
services

Creating internal mass market
and demand for high tech
innovation in key industries like
energy, mining, transportation
Leverage R&D presence and
investment of the biggest global
high tech players in Russia to
create more high skilled high
tech engineers and Russian
projects

Create favorable conditions for
Russian scientists working
abroad to come back to Russia
Create a number of Russian
high tech “incubators” to grow
mature start ups ready for
venture capital influx

Ease the process of setting up
new businesses, including
access to infrastructure
Guarantee protection of IP
rights, introduce more robust
anti-corruption measures and
enforce anti-piracy laws

PR to be focused on showcasing
real progress in terms of
economy diversification,
creation of internal corporate
market for high tech innovation
Show that Russia’s main asset is
people - highly educated
engineers that could solve the
most complex high tech
problems, i.e. Russia is not an
offshore destination like India
Show that Russia is open for
business and FDI investment in
high tech, and that the rights of
global investors are solid

Modernization and Innovation from the Perspective of Foreign Investors

* Support creation of high
growth internal high tech
market

* Create a number of global R&D
partnerships with the largest
companies, where Russia plays
a unique role

* Ensure technology graduates

get to work on meaningful large

scale projects, have good
foreign language and
management skills

¢ Ensure universities power high
tech innovation clusters,
support international cross-
university exchange
programmes

* Create a stable and business-
friendly environment to
encourage FDI and thus
improve long-term economy
growth prospects

* Encourage largest Russian

companies to invest in R&D and

innovation

* Seek to abolish state
corporations after successful
transition is achieved

* PR to focus on showcasing that
Russia has been very successful
in removing long standing
structural impediments to
growth and foreign investment

hat does success look like
(15 years’ time)

Russia becomes a renowned
exporter of intellectual services,
known for its tradition and
capabilities to deliver on the
world’s most challenging tech
projects. Russia is praised for its
ability to be a strategically global
partner for the largest
international companies due to
its ability to come up with
solutions to high tech projects.
There are both internal and
external markets for Russian high
tech innovation. Scientific work is
seen as prestigious and well
remunerated, so that Russians
start coming back from abroad to
realise their potential (repeating
the success seen in financial
services)

Russia is recognized and praised
for its success in the high tech
area and its engineering
capabilities and is seen as a world
class exporter of intellectual
services.

Russia is not compared with other
BRICs and is not perceived as a
offshore destination for IT
projects

UT | Table 1: Russia’s suggested Road-map for development of high tech excellence
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Chapter I:

Comparison of Russia with its Main Global

M&I Competitors

Drawing on the range of expert interviews
and perception studies conducted in the
preparation of this report, it has become
abundantly apparent that the success of
Russia’s high tech sector is seen as
umbilically linked to the country’s overall
economic performance. The history of high
tech innovation in other markets suggests
that some countries, such as India or
Brazil, have become key low cost and
“low innovation” IT outsourcing hubs.
Others, like South Korea, the EU and the
USA were able to nurture sophisticated high
tech innovation due to their own strong
internal demand. It is vital for Russia to
understand that it faces competition in its
M&I and R&D drive - Moscow is not the
only player in this game.

Despite its strong scientific legacy, Russia
seems to be sitting somewhere in between
these two points. It is too expensive to
outbid other BRICs in terms of cost alone as
a “low innovation” IT offshore destination,
while very low internal corporate and
consumer demand are insufficient to spark
“mass” high tech innovation on their own.

However, Russia’s unique position suggests
that it does not necessarily need to rush into
competition with the low cost, low margin
and highly commoditized IT outsourcing
offered by India. Rather it should focus on
reviving what it knows best:

e Russia has the potential to become an
exporter of intellectual services to
the USA and Europe

e Russia can position itself to become a
global strategic partner in R&D
innovation for some of the largest

and most lucrative international high
tech projects, including higher-end IT
and software products

Following this strategy will have a number of
specific benefits:

1. This is high-margin business -
the rewards from investment are
far more significant than the
“outsourcing model”

2. Reversing the “brain drain” will
make Russia the go-to partner for
complex high tech problem solving

3. Differentiating Russia from the
other BRICs will provide material
benefits in driving FDI
attractiveness

Some experts suggest that Russia is running
out of time to benefit from its post-Soviet
high tech and scientific legacy. Now is the
time to act, therefore, leveraging Russia’s
traditional strengths such as favorable
demographics in the major urban
centers, a higher education sector focused
on solving complex unstructured
problems and its convenient geographic
location.

