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PREFACE

This book examines the contradictions, advantages, and problems inher-
ent in post-industrial development as an intensive and continuous process.
Turbulent times, futuristic innovations and new technologies have not
only entered into our lives rapidly and created new opportunities for
developing society and the economy, but have also lead to challenges and
threats that inevitably cause negative reactions and dilemmas regarding
further transformations. The post-industrial society is a diverse series of
paradoxical ecosystems; it has predictable and unpredictable manifesta-
tions; there are positive and negative aspects; it requires modern values
and challenges (to nature, people, and the economy) and relies upon new
advanced technologies (for business and society, including megatrends
and development), yet requires conservative steps during the period of
transformation. To present this complex world as comprehensively as pos-
sible, this book—written by a big group of Russian and international
researchers—deals with public administration, economy, law, and psychol-
ogy, and is intended to provide a comprehensive overview of the opportu-
nities and challenges associated with modern developments across society,
production, and consumption. Combining the work of recognized scien-
tists and specialists in various scientific fields, this book provides a compre-
hensive understanding of post-industrial development, highlighting the
driving forces and limitations, strategies, funding sources, tools, and tech-
nologies for their implementation.

Moscow, Russia Julia Kovalchuk
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CHAPTER 1

Post-industrial Modernization: Problems
and Prospects

Julia Kovalchuk

In current, turbulent times, futuristic innovations and new technologies
have not only entered into our lives rapidly and created new opportunities
for developing society and the economy, but also lead to challenges and
threats that inevitably cause negative reactions and dilemmas regarding fur-
ther transformations. In this book, we look at the contradictions, advan-
tages, and problems inherent in post-industrial development as an intensive
and continuous process, primarily in the economy, affecting all areas of life.

The modern economy is complex and diverse, and the prolonged reces-
sion, touching both developing and developed countries, makes it neces-
sary to adapt economic policy instruments and search for a new model of
socio-economic development that will ensure economic growth in the
post-crisis period of economic development.

The theoretical foundations for new industrialization as an indepen-
dent type of social transformation were laid down by the works of Galbraith
(1967) and then developed in the ideas from Bell about the

J. Kovalchuk (<)
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“post-industrial society” (Bell 1973). Toffler expanded these ideas into
“the third wave”, which (he argues) will incomparably change the world
as did the agricultural and industrial revolutions and many other stages of
international development (Toffler 1980).

Bell argues that the post-industrial society inevitably updates itself, as
classical production fades into the background and service production
predominates, practical knowledge is replaced by theoretical knowledge,
and technology is a priority for universal development; at the same time,
though, the values and norms of society are similarly changing under the
influence of ongoing transformations. The same thing is also happening
now, as digitalization provides many technologies for economic and social
transformations, ultimately changing not only society but also its mental-
ity (Ayhan 2017).

The time of post-industrial development was the evolutionary result of
society’s awareness of the consequences of deindustrialization, when
developed countries actively transferred production to developing coun-
tries and refused to modernize their national industry. On the one hand,
this helped to increase the economic growth rates of developing countries
and increased employment; it did, on the other hand, not contribute
either to producing top-quality products or dealing with unemployment
in developed countries. It should be noted that modern scientists consider
not only the economic consequences of losses resulting from deindustrial-
ization, but also the social, cultural, and ideological consequences of the
mass shutdown of factories in some countries (Nettleingham 2019), and
also call deindustrialization a historically disruptive force (Pula 2017).

Furthermore, the active growth of the service sector (“service produc-
tion”) in developed countries did not provide a stable rate of economic
growth, which became especially apparent after the global financial crisis
of 2008, which revealed the value of industrial development and the
opportunities that innovative technologies bring. From a historical point
of view, industrialization made the United States, the Soviet Union,
Canada, Britain, Germany, France, Italy, and Japan the leaders of the
global economy. The most economically developed among developing
countries are Brazil, China, and India, where industry has been a major
factor in their rapid rise over the last 20 years, and which will allow econo-
mists to maintain economic growth; conversely the countries of Africa,
South America, the Middle East, and East Asia will develop new forms of
production, which will provide the impetus for economic recovery due to
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the corresponding changes in the structure and technology of industrial
production.

We concur with the position of Gonzilez from the University of
Santiago de Compostela that the term “post-industrial economy”
(Gonzilez 2019) has become synonymous with reformatting the eco-
nomic structure of countries with a predominance in the tertiary sector,
meaning they produce services for a new economy with a predominance
of innovation and high-tech enterprises. At the same time, we must also
understand that the explanation of the nature and manifestations of pro-
cesses associated with economic development inevitably lies in the channel
of conjugation between economics and sociology. For example, econo-
mists view deindustrialization as a natural stage of economic development
caused by strong productivity growth in manufacturing (which reduces
demand for labour) and rising consumer welfare (which disproportion-
ately increases the demand for services) (Kollmeyer 2020). According to
sociologists, deindustrialization involves many social problems, such as
growing income inequality, persistently high unemployment, and a serious
decay in society.

The most relevant trends concerning the economic dynamics of the
development of developed, developing, and transition economies include
re-industrialization, new industrialization or “innovative industrializa-
tion”, neo-industrialization, and super-industrialization. Despite the simi-
larity of possible meanings, these concepts still have significant
differences.

Reindustrialization is the restoration, modernization, and innovative
renewal of traditional industries based on new industrial technologies,
accompanied by the creation of new economic sectors and industries. It
should be noted that reindustrialization in no way implies restoring an
industry to its former formats—it is industrialization with new principles
and technologies, reconstructing the material and technical base for eco-
nomic development. Reindustrialization focuses on overcoming the con-
sequences of deindustrialization in the changing business environment
when it is necessary to restore either production links within technological
chains (production cooperation or combination), or even to restore entire
industries that have fallen into decline due to lack of competitiveness in
the international market, and provides the ability to acquire a finished
product on favourable terms in international markets.

Post-industrialization developments through the innovative economic
sector—not because of crowding out traditional industries, but because of
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initial technical and technological renewal—should give the country’s his-
torically specialized industries a high-tech and knowledge-intensive
appearance.

Neo-industrialization is the development of fundamentally new indus-
tries of the sixth long cycle, following Kondratiev’s theory (Kondratiev
2002). To some extent, it is also impacted by the Fourth Industrial
Revolution, in accordance with Schwab’s concept, when robotics, the
Internet of Things, virtual reality, 3D printing, biotechnology, artificial
intelligence, and other modernistic concepts become the components of a
new economic reality (Schwab 2017) and universities create new science
(Torkunov 2019).

Super-industrialization is neo-industrialization from the position of
focusing on accelerated development in terms of technological develop-
ment. Here, great emphasis is placed on significant breakthrough tech-
nologies, which are partly the further development of technologies of the
fitth long economic cycle: biotechnologies (molecular biology and genetic
engineering), nanotechnologies, artificial intelligence systems with the
active development of space technologies, global information networks,
nuclear energy, and so on.

New industrialization is a radical technological re-equipment of mate-
rial production (traditional industrial sectors) based on Nano-, Bio-, I'T-
and Cogpnitive (NBIC) technologies. Itis an integrating concept, including
both re-industrialization and neo-industrialization. It is also new industri-
alization that, in addition to the fundamentally technological renewal of
industry, implies significant changes in the institutional environment.

Thus, conceptually, each of these terms has a certain specificity, just as
each country has its own unique socio-economic state and its potential for
involvement in the world’s post-industrial development. For some coun-
tries, a reindustrialization strategy based on the growth of industrial pro-
duction (tradition) is appropriate; others must use a fundamentally
innovative strategy, for example, new industrialization (innovation) or a
combination of these strategies.

In the essence of the processes and changes occurring in the industry,
the new industrialization of the United States, Canada, and Western
Europe implies returning production facilities (previously withdrawn to
Southeast Asia) to a new robotic base, closer to research centres and con-
sumer markets. US reindustrialization is based both on traditional com-
petitive advantages (leading positions in scientific and innovative spheres)
and on new ones (cheaper energy resources, new energy-intensive
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industries using cheap gas and electricity), which will ultimately help
reduce dependence on industrial imports. Despite the obvious advantages
of reindustrialization, some experts note that returning production to the
United States is likely to increase labour productivity, but guarantees nei-
ther a reduction in the costs of large companies nor the growth of quota-
tions of their valuable securities—it seems it is still companies in either the
high-tech or the banking sector that have the highest capitalization rate.

Chinese industrialization was based on the mass copying of foreign
technologies and the use of cheap labour; the new Chinese industrializa-
tion (in fact, during the third wave after the Second World War) has been
focused on building a complete innovation cycle from applied R&D to the
development of new industries (environmental and energy-saving equip-
ment, computer science, biotechnology, new materials).

Taking Russia, Latin America, and Africa under consideration, the
issues of whether to fundamentally modernize or to traditionally restore
potentially competitive economic sectors, the gradual creation of high-
tech industries, and the inclusion in global networks as producers of goods
and services with high added value are more relevant there.

The concept of new industrialization, based on the list of tasks to be
solved within its framework, essentially corresponds to the development
paradigm; this, however, is still catching up to the standards of modernity.
In Russia, for example, it therefore can only be successfully implemented
if it is progressive and accelerated. As international experience shows, at
the initial stage of a new long economic cycle, countries lagging behind
have a unique opportunity to jerk, get ahead, and become leaders, espe-
cially when the corresponding potential is accumulated.

Nevertheless, despite the development of terminology, as well as the
state of the economy and industry in specific countries, both theorists and
practitioners agree that reindustrialization, as the restoration of traditional
industries, should be accompanied not merely by promising technologies,
but fundamentally by neo-industrialization: the technological renewal of
traditional industry and the development of new industrial production
sectors in accordance with new technologies. The introduction of this is
already happening. At the same time, we note that economic growth is not
based on new technologies, but is creating the potential for technological
leadership and the corresponding specialization of production, which will
make it possible to implement the classical postulates of the comparative
advantages theory by Ricardo: if a country has failed to provide techno-
logical development, then it borrows modern technologies from abroad
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and further improves them without expecting significant added value. At
the same time, those countries involved in creating new products and mas-
tering new technologies at the final stage of their life cycle may already
have a larger output volume with a significantly smaller contribu-
tion to GDP.

The study of Hausmann and Hidalgo, who monitored the develop-
ment of countries over the past 60 years, proved that as soon as a nation
begins to expand the knowledge and capabilities necessary for producing
goods and providing them to global markets, this nation paves its way to
prosperity. Besides, the study determined that the availability of knowl-
edge allows for the production of more complex products, and the devel-
opment and implementation of more advanced production processes leads
to even greater economic prosperity. The authors’ study also argues that a
combination of knowledge (competencies) and opportunities for the
commercialization of new technologies is a major factor in differences in
national incomes (Hausmann et al. 2013). Consequently, advanced pro-
duction is a key factor in creating high added value through job creation
and economic prosperity.

Innovation is the engine of development. Any innovative economy
should be interested in Schumpeter’s theory of “creative destruction” (or
“creative destruction”), which, he argued, can renew the economy and
society, but this requires destroying the existing order of things to create
a new one (Schumpeter 1983). In various classifications, there are various
types of innovations that are essential for the identification and implemen-
tation of new industrialization, such as:

— Nascent innovations—intensively developing technological areas with
a high potential for generating inventions, innovations, and associ-
ated significant economic and social consequences (Gokhberg
etal. 2013).

— Destructive innovations—technologies with fundamentally new
consumer properties that can completely change the structure of
markets (Christensen 1997). Such innovations can be defined as
innovations that change the “rules of the game”.

— Technological applications—technologies in interdisciplinary tech-
nological fields that can significantly affect socio-economic develop-
ment and change people’s lives (Silberglitt et al. 2000).
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The first type of innovation is identified at the stage of research and
development, and the second and third when products based on these
technologies can already be partially introduced into the market.

The current situation for reversing economic downturn, implemented
across the global economy, requires new theories of economic develop-
ment. We instead conclude that this structural crisis can be overcome by
the introduction of new technologies that open up new production capa-
bilities which provide a breakthrough in improving economic efficiency
and instigate the transition to a new stage of height.

It is obvious that each country chooses its own “window of opportu-
nity”, and the strategies chosen by world leaders do not apply for the most
part to the conditions of the Russian economy. For example, the “trans-
fer” strategy, characteristic of Japan, is based not just on the use of foreign
scientific and technological experience, but also on the creation and devel-
opment of its own scientific, technological, and production potential with
full provision of the innovation cycle; however, not only does it require
significant financial costs (for acquiring licenses), but it also forms a direct
relationship with technologically advanced countries, thereby creating a
threat to the country’s national security. The strategy of “catching-up
development”, which is characteristic of China, is based on the creation of
its own scientific and technological potential, supported by a combination
of state and market forms of innovation. However, the implementation of
such a strategy requires attracting foreign capital whilst investing more
than a third of GDP; in addition, this strategy cannot create institutions
that protect the economy and focus on modernizing all sectors of the
economy at once. The “build-up” strategy, which is characteristic of the
United States, is based on the use of internal scientific and technical poten-
tial with the involvement of foreign scientists and designers, and the inte-
gration of the fundamental science of universities and the applied science
of firms. Despite the obvious positive results of the implementation of this
strategy (the creation of new products, high technologies that are being
implemented both in production and in the social sphere, ensuring a con-
stant build-up of innovations), this strategy requires a reasonable choice
between a limited number of highly effective areas of scientific and tech-
nological development, then providing them with state funding with the
obligatory involvement of a private investor.

Moreover, for every evolutionary change—or revolutionary transfor-
mation—in the industry, society and people must be the focus. Indeed,
new technologies of post-industrialism are changing the business models
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of companies, so they should develop strategies to support the employ-
ment of workers in conjunction with the development of robotics and
artificial intelligence, or organize training on high-tech equipment and
employee involvement. This must be done promptly and speedily; whereas
the first, second, and third industrial revolutions took a relatively long
period of time, the dynamics and speed of the spread of digital technolo-
gies make these tasks extremely timely, and public control is necessary.

Therefore, our book is based on an analysis of three main areas of the
development of the post-industrial society, alongside the dilemmas associ-
ated with its transformation:

(a) the impact of new (including digital) technologies on economic
relations, as well as the prospects for the introduction and impact
of various innovative technologies on the development of industry
and services, business, consumer behaviour, market behaviour,
and so on;

(b) the transformation of existing “traditional” institutions in connec-
tion with the penetration of new technologies of the post-industrial
economy into practice; and

(c) a study of the contradictions between modern productive forces
and getting out of date production relations.

The post-industrial society is a diverse series of paradoxical ecosystems;
it has predictable and unpredictable manifestations; there are positive and
negative aspects; it requires modern values and challenges (to nature, peo-
ple, and the economy) and relies upon new advanced technologies (for
business and society, including megatrends and development), yet requires
conservative steps during the period of transformation. To present this
complex world as comprehensively as possible, we present our book as a
collection of the following chapters.

Chapter 2, “Development Institutions and Sovereign Wealth Funds as
a Tool for Implementing Transformation Processes in the Economy”,
contains an original approach to researching the role of special organiza-
tions created by governments for investing in the implementation of eco-
nomic development projects (development institutions and foundations)
and for solving tasks of conservation and financial stability in times of crisis
(sovereign wealth funds). This creates the basis for public administration
at a new stage of post-industrial development, when the financial resources
accumulated during periods of industrialization or favourable economic
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conditions should be used to increase the potential for future develop-
ment projects, creating opportunities to increase the competitiveness of
countries, companies, and their products, and increase welfare citizens.

Chapter 3, “Managing for the Future: Crisis Management Under Post-
industrial Modernization”, includes an assessment of the factors that influ-
ence post-industrial modernization processes and lead to crises. The
authors emphasize the adoption of measures to prevent the risks of post-
industrial transformations for companies at different stages of their life
cycle based on current management tools and a combination of scenario
and matrix approaches (“management for the future”), which will reduce
the likelihood of bankruptcy and increase sustainability.

Chapter 4, “High Technologies for Smart City Development”, will
lead the reader into an exclusive manifestation of post-industrialism and
digital technologies—smart cities. We are used to the fact that the munici-
pal management system is quite traditional, but a modern city is a special
environment for introducing innovations and high-tech solutions aimed at
achieving the highest possible quality of resource and infrastructure man-
agement, ensuring optimal level of service and security for the population,
and maintaining a sustainable environment for living and business activity.

Chapter 5, “Digital State: Creation Through Project-Functional
Structure of Public Administration”, analyses the public administration
system and assesses barriers to innovation, especially in digital technology.
The digital state apparatus is already a real future, but for the transition
from the existing bureaucracy to the state apparatus of the digital plat-
form, it is important to develop the skill of projective problem solving,
where the design and functional structure of the state apparatus will solve
conflicts of management systems.

Chapter 6, “Innovative Ecosystems for Attracting Investment in a Post-
industrial Society”, contains specific tools for taking advantage of interna-
tional cooperation and public-private partnerships, including attracting
foreign capital for joint innovation programmes. The authors assess the
potential for interaction between countries (using the example of Serbia
and Russia) and cooperation in industry and services, which creates condi-
tions for access to the latest technologies.

Chapter 7, “Transformation of a Traditional Financial Conglomerate
into a Financial Ecosystem”, considers the evolution of financial conver-
gence in the global financial market and the development of technology as
essential prerequisites for creating a new type of financial conglomerate,
called the ecosystem financial conglomerate (EFC), and a specific business
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model. This contributes to a paradigm shift in the global financial market,
highlights the need to take changing customer needs and various risks into
account, notes the emergence of new global players operating through the
EFC, and requires reviewing prudential measures and crisis manage-
ment tools.

Chapter 8, “International Investment Law: A Journey from the Past to
the Future”, analyses the legal aspects of international investments and
dispute resolution regimes in the future, taking into account the geo-
graphic expansion of interactions in the post-industrial economy. Due to
the rapidly changing forms and content of investments across modern
international political, economic, and social landscapes, the authors turn
to the study of the intermediate evolutionary process from a rich past to a
multiverse future.

Chapter 9, ““Who Will Rule?’: Institution of State in the Transformation
Process of the Twentieth and Twenty-First Centuries”, contains a deep
multidisciplinary study of transformation processes in public administra-
tion and its institutionalization, when, in a post-industrial society, a service
state as a new model for solving the vetocracy problem cannot be recog-
nized as the right way for society regardless of its socio-economic
development.

Chapter 10, “‘New Generation” EU Free Trade Agreements: A
Combination of Traditional and Innovative Mechanisms”, examines the
current provisions and new approaches to the legal regulation of trade
relations in various areas: electronic commerce, the resolution of invest-
ment disputes, and the relationship between trade, labour, and environ-
mental protection. The development of the post-industrial economy and
international cooperation makes it possible to recognize electronic con-
tracts, which itself could completely abolish customs duties in electronic
commerce, suggest a new system of investment courts, and require the
active participation of civil society in implementing trade agreements.

Chapter 11, “Value Creation by the Sharing Economy in the Post-
industrial Society”, explores a new form of economic exchange, which,
while developing, has always been a source of societal development. The
author carries out a value measurement of a shared economy through the
prism of certain components (social approval, economic choice [based on
benefits], and digital coordination), identifies types of new ways to create
and redistribute income, and takes into account the contradictions
between saving and consumption. An important conclusion is that the
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sharing economy has a key advantage: it relies on real rather than formed
demand, which substantially eliminates marketing errors.

Chapter 12, “Change of Tax Policy Model as a Base for Innovation
Development While Transferring from the Pre-industrial to the Industrial
Society”, discusses the inevitable changes in taxation as a stage of develop-
ment for the modern economic system. An analysis of Vietnam’s experi-
ence is chosen for historical review, and comparison is conducted of its
taxation model at the turn of the nineteenth and twenticth centuries, as
well as the transition from pre-industrial to industrial taxation in the
twenty-first century, which led to the innovative development of the
country.

Chapter 13, “Civil Liability Concept Transition in Post-industrial
Countries”, is devoted to the evolution of an important legal institution
that takes into account the possibility of monetary compensation for nega-
tive property consequences and liability for non-fulfilment of contractual
or non-contractual property obligations. It is also important that in the
post-industrial economy, in connection with the development of new
technologies, the importance of accounting for lost profits as an important
component of damage is increasing.

Chapter 14, “Global Competitiveness of High-Tech Companies:
Factors, Barriers, Government Support”, allows readers to familiarize
themselves with what it means to be a high-tech company in the post-
industrial economy, the criteria for classifying industries as high-tech
industries, and what government support preferences are available. The
authors also emphasize the importance of knowledge-intensive and
technology-intensive industries in the global economy, as well as the fac-
tors and barriers to their international competitiveness.

Chapter 15, “Intellectual Evaluation of the Economic Systems’
Performance in Post-industrial Society”, is focused on finding solutions to
the problems of forecasting the development of companies that are
affected by rapid and unforeseeable environmental changes. It is proposed
to use a risk analysis and management algorithms using cognitive model-
ling technologies and neuro-fuzzy networks to provide decision support.

Chapter 16, “Transit Economy in Global Post-industrial Eurasia”,
assesses innovative development of all types of transport, based on the
formation of a single digital transport and logistics environment. The
authors note the importance of developing and implementing mechanisms
for generating, distributing, and redistributing income from the transit
economy on the territory of Global Eurasia in the context of automation,
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robotics, digital transformation, the introduction of artificial intelligence,
and the transition to paperless and uninhabited technologies.

Chapter 17, “Defining the Readiness for Smart City Concept: Russian
Municipalities Study”, analyses the practices of Russian municipalities in
implementing the concept of “smart cities” as projects supporting the
post-industrial economy. The authors applied the expert assessment
method and assessed their readiness to implement digital technologies,
the availability of budgetary resources, and the coordination of the goals
and objectives of the digital agenda.

Chapter 18, “The Evolution of Fashion Consumer Perception in the
Post-industrial Era”, is atypical on the stated topic, as the authors discuss
the influence on the creation and marketing of fashionable clothes of the
changed behaviour of new consumer groups—in particular the issues of
eco-friendly fashion and sustainable development—as well as the active
use of digital technologies. The post-industrial economy not only is
focused on marketing achievements, but also takes into account and
shapes consumers’ perception of fashion.

Chapter 19, “National Innovation System: Formation and Development
in the Post-industrial Economy”, considers how to modernize the national
innovation system in developing and post-Socialist countries through cre-
ating a virtual investment community, forming priority development areas,
reforming the regional financial system and structural policy, and optimiz-
ing budgets.

Chapter 20, “Does a Solution Exist to the Paradox of Trust in Financial
Institutions?”, considers issues of creating a trusting environment, using
the example of financial market institutions, assessing trust, and develop-
ing strategies to increase the trust level across various scenarios of eco-
nomic development. The authors identified the factors that have a positive
and a negative impact on the level of trust, and created a set of recom-
mendations for practical use.

In general, this book—written by professors and scientists from Russia,
Serbia, Germany, France, Poland, and Tajikistan—deals with public
administration, economy, law, and psychology, and is intended to provide
a comprehensive overview of the opportunities and challenges associated
with modern developments across society, production, and consumption.
Combining the work of recognized scientists and specialists in various sci-
entific fields, this book provides a comprehensive understanding of post-
industrial development, highlighting the driving forces and limitations,
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strategies, funding sources, tools, and technologies for their
implementation.

The book includes the practice of countries such as Russia, which is
moving from large-scale new industrialization to an undecided but
informed choice of its industries’ future, including the restoration of tra-
ditional industries and the creation of promising new ones. The book is
based on specific attitudes to the state management of development
finance, the feasibility of interaction between the state and business in the
management of scientific and technical breakthroughs with maximum
application for viable industries’ potential, and the best positioning of
newly created industries as part of a new technological cycle.

We sincerely hope that this book will be an informative source of knowl-
edge about the development of the post-industrial society, and also will be
useful to scientists, economists, sociologists, and politicians; however, we
also hope that it allows each reader to understand a lot of real dilemmas
that are inherent in the modern stage of economic modernization, and
draw their own conclusions about its values. We are only at the beginning
of a revolution (some will call it post-industrial, some will call it digital)
that will fundamentally change the way we live, work, and communicate.

The authors are grateful to the REGION Group (Moscow, Russia) for
financial support in the implementation of research projects.
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CHAPTER 2

Development Institutions and Sovereign
Wealth Fund as a Tool for Implementing
Transformation Processes in the Economy

Julia Kovalchuk

INTRODUCTION

For more than half'a century, the global economic policy has been to con-
sider development institutions and sovereign wealth funds as one of the
most pressing issues. This is due to the fact that it is those development
institutions that, somehow, work across many countries with extremely
different levels of socio-economic development to realize their intentions
of developing faster than the “invisible hand of the market” allows. The
very idea of such institutions came from the notion that the economy is
divided into segments, some of which deserve to be developed better than
others, either because these segments play a key role, or because they are
underdeveloped and are in need of support, which will, in the end, lead to
accelerated economic growth, growth of GDP, and a better quality of life.
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Currently, based on the concepts of classical and the neoclassical eco-
nomic theories, two main opposing approaches to describing the func-
tionality of economic systems have been developed:

— The market approach: the economy is considered a market system,
where individuals are free to exchange goods while restricted only by
common provisions of the law extending to every individual involved
on an equal basis.

— The directive approach: the economic system exists and functions
under a special mechanism of state governance.

The market is generally viewed as a self-regulating economic system
designed to best satisfy the needs of society without conscious regulation.
In the quest for profit a person satisfies the needs of other members of
society through the “invisible hand of the market” (as Adam Smith
famously coined). This interpretation is links to the “free market theory”
(Friedman 1982) of the 1970s, based on the idea the market distributes
resources and risks independently and that the state’s intervention into the
economy should remain minimal. Fundamental economy theory defends
the main thesis that the market strives for balance and that market players
pursuing their own goals fully reflect the interests of society as a whole.
However, in the conditions of the ongoing financial crisis it is state inter-
vention that has come to the markets’ rescue.

In reality, modern economic systems, functioning in the new post-
industrial economy, may be classified as “mixed economies” with both the
“invisible hand of the market” and fair state regulation equally present.
The development of economics (in particular, the institutional economic
theory) has shown that the “invisible hand of the market” also contains
certain rules of the game: namely institutions, directing the individual on
their way to make society better.

Institutions fulfilling their special functions in society and the economy
are the driving force behind economic actors gaining not just economic
profit exclusively from business activity, but also additional economic
profit directly linked to conducting activity, under the direct influence of
these institutions.

In this regard, an issue arises, of creating a mechanism aimed at stimu-
lating the free market and the self-development of the economic system
under the new economic conditions of post-industrial development, based
on the functioning of development institutions. Such institutions are,
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namely, special institutions (including those created in the form of sover-
eign wealth funds) driving the creation of the additional free flow of capi-
tal for the purposes of modernizing the economy and implementing
national socio-economic and innovation development strategies, as well
scientific and technological breakthroughs in some countries, ensuring a
significant improvement of the macroeconomic position of the country
and the quality of life for its citizens. Moreover, such institutions include
sovereign wealth funds specifically established by governments and secured
by hydrocarbon income (Schena and Ali 2017), allowing financial stability
to be preserved in times of crisis and to serve as a tool of global investment.

METHODOLOGY

The issue of economic development as a whole, and of raising the com-
petitiveness of national economies in particular, is extremely pressing,
which is evidenced by the annual country competitiveness rating drafted
by the World Economic Forum. Despite 70% of the rating being survey
data, the Forum includes the assessment of such important factors of eco-
nomic growth as increasing the efficiency of commodity markets, the
economy integrating into global value chains, improvement to conditions
of business activity, widespread use of I'T, and such. With that said, the
level of development of global value chains—determining the competi-
tiveness of the economy—depends above all on the quality of institutions
and infrastructure, the efficiency of commodity markets, and innovational
activity. The rating data show that even with a developed infrastructure,
institutions (i.e. the “rules of the game” on the domestic market) remain
the weakest link in the sequence of development factors of global value
chains. Corruption, taxation, and access to financing slow down the
growth of competitiveness in an institutional sense, considering that the
remedies for property and minority shareholders remain insufficient and
state policy remains onerous.

The data from private indexes makes construct an integral indicator
possible, showcasing the movement of the national economy in the right
direction and its modernization (Table 2.1). Moreover, despite different
levels of institutional development in different countries, it is worth not-
ing that the largest sovereign funds function in those countries ranking
relatively low in the global competitiveness rating drafted by the World
Economic Forum (World Economic Forum 2019).
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Generally, taking into account the overall positive macroeconomic sta-
bility and infrastructure improvements, the existing risks and issues of
institutional development in Russia should be noted, as they do not bring
about any significantly increased efficiency or quality of the country’s eco-
nomic development. As a result, research into the appearance and func-
tioning of development institutions in Russia, and evaluation of their
efficiency, remains relevant and necessary.

REsuULTS

In the broadest sense, institutions are understood as both formal and
informal interaction means between economic agents. There is both no
generally accepted terminology pertaining to institutions, and the institu-
tions themselves are perceived from a minimum of three angles:

— As organizational aspects of the functioning of an institution. A
development institution is a special organization facilitating the dis-
tribution of resources for the purposes of furthering the new poten-
tial of economic growth in the industry, region, and country as
a whole.

— As internal organization of an institution. A development institution
is a conventional interaction norm between economic agents, result-
ing in changes in the system and a decrease in uncertainty.

— As an economic regulatory body. A development institution is a tool
of state policy aimed at making up for “market failures” and securing
investment resources inflows into segments with lower private com-
mercial capital influxes.

As such, development institutions are considered both an environment
(conditions) ensuring the development of the economic system of any
class (business [organization], industry, region, country) and a tool of
state policy.

An important distinctive feature of development institutions is the reg-
ulating role of the state in their functioning, which is why development
institutions are primarily viewed as state-established organizations designed
to secure priority financing and complex support of certain projects and
key segments of the economy: either because they affect modernization
levels of the economy as a whole, or because institutions, despite their
value for society, are considered slow in development. Due to low profit
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margins, risks, and their large scale, they fail to attract private investors and
therefore require special means of support. Financing with the help of
development institutions sits at the crossroads of commercial financing of
profitable projects and budget allocations. With that in mind, develop-
ment institutions drive the distribution of resources benefitting projects of
economic growth potential.

The need for development institutions emerges upon the slowdown of
economic growth caused by traditional economic structures and increases
in international competition. Development institutions are a catalyst for
innovational activity. They serve as a key element of the innovational sce-
nario of economic development. Improvement of infrastructure and
investment in human resources are the basis of development. Conditions
for the creation of development institutions include:

— A need for concentration of resources in key areas of economic
modernization.

— The insufficiency of exclusively governmental resources for effecting
of large-scale projects.

— Lack efficiency of direct expenditures by the state.

— Lack of interest of investors toward large projects.

Notable defining features of development institutions compared to
other formats of state support include:

— The re-distribution of resources for the benefit of development proj-
ects aimed at creating economic growth potential in infrastructure,
human potential, new technologies, and support for new, thus far
non-dominant, sectors of the economy in need of initial support for
their development.

— A constant organizational structure and certain rules allowing devel-
opment institutions to conduct systematic activity; they have a clear-
cut system of liability and control.

— Development institutions are not-for-profit organizations and not a
means for the state to increase its share in the economys; their activity
is aimed at development of private businesses in new sectors of the
economy.

The need for development institutions emerges upon the slowdown of
economic growth caused by traditional economic structures and increases
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in international competition. It should be noted that they function in the
form a particular inherent element of the economic development scenario,
based on improvements to infrastructure and investment in human
resources.

Development institutions emerge at the crossroads of interests of eco-
nomic agents in the form of the government, businesses, financial institu-
tions, scientific and educational institutions, and the expert community,
thanks to which a coalition in support of development institutions is
formed. As such, development institutions open new possibilities for more
productive use thereof.

