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Tutkimuksen tarkoitus

Tämän tutkimuksen tarkoitus oli selvittää, miksi ulkomaiset yritykset ovat 
investoineet metsäteollisuuteen Viipurin piirissä sekä mitkä ovat olleet suurimmat 
esteet investoinneille. Metsäteollisuus valittiin tutkimuksen kohteeksi, koska se on 
johtava teollisuuden ala Viipurin piirissä. Tutkimuksessa ei anneta normatiivisia 
investointiohjeita tai suosituksia, vaan tavoitteena oli tutustuttaa suomalaiset 
yritykset Viipurin piirin toimintaympäristöön. Aikaisempien tutkimusten 
perusteella laadittiin teoreettinen viitekehys, jonka pitävyyttä testattiin 
empiirisellä tutkimuksella. Teoreettista viitekehystä täydennettiin empiirisen 
tutkimuksen tulosten pohjalta.

Metodologia

Empiirinen tutkimus toteutettiin tapaustutkimuksen muodossa. Empiirisen 
aineiston perustan muodostivat haastattelut, jotka kerättiin kolmesta ulkomaisesta 
yrityksestä, jotka olivat kaikki investoineet Svetogorskin sellu- ja 
paperitehtaaseen. Haastattelujen lisäksi hyödynnettiin yritysten dokumentteja sekä 
kenttätutkimusvaiheessa tehtyjä omia havaintoja.

Tulokset

Sekä aikaisemman kirjallisuuden että empiirisen aineiston pohjalta havaittiin 
tärkeimpien investointimotiivien liittyvän markkinatekijöihin. Markkinoiden 
kasvupotentiaali, tyydyttymätön kysyntä sekä kilpailutilanne erottuivat selvästi 
tärkeimpinä motiiveina. Myös Venäjän metsävarannot tuntuvat houkuttelevan 
ulkomaisia investoijia. Suurimmat esteet puolestaan johtuvat institutionaalisista 
tekijöistä. Maan poliittinen epävakaus, riittämätön ja kehittymätön lainsäädäntö 
sekä hallintokoneiston byrokraattisuus koettiin pahimmiksi esteiksi ulkomaisille 
investoinneille. Sen sijaan kukaan haastatelluista ei kokenut järjestäytyneen 
rikollisuuden muodostavan estettä investoinneille.

Avainsanat
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Purpose of the Study

The purpose of this thesis was to explore the reasons why foreign companies 
invest in forest industry in the Vyborg district and what are the biggest barriers 
inhibiting investments. The forest industry was chosen as the research target 
because it is the leading branch of industry in the district. The objective was to 
familiarize Finnish companies with the operation environment in the Vyborg 
district, not to give normative recommendations on whether to invest in the 
district or not. First, theoretical framework was developed on the basis of previous 
studies in the area. Second, it was tested by conducting an empirical research and 
complemented on the basis of the results.

Methodology

The empirical research was conducted in the form of a multiple case study. 
Investment motives and perceived barriers to investments of three case companies 
were examined. All these three companies had invested in the Svetogorsk pulp 
and paper mill, i.e. they had the same investment target. The main sources of 
evidence in this study were interviews, documents and personal observations.

Findings

On the basis of both previous studies as well as the empirical evidence, the most 
essential investment motives were found to be market related, i.e. the growth 
potential of the market, unsatisfied demand as well as the competitive situation in 
the market were the dominant motives. Also the forest resources could be 
identified as a motivating factor. The greatest barriers, on their part, arise from 
institutional factors. Political instability of the country, inadequate legislation and 
bureaucracy were seen as the biggest obstacles for FDIs. Surprisingly, organized 
crime was not identified as a barrier to FDIs by any of the key informants.
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1 INTRODUCTION

1.1 Background to the Study

Fifty years under the Soviet rule have been devastating for the economy and 

business in the Vyborg district. The infrastructure has badly deteriorated but due 

to the almost catastrophic economic situation in Russia there are no financial 

resources to repair the damages (see Appendix 1 for key economic indicators on 

Russia). Additionally, the nearby city of Saint Petersburg is not too actively 

supporting the development of the surrounding region in order to preserve its own 

importance. Since the domestic sources of finance have been shut down to a great 

extent, many of the Russian regions are now trying to get funding from external 

sources. In addition to relying on international funds that offer financing for 

various purposes, the regions are trying to attract foreign direct investments in 

order to speed up the economic development. This is the case also in the Vyborg 

district. Because of the location near the Finnish border and the pre-World War II 

ties of the region with our country, Finland could be expected to be a natural 
source of investments.

Although cross-border operations between Finland and Russia have increased and 

Finland has become the most important investor country in the border region, the 

total results from the point of view of the Vyborg district are still quite modest. 

Finnish firms have mostly made investments in small service sector operations. 

Manufacturing industry has managed to attract only a few investments from 

Finland, one of the latest being a refrigeration equipment plant by Helkama 

Forste. (Muuttuva Itä-Eurooppa - Uudistuvat markkinat 4/1998)

There are many reasons why Finnish firms have been so careful in their 

operations in the Finnish-Russian border region as well as in Russia in general.
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First of all, companies are aware of the many problems related to doing business 

in Russia, e.g. continuously changing legislation, economic and political 

instability as well as organized crime. Secondly, the lack of accurate information 

on the border region, misperceptions and prejudices have further decreased the 

interest of Finnish firms to enter the region. (Liuhto 1993) Most of the companies 

have difficulties in overcoming these problems and finding the keys for successful 

business relationships on the Russian side of the border.

In order to increase the knowledge of Finnish firms on the border region it is 

important to conduct objective studies in the area. The University of Joensuu has 

concentrated on the situation in the Republic of Karelia while the University of 

Lapland is studying the Murmansk region. Furthermore, there are several Finnish 

universities conducting studies on the city of Saint Petersburg. However, there are 

only a few studies on the Vyborg district and they have mostly concentrated on 

the town of Vyborg (see Kosonen 1994, 1996 and 1999, Liuhto 1993). The 

surrounding area has been left with very little attention although the interest seems 

to have started to slightly grow during the past two years (see Seppinen 1998, 

Kotilainen 1999). Therefore, the target area of this study is the Vyborg district 

(see map in Appendix 2).

1.2 Purpose of the Study and Research Questions

The purpose of the study is to explore the reasons why foreign companies invest 

in forest industry in the Vyborg district and what are the biggest barriers 

inhibiting investments. The forest industry is chosen as the research target because 

it is the leading branch of industry in the district and also an important employer 

in the area (Muuttuva Itä-Eurooppa - uudistuvat markkinat 4/1998). In addition, 

this branch is in desperate need for investments to modernize the production lines
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but the Russian owners have rarely enough resources to carry out the necessary 

investments. Therefore, foreign direct investments are absolutely vital for the 
development of the forest industry in the district.

Given the above, the research questions of the study are:

• What are the main motives for making a FDI in forest industry in the Vyborg 

district?

• What are the most important barriers to investments in the district?

First, a theoretical framework that answers these questions is built on the basis of 

previous studies in the area. Second, an empirical research in the form of a 

multiple case study is conducted to test the framework. The Svetogorsk pulp and 

paper combine is chosen as the research target since it has received investments 

from three foreign companies. For the purpose, representatives of these 

companies, i.e. two Swedish companies, Tetra Laval and SCA Hygiene Products, 

and one American company, International Paper, are interviewed. Additional 

information is gathered from newspapers that are published in the Vyborg district. 

Based on the empirical results, the theoretical framework is reviewed and 

complemented if necessary.

The author’s intention is not to give normative recommendations on whether the 

Finnish companies should invest in the area or not, but rather to familiarize 

Finnish forest companies with the operation environment in the Vyborg district. 

This objective will be reached by studying the experiences of foreign forest 

companies that have invested in the area. It is assumed that despite different 

nationalities of the companies studied in the empirical part, Finnish companies 

can still learn a lot from their experiences. The study can be of benefit also to 

companies operating in other industrial branches, since many motives for and 

barriers to FDIs are most likely common to all manufacturing industries.
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A brief introduction to the current situation in the Vyborg district and its economy 

is given in the next section.

1.3 Vyborg District

Vyborg district is part of the Finnish Karelia that was ceded to the Soviet Union in 

1944 as a result of the Second World War. Before the war, the city of Vyborg was 

economically, culturally and politically one of the leading towns in Finland. It was 

the second biggest town, with a population of 86 000, and it was also the regional 

center of Eastern Finland. After the cession of territory to the Soviet Union, the 

Finnish population left the area and it was repopulated by Russians. Additionally, 

a new system of regional hierarchy was adopted. Vyborg lost its status as an 

administrative and economic center and it became a smallish frontier town in the 

Russian periphery. Vyborg and its surroundings were considered to be a buffer- 

zone protecting the major core, Leningrad. Investments were curtailed and the 
town was turned into an industrial satellite of Leningrad. (Kosonen 1996)1

Today, the Vyborg district (Vyborgskij raijon) is part of the Leningrad region 

(Leningradskaja oblast) that is surrounding the city of Saint Petersburg. The 

Leningrad region is divided into 23 administrative units of which the Vyborg 

district is one of the largest with a territory of 7421 sq. km. The population of the 

district amounts to 194 000 and it is mostly concentrated on the district’s five 

towns and three settlements. One sign of the stagnation period of the area2 during 

the Soviet regime is the modest growth in population. Currently, the population of

1 The remainder of this section is based on information from three newsletters: Economy of the 

Vyborg District 1997 and 1998, and Muuttuva Itä-Eurooppa - Uudistuvat markkinat (4/1998).

2 Concepts district and area are used synonymously in this study.
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the city of Vyborg numbers 81 200, which is even less than in the prewar period. 

For comparison, the city of Tampere had approximately the same population as 

Vyborg before the Second World War (Kosonen 1996). According to the city’s 

information services, by January 1, 1997, the population of Tampere amounted to 

186 026, i.e. it had more than doubled (www.reg.fi/pirkmaa/tampere.htm, 

19.11.1998).

In 1996 the district adopted the Charter of Self-administration and the bodies of 

municipal self-administration were elected. Additionally, the town of Svetogorsk 

(former Enso) became an independent municipal territory and the county of 

Roschino was given a broadened authority as an experimental territorial unit.

Approximately 4000 local companies have operations in the area, and already 

about 95% of them have been privatized. By January 1 1997, 213 companies had 

received foreign investments. Finland has been the most important investor 

country with a share of 63% of all FDIs. Other outstanding investor countries 

have been Sweden, Germany and Latvia. The amount of investments totaled USD 

150 million at the beginning of 1997. Over a half of the investments have been 

directed at the service sector. Also forest and construction industries, as well as 

health care sector, have managed to attract some investments.

Industry is the leading branch of the district economy and it is also the most 

important employer. The furthest developed branch is forest industry, which is 

based on local raw material resources. The share of forest industry is 70% of the 

total industrial output. Additionally, forest industry contributes to 70% of exports. 

However, the production figures have been declining during the 1990s due to the 

outdated production technology. Lately, the situation has somewhat improved 

along with foreign investments. For example, Tetra Laval and International Paper 

have made considerable investments to modernize the Svetogorsk pulp and paper 

mill (discussed in more detail in Chapter 4). Also the Vyborg pulp and paper mill,
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which is situated in Sovietsky (former Koivisto), has had foreign majority owners. 

Nevertheless, investments have not followed and operations have not been 

developed as the new owners and the employees have not managed to reach 

agreement about the payment of wage arrears and other liabilities.

The location of the Vyborg district by the border of Finland has had a great 

impact on its economy. One sign of Vyborg’s position as one of the most 

important transitory points in Northwestern Russia, is the relatively large number 

of companies dealing with foreign trade. By January 1998 the number totaled 

already 1130, i.e. more than one fourth of the companies were involved in foreign 

trade. It seems justified to argue that foreign trade is absolutely vital for the 

development of the district’s economy. A remarkable share of foreign trade is 

conducted with Finland but trade relations have been established with over 80 

countries. Imports are dominated by foods and agricultural products along with 

machinery and chemical production.

After this brief introductory section, the most important definitions and limitations 

of the study are outlined. As the study proceeds, also more information about the 

Vyborg district will be presented.

1.4 Definitions and Limitations

The key concept of this study is foreign direct investment (FDI). The definition of 

FDI is based on the OECD Detailed Benchmark Definition of Foreign Direct 

Investment (OECD in Beliak and Luostarinen 1994, 7). According to this 

definition, foreign direct investments are long term investments and the investor’s 

purpose is to exert significant influence on the management of the enterprise in
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the foreign country. In other words, all kinds of passive investments, such as 

portfolio investments or loans and credits, are excluded from this research.

Foreign direct investments are a largely studied topic and there is a wide range of 

literature concerning foreign direct investments ranging from FDIs as part of the 

internationalization process to the employment effects of FDIs. In this study the 

theoretical discussion is limited to include only investment motives and barriers to 

investments. Other aspects of FDIs are left outside the scope of this study.

There are also some home country related factors that act as push forces for 

foreign direct investments. For Finnish companies the most important push factors 

are the small and open home market as well as the peripheral location of the 

country (Luostarinen 1994). Other such factors can be, for instance, difficulties on 

the home market, difficulties in supplying the foreign market or diversification of 

risk. These push factors will not be dealt with in more detail, because the focus of 

this study is on the host country related pull factors that attract investments.

Transition economy (ТЕ) refers exclusively to the former socialist countries of 

Eastern Europe. Although there are transition economies, e.g. also in Asia, they 

are not of interest in this study, and therefore, they are not included in the 

definition of the concept transition economy.

1.5 Structure of the Study

Chapter 2 offers an outlook to previous literature concerning certain aspects of 

foreign direct investments. The chapter begins by describing the importance of 

foreign direct investments to and the role they play in transition economies. Also 

the impact of FDIs on the Vyborg district are dealt with. This is followed by a
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discussion on investment motives and barriers to investment, starting from general 

factors and then proceeding to specific factors in Russia and in the Vyborg 

district. Based on the discussion, a theoretical framework for the empirical 

research is built in Section 2.6.

Chapter 3 deals with methodological issues of the study. Arguments for the 

chosen research approach as well as for the reliability and validity of the study are 

stated. Additionally, the data collection methods and the analysis of the data are 

described.

The empirical results are presented in Chapter 4. First, the prevailing situation in 

the Russian forest industry is described. Second, the Svetogorsk pulp and paper 

mill is introduced along with the three investor companies, Tetra Laval, 

International Paper and SCA Hygiene Products. Third, the investment motives of 

the three companies as well as their perceptions of the investment barriers are 

delineated. The findings of the study and their relation to the theoretical frame of 

reference are presented in Section 4.3. The study is concluded by presenting a 

summary of the study and its findings as well as managerial implications and 

suggestions for future research in Chapter 5.
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2 PREVIOUS RESEARCH

2.1 The Role of FDIs in Transition Economies

The history of foreign direct investments is relatively short in all transition 

economies. During the socialist regime these countries aimed at total isolation 

from the Western world and they denied all foreign involvement in their 

economies. Hungary and Romania allowed minority joint ventures with Western 

partners in 1972 and they were the first Eastern European countries to do that. The 

Soviet Union announced its interest in foreign direct investments only in 1986, 

and the legislation concerning joint ventures was formulated in 1987. By the end 

of the year, approximately 20 joint venture agreements with foreign participation 

had been signed. Until 1989 joint ventures were by and large the only 

organizational form under which foreign direct investments were permissible. 

(Tiusanen 1988, Schultz 1997) It is justified to say that FDIs and wholly owned 

subsidiaries are really a phenomenon of the 1990s in the transition economies.

After the Soviet Union collapsed and the transition period began, the attitude of 

politicians as well as economists and entrepreneurs towards foreign direct 

investments changed remarkably. Reformists in the TEs saw FDIs to be not only 

the prerequisite for but also the quick path to a market economy, and Western 

experts seemed to support this view. As Svetlicic and Rojee (1994, 294) have 

expressed it:

In the avalanche of articles on privatization and foreign direct investment (FDI) in 

Eastern Europe, FDI is given the revolutionary role, the role which is far beyond its 

realistically assessed role in the economic development. An ideological approach of 

rejecting FDI as the instrument of exploitation is being replaced by idealistic, even naive 

expectations that merely allowing FDI or passing liberal laws on FDIs, will automatically 

bring about the restructuring of their economies. The international (political) environment
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is somehow buttering such expectations since most of international efforts to assist the 

economies in transition are based predominantly on the role of private capital.

Several years have now passed and these expectations have remained unfulfilled 

to a great extent. Eastern European economies have had to realize that FDIs do 

not automatically start pouring in after the legislative changes have been made. 

One illustration of that is the minor share of total EDI inflows that CEE countries 

have received (see Figure 1). Consequently, the realized impact of FDIs has not 

been quite as remarkable as expected. In particular, this has been the case in 

Russia. Mostly the low level of FDIs can be explained by the lack of political and 

financial stability, inadequate legal institutions, the non-assured rule of law, and 

the slow speed of transition. (Stankovsky 1996). These and also other barriers to 

investments will be dealt with in more detail in Section 2.4.

Figure 1 Net FDI Inflows into Eastern Europe, % of Total Inflows into 

Developing Countries

Source: World Debt Tables 1995/1996, World Bank in Borsos-Torstila 1999, 83

Although it has now been realized that FDIs cannot offer a quick recovery for the 

economy, they are still considered a vital instrument in the reform from socialist
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to market economies. Quantitatively FDIs have played only a marginal role in 

almost all TEs, but due to various spillover effects their importance is still greater 

than the figures suggest. However, several researchers have come to the 

conclusion that FDIs are rather a supportive instrument in the transition than a 

determining factor. In addition, it has also been realized that FDIs can have also 

negative effects on the host country, and therefore, all FDIs are not desirable. The 

following discussion examines the findings of various researchers on the effects 

of FDIs on the host country economy. Because the attitude of the host country 

government and other authorities towards FDI depends on their perception of the 

advantages and disadvantages of FDIs, it is considered essential to examine FDIs 

also from this perspective. Both macro and microeconomic effects are discussed.