Drawing on international precedent, high
tech innovation and R&D require significant
political will and government investment. For
example, Israel has been very successful in
creating a transparent government-funded
network of high tech innovation “incubators”.
These incubators provide approximately
$500,000, office space and management
consulting to each of a small number of
carefully selected start-ups, helping drive
them towards the attraction of venture
capital.
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Unfortunately, Russia is currently seen as
“closed for business”, by dint of over-
complicated visa procedures for scientific
co-operation, red tape surrounding the
certification of imported equipment and
inefficient taxation that makes the import
of parts less profitable than the import of
assembled products. Tax breaks are seen to
favor only IT and special economic zones,
and do not support high tech engineering
companies focused on export. Science and
technology are not perceived as lucrative,
well-paid sectors, leading to talented
graduates seeking jobs abroad. Procedures
for doing business in Russia, it is felt, need
to be simplified; there should be more
transparency in the system and the existing
legislation needs to be enforced (e.g. IP
rights protection and anti-corruption).

For the Russian Government to overturn the
perception that “Russia is closed”, it is vital
that there is a proactive public policy and
public relations campaign. Russia needs to
show its commitment to removing the long-
standing structural impediments to FDI -
considered in depth later in this White Paper
- and publicly celebrate its high tech success
stories, challenging international stereotypes.
There needs to be a belief in the Government
promise - a belief that can be catalyzed by
communications, but which will ultimately
only come with policy delivery and
reform.
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Russia’s strengths and weaknesses in high tech compared to peers

INTERNAL

POSITIVE

EXTERNAL

JAILVOAN

Source: Ketchum Research, September 2010
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Chapter II:

Creating that M&I Momentum -
Comparisons with Successful Competitors

Japan and South Korea were successful in
developing a high tech industry focused on
satisfying their internal market demands
and addressing the challenges of aging or
declining populations. This policy drove their
sophistication in biotech, industrial
construction and consumer electronics, which
are now recognized globally.

In response to a declining population,
Koreans have been working hard to create
English-speaking robot assistants to
compensate for the shortage of teachers,
with robots being deployed to most pre-
schools and kindergartens by 2013.
Additionally, high  population densities
created demand for improved
transportation infrastructure and
innovative energy solutions.

A low quality of life, abundant low-cost
labour and some of the highest
productivity growth in the world gave
India and China the edge in becoming
preferred IT offshore destinations.

The Gulf states have heavily invested in
infrastructure and property
development, as well as slashing taxes,
taking steps to boost their energy efficiency,
and promoting biotech and other high tech
initiatives as a result of direct foreign
investment.

The US and Europe’s internal demand helped
create high tech products, and enabled both
markets to start outsourcing their production
to cheaper offshore locations, happy to
support such offshoring with low-cost, “white
label” products. By subsequently
reassembling these high tech products,
repackaging and selling them on, these

developed countries have benefited

considerably.

For Russia, success in creating M&I
momentum is widely perceived to lie down
the path of creating its own niche in the
global high tech Ilandscape. Neither
applying someone else’s experience nor
simply ‘throwing money at it” is the way
forward. However, the common denominator
among all the acknowledged high tech
successes has been the cultivation of the key
intellectual asset - highly skilled human
resources - and making scientific work
prestigious and well-remunerated.

Russia has some of this in place already. The
major challenge is to create both a culture
of entrepreneurship and a consumer-
driven high tech sector. Therefore, an
additional effort is required to change
Russia’s mindset and culture, and to create a
tradition of successful entrepreneurship.
Russia’s high tech innovation, like in any
other peer country, will be a success only if it
is market and demand-driven. The
development of commercialized products is
vital in both the industrial and consumer
spheres. While the inescapable truth is that
no government can simply “create”
innovation, it can and should give
entrepreneurs the necessary tools to
encourage its incubation.