Development institutions are thought to be structures designed for
accumulating finances and directing them toward the development of
promising economic sectors, innovations, and the implementation of sig-
nificant infrastructural and social projects. From this point of view, devel-
opment institutions are designed for leveling out and stimulating regional
policies, allowing territories lacking in development to gradually narrow
the gap between them and more developed regions.

International experience allows a large number of different types of
development institutions to be identified. They generally specialize in sup-
port of individual sectors of the economy (industrial development institu-
tions), certain regions (regional development institutions), or conducting
particular operations (specialized development institutions). However,
multifunctional development institutions may also exist.

One of the results of our research is the author’s development institu-
tions classification. The following types may be identified:

1. State development institutions. Aim: effecting investment policy
driving the development of the national economy. Formats: sover-
eign (state) investment funds, state investment corporations (com-
panies). Tasks: (a) solving managerial issues, stabilizing the state
budget in times of decreases in state revenues and/or a long-term
reserve fund for public needs; financing of the creation of other
development institutions and the provision of additional funds
thereto; (b) financial tasks—a more profitable management of state
assets (active direct and indirect investment).

2. Financial development institutions. Aim: provision of additional
financing upon insufficient levels of development of the financial
market (generally, regional markets). Formats: international finan-
cial organizations, financial and banking institutions, venture
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funds, direct investment funds, guarantee funds, and public-private
partnership (PPP). They provide financial services, namely: attract-
ing investments in the form of public-private partnership, soft-
term financing of priority sectors of the economy, investments in
direct investment funds, and loan guarantees (PPP).

. Industrial (innovational) development institutions. Aim: support-

ing industrialization and reindustrialization of manufacturing in
different areas. Formats: industrial development corporations.
They provide financial, coordinating, expert services by developing
clusters of small business support, and stimulation of innovations.

. Science and technology (innovational) development institutions.

Aim: uniting members of government, business, and academic and
education communities around the general notion of scientific and
technological development and general approaches to developing
appropriate technologies. They are implemented in the form of
technological platforms aimed at the technological modernization
of the economy, raising the competitiveness of individual indus-
tries, expansion of new technologies, and development of “break-
through” technologies for new high-tech products markets.

. Regional development institutions. Aim: creating new manufactur-

ing plants and/or other types of economic activity in the region.
They are implemented in the form of development corporations
for individual regions, special economic zones, and regional clus-
ters. They provide financial services by attracting investments in
the form of public-private partnership, giving out loan guarantees.

. Infrastructural development institutions. Aim: attracting various

forms of financing including public-private partnership in infra-
structural projects (transportation and logistical projects, techno-
park projects, industrial parks, etc.). They are implemented in the
form of business incubators, techno-parks, and industrial parks.
They provide business services, access to unique industrial equip-
ment and the ability to products produce in cooperation.

. Coordinating development institutions. Aim: coordination of

business and state development strategies. They are implemented
in the form of councils, associations, and unions. They provide
coordination  services: development and maintenance of
communication platforms for exchange of opinions between main
agents in the economy.
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8. Development institutions for raising businesses’ investment appeal.
Aim: support of regional internationalization aimed at attracting
foreign investments and export support. Thy are effected in the
form of export agencies providing marketing, informational, legal,
and technological support for the promotion of goods in new mar-
kets and for businesses entering global markets.

9. Specialized social funds. Aim: joint financing of advanced training
programs, re-training, and so on. They take on the form of educa-
tional institutions providing informational and educational ser-
vices: provision of legal, market, and financial information
concerning activity in new sectors of the economy, and training in
new business areas.

10. Expert assessment development institutions. Aim: attracting the
expert community to solve real economic issues. They take on the
form of expert research centers providing expert and analytical ser-
vices: analytical verification and expert assessment of development
strategies.

Based on priority of establishment state development institutions may
be categorized into the following two formats:

— State investment funds (sovereign funds).

— Special organizations established and funded by the state for the pur-
poses of jointly financing (including the use of loans and guarantees)
commercial projects of a high economic and social significance.
Sovereign funds may be analyzed from two points of view:

— A specialized monetary fund designed to stabilize the state budget in
times of decreases of state revenues and/or for long-term pub-
lic needs.

— A specialized state investment fund consisting of shares, bonds, real
estate, and /or other financial instruments denominated in a foreign
currency. A portion of funds may be invested domestically.

Sovereign wealth funds are generally established in states with highly
market situation-dependent budgets (Cumming et al. 2017), namely
those dependent on global commodity prices (Table 2.2). Some countries
accumulate capital in these funds in case of a deficit of mineral resources—
the fund’s reserves may be used to make budget deficiency payments in
times of unfavorable situations in the market (Braunstein 2017). Currently
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Table 2.2 Largest state investment companies—sovereign wealth funds

Rank  Profile Foundation  Region — Country Total
year assets,
billion
USD
1. Norway Government 1990 Europe Norway 1186
Pension Fund Global
2. China Investment 2007 Asia China 940
Corporation
3. Abu Dhabi Investment 1976 Middle  United Arab 579
Authority East Emirates
4. Kuwait Investment 1953 Middle  Kuwait 533
Authority East
5.  Hong Kong Monetary 1935 Asia Hong Kong Special 528
Authority Investment Administrative
Portfolio Region
6. GIC Private Limited 1981 Asia Singapore 440
7. SAFE Investment 1997 Asia China 417
Company
8.  Temasck Holdings 1974 Asia Singapore 375
9. National Council for 2000 Asia China 324
Social Security Fund
10.  Public Investment 1971 Middle  Saudi Arabia 320
Fund East
11.  Qatar Investment 2005 Middle  Qatar 295
Authority (QIA) East
12.  Investment 2006 Middle  United Arab 239
Corporation of Dubai East Emirates
13.  Mubadala Investment 2017 Middle  United Arab 232
Company East Emirates
14.  Turkiye Varlik Fonu 2016 Middle  Turkey 222
Yonetimi A.S. (Turkey East
Wealth Fund)
15.  National Welfare Fund 2008 Europe  Russia 165

Source: Drafted based on data from: Sovereign Wealth Fund Institute (2020)

the total value of assets of the 82 largest sovereign funds in the world
amounts to approximately US$1 trillion (Sovereign Wealth Fund
Institute 2020).

However, sovereign funds accumulated in state investment corpora-
tions are able to create a large source of financing for national economy
development projects. Despite sovereign funds having been previously
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associated with oil-producing countries (e.g. Norway, the UAE, Qatar,
Kuwait, etc.), the modern agenda includes non-oil-producing Sovereign
wealth funds as well (e.g. South Korea, Singapore, China, etc.). More and
more countries without large amounts of oil and a significant exports sur-
plus establish sovereign wealth funds by utilizing non-conventional sources
of finance and become more and more driven by domestic development
priorities, including infrastructural development (Braunstein and Ali
2019). The number and the size of new sovereign funds also remain
uncertain, mainly because the conventional growth factors—in particular
oil prices and current account surpluses—have slowed down (Smith and
Cannan 2003). For example, sovereign funds are changing their invest-
ment strategies to include investment in shares with high profit margins
and alternative assets (e.g. real estate). For instance, the Norway
Government Pension Fund Global invests in high-tech companies (Apple,
Alphabet, Microsoft) and non-oil and gas fields (e.g. into Nestle); Public
Investment Fund (Saudi Arabia) has invested US$3.5 billion in Uber; the
Qatar government is planning to establish an office in Silicon Valley (the
United States) in order to invest in technological start-ups. The new tool-
set of funds also includes utilizing immigrant-investors attraction pro-
grams, borrowing from international financial institutions, and making
use of revenue from specialized taxes.

Generally, taking into account international strategies, all sovereign
funds around the world should be divided into four categories:

— stabilization funds (for protection against volatility on commodity
markets and external shocks),

— provident funds (for future generations, e.g., pension funds),

— development funds and institutions (investments in large proj-
ects), and

— reserve pension funds and reserve investment corporations (invest-
ments in highly profitable and comparatively risky assets).

The types of funds and institutions described above are fundamentally
different in terms of their economic natures. Some function based on the
notion of return on investments (Murtinua and Scalerab 2016), while
others expend resources to achieve social goals. That is exactly why com-
bining various types into one fund or development institution presents a
risk. Based on experience, a system of institutions is required, each of
which should be designed to solve its own tasks.
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In particular, such an approach was selected in Russia upon forming the
institutional environment with almost the whole spectrum of globally
accepted development institutions available. The modern history of Russia
has basically experienced two waves of establishment of development insti-
tutions en masse in a space of approximately 12 years:

— The first wave transpired between 1992 and 1994 and failed to pro-
duce meaningful results apart from an inefficient, no-purpose expen-
diture from the state budget (the Reconstruction and Development
Bank of Russia, the Export-Import Bank of Russia). To be perfectly
fair, the only fund still active nowadays is the Scientific and Technical
Field Small Businesses Support Fund established in 1994.

— The second wave took place in 20062007, resulting in a number of
new organizations, many of which remain active to this day.

The 2000s featured a course for more active innovational activity; how-
ever, significant infrastructural limits have obviously come to light hinder-
ing the appearance of new innovational projects and the successful
development of the ones already in place. For example, it became evident
that a lack of service companies conducting toxicological and molecular
biology research on a high methodical level in accordance with interna-
tional standards may significantly hinder the appearance of biological
start-ups in the country. Also, the lack of quality patent and foreign mar-
ket promotion services may nullify the export potential of Russian high-
tech companies (or any companies, regardless of the industry). These
services, by themselves, are non-innovational, but they nevertheless remain
an important element in the high-tech company support system. In the
meantime, private business was not quick to fill this empty “service” niche,
as solvent demand for such services on the Russian market is yet to form.
Henceforth, it is in this direction that development institutions should be
working.

The second wave of institutional reforms came to be in the scenario of
the Russian government changing its political course, as a transition
occurred from monetarist policies (and a refusal of the state to finance
commercial projects) to applying dirigiste measures to stimulate the econ-
omy. This situation was also accompanied by a strong feeling of the need
for new “distribution outlets” for state allocations in the circumstances of
the prevailing growth of budget expenditures relative to GDP growth.
Meanwhile, the implementation of “priority national projects” also started
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taking place, with the projects specifically having been declared economic
development projects.

In January 2006, the Eurasian Development Bank was established as
per the intergovernmental agreement between Russia and Kazakhstan. In
2006 the Russian venture company “Special Economic Zones” Plc. was
established.

In 2007 the Russian Corporation of nanotechnology was established;
the Bank for Foreign Economic Activity was reorganized into the “Bank
of Development and Foreign Economic Activity” state corporation. This
was followed by the Skolkovo Foundation in 2010 and others.

The period 2011-2013 became one of reorganization for Russian
development institutions, a time when new players appeared and some
tactical corrections were made. The development strategies of the majority
of development institutions include development of infrastructure as one
of the priorities and, therefore, support is provided precisely in this area.

The decision to establish the Russian Science Foundation (2013),
Industrial Development Fund (2014), and Corporation for the
Development of Small and Medium-sized Businesses (2015) was basically
driven by the current economic situation and the need for active measures
in individual areas of state support: science and innovations, industrial
policy during import phase-out, and support for the development of small
businesses as the most flexible economic agents while under geopolitical
pressure, confirmed by falling economic growth rates.

According to experts, there are currently more than 200 development
institutions of all known types in Russia. Generally, the necessary condi-
tions hindering the establishment of development institutions are a lack of
necessary tools for solving issues of economy modernization and the
achievement of long-term socio-economic development goals in Russia,
with the scientific and technological development strategy and priority
projects in mind.

CONCLUSIONS /RECOMMENDATIONS

The conducted study showed that a strategy for achieving target goals is
to be developed for all developed and developing economies, simultane-
ously standing at the start of a new technological breakthrough at a new a
stage of postindustrial development. The economic term “development”
has many meanings; however, as a process, “development” undoubtedly
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puts certain additional restrictions on economic mechanisms designed to
promote said progress.

The main task of financing through funds and development institutions
is the allocation of risks between the state and businesses, and the use of
market stimuli in order to efficiently affect important strategic economic
development projects. The state generally takes political and administra-
tive risks, as it can manage them much more efficiently than private busi-
ness. The state also takes some risks concerning the novelty of the proposed
projects, which stands in the way of the private sector, effecting them by
itself. Private businesses take investment and marketing risks, but only
risks they can manage efficiently. Private investments in the project stimu-
late its effective implementation.

Exclusively state investments are obviously not enough to achieve inno-
vation development, as only private capital is able to stimulate competition
in the economy. As such, funds and development institutions have to serve
as a tool for implementing state policy of economic modernization at the
post-industrial state of development, and have to include:

— Implementation of an anti-crisis policy.

— Activity in the priority areas of modernization.

— Provision of long-term and cheap resources for effecting projects.

— Development of priority sectors.

— Attracting private capital within the framework of public-private
partnerships.

— Development of the intermediary sector in capital markets.
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CHAPTER 3

Managing for the Future: Crisis Management
Under Post-industrial Modernization

Zhaklin Sarkisyan and Maya Tikhonova

INTRODUCTION

Changes in models of social development have undergone several stages,
moving from the initial agricultural (pre-industrial) stage to the industrial
stage, and then the post-industrial stage (otherwise known as the “third
wave” (Toffler 1980)). The concept of “post-industrialism” (Bell 1999) is
currently interpreted as (a) an informational society (which, in reality, is
already not the case); (b) as a society founded upon a knowledge economy
(which is not in fact a defining feature, since knowledge has always been
the driving force behind economic development to some extent); (c) as an
economy of innovation (implying that innovations are the main source of
economic growth) or as a society of sustainable development (the aim of
which is to balance out the many relevant interests); or (d) as a digital
economy (implying that a large chunk of data has already been digitalized).
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Popular, albeit unexpected, interpretations also include the use of the term
“post-economy” (Inozemtsev 1998; Kahn et al. 1976). Real application,
however, has already raced ahead of theoretical constructs, and has given
rise to new phenomena of changing social structures, which are sufficiently
defined as separate economic models but do not as of yet fall into a single
economic or social construct. Such phenomena include share economy,
which has served to significantly reduce individual consumption (and,
thus, the need for it) and conversely to increase the amount of services
taking up a big part of the market. However, the key feature of model
changes is manufacturing: the demand for its end results is steadily declin-
ing, as this is no longer the main source of gross domestic product. A
generally accepted criterion for classifying national economies as post-
industrial economies is the share of innovations in their GDP. Should the
share exceed 50%, this will serve as proof of the economy deserving the
classification post-industrial. In general, the number of countries follow-
ing this GDP structure is increasing, with Bloomberg publishing its
Countries’ Innovation Index rating annually (Jamrisko et al. 2019).
However, concerning the relevance of this study, the growth in innova-
tions of businesses and goods—leading to the number of losers in the
innovation race increasing, and with a large number of local crises rising
on a microeconomic level—must be taken into account.

The development of “post-industrialism” is intrinsically linked to the
concept of “post-modernism”, which appeared later as a new ideology for
the information society (Lyotard 1984 ) and which has occurred mainly in
the social sphere through its unification of many varied transformations
across society. Post-modernism allows controversial economic, political
and social phenomena to be viewed as an interconnected, and potentially
as a single, object of study. Post-modernism has expanded the possibilities
for the coherent study of the many aspects of social activity, as this theory
includes such elements in its study process as fragmentation, simulation,
ambiguity, and variability; by stressing the destructive influence of “post-
industrialism” and the increasing threat of crises on services and manufac-
turing, those markets arising from instability exist as a normal function.

Many researchers believe post-modernism not to have simply become
the basis for certain philosophies, but to have also signified the end of the
era of modernization, which occurred over many centuries across the
entire world (Inglehart and Welzel 2011).

However, as post-modernism has mostly occurred in the non-material
field, we find the rejection of the theory of modernization to be incorrect;
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it has not, at the current stage, become an exclusive feature of the new
manufacturing and services era. Modernization theory as a whole—not
unlike the theories of changing social models (Oleinikov 2016 )—must not
be equated with the complete domination of manufacturing over con-
sumption; it is wrong to link it with ideas of the market’s saturation of
manufactured goods, or a decline in demand. Although manufacturers
attempt to increasing demand by, for example, quickly updating and
reducing the possession period of their goods (when goods become mor-
ally obsolete faster than physical wear and tear), consumer behavior is
starting to showcase the ineffectiveness of such measures. As a result, the
very idea of consumerism is turning into a non-stop update, which brings
no satisfaction to the consumer. The reduction of consumption is tighten-
ing competition between manufacturers, which could allow the consumer
to dominate the markets and to decide upon purchases irrespective of the
manufacturing companies’ pressure (not including the already limited
choice and the existing deficit). The paradigm of the socialization of con-
sumption is also increasing the probability of crisis situations arising for
certain manufacturers.

Importantly, putting the concept of post-industrial society into effect in
individual national economies, while preserving the need for consump-
tion, is only possible on the condition that several national economies
engage in this process while simultaneously changing the structure of the
trade balance. Thus, post-industrialist ideas are unlikely to come to frui-
tion without the use of one more concept—the concept of globalism (the
global world). It is globalization, after all, that ensures that national econ-
omies function properly while reducing production volumes (both in
manufacturing and in agriculture). Meanwhile, the construction industry
remains “relatively stable”—albeit not due to direct consumption, but
rather thanks to the industry having a big share of infrastructure projects.
Globalization is making the threat of crisis phenomena even more real for
certain businesses, as competition is potentially reaching international lev-
els—something businesses in many countries are simply not ready for.

The combination of post-industrialist factors, the digital transforma-
tion, and globalism gives rise to a number of seemingly futuristic issues.
What exactly does the future hold for many businesses and organizations?
Do the means to influence this future outcome exist at present alongside
the prevention of those risks caused by the aforementioned concepts? The
modern economic mainstream dictates that it is such ideas for the future
that affect decision-making the most.
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That being said, a significant number of risks arise from the moderniza-
tion process itself; the process generates various processes which have
already, to some extent, manifested themselves in current affairs. For
example, the growth of the service trade may lead to certain production
volumes being reduced; the need to search for new digital solutions for
monetization models may lead to the appearance of other, non-
conventional income sources. A decrease in consumption automatically
leads to a decline in a business’ economic sustainability despite it maintain-
ing expenses; this may force businesses to reduce the number of workers;
this, in turn, leads to crises not just on a micro level, but on a national level
as well. Moreover, the instability of the new economic model leads to the
making of new organizational and financial decisions that are flawed,
which may, in turn, lead to bankruptcy. The process of cutting expenses
due to technological updates is especially important, since it might lead to
a risk of bankruptcy due to additional personnel issues. This concerns not
just staff cuts, but also the consumers pressuring businesses to cut costs or
to make additional expenses previously imposed on the consumer (e.g. in
e-commerce ), which also leads to significant risks.

Traditionally, crisis management (anti-crisis management in Russia) was
the tool used to solve those business problems that would otherwise lead
to worse indicators and a threat of bankruptcy, with two courses of action
available: (1) either a number of procedures would be conducted, aimed
at getting the business out of the negative situation, (2) or a number of
preventive measures would be initiated, aimed at not letting businesses fall
into turbulent times in the first place. The appearance of crisis manage-
ment allows speculation that it might be possible to devise methods, mod-
els, and tools for the purposes of compensating future risks in management.
These specific features of crisis management, being in the most demand,
have become the basis for this chapter.

METHODOLOGY

The futuristic value of current management solutions, and the degree to
which they prevent future risks, depends on the set of tools used to achieve
their strategic purposes (Pnevmatikoudi and Stavrinoudis 2016). It is pos-
sible to attribute the need and the possibility of utilizing next-generation
tools to the appearance of new anti-crisis management technology at every
level of the economy, as well as to economic processes being accompanied
by informational and analytical solutions based on predictive analytics.
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Providing the results of these analytics for the purposes of preparing a
decision on including all the tools in the base portfolio is most convenient
for strategic decisions based on a matrix approach which allows anti-crisis
management tools to be compared in pairs while still taking into account
the dynamics (or the force) of the influences.

Whether modelling or prognosis is more preferable is, as of yet, an
unresolved issue around modern trends (concerning the competition
between modeling and prognosis in the digital decision-making platforms
of the future); this demonstrates that the methods utilized in this area are
in dire need of improvement.

The use of the matrix method for formulating scenarios allows the
problem of including situational modeling into the crisis management
toolkit to be solved; this in turn allows integral evaluations to be formed
around the efficiency of the decisions across the various functional areas of
the organization’s activity—f{rom financial management to consumers’
loyalty, from procurement management to designing new products and
services. Such evaluations can determine what has a higher risk of crisis
situations occurring due to the modernization processes.

One necessary component of study methods applied to crisis manage-
ment is the organizations’ life cycle theory, according to which the con-
secutive stages of development may occur in a similar manner for different
companies, which allows of the similarities in problems arising during
these stages to be seen. For such models, the sustainability of an organiza-
tion’s development is characterized by the number of tools available in the
portfolio, which helps in the transition from one stage to another.

Even now, anti-crisis management tools have already developed beyond
traditional concepts (Booth 2015; Coombs 2006; Lachlana et al. 2016).
Looking at progressive management tactics from creating sustainable
development values (Hart and Milstein 2003; Simanis and Milstein 2012)
to reverse innovations (Govindarajan and Ramamurti 2016); from open
innovations (Chesbrough 2003) to the colors of change theory (Vermaak
and De Caluwe 2018); from social transformation (Li and Solis 2013) to
Return of Investment (ROI) pyramids in social networks (Owyang 2010);
from “blue economy” (Pauli 2010) to Game Design MDA (Mechanics,
Dynamics and Aesthetics (Hunicke et al. 2004 ))—especially pertaining to
sustainable development—a pattern can be seen, in which the aims of the
tactics correlate to the reduced probability of future crisis situations. The
use of comparative analysis, tool selection, and future solutions synthesis is
a logical follow-up to the systematization of various approaches.
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In order to identify the specific features of “management for future”
the following sequence was utilized as a logical construct:

Basic concepts recognized at the current stage of social development —
factors affecting basic concepts in terms of development efficiency — an
assessment of potential negative elements of the factors occurring in the
economy — negative consequences risk assessment — crisis situations
forecast on a micro level (businesses and organizations) — comparative
analysis of the toolkit — the toolkit application potential assessment to
various stages of organizations’ development cycle — the inclusion of the
tools into the toolkit and crisis management strategies — implementation
of the toolkit into organizations’ current management structures — pre-
diction of consequences both on the micro and on the macro level of the
economy — assessment of the system’s sustainability as a whole.

REsuULTS

The main result of the study could help to expand an organization’s
opportunities, to the level of being able to deflect crisis situations; our
results identify the required sequence of actions—including both criteria
and recommendations—for forming an appropriate toolkit portfolio for
managing an organization and identifying such opportunities. Creating a
preventive crisis management tool is an appealing idea; however, it has not
yet been realized. This is why our hypothesis on forming a toolkit portfo-
lio which corresponds to certain crisis manifestations (not aimed at
addressing the crisis itself) remains highly relevant.

In the course of the study, we had to ignore some of the famous clas-
sifications of crisis management tools and methods (e.g. application time
and sequence classification—anticipative, preventive, reactive, and reha-
bilitative management; functionality classification—personnel, resources,
and costs; state regulation classification—oversight, rehabilitation, provi-
sional management, and bankruptcy proceedings), due to the develop-
ment of such methods being linked to processing a specific situation for
arising at an enterprise. However, within our hypothesis, we speculate that
in post-industrial modernization, the effects of which will be felt by most
enterprises, the methods of counteracting business sustainability threats
must be included into every manager’s arsenal in order to minimize the
consequences of potential crisis situations, including market exits in cer-
tain segments, such as the removal of parts of operational activity. Such an
approach does not mean that we are ignoring the classic anti-crisis
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management procedures in Russia or crisis management procedures
adopted in several other countries; we are, however, limiting the study
only to the tool applicable at the current management stage.

Systematization of Basic Development Concepts Available
at the Current Stage of Social Development

Basing our conclusions on the logical assumption that crisis management
is oriented at creating a balance of interactions alongside external factors,
the effect of currently available doctrines on the development of social
relations, above all economic relations, must firstly be determined.

Apart from the aforementioned theories on post-industrial society,
post-modernism, and socio-economic systems modernization, it is also
crucial to analyze the knowledge and information digitalization phenom-
enon, as this leads to the rise of various digital strategies, as well as to
platform capitalism (Stepnov and Kovalchuk 2018). Alongside these theo-
ries, many variants of crises’ cyclical nature concepts, which state that
avoiding crises entirely in the modern economic model is impossible, must
also be studied. Thus, the main tasks must be viewed in the context of (at
least) minimizing the effects of crises on the decreasing fragments of cycli-
cal waves and in the context of solidifying the organization’s competitive-
ness after recovery (on the increasing wave of the cycle).

Although the possibility remains that a crisis can arise from mismanage-
ment and/or from miscalculations by social group choices (which is very
common at the current stage of social development), the personal crite-
rion of a crisis is, regardless, much less prevalent than the objective crite-
rion, which is linked to a replacement of the functional model being
necessary.

No less important (in terms of potential threats to businesses) is the
concept of modern development called “technological leadership doc-
trine”. This is based not only on determining development priorities, but
also on identifying selective research and development support, which is
then brought to life in development programs, institutions, and mecha-
nism updates (OECD 2018). The Organization for Economic
Co-operation and Development (OECD) has identified about 40 future
key production technologies, basing its study on the fact that it is these
technologies that will allow adequate reactions to global challenges and
technological leadership to be secured.
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The sustainable development doctrine is also becoming more and more
relevant. For example, it has been statistically confirmed (with China’s
food industry as an example) that leading enterprises in the field of corpo-
rate social responsibility are less likely to end up in a crisis situation if their
management is more efficient (Qijun and Cong 2010).

In general, taking the “self-fulfilling prophecies” theory into account,
management structures aiming for future success should adopt the pro-
jected consequences systematization and proposed concepts monitoring
and the integration tools for the purpose of forming a single knowl-
edge base.

Identifying Futuve Factors Affecting the Adoption of Basic
Concepts (as Well as Determining the Potential Negative Effects)

One of modern society’s defining features, which has served as a basis for
objective conclusions on the need to study social development doctrines,
is the fact that Bell’s predictions on the future post-industrial social format
have come true, and the current socio-economic relations model actively
seeks to turn this format into reality rather than to counteract it. In terms
of crisis management, a conclusion can be made that if the consequences
of post-industrialization are known, then there is (and has been) a possi-
bility (not a hypothetical one by any means) to identify the main features
of this economic system’s social transformation and to speculate on influ-
ence factors. Such factors include, for example, the conclusion that “servi-
cization” is the basis for a share economy, and that the car industry will be
greatly affected by a decrease in purchases and an increase in concurrent
use. In this case, car holdings have to take this factor into account while
preparing their strategies and to create new opportunities (in particular,
retaining ownership of produced cars and leasing them to new business
forms) instead. Real estate markets are experiencing a similar problem
with developers going back to leasing real estate instead of selling it.
Outsourcing has also become much more significant in new concepts (or,
broadly speaking, sourcing (Stapran 2018)), which leads to changes in
added value chains. Transactional cost cuts are also growing in relevance,
which leads to changes in expense structures on production and providing
services.

Determining said factors as new doctrines appear is a heuristic task; it
has a lower forecast lag rate than the doctrines’ effect assessment, and may
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be based on already established facts, which can either be accepted by
society or not.

Negative effects assessment cannot be performed without situational
(more often scenario) analysis and crisis situations forecast on a micro
level. It should be noted that, based on the definition of a crisis as a set of
unforeseen and unpredictable circumstances which threaten an organiza-
tion’s priorities (Hermann 1963), it is either time for decision-making or
making resources available that are the key limits.

Comparative Analysis of the Toolkit and Assessment of Its
Application to Various Stages of an Organization’s
Development Cycle

A number of researchers and practitioners in the field of anti-crisis man-
agement (Ryakhovskaya and Kovan 2015) believe that crisis management
methods are a special set of knowledge, and that a special place is reserved
for anti-crisis management as an established approach among manage-
ment sciences in Russia. In terms of our hypothesis we allow for the exis-
tence of special crisis management methods, but in studying management
for a future concept we have to acknowledge the validity of the theory that
traditional management methods also have to be included alongside spe-
cial crisis management methods without separating these methods into
different areas of knowledge. First and foremost, this is linked to the unity
of corporate governance as exercised by management structures currently
in use, like specially appointed or selected by the proprietors. Even in the
case of a crisis manager being appointed, he or she will not be able to per-
form his or her tasks while utilizing exclusively crisis management meth-
ods; he or she must also be able to combine and master traditional
management methods.

Besides, a change in management priorities—from raising functionality
efficiency to ensuring sustainable development—also serves as a decent
basis for combining the tools and methods of both traditional and crisis
management. Meanwhile, even researchers (Ryakhovskaya and Kovan
2015) who defend the right of anti-crisis management to independence
agree that different crisis situation prevention methods may be utilized by
regular management as well, going so far as to reach the stage of negative
factors taking over.

In a comparative analysis, not only must the possibility of counteracting
future negative affects be taken into account, but also the stages of an
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organization’s life cycle. This is why one necessary step in forming a tool-
kit portfolio is the correlation of the aforementioned tools to current and
future life cycle stages. This recommendation also requires correctly struc-
turing an organization’s life cycle. The life cycle development model has
not experienced changes for a long time.

In order to make an argumentative choice of tools, two approaches may
be used: one must either form comparison matrixes for each life cycle
stage or include the life cycle stages directly into the matrixes. Each of the
approaches poses certain disadvantages, and a choice in favor of either of
them must be made with the required degree of detail in mind. If the
second approach provides sufficient detail (being more useful for small-
and medium-sized businesses), then this approach should take precedence.

Including Tools and Strategies into a Crisis Management
Portfolio and Implementing the Toolkit into Organizations’
Curvent Management Structuves

The adoption of the selected tools must be based not only on their usage
potential but also on their usage possibility. It is at this stage that the orga-
nization’s staff must accept and ensure the selected toolkits. For example,
implementing Agile methodology at early development stages means it
will be widely accepted; however, there are no known examples of such a
methodology being implemented in crisis situations. We can, however,
claim that the implemented Agile methodology will be useful for lowering
crisis consequences.

CONCLUSIONS /RECOMMENDATIONS

Management for the future, possessing a toolkit portfolio with elements of
crisis management, is, undeniably, a highly promising model for future
business activities. The uncertainties of the future, due to many social rela-
tions having undergone transformation (including digital interaction),
require mastering the new toolkit which evaluates not just the possibility
of organizations getting out of crises but crisis prevention as well. One
feature of our hypothesis is the comparison of contradicting phenomena
based on a contextual approach, allowing different spheres of post-
industrial influence on business activity to be compared in simpler terms.
The supposed formation of a toolkit portfolio with the ability to overcome
the consequences of crises would allow management to expand opportu-
nities about future consequence management.



3 MANAGING FOR THE FUTURE: CRISIS MANAGEMENT... 41

REFERENCES

Bell, D. (1999). The Coming Post-Industrial Society. Moscow: Academia.

Booth, S. A. (2015). Crisis Management Strategy: Competition and Change in
Modern Enterprises. Abingdon: Routledge.

Chesbrough, H. W. (2003). Open Innovation: The New Imperative for Creating
and Profiting from Technology. Boston: Harvard Business Press.

Coombs, T. W. (2006). The Protective Powers of Crisis Response Strategies:
Managing Reputational Assets During a Crisis. Jouwrnal of Promotion
Management, 12(3—4), 241-260. https: //doi.org,/10.1300,/J057v12n03_13.