2.1.1 Macroeconomic Effects

Meyer (1997) provides a condensed summary of research on FDI in the transition 

economies in CEE. On the basis of this research, he recognizes FDIs to have four 

macroeconomic effects. They have a direct effect on the balance of payments and 

on gross domestic investment, and indirect effects on the balance of trade and 

employment. However, he argues that the net contribution is somewhat unclear 

and may be even negative when the counter-effects are considered. For example, 

the effect of FDIs on gross domestic investment is clear in the case of greenfield 

investments. When new production facilities are established, it contributes to local 

capital formation and thus to gross domestic investment. When acquisitions are 

considered, the effect is not quite as clear. Acquisitions of local firms do not have 

a direct impact on the capital formation, but the post-acquisition investments to 

upgrade the facilities of the acquired firms, do. Foreign investments have an 

obscure impact also on trade balances. FDIs are often expected to have a positive 

impact on the trade balance because of their orientation towards exports. 

Especially multinational enterprises that invest in Eastern Europe are anticipated
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to export a considerable share of production. However, at an early stage the effect 

on the trade balance may actually be negative due to import of capital goods to 

establish or reconstruct local production facilities. In addition, imports increase 

because the local suppliers may not be able to meet the investor’s quality 

standards.

Mukhetdinova (1994) has made similar conclusions as she has stated that FDIs 

and the reinvestment of profits increase the overall volume of capital investment, 

accelerate economic development and will in the future lead to an improvement in 

the balance of payments. She has identified FDIs to have also two other kinds of 

positive impacts on the Russian economy. Firstly, the inflow of foreign 

technology, organizational and managerial expertise and the results of R&D 

contribute to the development of the economy. However, this view can be 

criticized at least in the sense that the results of R&D are in many cases minor in 

the TEs. Foreign firms rarely start extensive R&D functions in the CEE countries, 

on the contrary, they often start the operations using slightly older machinery and 

technology, which in most case is of course a novelty in the context of the host 

country. Secondly, local raw material resources are more completely utilized and 

the level of employment, skills and productivity of the local labor force are also 

improved. On the other hand, there is no guarantee that the activities of foreign 

firms automatically result in a more efficient use of resources and in a faster 

economic development of the ТЕ. Since the economic and social institutions as 

well as the government are relatively weak in these countries, a chance of 

exploiting the market arises. (ECE in Stankovsky 1996) Multinational enterprises 

can even operate in a way that reduces competition by increasing the 

concentration of economic power and inhibiting a country’s comparative 

advantage (Mukhetdinova 1994 and Dunning 1995). In the case of Russia, foreign 

companies have often been accused for exploiting the valuable raw material 

resources by exporting them without further processing. For example, White 

nights joint venture was accused for this. Russian authorities claimed that the
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company had agreed to make large volume capital investments in the field of oil 

extraction but had not fulfilled the plan. Instead, the company began to export oil 

that had been purchased on the Russian market. (Mukhetdinova 1994). There have 

also been claims from the part of various organizations dealing with 

environmental protection, e.g. Greenpeace, that foreign companies are exploiting 

the natural resources of the TEs without taking the environment into 

consideration. In particular in the beginning of the transition these countries had 

very lax environmental standards compared to Western standards. Also Finnish 

companies have been blamed for doing this. For example, forest companies have 

been accused for using wood that originates from the ancient forests of Russian 

Karelia and Siberia.

Stankovsky (1996) argues that private FDIs are one of the major instruments that 

support successful transformation to a market economy both at macro and 

microeconomic level. At a macro-level, foreign capital can substitute for domestic 

savings or replace domestic investments in case of market failures or credit 

rationing restrictions. However, some authors claim that a large inflow of foreign 

capital is not only a substitute for domestic savings but may actually reduce 

domestic savings and even become a substitute for efforts to mobilize domestic 

resources for investment. This may cause dramatic effects when the foreign 

investors withdraw their funds. (Borsos and Erkkilä 1995) In addition, fears about 

the inflow of too much foreign capital have contributed to monetary expansion 

and thus, to inflationary pressures in the CEE countries (Nuti 1995 in Meyer 

1997) and encouraged increased consumption rather than investment. Increased 

dependence on foreign capital has also been seen to affect negatively to the 

economic and political security of the TEs (Mukhetdinova 1994).

Also Svetlicic and Rojee (1994) suggest that FDIs are not the main instrument of 

transition but they have a supportive role in it. For example, one essential part of 

the transition process is the establishment of the basic institutions of the market
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economy and the introduction of market mechanisms and instruments. The role of 

FDIs has been rather limited in overcoming this institutional gap: FDIs have 

supported and influenced the local efforts in establishing appropriate market 

mechanisms but they have not been the major generator in this field. The role of 

local entrepreneurs, realistic expectations and conducive long-term policies are 

essential in the restructuring process.

2.1.2 Microeconomic Effects

According to Stankovsky (1996), the microeconomic effects of FDI include 

facilitation of transfer of technological, management, marketing and other know

how to Eastern Europe. This usually results to an increase in the production 

capacity and an improvement of the product quality in the host country. FDIs also 

accelerate the pressure for innovation and often contribute to restructuring. 

Additionally, Stankovsky sees FDIs as a means to reduce the gap in living 

standards between Eastern and Western Europe. Moreover, he points out that the 

role played by FDIs is emulated by other types of capital flows such as portfolio 

investments and long-term loans.

Meyer (1997, 1998) recognizes the supportive role of FDIs in the transition. He 

argues that FDIs can make the biggest contribution in the areas of capability 

building, access to capital and corporate governance. Firstly, enterprises and 

individuals need new capabilities to be able to compete successfully in the market 

economy. Managers and employees have to take new responsibilities for which 

they have not been trained. They do not have skills to handle the latest production 

technology, and more importantly, they lack managerial skills in finance, 

marketing, human resources and leadership. Foreign firms usually provide 

training for their local personnel in these areas thus contributing to capability 

building. Their example (demonstration effect) often encourages local agents to
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imitate new methods and to experiment with adoption of foreign technology and 

management to the local environment. Therefore, the contribution of FDI to the 

local human capital base goes potentially far beyond the foreign-owned affiliate.

Secondly, restructuring requires investments both in new production facilities as 

well as in intangible assets. In order to be able to finance the investments, 

companies need to have access to external finance because very few enterprises 

can actually finance the investment with their retained earnings. However, 

possibilities to raise domestic capital are very limited due to the underdeveloped 

banking system and various bank crises. In addition, the political and institutional 

environment is highly unstable which inhibits rational evaluation of alternative 

strategies and profitability of investment projects (Whitley 1997 and Michailova 

1997 in Meyer 1998). Particularly insider controlled firms have difficulties in 

obtaining external finance. Under insider control, weak protection of outside 

minority interests inhibits the ability to raise equity capital. Access to debt finance 

is also limited especially for highly leveraged firms as a result of a management- 

buy-out. (Aghion and Carlin 1997 in Meyer 1998) Then again, foreign investors 

usually have access to international capital markets, which allows them to raise 

capital at lower costs. In addition, they are also often better equipped to operate in 

various environments, and therefore, better able to assess the investment projects. 

However, the Eastern European operation environment is often relatively 

unknown for them, which naturally increases the problems of assessment.

Thirdly, changing the system of corporate governance requires outside initiative. 

Corporate governance refers to mechanisms by which owners of a firm ensure that 

managers act in the best interest of the owners. This includes incentives and 

capabilities of the shareholders as well as the legal and institutional framework. 

As a result of the privatization methods used in Eastern Europe various forms of 

ownership have evolved and created very different patterns of control over
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management. Especially voucher3 schemes have led to dispersed ownership that 

fails to generate suitable incentives for the owners to monitor the managers. Since 
many firms need major strategic restructuring, their ability to overcome 

organizational inertia is crucial for their long-term performance. Therefore, 

effective corporate governance is particularly important during the first years of 

transition when a new strategy for the market environment has to be developed 

and implemented. According to Meyer (1998), EDI instantly creates a dominant 

shareholder. Outside owners, whether foreign or domestic, are able to exert 

authority to induce the necessary changes as they command effective control and 

focus on the profitability of the enterprise as a whole rather than units within the 

firm. In Russia effective corporate control is sometimes prohibited because 

ownership is not always clearly defined or legally enforceable.

On the basis of this discussion it seems fair to argue that FDIs can act as a 

supportive instrument in the transition but they cannot be expected to stabilize the 

economy on their own. At first, FDIs influence certain microeconomic variables. 

Through these microeconomic effects they ultimately contribute also to the 

macroeconomic variables. Due to their nature the macroeconomic effects do not 

appear immediately but only after a few years. At this point, it is possible to begin 

to see the long-term effects of FDIs only in the most progressed transition 

economies, like Hungary and Estonia, which have also received quite a substantial 

amount of FDI flows directed to Eastern Europe. So far, Russia has received such 

a marginal share of foreign investments that their impact on the economy both at 

macro and microeconomic level has been very limited.

3 The voucher schemes differed somewhat between the CEE countries. In Russia, every citizen 

received a 10000-rouble voucher that could be exchanged for shares in a diverse array of 

enterprises. Many of the citizens did not use the voucher themselves but sold them away at a very 

low price. This enabled big investors, who in many cases were the managers of the company, to 

get majority ownership in a company at a price that was clearly below the market price.
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2.1.3 Role of FDIs in the Vyborg District

Although there is a lot of debate going on about the role that FDIs can play in the 

development of the economy at the country level, the author would still argue that 

the role of FDIs could be quite remarkable at a regional level. The point is that 

because the FDIs are usually very unevenly distributed across the country, their 

role may be quite important in one region while it is negligible in another. The 

comparison of the cumulative investments per capita in Russia and in the Vyborg 

district gives support to this argument. While the FDI per capita amounts to USD 

80 in Russia (Muuttuva Itä-Eurooppa - Uudistuvat markkinat 2/1997), the same 

figure is USD 733 in the Vyborg district (Economy of the Vyborg District 1997). 

On the basis of these figures one could argue that the impact of FDIs has been 

greater to the development of the economy in the Vyborg district than in Russia in 

general. Therefore, it seems quite rational that most of the Russian regions are 

striving to establish favorable investment climate and enact laws on foreign direct 

investments.

The Novgorod region provides an excellent example of the impact that FDIs can 

have on regional development. Already in 1992 the region began to develop its 

own tax legislation since the local decision makers realized that it would take too 

long to wait for a working governmental tax legislation. Today Novgorod region 

has one of the most progressive legislation on foreign investments in the entire 

country. In addition, almost entirely due to FDIs, Novgorod is the third best 

Russian region when measured by the level of economic development. In 

comparison, originally the region was on the 63rd place among the 89 subjects of 

the Russian Federation. (Muuttuva Itä-Eurooppa - Uudistuvat Markkinat 4/1998)

In case Vyborg district wants to regain the position it once had as the regional 

center, it certainly will not be able to do it without foreign direct investments.
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Though it is highly questionable, whether it will be possible to gain that position 

even with the help of FDIs. According to Kosonen (1996, 130), ‘4he institutional 

framework in contemporary Vyborg still echoes the sparse environment, featuring 

weak entrepreneurial values and traditions, weak network formation and defective 

government incentives.” The situation was somewhat similar in the medieval past 

of the area when the local institutional structure was characterized by elusive 

formal modes of regulation and by a gradually evolving locality idea capable of 

generating indigenous economic processes. Also at that time, non-local 

investments played a big part in the region’s development to a self-sustained local 

economy.

After this explanatory section about the importance of FDIs to the transition 

economies, it is time to move on to build the theoretical framework of the study. 

The discussion is started from the motives for FDIs.

2.2 General Motives for FDIs

It is essential to start the discussion by finding out the main motives for FDIs in 

general. The theories of FDIs identify a great number of motives for making 

foreign direct investments. This theoretical diversity can be easily understood. 

Firstly, as there are different types of investments, there are also somewhat 

different motives behind the investments. The two most commonly used 

classifications are to divide FDIs into related and unrelated types of investments 

or to use the four group classification developed by the Federal Trade 

Commission (USA): horizontal, vertical, concentric and conglomerate 

investments. Related types of investments include both horizontal and vertical 

types of investments and unrelated types of investments both concentric and 

conglomerate types of investments. (Larimo 1993) Secondly, different theories
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address different issues and ask different questions. Some theories review the 

whole foreign operation of the firm and its causes and effects, while other review 

FDIs for their own sake. Thirdly, FDIs can be analyzed at three levels: 1) 

macroeconomic - examining national and international trends, 2) mesoeconomic 

- studying the interaction between firms at an industry level, and 3) 

microeconomic - examining FDIs and international growth of an individual firm. 

Studies conducted at the macroeconomic level are often based on theories of 

international trade, location and the balance of payments and exchange rate 

effects. Mesoeconomic studies relate to industrial economics, game theory and the 

theory of innovation. Microeconomic analysis on its behalf is derived from the 
theory of the firm. (Cantwell 1991 )4 Luostarinen (1979) has additionally 

identified a fourth level of analysis, i.e. the milli-micro-environment, which is 

constructed from factors that deal with the decision-making process itself. 

Because the main focus of this study is at the company level the main interest is in 

the micro-oriented FDI theories.

There are also some company specific factors that have an effect on the 

investment motives. For example, Kogut (1990) has argued that the FDI 

experience of the investing firm greatly influences the motives for the investment. 

He claims that the motivation for a firm with no or limited FDI experience is 

three-fold: to gain access to raw material, to exploit cost and skill differentials 

across countries, or to penetrate markets based on some product, process or brand 

label advantage. As the companies become more experienced in FDI operations, 

they start placing more emphasis on synergy effects. Larimo (1993) seems to 

agree with this view. He also acknowledges the influence of different types of 

firm, industry and investment related factors on the investment motives. For 

example, large companies can have slightly different motives than small family

4 For a comprehensive overview of literature on international production see, for example, 

Cantwell (1991).
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owned companies. The motives depend also from the branch of industry where 

the company is operating.

Additionally, Ferdows (1997) has concluded that the investment motives are also 

dependent on the strategic role that the foreign unit is expected to play. The 

primary investment motives are obviously different for an offshore factory, which 

manufactures low cost items for further processing or sale, than for a lead factory 

that has the ability and knowledge to innovate and create new products, processes 

and technologies for the entire company.

On the basis of the review of literature on investment motives, companies can be 

identified to have basically four types of strategic motives for making foreign 

direct investments. They can seek for a) markets, b) raw material, c) production 

efficiency, or d) knowledge (see e.g., Behrman 1981, Dunning 1993). These 

primary motives for investment are discussed next.

2.2.1 Primary Investment Motives

Market seeking companies primarily seek for better opportunities to enter and 

expand within markets. According to several studies (see e.g. Buckley 1988 and 

Larimo 1993), market related motives are the most frequently cited reasons for 

FDIs. The most important motives appear to be market size and growth prospects 

of the market, market share and competition situation in the target country. These 

motives have been equally important in both resource based (e.g. forest industry) 

as well as in non-resource based industries (Buckley 1988). The size and the 

growth of the host market are determining factors also in transition countries. The 

growth of the market is strongly associated with the catch up demand to Western 

consumption levels and the expectation of sustained economic growth (ECE 1995 

in Borsos-Torstila 1999, Piispanen 1996). Furthermore, the low level or even lack
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of competition and availability of acquisition targets at relatively low prices have 

enabled easy access to the transition markets (Borsos-Torstila 1999).

Because of the demonstration effect the existing FDI base of the target country 

can encourage foreign firms to make investments. Companies feel that they have 

to invest in certain markets in order not to allow competitors to get too strong a 

foothold in the market. This has resulted to the “follow-the-leader” pattern that 

can be detected in many FDIs. Companies also have to follow their customers to 

remain competitive internationally which is often a motive for investment 

particularly in the service sector. (Buckley 1988, Dunning 1993) Related to this is 

also the agglomeration of activities, which means that certain activities are 

concentrated on a certain location (Borsos-Torstila 1999). One of the best-known 

examples of this would be the Silicon Valley in the U.S.

Raw material seeking companies extract raw materials wherever they are 

available. In some industries it is vital to ensure the supply of raw material by 

acquiring raw material resources. For example, oil, forest, plantation and mining 

industries are seeking raw material all over the world. Companies extract raw 

materials either for export or for further processing and sale in the host country. 

Acquiring raw material resources often involves quite a heavy lobbying campaign 

of the local government and political bodies in order to avoid any political conflict 

with the host country. (Buckley 1988)

Companies seeking for production efficiency manufacture in countries where one 

or more of the factors of production are cheap relative to their productivity. 

Depending on the field of industry or business companies can be seeking for labor 

cost advantages, low cost raw material, lower transportation or energy costs or 

some other production factors. Especially resource-based industries are looking 

for markets that can offer some low cost advantages. (See e.g. Buckley 1988 and 

Larimo 1993) Also the availability of skilled labor force is one determinant of
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FDI. In general, it can be said that the labor force is relatively highly educated in 

all CEE countries. However, they are usually not acquainted with the most 

modem production technologies because the technological level is in most of the 

branches lower in Eastern Europe than in the West. They also often lack 

marketing, financing and language skills to a great extent. However, Eronen 

(1999) has concluded that the professional level of the work force can be 

considered adequate in the forest industry, thus factor conditions for the 

development of the forest industry complex can be considered good.