Never in human history has this process
happened overnight. The time frame for
Russia delivering on its ambitious high tech
development is 10-15 years, according to a
number of experts. The examples of the
United States’ Silicon Valley and the UK's
biggest high tech cluster in Cambridge,
confirm that a university research base is
key to any long-term tech sector success.
Equally, sound and innovative public
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infrastructure (including broadband access in
every school and office) are key to creating a
modernized economy that will boost
domestic demand for technology. At the
same time, the government needs to focus
on modernizing the economy first (e.g.
repairing ailing infrastructure and upgrading
production facilities to an acceptable
international standard). Innovation can only
take root and flourish when the ground has
been prepared for this to happen.

Some experts suggest that in order to
encourage a technological innovation boom
in Russia, Skolkovo should become a virtual,
not just the physical model. It should not be
restricted by physical borders. Russia is a big
country, and innovations should not be
concentrated in just one place. The challenge
is to find the right combination of “physical”
and “virtual” Skolkovos. The suggestion is to
create a “virtual Skolkovo”, comprising a
collection of R&D projects, undertaken by
Russian scientists and engineers, who are
not physically based in the Technopolis, but
have a good track-record of producing world-
class results in science and technology.

If Russia is serious about innovation, state
corporations like Rosnano need to become
more transparent about the criteria that are
applied to projects and how they chosen, as
well as more open about the results

achieved. In general, there should be a level
of accountability that will promote trust and
encourage international cooperation.

At the same time, the market view is that, at
the moment, these state corporations are
utterly critical for high tech businesses,
forming as they do a vital part of the eco-
system and acting as established market
participants. However, in order for the
industry to take off, grow and flourish in its
own right, these institutions need to play
their current role only during the transition
phase of 3-5 years and then evolve into a
different form. Some suggest they should
either disappear or go public or be sold into
corporate hands. Either way, they need to
“lose” a number of non-core functions (for
example acting as regulatory bodies) that
hold them back and do not allow them to be
as efficient and competitive as they might
be.

Finally, the general consensus is that the
Ministry of Science, Rosnano and RVC suffer
from a lack of qualified experts, with
considerable fears that Skolkovo may also
face the same issue over time.
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Chapter III:

Industrial & Academic Prioritization

Which areas are deemed most promising
in Russia? Past experience in Russia and
around the globe suggests that it is
impossible to tackle everything at the
same time. The key is finding, defining
and expanding on Russia's natural
strengths, with market success being
the key yardstick.

“"Rome wasn’t built in a day” is a common
saying in English-speaking countries. It is
primarily used as a simultaneous
encouragement and warning to those
embarking on extremely complicated tasks
that will, by their very nature, take a long
time. Its essence is a reminder that one
should be aware of the scale of the task at
hand, and understand that to do it right will
mean taking the necessary time. Russian
entrepreneurs, academics, industrialists and
politicians should, it is widely felt, remember
this expression when considering how
Russian industry can be enhanced and
developed to encourage M&l.

The very nature of the technology and
telecommunications industrial sectors means
that any initiative can lose its way under the
weight of the sheer scale of the challenge.
The often unrivaled breadth and depth of
projects in these sectors mean that it is easy
for individual regional, industrial or academic
initiatives to become lost in this way.

For example, a recent study of innovation
clusters by McKinsey (March 2009) showed
that once a base for a cluster is established,
innovation hubs must then develop a specific
sector focus. Their analysis of the world’s
most successful clusters showed that they
have first established themselves as world-
class players in an emerging specialty before
expanding. This focus allowed locations to
concentrate limited resources, such as labor
and capital, on developing competence and

credibility. Therefore, industrial &
academic prioritization is a key to
success.

As a result, the Russian business, academic
and political communities must properly
analyze the current state of the market
and understand the challenges and
opportunities that are endemic in
Russia’s situation. Once this analysis has
been undertaken, it will be possible to draw
up a plan for the prioritization of resources to
specific sectors or themes, which can then be
worked into an integrated development plan
- making a number of incremental changes
that will create results greater than the sum
of the individual parts.