Govindarajan, V., & Ramamurti, R. (2016). Reverse Innovation in Emerging
Markets. In J. Haar & R. Ernst (Eds.), Innovation in Emerging Markets
(pp.-  140-157).  Hampshire:  Springer.  https://doi.org,/10.1057 /
9781137480293_8.

Hart, S. L., & Milstein, M. (2003). Creating Sustainable Value. Academy of
Management  Executive,  17(2), 56-69.  https://doi.org/10.5465/
AME.2003.10025194.

Hermann, C. F. (1963). Some Consequences of Crisis Which Limit the Viability
of Organizations. Administrative Science, 8, 61-82.

Hunicke, R., LeBlanc, M., & Zubek, R. (2004). MDA: A Formal Approach to
Game Design and Research. Proceedings of the Nineteenth National Conference
on Artificinl Intelligence.

Inglehart, R., & Welzel, K. (2011). Modernization, Cultural Change and
Democracy. In  The Sequence of Human Development. Moscow: New
Publishing House.

Inozemtsev, V. L. (1998). The Constitution of the Post-Economic State. Post-
Industrial Theories and Post-Economic Trends in the Contemporary World.
New York: Ashgate Publishing.

Jamrisko, M., Miller, L. J., & Lu, W. (2019). These Are the World’s Most
Innovative Countries. Available at: https://www.bloomberg.com/news/arti-
cles/2019-01-22 /germany-nearly-catches-korea-as-innovation-champ-u-s-
rebounds?fbclid=IwAR35I5FBXBWIZB5IIwO7E9qWN]%2D%2DoUDw09
bO1pZaXw4gOu9CD3R_NPcabw0. Accessed 6 Jan 2020.

Kahn, H., Brown, W., & Martel, L. (1976). The Next 200 Years: A Scenario for
America and the World. New York: Morrow.

Lachlana, K. A., Spence, P. R., Lin, X., Najarian, K., & Del Greco, V. (2016).
Social Media and Crisis Management: CERC, Search Strategies, and Twitter
Content.  Computers in Human Behavior, 54, 647-652. https://doi.
org,/10.1016,/j.chb.2015.05.027.

Li, C., & Solis, B. (2013). The Seven Success Factors of Socinl Business Strategy. San
Francisco: Jossey-Bass.


https://doi.org/10.1300/J057v12n03_13
https://doi.org/10.1057/9781137480293_8
https://doi.org/10.1057/9781137480293_8
https://doi.org/10.5465/AME.2003.10025194
https://doi.org/10.5465/AME.2003.10025194
https://www.bloomberg.com/news/articles/2019-01-22/germany-nearly-catches-korea-as-innovation-champ-u-s-rebounds?fbclid=IwAR35I5FBXBWIZB5lIwO7E9qWNJ--oUDw09bO1pZaXw4gOu9CD3R_NPca6w0
https://www.bloomberg.com/news/articles/2019-01-22/germany-nearly-catches-korea-as-innovation-champ-u-s-rebounds?fbclid=IwAR35I5FBXBWIZB5lIwO7E9qWNJ--oUDw09bO1pZaXw4gOu9CD3R_NPca6w0
https://www.bloomberg.com/news/articles/2019-01-22/germany-nearly-catches-korea-as-innovation-champ-u-s-rebounds?fbclid=IwAR35I5FBXBWIZB5lIwO7E9qWNJ--oUDw09bO1pZaXw4gOu9CD3R_NPca6w0
https://www.bloomberg.com/news/articles/2019-01-22/germany-nearly-catches-korea-as-innovation-champ-u-s-rebounds?fbclid=IwAR35I5FBXBWIZB5lIwO7E9qWNJ--oUDw09bO1pZaXw4gOu9CD3R_NPca6w0
https://doi.org/10.1016/j.chb.2015.05.027
https://doi.org/10.1016/j.chb.2015.05.027

42 Z.SARKISYAN AND M. TIKHONOVA

Lyotard, J.-F. (1984). The Postmodern Condition. Manchester: Manchester
University Press.

OECD. (2018). Main Science and Technology Indicators., 2018(1). https://doi.
org/10.1787 /msti-v2018-1-en. OECD Publishing, Paris.

Oleinikov, Y. V. (2016). The Main Trends of Post-Industrial Modernizing. History
and Modernity, 1, 133-153.

Owyang, J. (2010, December 13). Framework: The Social Media ROI Pyramid.
Web Strategist. Available at: https: / /web-strategist.com/blog,/2010,/12/13/
framework-the-social-media-roi-pyramid,/. Accessed 6 Jan 2020.

Pauli, G. (2010). Blue Economy -10 Years, 100 Innovations, 100 Million Jobs. Idaho:
Paradigm Pubns.

Pnevmatikoudi, K., & Stavrinoudis, T. (2016). Classification of Hotel Performance
Measurement Indicators Presented in International Scientific Research.
European Journal of Tourism Research, 12, 82-98.

Qijun, J., & Cong, Z. (2010). An Empirical Study on the Crisis Management
about Food Enterprises Based on Corporate Social Responsibility. Proceedings
of International Conference on Management and Service Science, IEEE, Wuhan,
China. https://doi.org,/10.1109 /ICMSS.2010.5576484.

Ryakhovskaya, A. N., & Kovan, S. E. (2015). Crisis Management: Modern
Concept and Basic Tools. Management Science, 3, 45-55.

Simanis, E., & Milstein, M. (2012). Back to Business Fundamentals: Making
“Bottom of the Pyramid” Relevant to Core Business. Field Actions Science
Report, 4, 82-88.

Stapran, D. A. (2018). On the Role and Prospects of Outsourcing in the Russian
Economy. Bulletin of the Moscow State University, Series 6, Economy, 5, 21-32.

Stepnov, I. M., & Kovalchuk, J. A. (2018). Platform Capitalism as the Source of
Digital Rentier’s Superprofit. MGIMO Review of International Relations,
461), 107-124. https://doi.org,/10.24833,/2071-8160-2018-4-61-107-
124.

Toffler, A. (1980). The Third Wave. New York: Morrow.

Vermaak, H., & De Caluwe, L. (2018). The Colors of Change Revisited: Situating
and Describing the Theory and its Practical Applications. Research in
Organizational Change and Development, 26, 167-216. https://doi.
org,/10.1108,/50897-301620180000026005.


https://doi.org/10.1787/msti-v2018-1-en
https://doi.org/10.1787/msti-v2018-1-en
https://web-strategist.com/blog/2010/12/13/framework-the-social-media-roi-pyramid/
https://web-strategist.com/blog/2010/12/13/framework-the-social-media-roi-pyramid/
https://doi.org/10.1109/ICMSS.2010.5576484
https://doi.org/10.24833/2071-8160-2018-4-61-107-124
https://doi.org/10.24833/2071-8160-2018-4-61-107-124
https://doi.org/10.1108/S0897-301620180000026005
https://doi.org/10.1108/S0897-301620180000026005

®

Check for
updates

CHAPTER 4

High Technologies for Smart City
Development

Sergey Kamolov, Kirill Teteryatnikoy,
and Viadimir Podolskiy

INTRODUCTION

Urbanization has become major trend of the twenty-first century both for
Russia and globally. Megacities across the world accumulate enormous
human and technical resources. Currently, the world’s population is close
to 7.7 billion people, 55% of which (4.2 billion) already are urban resi-
dents. According to UN forecasts, up to 2050, the world population will
continue to grow. The population of India will count a surplus of 416
million people, China will register a surplus of 255 million, and in Nigeria
189 million people more (The UN 2018).
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Today, the most urbanized regions are North America (in 2018, 82% of
its population lived in cities), Latin America and the Caribbean (81%),
Europe (74%), and Oceania (68%). The level of urbanization in Asia is
now approaching 50%. In contrast, Africa remains mostly rural, with only
439% of its population living in urban areas. In the future, by 2050, accord-
ing to various estimates, urban population will constitute between 66%
and 70% of the world’s population (6.7 billion people, according to UN
forecasts).

Most of the residential and utilities services are consumed by urban
people, which leads to multiple problems with the environment. That’s
why large European cities today try to integrate into the EU project
Al4Cities using artificial intelligence (Al) as a solution for cutting down
greenhouse gas emissions in the cities. Only in February 2020, six cities—
Helsinki, Amsterdam, Copenhagen, Paris Region, Stavanger, and
Tallinn—Dbecame participants of this three-year EU-funded project, bring-
ing together leading European cities looking for high-technology (HiTech)
solutions to reduce their greenhouse gas emissions and meet their climate
commitments (Six European cities join project to use Al in move towards
carbon neutrality, Feb. 2020).

In 2020, three-quarters of the Russia’s population live in cities, gener-
ating not only a large share of the country’s GDP, but also new models of
interaction between the population and the government. However, it is
obvious that the growth of urban population entails multiple problems
associated with the need to provide citizens with a high standard of living,
implying well-paid jobs. Cities play a key role in the Russian economy,
which comes along with challenges that impede their effective develop-
ment: accelerated deterioration of urban infrastructure (more than 60% on
average in the country), insufficient budgetary spending, and urban envi-
ronmental problems. Those challenges call for establishment of sound
relationships among municipal authorities, business community, and citi-
zens to ensure sustainable development of society, and eventually elimi-
nate widespread corruption.

These problems may be fixed substantially by introducing a new model
for the development of Russian cities—smart cities based on human capi-
tal, innovation, and high technologies (Smart Cities — Beyond the Hype
2019). The model implies gradual transformation of cities’ governance
into an intelligent system embracing all major areas of municipal life: jobs,
health, education, energy, transport, resource management, and urban
space. Increased workloads and new requirements for the efficiency of
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urban infrastructure make it vital to intellectualize it. Therefore, a smart
city today is not a luxury, but an indispensable condition for boosting
economic growth. In this regard, HiTech or smart technologies will play
an increasingly vital role for developing local economies (Smart cities to
generate 20 trillion USD in economic benefits by 2026, April 2019).

METHODOLOGY

Academic research is supposed to effectively support evolution of smart
public governance from smart cities to smart regions and then to smart
nation, accelerating the national economy growth on various levels.
Sharing the best experience of national development of smart cities will
predictably lead to sounder and more elaborated models of smart gover-
nance as opposed to initiatives utilizing a trial-and-error approach alone.
Thus, our research objective was to find new HiTech solutions to various
sectors of municipal economy which will contribute to accelerating eco-
nomic development of the country, offering a bottom-up model of strate-
gic growth based on international and Russian experience (Smart Cities:
Digital Solutions for a More Livable Future, June 2018).

A multidisciplinary approach in the qualitative data analysis embracing
strategic management, public governance, international and national law,
and economics was used to cover all areas of scientific interest and draw
necessary conclusions. We also used the experience of organizing cluster
associations in the industrial sector of the economy, including high-tech
industries (Stepnov et al. 2019), to identify the connecting elements of
digital interactions and apply them to form the concept of urban develop-
ment. To achieve the objectives of the study, that is, making substantiated
recommendations of the subject, we have used such methods as compari-
son, statistics, and content analysis.

REsuULTS

Significant investments are made into smart technologies development
across the world. The impact of smart city technologies on economic
development and gross domestic product (GDP) growth is supposed to
affect three dimensions or phases: open data policies: incremental GDP of
close to US$1 trillion over the next decade; public investments multiplier
effect: incremental GDP of US$10 trillion over the next decade; structural
smart urban economy growth: recurring, sustainable growth of 2.8% by
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2026; US$10 trillion incremental GDP generated in the next ten years
(Role of Smart Cities for Economic Development ABI Research 2018).

Large investments in smart technologies have been made in Russia. The
key objectives of smart technologies in Russia are to improve public ser-
vices to citizens, reduce costs, save energy and increase energy efficiency,
and integrate and develop renewable energy sources in the urban environ-
ment. We have identified the most important areas where the smart tech-
nologies have proved to lead to considerable improvements.

ENERGY SurPLY

Smart power supply networks (smart grids) were the first to be used for
the intellectualization of energy supply aimed at intelligent generation,
transmission, and distribution of electricity. Smart networks are saturated
with modern diagnostic tools, electronic control systems, algorithms, and
technical devices (e.g., short-circuit current limiters for superconducting
lines). The introduction of this technology in the city reduces losses in the
transmission of electricity from the generator to the consumer, increases
the reliability of power supply, provides additional opportunities for opti-
mal redistribution of energy flows, and reduces peak loads.

New opportunities for the development of smart networks will appear
with the development and implementation of cost-effective energy storage
devices and the development of electric transport and the corresponding
charging infrastructure. Investment programs of Russian network compa-
nies include the introduction of intelligent accounting systems in net-
works. The amount of funding for such projects is now up to 2% of the
total amount of the program.

The introduction of smart electricity meters with remote reading will
improve the quality of service and reduce commercial losses for network
companies. Legislative initiatives are already being prepared to encourage
the installation of such metering devices. In the future, technologies for
individual automatic weather control will become popular. Thermal
energy savings during their implementation are 20-30%.

URBAN LIGHTING

Smart city lighting systems provide light on the streets of the city in the
right quality and quantity, at the right time, and for a minimum of invest-
ment. That is why smart cities choose energy-saving incandescent lamps.
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The potential for energy saving when replacing incandescent lamps with
energy-saving ones is up to 90%. Additional savings are achieved through
the introduction of automation (motion sensors) and timely switching-off
and -on of lighting, reducing the load.

The use of Light-emitting diodes (LEDs) in urban lighting results in
energy savings of up to 60%. The main problem of making the new light-
ing system operational is its high initial cost. The system pays oft only after
a certain period of time by saving energy. This is not always beneficial for
city authorities due to insufficient local budgets and legal regulations.
Preferential loans to municipalities for these socially important projects
can be one of the ways to attract investment in lighting modernization.

TRANSPORTATION

To improve the energy efficiency of cities, it is also important to introduce
intelligent transport systems. Optimal road traffic may reduce the city’s
energy consumption by 5-15%. One of the leaders is Moscow, where the
corresponding program has already been adopted (Moscow as a Smart
City 2019). It includes switching to intelligent traffic light management,
giving priority to public transport, dynamic traffic speed control, and
routing to prevent traffic jams. Today, every traffic light in Moscow is
equipped with an optical channel, allowing to process huge amounts of
data. Big data accumulated via traffic sensors serves as a basis for strategic
municipal planning of transport system development. Sensors also detect
various traffic violations.

The sensors are part of a modernization program of Moscow’s current
road network systems and have the potential to link up to the city’s traffic
and control center systems to provide data in real time, which would
enable the Moscow city government to better balance demand and
improve the process of air and water congestion management. The sensors
are also able to detect people walking and other types of traffic, including
cars, trucks, motorcyclists, and buses. The same system has been success-
fully implemented in London (Transport for London Expands Use of
Traffic Sensors Using Al, Feb. 2020).

The electronic payment system for public transport is also one of smart
city technologies. This system calculates the discount if a person often
travels by public transport and constantly uses the same card for payment.
The technology has already been implemented in many major Russian cit-
ies—Moscow, Yekaterinburg, and Tyumen.
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INFORMATION SYSTEMS

A modern city consists of many subsystems—transport, telecommunica-
tions, electricity and water supply systems, and so on—that interact with
each other. A comprehensive information system is necessary to control all
city systems’ functioning, ensure the safety of each resident, receive and
archive information about important events, and promptly provide it to
the interested entities. It must be able to accumulate, combine, analyze,
and group data from multiple sources. This system is the “Safe City” com-
plex, which has been successfully implemented by many local administra-
tions. This is a system of software, hardware and organizational measures
to ensure video supervision and technical security in public places (schools,
medical institutions, etc.) and management of housing and communal ser-
vices and other facilities in the modern city.

INTERNET OF THINGS (I0T)

According to McKinsey Global Institute, the IoT could have a potential
cconomic value of between US$3.9 trillion and US$11.1 trillion annually
by 2025, while in the Gulf Cooperation Council (GCC) region, a report
by A.T. Kearney found that the value of the IoT solutions market in 2025
would amount to US$11 billion, with a potential economic value of
almost US$160 billion.

The Internet of Things (IoT) is becoming part of our day-to-day lives.
But still many Russian cities do not have the technology required to run
even the most basic of these devices, let alone those that require state-of-
the-art, 5G technology (IoT in a 4G/5G World: A Survey of How CSPS
Are Preparing to Transition to this New World 2018). Primarily, they lack
the funding necessary to implement technological upgrades and lay essen-
tial infrastructure. With budgetary cuts in all areas of government, finding
a solution to this smart technology deficit is critical for the future of infra-
structure in cities. Connecting authorities, public organizations, and busi-
nesses to the Internet should be the first objective to be resolved in the
smart city, as it will allow to

— make an appointment with a doctor via the Internet;

— vote for city projects on the Active Citizen website;

— submit a request about a problem in the house or yard and monitor
its implementation through the “Your City” portal;
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— send documents for passport registration, pay for electricity or
phone, pay taxes via the Internet, pay for parking via phone; and

— report incorrect parking or other public violations via a special app
on a smartphone.

Free Wi-Fi in the city will make all municipal services available for the
residents at any time and place. The new 5G broadband Internet will fur-
ther improve the municipal governance and services.

It is important for municipal authorities to understand that smart tech-
nologies are not a fashionable novelty, but necessary a tool for solving
problems. Many of the technologies will eventually soon become not only
more sophisticated but also more affordable. For example, over the past
three years, the price of LEDs in Russia has decreased three times, and of
solar panels, seven times. Therefore, today the authorities of many Russian
cities are ready to start mass implementation of smart technologies that
have until recently been considered a pipe dream.

Advanced results can be achieved by using HiTech, which have already
proved their efficiency internationally. For example, the 2020 Smart 50
Awards honor projects in five categories: community engagement, digital
transformation, smart mobility, urban infrastructure, and urban opera-
tions. Applicants must have achieved results at a municipal scale or equiva-
lent to qualify. These projects exemplify innovation and concrete influence
in their communities as a result of HiTech implementation (Smart 50
Awards 2020).

We would also welcome Russia’s more active participation (along with
other Brazil, Russia, India, China and South Africa (BRICS) states) in the
G20 Global Smart Cities Alliance on Technology Governance. Founded
in 2019—in conjunction with the G20 Summit in Osaka, Japan—the
organization has the goal of creating global norms and policy standards
for the use of connected devices in public spaces. Partners include Japan,
the Kingdom of Saudi Arabia, the Smart City Mission of India, Cities for
All, Cities Today Institute, the Commonwealth Local Government Forum,
the Commonwealth Sustainable Cities Network, Connected Places
Catapult, Digital Future Society, ICLEI—Local Governments for
Sustainability, the International Telecommunication Union, Open and
Agile Smart Cities, the Smart City Expo World Congress, United Cities
and Local Governments, What Works Cities, the World Economic Forum,
and World Enabled (India Joins G20 Global Smart Cities Alliance on
Technology Governance, Oct. 2019).
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CONCLUSIONS

We understand that Russian megacities (there are 16 of them with a popu-
lation at least 1 million or more) have more access to the entire range of
smart technologies, while small residential communities have limited indi-
vidual solutions. Today, there are about 100,000 settlements across the
country with a population of less than 200 people. These citizens have no
access to high-quality infrastructure—education services, energy, telecom-
munications, healthcare, and banking.

A small city model implies that standard modular smart tech solutions
may be implemented: autonomous power supply, distant education, tele-
medicine, and postal and banking services using modern information
technologies. Standards of service level have to be established for small
communities. Then, if federal, regional, and municipal authorities actively
work together with infrastructure I'TC companies, these communities will
be able to enjoy similar service level as megacities in terms of smart
technology.

Surveys of Russian cities’ officials, telecom executives, and systems have
demonstrated that the key challenges in creating a comprehensive smart
city strategy are: funding, partner search, and data management. These
challenges will critically affect the success of smart technology implemen-
tation. Funding is the most difficult issue due to the significant amount of
investment required and the need to develop a unique funding structure
for each individual smart city project. Upgrading urban infrastructure
through integrated implementation of smart technologies not only is a
high-cost project from a financial point of view, but also requires a creative
approach in developing short-and long-term goals. To solve this problem,
cities need to implement reliable business models that allow them to
attract private funds.

The specifics of financing smart city HiTech development projects are
determined by the presence of technology risks deterring potential inves-
tors generally focused on long-term projects. As a result, financing of
smart city development projects is tightly concerned with the develop-
ment of a comprehensive strategic plan that allows all involved parties to
maximize the benefits of the project and ensure that investors are willing
to participate in its development. Smart city development projects should
be implemented by municipal authorities in a step-by-step approach, start-
ing with the assessment of existing assets, selecting optimal business



4 HIGH TECHNOLOGIES FOR SMART CITY DEVELOPMENT 51

model, choosing timeline and methods of gaining financial benefits from
the project, and planning financial public and private financing.

Nevertheless, “half of the initial investment made by the public sector
could generate a positive return, whether in direct savings or opportuni-
ties to produce revenue” (McKinsey Global Institute Report 2018). That
is why we believe that special focus should be made on helping city author-
ities build partnerships in order to understand, prioritize, and address their
risks and potentials in four ways:

Design roadmaps enabling private businesses to participate in city

development planning processes.

— Establish HiTech project incubators to develop projects maximizing
the resilience impact and ensuring cities and business communities
have access to technical, financial, and project preparation expertise.

— Create regulatory sand boxes allowing city authorities to test new
smart technologies before taking decisions about their implementa-
tion in the city’s economy.

— Develop end-to-end technologies offering cross-functional and
cross-industry solutions. Competent use of end-to-end technologies
will ultimately stimulate improvement in the quality of life, comfort
of the urban environment, and management of various sectors of the
urban economy while reducing resource consumption. For example,
geo-information technologies and ultra-precise navigation, together
with 5G, are the basis for the emergence of unmanned public trans-
port. Digital technologies for supporting decision-making and pro-
cessing unstructured data, as well as machine learning, are needed to
create smart road infrastructure management systems that include
traffic forecasting, smart traffic lights, and even fatigue control for
bus drivers.

To sum it up, a smart city is an innovative city that implements complex
high-technology solutions aimed at achieving the highest possible quality
of resource management and providing services in order to create a sus-
tainable environment for life and business activity of now and future gen-
erations. In the nearest future, smart cities will become the basis for smart
governments (Dupont Jonathan. The Smart State 2018), bringing along
new challenges of global income disparity.
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CHAPTER 5

Digital State: Creation Through Project-
Functional Structure of Public
Administration

Viadimir Osipov

INTRODUCTION

Strengthening the executive branch entails a change in the democratic
regime to an autocratic one. A good example here is the French experi-
ence of changing the balance of power between the branches of power
since 1958 due to a restriction on the parliamentary initiative. So, gradu-
ally the French parliament was limited in its legislative activity, since its
initiatives were blocked by the executive branch, and the initiatives of the
executive branch, on the contrary, substantially prevailed in the legislative
process. So, in 1970, out of 118 bills introduced by the government, 87
(about 75%) were adopted, and out of 709 legislative proposals initiated
by the parliament, 18 (2.4%)! were adopted. The reasons for this

!Demichel, A., Demichel, F., Piquemal M. (1975). Institutions et pouvoir en France. Une
traduction institutionelle du capitalism monopoliste d’etat. Paris, Editions Sociales.
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weakening of the institution of legislative power were: the majority of
Gaullists and Republicans in the parliament, a restriction on the rights of
parliamentarians to introduce legislative initiatives that could lead to a
reduction in government revenues or an increase in government spending,
a restriction on parliamentary debates (the government determined the
agenda of the parliamentary meetings) and the organization of parliamen-
tary debates at the request of the government, and other restrictions. The
strengthening of presidential power in France in the middle of the last
century has corresponding consequences today. The strengthening of
executive power at the turn of the century has become widespread (China,
Russia, Turkey, the United States, India, ex-USSR countries, Hungary,
Poland, etc.). The quality of a policy and its effectiveness depend on the
real head of the state.

From the point of view of enhancing economic development, “state
efficiency” consists in the formation of effective mechanisms of public
administration, that is, those mechanisms that contribute to the formation
of a favorable institutional environment for business.

METHODOLOGY

The methodology of institutional analysis and the general theory of sys-
tems were used in the chapter to identify and justify the connections of
elements of systems. An interdisciplinary approach was also used in this
research because institutional theory is dualistic due to legal and economic
sciences. Legal science laid the theoretical foundations of institutionalism,
and economic science contributed to the implementation of the ideas of
institutionalism in the practice of state formation and regulation of public
relations.

The transition to a service state based on the principles of new public
management (Hood 1991) cannot be carried out stepwise. A gradual pro-
gressive regime of reforming the public administration system is necessary
so that the digital state can take form as an entrenched institution.

For nowadays, the efficiency of the state is synonymous to institutional
efficiency. It means that institutions of the state must be useful for business
development. At the same time, business development is based on free-
dom and human rights, as history has shown.

Anyway, the old bureaucratic state with a linear-functional structure has
to be changed under the pressure of globalization.
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Fig. 5.1 Evolution of the types of state and the structure of the state apparatus

Globalization not only supports global market harmonization, but also
strengthens competition between states for investment, human capital,
innovations, and so on. This competition between states plays the role of
a billiard cue for institutional reforms to make national jurisdiction more
competitive than others (Osipov 2019). And in this way the most effective
instrument becomes simplification of public administration and transition
from process management to a problem-solving system. Problem solving
requires a clear identification of the input data, a mechanism for develop-
ing and making decisions, and its implementation in reality (implementa-
tion). This approach is possible using the project-functional structure of
the state apparatus, which was created by the author (Osipov 2016).

If the state apparatus is reformed in this way, we can create a possibility
to move to the digital state. Why? Because the state apparatus learns to
solve problems and present the results of its activities; it is trained to a
certain behavior and a certain order of solving problems. Without these
skills, the digital state as the end point of the paradigm is impossible.

The logic of reform fits into Fig. 5.1.

REesuLT

The transition to the project structure of public administration is designed
to ensure such a transformation of institutions in which formal and infor-
mal institutions receive an impetus for synchronous modernization, that
is, with minimal gaps between themselves. The synchronization of formal
and informal institutions in the public administration system contributes
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to the creation of a predictable institutional environment, which is favor-
able for economic turnover.

This important effect is achieved through the formation of design and
functional structures of public administration in departments
(Osipov 2016).

The transition to the project structure of public administration, obvi-
ously, aims to add dynamism to the existing system of public administra-
tion due to the establishment of institutions. The change of the public
administration system from a linear-functional organization to a design-
functional organization is carried out using appropriate institutions.

The transition to the design and functional management structure of
public authorities requires that civil servants understand the transforma-
tion of the product of labor. If there were a managerial decision in existing
linear-functional structures for managing the product of work of a civil
servant, then in the design and functional structure, the product of labor
ofa civil servant is the result of the project. In the logic of system analysis,
we observe here a transition from a process to a result, more precisely,
from disparate processes to their systemic set, ending with a specific result.
Actually, just such a logic is laid down in the regulatory documents gov-
erning the implementation of administrative reform, when numerical indi-
cators become decisive for assessing the performance of employees. Due
to such projects and their results, it is possible to change the institutional
environment and build relations in it that contribute to economic devel-
opment in the context of the indicated external constraints.

The outstanding economist F. von Hayek speaks about the need to
change the role of the State in his article “Competition as a Discovery
Procedure”, where he notes that no matter how strange this may seem at
first glance, a high growth rate sometimes indicates not so much good
politics in the present but bad politics in the past. Consequently, in coun-
tries that have already reached a high level of development, there is no
reason to expect the same significant growth rates that countries have
achieved for some time, where previously the efficient use of resources was
long held back by legislative and institutional barriers.

It is important to note that the state as an institution is also significant
in economic and theoretical research. Thus, the libertarian economist
L. von Mises argued that the state is not only evil, but also represents a
necessary and beneficial institution, without which it is impossible to
develop and maintain sustainable social cooperation and civilization. At
the same time, state bodies should change the forms of interaction with
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business and society for the benefit of all three of these institutions, since
the state can be as strong partner, and also as oppressor of business and
society.

It is important to note that the value of such comparative advantages as
natural resources, climatic conditions, as well as acquired as a result of its
previous historical development, such as the technological level, produc-
tion experience in modern conditions are significantly reduced. Otherwise
the value of such a competitive factor as the institutional structure of the
state is growing. That is, the importance of the quality of public adminis-
tration, and not its strengthening or weakening, is a decisive factor in the
competitiveness of the state.

The enlarged or the most important objective elements that make up
the institution of the state, as is customary, are the population (nation), a
separate territory, and public authority, which has the right to establish the
rule of law in this territory and for this nation. It should be ascertained
whether the decomposition of one of the constituent objective elements
of the institution of the state leads to decomposition of the state. In other
words, all three objective elements of the state allow us to assort the exis-
tence of the state, or some of them may be lost, while the state retains its
significance as an institution. Let us try to analyze what will happen to the
state if each of its objective elements is excluded.

A serious omission of Russian reformers was an underestimation of the
interests of society and, by and large, unsuccessful attempts to form civil
society institutions. The question of taking into account the interests of
society, and not just the state, was considered by F.A. von Hayek. He dis-
tinguished three representative bodies: one for the occupation exclusively
of the Constitution (it will be convened at large intervals only when
amendments to the Constitution are required); the other is for the con-
tinuous improvement of the code of justice; the third is for the current
government, that is, to manage public resources (Hayek 1990).

One representative body establishes the “rules of the game”, the other
develops priorities and a hierarchy of social attitudes. The main thing is
that the executive body should behave exclusively as a non-profit organi-
zation whose mission is the realization of public interests. And in this
sense, government agencies are market actors. As for the establishment of
the “rules of the game”, this is the prerogative of the legislative branch,
which in principle cannot be a subject of the market.

It should be agreed that the legislative power establishing the rules of
the game cannot act as a subject of market relations. But in relation to the
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fact that the executive branch should position itself exclusively as a non-
profit organization, this is quite problematic. Firstly, the subjects of the
Russian Federation in times of crisis are forced to engage in commercial
activities to maintain infrastructure through the development of various
forms of public-private partnerships. Secondly, municipal authorities,
empowered, but lacking the necessary budget support, are forced to
actively use their potential, developing partnerships with small- and
medium-sized businesses, while maintaining social stability.

Separation of powers of authorities is a sign of a civilized state in which
the priority of the law is unshakable, where various institutions of civil
society control the activities of the state. With this approach, the executive
branch acts as an equal subject of market relations with business. The lack
of significant civil society institutions, a clear strategy, and tactics for the
transition from an administrative-command model to a mixed-economy
model have led to a sharp expansion of the state’s economic
dysfunctions.

Summarizing the above, we have to accent that the digital state as a set
of Internet platforms for state services has the same problems as using
Internet platforms in business. And first risk here is the extraterritorial
regime of operation activity of Internet platforms.

CONCLUSION

Thus, the Russian Federation began its path to establishing institutions of
state regulation of the Internet sphere in the territory of a sovereign state.
Of course, this law immediately provoked public debate about the real
purpose of its adoption. It should be noted that such attempts by national
states do not remove the problem of regulating legal relations on the
World Wide Web, and the rules of conduct in it are actively developed and
implemented.

On the other hand, governments are actively using the capabilities of
the World Wide Web to improve public administration and move to more
effective forms of interaction with citizens through platforms such as
“open government” and “electronic government”.

It is important to note that government actions cannot stop the digital,
self-regulatory exchange of services, ideas, and information (Osipov et al.
2018). At the same time, one can observe another trend towards the uni-
fication of the rules for the use of resources. Individual managers are
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forced to harmonize the rules of conduct on their platforms and the meth-
ods of access to resources.