Comparative advantages of production factor costs have been a widely discussed 

topic in the context of the transition economies. In particular, lower labor costs 

were expected to attract foreign investments. However, the cost factors have not 

been proven to be a major determinant in FDIs, except for some labor-intensive 

branches of industry, e.g. textiles and clothing industries. The productivity of 

labor is in most cases considerably lower in Eastern Europe, so it usually offsets 

the advantages gained through lower labor costs. Also the prices of energy, gas 

and oil were very low in the Soviet Union as well as in the other socialist 

countries which may have attracted some investors especially in the beginning of 

the transition. However, as the prices were liberalized they rose considerably and 

the differences between Western and, for example, Russian energy prices are not 

as great anymore.

Knowledge seekers are looking for access to managerial and technological 

expertise. This has also been identified as a very important, and in many cases as 

a dominating factor for making FDIs (Buckley 1988). However, as the focus of 

this study is the Russian forest industry that is currently suffering from outdated 

production technology and lack of capable managers, it seems appropriate to 

assume that foreign firms are not seeking for any managerial or technological 

knowledge that Russian companies have to offer. Instead, it is fair to argue that
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Russian firms are trying to attract FDIs to replace their outdated technology and to 

introduce new managerial practices.

Behind these four primary investment types lies a wide range of motivation and it 

is very rarely possible to identify only one motivating factor behind the 

investment decision but the motives are usually intertwined. In addition to the 

primary motives also some supporting motives are identifiable. They are often 

related to various host country institutional factors and are reinforcing the primary 

drive for the investment. For example, government incentives can act as a 

supporting motive. These supporting motives are next briefly discussed.

2.2.2 Supporting Investment Motives

According to Buckley (1988), the general investment climate that prevails in the 

country is frequently cited as an important supporting, if not a major, motive for 

undertaking FDIs. First of all, the openness of trade and the freedom to do 

business are, naturally, key elements of the investment climate. They are 

dependent from the actions of the host government. For example, governments 

can impose tariffs or other import controls thus forcing foreign firms to engage in 

FDIs. (Dunning 1993) Additionally, they can strengthen this tendency by offering 

various investment incentives. These incentives include, among other things, tax 

reductions or relieves and subsidized loans. According to Buckley (1988), they 

are often intended to compensate for deficiencies in infrastructure in particular 

regions but in fact they usually fail to accomplish this purpose. Government 

incentives are rarely the main motivator for a FDI but frequently they have a 

supporting role in the investment decision. Most of the Eastern European 

economies have reduced incentives that they offer to foreign investors in the form 

of tax relieves or reductions. However, in Russia they are still offered.
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Second, countries that are in political and economic sense stable are considered to 

be more attractive targets for foreign investments. There are several risk indices 

that attempt to assess the danger of war, revolution, expropriation or 

nationalization but usually companies rely on their own subjective assessment of 

the country. The economic stability of the country can be evaluated, for instance, 

by monitoring the inflation rate, stability and convertibility of the currency as well 

as other economic indicators. The level of economic development can be 

measured, for example, by analyzing the functioning of the banking sector and 

other such institutions that are essential parts of the market economy.

And third, the closeness of the target market in economic, cultural and geographic 

sense when compared to the home market has been identified as a determinant of 

FDI operations (for example Luostarinen 1979). The main rationale is that 

companies tend to invest first in economically, culturally and geographically 

closer countries. In other words, they invest in markets that are similar to the 

home market. This would explain why, for example, Austrian firms have made 

more investments in Hungary while Finnish firms have preferred Estonia as an 

investment target. If only the physical distance is considered, Russia can be seen 

as an obvious investment target for Finnish companies. The situation clearly 

changes when the cultural distance and more importantly, the economic distance 

are added into the picture. However, as the company gets more experienced in its 

foreign operations, the business distance shortens and FDIs are undertaken also in 

less similar markets.

After this general review of various motives for investment the emphasis will now 

be put on the particular factors motivating FDIs in Russia with special attention 

paid to the forest industry.
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2.3 Motives to Invest in Russia

Market related motives have clearly been the dominant reasons for FDIs in 

Eastern Europe. Almost all studies have found sales and market related motives 

the most important reason for making FDIs (see e.g. Hazley and Hirvensalo 

1998b, Borsos-Torstila 1999). However, there is some inconsistency about the 

role that low labor costs have played. According to some studies (see e.g. Hazley 

and Hirvensalo 1998b), low labor costs have had an important impact in attracting 

investments. Then again, there are also several studies (e.g. Djarova et al. 1996; 

Linderfalk 1996; Meyer 1995 in Kivikari 1998) which argue that labor costs have 

generally not been viewed as particularly important determinants by foreign 

investors. The same applies to various government incentives. One could assume 

that the differences might be due to the branches of industry that the sample 

companies represent. Studies investigating firms representing labor intensive 

industries, e.g. the textile industry, would find labor costs important while in some 

capital intensive industries, like in the forest industry, labor costs are of secondary 

importance. In any case, the labor costs are continuously rising also in Eastern 

Europe, so presumably these countries will not be able to exploit this advantage 

much longer.

In the beginning of the transition it was also expected that Russia would attract a 

large inflow of FDIs due to its vast natural resources. However, this has not been 

the case. Only very few oil and mining companies have managed to attract FDIs. 

In other transition economies the role of raw material resources as a determinant 

of FDI is even more non-existent. (ECE 1995 in Borsos-Torstila 1999) According 

to Eronen (1999), the Russian wood raw material base offers both quantitatively 

and qualitatively excellent possibilities for a large scale wood processing industry. 

On the other hand, rich natural resources do not compel to economize resources or 

to upgrade them. This has been the case also in Russia and the Soviet Union. In
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the mid-1980s over 70% of all wood was used for saw milling or fuel, while more 

value added products like pulp and paper used only 13%.

According to a survey conducted by Hazley and Hirvensalo (1998b), among 40 

parent companies that have established altogether 65 subsidiary operations in the 

Baltic countries, Poland, and Russia, the investor motivations are relatively 

similar between these five host countries. That is quite an unexpected finding 

since the transition has proceeded at a very different pace in these countries and, 

as a result, their economies are not equally developed. The predominant 

motivation was access to new markets with related additional motivations to study 

the market. Low cost level or access to raw material resources was a relatively 

rare motivation among investors in all five countries. Eleven companies were 

interviewed for operations in St. Petersburg where they had established 

manufacturing operations in the following industries: food and beverages, medical 

equipment production, and building materials industry. Some of the companies 

were also involved in services sector. The most significant reason to invest in St. 

Petersburg was the vast and rapidly growing Russian market. The study was made 

in the beginning of year 1998 and there was not yet any sign of the economic 

crisis that hit the country in the autumn 1998. As a result of the crisis, the demand 

for many products has collapsed due to sky-rocketing prices and the expectations 

of a rapidly growing market seem to have been somewhat premature. On the other 

hand, the rise has been the most remarkable in import prices, which has on some 

sectors contributed to increased demand for Russian products. Thus, foreign 

companies that are producing locally could have even benefited from the 

situation. The Finnish companies additionally pointed out the proximity to the 

home market to be an important factor. Also the need to establish an early 

presence in the market was the driving justification for many of the investments. 

Most subsidiary operations were relatively small operations and were used as a 
testing ground for developing strategies for expansion to Moscow or to some 

other Russian region.
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Hirvensalo’s (1999) findings in her most recent study had a slightly different 

emphasis. She conducted a multiple case study on 12 Finnish companies operating 

in Russia. The companies were engaged both in sales as well as manufacturing 

operations. The most important motives for these investments again turned out to 

be market related. In many sectors the Finnish market alone is too small and the 

competition in the West European market is too intense. The Russian market is 

expected to grow and develop despite of the risks related to the economic 

development of the country. This seems to be the driving motivation in the 

construction industry as well as in consumer goods production. Surprisingly, the 

low cost level of the country was identified as the second most important motive. 

In particular the low labor costs were emphasized. Another factor that was 

expected to become an ever more important motive for FDIs was the rising tariff 
level.

Borsos-Torstila’s survey (1999) on the determinants of FDI operations of 65 

largest Finnish multinational corporations in transition economies is one of the 

most recently published. The review period of the study is 1990-1995. The results 

indicate that in particular in Russia the future market growth and potential play a 

central role in investment decisions. Other frequently cited reasons were the need 

to be near customers and need for presence. With respect to the cost factors, low 

wages and other production costs were considered less significant than the 

availability and education of the work force. Also the availability of raw materials 

was seen to be a relatively important factor. However, the exploitability of natural 

resources had posed problems to firms in the metal, forest and building materials 

industries during the whole of 1990-1995. The situation was expected to improve 

as a result of a so-called law on production that was issued in January 1996. The 

law gives the investor a right to negotiate a contract with the region (oblast) 

giving it exploitation rights for a particular geographical area together with an 

exemption from all present and future taxes other than those defined in the
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contract. The region, in turn, receives a predetermined percentage of production 

after the investor has recouped his investment costs. The companies saw this law 

as an important advancement that would facilitate production operations in the 

longer run. However, at the time of the survey, it was not yet clear how efficiently 

each region would implement the law, as the relationships between the central 

government and the regions have been quite unclear with respect to decision 

making.

Piispanen (1996) studied the business opportunities and the business environment 

of the Eastern Baltic Rim from the viewpoint of 122 Finnish companies. Also his 

findings emphasized the importance of market related factors as a motive for 

investments. Companies identified the growing purchasing power of local 

companies, institutions as well as consumers the most important motive to invest 

in the region. Also the access to a new market was clearly emphasized. Production 

related motives, like raw material resources or skilled and low cost labor, were 

mentioned only in very few cases. In addition, one motive that distinguished St. 

Petersburg from other locations studied, was the use of the location as a stepping 

stone to other markets. Most likely, that meant the markets deeper in Russia, for 

example, in Moscow. Piispanen’s study included also ten companies operating in 

forest industry. They were expecting the market to grow some 50-100% by the 

year 2000. In addition, they showed interest in the raw material resources of 

Russia.

Alexandrova’s (1994) pilot telephone survey among 100 foreign companies 

operating in Moscow also studied the main investment motives. The most often 

mentioned motive was “the opportunity to enter large market”, i.e. market factor 

was considered to be the most important motive. However, it should be noted that 

although Russia has a population of 150 million, in practice it does not mean that 

there are also 150 million potential consumers. The purchasing power is relatively 

low in Russia, which has to be remembered when making investment decisions. In

30



addition, cost factors were acknowledged, as the low cost of inputs was the 

second most important motive. The chances to gain experience of the market as 

well as the opportunity to acquire the leading position in the industry were also of 

relative importance. However, the reliability of this kind of telephone surveys is 

somewhat questionable. First of all, Alexandrova does not report the selection 

criteria for the surveyed companies. Second, it is not mentioned at what 

organizational level the interviewees were conducted. And third, there is 

mentioned nothing about the field of business where the companies operate.

It was generally believed in the beginning of transition that the Western firms 

would find interesting acquisition targets among the Eastern European companies 

that were to be privatized. However, according to Borsos-Torstila (1996), neither 

the existing production plants to be privatized nor the low cost labor and natural 

resources of the TEs motivated foreign firms to make investments. Only the 

Russian forest resources were seen to be an exception of this. So far, foreign and 

in particular Finnish forest companies have shown most interest only in the export 

of Russian wood to the foreign affiliates.

On the basis of the above discussion the most important investment motives 

clearly are market related. Growth potential of the market was identified as 

determining factor in all the reviewed studies. Also in the case of forest industry, 

and pulp and paper industry in particular, the market is expected to grow in 

Russia. In addition, for example the demand for fine paper is currently satisfied by 

imports to a great extent. Obviously, a local manufacturer could relatively easily 

gain a remarkable market share if the product would be competitive with the 

western products also quality wise, not just in price. Thus, the growth prospects of 

the market, unsatisfied demand and the competitive situation in the country are 

expected to be important motives for FDIs in forest industry.
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Other market related motives could consist of the geographic location of the 

Vyborg district. Its location near Finland could be expected to act as a motivator 

for Finnish forest companies. The proximity to the home market enables, for 

example, deliveries of spare parts or some raw material, if they cannot be obtained 

from the host market. Also the proximity to St. Petersburg, which is a big 

consumption area, could be a motive for investments. In addition, several forest 

industry related research institutes are located in St. Petersburg and the Leningrad 

region, which can also encourage investments.

Production related factors seem to be of slightly less importance but there are still 

some factors that can motivate FDI decisions in forest industry. First of all, the 

raw material resources can be expected to be an essential motivator for 

investments. Wood is imported from Russia to Finland in relatively large amounts 

because it is somewhat cheaper than in Finland. Therefore, low cost raw material 

should be one motivator. In addition, the access to local raw material resources 

can also be expected to attract investors. Labor costs constitute a relatively 

marginal share of the total production costs in the forest industry. Thus, it seems 

fair to assume that their role is marginal also in the investment decision. On the 

other hand, the level of education of the workforce is relatively high, which 

according to Eronen (1999), is a key determinant for a successful investment.

From the supporting factors it is somewhat difficult to find anything that would 

suit the needs of the forest industry. However, it can be assumed that some 

companies could be motivated by government incentives, for example, tax 

relieves. Also tariff barriers and other import controls can act as motives for 

investment.

The most important investment motives in the Vyborg district are summarized in 

Table 1. Now, the discussion turns to examining the possible barriers to 

investment that foreign firms face when investing in Russia.
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Table 1 Most Important Motives for FDIs in the Vyborg District

Market related factors:
• growth potential of the market
• competitive situation
• location

Production related factors:
• cheap raw material
• skilled labor force

Raw material related factors:
• access to raw material resources

Supporting factors:
• government incentives 

• tax relieves
• tariff barriers

2.4 General Barriers to Investment

There are a number of barriers that can stand in the way of making FDIs. In order 

to keep the comparison with the motives clear, investment barriers are divided 

into three groups: a) market related barriers, b) production related barriers, and c) 

institutional barriers.

Kraljic (1990) identified ten barriers, or gaps as he calls them, that are faced when 

entering Eastern European markets. Market related gaps include the marketing 

gap, arising from the lack of knowledge about the concepts of markets and 

consumers, and the environment gap, resulting from the poor condition of the 

environment. Production related gaps are the most numerous including the 

productivity gap, infrastructure gap, technology gap, capital gap and the 

motivation gap. Under the concept of institutional barriers can be included the 

legislative gap and democratic gap.
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One of the most important market related barriers is the economic instability of 

the host country (Buckley 1988). Quite naturally, companies prefer to invest in 

countries that are more stable in economic sense. Also the level of economic 

development is an important factor in determining the direction of the investment.

Several production related barriers are also inhibiting FDIs. For example, the 

availability of infrastructure influences the direction of the investment. Usually 

this factor works in exactly the opposite direction to the cost of labor. In general, 

countries with low labor costs will have poor infrastructural provision in terms of 

roads, services, health services, skilled labor and capital markets. (Buckley 1988) 

This is also the case in the transition economies and the deficiencies of the 

physical infrastructure pose a serious barrier to investments. For example, 

telecommunications networks that are quite essential for both foreign and 

domestic companies have been one of the most backward features of the legacy of 

socialism. They are inadequate in terms of capacity as well as quality. (Kivikari 

1998) Also some other even more basic elements of the physical infrastructure, 

like roads and railroads, are to a great extent in a very poor condition. This leads 

to uncertainties with respect to supply and delivery of goods and raw materials, 

which is likely to weaken the foreign investor’s interest in the market. Although 

the deficient physical infrastructure would be relatively easy to repair, it cannot be 

done without financial resources. The governments of the TEs are currently 

lacking these resources, which is why foreign companies are often expected to 

invest also in the infrastructure of the host country.

Other clear barriers are the low technological level and lack of resource 

endowments in terms of managerial expertise. Low productivity of labor is also 

hindering investments. Although the labor is cheap in the transition economies, 

the productivity is so low that it outweighs the cost savings.
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Institutional factors consist of the political, economic and sociocultural nature and 

system of the host country. In the context of transition economies the overall 

political and economic framework can be considered to refer to the sustainability 

of and commitment to the economic reforms by the host government. According 

to findings by Borsos-Torstila (1999), the more radical the economic reforms, the 

more they signal long-term commitment to sustained market-oriented policies and 

to the willingness of providing an adequate investment climate for foreign 

participants. There appear to be considerable differences between the Eastern 

European countries in the sustainability of economic reforms. All the Baltic 

countries as well as the Visegrád countries (Hungary, Poland, Czech Republic and 

Slovenia) were considered to be more committed to carry out the reforms than 

Russia.

Political risk and legislation play a crucial role in the investment decision. The 

economic standpoint emphasizes the uncertainty over property rights when 

referring to political risk. The expropriation risk, restricted repatriation of profits 

and constraints on the use of property are included under the term political risk. 

However, there are big differences of opinion as to what exactly constitutes 

political risk and how to measure it. (Borsos-Torstila 1999) Political risk and 

legislation are intertwined in the sense that often unclear legislation is the major 

source of political risk. This is the case also in Eastern Europe. Foreign investors 

have been complaining about unexpected policy changes during the entire 

transition period.

The barriers encountered in foreign investments are also depended on the form of 

the investment. In the case of a joint venture, the foreign company may be a 

minority or majority owner. According to Kivikari (1999), joint ventures involve 

special problems of their own, including the valuation of ownership shares as well 

as cultural differences in company management. Acquisitions of existing 

companies also entail a number of specific problems and barriers arising from the
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valuation of the company, its environmental obligations, negotiations with local 

authorities and cultural differences. The biggest barriers in greenfield investments, 

in turn, arise from unclear ownership rights as well as integration into the local 

economy.