Following the detailed research carried out
by FIAC, a number of conclusions can be
drawn in this key area:

There are reasons to be positive.....

There are a number of industrial and related
academic success stories that should be
celebrated and wused as a model for
development in the future. The academic and
industrial legacy that Russia has inherited
should be recognized. A long tradition in
theoretical sciences has driven success in
a number of monetizable disciplines such as
aerospace and avionics, metallurgy,
geology, communications and
cryptology. Following past cuts in Russia’s
military budget, these skills have been
transformed from purely military applications
and imported into civilian projects around
energy, natural resources and infrastructure,
where Russia can be seen to be a
genuine world leader.

At Sakhalin and Shtokman, Russia is at the
forefront of energy development. Russia
remains a leader in aerospace technology,
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working in partnership with companies such
as Boeing, UTC, Finmeccanica, and
Eurocopter on international projects that
are based around Russia’s long history in
successfully developing high technology-
focused projects.

But there needs to be reform....

A number of international stakeholders have
commented that reform in both the
education and industrial sectors is vital if
there is to be an effective drive towards M&I.
“Yes, there is some incredible talent there,
but they are very proud and don’t want to
learn new techniques”, commented one
interviewee. Another added that, "yes there
is a great heritage in engineering and
physics, but there’s a lack of dynamism and
understanding of the market. If they don’t
change things, that heritage will be as
relevant to modern Russia as the British
industrial heritage is to the UK today.”

The deficiencies of the current Russian
market must drive reform

One of the major issues for Russia is that in
the high tech space, there is a distinctly
marginal domestic market. The majority of
clients and customers for high tech “product”
are government-led and their needs are, for
the most part, very specifically focused on
either defense, energy, natural resources
and infrastructure development, such as
the government-backed energy and
resources companies.

On a different level, there is a “widespread
mistrust” of Russian products within the
consumer market. "Russians buy only vodka
or caviar from Russia” commented one
interviewee. There is, therefore, little reason
for foreign investors to invest in Russian
technology for the Russian consumer or SME
markets.

With such a limited domestic market, there is
finite scope for new players to enter the
market. There is, therefore, a number of
major challenges that must be met by both
Government and the wider academic and
industrial communities.

Aspirationally, if Russians will not buy
Russian products, and instead look to
international providers, "Russian
companies should be targeting the
global customer from the get-go.” 1t is
also important to understand that there are
“no national high technology products or
solutions” - the international market must
be the way forward. The Russian
Government should look to develop an
international understanding of the quality of
Russian technology and innovation to drive
international sales — thereby creating a new
investment driver. This would be of specific
interest for a number of less traditional
international companies that have previously
only made small investments in Russia, due
to the “lack of a market demand that drives
innovation into areas that interest us.”

On a more practical level, the Government
can take the lead in publicly defining its
priorities regarding the sectors that will
secure priority funding / attention from
the Government. These need to be focused
around the areas that will generate internal
demand such as energy and natural
resources in addition to innovative and
environmentally-friendly tech, road-
building and infrastructure logistics.

Russia could initially apply these new
technologies at home and develop
successfully into a global leader over time. It
could also encourage flows of capital by
setting up public private partnerships to
fund the huge infrastructure projects
needed within Russia. At the same time, it
is very important to ensure that the
government is seen as a regulator and
supervisor that aims to reduce its role as a
market player over time.

The major short term benefits of this
approach would be twofold. Firstly, this
definition will pave the way for increased
flow of funds in specific sectors, driven
by the key factor of specific client
demand. The second would be to illustrate
that that there is a viable market in Russia,
that there is a significant demand for
investment and that acceptable returns can
be made.
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The above policies are the easy part, of
course. All they require is words and public
relations campaigns to highlight the Russian
government’s commitment to a number of
industrial sectors. By contrast, longer term
success will need to be driven by the
strategic integration of all interested
stakeholders and their operations:
government, academia, industry and finance.