The main feature of Internet law will be its extraterritorial nature, as
opposed to the territorial nature of national law. The territorial nature of
national law was formed on the basis of historical traditions and the charac-
teristics of each national state, and it developed due to its dependence on
the former path (path-dependence effect). Even social upheavals and revo-
lutions led to short-term sharp changes in legislation, which subsequently
returned to the previous mechanisms and procedures for regulating public
relations — the path-dependence effect is so strong. The national state and
its authorities intuitively feel uneasy about the spread of the Internet, as
they are outside the mechanism of the state’s regulation. Any misunder-
standing of any person initially causes fear or anxiety; this is normal. Gradual
addiction to the unknown, its ongoing research, removes a sense of fear.
Fear is replaced by curiosity, and then interest, as the new turns out to be
an effective tool for solving a certain group of problems. This behavior is
characteristic of the individual, but why is not so characteristic of public
authorities? Here it is possible that fear causes a threat to the existence of
the state, because one of the most important functions of producing posi-
tive law is lost. Obviously, the rejection of rulemaking is unthinkable for
the state. However, whether the state is able to withstand the new reality
remains a question. In our opinion, even if China is unable to completely
isolate the sovereign Internet from the global Web (only a part of the com-
mon platforms is blocked), then, probably, attempts to isolate the Internet
in a separate segment in a separate territory of a nation-state are all the
more utopian. It would be more logical to take advantage of Internet plat-
forms to implement the state’s own policies, and without taking into
account national borders. Actually, the Russian Federation is trying to real-
ize this idea by promoting its own national values through world platforms,
explaining its position on pressing issues of international relations and
defending historical memory against attempts to distort it for the sake of
the populist momentary needs of individual leaders of nation-states. In our
opinion, Internet platforms, through self-organization, strive for a bal-
anced flow of information, even under pressure on the media; however,
you can find different versions and points of view on the same issue.
Another thing is that bots are algorithmized in such a way that people see
only the information they prefer to see. And if the user has repeatedly
accessed one source of information that he trusts, the user will receive
information in accordance with his preferences and never one that
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contradicts the selected source. This creates fertile ground for manipulat-
ing the consciousness of society. The authorities are tempted to make use
of social engineering, which can influence the behavior of citizens in the
way necessary for the authorities. The platforms help convince citizens to
vote for a single party or candidate. A logical question arises: does the voter
make a choice or is the choice made for the voter, but is made out by his
hands? On the other hand, are government bodies of national states so
wrong in regulating the Internet if there is a real threat of a change in the
political order in the country? The color revolution in Egypt could not take
place without using the Internet to organize the activities of protesting citi-
zens. This means that the threat to the political order in the country is real,
and hence the state’s desire to control the network is justified.

If the norm does not contain sanctions, then the likelihood of compli-
ance is not too high, because non-compliance with any adverse conse-
quences will not follow. A completely different situation exists in Internet
law, as violation of the rules leads to sanctions (blocking access, deleting
content, fines, etc.). There are practically no unauthorized norms, since
there is no sense in introducing them, as no one will comply with them.
What is the difference in Internet law and, for example, in administrative or
criminal law? The difference is that in real life no one can find out about an
individual’s violation. In this regard, numerous security cameras are installed
for the safety of citizens. But also, the presence of security cameras is cor-
recting people’s behavior according with formal norms.

The Internet space breaks the correspondence between a legally signifi-
cant action and the physical location of the subject of the action.

The legitimacy of the national government’s actions to implement the
rules applicable to global phenomena is also detached from the geographi-
cal position of the subject of legal relations, which leads to its opportunis-
tic behavior. It follows that the Internet is changing the system of forming
rules based on the boundaries between the physical space and the physical
position of the subject of legal relations—the network user. It becomes
completely natural for an individual that the national government cannot
regulate the behavior of individuals in the network, that the state is weaker
in network relations than in the physical world within the borders of the
national territory.

The digital state is trying to find the possibility of controlling the mate-
rial flow, which is managed online.

It is important to understand how the state could control the financial
flow in the network. Banks that carry out plastic card transactions can be
of great help here. Under pressure from central banks and national
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governments, banks disclose information about the transactions of their
customers, usually when exceeding a certain amount of transfers. Under
the guise of combating the financing of terrorism and money laundering,
financial flows are monitored through the network. Capital flows can have
a much more destructive effect on the political order than material flows,
as financing can be directed to support opposition parties or politicians to
overthrow a legitimate government, as was done during the color revolu-
tion in Egypt and several other countries. However, even here, individuals
seem to have found a way to circumvent control by nation-states. Offshore
banks located again outside the physical borders of national states where
the individual is physically located provide anonymous financial services.

Some states are testing systems of electronic barriers or filtering infor-
mation flows, because faced with the consequences of an uncontrolled
flow of information or finances, and realizing the inability to control elec-
tronic flows due to their virtuality and ability to cross physical boundaries,
governments are not inactive. It is important to note that the emergence
of state-initiated electronic filters is accompanied by the creation of new
configurations of information flows, finances, and objects, which reduces
government efforts to a minimum of efficiency (Johnson and Post 1996).
Creation of a new configuration is carried out in the interests of users in
accordance with their request. This is because the network operates on the
basis of self-organization with a large number of capable and proactive
players, because the network does not have a geographically localized
meeting of leaders who would have a stronger right to regulate than other
groups or individuals with programming abilities. The right to regulation
is actually tied to the ability to program, which makes participants in net-
work relations equally strong in the right of regulation, and again, regard-
less of their geographical location.

The extraterritorial principle of the functioning of the network also cre-
ates certain difficulties with the regulation of legal relations between the
participants within the network (Silvestrov et al. 2019). What right is
there to apply if, geographically, the participants in the legal relationship
are far from each other and have different citizenships?

This situation of virtual entities is attractive for economic and other
activities, since the lack of control compared to offline activities offers
additional benefits, in addition to the comfort of uncontrolled behavior in
the network. This trend was picked up, as it turned out, primarily by finan-
cial organizations. In fact, there are no more classical banks; they all have
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transferred their activities to the virtual space and manage operations
through special mobile applications.

Modern cyberspace researchers propose considering cyberspace not
only without being tied to the territorial borders of states, but as a whole
that needs legal regulation. For example, the many legal and substantive
difficulties created by electronic communications that cross borders can be
resolved thanks to one simple principle: representing cyberspace as a sepa-
rate place for legal analysis by recognizing the legally valid border between
cyberspace and the real world (Johnson and Post 1996). Hard possibility
to determine the boundaries within cyberspace, calls other method of reg-
ulation the network as a whole. Any way legal regulation is desirable to
prevent fraud and more efficient distribution of resources on the basis of
embedded institutions.
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CHAPTER 6

Innovative Ecosystems for Attracting
Investment in a Post-industrial Society

Tamara Petrovic and Lyor Stepnov

INTRODUCTION

The ecosystem concept, which includes the concepts of “business ecosys-
tems” and “innovative ecosystems”, has long been used in the scientific
literature.

Certainly, the concept of the ecosystem—taking into account its initial
systemic character—correlates with interaction; this interaction is consid-
ered outside the existing organizational structures (which is how the
entreprencurship ecosystem is clarified in the works by J. Moore 1993).

Adner considers the ecosystem as a form of coordination between part-
ners in exchange networks, which are characterized by both cooperative
and competitive relations at the same time (Adner and Kapoor 2010). He
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clarifies that the innovative ecosystem “is a cooperation mechanism by
means of which firms combine their individual offerings into a single
consumer-oriented product” (Adner 2006).

More attention to innovation issues is paid in the work of Gomez et al.,
who unpacked the innovative ecosystem through its evolution, gaps, and
trends (Gomes et al. 2016); this work is a more theoretical than practical
matter, however.

The term “innovative ecosystem” has become widespread after the pub-
lications of Wessner calling it “a set of interconnected participants whose
aim of functioning is to ensure technological and innovative development”
(Wessner and Jackson 2007). In doing so, Wessner considered the presence
of financial institutions in ecosystems to be an integral component.

The development of the notion of an “innovative ecosystem” also
included an expansion of the list of participants, without indicating the
possibility of creating an open ecosystem (e.g. between the state and soci-
ety (Rinkinen 2016)). In some publications there have been proposals that
contradicted Moore’s initial notion of the ecosystem; for example, the
division of the innovative ecosystem into constituent parts (into the busi-
ness ecosystem and the knowledge ecosystem) is possible (Papaioannou
etal. 2007).

Other definitions exclude the explicit role of the state becoming a par-
ticipant of the system “as a system of actors (participants), interacting,
exchanging resources and transforming some of their types into other
types” (Belousov and Penukhina 2018). This gap allows us to form a clari-
fied notion of “the innovative ecosystem of joint investments” in which
key accents are made on interaction within the framework of financial
decisions, platform issues, the openness of the system, and accounting for
its operating activity.

Consequently, for the purposes of the present study, the authors view
the innovative ecosystem as an open, evolving, institutional environment
for interaction between key actors, across regional, national, and interna-
tional levels. An innovative ecosystem ensures the implementation by eco-
nomically engaged participants of jointly funded innovative programmes
and projects within a single-platform solution. The evolution of the inter-
action being formed provides the possibility of more multivariable achieve-
ment of the goals set.

It should also be noted that the comparative analysis of approaches
shows that most authors lay stress on the declaration of joint interaction
(Collins and Lazier 1992), leaving out consideration of the aspects of a
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particular activity. These omitted activities include, first of all, funding
ecosystem projects (as a rule, funding is “hidden” under the term
“resources”), managing or organizing structures are mentioned without
sufficient detail (their functioning is hidden under the concept of “net-
work interaction”), openness (often, locking the activity of such ecosys-
tems with the national character of interaction or extending without
restrictions to the entire world economic system), and the operational
activities of individual participants (the results of their activities are usually
related to the resource transformation processes).

The aim of the study is to justify the fundamental possibilities and
advantages of the ecosystem approach in creating an institutional environ-
ment for attracting private and foreign investment to joint projects, and
for supporting the development of countries undergoing their post-
industrial development.

The transition of the former republics of the Socialist Federalist
Republic of Yugoslavia (SFRY) to the market economy, after almost 50
years of the planned industrial economy, created the need for numerous
reforms amongst some sectors and systems, in order to achieve macroeco-
nomic stability and market liberalization. These countries were still
encountering the difficult circumstances of inherited hyperinflation, sig-
nificant external debt, the loss of the Yugoslav market, and shortages of
foreign exchange reserves necessary to stabilize and maintain the national
currency.

The reasons for Serbia’s disadvantaged position should be seen in the
economic isolation that led to the loss of all foreign markets, complete
deindustrialization and inadequate privatization (which led to the closure
of factories and the destruction of industries that were once the main
exporters), insufficient inflows of foreign direct investment, and the non-
competitiveness of domestic goods and services.

State regulation of the economy—Dby means of indirect participation in
supporting and increasing the country’s pace of socio-economic develop-
ment, supporting scientific and technological development, promoting
innovative company development, and implementing balanced budgets
and social policies—creates opportunities for strengthening its economic
potential. However, due to limited financial resources, both economically
and historically (Sokolov 2019), foreign investment is considered an addi-
tional source of financing for socio-economic development projects.
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METHODOLOGY

In their research, the authors rely on the possibilities of modelling the
systemic interaction of economic players at various levels (countries, indus-
tries, government, enterprises, organizations of various forms) on the basis
of the formation of the innovative ecosystem; this involves project initia-
tion being self-organized by the participants of international cooperation,
reducing the costs of the state in order to save its budget funds. In the
process of the study, macroeconomic data were used, the statistical analysis
of which revealed the current problems of the Serbian economy and
helped to establish that it is impossible to find a solution unless competi-
tiveness is stimulated, efficiency and innovation are developed, and insti-
tutional support is strengthened for the promotion of export activities of
Serbian enterprises.

REsULTS

In the current context, countries seek to improve their global competitive-
ness, but each country is at its own level of development, which either
provides maximum benefits in global markets or forces it to look for ways
of economic recovery, building up innovative capacities or active mutually
beneficial interactions with partner countries. The project approach dem-
onstrated greater decision effectiveness regarding the future of those
countries in the post-industrial economy. That allowed their target devel-
opment trajectory to be determined based on consistent implementation
of interconnected projects, which ensure the sustainable development of
the priority business segments and territories as a basis for solving the
socio-economic problems of the country.

As arule, it is possible to draw a conclusion on the status of the national
economy based on macroeconomic data analysis. The main economic
indicators—such as real GDP and GDP per capita growth, external debt,
foreign trade deficits, unemployment, and foreign direct investment (FDI)
inflows—clearly indicate that the transition from the planned to the mar-
ket model of the economy in most former Yugoslav countries was unsuc-
cessful. Unfortunately, their economy is still at the same level—or even
below—as it was before the collapse. Explanations for this have their roots
in the consequences of the war on the territory of the former SFRY, the
dissolution of economic relationships, the unstable political situation,
sanctions, and NATO bombing in the Federalist Republic of Yugoslavia
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(FRY)—mostly on the territory of today’s Serbia, and in the models of the
transitional processes and economic policy implemented by these republics.

GDP is an indicator of the dynamics of economic development, and
being expressed per capita, it reflects the true measure of the economic
progress of one country. This is why, on the basis of the data presented in
Table 6.1, it can be safely concluded that the economic growth in the
republics of the former Yugoslavia has been unsustainable since 2000.
With the exception of Slovenia, all the other former Yugoslav republics are
far behind the average rates in the EU.

By fixing the place of the SFRY countries by 2018, the following con-
clusions can be drawn (the authors used the World Development Indicators
data to formulate their conclusions):

— Serbia’s GDP amounted to $50.6 billion, ranked 85th in the world,
and was at the levels of Slovenia ($54.0 billion), Lithuania ($53.5
billion), Sudan ($50.5 billion), Uzbekistan ($50.5 billion), and
Congo ($47.1 billion); Serbia’s share of GDP in the world
was 0.059%.

— Bosnia and Herzegovina’s GDP amounted to $19.8 billion, ranked
115th in the world, and was at the level of Afghanistan ($20.5 bil-
lion) and Botswana ($18.6 billion); the share of Bosnia and
Herzegovina’s GDP in the world was 0.023%.

— Macedonia’s GDP amounted to $10.7 billion and ranked 138th in
the world; the share of Macedonia’s GDP in the world was 0.14%.

— Slovenia’s GDP amounted to $54.0 billion, ranked 83rd in the
world, and was at the level of Lebanon ($56.4 billion), Lithuania
($53.5 billion), Serbia ($50.6 billion), Sudan ($50.5 billion), and

Table 6.1 The share of export in the country’s GDP (%)

2000 2004 2008 2012 2016 2017 2018

Bosnia and Herzegovina ~ 28.7 27.8 26.8 324 35.6 40.1 41.4

Montenegro 36.8 42.0 395 43.7 405 41.1 43.2
Serbia 99 242 284 358 48,6 505 50.9
Slovenia 50.0 55.0 66.1 73.1 77.8 829 852
Macedonia 329 307 432 454 507 554  60.3
Croatia 36.5 395 385 415 487 511 51.2

Source: Compiled by the authors based on the data of World Development Indicators

Access mode: https://databank.worldbank.org/source /world-development-indicators#
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Uzbckistan ($50.5 billion); Slovenia’s GDP share in the world
was 0.063%.

— Croatia’s GDP amounted to $61.0 billion, ranked 76th in the world,
and was at the level of Panama ($65.1 billion), Costa Rica ($60.1
billion), Belarus ($59.7 billion), Uruguay ($59.6 billion), and
Tanzania ($58.8 billion); Croatia’s GDP share in the world
was 0.071%.

— Montenegro’s GDP amounted to $5.5 billion, ranked 159th in the
world, and was at the level of Fiji ($5.5 billion), Cayman Islands
($5.5 billion), and the Maldives ($5.3 billion); Montenegro’s GDP
share in the world was 0.0064%.

Bearing in mind that export stimulation is one of the main prerequisites
of sustainable economic growth—and that export growth is in a direct
positive correlation with GDP, trade liberalization has become one of the
key pillars of the transition to the new economy of the former Yugoslav
republics. Despite the positive results achieved by all the former Yugoslav
republics in the area of trade liberalization, they continue to import more
goods and services than they export.

Analysing the structure of the gross value added, it becomes clear that
the candidate countries have a much larger share of agriculture and, as a
rule, a smaller share of services in generating GDP than the EU
(Eurostat 2019).

Choosing Serbia as the subject of the research in the post-industrial
economy has been justified by the authors by the fact that this country has
the largest share of industry in GDP, both in the region and in relation to
the EU. Thus, industry accounts for 26.5% of Serbia’s GDP, while in the
EU it is below 20%. This can serve as a good argument for those who
claim that Serbia needs industrialization in order to achieve the European
economy level. On the other hand, services dominate in the EU with 73%,
while in Serbia they account for just over 60% of GDP. It is also interesting
to note that agriculture contributes only 1.7% to GDP of the EU, while in
Serbia it is about 10%, and in the structure of employment it is more
than 20%.

The manufacturing industry in Serbia is characterized by a high level of
production concentration and the importance of supporting export-
oriented enterprises that depend on the demands of external markets
(especially European). Such enterprises include the Fiat automobile assem-
bly plant, the Hesteel Serbia iron and steel plant (formerly Zelezara
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Smederevo), the Michelin tire factory, the Naftna Industrija Srbije (NIS)
refineries, the Philip Morris cigarette factory, the Gorenje household elec-
trical engineering factories, the Stada pharmaceutical plant, and more.
Traditionally, oil refining and petrochemical industries have played a
prominent role in the industrial production of the country. In the field of
oil refining, a monopoly is held by the largest company of the country in
terms of turnover, Naftna Industrija Srbije (NIS); this has been owned by
the Russian company Gazpromneft since 2008.

EU countries account for about 65% of Serbia’s foreign trade. Serbia
specializes in the export of mechanical engineering products (mainly cars
and their components, household electrical equipment, and high-voltage
equipment), food products (fruit, vegetables, cereals), beverages and
tobacco products, petrochemical and chemical products (drugs, and plas-
tic and rubber products), ferrous and non-ferrous metallurgy products,
and clothes and shoes. At the same time, the volume of export in the
structure of GDP occupies about 50%, which is optimal compared to the
other countries of the region, and reflects the active role of the state and
business in the development of the economy. At the beginning of 2000,
Serbia had a minimum share of export in GDP among the other countries
(Table 6.1).

Consequently, of all the countries analysed, Serbia increased its export-
to-GDP ratio as an important indicator of its economic openness between
2000 and 2018, which indicates its more active participation in interna-
tional trade.

At the same time, Serbia is certainly the most significant recipient of
investment in the region: in 2017, net foreign direct investment amounted
to 2.4 billion euros. The rest of the Western Balkans raised about 2.1 bil-
lion euros that year.

However, this is 100 million euros less than the net investment inflow
in 2007. Excluding outflows, gross FDI inflows in 2007 were 650 million
euros higher than in 2017.

The volume of inflows of foreign direct investment (FDI) largely deter-
mines labour and capital market opportunities. In order to create new jobs
and reduce unemployment, countries with transition economies should
focus on attracting FDI by removing existing barriers in the form of
underdeveloped infrastructure, administrative barriers, corruption, politi-
cal risk, low liquidity and profitability, limited domestic consumption,
draining of professional staff, and so on.
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The volume of FDI attracted does not yet allow the economy of Serbia
to be characterized as dependent on foreign capital. Record levels of FDI
inflows to GDP were recorded in 2006-2007 (14% and 9%) and in 2011
(10%). As a rule, in the first half of the 2010s the country’s level did not
exceed 4-5% (in 2017—about 6.5%). At the same time, the share of FDI
in the structure of gross investments in fixed assets is high—it varies
between 30% and 35%, which indicates a shortage of internal sources of
investment (Lobanov 2019). Serbia has shown a steady growth in foreign
direct investment over the past three years. It should be noted that the
volatility of FDI flows to the economy is characteristic of developing
countries, and depends on the implementation of certain projects aimed
either at intergovernmental support or secured by corporate investment.

When it comes to FDI, biggest net investments to Serbia in period
2010-2018 came from Austria, the Netherlands, and Cyprus; they were
followed by Greece, Slovenia, Italy, and Russia. In 2015-2017 the
Netherlands and Austria strengthened their leadership in the list of coun-
tries exporting capital to Serbia, while Italy, France, Germany, Luxembourg,
and the UAE are among the countries most actively expanding their
investments. In the industrial structure of FDI, the share of the real sector
has been increasing: the share of the manufacturing industry increased
from 15-20% in the late 2000s to 35—40% in 2013-2015 (25% in 2017),
though the share of the mining industry remained low (about 2-3%).
Besides, the investment attractiveness of the construction sphere and real
estate operations has increased: its share rose from 6-10% in the late 2000s
to 23% in 2017.

The analysis of the aforementioned economic indicators suggests that
the situation in the Serbian economy is worse than in other former
Yugoslavian republics; it lags behind Slovenia and Croatia and, on the
whole, it is at about the same level of development as Macedonia,
Montenegro, and Bosnia and Herzegovina, which were much less devel-
oped during the former Yugoslav Federation than Serbia. The recovery
and growth of the Serbian economy will not be possible without a pur-
poseful approach to solving the problem of the low level of economic
activity, increasing the competitiveness of domestic goods and services in
international markets within the overall global trend of development in
the post-industrial economies, and creating more favourable conditions
for FDI inflows.

Today, the existing legislation of the Republic of Serbia allows joint
projects to be implemented, and provides them with the necessary
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regulation. However, the implementation of large-scale infrastructure
projects requires some additional rulemaking and government regulation
as part of strategies of the territorial socio-economic development and the
development of Serbia’s innovative ecosystem.

Taking into account the need for active economic development and
increased global competitiveness on the part of developing countries with
similar conditions, the authors suggest considering the possibilities of
adapting the ecosystem approach to the mechanisms for attracting invest-
ment when implementing innovative projects. At the same time, the active
use of the opportunities of international cooperation should be used to
their maximum extent, without contradicting the principles of mutual and
beneficial cooperation.

Prior to a detailed consideration of innovative ecosystem mechanisms,
and defining the basic forms of investment in such an environment, it is
necessary to conduct a release analysis of the concept proposed with a
direct project approach. The quintessence of this is the formation of a
project office for the investment programmes being implemented. The
authors believe that such a project office can become an excellent and
effective solution for organizing interaction in the implementation of
international innovative projects.

First of all, we cannot but mention the undeniable fact that if an invest-
ment project could be successfully implemented using internal resources,
then attracting investors would be an insignificant and irrelevant task.
However, historical experience shows that the success of most economic
systems during the period under review was achieved by means of external
financing, however attractive it is to be reliant on internal resources and
attracting foreign investment. Among the most engaging ways to attract
money to investment projects, especially of an innovative character, is
direct investment, which is also attractive for foreign capital. The compari-
son of direct and portfolio investments makes it possible to conclude that
in solving problems the state faces, project investments—within the frame-
work of the project approach to management being developed—are the
most attractive, as they make local interaction with a potential investor
possible. At the same time, the combination of the project approach in
management with the features of direct investing allows implementing
such processes, both in supporting innovative ecosystems and in develop-
ing the technology of project offices.

The innovative ecosystem, considered by the authors in this chapter,
involves the self-organization of the initiation of projects, which reduces
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the costs of the state in order to save its budget. An ecosystem that brings
together investors, participants, and consumers turns out to be a more
authentic environment for investment, especially with the assumption that
such a system will be able to design compliance markets, ensuring the
equal participation of all actual and potential participants.

The aforementioned features make it possible to state that within inter-
national projects, the innovation ecosystem will also gain additional ben-
efits: the role of public authorities is reduced in regulating investment
processes, whilst the role of the new non-governmental actor (environ-
ment) is strengthened, which builds interaction based primarily on eco-
nomic interests and benefits, instead of on political or populist decisions.

For example, currently the main efforts of public administration in
Serbia are aimed at creating conditions for greenfield investments,
although most of the significant projects were possible due to personal
agreements. Under the new stage of privatization, the number of mergers
and acquisitions has increased: in particular, brownfield investments. The
country’s authorities continue the policy of external borrowing to support
their own investment projects, where targeted loans allocated by strategic
partners on preferential terms are becoming more and more important. In
addition to the European Union, such partners include Russia, China, and
the UAE. It is supposed that the implementation of large investment proj-
ects should give an impetus to develop the construction service sector and
related sectors of economy. The concession form of attracting foreign
investment has become widespread; primarily it is used to create or mod-
ernize the transport network.

However, it should be noted that a comparison between “the innova-
tive direct investment ecosystem” and “the direct investment project
office” makes it possible to conclude that there are a number of projects
for which a more regulated procedure of the project office is more
advantageous.

For example, projects with guaranteed financing, limited investors, and
high certainty will be more effectively implemented within the framework
of stricter monitoring and control procedures from the project office.
Such projects, for instance, include toll sections of roads: these do not
normally require generating new knowledge but implementing routine
competencies. For spheres requiring a proactive approach and searching
for significantly different ways of completing tasks, the most favourable
environment will be the formation of an innovative ecosystem. For exam-
ple, while forming large infrastructure development programmes, the



6 INNOVATIVE ECOSYSTEMS FOR ATTRACTING INVESTMENT... 73

project office demonstrates its advantages, and proves its economic practi-
cality using cost criteria as restrictions. At the same time, with the further
development of projects (especially at the regional level), there is a need to
bring more and more interests into accord, which becomes more signifi-
cant as the number of participants is increasing. Accordingly, we can con-
clude that the innovative ecosystem is a freer organizational structure than
the project office, which makes it possible to support initiative solutions at
all stages of the project.

The development of the ecosystem concept increases the number of
project financing options; the openness of the system enhances the eco-
nomic interest of ecosystem participants. When an innovative ecosystem is
developed, it significantly reduces the cost of attracting foreign investors,
because it uses actual interactions supported by publicly available institu-
tions rather than local agreements; there are no special agreements, solu-
tions, and approvals. Compared to the intergovernmental project office
(intergovernmental commission), decision-making is significantly more
flexible in the innovation ecosystem of attracting foreign investment to
joint projects, especially with considerable uncertainty.

For the initial stages of the development of the ecosystem, some areas
of interaction and innovation should be pointed out. Among the options
of ecosystem interaction, the authors suggest the following;:

— contracting, including supplies to government agencies;
— concession agreements; and
— cooperation and collaboration.

“Contracting” involves creating a procurement-related environment,
which ensures transparency and efficiency. More broadly, contracting is a
kind of outsourcing. Barley and Kunda argue in their research that con-
tracting currently represents a revival of a professional organization with a
decrease in bureaucracy. The study of contracting provides a strategic
viewpoint for viewing, evaluating, and possibly even forming changes tak-
ing place in global economies (Barley and Kunda 2000).

“Concession” allows the use of economic funds, natural resources, and
other assets by the investor for a limited period. Concession lets relation-
ships be formed without transferring ownership. One of the most com-
mon forms of public-private partnership contracts is concession, and one
of the most famous types of concessions is the so-called BOT agreement
(Build, Operate, Transfer), which is when a private partner is entrusted
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with building an infrastructure tool, managing it and using it for a prede-
termined period of time. After the due date the infrastructure object is
returned to the state partner (Vlagkovi¢ and Zarkovi¢ 2018).

“Cooperation” involves the formation of value chains among busi-
nesses not connected by a single ownership right. The practice of the
European Union confirms that cooperation is a development-ori-
ented complement to competition, which contributes to the develop-
ment of relations between people, organizations, nations, and states
(Drakuli¢ 2005).

The combination of the three approaches mentioned above will allow
the innovation ecosystem to make the most of the opportunities for
attracting investors through legislation, covering almost all aspects of eco-
nomic society: from the purchase of agricultural products to the formation
of value chains in processing; from the formation of infrastructure to the
efficient use of such infrastructure; from the formation of clusters to the
globalization of economic activity.

Our description of the separate fragments of the ecosystem will be
incomplete without taking into account industry characteristics; the
opportunities for innovative growth will be different in different
industries:

— Today, for example, the tourism industry or education should be
considered as a niche of the rapid emergence of new products and
services in the development of contracting models in new markets.

— Also, the interaction of agricultural manufacturers and processers
should be considered as a development of cooperation combining
new factors of productive forces.

— The formation of infrastructure demands the most comprehensive
solutions, and when implementation is based on concession agree-
ments, it makes it possible to put into practice other combinations of
production factors and to provide access to new markets new sources
of raw materials or other beneficial resources.

CONCLUSIONS /RECOMMENDATIONS

Having conducted a large study of developing economies, on the example
of Serbia, and taking into account the trends in post-industrial develop-
ment, the authors argue that it is advisable to adapt the ecosystem approach
to the mechanisms for attracting investment, through implementing
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innovative projects. Within the process of forming an innovative ecosys-
tem, active and mutually beneficial usage of the opportunities for interna-
tional cooperation and collaboration will stimulate the development of
industry, increase the number of projects in public-private partnerships
and the number of concession agreements, and develop cooperation with
other countries in the priority sectors of the economy.

The study presented points out the key features of the innovative eco-
system for attracting financing to joint projects:

— regional, national, and international focus;

— institutional stability and legal security;

— the main participants’ initiative;

— the system’s openness to new participants, both domestic and
foreign;

— the universal character of models for different projects;

— rejection of sectoral and territorial divisions;

— the possibility of consolidating actors without suppressing the rights
of all participants of the ecosystem, creating interaction based on
economic interests, minimizing the possibility of changing of such
interaction in other ways than economic ones; and

— finding a compromise between the interest groups of all the partici-
pants of the ecosystem.

Having considered the features and properties of the innovation eco-
system, it is possible to conclude that for direct investment (as a method
of investment), the most developed form of joint participation in projects
so far has been the creation of a public-private partnership that allows the
implementation of joint projects with foreign participation, and it is in this
direction that the economic development of Serbia needs to be promoted.
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CHAPTER 7

Transformation of a Traditional Financial
Conglomerate into a Financial Ecosystem

Elena Nebolsina and Zhanna Pisarenko

INTRODUCTION

If any system expands, it faces new mechanisms which can no longer be
subject to the previous regulation regime. The phenomenon of financial
ecosystems developed gradually and revealed itself before long. Over the
past decades, the global financial landscape has seriously changed and is
currently characterized by both increasing interdependence of all partici-
pants in the global financial market and speed of transactions, which results
from the rapid development and distribution of information and commu-
nication technologies, extended functions of financial institutions, struc-
tural adjustment of the market, and strengthening competition.

E. Nebolsina (1)

Moscow State Institute of International Relations (MGIMO University),
Moscow, Russia

e-mail: e.nebolsina@inno.mgimo.ru

Z. Pisarenko
St. Petersburg State University, Saint Petersburg, Russia
e-mail: z.pisarenko@spbu.ru

© The Author(s), under exclusive license to Springer Nature 77
Switzerland AG 2020

J. Kovalchuk (ed.), Post-Industrial Society,

https://doi.org,/10.1007 /978-3-030-59739-9_7


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-59739-9_7&domain=pdf
https://doi.org/10.1007/978-3-030-59739-9_7#DOI
mailto:e.nebolsina@inno.mgimo.ru
mailto:z.pisarenko@spbu.ru

78  E.NEBOLSINA AND Z. PISARENKO

Since the mid-1980s, financial intermediaries representing different
segments of the financial market have demonstrated a higher level of inter-
action penetrating those segments that are non-typical of them.

Whereas, they apply a mechanism of financial convergence which is spe-
cific to the financial market. Digital technologies have only accelerated the
process of interpenetration, giving them a fresh impetus and leading to the
emergence of financial ecosystems.

The objective of this study is to determine the role of financial ecosystems
in the overall evolution of financial institutions. It complements previous
literature by developing a theoretical framework and practical issues of
building a new business model on the global financial market, namely a
financial ecosystem which is most in evidence amid transformation of a tra-
ditional financial conglomerate into an ecosystem financial conglomerate.