2.5 Investment Barriers in Russia

Despite its vast natural resources, labor potential and limitless investment 

opportunities, Russia has received only a marginal share of FDI flows that have 

been targeted in Eastern Europe (see Table 2). Several studies show that foreign 

companies still perceive the obstacles to outweigh the encouraging factors to a 

great extent (see e.g. Borsos-Torstila 1996, Kivikari 1998). This is the case 

especially with respect to production operations: they are avoided since the risks 

and uncertainties are seen to be too significant. In order to get to know the market 

better and to be present in the market, companies prefer to set up service 

operations as these investments can be withdrawn quickly.

One of the most remarkable barriers to foreign investment is the political and 

economic instability of the Russian market. Inconsistent policy changes and 

conflicting information from different ministries have been typical for economic 

reforms in Russia (OECD 1994, Alexandrova 1994). Particularly foreign firms 

find it very difficult to operate under constantly changing economic and political 

conditions. One reminder of the unpredictability of the market was experienced in 

August 1998 when the value of the Russian ruble suddenly plunged and the 

inflation broke loose. As soon as the economic crisis hit the country the 

government started planning restrictions for companies in the use of hard 

currency. Foreign companies faced restrictions in the repatriation of profits. In 

addition, the government announced that it would regain the monopoly in alcohol
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production. Moreover, there were fears of expropriation and nationalization of 

already privatized companies also in other branches of industry. In the end, the 

measures that the government took were not quite that radical but still these kinds 

of incidents certainly do not build confidence among foreign investors. On the 

contrary, they give reason to question the Russian government’s desire to secure 

and attract foreign investments.

Table 2 Net Foreign Direct Investment Flows into Selected Transition 
Economies, 1990-1995 (Millions of dollars)
1990 1991 1992 1993 1994 1995 EDI

flow
per
capita
1995

EDI
flow/GDP
1995,%

EDI
stock
per
capita
1995

Estonia 58 160 225 205 138 8,8 420

Latvia 43 49 279 180 87 6,3 227

Lithuania 8 31 31 73 11 1,0 30

Russia -400 -100 -112 682 637 2017 6 0,3 35

Czech Republic 120 511 947 517* 862* 2562 242 6,9 569

Hungary 311 1459 1471 2328 1146 4453 431 10,7 1107

Poland 10 117 284 580 542 1134 29 1,2 71

Slovakia 18 82 100 134* 170* 157 34 1,4 132

* Excluding flows between the Czech Republic and Slovakia. The Czech Republic reported a net 

inflow of USD 577 million and a net inflow of USD 93 million with Slovakia in 1993 and 1994, 

respectively.

Source: ECE 1996 and 1997 in Borsos-Torstila 1999, 84

The latest reminder of the political instability was received at the break of the new 

millennium when President Yeltsin announced his resignation and Prime Minister 

Putin was appointed as the acting president. Although this announcement was 

mostly seen as a positive sign and it, for example, resulted in an increase in the 

share prices, it was still an unexpected event that nobody could predict. Again, as
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the election for the next president is approaching, it seems quite fair to argue that 

many foreign companies are withholding their investment decision until the result 

of the election is clear.

Another factor that is discouraging investments is the undeveloped legislation. 

Although the legislation is being developed and laws are made better enforceable, 

there are still many inadequacies. For example, legislation concerning FDIs is still 

at a halfway stage and there are considerable restrictions in the local legislation to 

make public investments (Gheciu 1996, Hazley and Hirvensalo 1998a). It is also 

very difficult to predict the changes in advance, which makes the business more 

uncertain (Piispanen 1996). Also, the protection of immaterial rights is somewhat 

insufficient, and therefore, it poses a threat to foreign investors. However, the 

most common are problems with tax legislation and accounting rules (Hazley and 

Hirvensalo 1998a&b). The implementation of the rules differs greatly among 

companies, officials and regions in Russia and in general it is fair to argue that 

foreign companies face stricter rules than domestic ones. In addition, the 

implementation recommendations of the tax authorities may suddenly change, 

which causes a lot of unnecessary instability for business operations (Mr. 

Pohjanvirta, lecture 13.4.1999).

The third big obstacle to FDIs is the underdeveloped infrastructure. The 

deficiencies of the physical infrastructure are easy to detect and they are also 

relatively easy to repair, provided that adequate financial resources exist. 

Unfortunately, Russia has currently very little resources to use for the 

development of the physical infrastructure. Additionally, when funds are used for 

such purposes, the most likely recipients are the cities of Moscow and St. 

Petersburg or some other industrial centers. The Vyborg district, which is the core 

interest of this study, has received some funds for the maintenance of main roads 

and railroads that link St. Petersburg to Finland but other roads are in a very poor 

condition (e.g. Ministry of Transport and Communications of Finland 1993,
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Seppinen 1998). Particularly in the more peripheral regions the foreign investor 

may have to make considerable investments in the infrastructure in order to be 

able to start the operations. For example, a Finnish-Swedish-Russian joint venture 

“Vilan” that set up facilities for sorting and packing sawn timber nearby Vyborg, 

had to draw the telephone lines to the whole settlement in order to get telephone 

connection to Vyborg and St. Petersburg (Vyborgskie Vedomosti 25.3.1994).

When the institutional infrastructure is examined, the situation is found even more 

difficult. Many institutions that are taken for granted in the Western market 

economy were entirely lacking in the Soviet system. For example, the stock 

exchange is a totally new institution in Russia. Also the banking and insurance 

sectors functioned in a different way than in the West. Setting up and developing 

all these institutions does not happen overnight but takes a considerably longer 

time span. (Kivikari 1998) Currently, the Russian banking sector is undergoing a 

deep restructuring process, which has led many banks to a bankruptcy and will 

decrease the number of banks considerably. These bankruptcies have caused a lot 

of concern among the common people as they have lost their savings as a result of 

the liquidation of the banks. Also foreign firms and banks that have receivables 

from these banks have suffered quite substantial losses. Naturally, foreign 

investors find the deficient institutional infrastructure an obstacle to investment.

There is also a third form of infrastructure, i.e. the business infrastructure, which 

is seen to be insufficient in Russia (Alexandrova 1994, Borsos-Torstila 1996). 

This refers mostly to the methods of doing business and the business culture in 

general. Although companies are adopting new managerial and operating 

practices that reflect the Western way of doing business, considerable differences 

still prevail as a relic of the Soviet era. For example, the working moral is still 

relatively low, at worst personnel coming to work drunk or stealing from the 

company if only possible. It is hard to alter the practices that were applied for 

seventy years. It seems fair to argue that currently the business culture is a

39



complex combination of the old Soviet practices and new Western practices. This 

causes a lot of controversies and may be quite hard for the foreign investor to 

understand.

Also certain human resource related issues can act as obstacles to investment. 

Firstly, the productivity of labor is relatively low in Russia, which is the case in 

many countries with lower labor costs. Secondly, as already mentioned, as a 

legacy of the Soviet era the work moral and ethics are not quite as high as, e.g., in 

Finland. Foreign companies often have to take quite radical actions particularly in 

the beginning of their operations to root the new working methods into the 

organization (see e.g. Bäckman 1997). Thirdly, several studies have shown that 

the employees in Eastern Europe often lack managerial, marketing and language 

skills (Aleksandrova 1994, OECD 1994, Borsos-Torstila 1996, Hazley and 

Hirvensalo 1998a). That is quite a natural result of the socialist system: Soviet 

managers were managing companies under totally different rules and objectives 

than what is expected in Russia today. The most important task was to fulfill the 

production quota that had been set for the company. Quality was always 

outweighed by quantity. Marketing was never an issue, since all the production 

was sold in any case. Russian employees are also often blamed for lacking 

initiative and avoiding taking responsibilities. This is also a relic of the Soviet era 

when showing initiative and coming up with new ideas could even be interpreted 

as criticism against the system and cause the initiator quite a lot of problems.

Also the role of crime has to be acknowledged when talking about Russia. 

Companies that were studied by Borsos-Torstila (1999) found crime and 

corruption the second biggest obstacle to manufacturing investment, the economic 

instability occupying the first place. There are also many other studies that have 

found crime among the biggest obstacles that most foreign firms are likely to 

encounter at some point in their operations in Russia (e.g. Hazley and Hirvensalo 

1998a, Bäckman 1997).
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As a conclusion, it seems justified to say that institutional factors pose the biggest 

obstacles to investment. Political instability and inconsistent government policies 

cause economic instability, which is still increased by unclear legislation. Also the 

sustainability of the economic reforms has been somewhat questionable in Russia, 

thus discouraging investments. Companies have also encountered problems with 

organized crime in their Russian operations and therefore, it is considered as a big 

barrier for FDIs.

In addition to economic instability, the level of economic development as well as 

low purchasing power are the most important market related barriers.

There is also a wide array of production related barriers. Huge investments that 

are required to update the production technology of the existing production plants 

and the deteriorating infrastructure in combination with the low productivity of 

labor pose three big barriers to FDIs. Especially in the case of forest industry, 

which is a very capital intensive branch of industry, the required investments in 

the development of the machinery and production processes are huge. Lack of 

managerial and language skills acts also as an important barrier to FDI.

The most important barriers to investments in the Vyborg district are summarized 

in Table 3.
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Table 3 Investment Barriers in the Vyborg District

Market factors:
• Low purchasing 

power
• Economic instability
• Level of economic 

development

Production factors:
• Outdated production 

technology
• Deficient 

infrastructure
• Low productivity of 

labor
• Lack of managerial 

and language skills

Institutional factors:
• Political instability
• Legislation
• Government policies
• Sustainability of the 

economic reforms
• Crime
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2.6 Theoretical Framework

The findings of the literature review are summarized in the form of a theoretical 

framework in Figure 2. When the company is planning its investments in the 

Vyborg district (or anywhere else) it has to take both the motives for as well as the 

barriers to the investment into consideration. In order to the investment plan to 

realize, the motives have to outweigh the perceived barriers.

The company can also think of ways to overcome the barriers. The three arrows in 

the figure suggest that there are three different routes the company can choose 

from. First, the company can go over the barriers. For example, the technology 

gap can be overcome by establishing a greenfield investment instead of acquiring 

an old facility. Second, companies can go “through” the barriers. For instance, this 

can mean adaptation to the political instability of the country. And third, 

companies can go around or under the barriers. This refers to illegal types of 

activities, for example, paying bribes to government officials or other authorities 

in order to get something done.

A vital factor to be considered is also the time span. For example, some barriers 

may disappear after a few years, so it is worth considering whether to make the 

investment immediately or to wait for a while. For instance in the case of Russia, 

the legislation and in particular the tax legislation is causing considerable 

problems for foreign investors. However, the government is expected to carry out 

a tax reform in a few years time, which would be met with enthusiasm by foreign 

investors. A company that perceives the legislation barrier too great at the 

moment and decides to wait until the reforms have been implemented will most 

likely lose the first mover advantage but might gain some other advantages 

instead. Certainly, it will at least avoid many problems.
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Figure 2 Theoretical Framework of the Study

Motives for FDIs
Market factors:
+ Growth potential of 
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+ Unsatisfied demand 
Production and raw 
material related factors: 
+ Low cost raw 
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Additional factors:
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Government policies 
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- FDIs 
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Production factors:
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Outdated production 
technology
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Foreign Direct 
Investment in Forest 
Industry in the Vyborg 
District

The theoretical framework is tested in Chapter 4 by examining the motives for 

and barriers to investment that the three case companies, i.e. Tetra Laval, 

International Paper and SCA Hygiene Products, have encountered with their 

investments in the Svetogorsk pulp and paper combine. Before moving on to the 

empirical findings, the justifications for the chosen research method are presented.
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3 METHODOLOGY

3.1 Research Approach

According to Yin (1994), there are three conditions that should determine the 

research strategy to be used in a study. These conditions consist of a) the type of 

research question posed, b) the extent to which the investigator has control over 

the events, and c) the degree of focus on contemporary as opposed to historical 

events. As this study concentrates on examining the motives for and barriers to 

investment that the investors had encountered, it is obvious, that the investigator 

has had no control over the events. In one of the case companies the focus was on 

historical events, as the investment decision had been made approximately five 

years earlier. However, in the other two cases the focus was on contemporary 

events as the investment decision had been made only a few months earlier and 

the implementation of the investment plan had just began. These two conditions 

combined would support the use of either a survey or a case study method.

According to Larimo (1993, 56), there are essentially two ways of discovering the 

motives for FDIs. Firstly, statistics can be used to analyze FDI patterns, which is 

often used when testing and refining theories of the multinational enterprises. 

Secondly, company executives can be asked to describe the reasons for FDI 

decisions made, which is the way how this research was carried out. One factor 

that supports the choice of the latter approach is the nature of FDI motives. The 

motives can be much subtler than is apparent from crude statistical data. On the 

other hand, it must not be forgotten that the motives disclosed and expressed by 

managers may be strongly influenced by the prevailing business conditions as 

opposed to the conditions at the time of making the FDI. Another important factor 

that did not support the choice of a quantitative approach is the lack of reliable 

statistical information in the East European context (Michailova & Liuhto 1999).
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There were two additional reasons, which favored the use of a case study over a 

survey method as the research strategy. First of all, the number of FDIs made in 

the forest industry in this region is very limited. Therefore, the response rate 

should have been close to 100% in order to get a representative sample of 

companies. Secondly, it is not easy to get enough and accurate information from 

Eastern European companies by using mail surveys. This is partly due to deficient 

enterprise registers and partly to lack of interest in answering questionnaires, in 

particular if they are administered through universities instead of ministry or 

industrial confederation. (Michailova & Liuhto 1999) On the basis of this 

information it seemed somewhat difficult to get a high enough response rate in 

order to be able to draw any reliable conclusions based on survey results.

All these factors taken into account, a case study was chosen as the research 

strategy for the empirical part. The evident strength of a case study method arises 

from the use of multiple sources of evidence: documents, artifacts, interviews and 

observations (Yin 1994). In this study the main emphasis was on documents and 

interviews but also personal observations were of assistance in making the final 

conclusions.

3.2 Selection of Case Companies

After the author had become acquainted with the forest industry in the Vyborg 

district on the basis of various reports and articles, the vital role played by the 

Svetogorsk pulp and paper mill in the district became obvious. As a result, ОАО 

Svetogorsk was chosen as the object for the empirical research. There were 

several reasons that supported this choice. First of all, it is a rare case that three 

foreign companies, i.e. Tetra Laval, International Paper and SC A Hygiene
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Products, have made investments in one mill. Therefore, it is possible to compare 

their investment motives, perceived barriers to investment and other experiences, 

and in this way get a more thorough understanding than by examining the 

operations of only one investor. This is considered an evident strength of the 

chosen method. Since the investment target was the same for the three companies, 

it may be that they therefore shared more views than would be the case if they had 

invested in different companies. However, that is also what was expected to 

happen and it is also the prerequisite for the use of replication logic.

Second, it is a unique case also in the sense that among the wide array of failed 

investments to Russia ОАО Svetogorsk represents an example of a relatively 

successful investment. It is currently among the ten biggest and most successful 

forest industry companies in Russia. Taking this into account, the author realizes 

that there may be some company specific factors in ОАО Svetogorsk that have 

motivated foreign firms to invest in it. For example, the fact that Tetra Laval had 

already made considerable investments in the mill’s technological development 

must have had an effect on the investment decision of IP and SCA. However, 

these factors are relatively easy to recognize, and therefore, they do not pose a 

problem with respect to the results of the study and making conclusions based on 

it.

Third, the choice of the company was also a matter of convenience. The location 

of the mill by the Finnish border enabled the author to visit the premises on a one- 

day-trip. Additionally, the mill has quite a lot of Finnish employees, which helped 

a great deal in establishing the first contacts and finding the people to be 

interviewed. The investments have also received a considerable amount of public 

attention, which made it possible to receive information about them from several 

sources instead of just relying on company and interview material.
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The unit of analysis in the study is the investing company, which means that the 

research design is a multiple case study. The choice of the actual case companies 

was in a sense accidental, since they just “happened” to be the companies that had 

invested in this particular mill. The use of multiple cases allows the researcher to 

follow the replication logic. In this study, each case should predict similar results 

(literal replication), as the context, i.e. the investment target, is the same for all of 

them. Each case is first dealt with individually and then the cases are cross- 

analyzed.

3.3 Data Collection

The information for the empirical part was collected in four phases. First, Finnish 

newspapers were examined to get some basic knowledge about investments that 

were made in the Svetogorsk pulp and paper mill. Second, the case companies 

were first approached by mail, which was followed by a telephone call. The first 

contact was directed at a person who was identified on the basis of interviews in 

Finnish newspapers. Establishing the first contact was relatively easy due to the 

same nationality and mother tongue of the researcher and the contacted person. He 

also turned out to be a key informant on the subject and was willing to help in 

identifying the other possible interviewees. In other words, snowball sampling 

was used in order to find the key informants of the study (see Patton 1990). 

Considerable help was received from the case companies also, for example, in the 

visa procedures. Ultimately, three top-level managers were interviewed in 

Svetogorsk on 7 December 1998. Two of them were employed by Tetra Laval and 

they have also continued to work for International Paper, and the third person was 

working for SCA Hygiene Products. Notes were taken during the interviews and 

two of them were also tape-recorded. Technical problems disabled the taping of 

the third interview. One of the interviews was conducted in Finnish and two in
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English. Two of the interviewees were Russian speaking and the author was 

capable of interviewing also in Russian. However, the interviewees’ language 

skills turned out to be excellent and they were willing to use English during the 

interview. The interview guide (see Appendix 3) was sent in advance to two of the 

interviewees. The third interviewee was reached after the interviewer came to the 

mill, so he did not receive the interview guide until at the interview situation. The 

interview guide was followed relatively closely in two interviews, but the one 

conducted in Finnish was more informal by nature. A lot of issues outside the 

interview guide were also dealt with. The length of the interviews varied from a 

half an hour to two and a half hours.