At the same time, key messages about
Russia’s M&I should also be focused on
showing how the involvement of foreign
businesses in selected Russian industrial high
tech areas could be of genuine, tangible
benefit to them, highlighting the steps that
the Government is taking to make the
Russian high tech market more open for
business and internationally attuned. More
specifically, the following points should be
considered:

1. As and when the Government
provides a visible statement of its
intent in the related areas of M&I and
FDI, it must be made clear that
market orientation sits at the
heart of that endeavor. For
example, academia and R&D will need
to be exposed more extensively to the
market and be seen to come down
from their “ivory towers”. Although
pure scientific research does have its
place and should, of course, continue,
it is vital that there is a move towards
integrating Russia’s R&D institutions
into the global market.
Entrepreneurial thought should be
stressed at all stages of employment
to create the new generation that will
drive the economy. “Kids should
learn what they can monetize,” to
quote one interviewee in talking
about entrepreneurial R&D

2. Industry should become involved in
offering scholarships to students
at all levels, from secondary school
to doctorate level and beyond. In this
way, industry can play a positive role
in informing academic and course
content. Innovation and
modernization should be taught as
part of all courses, not simply from a

theoretical and scientific perspective,
but also in more raw business terms.

This will allow a greater cross-
fertilization between industry and
academia, with the industry having
access to the brightest and best,
having also played a role in enhancing
their education

3. Another priority area is for Russia’s
R&D establishment to become more
streamlined and co-operative. Whilst
a certain level of competition between
institutions will ensure efficiency, it is
also vital that “There is a
streamlining of R&D centers ... at
the moment it's just too chaotic.”

National and regional R&D centers
should be set up with specific
industrial and market-related

specialism, potentially in co-operation
with specific state industry leaders,
e.g. Gazprom, RosAtom, Rosneft

4, It is vital to properly define
Skolvoko’s mission. What Skolkovo
is supposed to be: A place for
foreigners? A place for Russian-
foreign cooperation? A Russian place
with foreign help? What's in it for
Russia? What's in it for Russian
companies? What's in it for foreign
companies? It is vital to both clarify
the messaging around Skolvoko and
also then properly communicate it to
all key  stakeholders on an
international basis. There have been
“too many grand national schemes to
develop tech.” Skolvoko needs a
clearly defined charter to ensure
international significance and
credibility.

What Russia needs - it is widely felt - is
visible Government leadership, with the co-
operation of the country’s key strategic
industries and the partnership of foreign
strategic investors such as FIAC to drive real
and meaningful change. Such leadership
must be codified and embodied in a clear,
integrated programme that will help to shape
and support the market, thereby driving
investment. Such a programme will need to
be complemented by a market-savvy
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academic sector, which - in co-operation with
industry — will drive excellence through the
continued development of M&I across all
parts of the economy.

It is advised that there should be fiscal
incentives for companies that genuinely
move forward with the M&I agenda, or
significantly invest in R&D. Benefits could be
structured in many ways. Either as an “M&I”
tax which is applied to all companies that do
not comply, or with taxation reduction credits

that
progress in the area.

for those have shown significant

In conclusion, there are very positive
foundations to build on. The history of
engineering and scientific excellence provides
excellent bedrock on which to construct a
successful M&I programme  designed
specifically to drive greater levels of FDI.
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Chapter IV:

Russia as an Attractive R&D Location

What are the major regulatory and
structural barriers to enhancing Russia
as a base for R&D and net receiver of
FDI?

Russia’s future success as an appealing R&D
and FDI location depends on a number of
factors. One of the most important is
Russia’s positive perception as an FDI
destination for major international high tech
corporations, thereby ensuring the economy
receives enough investment to maintain
productivity growth.

Fitch Ratings’ recent upgrade of its
outlook on Russia to positive from
stable sent a very positive signal to both
current and prospective investors in Russia.
The rating agency stipulated that the
country's economy continues to recover after
taking a hard knock during the global
financial crisis. Some of the managers of the
largest European funds, e.g. Alister Hibbert
of Blackrock’s European Dynamic fund, have
started talking about Russia’s strong
recovery and opportunities to invest.
However, some of the less financially savvy
but vocal stakeholders, like the Valdai Club
members, continue to insist that "“there is
practically no real modernization,
restructuring or diversification in Russia, oil
and gas remain the main sources of revenue,
corruption continues unchecked and there is
almost zero innovation.”