The study of the phenomenon of convergence of the nature of the
financial market and its segments dates back to the 2000s (Van den Berghe
and Verweire 2000). Some researchers (Holzl 2003) consider conver-
gence with regard to convergence in the country development indicators.
Dowrick and Bradford DeLong (2003) developed a hypothesis that the
least developed countries are unable to reach the level of income of the
most developed economies, thus being locked in a “poverty trap”. The
convergence analysis with regard to general changes in financial institu-
tions in national and regional financial markets was carried out by Di
Giacinto and Esposito (2012) and Murinde et al. (2004). Kuznetsova and
Chernova (2001) and Belozerov and Pisarenko (2014) made a serious
contribution to the development of the theoretical basis of financial con-
vergence as well as development of financial conglomerates and modifica-
tion of financial markets in a crisis of a welfare state.

The concept of ecosystem, that is, a comprehensive perception of the
financial market as a single organism, with all the elements being intercon-
nected and interdependent, was unknown until relatively recently.
Doroshenko and Shelomentsev (2017) and Walsh (2019) give a brief over-
view of building the entrepreneurial ecosystem and its understanding by
modern authors. Epstein and Rhodes (2019) tried to explain the changes in
the behaviour of banks prior and pursuant to the financial ecosystem crisis.

The ecosystem approach is considered to be a new approach towards
the provision of social services (Aksoy et al. 2019). Zorio-Grima and
Merello (2020) have revealed the causality links between consumer confi-
dence and other agents within the financial information ecosystem with
economic information. Customers are becoming more demanding and
search for more personalized services, which results in the emergence of
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insurtech and fintech giants, whereas traditional players have to adapt to
the new reality by developing online platforms (Nebolsina 2018). The
ecosystem approach implies the use of the so-called platform type of com-
petition (Konopatov and Salienko 2018). However, in this case, the con-
cept of ecosystem is considered in a narrow sense. By transition to an
ecosystem business, we understand not only the use of modern technolo-
gies by businesses and transformation of business processes, thanks to
these technologies, but also the transformation of the basic foundations of
doing business, the erosion of traditional segments of the financial market
(banking, insurance, investment, pension funds, etc.), and the formation
of an innovative model of the ecosystem financial conglomerate (EFC).

The chapter is arranged as follows. The following section describes data
and research methodology. Section “Results and Discussion” reveals and
discusses major results. Conclusions and suggestions are provided in the
final section.

Data AND METHODOLOGY

This problem-oriented study is the result of mixed method research
(Johnson and Onwuegbuzie 2004), with quantitative and qualitative
research techniques and approaches combined.

The study is based on such methods of scientific research as historical
analysis, comparative analysis, synthesis, deduction, induction, and a
case study.

Based on the purpose of the study, the authors suggest the hypothesis
that the process of financial convergence results in the development of
financial ecosystems.

The major directions of the research are as follows: (1) revealing factors
of developing financial convergence and modification of the traditional
model of financial conglomerates (historical analysis, comparative analy-
sis), (2) defining the stages of building financial ecosystems on the global
financial market (historical analysis, synthesis, and a case study method),
and (3) revealing risks of developing a financial ecosystem (prospective
analysis).

The research data was obtained from open sources on the Internet;
official websites of international companies (Allianz, PingAn, AIG, etc.);
consulting and rating agencies; international organizations (the European
Union [EU], the Eurasian Economic Union [EAEU], the World Bank,
etc.); financial market regulators: Japan Financial Services Agency, the
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European Commission, the Federal Reserve System, the Bank of Russia;
and laws and regulations of the EU, the EAEU, Russia, Japan, the United
States, and so on. Authors have analyzed more than 40 theoretical research
papers and empirical studies on the topic of interest, a part of which is
included in references. The whole list cannot be provided due to the chap-
ter size limits.

RESULTS AND DISCUSSION

Financial Convergence, Factors of Its Development
and Financial Conglomerate

On the basis of theoretical analysis, we define financial convergence as a
mechanism of intersectoral competition, implemented either through
combining the activities of entities operating in different segments of the
financial market or through the interpenetration of the activities of com-
peting entities, namely participants in different segments of the national
and/or global financial market (as a system of interconnected national
financial markets). That is, the essence of the process of financial conver-
gence is the penetration of institutions of one segment of the financial
market into segments which were previously non-typical of them. For
example, insurance companies implying long-term saving insurance prod-
ucts that resemble banking products can compete with traditional deposits
of the banks.

The rapidly changing environment of financial markets requires rethink-
ing and complementing existing studies on the analysis of the causes of
financial convergence. In our opinion, the most important drivers for
stimulating financial convergence processes today are as follows:

— financial globalization and regional integration;

— breakthrough development of information technology and wide-
spread digitalization;

— liberalization, deregulation and unification of work standards at
national and international levels;

— creating a regulatory framework for financial convergence and finan-
cial conglomerates.
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Financial Globalization and Regional Integration

According to most researchers, the beginning of full-scale financial global-
ization is considered to be the robust external expansion of national banks
and the emergence of the first multinational banks in the 1990s, which
turned into multinational giants by the beginning of the twenty-first cen-
tury. Such changes happened due to several simultaneous trends: on the
one hand, the development of information technology (IT) and a lower
strain from supervision authorities; on the other hand, a tougher control
and initiatives of international institutions. Quantitative measurement of
the speed of financial globalization can be determined, among other
things, by changes in foreign direct investment (FDI), the increase of
which is especially evident in the 2000s and coincides with the rapid devel-
opment of I'T. Transitive and developing economies are lagging far behind,
but capital flows from advanced economies benefit both groups, allowing
for increased investment in capital-poor countries (Prasad et al. 2003).

Another process that changes the landscape of the global financial mar-
ket and promotes financial convergence is regional integration. Regional
economic/political associations create their additional incentives for the
development of regional financial markets, providing free movement of
capital. In the global economy, they are likely to become a new way to
defend their interests. The major centers increasing institutionalization at
a supranational level are the European Union and the Eurasian Economic
Union (EAEU). If the EU, as a unique supranational association, has
already existed for more than 30 years, purposefully creating a single finan-
cial market with minimal bureaucratic barriers and having an extensive
structure of supranational regulation of financial markets, a legislative
framework for financial conglomerates, the EAEU is at the early stage of
evolution. The EAEU authorities are working on harmonizing legislation
of the participating countries, ensuring free movement of capital and
money, creating a common financial market which contributes to the pro-
cess of financial convergence.

Breakthrough IT and Ubiquitous Digitalization

The paradox of financial convergence is that it allows rethinking the cur-
rent business model. This is especially important for the oversaturated
financial markets of developed countries, where more than 90% of the
population already use financial services and the prospect of further growth
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is very vague. Along with digital transformation, financial convergence
makes it possible to avoid the “profit gap”, creating new flexible and more
attractive products and services, backed by an emerging ecosystem of busi-
ness models that maximize value for the end user.

Today, the market players jockey for clients in the age of economic glo-
balization and easy access to information, thanks to the development of
the Internet and mobile applications, when it becomes possible to quickly
find the necessary information and compare offers and prices. Such oppor-
tunities reduce the transaction time for the client, but imply serious
expenses for the IT infrastructure of the service provider. As a result, the
life cycle of the product shortens, making it necessary to consistently
develop new offers and modify existing ones. Since consumption is now a
display of wealth to mark one’s social standing and distinguish oneself
from the crowd, online round-the-clock financial services expand the
options. They provide access to remote territories and encourage social-
ization through social networks, which changes not only the landscape of
service provision, but also the consumer behaviour.

Liberalization, Devegulation, and Unification of Work Standavds
at National and International Levels

The further spread of financial convergence is fuelled by the gradual liber-
alization of financial legislation, with regulators of the national financial
markets of Europe conducting pioneer research. Basically, new regulatory
initiatives covered the interaction of the insurance and banking segments,
which resulted in the removal of certain restrictions and led to increased
competition within the sectors. Back in 1985, the first steps were taken
towards the merger of banking and insurance capital in the United
Kingdom and France. Germany and Italy began to follow the same path in
1986 and 1990 respectively, as a result of which banks were able to start
investing in insurance companies. In the United States, in 1999, the
Gramm-Leach-Bliley Act on Financial Modernization abolished the Glass-
Steagall Act of 1933, which barred banks from engaging in investment
and insurance activities. The Act revolutionized the US financial market,
enabling banks to penetrate the insurance sector of the financial market.
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Creating a Regulatory Framework for Financial Convergence
and Financial Conglomerates

A rigorous separation of the services-provision-related functions of finan-
cial institutions forces owners and interested parties to search for tools to
overcome such regulatory restrictions. As a result of the development of
financial convergence, it leads to the diverse economic agents joining
major global associations, namely financial conglomerates (FC). The clas-
sical model of FC is designed as follows: banking, insurance, and invest-
ment lines of business. However, these are informal groups of large
multinational corporations from different sectors of the global financial
market. The form of the conglomerate is blurry, the structure is unstable.
As an institutional and organizational form of financial convergence,
financial conglomerates have certain particular features. For example, sim-
ilarity parameters are client, product, and technological and sales commu-
nities of different sectors of the financial market; there are different ways
of pooling funds within the financial conglomerate.

The European Union and Japan have the most elaborate concepts of
financial conglomerate. In the EU, a group qualifies as a FC if; first, more
than 50% of group activities is financial and, second, if the shares of the
banking and insurance sectors in the total of the financial activities amount
to 10-90%. If the minority share has a balance sheet larger than 6 billion
euro, the group is regarded as a financial conglomerate (Curi 2016). A list
of major financial corporations officially regarded as FC is published annu-
ally in the EU. In 2019, the list included 78 FCs.

The ESA, which is a Japanese integrated financial regulator, defines a
financial conglomerate as a corporate group that includes the following
areas of activity: insurance, banking, securities, trust management, or
investment and consulting business. This approach represents the con-
glomerate as a group of organizations, focusing on the group. In Russia,
the concept of FC has not yet been legally fixed. In 2016, the Central
Bank (CB) of Russia, which is a mega-regulator of all financial markets of
the country, issued a report for public consultation which states the pres-
ence of de facto 314 active informal conglomerates in the territory of the
Russian Federation (RF; the CB relies on the definition of the FC from
EU Directive No. 2002 /87 /EC). However, in the RF, the work on the
development of regulatory initiatives has only just begun.

The foregoing partly proves the hypothesis. The process of financial
convergence results in the development on financial markets of entirely
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new  super-powerful  multinational  financial ~ giants—financial
conglomerates.

The primary process of financial convergence, which is basically hetero-
geneous, fuels rapid development of the necessary infrastructure (both
vertical and horizontal) for servicing these products, which begin to form
new financial ecosystems amid advancement in digital technologies.
Meanwhile, financial services, primarily insurance and banking, naturally
integrate into many ecosystems. In the economic literature there is no
unambiguous approach to the definition of the term “ecosystem” and its
model. The ecosystem is considered as

— a group of participants interacting with the organization, directly or
indirectly participating in the creation of the “value chain”, as well as
its customers;

— an ecosystem as a marketplace for goods and services, which offers a
variety of integrated products and services that cover the widest pos-
sible range of customer needs of the same job profile;

— an ecosystem as a self-developing organization that uses innovative
approaches to management and considers the company as a “living
organism”.

On analyzing the existing literature, we propose to define the financial
ecosystem as a model of complex economic relationships that is formed by
transforming a traditional type of financial conglomerate into interdepen-
dent business environment thanks to modern technologies and innova-
tions. This model requires in-depth knowledge of consumer needs, ability
to analyze a large amount of dynamic data to elaborate an effective pricing
policy, as well as processing capabilities for instant offers focused on a par-
ticular consumer of the product. In fact, in this model, a new individual
financial product is formed with each purchase.

We distinguish four stages in the model formation (Fig. 7.1). At the
first stage, globalization and regional integration, modern trends in the
development of society and the economy, liberalization, and increased
competition on the financial markets make individual financial market
institutions using financial convergence mechanisms form associations in
related segments of the financial market.

Then this process becomes more complex, with company alliances
emerging. The pioneers of financial conglomeration were banks. The lib-
eralization of financial markets caused a continuous series of mergers and
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Fig. 7.1 Evolution of the ecosystem approach on financial markets. (Source:
Compiled by the authors)

acquisitions, which began in the 1980s, and spawned a new type of finan-
cial institution, namely bancassurance groups. They laid the foundation
for such new concepts as bankassurance/assurfinance /allfinance, denot-
ing the integration of banking and insurance services and the partial trans-
fer by the insurance company of its selling functions to an intermediary
represented by a bank, or vice versa. The advantage of this type of organi-
zation was its ability to offer its customers a complete package of financial
services, including both basic banking and insurance services. Meanwhile,
the insurance division of such an organization, having a large amount of
“long” money, was able to make short-term investments through a bank-
ing division. For example, it provided short-term loans to customers.
Bancassurance groups were much more ubiquitous, as banks have a sig-
nificant network of branches and representative offices. Thus, we moved
from the concept of isolated financial services to the concept of a complex
converged financial product, the provision of which, due to legal require-
ments, becomes possible only as part of a group of financial market institu-
tions. In a particular case, great value for an individual client implies lower
costs, since the set of business processes remains unchanged, and the price
may be higher.

At the next stage, along with the concept of financial conglomerate
being integrated into legislation, financial conglomerates emerge.
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Penetration into new sectors of the financial market allows FC participants
to master the technologies of competitors from other sectors and begin to
develop hybrid financial products that have features of both a deposit and
an insurance policy.

The concept of ecosystem, that is, a comprehensive perception of the
financial market as a single organism, where everything is interconnected
and interdependent, begins to take shape amid rapid development of
information technologies. Ecosystem thinking becomes the most valuable
competency, as it allows combining online and offline “worlds”. A finan-
cial conglomerate is an institutional and organizational form of integra-
tion of its member firms from different sectors of the financial market,
aimed at increasing the competitiveness of these firms by combining capi-
tal and interpenetration into each other’s activities. It has powerful
resources and becomes the main beneficiary of the emerging ecosystem
approach on the global financial market. Financial conglomerates have
already begun the transformation towards financial ecosystems, forming a
new type of FC, namely the ecosystem financial conglomerate (EFC).

Financial ecosystems have become a symbol of China’s technological
vanguard and make a significant contribution to the country economy.
The transformation and rapid growth in the number of ecosystem compa-
nies is based on powerful incentives for innovation and support for entre-
preneurship; competition for traditional sales channels by “Internet
insurers”, and thereby lower insurance rates; and high-tech “financial eco-
systems” designed by insurance corporations to change the concept of
insurance services and develop new consumer habits by means of smart
phone applications.

An example of a successful merger is the emerging financial ecosystem
of the largest Chinese insurance company PingAn, which is transforming
its business from purely insurance to a model of an ecosystem financial
conglomerate. The company (actually being a FC) is switching to an
ecosystem-based business model which includes insurance, banking,
investment, and technological business services provided to almost 90 mil-
lion customers. PingAn became the largest competitor of the Allianz
insurance FC, which also initiated a paradigm shift. With the Allianz digi-
tal business division, the insurer invests in the development of a digital
business model. On the one hand, Allianz takes on the role of organizer,
creating, and supporting several ecosystems (data intelligence and cyber-
security, wealth management and retirement benefits, connected solutions
in healthcare, property, and mobility, etc.) and providing interfaces for
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portfolio companies. On the other hand, Allianz takes on the role of a
donor, connecting its own digital products to ecosystems outside the
Allianz group. Combining these two typologies, Allianz applies a hybrid
strategy and actually forms a financial ecosystem. A new technology for
the production of a financial product is created, with a single set of services
being provided by various legal entities. They are followed by other repu-
table enterprises in their attempts to catch up with the new financial mar-
ket reality. HSBC, one of the largest financial conglomerates in the world,
has created its own innovative fintech solutions. AXA, Alibaba and Ant
Financial Services have signed a global partnership to distribute insurance
products via Alibaba’s global ecosystem.

Financial innovations have been and remain one of the important
sources for improving economic results in the medium term, and their
development should be encouraged. To increase their overall effective-
ness, it is required to provide carefully prudential measures, financial pro-
tection systems, and crisis management mechanisms. The increased
complexity of the system and the emergence of new global players in the
face of eco-friendly financial conglomerates demand more precise
regulation.

The conducted empirical analysis has proved the hypothesis that the
process of financial convergence and technology development results in
the emergency of financial ecosystems.

Given the circumstances, regulators face the following challenges:

— the contradiction between the international nature of the financial
business and the national basis for its regulation;

— lack of uniform standards for supervision and regulation;

— lack of coordination (interaction) of national regulators;

— underestimation of information technology risks;

— availability of regulatory arbitration (using the difference in the reg-
ulatory framework of various jurisdictions to one’s advantage);

— the risk of excessive influence of transforming financial conglomer-
ates on the decision-making of both individual states and interstate
associations, and non-governmental organizations;

— increased systemic risk.

The combination of different financial institutions causes risk concen-
tration, which requires new innovative approaches to the technique of
measuring and managing risks in a conglomerate. Firstly, risk management
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is mainly a problem of individual financial institutions rather than institu-
tions within a group; therefore, there is no understanding of the risk pro-
file for the group. Building a risk management system poses a risk
management dilemma: manage by business processes or by homogeneous
risks? Secondly, when creating a unified and interconnected reporting and
accounting system which is essential for the control and management of a
financial conglomerate, it is necessary to link non-matching accounting
and reporting systems of banks and insurance companies. Thirdly, at the
stage of evaluating the financial results achieved by the group as a whole,
additional obstacles arise due to the use different techniques applied by
the members of the group.

In addition to the above risks, when combining insurance and banking
within a financial conglomerate, endogenous consecutive failures become
more likely. If bank deposit insurance is provided by an insurance company
that is a member of the conglomerate placing its reserves within this con-
glomerate, the loss event will cause disruptions to the entire system. The
bank will lose money not only due to direct damage from the event, but
also due to the withdrawal of reserves by the insurance company.

An increasing number of financial conglomerates are determined by
changes in the management structure and the development of a new orga-
nizational management mechanism, since the interpenetration of cultures
of integrating sectors (banking, insurance, investment, pension funds)
within a financial conglomerate has the risk of losing the competitive
advantage of the conglomerate due to insufficient staff qualifications.

CONCLUSIONS

The conducted research is the first attempt to determine the role of finan-
cial ecosystems in the overall evolution of financial institutions. We have
revealed that the transition from the traditional model of a financial con-
glomerate to a model of financial ecosystems has become an obvious and
logical response to the development of technologies and changing needs
of market consumers of goods and services, as well as in respect to quality
and speed of service. The objective of this study has been achieved.

First, it is shown that financial ecosystems are developing not only as a
modern business model, but also as a methodological concept.

Second, it is demonstrated that financial ecosystems can give modern
customers an opportunity to solve their daily problems via mobile devices
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and online platforms. This enables financial ecosystems to lie at the heart
of the digital market.

Thus, the conducted research has proved our hypothesis. Ecosystem
financial conglomerates as new entities of the global financial market
receive additional international competitive advantages, including but not
limited to the field of insurance, banking, investment and pension, and
technologies, which is facilitated by the convergence of relevant interests,
the similarity of activities, and communion of client interests.

The ability and willingness of entrepreneurs to take risks and create new
innovative converged financial products, as well as participate in new mar-
ket associations that can successfully sell newly created products (create
demand), can become an additional catalyst for economic growth amid
the ongoing economic downturn.

The combination of different financial institutions leads to risk concen-
tration, which requires innovative tools to efficiently measure and manage
risks in the conglomerate as well as adequate supervision measures.

The directions of further research are connected with an increasing
number of ecosystem financial conglomerates, which determines a change
in the management structure and the development of a new organiza-
tional management mechanism, since the interpenetration of integrating
sectors within a financial conglomerate may ruin the competitive advan-
tage of the conglomerate. It would be desirable to conduct risk structure
analysis for the whole ecosystem financial conglomerate rather than for its
individual components.
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CHAPTER 8

International Investment Law: A Journey
from the Past to the Future

Evgeny Popov

INTRODUCTION

Systems of international investment law have evolved over centuries as a
result of various political and economic reforms. In the formative years of
international investment law, the traditional idea of “laissez faire”, along-
side with the principle of unrestricted free enterprise, gave way to the
neoliberal concept of foreign investment management for solving global
problems, such as (for example) improving citizens’ welfare. All this
resulted in a situation where international investment law came to be seen
as an integral and inseparable part of the structural global task for provid-
ing a world order founded upon international law.
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METHODOLOGY

According to Labin, there is a fundamental difference in the interpretation
of international investment law as a part of private international law, com-
pared to the Western doctrine which interprets international investment
law as part of international law (Labin and Solovyova 2017). This research
is aimed at studying the development of international law, and the context
in which international investment law has been developing. The author
does not set out to criticize the concept of international investment law.

In the 1960-80s, developing countries turned to international mecha-
nisms to regulate foreign investment, rather than to customary interna-
tional law (Schrijver 1994). The reason for this is that foreign investors
(including multinational corporations) who deal with hosting state invest-
ments were imposed with certain obligations: to use local raw materials, to
hire local staff, and not to interfere in the internal affairs of the state.
However, in the 1990s, these developing countries started to oppose the
regulation of foreign investments under the auspices of the World Trade
Organization (WTO). It was developed countries who voted against regu-
lating foreign investments in the framework of UN mechanisms, stating
that the involvement of international regulatory mechanisms would create
a sustainable system prioritizing those states that receive investments. In
the 1990s, an attempt was made, through the mediation of the OECD, to
formulate a comprehensive, universal, international agreement on foreign
investments, but this initiative was not supported by developing countries.
No significant international organization is involved in developing a global
agreement on international investment law.

REsuULTS

International investment law cannot remain detached from the changes in
the international environmental law, in the international law concerning
human rights, or in the system of corporate social responsibility and good
corporate governance (Leader 20006). There is a need to establish a proper
balance between the competing principles of international law. Moreover,
it is also necessary to promote human rights and sustainable development.
All these and many other problems can be gradually resolved by building
relationships between foreign investors and host states. This must be done
in such a way that international investment law is accepted by both parties
as the most effective tool: helping the interests of states and investors to
both be taken into account, and ensuring sufficient attention to other
competing principles of the international law is paid.
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Bilateral investment treaties (BITs), free trade agreements, the WTO
Agreement, and other agreements, governed by customary international
law, seek to impose restrictions and obligations on states that receive
investments. There is no single, legally binding, international instrument
that imposes the same obligations on foreign investors or large multina-
tional companies (MNCs) (Konina 2018). In the absence of agreed inter-
national rules governing the responsibility of MNCs for human rights
violations or environmental damage, it turns out that courts of different
jurisdictions can come to conflicting conclusions based on separate legal
principles or “soft law” principles.

Initially, international investment law regulated economic relations in
the field of investment activities and assumed the protection of their citi-
zens abroad. However, today, investment law is more focused solely on
protecting private investors in international arbitration tribunals for claims
against states that accept investments.

The main tasks of international investment law are to protect investors
against political risks, increase the economic efficiency of the countries
that receive investments, and stimulate economic growth in these coun-
tries, creating other conditions for attracting investments including legal
certainty for foreign investors.

International investment law affects the country that received invest-
ments; it defines the international standards and the legal regime of for-
eign investors, and also provides additional protection for them such as,
for example, access to independent international tribunals (particularly for
those investors dealing with poor and developing states with relatively
weak legal systems). In cases of conflict, foreign investors who deal with
infrastructure projects in such countries may be subject to an unfair and
hostile attitude on the part of the state receiving investments. Therefore,
the possibility of appealing to an independent international arbitration tri-
bunal is the only way to protect the investor’s rights. The probability that
an investor will receive significant compensation as a result of a court deci-
sion is one form of deterrent for the state receiving the investment.

CONCLUSIONS / RECOMMENDATIONS

The countries concerned are increasingly aware that the current state of
affairs is unsatisfactory. The main purpose of most investment agreements,
both bilateral investment treaty (BIT) and under WTO agreements, is to
protect the rights of foreign investors, which often happens at the expense
of social values or international soft law. Besides, there is no balance
between protecting the rights of investors and preserving public policy
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space, which is extremely important for those states that are both import-
ers and exporters of foreign direct investment (FDI).

International investment tribunals often violate generally accepted
principles of international economic law, such as the state’s right to perma-
nent sovereignty over natural resources or the principle of economic self-
determination, which to some extent distorts the international legal order
and leads to judicial decisions that are not accepted by the developing
states as a measure of legal certainty (Schultz and Dupont 2015).

In the absence of a global agreement governing foreign investment, the
current rules of international investment law are still based on customary
international law, which gives international investment tribunals the power
to interpret the rules to apply and make decisions as they see fit. In most
cases, investment tribunals focus exclusively on the commercial aspects of
the proceedings when making decisions, thus ignoring other competing
principles of international law. When conducting proceedings, investment
courts and tribunals must pay equal attention to competing principles of
international law and to public and private interests.

Existing and growing discrepancies and disagreements about the key
principles of international investment law are extremely disadvantageous
to both the host states and the international investors, including MNCs.
All parties are interested in conducting objective and consistent proceed-
ings, whilst also ensuring the rules and regulations are applied consistently
regarding the treatment of foreign investors or citizens. The main aim of
the international investment law is to provide opportunities for “playing
fairly” under clear and predictable rules within the overall structure of
international law. This will improve the quality of relations between the
host countries and the foreign investors, making them more stable, pre-
dictable, and coordinated, and will also make international law more
important. International investment law should become a more open, fair,
and rule-based transparent system, if it is to play the same role as the WTO
system does in international trade.

Investment courts and tribunals should also demonstrate a greater
desire to recognize the rights of the investment-receiving states, especially
in allowing them to independently take the necessary regulatory measures
to ensure that the activities of foreign investors within these states comply
with the principles and objectives of their social, environmental, and eco-
nomic policies. The law should not protect foreign investors from political
risks, or others, in the territory of the state receiving them. In the Oscar
Chinn case, for example, the Permanent Court of International Justice
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ruled that “favourable business conditions and goodwill are transient and
inevitably changing circumstances, and therefore they are not subject to
protection” (Chinn 1934).

Political and socio-economic conditions in the host country constantly
change, so investors should take these circumstances into account when
making decisions. Governments seek to meet the needs of society, for
example, by carrying out economic reforms, improving the efficiency of
the tax system, improving the quality of health and education systems, and
dealing with other important issues such as the environment, raising the
minimum wage, and creating safe working conditions. All these changes
inevitably affect how foreign investors act.

The system of international law, and the system of international invest-
ment law in particular, has undergone significant changes in recent years.
Those countries that were previously supportive of investors, such as the
United States, now protect sovereignty; conversely, those who used to
defend sovereignty, such as China, are now increasingly protecting foreign
investors. China, for example, is expanding investment activities abroad;
Bolivia and Venezuela have withdrawn from International Centre for the
Settlement of Investment Disputes (ICSID); other states are returning to
the Calvo doctrine, which requires foreign investors to file claims in the
state court of the host country before applying to the international tribu-
nal cases a conflict (Report of the South Centre 2005). Such countries as
India and Australia plan to amend, or have already amended, their existing
bilateral trade agreements by removing the provisions that allow a foreign
investor to apply to international courts and tribunals to resolve disputes
with the host state (Aisbett et al. 2016).

According to the ICSID rules, the system of international investment
proceedings also requires major changes, especially in increasing transpar-
ency of proceedings, accountability, openness, and ensuring equitable
geographical representation of arbitrators and the proceedings themselves.

Critics of the current system of proceedings under the auspices of
ICSID drew attention to the fact that the investment proceedings, with
elements of public law, should not be heard by randomly appointed arbi-
trators. Such proceedings should be held in the permanent courts, which
have the authority and the competence to examine different actions of the
state and to make the decisions that directly affect state (public) policy
(Van Harten 2017).

The traditional distinction between developed and developing coun-
tries are smoothed out when it comes to improving the existing
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mechanisms for resolving international investment disputes. These mecha-
nisms were originally created for settling a small number of private dis-
putes by a group of lawyers specializing in commercial law (Carim 2015).

Existing mechanisms, such as ICSID, have their advantages (objectiv-
ity, speed of dispute resolution and flexibility), which it is advisable to
maintain when implementing reforms within the dispute resolution sys-
tem. At the same time, they have to function effectively within the broader
framework of the rule of international law.

As for the Dispute Settlement Body (DSB) of the WTO-—which
resolves trade disputes between state governments within the framework
of those multilateral trade agreements that fall within the scope of the
agreement on rules and procedures for dispute resolution—this mecha-
nism deserves closer study. In contrast to investment ad hoc tribunals that
operate under the ICSID rules or other arbitration rules, DSB proceed-
ings are more efficient and transparent. In September 2015, the European
Commission published amendments to Chapter II of the Transatlantic
Trade and Investment Partnership (TTIP) agreement, which proposed
creating a new transparent system for resolving disputes between host
countries and investors (the so-called Investment Court System) in the
image and semblance of the WTO DSB. This system could replace the
existing ICSID mechanism in future EU investment agreements. Both the
court of first instance and the court of appeal, the authors of the TTIP
agreement assumed, were supposed to become a part of the new system.
Mediation and consultations will be offered to these parties as pre-trial
proceedings, as in the WT'O DSB (EC Press-Release 2015). All this is an
attempt to improve the mechanism for resolving disputes between inves-
tors and the state through reforms and transformations, the essence of
which is to form an official judicial system instead of arbitration. As is
known, the TTIP parties (both the United States and the EU) have rec-
ognized the lack of relevance of continuing consultations and discussions
regarding the TTIP agreement, but for academic purposes, the analysis of
the aforementioned draft agreement is nevertheless of interest, since it
demonstrates the current trends in the development of the international
legal mechanism for regulating investment activities and resolving disputes
that arise from such activities. In October 2015, negotiations on the
Trans-Pacific Partnership agreement (TPP) with the countries in the Asia-
Pacific region were completed, and countries including Mexico, Chile,
and Vietnam, as well as Japan, New Zealand, and Australia, agreed to use
an improved mechanism for resolving disputes between investors and the
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state. Thus, when it comes to settling disputes over the most relevant and
sensitive issue in international investment between investors and the state,
both developed and developing countries agree that they need to improve
the mechanism for regulating investments. Again, even though TPP has
not entered into force, the very fact of its presence—that a multilateral
agreement was made, and an improved mechanism for resolving disputes
between an investor and a state was agreed upon—should be recognized
as a step forward in creating an international legal treaty regime.

Developed countries acknowledge that, since they are also receiving
investments, their corporate headquarters can be located in countries with
emerging markets; issues of international arbitration are also relevant for
them. This is why developed countries have begun to restrict the invest-
ment protection regime: to protect their interests and to provide greater
freedom of manoeuvre for state regulators (Schwebel 2014). The United
States refused to provide full protection to foreign investors, which was
reflected in the revision of the Model US BIT in 2012. It was a vivid
example of the above.

The convergence of interests of states receiving investments and FDI-
exporting countries, as well as both developing and developed countries,
show that there is a need to develop a comprehensive international con-
vention on protecting investments (Wellhausen 2016). The difficulties of
establishing an appropriate balance between competing principles of law
and the interests of all parties should not be underestimated. Addressing
all these important issues requires a coherent and coordinated interna-
tional approach to ensure consistency, transparency, fairness, legitimacy,
and predictability in the complex relations between foreign investors and
the countries receiving investments. There is still a hope that the global
investment agreement will be based not only on the previously concluded
International Investment Agreements (IIAs) between developed and
developing countries, but also on the IIAs between developing states.

In the absence of a comprehensive international agreement regulating
foreign investments, a well-written new Multilateral Investment Agreement
(MIA) or a revised MIA may be useful to resolve the issues of international
investment law by determining the nature and scope of investment protec-
tion principles and the protection of the regulatory system of the states
receiving investments. Furthermore, it is necessary to clearly define the
conditions under which foreign investors can sue states receiving invest-
ments in international courts and tribunals.