The number of interviews conducted was obviously quite small but the researcher 

does not see that to be too big a shortcoming in the study. The interviews were 

conducted at very high organizational levels, and the interviewees were the 

persons who really had the information about the true investment motives and 

barriers. Therefore, it was not considered necessary to interview more company 

personnel. However, it probably would have been beneficial to get comments also 

from the local authorities that had made the decision to accept the investment 

plans of Tetra Laval, International Paper and SC A Hygiene Products.

In addition to these three interviews, the author had a chance to have also several 

informal discussions with various people working at different organizational 

levels at the mill. These discussions were very valuable in terms of forming a 

picture of the prevailing situation at the mill and the employees’ expectations 

about the future. The investigator also made personal observations and notes 

based on them during the visit at the site.

Third, various kind of company material was received from ОАО Svetogorsk, 

including production figures, organizational charts and lectures held by the 

company’s top-level managers at international seminars. Fourth, Russian
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newspapers were reviewed to get a picture of the locals’ attitude towards and view 

of foreign investors and their actions at the Svetogorsk mill. The most important 

source of information at this point was Vyborgskie Vedomosti because it is a local 

newspaper that has been following and reporting the course of events at the 

Svetogorsk mill quite carefully.

3.4 Data Analysis

In order to get an understanding of the course of events, the author first combined 

the information received from various sources and wrote down a chronological 

description of the development of operations. Then, the motives for and the most 

important barriers to the investment of each investing company were gathered into 

a summary table. These findings were then cross-analyzed on the basis of the 

theoretical framework.

Four tests can be used to evaluate the quality of the empirical research. These tests 

are: construct validity, internal validity, external validity and reliability. (Yin 

1994) In this research, the construct validity was increased through the use of 

various sources of information. In many cases the words of the interviewees were 

supported by statements made by other members of the organization in the press 

or in international conferences. Also the company material as well as the articles 

that were published in Finnish and Russian newspapers gave evidence of the 

course of events.

Internal validity test is not relevant with respect to this study since it can be used 

only in the context of explanatory study, not for descriptive or exploratory 

research such as this one. External validity test deals with the generalizability of
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the findings of the study. In this study, the findings were generalized back to the 

theoretical framework and suggestions on its modification were made.

The reliability of the study has been increased by carefully reporting the data 

collection procedures. It should be possible to repeat the study on the basis of the 

description of the data collection process by another researcher and still arrive at 

the same conclusions as in this research.
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4 EMPIRICAL FINDINGS

Before moving on to the analysis and the findings of the empirical study, it is 

necessary to get more thoroughly acquainted with the Russian forest industry and 

the current situation prevailing in the forest sector. The following section gives 

information about the forest sector in general and examines the European side of 

Russia in more detail.

4.1 Forest Industry in Russia

4.1.1 Economic and Financial Situation

Russia is endowed with abundant forest resources. Forests cover approximately 

60% of the total land area, i.e. 764 million hectares, which accounts for over 22% 

of the forest area in the entire world5. Almost 80% of the forest resources are 

located east of the Ural mountains. The growth potential is often very low in these 

remote areas and the fragile environment is highly sensitive to disturbances. 

(World Bank 1997) That is why the forests in the European side of Russia have 

been heavily utilized for industrial purposes.

The centralized planning system that was applied in the entire Soviet economy 

regulated also the forest sector. This led to economically and environmentally 

unsustainable forest management practices, which were exposed with the 

introduction of the market economy. Production processes consumed a lot of 

energy and raw material and the environmental aspects were in most cases 

neglected. In addition, many production facilities were located far from the actual 

forest resources and it became uneconomical to operate them after the government

5 As a comparison, in Finland the forests cover an area of 26 million hectares, accounting to a 

0,5% share of global forest resources (Key to the Finnish Forest Industry 1995).
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stopped subsidizing prices for energy, transport and other production factors. As a 

result, the whole forest sector is now showing very poor performance. Dramatic 

fall has occurred both in the consumption level of roundwood as well as in the 

production figures of various wood-based products. (See Tables 4 and 5 for 

accurate figures.)

Table 4: Wood Product Consumption in Russia, 1989 and 1993 (in millions of 

cubic meters)

User group Roundwood equivalent consumption Percentage change

1989 1993
Machine Industry 15 6 -60,0

Consumer 21 9,7 -53,8
products
Construction 49 26,2 -46,5

Railway sleepers 14,5 7,8 -46,2

Pulp and paper 44,5 24 -46,1

Maintenance 32 17,4 -45,6

Packaging 38 24,7 -35,0

Furniture 20,3 20,9 0,6

Other users 23 10,3 -55,2

Total 257,3 147 -42,9

Source: The World Bank 1997

In 1988 the forest industry contributed 5% of industrial production and 7% of 

industrial employment to the economy of the Soviet Union, most of it from what 

is today the Russian Federation. Construction activities declined 43% in 1990-93, 

and new housing 32%. At the same time the consumption of paper and board 

declined to 14 kg per person, which is one of the lowest rates of consumption in
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the more developed world.6 Investment in the sector declined 87%, employment 

in the production sector 25%, and output per employee 48%. Most of the 

officially registered log production enterprises, especially those with high cost 

structures and obsolete equipment (such as the pulp and paper industry), are 

bankrupt. (World Bank 1997)

Table 5: Output of Forest Products in Russia, 1980-1995

Product Unit Former
Soviet
Union

Russia

1988 1980 1988 1990 1991 1992 1993 1994 1995
Wood Mill, m3 389 328 354 304 269 238 175 119 115
Sawnwood Mill, m3 103 80 84 75 66 53 41 31 27
Plywood Mill, m3 2,3 1,5 1,7 1,6 1,5 1,3 1 0,9 0,9
Particle board Mill, m3 8,1 3,5 5,5 5,6 5,4 4,5 3,9 2,6 2,2
Fiberboard Mill, m3 2,1 n. a. 1,6a n. a. 1,5 n. a. n. a. 0,8 0,7
Wood pulp Mill, ton 10,9 - 10,4b - 8,4 - - 4,2 5,4
Cellulose Mill, ton n. a. 6,8 n. a. 7,5 6,4 5,7 4,4 3,3 4,2
Paper Mill, ton 6,3 4,5 5,3 5,2 4,8 3,6 2,9 2,2 2,8
Cardboard Mill, ton 4,5 2,5 3,2 3,1 2,6 2,2 1,6 1,2 1,3

a converted from square meters to cubic meters by assuming an average thickness of 3,2 
millimetres
b includes 2,1 million tons of groundwood

Source: The State Statistics Committee in Russia in the World Bank, 1997.

Round wood and sawn wood exports are increasingly restricted and have declined 

to about 20% of their previous levels. The government intends to replace these 

exports with exports of value-added wood products. However, there has been the 

problem that the level of quality of the value-added products has been inadequate 

to, for example, western consumers. While some of the decline may be state- 

directed, some is due to soaring transport costs and other effects of the economic

6 For example, in 1994 the consumption of paper and paperboard amounted to 217 kg per capita in 

Finland.
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transition. Transport is currently economically viable for a distance of up to about 

1000 km for logs and 2500 km for sawn wood, while the distances from many 

wood supply areas to the nearest seaport exceed 5000 km.

Another important aspect is the direction of Soviet supplies; the Soviet wood 

processing industry supplied most of its products to domestic market or to other 

Socialist countries, i.e. to markets where no competition was present. Only a small 

part of wood based products was exported to Western markets and exposed to 

international competition. Therefore, the quality standards for most products 

remained lower than they were in competitive markets. This also resulted in lower 

requirements with respect to the wood processing technology. (Eronen 1999)

In addition, companies complain about very heavy tax burden, claiming that more 

than 90% of revenues go to taxes. However, the actual tax revenue received from 

the sector is relatively modest due to the poor performance of the sector. Still, the 

potential for the tax revenue is quite substantial, which should motivate the 

authorities to support the recovery of the sector. Three main sources of tax 

revenue are stumpage charges, taxes on harvesting companies and taxes on wood 

processing activities. (World Bank1997)

The pulp and paper industry and other fast-growing major end-use industries are 

likely to have a strong impact on the development of production and processing in 

the timber industry. As public demand for newspapers and books increases, 

publishers and other paper consuming industries will demand paper at competitive 

prices and of a consistent quality. Similarly, the demand for packaging and 

paperboard will increase as the production of consumer products rises. These 

types of processing industries are likely to offer some of the best joint venture 

opportunities for national and foreign investors in the near term. (World Bank 

1997)
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Under central planning in the former Soviet Union, the forest industry had a low 

priority, usually receiving only residual funding. The forest industry’s share in 

capital investment was only about one-third to one-half of its share in gross 

industrial output. Though that share increased between 1980-1990, it has declined 

since then to less than half of its 1980 level. 1985-1995 the share of centralized 

capital investment from federal or sub-national governments in the sector 

declined, and the share of internal enterprise funds devoted to capital investment 

rose. For the economy as a whole, centralized capital investment dropped from 

90% in 1980 to 23% in 1995. In the forest sector it declined from 80% to 5%. 

Internally financed investment shrank too, so that by 1995 it was just one-fifth of 

its 1990 level in real terms. (World Bank 1997) For example, only three new 

particle board mills have been established since 1989 (in Siberia and the Moscow 

area). The situation is even worse with respect to sawmills and paper and pulp 

mills that have not been built at all since 1989. Some old equipment has been 

modernized or replaced in sawmill, plywood, particle board and fiberboard plants. 

Relatively little investment has gone into the pulp and paper industry, most of 

which is located in European Russia. Given this, it is relatively easy to understand 

why the production figures have been in decline for several years now. It is also 

evident, that the forest industry cannot recover until heavy investments in new 

machinery and production facilities are made. (Eronen 1999, World Bank 1997)

Federal and sub-national governments provide a small amount of funding on a 

grant basis and allocate the rest as preferential credits. Logging has typically been 

given priority in capital investments, with much less investment in the pulp and 

paper industry and the wood industry. Internal funds continue to provide the lion’s 

share of capital investments, through depreciation deductions, operating profits or, 

recently, privatization and the capitalization of assets. Few private investors, 

domestic or foreign, are making any long-term investments in industrial 

development at this time because of high inflation, economic uncertainty and the 

lack of regulation. (World Bank 1997)
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In 1996, there were 3348 forest industry enterprises and by January 1996, 3194 of 

them had been privatized. However, many of them are still partly (20-30%) 

owned by the federal government and managed by Goskomlesprom. Privatization 

has not had as positive effect as was hoped on the profitability of the companies, 

since most of the private and state-owned forest companies are still making 

considerable losses. At present, only half of the capacity is utilized and, in many 

cases, the technology is old and inefficient.

The World Bank study (1997) identified five key issues that need to be addressed 

in the Russian forest industry, both privatized and state-owned. Firstly, the low 

productivity of harvesting and wood processing is a serious disadvantage. 

Secondly, value-added wood product manufacturing is insufficiently developed. 

Thirdly, long transport distances both to domestic and international markets pose 

great economic and logistical challenges. Fourthly, harvesting practices are still 

environmentally unsound and unsustainable to a great extent. And fifth, 

harvesting and production processes produce excessive levels of waste that 

exhaust the nature.

In order to resolve these questions the World Bank gave the following 

recommendations. First of all, in order to eliminate constraints and to promote 

sustainable development of the forest sector, policies and regulations governing 

enterprise ownership, foreign investments and pricing have to be adjusted. 

Second, international assistance in the form of technology transfers, technical 

assistance and some financial capital is needed to promote small producer groups. 

Third, the size of clear-cuts in natural forest stands has to be restricted and 

silvicultural systems introduced to promote natural regeneration. Fourth, the 

heaviest logging machinery should be retired and replaced by new equipment in 

order to improve the soil and water conditions of forested areas. And finally, the 

use of sanitary harvesting and by-products should be rationalized and intensified 

at all stages of forest industry.
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In addition, the World Bank (1997) addresses four issues as critical prerequisites 

for the recovery of the Russian forest industry. Firstly, refining the legal and 

regulatory framework governing ownership and management of forestland. 

Secondly, promoting forest resource sustainability and maintaining environmental 

integrity. Thirdly, restructuring the sector to ensure economic sustainability and 

viability. And fourthly, strengthening the social safety net for the most threatened 

communities, developing alternative employment opportunities and ensuring the 

conditions for the continuity of traditional communities and economies. 

Accomplishing these objectives will require integrating forest policy into the 

broader process of economic and social reform, making resource management 

sustainable, prioritizing public investment in the sector and creating and enabling 

policy and regulatory environment for private sector investment.

Most of the largest pulp and paper integrates and export saw mills are located in 

North-Western Russia, i.e. in the Karelia and Komi republics and Arkhangel and 

Leningrad regions. This region accounts for over a half of Russian pulp and paper 

output. As also the leading engineering companies manufacturing pulp and paper 

and saw milling equipment are located there (Petrozavodsk) or in nearby regions 

(paper machines in Izhevsk, saw milling equipment in Vologda), the elements of a 

regional forest industry complex are there. Of course, the present deplorable state 

of the industry does not allow the complex to be really workable. (Eronen 1999)

The role of government has radically changed as the state no more directly 

controls industries and companies. In a market economy the government can 

encourage competitive strength of industries by favoring education and 

legislation, which encourages competition. Russian state revenue has radically 

diminished and there are serious difficulties in tax collection. Thus, e.g., support 

to scientific research and education has been curtailed. The desperate state of
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public finances accentuated after the collapse of August 1998 indicated that no 

support can be expected from the state to the forest industries. (Eronen 1999)

To sum up, negative developments in demand conditions and supporting 

industries have prevented the favorable factor conditions to be taken into use. The 

creation of a competitive environment has not helped so far as mistakes made in 

the privatization (insider ownership prevalent) have maintained old ways of doing 

things. No wonder then that not much improvement is visible in the Russian 

manufacturing industry. Structural deficiencies inherited from the Soviet period 

are a heavy burden for the wood processing industry but it is evident that too 

small and wrongly located will be gradually eliminated by the market forces. 

(Eronen 1999)

4.1.2 Forest Legislation

A total of 95% of the Russian forest land is under federal administration. In the 

former Soviet Union forests were owned and managed by the territorial offices of 

the federal Ministry of Forestry and the federal Ministry of Wood Processing and 

Pulp and Paper Industry. The system has now been changed, and currently the 

federal government of Russia has direct control of forest management and 

conservation through the Federal Forest Service (FFS) and the newly established 

State Committee for Environmental Protection (previously the Ministry of 

Environmental Protection and Natural Resources). As part of the privatization 

program, the government divested its operational control over forest industries, 

setting up Roslesprom, a state-owned national timber industry holding company. 

At present, the federal government pursues forest industrial policies and maintains 

its control over forest enterprises through the management of state-owned shares
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entrusted in the State Committee for Forest Industry (Goskomlesprom)7. Although 

some remnants of the old centralized structures still remain, no single agency has 

emerged as a clear leader capable of restructuring the forest sector to promote 

sustainable development. (World Bank 1997)

Although the government is still the major owner of forests, the legislation 

transfers several rights and responsibilities of forest management to the regions. 

The responsibilities include establishment of leasing arrangements, the location 

and size of harvesting areas and stumpage payments8. A new leasing system is to 

replace the current method of allocating resources by establishing one-to-forty- 

nine year lease agreements between resource owners and resource users. The 

forest legislation also provides for national and international sales of timber 

through auctions by local administrations in participation with the FFS. The FFS, 

in coordination with the Russian Ministry of Economy, is supposed to establish a 

new payment system for the use of forest resources. There are still many 

controversies in the division of responsibilities and rights between the federal 

government and the regions that have lead to conflict as the regions seek to codify 

their own forest laws and regulations. In the absence of tight federal control, the 

sub-national entities have largely assumed the leadership role in the development 

of their forest resources. They have declared sovereignty over the natural 

resources within their borders, a declaration that is in direct conflict with the 

“joint management” of “nationally owned” forests, as mandated by the 

Constitution. (World Bank 1997, 144-149)

7 Goskomlesprom was established in June 1996 by reorganizing the former state holding company 

Roslesprom.

8 The stumpage price is the unit price paid for standing timber, exclusive of harvesting and 

transport costs (Finnish Forest Industries Federation 1995).
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In addition to the controversies, the laws leave quite a lot of room for 

interpretation. Even the new draft for Forest Code includes several unclear points. 

For example, barriers to entry for new forest users are lowered, but not completely 

eliminated. Part 3 of Article 34 still provides for nonauction awards of lease 

contracts (for a period up to 5 years) by the regional administration for forest 

users that have been “active in a given territory for an extended period of time ” 

and that “possess industrial capacities for harvesting and processing of timber 

and other forest resources.” Moreover, the draft has no explicit antimonopoly 

provisions prohibiting actions by a governmental body aimed at restricting access 

to forest use, discriminating against some forest users, or refusing to grant leases 

to winners at timber tenders and auctions. This leaves considerable uncertainty 

regarding the scope of state intervention and favoritism in logging industries - all 

the more important following the recent re-establishment of the State Committee 

for Forest Industry and the anticipated reorganization of the timber industry. 

(World Bank 1997)

Despite the fact, that the Constitution of the Russian Federation, clause 9, section 

2 says, that the natural resources may be in the state, municipal, private or any 

other form of ownership, debates about the revival of private ownership of forests 

in Russia are still going on. The main argument of advocates of the exclusive state 

ownership of forests is that in general, the forest is not a handwork of human 

beings and that it is a gift of nature. Therefore, the view that forests shall belong 

to all but to nobody in particular, is still being passed on. (Petrov 1995)

4.1.3 Foreign Direct Investments

In the late 1980s when the Soviet economy began to liberalize, the authorities 

started to attract foreign investors in order to modernize the industry and bridge 

the technology gap. The operation mode proposed to foreign investors was joint
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ventures, which were possible since 1987. The investment climate was too 

turbulent though and in the manufacturing industry the results remained modest. 