The outlook therefore is mixed. However, it
is clear that the majority of experts and
journalists agree that Russia’s modernization
is the most pressing political issue on the
government’s agenda. All attention is now on
Russia’s next step in this direction. The
international investor community is keen to
see a long-term plan for Russia’s
modernisation that gives a clear roadmap
designed to make Russia’s economy

diversified, modernized and open for
international cooperation. Whilst a number of
experts agree that Russia is rich with
qualified and science-minded personnel, and
that it is the visible intention of the President
and the Government to modernize the
country, there remains uncertainty regarding
the strength of the authorities’ intentions to
modernize the country, to limit bureaucracy,
to defend IP rights and to improve existing
laws.

Based on the research and interviews that
have underpinned this study, the following is
a set of suggested measures for the
Government to consider and gradually
implement over the next decade, including
some quick PR wins. These are outlined in
Table 1 "Russia’s suggested road-map for
development of high tech excellence”
(see page 5, at the end of the Executive
Summary).

Russia already has some genuine world-class
innovation in technology, such as aerospace,
defense, and other military applications. It is
a country of nearly 100 percent literacy, with
a scientific community rich in
mathematicians, physicists and engineers
who, in the past, were able to develop

nuclear weapons, supersonic jets,
sophisticated spy satellites, and who
pioneered space travel. The country’s

telecommunications infrastructure, at least in
the big cities, is remarkably advanced.
Wages have been comfortably below those of
Europe or the United States. Russia's flat
13% income tax is a definite attraction for
investors that Americans and Europeans can
only dream of.

More specifically, in its study of global
innovation clusters in March 2009, McKinsey
separated all clusters in the following
categories:
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1. “Heroic bets”: large, government-led,
targeted investment efforts that focus
on a specific promising sector

2. “Irresistible deals”: regions that are
able to attract established companies,
often foreign players

3. “Knowledge oases”: locations with a
critical mass of highly specialized
talent, such as a large research
university or government R&D lab

It is striking that Russia has
considerable tradition, resources and
opportunities to have the “right to play”
in any of these categories.

However, in order to fully unlock Russia’s
R&D potential these area of high tech
innovation need gradually to be widened and
deepened - a process which could be
achieved partially though cooperation with
some of the largest Russian-based
international technology companies.
Synergies can be created in the area of high-
end industrial and corporate innovation
through establishing a strong link between
international businesses and their proprietary
R&D platforms in the country on the one
hand, and Russia’s academic
institutions/research base on the other. At
the same time, there is a need to create a
climate where scientists can sustain
themselves and maintain decent living
standards, in order to attract and retain
more talent in the sector.

The restoration of the R&D environment
and spirit in Russia is also perceived as
being very important, together with a fuller
recognition of what science contributes to
society. With this in mind, the country’s R&D
centers should be properly integrated. At
present, they are too separate and niche-
focused. "It doesn't feel as though there is a
national strategy,” one respondent observed.

In parallel, the review and simplification of
immigration arrangements for short-term
business and scientific trips could also foster
international cooperation and experience-
sharing. Again, it is up to the state to set out
the fundamental goals and then guide and

supervise the process of their attainment, as
well as ensuring internal and external
communication and marketing of whatever
steps are taken is integral to that initiative.

In terms of encouraging more “mass market”
consumer and corporate technology R&D, a
range of cultural, legislative and societal
challenges need to be overcome. Firstly,
the relative lack of a culture of
entrepreneurship in Russia needs to be
addressed and internal competition fostered.
The problem here is two-fold. On the one
hand, Russians excel at the theoretical side
of science, but are not quite so adept at
managing start-up companies efficiently or
applying their scientific knowledge to
practical business applications. On the
other hand, they also "expect to be paid too
much for their inventions,” which “diminishes
venture capitalists’ intention to invest,” said
one interviewee.