98 E.POPOV

REFERENCES

Aisbett, E., Busse, M., & Nunnenkamp P. (2016). Bilateral Investment Treaties Do
Work; Until They Don’t (Working Paper, No. 2021). Kiel Institute for the
World Economy.

Carim, X. (2015). International Investment Agreements and Africa’s Structural
Transformation: A Perspective from South Africa (Investment Policy Brief,
No. 4, p. 4).

Chinn, O. (1934). PCI]J Reports (Series A/B, No. 63, p. 65).

European Commission Press-Release. (2015, September 16). Available at: http://
europa.cu/rapid /press-release_IP-15-5651_en.htm. Accessed 21 Jan 2020.
Konina, N. (2018). Evolution of the Largest Multinational German Companies.

Sovremennaya Evropa, 2(81), 49-59.

Labin, D. K., & Solovyova, A. V. (2017). Mesto investisionnogo prava v sisteme
mezhdunarodnogo prava [ The Place of Investment Law Within the System of
International Law]. Moscow Journal of International Law, 3(107), 40-51.

Leader, S. (2006). Human Rights, Risks, and New Strategies for Global Investment.
Journal of International Economic Law, 9, 657-659.

Report of the South Centre. (2005, February). Development on Discussion for
the Improvement of the Framework for UCSID Arbitration and the
Participation of Developing Countries. South Centre Analytical Note. SC/
TADP/AN/INV /1.

Schrijver, N. (1994). Developments in International Investment Law. In
J. Macdonald (Ed.), Essays in Honour of Wany Tieya (pp. 703-720). Dordrecht:
Martinus Nijhoff.

Schultz, T., & Dupont, C. (2015). Investment Arbitration: Promoting the Rule of
Law or Over-empowering Investors? A Quantitative Empirical Study. European
Journal of International Law, 25(4), 1147-1157.

Schwebel, S. (2014). In Defense of Bilateral Investment Treaties. Columbin FDI
Perspectives, 1, 35.

Van Harten, G. (2017). The Use of Quantitative Methods to Examine Possible
Bias in Investment Arbitration. Yearbook on International Investment Law &
Policy, 2011, Paper 33.

Wellhausen, R. L. (2016). Recent Trends in Investor-State Dispute Settlement.
Journal of International Dispute Settlement, 7, 117-135.


http://europa.eu/rapid/press-release_IP-15-5651_en.htm
http://europa.eu/rapid/press-release_IP-15-5651_en.htm

®

Check for
updates

CHAPTER 9

“Who Will Rule?”: Institution of State

in the Transformation Process
of the Twentieth and Twenty-First Centuries

Viadimir Osipov

INTRODUCTION

In the twentieth and twenty-first centuries the most significant processes
and events in human history have occurred that have had a direct and
most significant impact on the change in the institution of the state. As a
result of two world wars, the collapse of a number of empires of the past,
the emergence and decomposition of a bipolar world, the formation of a
multipolar world with an obvious hegemon and so on, the political map of
the world has changed beyond recognition. Transformations of the insti-
tution of the state turned out to be so significant that some of the states
ceased to exist at all, while others, on the contrary, appeared and are
already having a significant impact on global development. The border
between democratic states and states with extraordinary powers
(authoritarian regimes) is increasingly visible on the political map of the
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world. The task is to determine the trajectories of the legal change of the
institution of the state and its transformation into either a democratic or
an authoritarian one.

D. Bell asked in his famous book, “Who will rule?” (Bell 1999). And
this question is more and more actual at the time of the transformation
process.

The result of the implementation of a legal norm, that is, the quality of
citizens’ behavior in the course of implementation, depends on the legal
culture, legal awareness and respect by citizens of each other’s rights and
freedoms. In this case, the institute is a system of norms ensuring the equal
rights of citizens. Hence the need for a more complete disclosure of the
concept of democracy.

For our study, the definition of democracy given by the eminent scholar
Joseph A. Schumpeter has a great importance. He suggested that democ-
racy be understood as an institutional device for making political deci-
sions, in which individuals acquire the power to make decisions by
competing for votes (Schumpeter 1983). If democracy is an institutional
structure, then we see no reason to refuse the same monarchy, aristocracy
and other forms of state, even incorrect ones. The question is how a
change in this institutional structure arises.

METHODOLOGY

The methodology of institutional analysis, the general theory of systems
and the system-structural approach based on it were used in the chapter to
identify and justify the connections of elements of systems.

An interdisciplinary approach has great importance for the research,
because institutional theory is dualistic due to legal and economic sci-
ences. Legal science laid the theoretical foundations of institutionalism,
and economic science contributed to the implementation of the ideas of
institutionalism in the practice of state formation and regulation of public
relations.

A democratic state can be characterized by the following basic principles:

— the ruling elite does not have a monopoly on political activity;

— people who are not members of the elite have the right to participate
in political activity;

— The activities of the ruling elite are regulated by laws;
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— the existence of a legitimate mechanism for the transition of the
supreme state power from the hands of one group of people to the
hands of another;

— a change in the ruling elite does not imply a coup d’état.

Thus, the content of democracy does not overlap the form of imple-
mentation of the procedures, while often the opposite happens. Formal
adherence to the procedure implies adherence to the spirit of the law,
while this is not at all the case. The prevalence of form over content turns
law into an instrument for establishing an authoritarian or a totalitar-
ian state.

Currently, some countries, under the banner of democratic institutions,
are establishing authoritarian regimes where human rights are violated in
strict accordance with the formal procedure. Thus, the combination of a
legal norm and the practice of its implementation, according to the level
of legal culture in society, makes it possible to assess the real behavior of
actors, the possibility of exercising rights and ways of forming legal
relations.

Thus, in the democratic form of the state, institutional changes are
permanent, but the scale of changes may be reduced, since the system of
checks and balances we have already mentioned reduces the possibilities
for institutional changes. It seems to us that institutional changes over
time have the character of damped fluctuations. It turns out that the gauge
effect also works like a pendulum oscillation, damps if the institution does
not embed by regular use of the institute in similar legal relationships. If
the institution does not embed, its action gradually weakens until its action
ceases completely, as the pendulum oscillations decay.

Each new wave of oscillations is smaller in strength than the previous
one, since the previous wave of changes has a limiting effect on the subse-
quent ones (Fig. 9.1). The new institutional change cannot surpass the
previous one. The only way to break this chain of institutional changes
with a “vetocracy” (Fukuyama 2011) at the end, where the fluctuations
are minimal, is to revolutionize the shape of the state with the establish-
ment of a new political regime. As we noted earlier, due to the path-
dependence effect, some institutions will continue to operate, but they
will not be provided with compulsory legal force of the state, which means
that their action will gradually fade.

In connection with the competitiveness of political markets, it should
be noted that it also arises between informal institutions and government
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Fig. 9.1 Fading fluctuations in institutional change

bodies. If we turn to the manifestations of informal institutions in public
administration and in socio-economic activity, we can see the following
picture. Such institutions become a peculiar competitors of state and
municipal bodies, officially established procedures, direct democracy insti-
tutions (Tikhomirov 2005a).

V. Lyubashits notes, that power is an integral property of the human
community (Lyubashits 2002, 2012). As a social phenomenon, it appears
as a perfect and objective regulator of social relations. Being generated by
them, power, in turn, acts as a tool for organizing society, establishing
discipline and order in it. This means that the fundamental, initial point of
institutional change is precisely the change in power, that is, there is a
sustainable pair of “power is changing — institutions are changing”.

In another of his work, V. Lyubashits notes that there are four innova-
tive stages in the legal institutionalization of modern political dominance:
civil state, rule of law, democratic rule of law and social rule of law. The
transition from a state of arbitrariness to a state of law is characterized by
the institutionalization of private enterprise, as well as by the regulation of
public administration (Lyubashits et al. 2015).
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REsuULTS

To analyze the process of transformation of the institution of the state in
modern conditions, it is necessary to determine the possible directions of
changes in the institution from the origins of institutional theory.

The constitutional organization of power consists in the formation of a
favorable organization of the internal authorities of the state institution
for political freedom. It is important to note that in this case, Hauriou
assumes the synonymy of the institution and organization, which will sub-
sequently be changed as part of the development of the theory of institu-
tions (Hauriou 1910). Corporate institutions shape political freedom
through four characteristics of an organization:

1. the establishment of a representative organization of power and its
centralization over the community;

2. decentralization and separation of powers with the priority of the
legislature;

3. ensuring transparency to facilitate the accession of the general public
to decisions of authorities;

4. registration of the constitutional system in the form of a law to
ensure order in the community.

Hauriou gives the most important characteristic of an institution, its
embeddedness (as Mark Granovetter would later call this property of insti-
tutions [ Granovetter 1985]): “Every actual state that lasts in society seeks,
precisely by virtue of its duration, to become a legal state; as an example,
one can cite the institution of prescription, as well as the fact that emerg-
ing governments, even if they came to power through usurpation, are
nevertheless recognized as legitimate as their domination becomes long-
term” (Hauriou 1910). It is important for us to note here that Hauriou
recognizes the possibility of legitimizing usurpation and the establishment
of a state institution under the usurper, which clearly intersects with the
opinion of Ludwig Gumplowicz on violence as a way of organizing the
state (Gumplowicz 1899). Recall that M. Weber was also a supporter of
this theory (Weber 1905). Gumplowicz and Weber obviously had the
most direct impact on the formation of the modern concept of D. North’s
social order (North 1990).

Hauriou points out that the expansion and equalization of rights to
occupy posts leads to very sad consequences, that is, he nevertheless
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adheres not so much to the democratic order of establishing legal rela-
tions, as he is an adherent of egalitarian transformations and, possibly, an
aristocratic regime (Hauriou 1910). He also does not refuse attention to
the dictatorship, considering it as a means of combating the crisis caused,
for example, by war.

The dictatorship provides for the rejection of the principle of separation
of powers, since all power is concentrated in the hands of the government.
Otherwise, the dictatorship does not ensure the regime of self-preserva-
tion, as well as the stability of the institution of the state. For salvation, the
Hauriou state considers it possible to sacrifice fundamental principles in
order to overcome the crisis vigorously and quickly. It is not possible to
allow any discussion of the actions of the authorities in this case. Thus, the
institution of the state in a crisis is presented as the highest value, for the
sake of which a sharp change in the institutional order is possible. Despite
the general characteristic of centralizing power, he suggests distinguishing
between three types of dictatorship. So, the actual dictatorship comes
when it is not provided for by the constitution, but at the same time, due
to extraordinary circumstances, there is a concentration of power in the
executive branch. Since the actions of the dictatorship are usually quick,
swift, the focus of power in the hands of the executive branch is the
most common.

Hauriou provides for the possibility of combating the crisis of public
administration not only with the dictatorship (although he clearly prefers
the latter), but also with the help of ordinary business. The only difference
in this case is the postponement of the election, that is, some extension of
the powers of the body, which was supposed to lose them by the term of
the election. However, such an extension is limited by the terms of the
special situation in the state, that is, from the moment the threat to the
state ceases, the elections must be held according to the previous proce-
dure with the transfer of powers to the newly elected people.

The behavior of citizens or citizens of a state in which the authorities
resort to extraordinary powers or the introduction of a dictatorship is also
considered in the context of extraordinary circumstances. So, in France,
the Constitutional Act of June 24, 1793 (Declaration of the Rights of
Man and Citizen) states that when the government violates the rights of
the people, rebellion constitutes for the people and for each part of it the
most sacred of rights and the most urgent obligation (Duguit 1923).
Leon Duguit paid great attention to these problems. Thus, comparing
Articles 10, 11 and 35 of the Declaration of 1793 with one another and
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giving them a legal description, he noted, that it is a bitter irony that such
principles were proclaimed by the assembly, which for two years oppressed
our country with one of the most bloody tyrannies (Duguit 1923). Duguit
correctly says that the law, just because it is law, does not become absolute
truth. Demanding obedience to the law only because the law is law means
trying to make people slaves. Obedience to the law is a social necessity, but
the law should not become an instrument of tyranny.

It is difficult to imagine that the state voluntarily agreed, and even more
so obliged its citizens to rebel against themselves in case of violation of the
rights of the people. The main problem is what is considered a violation of
the rights of the people. It is quite obvious that the state may not consider
it a violation of rights, what citizens consider a violation of rights. This dis-
crepancy can have the most adverse consequences for public order, because
citizens will be guided by this rule in every case when it seems to them that
their rights are violated. Thus, the probability of the onset of revolutionary
events increases with the presence of such a norm on the one hand. On the
other hand, this norm “protects” the state from taking controversial mea-
sures. The state will take a more balanced approach to the introduction of
new norms and rules; it will be much more responsible in the development
and adoption of new decisions that can worsen the situation of citizens.
Thus, such a norm will not necessarily lead to a revolution, but it can also
serve as a certain measure of checks and balances in the state. It is important
to note that in France, revolutionary events (with certain periods of attenu-
ation) lasted until the establishment of the Third French Republic.

There are two ways of institutional decline of the state. First, society
prefers stability, from which conservatism arises in relation to political
institutions. This “natural” conservatism does not allow the institution to
change when external circumstances change (note that this is possible,
even with highly adaptive institutions). Between the necessary change in
the institute and the modern quality of this institute, a lag arises, which
causes its decline. Secondly, when the actors are “captured” by the insti-
tute; that is, they do not imagine another direction of action than the
institute provides; they cannot change the obsolete institute due to the
fact that they do not notice the process of its obsolescence.

The second path of political decline is nepotism and favoritism, when
political institutions patronize their clientele and relatives in business
activities. We can observe this second path in almost all young democra-
cies. The reason for this phenomenon is that political institutions lack
confidence, which translates into transferring responsible areas of activity
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into the hands of loved ones, not professionals. A clientele in exchange for
this patronage provides support to a political institution. At the initial
stage of the formation of the state institution in a new form, this behavior
is justified, but as the institution matures, the clientele is replaced by pro-
fessional personnel. However, it is possible to extend the clientele system
by transferring powers, activities and even positions to their children.

So, we can observe entire dynasties in the judiciary, in the executive
branch, in state corporations and in universities.

Political systems and the configuration of power can be assembled into
an interconnected structure, which Huntington did (Huntington 2006).

The democratic state, due to the strengthening of vetocracy, is losing
the ability to quickly adapt to renewing (note, even faster) changes in the
external environment, which results in a decrease in the effectiveness of
public administration. On the one hand, everyone understands that
changes are necessary, and on the other hand, no one admits changes so as
not to upset the fragile balance of interests that has been established. Thus,
the institution of the state of the republican democratic form of govern-
ment, as well as constitutional monarchies, impedes the development of
the institution of the state and the institutional conditions for conducting
entrepreneurial and other activities on its territory, which entails increas-
ing pressure from social movements to switch to another form of govern-
ment. So, one can observe the emergence of authoritarian leaders in
formerly democratic states. Authoritarian leaders, in turn, seek to destroy
democratic institutions and translate the institution of the state into an
authoritarian form of government. H. Arendt noted that “behind the sei-
zure of power by a dictatorship, as a rule, a routine, predictable and”
domesticated “state arises” (Arendt 1956). The transition to authoritari-
anism (dictatorship) resolves the conflict of interests of different classes
and groups and makes the institutional transformation of the state. For a
while it seems that the problems have been resolved, but the institution of
the state is moving toward a new crisis and contradictions, because the
previous solution was found through violence, which means it is ineffec-
tive—hence the fragility of authoritarian regimes.

CONCLUSIONS

From the side of the external environment, of course, the main challenge is
globalization, which allowed organizations and self-organized groups of
citizens to establish relationships at the expense of the information and
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communication network, bypassing territorial borders and quite often
ignoring national legislation, which allows them to conduct entrepreneur-
ial, political, social, and terrorist, criminal and any other activity, including
those related to the undermining of existing national political institutions.
Since such relationships are not connected with the territory, and also allow
for the possibility of interethnic communication, then, provided that politi-
cal institutions are ignored, such interaction networks replace or replace the
state. One of the last bastions of the state, the monopoly on the production
of banknotes, also fell due to scientific and technological achievements
(blockchain technology) associated with the information and communica-
tion network. The state still continues to print national banknotes, but their
value in the calculations is gradually decreasing, and the volume of elec-
tronic money circulation, on the contrary, is increasing. Defense is still a
stronghold of nation-states, except for those states that are united in supra-
national unions. But, as we noted earlier, due to the impossibility of a new
big war, the importance of defense can also begin to decline. And if we take
into account the increasing military enrichment of terrorist groups, the
armament of criminal groups that regular armies can no longer cope with,
it becomes clear that the military forces of the state are also weakening.

In addition to the inability of the state to cope with terrorist and crimi-
nal groups, political institutions themselves erode their own foundations.
So, the transition of public administration to the so-called service approach
makes it easier for public administration to abandon the many functions
that were previously performed by government bodies (Osipov et al.
2017). The desire to abandon part of the functions is dictated by the
inability to respond to changes in the external environment; that is, the
state, instead of the necessary modernization of political institutions, pre-
fers to discard those functions with which it is unable to cope. Tikhomirov
correctly notes that “the American method of deregulation is used in our
other sense, as a” reset “of state functions” (Tikhomirov 2005b). The
only clarification that should be made: such a “reset” is characteristic not
only for our state, but for almost everyone who makes the transition to a
service state.
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CHAPTER 10

“New Generation” EU Free Trade
Agreements: A Combination of Traditional
and Innovative Mechanisms

Anastasia Makarenko and Lyndmila Chernikova

INTRODUCTION

Free trade agreements have become a significant part or the global trading
system over the past 30 years. Such agreements have increased tenfold
since the 1990s. The question still stands, however, as to whether making
such agreements is a reasonable step, especially as multifaceted trade liber-
alization offers an alternative path.

It is currently hard to ignore the fact that the global trading system is
in a state of crisis. Economic sanctions and trade wars are merely two
prominent political processes which undoubtedly negatively affect global
trade. Globalization is also taking effect: the emergence of digital
technology, social unrest in many states, and climate change create new
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opportunities, but also new challenges. All of these factors lead to new
world trade tendencies taking place. Many experts nowadays identify four
such new tendencies: manufacturing-sale chain development, services
expanding trade (including digital and e-commerce), the growth of invest-
ments, and the increasing significance of developing countries. The key
players of the world trade system are forced to adjust to these changes in
terms of, among other things, foreign trade and external economic activity
regulation.

In such conditions a unilateral approach is obviously the most destruc-
tive for international trade, because such an approach implies non-
compliance with international law and support for protectionism. It can,
however, be observed that the multilateral approach has to some extent
also failed to meet expectations, being based on the activity of interna-
tional organizations and their respective multilateral instruments. This is
proof of the World Trade Organization’s (hereinafter WTO) lack of effi-
ciency, acknowledged even by its head, Roberto Azevedo, having already
led to a deadlock in its mechanisms for rulemaking and dispute resolution,
with reforms of the latter being a subject of discussion among the organi-
zation’s member-states.

In this context, bilateral free trade agreements seem, perhaps, to be the
most effective means of trade relation regulation between an individual
state and the rest of the world. It must be noted that this does not imply
the prevalence of the bilateral approach. The multilateral approach is pre-
served through its transformation into an “omnilateral” one. This means
it is important for states to not simply enter into individual free trade
agreements but also to conclude such agreements with their key regional
partners, which, thus, creates a sort of “network” consisting of their trade
partners from all around the world. The European Commission website
states as much, with the Commission insisting on using the term “trade
network” in relation to all of the EU’s trade agreements with other states.

The European Union (hereinafter the EU) currently enjoys the largest
trade network in the world, with its 41 trade agreements with 72 coun-
tries. In spite of the harsh economic climate, European companies con-
tinue to actively make use of the opportunities that the largest trade
network in the world provides. The EU’s free trade agreements allow
companies to access new markets thanks to the lifting of tariffs, the simpli-
fication of administrative procedures, and more synergy among goods and
services trade standards and rules.
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Generally speaking, a free trade agreement is a contract entered into by
two or more states (or groups of states) for the purposes of creating a legal
order in which any customs tariffs, import quotas, export restrictions, and
other trade barriers are abolished in cross-country trade relations. It was
these agreements, aimed at the abolition of any goods trade restrictions,
that the EU had entered into up until 2006, when the European
Commission adopted an instrument called “Global Europe—World
Competition,” a strategy stipulating that the Union must open up its ser-
vices and investment markets, and not simply liberalize its trade of goods,
in order to achieve an appropriate level of economic growth, taking into
account all changes in the global economy. As a result, from 2006 onward,
the EU started entering into so-called new-generation trade agreements:
agreements concerning not only ordinary trade of goods matters, but also
service provisions, investment matters, state procurement, competition,
and sustainable development.

It is the new-generation trade agreements that are of interest in terms
of EU foreign trade relations regulation and their effect on the world
trade system, taking into account its aforementioned development ten-
dencies in the modern era. Despite such agreements representing the
bilateral approach to trade regulation, they often affect third parties, that
is, states which are not parties to the agreements. A question arises: how
do we make trade agreements, including EU free trade agreements, into
“building blocks” and not “stumbling blocks” for the world trade system?
It is becoming more and more difficult to find an answer to this question.
Before, it was possible to estimate how trade agreements affect third par-
ties with the help of economic indicators (on the basis of which conclu-
sions could be made regarding whether access for foreign companies to a
specified country’s market was limited in some way), but nowadays, due
to the agreements becoming increasingly more complex, it has become
too difficult to account for any effects in regard to third parties. It is, how-
ever, obvious that it is the complexity of the “new generation” agreements
that allows the EU to react accordingly to the challenges posed by the
current state of world trade, thanks to combining both traditional and
innovational trade relations regulations methods.

By “traditional” trade regulation goods trade regulation is meant. The
EU’s free trade agreements contain standard provisions on giving access
to parties’ goods markets on a mutual basis, on ensuring national treat-
ment for them, on simplifying customs and trade procedures, and on
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regulating trade protection methods, technical barriers in trade, sanitary
and phytosanitary measures.

In comparison, the provisions of “new generation” trade agreements
regulating other trade aspects appear to be more modern and contain
certain novelties. Some of these aspects and chapters dedicated to them
were not included into “first generation” agreements. This chapter will
examine individual regulation areas, making use of innovational regulation
methods not present in a multilateral system. In particular, matters of
e-commerce, investment dispute resolution and the relation between trade
and labor and environment protection standards’ observance will be
analyzed.

METHODOLOGY

This study was conducted with the application of common scientific meth-
ods alongside special methods for exploring legal and economic phenom-
ena, as well as different processes in the area of international economic and
trade law: a systematic-structural analysis, social and legal phenomena syn-
thesis, and comparative analysis and formal logic.

REsuULTS

Originally, regarding the first aspect, services trade did not fall under the
scope of the EU’s bilateral agreements; this can be explained by noting
that the Union was taking shape, so services did not play a big role in the
EU’s trade at that time. Nowadays, however, according to the European
Commission’s data, services trade constitutes almost 70% of the member-
states’ economic activity. “New generation” agreements place services
trade much higher, which is due to the fact that the WTO General
Agreement on Trade in Services (GATS) is in need of improvement. As
per the EU’s free trade agreements, the liberalization of trade in services
occurs on the basis of ensuring a national or preferential treatment for
service providers, as well as with the help of so-called positive and negative
lists of services. A “positive” list, in this case, is a list of service types which
are allowed in the EU market, included in the agreement (the European
approach, which is favored by the majority of such agreements). A “nega-
tive” list implies that the agreement provides access for all of the parties’
services to their respective markets, excluding services listed in the trade
agreement (the North American approach).
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Another difficulty is the existence of two opposite approaches to
e-commerce, regarding whether the subject matter of such commerce is a
product or a service. On the scale of the WTO, this matter has been par-
tially resolved through the Antigua and Barbuda v. USA case (the matter
at hand was the provision of gambling services on the internet). The dis-
pute resolution body found that online service provision is the first type of
service supply as per GATS: it is a transnational supply of services. However,
some of the WT'O member-states—the United States among them—view
goods as the subject matter of e-commerce and, in doing so, apply General
Agreement on Tariffs and Trade (GATT) to relations arising from it. The
EU supports the WTO’s position in viewing e-commerce as a special type
of wholesale and retail trade in services.

The regulation of e-commerce in the EU’s free trade agreements is
based on the abolition of custom duties and tariffs on services provided
with the help of electronic means. Also, the agreements set forth provi-
sions declaring e-commerce to be a global phenomenon and, thus, that
parties agree to conduct negotiations on the following matters: the recog-
nition of contracts concluded in an electronic format, electronic authenti-
cation, and certification; intermediaries’ liability in the supply of services
by electronic means; consumers’ data and personal information protec-
tion; non-discrimination concerning service provision by means of
e-commerce; and the fight against online fraud and other unfair practices.
These provisions are included in the EU’s agreements with Canada,
Singapore, and Japan, among others. Unfortunately, many pre-existing
differences in national laws prevent the EU from including more specific
and binding provisions in its free trade agreements. However, the inclu-
sion of e-commerce provisions, taking into account the developed
European legislation in this field, is thought to greatly affect this area’s
regulation on a multilateral plane, which would serve to further liberalize
e-commerce in such agreements. Steps in this direction have already been
taken: on April 26, 2019, the EU presented its proposals, reflecting the
aforementioned provisions in its free trade agreements in more detail con-
cerning mutual obligations in the field of e-commerce, to the WTO. This
proposal is on the WTO’s agenda on the rules of e-commerce, with more
than 70 states having already joined in on the discussion.

The innovations proposed by the EU’s free trade agreements include
investment regulation cooperation. On an international level, such coop-
eration is based on bilateral investment treaties (hereinafter BITs). With
the help of such treaties, foreign investors are guaranteed unobstructed
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investment activity, with the main guarantees being national or preferen-
tial treatment, the protection of investments from expropriation or similar
measures, equality and fair treatment of investments, and a ban on restrict-
ing investment payments abroad. The majority of such treaties include
provisions on dispute resolution, should any such disputes arise between
the host state and foreign investors. In accordance with these provisions,
an investor has the right to take legal action in a competent national court
of the host state, or to appeal to the International Centre for Settlement
of Investment Disputes (ICSID), or to go into ad hoc arbitration in accor-
dance with the United Nations Commission on International Trade Law
(UNCITRAL) arbitration regulations.

Originally, in the EU, matters of foreign investments were addressed by
both the Union and its member-states. As the EU developed, it strived to
provide access for foreign investors to its market, in order to increase
European business competitiveness and to create new jobs. The Lisbon
treaty successfully achieved this by allocating foreign investments to the
EU’s exclusive competence as part of the Union’s general trade policy.

The main difference of the EU’s “new generation” free trade agree-
ment is that the agreements, and not the BITs, regulate the Union’s
investment policy toward third parties. The agreements provide the same
warranties to foreign investors as BITs, with the main novelty being dis-
pute resolution. Previously, the main investment resolution method was
investor-state dispute settlement (ISDS), that is, a mechanism for the set-
tlement of investor-state disputes. ISDS is basically an international public
law tool, utilized in a number of BITs and in some international trade
agreements as well. Should an investor from one state invest into another
state (the host state) but the host state infringes on the rights of the inves-
tor as per the treaty, with both having agreed to settle their disputes in
accordance with ISDS rules, then the investor may go into arbitration with
the host state. Despite ISDS sometimes being associated with interna-
tional arbitration based on ICSID rules (the World Bank’s International
Centre for Settlement of Investment Disputes), in reality most investment
disputes are resolved in international arbitration tribunals in the frame-
work of other norms or other international institutions. Such tribunals
include the London Court of International Arbitration, the Hong Kong
International Arbitration Centre, and the International Chamber of
Commerce.

A number of criticisms toward ISDS, made by the civil society of EU
member-states, prompted the Union to reform the system. Among the
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main flaws of the ISDS were the following: (1) states were wary of losing
their sovereignty in the settlement of such disputes: the ISDS rules state
that the parties may choose between international and national arbitration
courts, and in many cases, the parties favor an international arbitration
court due to fears of national courts favoring the host state; (2) foreign
investors may attempt to create more favorable conditions for themselves
by transferring their HQ into a particular state (or by making a subsidiary
there) in order to use a specific BIT to their advantage and to settle any
potential disputes in the court which provides the best chances at winning
the case (scholars have named this approach “forum-shopping” or
“national planning”); (3) arbitration costs are not covered by the losing
party, but are distributed between the parties, which creates a dispropor-
tionate situation where the state’s expenses greatly outweigh the investor’s
expenses in the case of a loss; and (4) due to confidentiality being one of
the main features of arbitration, ISDS procedures are not transparent.

Consultations on the matter began during the negotiations on the
Transatlantic Trade and Investment Partnership (TTIP) between the EU
and the United States, and, as they continue, have led to the EU’s propo-
sition of a new investment judicial system. Despite the negotiations on the
TTIP having reached a dead end in light of a number of political events,
the EU managed to realize its idea—the Comprehensive Economic and
Trade Agreement (hereinafter CETA) between the EU and Canada
became the first agreement to implement the system.

According to CETA, a new judicial system (consisting of two instances)
has been established: the arbitration investment court, consisting of 15
publicly appointed judges and the court of appeals. As opposed to the
previous system, the judges are not appointed by the parties but rather by
the CETA Joint Committee. The 15 judges would include five EU repre-
sentatives, five Canadian representatives, and five representatives from
third countries. In proceedings the three judges hear the cases, with the
possibility of a single judge resolving the dispute on the condition that the
parties have agreed upon this thereon. The judges are elected from the
entirety of the court’s judges by the presiding judge based on rotation. A
similar system is in place in the court of appeals.

The agreement reserves the rights for the parties to choose where their
case will be heard: in national or international arbitration, or in accordance
with the new system. A mediation procedure has also been implemented.
By itself, the dispute resolution procedure begins with one of the parties
requesting consultations with the party providing justification for their
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request in terms of which CETA provisions have been supposedly
breached, as well as the legal and factual justification for their claim. If the
investor had originally sought remedy in national courts, the request must
be filed within the two years after the case had been discontinued, yet not
later than ten years after the investor became aware of the breach. If no
agreement has been made as a result of consultations, the investor may file
a suit in an investment court not earlier than 6 months and not later than
18 months from the moment of filing the consultation request. If a suit is
not filed in due time, the case will not be heard. Moreover, the investor is
denied the right to file a request to determine the respondent (the latter,
however, can inquire whether the Union or a member-state is in breach of
its obligations), and also will not be able to file a new claim on the same
basis. In cases when a suit is filed by an investor, the other party (the EU
or an individual state) has to express its consent to settling the dispute
before the court is formed. States can veto the hearing of a case based on
the provision denying benefit to a third party. The provision’s meaning is
that the EU or a member-state may deny an investor the hearing of a case,
should an investor own a business or control it in a third country, and on
the condition that the host state has taken measures to prevent or to pro-
hibit any transactions with said business for the purposes of maintaining
world peace and security.

As such, three conditions must be met for an investor to gain the right
to file a suit:

1. An investor’s written request to settle a dispute in court (consulta-
tions being the first stage).

2. The 180-day time period from the moment of filing the consulta-
tion request must expire as must, if applicable, a 90-day time period
from the moment of filing a request to determine the respondent.

3. Any ongoing trial in national and international courts on this matter
must be dismissed.

Non-compliance could mean the suit being prematurely dismissed.