However, two cases in the forest industries are worth mentioning. A Japanese- 

Soviet joint saw mill was built in Eastern Siberia and a Finnish-Soviet plywood 

mill at Chudovo, in the Novgorod region. (Eronen 1999)

The economy was further liberalized in the early 1990s and new forms of foreign 

participation and ownership became possible. Simultaneously the domestic 

market collapsed and the investment climate deteriorated further. Still some 

foreign companies showed interest in portfolio investments in the sector. In the 

pulp and paper industry the share of foreign ownership has constantly increased 

since 1992, exceeding 40% in 1997 (this figure includes also joint ventures, viz. 

Ignatov 1998 in Eronen 1999). See Table 6 for a review of some of the 

investments made by foreign companies in the forest industry in Russia.

Table 6 Foreign Investments in the Russian Forest Industry

Investing company Investment target
Herlitz International (Germany) Balkhna (renamed Volga) paper mill
Tetra Laval (Sweden) Svetogorsk mill
International Paper (U.S.) Svetogorsk pulp and paper mill
SCA Hygiene Products (Sweden) Svetogorsk Tissue
Nimonor Investments (Cyprus) Vyborg pulp and paper mill
Ekur (Turkey) Ekurus (joint venture)
Karelia Trade (Finland)
Vigotek (Sweden)

Lahdenpohja plywood mill 
(Joint venture Vilan)

Knauf (Germany) St. Petersburg board and printing combine
AssiDoman (Sweden) Segezha pulp and paper mill

Vsevolozhsk board mill (greenfield)

Unfortunately, the experiences of the foreign investors have not been very 

encouraging in most of the cases. For example, Herlitz International invested
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USD 150 million to a new paper machine and other upgrades of the Volga paper 

mill but its short term profit targets were not realized. The company retired from 

the management of the firm in 1997 without finding buyers for its equity. Also 

AssiDoman had similar experiences. It invested over USD 500 million in the 

Segezha pulp and paper mill but had to withdraw from the scene due to 

insurmountable problems with taxes, debts, pensions and forest resources. 

However, AssiDoman did not exit the Russian market entirely. Instead, they set 

up a greenfield investment in Vsevolozhsk near St. Petersburg. (Jenkinson 1999)

Tetra Laval showed more long term interest by investing over USD 100 million in 

the Svetogorsk company but in June 1998 it sold its share to the US owned 

International Paper, which has shown interest in continuing the investment 

program started by Tetra Laval. The tissue production was separated and sold to 

SCA Hygiene Products. The investments in the Svetogorsk pulp and paper mill 

are discussed in more detail in the next section.

According to Eronen (1999), the frequent changes in ownership point at insecure 

investment climate and low level of demand in the country. Foreign players have 

not yet ventured into large scale investments and modernization of the production 

apparatus. Furthermore, he concludes that in the conditions of sluggish domestic 

demand prerequisites for a competitive cluster hardly exist. Internationalization 

seems to be the most feasible way to rescue the best parts of the Russian forest 

industry complex. Indeed export demand is vital for most of the forest industry 

products. Exports account for over a half of plywood production, over a third of 

chemical pulp, a fourth in paper and about a fifth in sawn wood. 

Internationalization also in the form of foreign investments is a vital issue.

Next, a more detailed look is taken on the investments of Tetra Laval, 

International Paper and SCA Hygiene Products.
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4.2 Svetogorsk Pulp and Paper Combine

The Svetogorsk pulp and paper mill originates from the late 1880s when Enso 

Träsliperi Aktiebolag was established in the village of Enso. The company was 

operating a mechanical pulp mill and manufacturing cardboard machines. In 1891 

it was acquired by W. Gutzeit & Co., which was part of the Enso-Gutzeit 

Company. At that time, there was already cardboard, pulp and wrapping paper 

manufacturing in Enso and also a hydroelectric plant had been built in the Vuoksi 

river. During the 1920s and 1930s, Enso-Gutzeit began to increase the production 

of pulp concentrating investments to Eastern Finland and in particular in Enso. 

Also the company headquarters was transferred to Enso. As a result, the Enso mill 

was the biggest sulfate pulp manufacturer in Finland at the end of 1930s. Other 

wood refining industry was also operating actively and further developing the 

operations in the village and its nearby regions. The situation changed completely 

during the Second World War when a lot of buildings, warehouses and material 

stocks were destroyed. And finally, along with Finland’s territorial cessions to the 

Soviet Union after the war, the mill became property of the Soviet Union. The 

Finnish owners and employees had been evacuated already during the war and the 

village was then repopulated by people from other parts of the Soviet Union. The 

name was changed into Svetogorsk. (Kotilainen 1999)

After the Second World War, the whole development of the Soviet paper and pulp 

industry was heavily dependent on the relinquishments of other countries. There 

was very little new capacity built during 1940-59 (Eronen 1981). From the 1960s 

onwards the Soviet pulp and paper industry went through a period of expansion. 

New plants were built and old mills were renovated. Also the Svetogorsk pulp and 

paper mill went through a four-stage renovation process in 1972-1990. The 

reconstruction process was carried out in close cooperation with foreign,
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especially Finnish, suppliers and many of the plants were actually completely 

rebuilt on the banks of the Vuoksi river. After the reconstruction, the level of 

1 machines and equipment as well as the technology used made the mill one of the 

most modem mills in the country. (Westberg 1997, Lilja et al. 1989)

The combine received its first foreign direct investments in 1993 from the 

Swedish based Tetra Laval, which made it the first company in Russia to enter a 

close large volume cooperation with a foreign investor. The cooperation first 

started from the reconstmction of one of the paper machines but it has been 

widened step by step as Tetra Laval has increased its ownership in the mill. In 

1994, an investment competition was organized in which Tetra Laval participated 

turning out as the winner. At the same time the combine was formed as a limited 

liability company (=otkrytoe aktsionemoe obshestvo, i.e. ОАО). (Company 

material)

In 1989, the combine consisted of three pulp lines, four paper machines and a 

mechanical board factory (Lilja et al. 1989). The product portfolio was relatively 

diverse but it has been heavily simplified during the past decade. Currently, the 

mill concentrates on the production of sheeted fine paper and liquid packaging 

board along with market pulp. The tissue production was separated from the 

combine in spring 1998, and it now forms an independent unit owned by Swedish 

SCA Hygiene Products.

Next, the investments made by Tetra Laval and later on by International Paper and 

SCA Hygiene Products as well as their operations at the mill are discussed in 

more detail.
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4.2.1 Tetra Laval

Tetra Laval is the leading Swedish packaging group operating in more than 120 

countries and employing over 40 000 people worldwide. The group was formed in 

January 1993 as a result of a merger of Tetra Pak and Alfa Laval and it consists of 

three industrial groups: Tetra Pak, Alfa Laval, and Alfa Laval Agri. The group is 

headquartered in Lund, Sweden. This study concentrates on the operations of 

Tetra Pak in Russia as this group is in charge of the paper and board production of 

Tetra Laval.

Tetra Pak’s activities in Russia date back to the 1950’s when Hans Rausing, later 

on the CEO of the company, made his first visits to the Soviet Union. He was 

fascinated by the Russian culture and the entire country. According to a Tetra 

Laval top-manager, Hans Rausing’s personal interest in the country and its culture 

has had a great impact on the company’s operations in Russia.

“Hans has a deep love for Russia. He wanted to be one of the people who lift 

Russia back to being a bastion of culture.”

In 1998, Tetra Laval owned manufacturing units in six locations in Russia and the 

former Soviet Republics: in Timashevsk, Kiev (Ukraine), Lipetsk, Podolsk, 

Kaliningrad, and Svetogorsk. Svetogorsk pulp and paper mill was the largest of 

these units.

As mentioned earlier, Tetra Laval made its first investment in the Svetogorsk pulp 

and paper mill in 1993 when it arranged a loan of USD 10 million for the 

reconstruction of one of the combine’s four paper machines. The Group wanted to 

organize its Russian operations and secure supply of high-quality liquid packaging 

board for its packaging manufacturing units in Russia. Originally, the intention 

was to own a share of only one paper machine. However, the company soon
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realized that this kind of an ownership structure would not work on a long term, 

and therefore, the cooperation was widened and a decision to acquire shares of the 

mill was made in 1994. Already in the same year Tetra Laval participated in an 

investment tender, which it won receiving the controlling stake of the shares. The 

company representatives were not able to tell on which grounds the Russian 

authorities decided to sell the combine to Tetra Laval since the bids that were 

made were not published, only the winner of the tender was. The price that Tetra 

Laval paid for the shares is not public information, either, but one part of the bid 

was a three-year investment plan worth of USD 127 million that Tetra Laval 

committed to carry out. Tetra Laval did not even know, whether they had any 

competitors in the tender. Tetra Laval has also acquired some smaller packages of 

shares of the combine that have been sold later. At best, they owned 90 per cent of 

the shares, the rest belonging to the workers’ collective. (Interviews 8.12.1998, 

company material)

When Tetra Laval entered the picture in 1993, the situation at the mill was quite 

poor. The mill was practically at a standstill: there was no raw material, chemicals 

or fuel oil, production and sales were nonexistent and the premises as well as the 

machines were in great need of repair. As one interviewee vividly described it:

“ The mill was asleep like the Sleeping Beauty.”

Tetra Laval started the repairs from the most essential parts, i.e. securing the 

power supply first, then moving on to ensure steady pulp streams and finally 

repairing the paper machines. In the Soviet Union no emphasis was put on 

environmental issues which lead to excessive use of energy and raw material as 

well as to pollutive production methods. Therefore, developing the production 

processes to a more environmentally friendly direction has required heavy 

investments from Tetra Laval. The company has, for example, closed down the 

acetate pulp mill and chlorine mill, stopped burning sulfur and switched over from
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oil to using natural gas in heating and steam production. The Svetogorsk pulp and 

paper mill has received financial support from the Finnish Ministry of 

Environment in the investments targeted to improve the ecological status of the 

mill. Also the Ministry of Environment of the Leningrad region has given its 

formal support to the cooperation of Tetra Laval and St. Petersburg Technical 

Institute in environmental issues. Most of these works have been completed in 

1995-97 but the modernization of the mill still continues. (Company material)

The number of employees has been gradually reduced at the mill in order to 

improve the efficiency. However, Tetra Laval has been avoiding any massive 

layouts of personnel but they have tried to carry out the reductions in good 

understanding with the work force. Still, the reduction has been quite remarkable, 

i.e. almost 4000 persons (See Figure 3).

Figure 3: Number of Employees at the Svetogorsk pulp and paper mill in 

selected years between 1989-1998.

Sources: Lilja et al. 1989, company material, interviews 8.12.1998

Not only the search for efficiency has contributed to the reduction of personnel, 

but also the fact that some of the operations that used to be part of the combine’s 

responsibilities have now been transferred to the city and the community. Such
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operations were, for example, the dairy, pig farm, school and children’s day care. 

A top manager of the company was very happy with the development with respect 

to the division of responsibilities between the company and the community. 

According to his opinion, Svetogorsk combine has proceeded the furthest of all 

companies in Russia in this respect.

“The company is finally turning into a company while the community is 

beginning to take the responsibilities of a community.”

The only big social responsibility that the company still has left is the provision of 

heat to the city. (Interviews 8.12.1998, company material)

“The city is supposed to pay for the heat, not the market price but something. 

Well, they don’t really do that.”

Tetra Laval has employed several expatriate managers (mostly Swedish and 

Finnish) at the highest organizational levels (general director, 1st deputy general 

director etc.) but they have also a Russian management team consisting of young 

potential managers. The general director was changed once but both were 

Swedish of nationality. According to an interviewee, the Russian management 

team has been changed a few times either because the candidates have wanted to 

leave or the company has been unhappy with their performance. The selection 

process of the Russian management team was very tight and the company has 

mostly been very satisfied with the results. (Interviews 8.12.1998)

The organization structure is still relatively hierarchical as a relic of the Soviet era 

but it is continuously being changed to a flatter form. According to one 

interviewee, the Russians do not yet have adequate proficiency in some 

managerial functions and they are also somewhat reluctant to take responsibility. 

For example, an expatriate manager is in charge of the sales and marketing
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functions. During the Soviet times employees were very much discouraged from 

taking any responsibility and this line of thinking still prevails to a certain extent 

among Russians. All orders used to come from higher organizational levels or 

straight from the central planning committee from Moscow. Thus, the marketing 

gap and the motivation gap identified by Kraljic (1990) still affect the operations 

of foreign firms in Eastern Europe. However, there are some functions where the 

final responsibility lies on Russian directors. For example, a Russian person is in 

charge of the safety at work.

The differences in the organization cultures between Swedish and Russian 

companies are quite remarkable and Tetra Laval has had quite a tough job in 

transferring their organization culture to the Svetogorsk combine. The company 

has tried to overcome the cultural differences by providing training in cultural 

issues at the management level. Apparently, Tetra Laval expected that it would be 

relatively easy to transfer a more Western type of organization culture to the 

Russian entity but in reality it has not been as simple. As one interviewee said:

“The Swedes thought they could change the Russian culture into western without 

any trouble but there they hit their heads on the Karelian pine. It is not so easy to 

repair the damages done during the past 75 years in one generation.”

The official company language is English, which has aroused a great need for 

language training. In 1989, there was practically nobody at the mill who could 

speak English and only one person spoke Finnish (Lilja et al. 1989). Although 

interpreters still play an important role, it was evident that the communication 

barrier is no longer so great. Russian managers all spoke English at least to some 

extent, some even surprisingly well when considered the short time they had been 

learning the language. Also most of the Western managers seemed to speak at 

least some Russian. (Interviews 8.12.1998, personal observations)
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Along with Western management practices Tetra Laval has also introduced a new 

wage system in the entire organization. The Soviet payment system aimed at 

increasing equality between employees and was rather punitive of nature. Tetra 

Laval has set a personal wage level for all the managers, which has immediately 

shown positive results. Also the wages of the employees have been increased and 

changed to be more rewarding.

In June 1998, Tetra Laval announced that it had sold its share of the Svetogorsk 

pulp and paper mill to a U.S. based International Paper (IP). The transfer of 

ownership was to be organized as a step by step process, Tetra Laval slowly 

decreasing its participation in the operations and IP similarly increasing its 

participation. At the time of the interviews, the transfer of ownership was still on 

the way and people were somewhat reluctant to talk about IP’s plans at the mill. 

Obviously, one reason for that was that IP had not yet given too detailed 

information about their plans and future operations. At the same time, the tissue 

production was separated as an independent unit and sold to SCA Hygiene 

Products (SCA). Before moving on to the operations of International Paper and 

SCA, the motives for and the barriers to investment that Tetra Laval encountered 

are discussed.

4.2.1.1 Investment Motives

In the case of Tetra Laval, the role of the former CEO Hans Rausing was very 

important in the investment decision. According to a key informant, Tetra Laval 

did not have adequate resources to carry out thorough research before making the 

investment, and therefore, they really did not know the mill too well when 

entering the scene in 1993. Under another CEO the entire investment decision 

might not have been made at all.
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“Sometimes it feels that the investment was not based on any research but on 

Hans’s personal feelings.”

Although it seems that Hans Rausing’s personal motives were the driving force 

behind the investment, the interviewees gave also other more rational motives for 

the investment.

As already mentioned, the key informants identified the need to secure supplies of 

high quality liquid packaging board for the company’s Russian packaging 

manufacturing units to be the most important motive for the investment. Another 

important motive was the need to organize the company’s Russian operations. 

Thus, Tetra Laval seems to have been seeking for efficiency and raw materials 

with its investment, i.e. production related factors were the primary motives for 

the investment. (See e.g. Buckley 1988, Dunning 1993) Also previous studies 

found forest industry companies to put emphasis on raw material related factors in 

their investment decisions (see, e.g. Piispanen 1996). In addition to securing the 

supplies of the liquid packaging board, Tetra Laval was seeking for access to low 

cost raw material resources:

“The Russian authorities promised to give us own wood cutting rights and plots of 

land, which would decrease the price (of raw material) considerably. Well, they 

have not kept these promises relying on various excuses.”

“We have no raw material (cost) advantage, because the Finnish forest industry is 

buying wood from this area. That means we have to pay the same price.”

Tetra Laval had been intensely negotiating with the authorities about the wood 

cutting rights and in 1998 it received the first cutting tickets on the Karelian 

Isthmus. However, the wood cutting volume still remained quite low. Buckley’s 

(1988) recommendation that extensive lobbying is needed when companies are
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trying to get access to the raw material resources of the host country certainly was 

supported. In other words, although Russia has abundant resources of forest, 

getting access to these resources is not necessarily so easy. In fact, the reluctance 

of Russian authorities to give foreign companies wood cutting rights actually acts 

as a barrier to investments in the forest industry. Similar notion was made by 

Borsos-Torstila (1999) in the study period of 1990-1995. It seems that the 

situation has not improved much after that.

In addition, Tetra Laval’s acquisition was a vertical investment into a related 

business. Although the business was related, it was still somewhat unfamiliar to 

Tetra Laval. According to one interviewee:

“Tetra Laval does not have the technical knowhow in pulp and paper 

manufacturing. They are excellent buyers, though... The biggest buyer of liquid 

packaging board in the world.”

Tetra Laval was not interested in the entire product range of ОАО Svetogorsk but 

only in the liquid packaging board manufacturing. One of the Svetogorsk mill’s 

paper machines was found to be easy to convert to their needs, which triggered 

the investment decision.

Other production related factors were not found essential. For example, low labor 

costs had no effect:

“Well, labor costs are lower here, but there are also at least ten times more 

employees when compared to Finland.”