It is worth remembering the effects of
inventors’ understandable desire to achieve
the highest possible return. The perceived
lack of IP rights, copyright or patent
protection, represents a real barrier.
Entrepreneurs are therefore driven to extract
as much value as possible upfront. Certainly
this is the impression that every Russian or
visitor to the country has when they see
illegal copies of Microsoft products being
openly sold in the center of Moscow or even
counterfeit drugs of the biggest global
pharmaceutical companies, which can be
found in many pharmacies across the
country. The recent news of the German and
Russian authorities launching a probe against
several former Hewlett-Packard managers,
suspected of paying bribes to win a €35m
contract in Russia, do not help either.

At the same time, few Russian scientists,
engineers or entrepreneurs understand
modern market trends and can predict
market demand for their innovative
solutions. This knowledge should be built on
in the following ways:

1. More business and project
management disciplines should be
taught to young engineers and
scientists, in a way that will help
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them to <create and work on
inventions that are monetizable, and
that will meet not only internal
Russia, but also international demand

2. A greater number of international
student exchange programmes could
help young talent understand both the

requirements and global market
potential of Russian technology
innovations

3. Access to an affordable
knowledge infrastructure is a
must-have

4. Office space and access to public
infrastructure in Russia for tech
companies is considerably more
expensive than comparable
infrastructure in India or China,
especially for those companies who
compete with other BRICs for
software and IT exports

Encouraging seed and venture capital

In terms of supporting technology
entrepreneurship, and therefore R&D, the
Russian government should adopt and fund
Technology Entrepreneurship
Programmes to facilitate the process of
taking Russian start-ups to maturity.
Currently, seed and venture funds face
difficulties in finding mature start-ups for
investments. The lack of entrepreneurship
skills and interest from Russian inventors and
researchers are among the main show-
stoppers standing in the way of high tech
start-up ventures, R&D and the entire start-
up value chain.

Certainly, there is some venture -capital
available. However, what stands in the way
is the slow speed with which start-ups
mature and perceived flaws in state
regulation, both seen as sources of
considerable risk. For example, Sun Group
considers ¢.200-300 projects per annum and
invests in some of them. However, their
major concern is that companies still need to
understand that they must be more
transparent about where funding is going, in
a manner that allows for a certain level of

control and supervision from venture capital
investors.

In the same vein, some market participants
believe that either specific “technology
incubators” or indeed a programme of low-
interest credit financing made available to
qualifying Russian high tech start-ups could
also boost innovation. The credit could be
offered via some of the large Russian banks.

Stimulating internal demand

A parallel challenge is the stimulation of
internal market demand for high tech
innovation. At the moment it is widely
assumed that the Russian government or
indeed Russian state corporations are the
key customers of the high tech industry, and
that corporate contracts are both scarce and
hard to come by. A major challenge,
therefore, is gradually to generate wider
internal market demand for innovation at
both corporate and consumer level.

At the same time, real competition in the
technology market needs to be encouraged
to ensure that price is not the singe
determinant of contract success. Some
Russian market participants feel that there is
"no concept of the value of technology,”
that "companies’ long-term commitment
to investing in Russian technology is not
being valued” and that some of the
contracts go to "take the money and run”
companies, which are not there for the long-
term.

A reduction of the “strategic sector”

One of the major impediments to foreign
investment is the scale of the strategic
sector. The consideration of “national
interest” could be downsized a little to
encourage external investment in M&I and
R&D. Put simply, it would be a good idea for
the Russian state to “let some of this go.”
This could be delivered by an acceptance by
the Government that whilst a certain level of
state funding could go into proposed
technology incubators, or strategic projects
such as Skolovoko, it is worth the state
“letting go”. Incubators are designed to
produce technology that is monetizeable -
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therefore making it state property regards
any investment case for external parties.

Broadband internet as a driver of
innovation and therefore R&D

In this context, it is widely felt that there
should be appropriate steps taken to aid the
boosting of consumer demand in a way
that will help build the innovative
economy and reduce transaction costs.
Broadband needs to become available to
more people across Russia, particularly
among schools and SMEs, both in terms of
physical availability and financial
affordability, and also in provincial towns and
more rural areas.