According to CETA, a ruling issued within the scope of the judicial
system is binding for all parties involved in the dispute regarding their
respective cases. The losing party must recognize the ruling and execute
it. Moreover, Article 8.39 of CETA defines the remedies provided by the
court. The court may award damages with interest, as well as a restitution

in property.
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Thus, the following advantages of the new system could be identified:

1. A permanent dispute resolution mechanism will be put in place,
including a court of appeals.

2. The proceedings will be transparent, and the hearings will be public.

3. The system will stop cases of investors choosing the more advanta-
geous case settlement method for themselves.

4. Unsubstantiated claims will be subject to dismissal.

5. Proceedings may be accelerated with the help of mediation.

The social area has also been affected by certain novelties about the
EU’s free trade agreements. The trade policy in many countries, including
the EU, has been subject to criticism on the part of the population recently,
with the latter claiming that state interests more often than not infringe on
society’s interests. This concerns mainly labor and environment issues
which, in turn, give rise to many disputes during negotiations regarding
the conclusion of free trade agreements. This has led to the EU having
undertaken an adjustment of its trade policy, beginning in 2015, with the
aim of fulfilling Sustainable Development Goals. These goals were set by
the UN in its World Development Agenda, and include 17 fundamental
tasks—such as the elimination of poverty and famine, ensuring high-
quality education and decent labor conditions, and more in this manner—
that the member-states have undertaken and strive to achieve by 2030. As
one means for fulfilling these goals, the EU started including chapters on
trade and sustainable development into its “new generation” free trade
agreements. The provisions in these chapters can be divided into two main
categories: the parties’ obligations in the field of labor protection, and
obligations in the field of environment protection. The parties undertake
to observe and efficiently implement fundamental multilateral agreements
into the respective fields, as well as to create such conditions in bilateral
trade that would prevent the level of standards in international treaties
from being lowered. Moreover, the EU’s free trade agreements set forth
the parties’ obligations to maintain proper national labor standards and
not to make use of labor standards for protectionist purposes in trade, as
well as to communicate and cooperate by means of institutions specifically
created for such purposes (including institutions in civil society), and to
monitor and control the observance of the provisions contained in the
chapters related to regulation of labor. In order to ensure efficient applica-
tion of trade and sustainable development chapters, a joint committee may
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be created as per the agreements, consisting of representatives from both
parties, as well as consultative groups consisting of representatives from
business associations and non-governmental and scientific organizations.

When it comes to environmental protection regulation, the EU’s free
trade agreement provision can be subdivided into three main categories.
The first group is aimed at preventing both national and international
environmental legislation standards from being lowered for the purposes
of promoting the parties’ trade and investment goals. The second group
sets forth inter-state cooperation in the field of so-called green technology.
The third group includes provisions on undertakings to exchange infor-
mation concerning environmental protection and climate change. It has
to be noted that the EU has excluded environmental matters from its
general dispute resolution system established by the agreements.
Consultations by special committees on trade and sustainable develop-
ment, consisting of expert groups specializing in environment protection,
are proposed as an equivalent. A novelty in this context would be the
involvement of civil society in settling environmental matters made official
by the agreements. These representatives of civil society would have the
right to participate in the expert group’s activity at any stage of dispute
settlement, and could make proposals on the efficient implementation of
trade and sustainable development chapter provisions. It must be noted
that such a manner of communication between the civil society and the
authorities—established by the EU’s free trade agreements with its part-
ners—is already in place, and is being actively utilized in relations between
the EU and South Korea, Peru, Columbia, and Central American coun-
tries, as well as Georgia and Ukraine.

CONCLUSIONS /RECOMMENDATIONS

The European Commission acknowledges that the EU’s “new genera-
tion” free trade agreements are its trade policy tool, designed to attend to
the needs of European businesses in the modern era without ignoring civil
society. In doing so, the agreements must positively affect not just the EU
market, but also markets in other countries with which the agreements
have been entered into, to fully facilitate trade liberalization without vio-
lating world peace and security and fundamental human rights. “We are
showing the world that it is possible to become better and stronger by
working together. We are inspired by the idea of trade not based on barri-
ers and tariffs, but on our values and principles, on a search for mutually
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beneficial solutions which leave every participant of the process victori-
ous,” stated the then president of the European Commission, Jean Claude
Juncker, in 2018.

In this context, European values and principles play a key role. Europe
is widely considered to be the Old World, synonymous with traditional-
ism. However, from the trade policy’s point of view, the EU, along with
other states and integration communities, has been forced to respond to
new challenges and tendencies over the past few decades by creating new
regulation mechanisms. Such tendencies have mainly taken the form of an
increase in the complexity of trade, the appearance of new technical trade
methods, and the increase in the role of developing countries on the world
trade stage. The EU is expected to be able to develop institutions and
legislation, allowing it, among other things, to reasonably combine inno-
vation with tradition. It is for those purposes that the Union has reviewed
its bilateral economic relations policy by beginning to enter into trade
agreements covering a number of issues, with some of them being indi-
rectly tied with trade activity. One of the advantages of this “new genera-
tion” trade agreements is that it allows the EU to harmonize its more
modern rules and standards in the sphere of trade (services, government
procurement, investments, and intellectual property) with the respective
rules and standards of other countries in order to promote these uniform
rules in the future on a multilateral basis. With this, the EU has given a
negative answer to the question of whether it is attempting to substitute a
multilateral trade regulation with a bilateral one. Even in 2006, a direct
answer to this question was given by the EU “Global trade” strategy, when
it was stated that free trade agreements enable the development of new
standards based on WTO rules and other international norms due to these
agreements being aimed at a faster and a more thorough economic inte-
gration which covers matters that the parties are not yet ready to discuss
on a multilateral basis. The EU has confirmed its position countless times,
with an emphasis on free trade agreements which represent the bilateral
approach to trade regulation, not being in breach of, or substituting, the
multilateral approach, but simply adding to and developing it. This is fur-
ther evidenced by the majority of the EU’s free trade agreements being
based on the parties” commitment to WTO rules governing specific areas,
which demonstrates, among other things, a traditional approach to regu-
lating different aspects of trade in such agreements: the parties employ the
currently employed practices on the multilateral level, yet the EU and its
partners have also (as has been stated) been known to go beyond this
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traditional approach, albeit slightly, by suggesting new solutions. This
combination of tradition and innovation is the main feature of the EU’s
external activity as a whole and its trade agreements in particular.
Regarding the matters analyzed in this chapter, the following effects of
combining traditional and innovational mechanisms in the EU’s “new
generation” free trade agreements can be traced. Firstly, the agreements
serve to produce rules on a bilateral level that could later be implemented
on a multilateral level. For example, e-commerce regulation is a relatively
new area of trade regulation, and therefore certain aspects of'it, such as the
need to recognize electronic contracts, electronic authentication, and its
other novelties, are currently being discussed in the WTO and may very
well take the form of binding rules for its member-states in the future.
Secondly, the EU is proposing completely new regulation formats in addi-
tion to the currently existing ones; it should be noted that, with that in
mind, the parties privy to the agreement reserve the right to choose either
the traditional or the innovational approach. Thus, the EU has developed
a new mechanism to settle investment disputes, established in large part by
its trade agreement with Canada. A new system of investment courts
entails an increase in permanence, transparency, and impartiality. Certainly,
the effectiveness of any novelty must be evidenced by its effective realiza-
tion, which is why the investment court clause is not mandatory, but
rather one possible option for settling disputes between an investor and a
host state. However, the system which was eventually adopted after many
rounds of negotiations and consultations between parties (in particular
between the EU and Canada) seems to have a high chance of meeting
expectations, and later in being reflected in upcoming trade agreements,
including some not merely within the EU. Thirdly, the “new generation”
agreements include the most pressing matters for the international com-
munity, such as the globalization of the world trade system. This also con-
cerns the labor and environmental fields. With that being said, the EU in
its free trade agreements seeks to take into account not just global and
national interests, but also the interests of its citizens. “New generation”
agreements make participation in the negotiations on their conclusion
mandatory for the parties, as well as for representatives of the civil society,
during their implementation stage. In practice, this mechanism is already
functioning: based on current agreements (e.g., between the EU and
South Korea, or the EU and Singapore) expert groups have been created
consisting of members of society working and conducting research in their
respective areas. The groups’ reports are heard during governmental
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consultations, are monitored and recorded, and are open to the public. As
such, basically every EU citizen may express their opinion on a particu-
lar topic.

All of these conclusions make it possible to assume that the EU’s “new
generation” free trade agreements are performing their task of liberalizing
trade to its absolute maximum potential at the current stage, taking into
account the interests of its partner states as well as those of European com-
panies and EU citizens. Moreover, the agreements have turned out to be
the means of suggesting new approaches and regulation mechanisms for
trade relations, which might be utilized by other world trade system play-
ers on a multilateral level, among other things.
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CHAPTER 11

Value Creation by the Sharing Economy
in the Post-industrial Society

Igor Stepnov

INTRODUCTION

Economic exchange has always been known to develop society. Many per-
ceive exchange as a phenomenon secondary to the production of goods,
and often underestimate its role and significance. However, no market
economy could operate without voluntary exchange, and its role in the
distribution of, and access to, resources and goods is more important for
any society than the production of such goods. Societies of all types (cur-
rent or former) secure social coherence through exchange in one form or
another, thus achieving social stability within a certain historical period.
Sharing as a common pattern of resource distribution and access becomes
one of the forms of exchange in societies. In this regard, it should be kept
in mind that exchange is a social as well as an economic category, since
there is not a single individual who lives outside a social community.
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Therefore, any discussion regarding sharing must include both the eco-
nomic and the social element.

The sharing economy (SE) has become the subject of a broad debate in
the circle of politicians and economists, who consider it a potential new
approach towards economic development. It is beyond doubt that the SE
is so popular not only (and no so much) due to the economic benefits of
this approach, but also due to the acceptance of this phenomenon by soci-
ety and non-economic bodies (Zboron 2020). The SE’s advantages and
benefits include, inter alia, its ability to better perceive social and ethical
issues (Albescu and Maniu 2017). Online communications, coupled with
distributed registry technologies, have undoubtedly expanded human
capabilities and, in doing this, created flows of both tangible and intangi-
ble assets, being exchanged, donated, leased, or granted for temporary use.

In recent studies, the term “collaborative consumption” was coined in
1978 by Felson and Spaeth in their article “Community Structure and
Collaborative Consumption: A Routine Activity Approach” (Felson and
Spaeth 1978), and since then it has become widely accepted, thanks to the
spread of the internet and digital technologies.

Over recent years, as the world moves towards its post-industrial phase
or a “second machine age” (Brynjolfsson and McAfte 2016), the number
of digital business solutions heavily relying on the advantages of various
asset sharing has been steadily rising (Acquier and Carbone 2018). A num-
ber of authors seek to find approaches in order to understand the SE cor-
rectly (Curtis and Lehner 2019) and, in doing so, naturally pay more
attention to its economic substance. The SE is most often viewed as a new
business model of the digital age, which ignores the fact that the asset-
sharing pattern itself has a longer history of shifting from the economy of
ownership towards sharing. Nevertheless, some reviews forecast that the
global revenues generated by this business pattern will reach $335 billion
in 2025 (PWC 2015), although such reviews emphasise “consumption”
rather than “use”. This increases the relevance of the SE, since consump-
tion continues to be a decisive factor in the economic growth of nations.
It should be noted, however, that verified data on the SE are scarce, since,
as of today, there is no common approach towards understanding and
presenting data on it, making it statistically difficult to identify the SE’s
contribution to GDP growth. Therefore, most assessments are just expert
estimates; for example, as estimated by the World Bank, China is the global
leader, the volume of its sharing economy being estimated at more than
$230 billion, or 1.67% of the country’s GDP, in 2018 (David 2017).
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The key dilemma, however, refers to the fact that the SE’s effect on
GDP is ambiguous: on the one hand, households generate added value
that contributes to GDP growth; on the other hand, shared consumption
pushes down the demand for products to be purchased, thus leading to
production decrease and GDP growth slowdown (Analytical Center under
the Government of the Russian Federation 2019). In addition, it is worth
repeating that economists ignore the fact that the SE has become a social
phenomenon, and this largely results in erroneous conclusions. For exam-
ple, the conclusion that collaborative consumption is based on the “unde-
ruse” of assets adequately explains the attractiveness of Bla Bla Car, but
offers a very superficial or, to be more precise, one-sided explanation for
the model of car sharing (Yandex). The growing economic significance of
the SE is more due to the positive opinions of consumers, and their desire
to develop a model of this type, than to the classical model of return on
resources used. In 2018, according to Statista, 54% of the population uti-
lised services through collaborative consumption in the United Kingdom,
47% in the United States, and 60% in China. This demonstrates public
acceptance of the new form over its economic advantages. In this regard,
it should be noted that the relevant business initiatives, when practically
implemented, go beyond any conventional forms and result in various
conflicts, including legal ones. SE is also characterised by the low transpar-
ency of its business solutions, the need to develop new methods for pre-
dicting future consumption, and, in many aspects, lower social responsibility
of businesses.

When studying the SE, it is important to note that the new solutions
unevenly penetrate business practices in various sectors. It is traditionally
perceived that the SE is primarily about transportation and apartment
rental services, but collaborative consumption has already expanded to
entertainment and trade: for instance, collaborative consumption accounts
for more than 44% of the retail trade segment in Turkey (PWC 2018) and,
overall, more than 27 initiatives are believed to exist in the SE field
(Acquier et al. 2019).

Therefore, this study is intended to identify the specific features of value
creation within the framework of collaborative consumption, and to
understand whether this value is always economically measurable—or
whether it can be social, environmental, or political in its nature—in order
to enable us to address many issues related to both the quality of services
(which are of importance for the consumer) and taxation (which are of
importance for state regulation and budgetary revenue projections).
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METHODOLOGY

This chapter covers the theoretical aspects, and provides a critical analysis
of the scholarly debate regarding the SE: its definitions, substance, and
value description.

The analysis is concerned with the duality and synergism of collabora-
tive consumption in light of the economic prospects of the digital society.
In this regard, we refer to the fact that the objectively existing reality of the
SE has been created by collective experience. Therefore, economic theory
alone provides insufficient provisions to describe the SE phenomenon and
SE practices, as well as their secondary effects, which themselves require
comprehensive investigation. Therefore, system analysis, given its multi-
disciplinary nature and its ability to create behavioural models, becomes
the principal methodology for this study.

The value-driven approach is of special significance, since through it,
both the process of collaborative consumption itself and its performance
can be assessed as fully as possible.

The subjective component of system analysis allows one to ascertain
different researchers’ attitudes towards collaborative consumption,
whereas their common ground in the value aspect could be identified
using the techniques and methods of system analysis, relevant to objective
reality. In this regard, the subject matter of this study can be defined as the
business model of collaborative consumption, assuming that the social
component is involved in a dual manner in the interaction arising in the
implementation of the business model. Through analysing the business
models for collaborative consumption, it becomes possible to identify the
primary value offers (within the framework of a single social community)
and the secondary value offers (which use confirmed signals of interest in
collaborative consumption for business purposes).

The method used herein allows us to compare different researchers’
approaches towards describing the phenomenon, to find a common
ground among them (taking into account the dual perception of collab-
orative consumption), and to eliminate the impact of any declarations to
the effect that collaborative consumption leads to a shift from capitalist
relations to socialist ones, because such declarations reflect a subjective
attitude towards the phenomenon rather than the discovery of the sub-
stance of any new type of social relations.
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REsuULTS

When discussing the SE, we should undoubtedly assume that, from the
standpoint of the Clark-Fisher three-sector model (Fisher 1935; Clark
1940), the SE is included in the tertiary sector (service provision). The
quaternary and quinary sectors carved out by Bell from the tertiary sector
do not alter the substance of the sectoral approach, but, nevertheless,
highlight those areas in which SE business models have already taken root
(transport and utilities, financial services, insurance and real estate dealing,
health care, education, leisure and entertainment, scientific research, pub-
lic administration) (Bell 1999). Incidentally, it should be noted that the
universal trend for replacing goods with services is at least an accompany-
ing, if not encouraging, the trend for the SE. It is beyond doubt that
globalisation has played an important role in these processes, as the loca-
tion from which goods are sourced is now insignificant for consumers,
provided that the quality of the relevant service is the same as before.

For the purpose of further analysis, it should be kept in mind that the
SE is based on services and, consequently, heavily depends upon both the
primary and the secondary sector, while generating supply for these sec-
tors. The author of this chapter has failed to find any example of collabora-
tive consumption models focused on the transfer of title to an asset. In
turn, it transpires from this failure that the very phenomenon of collabora-
tive consumption has clear limits, constitutes a new and independent eco-
nomic process, and actually transforms property relations.

Despite the specific features mentioned above, the SE remains primarily
a free market phenomenon (Sundararajan 2016) rather than a tendency for
distribution-based or planned-economy relations; therefore, in our opinion,
the value-driven approach is applicable to the SE. According to European
Union documents, collaborations in the economy are distinguished by new
business models under which digital platforms allow “temporary access” to
goods rather than to “sell” them (European Commission 2016).

In addition, the SE further strengthens the consumer indifference
between production and distribution by putting a firm emphasis on con-
sumption as such, rather than on the solution making the necessary asset
available (Mair and Reischauer 2017). Traditionally, with respect to any
goods, economic studies treat industrial enterprises as producers, trade
and service entities as suppliers, and private households (or their individual
members) as consumers.

With the aid of real-time information on any available or requested
resources, individuals currently perform the new functions of service/
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goods providers in their peer-to-peer networks. In fact, an individual can
be, with respect to certain resources, the supplier and/or the consumer—
the role that has been called the “prosumer” (Kotler 2010). This new
quality means that the SE reforms social relations by utilising the value of
social contacts (Schor et al. 2015). The SE allows certain individuals to
assume the role of service providers, provided that they own the requested
goods underlying the service to be provided. Such an initiative essentially
modifies the structure of the economy by building recognised social com-
munities and allowing individuals to act as entrepreneurs in an area where
they were previously supposed to be employees, thus significantly reduc-
ing the social responsibility of both the organisers of such communities
and governments. The broadest opportunities for service provision on an
individual level are offered by digital relations, which provide both control
and certain guarantees as to the quality of such services. This is why practi-
cally all business model of collaborative consumption include feedback
mechanisms reflecting the behaviour of individuals with respect to both
consumption and provision of goods.

Another aspect, which should be discussed and which, possibly, also
demonstrates growing trends of post-industrial society, is the contradiction
between consumption and saving. The ownership of assets and their accu-
mulation are part of saving processes, and almost all researchers believe this
to be a fundamental economic principle (Habib et al. 2020). The SE, how-
ever, replaces this principle with the yielding/generation of revenues or
with other (social) valuables (such as Instagram likes). Without discussing
whether Instagram likes represent capital accumulation or some result of
saving, it can still be concluded, however, that, for a person who sees value
in mere popularity, there is no economic sense in acquiring assets instead
utilising them. In addition, whether the new phenomenon of collaborative
consumption is connected with asset depreciation, in economic as well as
social terms, is a question that can only be answered after addressing the
following key problem: how does collaborative consumption create value?

When considering the value aspect, we should, as yet another premise,
refer to the fact that the SE is based on actual demand in many economic
sectors; therefore, we can conclude that the SE is rational, since it meets
the demand with a much lower supply and, in doing so, directly affects
pricing. This situation results in the fact that the costs of a consumer
involved in the sharing of services are considerably lower, and this leads to
a significant reduction in the profits of the producer, as well as to a lower,
but still significant, reduction in the profits of any intermediaries. In
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addition, considering the situation of a market forecast error, the collab-
orative consumption model will mitigate any erroneous projections due to
the greater volume of services provided per unit of goods/assets used.
One of the common errors in SE theories is the assumption that each
subsequent user generally gets the same service quality as the preceding
customer. From the perspective of intangible assets, this assumption is true,
but when it comes to tangible assets involved in collaborative consumption
(e.g. car sharing or bicycle sharing), this assumption is not so true. The
consumer is entitled either to expect that the usage price of a more worn-
out asset will be reduced for them, or to expect fairness in the fact that this
quality reduction is already reflected in the average price of collaborative
usage. The problem of tangible asset depreciation in the SE significantly
affects the value of the offer, and requires further research. In existing busi-
ness models, the depreciation of the tangible component is addressed not
through price reduction, but, on the contrary, through introducing various
types/classes of service provision (from “standard” to “premium”) and
increasing the price of the shared service under premium offers.
Furthermore, temporary access is granted by means of value creation
chains and, therefore, the implementation of collaborative consumption
techniques becomes the decisive factor for profit extraction and value cre-
ation. In this regard, a key business model must answer the questions of
what its value offers are, who the customers are, who the suppliers are, and
why the business model is financially attractive (Blaschke et al. 2017).
Most scholars believe that such value offer suggests the obtaining of any
required benefit solely to the extent so required, instead of acquiring an
entire product unit. In addition, for the social community to which the
consumer belongs, the value of saving will be increased by the value of
obtaining this benefit in this manner. The intermediary, most often repre-
sented by a platform, creates virtually no value (or such value is near-zero).
In order to identify the value aspect of the SE, the first step should be
to classify the business models of collaborative consumption. The most
appropriate method is to divide the business models into the follow-

ing types:

— the providers of common infrastructure—ecosystems (e.g. the inter-
net or transport means);

— publicly accessible platforms (the provision of “temporary access”—
€.g. apartments to rent);

— intermediaries (also represented by platforms, such as Avito, that
also offer temporary access);
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— social groups implementing an entrepreneurial model in disguise
(such as crafts);
— individual private initiatives.

In this regard, it should be noted that the offered value of one and the
same service may be identical in all five types of models, but financial
attractiveness may be very different. A transportation service can be pro-
vided under any of the business models listed above, but its cost, taxation,
and transparency will vary significantly (e.g. Uber, Bla Bla Car, or just a
fellow traveller).

Nevertheless, a free market tries to equalise the value of services
received, and digital technologies play an important role in this process by
acting as an intermediary, in order to reduce operational costs, and enhance
uninterrupted communications between the providers of services and /or
goods offered for collaborative consumption and those who wish to obtain
them. First of all, it should be noted that, despite statements by most
authors regarding the digital component of the SE, this component does
not always constitute its indispensable prerequisite. Surely, the digital
economy makes its contribution to the SE as regards monitoring whether
collaborative consumption is fair and whether it is consistent with the pay-
ment made and the original arrangements. It is digital technologies
(blockchain, clouds, financial technologies, etc.) that significantly facilitate
the implementation of collaborative consumption and help ensure that
revenues are proportional to the value created. It should also be under-
stood that digitalised benefits can be most easily adapted to the SE. In
addition to offering technology infrastructure for information exchange,
digital technologies have created new forms of social ties that can be
expanded to the level of social relations sufficiently reliable for the purpose
of doing business. The role of such technologies has meant that the SE has
become inseparable from digitalisation and, accordingly, value creation in
the SE is inseparably connected with digital transformation at the current
stage, whereas its non-digital forms are on the decline.

As regards the SE, most scholarly concepts are aimed at increasing the
performance of assets and household cost savings with an appropriate
decrease in production (that, in its turn, results in, for instance, enhancing
environmental friendliness). Such concepts allow for job cuts and lower
GDP figures. Importantly, however, at least two major business models
supporting the growth of both producers’ profits and national budgetary
revenues have emerged by now.
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The first model is actually based on maximising the use of assets. It can
be initiated either by the owner of such assets or an intermediary (typically
a platform) that implements the creation of new relations (this is typical
for the apartment rental market).

The second, younger, model assumes that, since the idea of the SE is
already embraced by the society with respect to a certain market segment
(due to increased asset utilisation), it is advisable to create further business
models on the basis of collaborative consumption. This two-tier approach
makes it possible to accumulate the achievements of social groups, and to
use them in real business in an efficient manner. In this regard, the most
remarkable progress should be expected in those areas where segmented
models have been adopted (such as aircraft or car manufacturing): produc-
tion, sales (including mediation), financing/leasing, and operation. As a
result of this approach, producers have become dependent upon a vast
array of intermediaries. In the immediate future, it should be expected to
see manufacturers (including those making aircraft or motor vehicles,
especially unmanned ones) significantly influencing the evolution of the
SE by creating an ecosystem for collaborative consumption, while retain-
ing control over their income-generating assets. It is this hybrid model
that is expected to achieve product value creation through increasing the
performance of tangible assets, while introducing an intellectual compo-
nent available to those involved in collaborative consumption.

Under both models, the utilisation or consumption of a resource should
appropriately be deemed a service from the perspective of both the actual
dealings and taxation. Otherwise, surrogate transactions—disguised as
social exchange or conditionally free access—can appear, and this would
result in a distorted picture of economic activities and create opportunities
for tax avoidance.

If collaborative consumption is recognised as service, five cashflow
channels will be possible:

— a cashflow proportional to the market value of any service provided;
— indirect payment in the form of exchange;

— a combination of the first and second channels;

— an incidental cashflow;

— free access.

For instance, free access to many library systems will be granted either
for a subscription fee or to those who have posted their own content, and
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this amounts to a combined business model. Another form of indirect pay-
ment occurs when a platform grants free access in exchange for authorisa-
tion to use personal data (including for targeted advertising). In addition,
indirect payment can take the shape of charging part of the intermediary
fees to the owner of the relevant asset or product.

As a result, we propose to use two components in determining value in
the SE context:

SE service value = Economic value + Social value (11.1)

Economic value in the context of SE can be defined in two ways: (a)
either as the aggregate of the benefits enjoyed by the consumer when
using collaborative consumption, (b) or as the maximum amount of costs
that the consumer is willing to bear when choosing one model or another
of collaborative consumption. Given the individual nature of the first
alternative, it cannot be used to estimate economic value, since it is impos-
sible to compare the results obtained for different consumers. Therefore,
we propose relying more on the cost-based approach, which involves
determining the lower limit of the consumption value being created,
entrusting the end consumer with free choice, and assuming that his or
her behaviour is economically reasonable (i.e. that they will refuse the
transaction if the costs exceed the values to be created by the relevant ser-
vice). The cost measure of the value so created will be derived from the
aforementioned cashflow channels:

— direct payment;

— estimated cost of conditionally free access;

— estimated cost of generating an incidental cashflow;

— estimated cost of infrastructure access;

— estimated cost of coordination (with respect to delegating the coor-
dination of the consumer’s own choice to an external party).

Therefore, a reasonable consumer will choose the service that provides
the consumer with a value greater than the aggregate of the costs referred
to above. However, this amount may be subject to adjustment depending
upon the activity of the user, since the service provider would also take
into account usage frequency.
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For tangible assets:

EV* =ﬂx1{g, (11.2)

(1+r)z

where EV* is the adjusted economic value;

EV is the economic value as determined using the cost-based method
(lower permissible limit);

7 1is the rate of return applicable between service requests;

z is the number of service requests over the asset’s service life;

K, is the service quality deterioration rate for each subsequent request
with respect to the same asset.

For intangible assets:

v =LY sk, (11.3)

(1+r)z

where EV* is the adjusted economic value;

EV is the economic value as determined using the cost-based method
(lower permissible limit);

7 1is the rate of return applicable between service requests;

z is the number of the intangible asset’s updates before its replacement;

Ky is the intangible asset’s update frequency coefficient.

The social value and the economic value can only be measured within a
single system of coordinates in the form of relative measurements. For this
purpose, we propose acknowledging the empirically estimated significance
of'a shared service alongside the influence of its social value, as determined
by experts, in the form of an industry-specific multiplier, thus refining the
formula (11.1) as follows:

SE service value = Economic value x K Social value (11.4)

In order to determine the social value multiplier, it is necessary to conduct
empirical research, the results of which will be presented in further publica-
tions. This research should be rather social in its nature, since it is intended
to identify the motivation involved in the consumption of any service.
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Fig. 11.1 Conditional SE value estimates. (Source: Developed by 1. Stepnov)

A general representation of value creation is shown in Fig. 11.1; it
includes notional values obtained by using the Monte Carlo method. In
our model, we assume that social value shifts the choice line of collabora-
tive consumption (as shown in Fig. 11.1) rather than generates new value.
This hypothesis is supported by the fact that social choice, once recog-
nised, does not require any economic substantiation, having a linear pat-
tern when choice is available and a non-linear pattern when choice is
shrinking.

Therefore, the models described herein demonstrate that the additional
contribution produced by coordination has a greater influence than eco-
nomic or social choice—a fact that fully correlates with current Big Data
studies.

CONCLUSIONS / RECOMMENDATIONS

The sharing economy has a positive social effect by providing broader
groups of society with access to a number of services that were previously
unavailable to them. The inclusion of value aspects in studying the charac-
teristics of social phenomena enables a better structured approach towards
evaluating the consumer’s choice in collaborative consumption practices.
Having reached the conclusion that the sharing economy develops on the
basis of consumer signals in the form of social approval (or social
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initiative), it is possible to put together a two- or three-stage model for
evaluating the value that it creates: the receipt of a signal from a social
community (an initiative or testing), the formation of a business model,
and evaluation as to whether shared use by end consumers is beneficial
(the lower limit). Such a model shows that digital platforms act as a facili-
tating element in the sharing economy by enabling prompt action upon
consumer signals and supporting the scalability of services offered.
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CHAPTER 12

Change of Tax Policy Model as a Base
for Innovation Development While
Transferring from the Pre-industrial

to the Industrial Society

Anna Shashkova and Michel Verlaine

INTRODUCTION

Tax policy and the choice of a common approach to taxation are among
the most important issues in the formulation of tax legislation and the
modern tax system, and ultimately the revenue side of the budget.
Professor V.A. Kashin identifies several approaches to the study of issues
of taxes and tax relations: “fiscal administrative law, criminal accusation,
political, socio-economic and sociological approaches” (Kashin 2009).
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The fiscal administrative law approach prevails in the Russian Federation.
The criminal accusation approach means that according to the norms of
the current Tax Code of the Russian Federation, any citizen or business-
man can be accused of violating tax laws. All official comments and expla-
nations in the Tax Code of the Russian Federation are built on the criminal
accusation approach. The political approach is not developed in the
Russian Federation and its influence is minimal. The socio-economic
approach is developed by individual authors, though the official science
does not recognize it (Etudaiyae-Muhtar et al. 2017). The sociological
approach is known in its vulgar version as polls of taxpayers “satisfied” and
“dissatisfied” with the payment of taxes (Yin and Wang 2018).

The present chapter adheres to the invisible political approach and the
socio-economic approach leading to innovational development and for-
gotten in the official science. The author considers how the general
approach to taxation changed with the transition from a pre-industrial to
industrial society and what changes took place in countries where this
transition happened a century later than in Europe and America.

METHODOLOGY

The subject of the study is based on the regulatory legal acts of the Russian
Federation and Vietnam. The legal basis of the research is in the norms of
constitutional, financial, administrative, and civil law, including the
Constitution of the Russian Federation, the Budget Code of the Russian
Federation, the Tax Code of the Russian Federation, the Civil Code of the
Russian Federation, federal laws of the Russian Federation, regulations of
the Russian Federation, regulatory legal acts of the Ministry of Finance of
the Russian Federation, acts of other ministries and departments, as well
as regulatory public contracts and others. The legal bases of the research
is represented as well by decrees of the government of Vietnam, Vietnam’s
National Assembly laws, acts of the Ministry of Planning and Investment
of Vietnam, acts of the Plenum of the Central Committee of the
Communist Party of Vietnam.

The theoretical basis of the research represents the scientific works of
domestic legal scholars in the field of financial law, constitutional, admin-
istrative, civil, and international law, as well as the theory of the state and
the law, scientific and educational publications on public corporations, and
law enforcement practice materials. The sources of the research were stud-
ied in the archives of the State Library of the Russian Federation, OECD
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library, Law Library of Congress, funds of the National Library of the
Russian Federation, scientific library of the Moscow State University, and
the President Library.