In other words, low productivity of labor outweighs the benefits of low labor 

costs. This was expected to be the case also on the basis of previous research and
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theoretical discussion. For example, Buckley (1988) and Larimo (1993) 

emphasize the productivity of labor in investment decisions.

Among the specific motives that determined the final investment target to be 

ОАО Svetogorsk could be identified both market and production related factors. 

The most important factor that made the Svetogorsk mill attractive for the investor 

was its location. Both the proximity to Saint Petersburg and its growing market as 

well as proximity to Finland were seen to be important. On the basis of previous 

research, the proximity to the home country could be expected to be even more 

important a factor for Finnish companies (see e.g. Hazley and Hirvensalo 1998b).

“This is close to St. Petersburg, which is a big consumption area.”

“We are close to the Finnish border, which improves the spare part maintenance 

and accuracy of specialty chemicals deliveries... It is also easier to hire foreign 

experts to work here than deeper in the country.”

The location was also seen to be the only factor in the Vyborg district that could 

attract FDIs in the forest industry. However, the interviewees did not see much 

potential, for example, for greenfield investments in paper industry.

“Investments in the paper industry are not worth doing. They are just too heavy... 

Except maybe repairing the old facilities.”

There is one factor, which supports the argument that the biggest motive for the 

investment was Hans Rausing’s personal interest for the country and the motives 

that were given by the interviewees were more like justifications and post

rationalization for this decision. It is the fact, that after Hans Rausing sold his 

share of Tetra Laval to his brother’s family in 1996 the investments into the 

Svetogorsk combine were frozen. In the words of an interviewee:
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“They were not the least bit interested in the mill. They made only those 

investments that were absolutely necessary and that had been promised to be 

made... When Hans was the main owner things were actually happening here.”

“Our (the western management team’s) job has been to put the company into a 

good enough shape to be sold.”

On the basis of these statements one could argue that the original investment 

decision may not have been all that well founded. However, taking into account 

the fact that Tetra Laval had no interest in the combine’s pulp and fine paper 

manufacturing operations, the decision to divest the mill does not come as a 

surprise. Obviously, the company’s core competence lies in the manufacturing of 

liquid packages, not the liquid packaging board and certainly not the fine paper. 

However, under the circumstances in the beginning of the 1990s, the investment 

decision made sense. There was no other certain way to secure the supplies of the 

liquid packaging board in Russia. But as soon as it was possible to find another 

reliable investor to take over the manufacturing operations, it was no longer 

rational to devote resources to the development of the Svetogorsk mill.

4.2.1.2 Investment Barriers

Investment barriers in the Vyborg district were seen to be the same as everywhere 

else in Russia. As was expected on the basis of previous research, institutional 

factors came up as the most important barniers.

“Legislation is undeveloped. Laws and orders are changing all the time.”
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“There are various gostnorms [government regulations or norms] that one should 

follow, for example, when building a new factory... No Russian has ever 

followed them... And it would be almost impossible or at least 15 times more 

expensive to build anything according to them.”

“The customs is really difficult and crazy.”

In other words, the greatest barriers consist, first of all, of legislative problems. 

The legislation was seen to be undeveloped at all levels (federal, regional and 

local). In some cases the actual legislation has been developed but the 

implementation is inefficient and unfair. In addition, the legislation may suddenly 

be changed and it is impossible to anticipate these changes in advance. (See, e.g., 

Piispanen 1996, Hazley and Hirvensalo 1998a) Second, various government 

regulations and norms that dictate, for example, the building of new production 

facilities were seen to be a big hindrance for the development of the operations. 

The author found only one previous study where companies complained about 

this issue. Surprisingly, it was also conducted in the Vyborg district, so it may be 

that the local authorities in the district are following these orders more closely 

than in some other regions (see Liuhto 1993). And third, the customs procedures 

and the customs officials caused a lot of problems. In particular the imported 

investment goods are faced with high customs fees and VAT. According to the 

general director of the combine, this kind of counterproductive payments make 

the imports of new process equipment more expensive that to any other country in 

the world. That may even turn potential investors away from Russia. (Westberg 

1998)

The taxation system has been found the most serious obstacle for investments in 

several previous studies (e.g., Hazley and Hirvensalo 1998a, Borsos-Torstila 

1999, Piispanen 1996). Also Tetra Laval had encountered serious problems with 

the taxation.
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“We have to pay absurd taxes even if there is no profit... They are very good at 

inventing all kinds of payments.”

The actions of various authorities were also seen to affect the investment climate. 

For example, at the level of the Leningrad region the authorities were seen to 

complicate the operations considerably.

“We have had negotiations with them and often something can be already agreed 

on and then it suddenly changes.”

Also the high level of bureaucracy and “form filling” was considered ab important 
barrier for FDIs.

“There is a huge amount of various licenses for all kinds of purposes. There are 

licenses for the local (district) level, Leningrad (regional) level and for Moscow 

(federal level).”

“For example, getting a building permit has been made so difficult, that if you 

don’t have friends in the right places you just can’t get it. It can block all rational 

investments.”

Next, the discussion turns to the operations of International Paper in Svetogorsk.

4.2.2 International Paper

International Paper is the world’s largest forest industry company. It was set up in 

1898 and after various mergers and acquisitions it currently operates in nearly 50 

countries and the number of employees exceeds 100 000. It is headquartered in
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New York, U.S. IP has got experience of manufacturing operations in other parts 

of Eastern Europe (Kwidzyn, Poland) but the investment to the Svetogorsk pulp 

and paper mill is the first manufacturing operation in Russia. The company has 

had an office in Moscow for approximately eight years to search for a suitable 

acquisition target. They conducted very thorough studies on various potential 

targets before making any investments. The Svetogorsk mill was studied for 1,5 

years, i.e. as long as the mill was for sale. IP’s representatives visited the mill 

several times and according to a Tetra Laval top-manager they counted everything 

“up to each screw.” (Company material, interviews 8.12.1998)

When the announcement of the change of ownership was made in June 1998, 

International Paper similarly announced that it will continue the investment 

projects started by Tetra Laval. The company was also about to bring in a group 

of specialists to start up the operation. According to an estimate of a Tetra Laval 

manager, the IP group consists of highly qualified and professional people, who 

have been involved in similar acquisitions, for example, in Poland and France. 

Otherwise, the personnel will remain mostly the same. According to some local 

newspapers, there were also fears about massive layouts that IP might carry out. 

These were mostly based on rumors and bad experiences of American investors 

by some other Russian enterprises (Vyborgskie Vedomosti 1998 issues). So far, 

IP has not made any radical reductions in the number of employees.

As to the technological development of the combine one interviewee stated:

“When the combine’s technical and technological development is considered, the 

future looks very bright.”

It was expected that International Paper would have and would be willing to 

devote more resources to the development of the mill than Tetra Laval did.
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“The mill is now in the hands of a determinate owner, which has not been the case 

earlier.”

Tetra Laval still remains as an important customer of the mill, so it will obviously 

work in close cooperation with IP and the Svetogorsk pulp and paper mill also in 

the future. (Interviews 8.12.1998)

4.2.2.1 Investment Motives

Unlike Tetra Laval, International Paper made thorough research before making 

the investment. IP is clearly seeking new markets and for them, market related 

motives seem to have been the determining factor. First of all, the demand for fine 

paper is expected to grow in Russia in the future.

“Svetogorsk’s product lines complement IP’s leading position in business papers. 

It leverages the Kwidzyn mill in Poland and enhances our ability profitably serve 

growing market demand in Russia and Eastern Europe.”

“The demand will increase as the standard of living increases.”

However, the standard of living seems to be rising at a relatively slow speed as the 

economic shocks keep trembling the country at short intervals. Since the market 

has not yet started to grow too rapidly, almost 75% of the production is exported 

to other countries. And even though the demand exists also in Russia, local 

companies are not yet capable to pay the prices that IP is asking for.

Second, on the basis of the interviews, the access to a new market could also be 

identified as a motivating factor.
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“I see this (acquisition) as a long-term strategic entry to the market.”

According to a press release by IP (November 1998), the initial interest factors in 

the Svetogorsk mill were its excellent facility with good access to natural 

resources, plenty of opportunities to broaden the product range and long term 

growth potential. Obviously, at least two of these factors can be regarded as 

outcomes of Tetra Laval’s actions. Firstly, Tetra Laval’s intense negotiations with 

the local authorities finally bore fruit and the Svetogorsk combine was given also 

own wood cutting rights. When IP entered the scene, the situation looked already 

much better from the point of view of raw material supplies and their price. 

Secondly, Tetra Laval had already made heavy investments to update the 

production technology and processes. IP has continued the development of the 

mill’s operations but they did not need to start from scratch, which would have 

been the case in many other Russian paper mills. In addition, the product quality 

had already been improved enough to meet the western standards, which enables 

profitable exports.

Low cost labor was not an issue for IP, either, but the availability of skilled labor 

force was. The personnel has remained mostly the same, of course, with some 

additional personnel coming from IP. In particular, the Russian management team 

was considered highly competent and all the time improving their skills.

“I think there will be a big competition of our young Russian managers in a few 

years time.”

“The management team is outstanding.”

4.2.2.2 Investment Barriers
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The investment barriers that had been encountered were again relatively clear. 

The technology gap (see e.g. Kraljic 1990) of the Russian forest industry was 

considered a big hindrance for FDIs in the entire forest sector.

“Factories are in such a bad condition that they require heavy investments... The 

Russians cannot upgrade them themselves.”

Some authors have even claimed that it would be easier to start greenfield 

operations instead of acquiring old facilities because the most prominent 

investment targets have already been acquired. The remaining mills will prove too 

expensive to be worth modernizing. (Jenkinson 1999) Even those companies that 

managed to get the best acquisition targets, cannot expect to make any profit 

during the first few years. Therefore, the market cannot be entered with too scarce 

financial and other resources.

The deficiencies of the infrastructure were also regarded as an important barrier to 

investments:

“The infrastructure is not adequate in this region. The roads are lousy, so is the 

district heating system. Some buildings have been repaired by the main street (by 

the town). The combine has repaired the hotel.“

Also in IP’s case, the difficulties in legislation were recognized. The division of 

responsibilities and rights between the various levels of administration, i.e. 

federal, regional and local, was also emphasized as an inhibiting factor for 

investments.

“Its difficult at all levels but the regional level is the worst.”
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Another aspect that really did not come to clearly up in the interviewees but was 

brought up by Robert Amen, the President of IP Europe, is the political instability 

of the Russian market.

“We are confident about the mill and the markets. The political risks are the 

unknown, but we shall just have to wait and see what happens.”

A specifically Vyborg district related obstacle to investment is a power struggle 

between the local authorities.

“There are two leaders [mayor of the Vyborg city and the head of district 

administration] in Vyborg arguing with each other. Naturally, this has an effect on 

the investment climate.”

This situation complicates the negotiations with the local authorities; both of the 

leaders have to be involved in the negotiations in order to get things done. The 

situation is further complicated by the fact that the town of Svetogorsk has 

separated from the Vyborg district and is now an independent municipal 

formation. However, the interviewees emphasized the fact that Svetogorsk is too 

small a unit to be able to exert any power, e.g., on foreign investors.

4.2.3 SCA Hygiene Products

SCA Hygiene Products is one of Europe’s leading manufacturers of tissue and 

fluff products for personal hygiene and other applications. It is part of the Svenska 

Cellulosa Aktiebolaget Corporation that has almost 35.000 employees and 

operations in over 30 countries. SCA Hygiene Products has been operating in 

Russia for some five years now. They have mostly been selling imported Libresse 

and Libero products. In September 1997, the company bought a distribution
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company in Moscow with sales and administrative personnel totaling 80. 

However, by the end of year 1997 SCA came to conclusion that it could not 

compete profitably with the local players by importing products. Local products 

were of low quality and low price, and therefore, imports just was not profitable.

Therefore, SCA began to study potential investment targets. Out of the five main 

Russian producers of tissue SCA examined three. Also the possibility of setting 

up a greenfield operation was considered but it was found too costly and slow 

process. SCA made very thorough background studies concerning technological, 

market, legal, financial and business aspects with the help of a few consulting 

companies before making the investment decision. (Company material, interviews 

8.12.1998)

The tissue production division consists of two units: the production unit in 

Svetogorsk and the cutting unit in Kamennogorsk. SCA plans to increase both the 

production capacity as well as the cutting capacity of the mill. Unlike Tetra Laval 

and IP, SCA has brought in an entirely Russian management team, although the 

country manager of the company is British and situated in Moscow. The most 

important changes that SCA is going to implement in Svetogorsk are related to 

automatization of the production and reporting systems. The number of 

employees totals approximately 300 and no layouts have been planned. No new 

personnel will be hired either, but their activities will be made more efficient. 

(Interviews 8.12.1998)

The local residents and employees were somewhat surprised when they heard 

about the change of owner. Yet SCA has been received fairly well. The attitude 

changed soon into a more positive direction when the employees realized that 

tissue production is a very important area of business for SCA. In Tetra Laval’s 

case it was more of a secondary importance, while the main emphasis was put on 

fine paper and liquid board production. (Interviews 8.12.1998)
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4.2.3.1 Investment Motives

SCA’s primary investment motive was related to the competition situation in the 

country:

“We had to start local manufacturing in order to compete with the local 

suppliers.”

“The most important reasons for the investment were too expensive imports, need 

for local production base and, of course, shareholder value.”

On the basis of several previous studies (see, for example, Borsos-Torstila 1999, 

Piispanen 1996) it was assumed that companies make investments because of the 

lack of competition and thus, relatively easy possibilities to get a good market 

share. However, in SCA’s case the finding was entirely the opposite: the company 

was forced to start local manufacturing in order to be competitive and increase its 

market share. On the other hand, the current competitive structure is not viable on 

the long run. Local manufacturers have barter arrangements and they are dumping 

prices, which is not a sustainable path of development.

By acquiring the Svetogorsk Tissue, SCA immediately received a market share of 

some 30 %, because the Svetogorsk mill was producing a brand called “54 

metra”, which was the market leader in St. Petersburg and Moscow areas. The fact 

that the Svetogorsk Tissue was manufacturing this brand was the most important 

reason for selecting the mill as the investment target. Other such factors were the 

age of the factory (only 10 years), good shape of the machinery and the mill 

having only one owner.
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SCA also gained the first mover advantage with its investment. The company was 

aware of the fact that three of their competitor companies were planning 

investments in the Russian market. However, those companies withdrew their 

plans when the economic crisis hit the country in August 1998. Thus, for SC A it 

was more important to get early presence in the market rather than avoid the 

problems related to the economic decline.

Some supporting motives were also identifiable. The investment climate in the 

Leningrad region is more supportive than in many other regions. For example, the 

region gives guarantees for foreign investments. However, they do not have any 

meaningful effect in real life, because the region lacks financial resources. Also 

tax incentives are offered. Additionally, a key informant pointed out the level of 

bureaucracy. The local authorities and the local administration are willing to 

discuss about things instead of being against them and, e.g., trying to prevent 

FDIs.

“If we look at the level of bureaucracy, then I would say that Leningrad region is 

the second best after Moscow when measured like this.”

However, at the time of the interview, SCA had only relatively little experience of 

working with the authorities. As the experience of Tetra Laval showed, the 

authorities do not necessarily implement everything that is agreed in the 

negotiations.

The interviewee could not think of any specific factors in the Vyborg district that 

would attract investments. The factors that were in favor of investing in the 

Svetogorsk mill were mostly related to the However, the Russian forest industry 

in general was considered to have a huge potential to attract foreign investors.
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4.2.3.2 Investment Barriers

Also in SCA’s case institutional factors came up as the most serious barriers to 

investment. The instability of the market both in economic as well as in political 

sense were identified as the biggest barriers.

“The market is so unstable... I know three big companies that are operating in this 

field were also planning investments before the economic crisis, but they gave up 

their plans for now.”

Again, the defects of the tax legislation were emphasized. The tax legislation was 

found very punitive and uncertain. Taxes are frequently changed, which increases 

the uncertainty of operations. Considerable deficiencies can be found also in other 

legislation at all levels. SCA’s key informant found the federal level the most 

complex, while Tetra Laval had encountered most problems at the regional level.

Although SCA’s key informant found the Leningrad region less bureaucratic that 

many other Russian regions, bureaucracy still poses great problems. In particular, 

difficulties with various permits were identified important.
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4.3 Cross-case Analysis

4.3.1 Investment Motives

The three case companies were expected to have somewhat similar motives for 

the investment, because their investment target was the same. However, in reality 

the situation did not turn out to be quite like this but some remarkable differences 

could be detected. Of course, also many similarities were found.

On the basis of the literature review, market related motives were expected to be 

dominating in the investment decision. Several studies had proven that the access 

to new markets, growth potential of the market and the competitive situation in 

the target market are the most important motives for investment in the TEs (e.g. 

Piispanen 1996, Hazley and Hirvensalo 1998b, Borsos-Torstila 1999). In two of 

the studied companies this also turned out to be the case. For International Paper, 

the main motivators were the growth potential of the fine paper market and the 

access to a new market. The long search for a suitable acquisition target gives 

reason to believe that the investment decision was strategically important and the 

company had long term plans for the development of their Russian operations.

Also in SCA’s case the primary investment motives were market related. The 

company had served the Russian market by importing hygiene products almost for 

five years before the investment decision was made. The tight competitive 

situation was the main trigger for the investment. The price of imports rose too 

high for SC A to be able to compete with the local suppliers. The choice of the 

investment mode was also influenced by the competitive situation. SCA 

considered making a greenfield investment but in addition to being a slower mode 

of entry it would also have increased the competition even more. SCA would have 

had to win the market share for its products from other suppliers. By acquiring the
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Svetogorsk Tissue, SCA immediately gained a market share of some 30% and 

also became the market leader in St. Petersburg and Moscow. However, SCA’s 

representatives were of the opinion that the current competitive structure is not 

viable in the long run. Local companies produce cheap but low quality goods. In 

addition, they are engaged in various barter arrangements and many of them are 

practically at the verge of a bankruptcy. On the other hand, foreign companies are 

increasingly interested in the Russian market, and therefore, more foreign 

investments are expected in the near future (Leach 1999).