To flesh this out, the World Bank has found
that in low and middle-income countries
every 10% increase in broadband
penetration accelerates economic growth by
1.38%. This increase is more than in high-
income countries and also more than for
other telecommunications services. In a
similar  study, McKinsey & Company
estimates that a 10% increase in broadband
household penetration delivers a boost to a
country's GDP that ranges from 0.1% to
1.4%. Booz & Company found that 10%
higher broadband penetration in a specific
year is correlated to 1.5% greater labour
productivity growth over the following five
years. Booz also suggested that countries in
the top tier of broadband penetration have
exhibited 2% higher GDP growth than
countries in the bottom tier.

Beyond broadband:
information society

building an

Beyond broadband itself, according to
interviewees, if Russia wants to modernize
its economy, it should consider decreasing
VAT on a limited number of ICT products
most critical to building an information
society in Russia (computers, laptops,
netbooks) as a means of providing fiscal
stimulation to facilitate those devices’
penetration into households and SMEs.

Colombia
examples of such stimulation.

Turkey and provide strong

On March 26th, 2009 the Prime Minister of
Turkey, Recep Tayyip Erdodan, announced
tax cuts for a fixed six month period to help
counteract the effects of the economic
downturn. Among these cuts was a decrease
in VAT from 18% to 8% on computers. An
analysis of this move has shown that the
resulting fall in tax-take was more than
compensated for by the increase in VAT
received from licensed software and
peripheral device sales.

In order to minimize transaction costs on
the import of components, customs
procedures should also be simplified.
Legislation across many countries and the
principles of the General Agreement on
Tariffs and Trade (GATT/WTO) provide a 0%
VAT regime for goods, services and property
rights export, whereas in the Russian
Federation such tax treatment is only
applicable to goods. The recommendation is
therefore to include the term "“export of
services” into the tax law, and extend the
VAT regime for goods and services so that
0% VAT is applied to IT services. The state
should help IT companies decrease their
infrastructure costs, such as rental costs and
municipal payments in order to Dbe
competitive with world averages.

In conclusion, there is massive potential
for Russia to become a powerful R&D
center, for both Russian and international
companies. There are, however, significant
challenges at both the structural and fiscal
levels, in addition to the need to create a
more entrepreneurial, market-oriented and
commercially-focused culture for scientific
endeavor. Short-term measures such as tax
breaks will help. But, it is in the long term -
through the education of a new generation of
entrepreneurs, researchers and scientists,
backed by the right structures, policies and
institutions - that real change can be
achieved.
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Chapter V:

Russia’'s Human Resources as the Key

Factor

Human resources are Russia's most
valuable asset, much more so than oil
and gas. But is that resource being
properly developed and cultivated?

Russia has a considerable number of marked
advantages over many other nations looking
to develop their economies. Not only does
Russia have massive reserves of strategic
natural resources, it also has a very long and
successful academic tradition in theoretical
sciences, and their practical application to
industry.

The detailed research carried out by FIAC

paints a picture of opportunity and
challenges. There is real strength in the
Russian educational system, and when

combined with a successful academic and
industrial tradition, the potential of Russia’s
human resources and education system to
drive modernization and innovation is great.

However there are also weaknesses:

1. The resource base is limited and is
skewed towards military applications

2. There is a growing disconnect
between academia and industry:
students do not wunderstand the
market or commercial conditions

3. There is also a feeling from non-
Russians working within Russia that
there is a lack of will to consider new
theories in science and industry; that
Russians are too proud to change

4. Finally there is a concern that there is
a “brain drain” - that Russia cannot
keep the best and the brightest within
the country, and that the necessary
brain power to drive M&I will be lost

to Russia for ever
To consider the situation in more detail ...

The positives:
foundation

a strong and proud

As already discussed, there is a strong
foundation on which to develop a renewed,
integrated academic and industrial drive to
aid M&I in Russia.

"Russia was and still is famous for good
fundamental science knowledge