The following general scientific methods represent the methodological
ground of the present research: analysis, synthesis, abstraction, and gener-
alization (Alekseeva and Lebedeva 2016). The research also uses a number
of particular scientific methods: historical-legal, system-functional, formal
logical, and statistical. The present research uses sectoral legal methods,
such as the formal legal method, complex method, and doctrinal compara-
tive legal method.

REsuULTS

The Concept of Pre-industrial Society. Transfer
to Industrial Society

A pre-industrial or traditional society is the process of direct interaction
between a human being and nature. A human being relies on his physical
strength (Marx 1844). At the same time, labor productivity in agriculture
is low and does not give an opportunity to free up workers for other sec-
tors of social production. A pre-industrial society is a system of a closed
economy, a subsistence economy, which practically does not use machin-
ery. Here, the internal needs of society are satisfied, and the conditions of
the economy are produced on the farm itself. Such conditions of the econ-
omy are reproduced and reimbursed directly from its gross product. In
pre-industrial societies, up to 70% of the created product is redistributed.

The transition from a pre-industrial to industrial society leads to a
change in economic interaction within society: the development of
commodity-money relations grows, money begins to play a decisive role as
a common equivalent of values, barter transactions are supplanted, and
market operations receive a wide scope. The borders of states expand by
colonial wars, and the possibilities for investment in unexplored regions
increase, and trade becomes legally protected and ordered.

The basis of an industrial society is private property: this is a sacred and
inalienable right. At this particular stage, both private and state monopo-
lies are formed, industrial and banking capital merges, and a world market
emerges (Golesorkhi et al. 2019). The struggle of the main economic
classes (the proletariat and the bourgeoisie) among themselves reaches its
peak (Schumpeter 2008).
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Transfer of the Tax System on the Bovder of Pre-industvial/
Industrial Society

With the transition from a pre-industrial society to an industrial one, the
approach to taxation is changing in a key way. Land rent was considered as
a source of taxes in a pre-industrial society. The emphasis is now shifted to
profits and wages in an industrial society. The emphasis on wage taxes
shifted to entrepreneur profits. The ground for the transition to a newly
formed industrial approach to taxation was prepared by the works of Adam
Smith, The Wealth of Nations, and the work of his follower David Ricardo,
On the Principles of Political Economy and Taxation.

A new theory of taxes emerged. Such theory relied on the following
formula: all taxes are paid out of the final result from the capitalist’s profits
and only some out of the land rent. The latter form of taxes is insignifi-
cant. Such a theory of taxation made it possible to justify all taxes, putting
emphasis only on taxes directly falling on entrepreneurs.

The transition to an industrial society opened up opportunities for the
rapid development of tax systems and the intrusion of taxation in all
aspects of life. The value-added tax (VAT) is the peak of the development
of the financial thought of an industrial society (Janzhul 2002). The VAT
is levied at all stages of production with tax accounting for almost all oper-
ations. The VAT could not appear in a pre-industrial society that would
never agree with “all-pervading” taxes. The socio-economic rationale for
VAT began to take shape only by the 1930s, when the state turned from a
property guarantor into a force ensuring the production process. The idea
that the state provides, among other things, private production factors,
through education, science, infrastructure construction, and so on, has
taken root in the public consciousness.

Even though the fundamental works and ideological shifts that served
as the basis for the transition from a pre-industrial to industrial society
belong to the nineteenth to early twentieth century, the transition from
the pre-industrial model to the industrial model in some countries took
place at the edge of the twentieth and twenty-first centuries. That hap-
pened a century later than in the majority of the countries of the world. It
is logical that the transition from a pre-industrial to industrial society dif-
fers in this case of a modern economic system from what it looked a hun-
dred years ago (Shashkova et al. 2019). The field of taxation is not an
exemption.
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The socio-economic and ideological context of the transition from a
pre-industrial to industrial society has changed (Galbraith 2007). First,
the idea of encouraging foreign investment appeared and spread. At first,
the state used a pre-industrial approach in attracting foreign investments:
non-interference in the activities of companies. And only at the moment
when foreign capital forced the industrialization of a specific sector of the
economy did the state restructure relations with corporations with foreign
capital and introduced enhanced control with “pervasive” taxation. That
means that the state moves to a completely modern industrial approach:
reducing tax rates but increasing control. Secondly, the preparation of
public opinion for the introduction of diverse and “pervasive” taxes is car-
ried out differently: there is no need for long work with public opinion or
theoretical studies on economics. It is quite enough to refer to the devel-
oped economies of the world. Thirdly, in the arsenal of the modern state,
there are all the tools of financial technology, tax equipment, and methods
of collecting a variety of taxes (Kudryashova 2015).

Vietnam as an Example of Tax Transfer Modern System

An example of such a late transition and symbiosis of different systems is a
modern economic system of Vietnam. In fact, this country combines three
societies at once: pre-industrial, industrial, and post-industrial. In the pres-
ent study, pre-industrial and industrial societies are researched.
Nowadays, the state in Vietnam has become a force that creates factors
of production growth: the state invests in personnel training, industrial
and service restructuring, and industrial and export zones. The encour-
agement of foreign investment is traced in Vietnam. Such an element rep-
resents the modern transition to an industrial society. Vietnam creates
favorable conditions for interaction between the state and corporations: it
is allowed to open enterprises with 100% foreign capital. On the one hand,
the interaction between the state of Vietnam and corporations is based on
the principles of private international law, which are known to foreign
investors. On the other hand, Vietnam has socialist legislation, which is in
the process of moving from administrative-command to market relations.
It was only in the mid-1990s that the state recognized the possibility of
owning private property (Pond 2018). Nowadays, enterprises owned by
foreign capital account for 70% of the total exports of the state. Thus, a
policy of rapid industrial growth was laid. At the same time, the state
agreed with the low-income level of the population: about $1.5 a day per
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person in the mid-90s. Such a situation was one of the most important
conditions for accelerated industrialization. Here one can observe the
policy of non-interference or minimal state intervention in the activities of
corporations, which is a characteristic of the pre-industrial society.

Vietnam attracts foreign capital by different types of business participa-
tion in the Vietnam market: joint ventures, business cooperation contract,
BOT (build-operate-transfer), BT (build-transfer), BTO (build-transfer-
operate) contracts, or 100% foreign participation in the economy of the
country. A foreign joint venture is understood as an economic entity with,
at least, one foreign company partner. A business cooperation contract is
regulated by the Law on Investment of the year 2005 and is a form of
cooperation agreement between investors, including at least, one domes-
tic (Vietnamese) partner. The government of Vietnam encourages the
execution of BOT, BTO, and BT projects on such infrastructure facilities
as roads, bridges, tunnels, railways and tramways, airports, seaports, river
ports and ferry landings; water plants, water drainage systems, wastewater
and waste treatment systems; and power plants and power transmission
lines. Under a BTO contract, investors are given the right to operate the
infrastructure facility within a certain period after transferring the built
infrastructure facility to the state of Vietnam. For a BT contract, on com-
pleting the construction of the infrastructure facility, investors will transfer
such facility to the state and the state will facilitate implementation of
other projects by the investor in order to recover the investment capital
and earn profit or the state will make payments to the investor under the
agreement in the BT contract. A BOT contract means a contract signed
between competent state authorities and investors to build and operate an
infrastructure facility within a certain period. At the expiry of such time,
the investors will transfer such facility to the state without compensation.
According to the law of Vietnam, foreign investors can establish a 100%
foreign-owned limited liability company, but not in all business sectors.
Foreigners can own up to 100% capital of an enterprise, except for the fol-
lowing cases: if in Vietnam’s World Trade Organization’s (WTO)
Commitment, it states a maximum proportion of capital that foreign
investors can own or it concerns specific cases regulated in the Law on
Securities and relevant regulations (Table 12.1).

In Vietnam, pre-industrial sectors remain. Due to the special economic
importance for the state, traditional types of agricultural production have
to get subsidies (Table 12.2). The state compensates rice farmers up to
70% of their costs in fertilizers and pesticides, and pays compensation to



12 CHANGE OF TAX POLICY MODEL AS A BASE FOR INNOVATION... 143

Table 12.1 Forms of foreign capital ventures in Vietnam by October 2018

Form of investment Number of Total registered investment capital (million
projects USD)
1 Joint venture 3957 74,499,067
2 Cooperation contract 241 6,011,651
3 BOT, BT, BTO 18 14,221,238
contract
4 100% foreign capital 22,430 239,320,256
Total 26,646 334,052,211

Source: Elaborated by author based on information of the Ministry of Planning and Investment of
Vietnam. URL: http://www.mpi.gov.vn

Table 12.2 Foreign direct investment of Vietnam by sectors as of October 2018

Sector Number of  Total vegistered investment
projects capital (million USD)

1 Processing, manufacturing industries 13,026 190,844,285

2 Real estate activities 740 57,361,912

3 Manufacture and distribution of 115 22,790,532
clectricity, gas, air conditionals

4 Accommodation and eating services 714 11,969,965

5  Construction 1559 10,081,675

6  Wholesale and retail; repairing 3278 6,885,749
automobiles, motorcycles, motorbikes

7  Mining 109 4,905,922

8  Warchouse transportation 717 4,866,207

9  Education and training 437 4,324 861

10 Art and entertainment 131 3,398,818

11 Agriculture, forestry, and fishery 493 3,389,290

12 Informatics and communications 1832 3,370,136

13 Professional, scientific, and 2712 3,002,058
technological activities

14 Water supply and waste treatment 71 2,630,213

15 Medical and social work activities 140 1,971,809

16 Financial, banking, insurance activities 377 890,722

17 Other activities 133 715,224

18 Administrative activities and supporting 57 644,893
services

19 Houschold’s chores employment 5 7940
activities

Total 26,646 334,052,211

Source: Elaborated by author based on information of the Ministry of Planning and Investment of
Vietnam. URL: http://www.mpi.gov.vn
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farmers growing “wet” rice for $25 per hectare per year. Future plans of
Vietnam concern modernizing these areas of production.

In March 2010, the 12th Plenum of the Central Committee of the
Communist Party of Vietnam was held in Hanoi. A number of documents
determining the further economic development of the state were dis-
cussed there. One of these documents is the Strategy of Social and
Economic Development of the Socialist Republic of Vietnam for the years
2011-2020. As a strategic task, Vietnam plans to fully transform the coun-
try into an industrial state, thereby eliminating those pre-industrial roots
that exist in the country today. The core issues are industry programs for
the development of energy, processing, and the mining industry. At the
same time, the service sector is developing: air and sea transport, tourism,
communications, information technology, and medicine. The country
adopted the Comprehensive Plan for the Development of Tourism in
Vietnam for the period up to 2020 and the period up to 2030. The strat-
egy of socio-economic development assumes to bring the share of indus-
try and services in the structure of GDP up to 85%.

The state is restructuring and simplifying the current tax system. In
2010 the corporate tax rate and value-added tax rate were reduced, and
the income tax on profit from the transfer of land use rights was elimi-
nated. In 2011 the state decreased the corporate tax rate again, and in
2014, it increased the employers’ social insurance premium rate (Huang
2018). In 2015 it reduced the corporate tax rate again.

In the 2000s, a discussion about the effectiveness of policies to attract
foreign investment began in Vietnam. Such a discussion was typical for the
entire Asia-Pacific region in the early 2000s and continues till today. The
adoption of some new key documents was the result of the Vietnamese
discussion on the most effective policy to attract foreign direct investment
in the country (Le 2017). One of the most important provisions of the
new course was the adoption on 26 November 2014 of the New Investment
Law and the Enterprise Law, which entered into force on 1 July 2015. It
significantly liberalized the activities of foreign companies in Vietnam. At
the same time, in Vietnam, one can note a policy to tighten the regulation
of the work of foreign corporations and strengthen control, including in
the tax sphere (Table 12.3). Such changes are implemented simultane-
ously with the liberalization of the investment activities of foreign compa-
nies (Aksenova 2016).
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Table 12.3 Vietnam foreign direct investment brief as of October 2018

Index Unit First 9 months  First 9 months  Compare to the
of 2017 of 2018 same period
1 Realized capital Million 12,500 13,250 106.0%
USD
2 Registered capital Million 25,483.,56 25,372,995 99.6%
USD
2.1 Newly registered Million 14,560,51 14,124.,54 97.0%
capital USD
2.2 Additionally registered Million 6754,69 554420 82.1%
USD
2.3 Contributed and Million 4168,37 5704,21 136.8%
shares purchased USD
capital
3 Number of projects
3.1 Newly granted Projects 1844 2182 118.3%
3.2 Raise capital Times of 878 841 95.8%
projects
3.3 Contributed and Times of 3742 5275 141.0%
shares purchased projects
capital
4  Export
4.1 Export (excluding Million 111,547 127,838 114.6%
crude oil) USD
4.2 Export (including Million 109,335 126,170 115.4%
crude oil) USD
5  Import Million 93,079 104,184 111.9%
USD

Source: Elaborated by author based on information of the Ministry of Planning and Investment of
Vietnam. URL: http://www.mpi.gov.vn

CONCLUSIONS

As the research shows, many trends in tax policy are becoming clearer in
the context of advances in society and in line with general political and
social processes of a modern economic system. The transition from a pre-
industrial to industrial society has brought global changes in taxation, and
one can observe this transition in a number of countries nowadays. Such
transition is characterized with a new qualitative level. The concept of
transition to an industrial tax policy model has changed, as was shown by
the example of innovational development of a modern economic system of
Vietnam. There are quite a few studies in scientific periodicals that place
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particular phenomena of politics, law, and economics in the global socio-
political context; however, such studies undoubtedly provide a more com-
plete picture and reveal the meaning of new realities.
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CHAPTER 13

Civil Liability Concept Transition in
Post-Industrial Countries

Yuri Monastyrsky

INTRODUCTION

This work is aimed at tracing the changes in the theoretical concept of the
legal regulation of relations when dealing with the repayment of losses,
corresponding to the modern conditions of the post-industrial society of
Russia. This could help us to clarify the methodological basis for improv-
ing the norms and practices of their application, protecting the rights and
legitimate interests of participants in these legal relations.

METHODOLOGY

The methodological basis of the research included both private scientific
(special legal, comparative-legal, historical ) and general scientific (problem-
theoretical, teleological, systemic) methods of analysis. The problem-
theoretical approach is applied when studying fundamental issues. The
specific scientific method of comparative-legal analysis is used to highlight
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the peculiarities of various claims for losses and foreign regulation. The
historical method was used for analysing the continuity of views on the
conditions for the declaration and consideration of claims for losses in
Russia’s pre-revolutionary, Soviet, post-Soviet, and post-industrial periods.
The main trends in the development of the ideology of compensation for
losses and liability, alongside other aspects under discussion, as reflected in
domestic and foreign studies, were approached using the methods of prob-
lem-theoretical and systemic analysis. The teleological method contributed
to the establishment of current and future regulatory goals. General logical
methods (abstraction, analysis, synthesis, analogy, generalization, etc.)
were used for studying and comprehending specific legal issues.

REsuULTS

Summarizing the existing knowledge, this chapter made it possible to for-
mulate a concept for the legal regulation of relations for protecting legal
rights, and, in particular, loss indemnity. It has significant scientific and
practical importance. Our findings could form the basis for further doctri-
nal research in this field within the framework of creating a modern Russian
theory of loss reimbursement and so on. This will contribute to improving
scientific ideas about the legal nature of the recovery of damages and a
better understanding of the specific character of this important legal rem-
edy, and establish its universal relevance and unlocking its potential.

The Origin of the Loss Theory

In Russian historical legal documents, property liability for any “insult”
was sanctioned in the form of fines. In the nineteenth century, prominent
Russian civil lawyers, who worked at leading Russian universities, worked
at developing the general legal principles of damages, to make such laws
more mature and sophisticated (Belyackin 2005). The starting point for
writing conceptual works was primarily the research of German civil law
theory and the legislative process, firstly in German states and later in a
united Germany.

In the second half of the nineteenth century, industrial development
provoked an increase in political demands in the case of harm especially
personal injuries; thus, there were not so many claims based on these arti-
cles. The Governing Senate (Russian supreme judicial authority) heard up
to several hundred cases per year. Of those, in 1871, only approximately
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10% of claims were for compensation, whereas in 1910, such claims con-
stituted approximately one-third of cases. They arose both from tort and
from domestic and small-scale transactions.

The doctrine of losses did not exist at that time, and moreover, review-
ers of the Senate’s decisions sometimes directly referred to the works of
top German legal experts and to the achievements of the German legisla-
tors (Zmirlov 1908).

Thus, we can see that the theory of losses itself only appeared at the
beginning of the twentieth century. Since then, it has become possible to
compare legal experts’ viewpoints on the problem under consideration.
Their works influenced how the relevant formulations of the Civil Law of
the Russian Empire were drafted, although this was not adopted due to
World War I. For the first time, civil responsibility for guilt was established.

German legal experts’ legislative activity came to the following conclu-
sion: no one has the right to realize their subjective intention for the sole
purpose of harming another person.

As for the regulation of both tort and contracts, their non-fulfilment
subsequently resulted in the single normalization, as established by Article
684 of the reprinted collection of legislation of the Russian Empire “on
compensation for harm and losses resulting from acts not recognized as
crimes and misconduct”. This was particularly significant, as it included
the conditions of exemption from liability—*“the requirements of the law
or government”, personal defence (defensio propria), or an unavoidable
circumstance. Although this Article was initially intended mainly for cases
causing various property damage and harm outside of transactions, it
began to be applied to contractual losses, along with Article 574:
“Everyone has the right, in cases of non-performance under contracts and
obligations, as well as in cases of grievances, damages and losses, to seek
satisfaction and compensation through the court”. In general, the legisla-
tive base was limited to this.

A necessary condition of liability in Soviet civil law was unlawfulness
(wbicunque est injuria ibi damnum sequitur) (Alekseev 1959). Since a viola-
tion of obligations was recognized as the criterion of judicial response in the
pre-revolutionary civil tradition, cases whenever a person does not receive
or is deprived of what they can claim on the basis of participation in the
relations within the scope of the rule of law had to be taken into account.

First of all; because of the planned economy, there was not the eco-
nomic basis upon which such laws could be established; the division into
positive damage and lost profits, in relations between organizations, was
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not possible. In the socialist system, the enterprise could not have such an
indicator as “lost profit”, if only because the organization’s income was
not a market but an accounting unit. The main task of business entities
was to fit into the plan for the fiscal period. Failure of the boundary part-
ner to fulfil their obligation (e.g. to supply high-quality raw materials)
could lead to the following consequences: firstly, to the non-receipt of the
total planned income; secondly, to the loss or reduction of excess profits;
and finally, to direct damage to property, its reduction, impairment and so
on. However, it was difficult to judge to what kind of losses a specific vio-
lation led to. Therefore, sometimes, if actions were not executed without
harm to the aggregate national output, no measures were taken. If the
violation affected the amount of planned income, the difference (dzfferen-
tin est requisita) was collected. As mentioned previously, if it reduced super
profits, there would have been no measures taken. This practice did not
contribute to the theory of losses’ development.

The normative category of losses in the well-known Decree of the
Council of Ministers of the USSR of July 25, 1988 no. 888—“On approval
of the provision for the supply of industrial products, the provision for the
supply of consumer goods and the basic conditions for regulating contrac-
tual relations in the implementation of export-import operations”—is
very indicative. The Soviet era was drawing to its end, and the way in
which the issues of lost revenue were regulated in this document (para-
graphs 74 and 65 of the first two provisions, respectively) shows that the
institution of losses in the USSR had not been introduced properly. For
example, as is noted previously, they could be determined in advance.

Legal Nature of Claims for Property Liability

In Russian courts, there used to be a negligible amount of loss cases,
although the main task of law in general—legal regulation, judicial activity,
and law enforcement agencies—is to bring cases to prosecution.
Amendments to the Russian Civil Code, dated March 8, 2015, removed
the main procedural obstacle for claims for damages, which once arose in
the bowels of judicial lawmaking and consisted of the need for plaintifts to
adhere to the principle of adversariality to prove the exact amount of dam-
ages (Iotfe 1975). This disciplinary canon was dictated by the then-cur-
rent legal ideology of the Soviet Union. The legislator ordered courts in
paragraph 5 of Article 393 of the Civil Code to positively decide on the
damages awarded, even if it is difficult or impossible to calculate them.
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However, another fundamental difficulty for using this remedy is the
understanding that the claim for damage and loss of profit is always a
request for sanctions.

In case of non-contractual harm, its perpetrator is bound by an obliga-
tion not to compensate for losses but to eliminate the consequences of
this harm. The postulate of the continental legal system is the following;:
first comes natural restoration, and only then can a monetary replacement
be provided, as stated in Article 1082 of the Russian Civil Code. By virtue
of regulation, an ex officio court may invoke the cause to be liable instead
of natural enforcement. It is important to note that the restoration in
kind implies fulfilling the obligation, while compensating for the losses
due to regulation is the responsibility for guilty behaviour, for the assigned
risk from a source of increased danger, or for conducting business
operations.

Commentators sometimes argue that the moment of harm creates such
an obligation (Shepel’ 2006), and if it is not executed voluntarily, only
then should a sanction (which does not arise immediately due to obvious
malicious behaviour) follow. This is a peculiar feature of Russian regulation.

Responsibility occurs at the moment of violating the subject’s rights. In
the contractual area, it is related to the property expectations of the par-
ticipants of legal relations. In the case of tort, the violation does not occur
in the field of agreements, but because of the damage that has to be suf-
fered not by the victim.

The main condition of loss is the presence of guilt. An exceptionally
subjective understanding of intent and negligence needed to change, and
this happened in 1994 when Article 401 was introduced into the Civil
Code of the Russian Federation, linking guilt with the lack of a proper
degree of care and caution in taking measures for the proper fulfilment of
obligations “required ... by the nature of the obligation and the terms of
the turnover”. However, it was introduced only in the section on obliga-
tions, not next to the concept of good faith (Articles 1, 10 of the Russian
Civil Code). The following conclusions suggest themselves: the subjectiv-
ity of guilt was left behind only when dealing with contracts or torts, but
it does not apply to non-contractual duties, and when dealing with intel-
lectual property, it applies to both contractual and non-contractual rela-
tions. It sounds paradoxical, but it is logical. When dealing with the
unauthorized use of someone else’s intellectual property or when obsta-
cles to ownership are created, the compensation of losses does not arise
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from obligatory relations, but from other property relations, and in these
cases, Section III of the Russian Civil Code should not apply.

EU Loss Compensation Approaches

The EU’s Model Regulations of 2002 and 2009, adopted for the purpose
of formulating the legislation of European countries, contain more flexible
approaches to compensation of losses than in domestic legislation, its pri-
ority being a remedy. When dealing with delayed monetary obligations
and violation of personal rights, the provisions of these documents imply
a stricter liability than the “pure economic losses”.

In Europe, unified acts have been adopted to implement the principles
of European contractual law and the Principles of European Tort Law
(PETL) in domestic legislation. These are considered the best documents,
as well as the most recent, which include the greatest achievements of legal
thought. The Framework or the Model Rules of European Private Law
(DCFR) was adopted as a guideline in 2009. Except for non-contractual
liability chapter this document is not perfect from the point of view of
losses, but is nevertheless worthy of attention.

These acts are a compromise between the established views of common
law and the decisions of the Romano-German or continental legislation.
They contain a set of approaches which is useful primarily for Russian
theorists.

In Russian law, guilt is an indispensable condition for imposing sanc-
tions if something is damaged or a contract is not executed. Russian entre-
preneurs are obliged to cover losses regardless of their dolus or culpa;
indeed, their liability is even stricter than in Europe. Those who are aimed
at profit-making do not pay losses only due to circumstances not under
control—these should be extraordinary according to the prevailing point
of view, and thus even if the phenomenon cannot be defined as rare
(although harm cannot be prevented by any measures), the entrepreneur
should compensate the missing profit. For example, a strike may be unpre-
ventable, but it cannot be called an “extraordinary event”. Europeans are
exempt under a much wider range of circumstances that are merely
“beyond the control of the debtor” and—it is important to underline
this—they could not anticipate them. This category is most likely to
include: power outage, currency exchange rate collapse, and, especially,
unexpected actions by third parties. Meanwhile, this formula also gives
room for the discretion of the court in each individual case.



13 CIVIL LIABILITY CONCEPT TRANSITION IN POST-INDUSTRIAL COUNTRIES 155

However, a completely different approach was adopted in the Old
World—the cradle of jurisprudence—in awarding damages due to tort.
The main reason for this is guilt, hazardous activity (PETL), whatever it
may be (Art. 1: 101. (2) PETL).

When regulating tort and contracts, one can see the English influence
in prioritising awarding payments before the compulsory fulfilment of an
obligation (Burrows 2007). At the same time, we have identified a num-
ber of fundamental approaches in this regard. In European law, tort does
not give rise to obligations. This term is missing in PETL, but the cor-
responding legal relationship is declared when causing harm not to prop-
erty and personality, as we have seen previously, but to interest. Hence,
an important consequence emerges: damage correction, repair, replace-
ment, or restoration of things can be a substitute rather than a priority
remedy. Article 10: 104 of PETL states that, instead of damages, restora-
tion may be required by the affected party to the extent that it “is possible
and not burdensome for the other side” (Art. 10: 104. PETL). It can
readily be understood that, because of the quoted legal provision, whether
in the past or the present, and well into the future, potential claims for
restoration in kind are conceivably quite rare.

The preference for monetary performance in contractual relations can
be clearly traced as well. Despite the current breach of obligations, a credi-
tor can always recover payments and a good equivalent in the full sense of
the word in the form of interest on short-term unsecured loans at the
location of the creditor (Art. 9: 508 (1) PECL).

Thus, greater cost and fulfilment of financial obligations in comparison
with others are supported. To do this, the creditor must adhere to only
two conditions (Art. 9: 508 in conjunction with Art. 9: 101 PECL): not
to enter into a replacement transaction, and to continue to make a prop-
erty provision to the debtor. However, there is a wide discretion within
the courts as to whether such a performance by the creditor has become
unreasonable (Art. 9: 101 (2) PECL).

In European law, it is not always possible to require in-kind perfor-
mance under a contract according to the all the documents provided: it is
impossible to be obtained from another source, it has become burden-
some for the debtor, it has not been announced promptly and so on. (Art.
9: 508 (1) PECL). The institution of losses, its universality, its effective-
ness, all are affected by the monetary obligation regime. It is enforced if
the creditor has fulfilled their part, with the addition of the rate on the
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short-term loan (Art. 9:508 (1) PECL), while the implementation of the
non-monetary claim occurs with reservations.

The European concept introduced a significant weakening of the fun-
damental principle of pacta sunt servanda (treaties must be respected)
through a revolutionary revision of the institution of withdrawal from the
treaty (Karapetov 2007). Continental national law means that assessment
of whether the current deviation from execution was fatal or incurable,
and whether it could be terminated upon request or not, is solely left to
the prerogative of the court.

It must be said that European regulation has incorporated the decisions
and institutions of the Anglo-Saxon legal system (Benjamin 1960), and we
are not trying to judge whether this is good or bad; the usual tools have
been radically transformed into some hybrid means that are already tested
by the legal system, in which the precedent predominates in its diverse
interpretation by practising lawyers, judges, lawyers.

Rethinking the Role of Losses Institute

The potential of this universal legal instrument is not fully realised by law
enforcement agencies for a number of reasons. At first glance, the institu-
tion of losses can be considered unconventional for the domestic legal
system. The restoration function of civil law is understood in its frame-
work, first and foremost, as the performance of what is due in kind: that
is, in the form in which it arose due to legal facts.

However, the obligation ignored by the defendant is often no longer of
significant value to the victim in a dynamic legal and commercial environ-
ment in the post-industrial era. For these cases, only monetary satisfaction
is appropriate as the only acceptable way to compensate for lost property
or to replace non-received material goods.

The essence of economic turnover is that compensation for losses
objectively becomes the main means of protecting subjective civil rights.
At the same time, the dispute settlement bodies cannot cope with its use
and, in some cases, cither refuse to sue or, as mentioned, reduce the num-
ber of requested amounts for various reasons.

Wrongfulness is not a necessary basis for imposing the burden of loss.
Such consequences may arise from both the accepted risk and the direct
legal establishment. The logic of the economic turnover regulation has
already allowed liability in contractual relations without fault and unlaw-
fulness, when a causal relationship determines the number of reimbursable
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losses of the principal, the customer with the permitted withdrawal from
the contract of their counterparties, the attorney and the service provider
(paragraph 3, Article 978, paragraph 2, Article 782 of the Civil Code of
the Russian Federation, etc.). Nowadays, it is necessary to proceed from a
generalization of liability without unlawfulness, following the de lege lata
legislative establishment, long known from the norms of the Russian Air
Code on compensation for the loss of baggage by an air carrier (n. 3 of
Art. 118). In accordance with paragraph 1, part 3, Article 1064 of the
Russian Civil Code, compensation for harm, and even losses (Article
1082) arising from lawful acts, may be separately provided for in the leg-
islation. This norm, however, was included in Chapter 59 on tort. In this
regard, it makes sense to supplement Article 15 of the Russian Civil Code
with the clause on the compensability of losses from lawful actions by vir-
tue of the normative direction of the law.

Guilt is increasingly becoming not so much a liability condition as a
significant determinant of the amount of damages claimed, including but
not limited to the commercial sphere. In case of solidarity of the debtors,
joint harm and negligence of the creditor, the amount of losses depends
on the degree of the defendants’ fault. In this case, a literal understanding
of this phrase as three types of guilt—intent, mild and gross negligence—
makes it difficult to identify the true legal influence of this important legal
category to establish the amount of losses, the factor of which is the degree
of guilty infliction. It happens to depend on the persons involved in their
joint intent or carelessness, including the sphere of entrepreneurial
relations.

The classification of losses in the form of real damage or lost profits,
including in the amount not less than the income of the offender (para-
graph 2, part 2, Article 15 of the Russian Civil Code), is supplemented by
the cost of measures and preparations (part 4, Article 393 of the Civil
Code), but this is not exhaustive, since it does not include other results of
harm, the spread of false information and the like. Compared to different
works on civil law, the definition by Pobedonostsev—“Any deterioration,
decrease of values and forces, any damage on property is a loss”
(Pobedonostsev 1896)—is the most relevant. The formula adopted by the
courts allows for the absence of consequences if there has been an offence,
but there is no real damage or loss of profit. The courts do not include
future costs as a significant form of loss (part 2, Article 15 of the
Civil Code).
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In cases of loss recovery, all legal provisions on the obligations of
Sections IIT and IV of the Russian Civil Code—which, as a result of
increasing detail, no longer apply to the circumstances of the losses—are
not applicable. Claims for the imposition of their burden are taken with-
out evidence of a reminder of the need to repay them, as these are obliga-
tions that do not have a period of performance (paragraph 2, Article 314
of the Civil Code of the Russian Federation). Thus, if these are obliga-
tions, then all of them—without expiration of the execution time—are
unaffected by the limitation period; this was not what was meant by the
legislator and the developers of the Russian Civil Code. Rules—such as
Chapter 22, Article 310, 311, 313, 315 and 328, and other rules from
other chapters of Section III, Subsection 1 of the Civil Code—are incom-
patible with the recovery of damages. However, it is advisable to include a
reference norm to Chapter 24 (Replacement of persons in obligations) on
application to claims for losses in the general provisions of the Russian
Civil Code.

CONCLUSIONS

The main feature of the civil liability’s evolution is the changing ratio of
losses’ recovery and forfeit payment. At first, its variety (a fine) implied
responsibility, but was charged only for guilt. The institution of losses
began to increasingly replace fines and later spread to an innocent viola-
tion of rights. The forfeit in entrepreneurial relations began to perform
the same function in the post-Soviet era, and by its legal nature, it
approached the substitute for losses, and finally, in the post-industrial
period of development, a request for property liability without fault and
unlawfulness