In addition, e.g. the findings of Hazley and Hirvensalo (1998b) indicate that the 

need to establish an early presence in the market is a driving motive for FDIs. 

This was the case with SCA. It gained the first mover advantage with its early 

investment decision. It was known that three competitor companies were also 

planning investments at the same time but ultimately only SCA realized the plans. 

Despite of the tough economic situation in Russia it decided to begin local 

manufacturing thus being able to strengthen its position in the market.

Tetra Laval’s primary investment motives seem to somewhat differ from the two 

other companies. The main motives were production and raw material related, the 

primary motive being the need to supply packaging material for the company’s 

five package manufacturing units. In addition, the role of the former CEO Hans 

Rausing cannot be undermined in the investment decision. He was eager to 

develop the operations in Russia also for personal reasons.

Tetra Laval differs from the other two companies also in the respect that this was 

not its first investment in the market but it had already established manufacturing 

operations in five other locations in Russia. The strategic role of the Svetogorsk 

unit was to act as a server factory manufacturing and supplying raw material for 

the five other units (see Ferdows 1997). In this light, the differences in the 

motives are easy to understand. Obviously market related motives must have had
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a major role in the investment decisions of the packaging units since it has been 

considered necessary to establish so many of them. One important determinant 

must have been the expected growth in the packaging field. For example Leach 

(1998) and Jenkinson (1999) expect the strongest growth in the pulp and paper 

industry to take place in the demand for packages.

Larimo (1993) and Buckley (1988) have concluded that especially resource based 

industries are looking for markets that can offer some low cost advantages. This 

kind of production related motives were identifiable also for the case companies. 

Unlike some previous studies suggest, none of the case companies considered the 

low cost of labor as a motive for the investment (see e.g. Hirvensalo 1999, 

Alexandrova 1994). This was also expected to be the case, since labor costs form 

only a marginal share of the total production costs in the forest industry. Instead, 

companies were expected to be seeking low cost raw material. This factor was 

identified by all case companies to be among the primary motives for the 

investment. However, all the companies had not benefited from this factor to the 

extent that they had supposed. Originally, Tetra Laval had been promised own 

wood cutting rights, which had a big impact on the investment decision. However, 

the Russian authorities delayed the process considerably and the company 

received only very little areas with cutting rights. In addition, the Finnish forest 

companies acquire wood from the area thus increasing the price of wood. In other 

words, although the potential for cost savings exists, it does not necessarily 

realize. SC A and IP have benefited from the heavy lobbying campaign of Tetra 

Laval as the Svetogorsk combine has now received increasingly more cutting 

rights.

Supporting motives for the investments were relatively few. Although government 

incentives in the form of tax relieves are offered in the Leningrad region and thus, 

also in the Vyborg district, they do not seem to have too great an impact on the 

investment decision.
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The perceptions of the investment climate in the district differed somewhat from 

each other between the company representatives. The key informants of Tetra 

Laval and IP did not find the investment climate of the district or the Leningrad 

region particularly supportive but the representative of SCA had a slightly more 

positive view. It seems fair to argue that this is due to the short period of time that 

SCA had been operating in the area. Tetra Laval had the longest experience and 

therefore, they were truly aware of the characteristics of the investment climate. A 

common notion from the part of the interviewees was that the Leningrad region 

has a relatively positive attitude towards foreign investors. For example, all the 

companies had received guarantees for the investment from the region. However, 

these guarantees do not really have a meaning in practice, because the region has 

no financial resources to fulfill the obligations set by the guarantee. Instead, it is 

more of a sign showing that the investments are supported and approved by the 

regional administration.

The Vyborg district itself seems to have only very few characteristics that are 

appealing to foreign investors. One such an issue is the proximity to the Finnish 

border, which enables more secure maintenance of machinery and chemical 

supplies. It was also pointed out by a Tetra Laval top manager that it is easier to 

get western experts to work for the mill, since they can live on the Finnish side of 

the border. However, none of the companies had chosen the Svetogorsk mill as 

the investment target on the basis of its location. Other combine related factors 

had been more determining. For Tetra Laval, the most important factor in their 

investment decision was that the Svetogorsk mill had the best carton machine in 

such respect that it was the easiest to convert into a liquid carton machine. In the 

first place they were interested only in that one particular machine, but as they 

soon realized that it would not be possible to operate efficiently that way, they 

finally decided to acquire the entire combine. For IP and SCA the most important 

combine related factors motivating the investment were related to the technical
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level of the machinery. In other words, the investments made by Tetra Laval to 

upgrade the production processes and machines were highly valued in the 

investment decision.

The most important motives for investments identified by the case companies are 

summarized in Table 7. Included are both factors that motivated the investment 

decision in general as well as factors that motivated the companies to invest in the 

Svetogorsk combine in particular.

Table 7: Investment motives identified by the case companies

Tetra Laval International Paper SCA

• Hans Rausing’s 
personal interest

• Need for high quality 
raw material

• Technological level of 
the Svetogorsk mill

• Near big markets
• Near the Finnish 

border
• Promise to receive 

cutting rights

• Growth prospects of 
the market

• Near St. Petersburg
• Technological level of 

the Svetogorsk mill
• Professional personnel

• Expensive imports
• Need for local production
• Shareholder value
• Shape and age of the 

machinery
• Best quality in products
• Market leader “54 metra”
• Only 1 owner
• No debt
• No bad history
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4.3.2 Investment Barriers

The perceived investment barriers were very similar for all the case companies 

institutional barriers occupying the first position. Legislative problems were seen 

to be the greatest barrier to investments by all the company representatives. The 

legislation was perceived to be undeveloped and the continuously changing rules 

and laws are a big hindrance to business. In particular, the tax legislation was 

found very complex, punitive and unfair. In addition, the companies complained 

that different officials interpret the rules in a different way. Thus, it is difficult to 

know, what is the correct way of acting in each situation. There are also several 

inconsistencies between laws and regulations at the federal, regional and local 

levels, which makes it difficult to follow the legislation even if one wishes to. 

Tetra Laval top manager had faced most problems at the level of the Leningrad 

region, while the SCA’s administrative director identified the federal legislation 

as the most problematic. The difference is most likely due to slightly different 

areas of responsibility that these persons had. These findings are in clear 

accordance with the previous studies conducted in the area (see e.g. Piispanen 

1996, Hazley and Hirvensalo 1999).

Also the bureaucracy that all the companies had come across when dealing with 

the Russian authorities at various levels poses a big obstacle for investments. In 

particular, the customs authorities were claimed to be quite arbitrary and change 

the mies according to their own moods and feelings. Also various fees and 

payments are very usual and the companies had come across new and surprising 

fees very often. Related to this are also various government regulations 

(gostnorms) that a top manager of Tetra Laval identified to be a major obstacle for 

rational investments.
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On the basis of previous research it was expected that the role of crime would be 

considered a major barrier to FDIs. For example, according to Borsos-Torstila 

(1999), organized crime was mentioned as the second most important barrier to 

FDI. However, none of the key informants of this research put any emphasis on 

this factor. Instead, when confronted about this matter, none of them had 

experienced any problems with crime. Still, it was agreed that often it would be 

easier to get things done by paying briberies. Yet, this was not considered to be a 

form of organized crime but rather individual people, who try to earn their living 

in a difficult economic situation.

The instability of the market seems to be the biggest market related barrier to 

investment. Both IP and SCA had just made the investment decision when the 

most resent economic decline hit the country. As already mentioned, the key 

informant from SCA told that also three other tissue paper manufacturers had 

been planning investments to Russia at that time, but they decided to withdraw 

their plans. The economic and political instability affects naturally also the 

Russian companies, and probably even more severely than western companies 

that can get financial back up from the western headquarters.

It seems that the Vyborg district itself is not a very attractive investment target but 

there are at least two important barriers to FDI. First of all, there are two leaders 

in the district (the mayor and the head of the district administration) who are 

fighting for power, which has a negative effect on the investment climate. 

Secondly, the infrastructure is in many places of the region in very bad shape and 

foreign investors often have to invest also in the infrastructure in order to get their 

business in operation. In particular, the transportation network was criticized by 

the interviewees.

In addition to the deficient infrastructure other production related barriers consist 

of the low productivity of labor and the outdated production technology. Both of
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these factors increase the costs of the investment, thus discouraging foreign 

investments. In other words, the technological and productivity gaps identified by 

Kraljic (1990) are still very wide when compared to the Western level. In addition 

to the low productivity of labor, no other human resource related issues were seen 

to pose barriers to FDIs. This is probably an industry related issue, since many 

studies have identified the lack of managerial, marketing and language skills to be 

a hindrance for FDIs (e.g. Borsos-Torstila 1996, Hazley and Hirvensalo 1999a). 

However, according to Eronen (1999), the work force in the forest industry is 

relatively skilled.

The most important barriers to investment identified by the case companies are 

summarized in Table 8.

Table 8: Investment barriers identified by the case companies

Tetra Laval International Paper SCA
• undeveloped 

legislation, changing 
rules

• gostnorms
• bureaucracy
• political and economic 

instability
• deficient infrastructure

• undeveloped 
legislation

• political and economic 
instability

• tax legislation
• deficient infrastructure

• unstable market
• tax legislation

• punitive
• uncertain

• bureaucracy
• FDI legislation
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5 CONCLUDING DISCUSSION

5.1 Summary and Major Findings

The purpose of this study was to explore the reasons why foreign companies 

invest in forest industry in the Vyborg district. The author aimed at familiarizing 

Finnish companies with the operation environment in the district. The research 

questions of the study were the following:

1. What are the main motives for making FDIs in forest industry in the Vyborg 

district?

2. What are the most important barriers to investments in the district?

First these questions were answered on the basis of previous studies conducted in 

this area. On the basis of the review on previous research, the primary motives for 

FDIs were found to be market related. They included the market size, the growth 

potential, the opportunity to enter a large market and the competitive situation in 

the target market (e.g. Piispanen 1996, Borsos-Torstila 1999). The growth of the 

market is strongly associated with the catch up demand to Western consumption 

levels and the expectation of sustained economic growth. In the case of forest 

industry, it is fair to expect relatively strong growth in demand. For example, in 

1994 the consumption of paper amounted to 14 kg per person in Russia as 

compared to 217 kg in Finland. These motives have been equally important in 

both resource based (e.g. forest industry) as well as in non-resource based 

industries (Buckley 1988).

Also production based factors were expected to be motivating firms in the form of 

low cost factors of production and availability of skilled labor force. Additionally, 

the findings of Piispanen (1996) and Borsos-Torstila (1999) suggested that foreign

95



forest companies would also be attracted by the abundant forest resources. Low 

cost labor was not expected to affect the investment decision due to the capital 

intensiveness of the industry.

The most important barriers were expected to be related with institutional factors. 

Undeveloped legislation and taxation system along with administrative 

bureaucracy seemed to pose the biggest barriers for investments. Previous studies 

had also found the role of crime to be quite an obstacle (Borsos-Torstila 1999). 

Additionally, several researchers had identified the political and economic 

instability of the country to act as important barriers to investment (Buckley 1988, 

Hazley and Hirvensalo 1999a). Kivikari (1998) further concluded that the 

deficient infrastructure in terms of physical, institutional, and business 

infrastructure is one of the biggest barriers to FDIs.

Second, an empirical research was conducted in the form of a multiple case study 

in order to test the theoretical framework that was built after reviewing literature 

and previous studies on the topic.

The results of the empirical research were in many aspects expected and 

supported the findings of previous studies. However, some differences were also 

found. It was expected, that the three companies that were examined, i.e. Tetra 

Laval, International Paper and SCA Hygiene Products, would have relatively 

similar motives for the investment, since their investment target was the same. 

However, considerable differences could be identified. Tetra Laval was seeking 

for natural resources and production efficiency. Its primary motive was the need 

to secure supplies of high quality raw material for its packaging plants. Tetra 

Laval’s second motive, the need to reorganize its Russian operation, falls into the 

category of efficiency seeking investments. It is fair to assume that since the 

company already had five manufacturing plants in Russia, it was looking for 

economies of scale when it decided to make the investment in the Svetogorsk pulp
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and paper mill. The mill was supposed to fulfill the raw material needs of all the 

five production units thus increasing the economies of scale.

Then again, the investment motives of International Paper and SCA were market 

related. IP was motivated primarily by the growth potential of the market while 

SCA’s primary motives included the need to establish an early presence in the 

market, the competitive situation and too expensive imports. On the contrary to 

the suggestion of Borsos-Torstila (1996) that the lack of competition would 

encourage FDIs in Eastern Europe, the experience of SCA showed quite the 

opposite. In order to defend the position it had reached in the Russian market SCA 

was forced to start local manufacturing. The competition was fierce and the price 

of imports had risen too high. By acquiring the tissue production of ОАО 

Svetogorsk, SCA also acquired a considerable market share. Obviously, if it had 

estalished a greenfield operation, it would have had to win the market share from 

the competitors instead of just ”getting” it.

Ferdow’s (1997) argument about investment motives depending on the strategic 

role of the foreign unit seems valid in explaining the differences in the investment 

motives. The role of the Svetogorsk mill was that of a server factory for Tetra 

Laval. Then again, for SCA and International Paper the mill assumed a role of a 

contributor factory.

The location of the Vyborg district was found to be the only factor that could 

increase the interest of foreign investors in that particular area. However, when 

the issue is approached from the viewpoint of Finnish forest companies, the 

advantages of location seem to vanish to a great extent. The transportation costs 

from Finland to Russia are not that much greater than from Vyborg to some other 

Russian regions. In addition, the production is more secure in Finland, because 

there are very seldom any problems in the supply of raw material or other 

production factors. In Russia, there are relatively often problems in the supply of
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energy or gas or other such factors. Also various transportation problems can 

further increase the uncertainty of production in Russia. So far, the Finnish forest 

companies have not perceived the advantages of local production base to 

overweigh the difficulties encountered in the market. They have relied on 

exporting their products and that seems to have been quite a wise strategy when 

we compare it with the strategy to engage in FDIs and the costs it entails.

The greatest barriers to investment were equivalent to the suggestions of previous 

research to a great extent. The institutional factors constitute the greatest barriers, 

as suggested, e.g., by Hirvensalo and Hazley (1998) and Borsos-Torstila (1999). 

However, in contrast to the findings of Borsos-Torstila (1999) that organized 

crime was the second most important obstacle for investments, in this study the 

role of crime was almost entirely nonexistent. None of the key informants of the 

study saw crime to act as a barrier to investments. It was agreed though, that it 

would be easier to handle the bureaucracy by paying bribes. However, it was not 

seen to be in anyway organized action, but rather individuals trying to take 

advantage of their positions in various organizations.

On the basis of this research, it is clear that the investment climate in Russia is 

still not quite as supportive as it should be in order to attract foreign investments. 

The legislation contains many unclear points with respect to foreign direct 

investments, immaterial rights as well as more concrete aspects, like to ownership 

of land. In addition, the unclear relationship between the federal, regional and 

local administration and their responsibilities and rights further impedes foreign 

investments.

Since the number of studied companies was only three in this research, normative 

generalizations naturally cannot be made. Instead, the findings are reflected to the 

theory and based on this, some suggestions and revisions to the theoretical
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framework applied in the study can be made. The revised framework is presented 

in Figure 4.

Figure 4 Revised Framework

Motives for FDIs
Market factors:
+ Growth potential 

of the market 
+ Unsatisfied 

demand
+ Competitive 

situation
Production and raw 
material related 
factors:
+ Low cost raw 

material
+ Forest resources 
Additional factors:
+ Location

Barriers to FDIs
Market factors:

Level of economic 
development 
Economic instability 

Institutional factors: 
Political instability 
Bureaucracy

------faadeqttate-fegiskrtkffl"
---- coaesmiftgi------------

- FDIs 
Taxation

Production factors: 
Outdated production 
technology 
Deficient 
infrastructure 
Low productivity of 
labor

Foreign Direct 
Investment in Forest 
Industry in the 
Vyborg District

5.2 Managerial Implications

From the managerial point of view the study has four main implications.

First of all, the importance of thorough preliminary research before making the 

investment was emphasized by all the key informants of the study. Even if the
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investment is well founded and thoroughly planned, the investor is still likely to 

encounter various surprises after entering the market. Although IP and SCA had 

conducted thorough research before the investment, they still had encountered 

barriers and problems that could not be anticipated in advance. Also Tetra Laval 

that was already experienced in its operations in Russia had met with unexpected 

barriers. Under the circumstances of rapidly changing economic and political 

situation, it is not even possible to take all the barriers into consideration when 

planning the investment.

Secondly, it is evident that the manufacturing investments in Russia still have to 

have a long term perspective. The investments are most likely unprofitable during 

the first few years. In addition, considerable investments are required to update 

the production technology. Taken this into account, it could be easier to start a 

greenfield investment instead of acquiring existing plants.

Third, on the basis of this research, it is clear that the investment climate in Russia 

is still not quite as supportive as it should be in order to attract large scale foreign 

investments. The legislation contains many unclear points with respect to foreign 

direct investments, immaterial rights as well as more concrete aspects, like the 

ownership of land. In addition, the unclear relationship between the federal, 

regional and local administration and their responsibilities and rights further 

impedes foreign investments.

And fourth, the Russian forest industry offers huge potential also for companies 

from other branches of industry. For example, the need for upgrades of the 

production technology could offer profitable business opportunities for the 

Finnish paper machine manufacturers.
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5.3 Suggestions for Further Research

The companies that were studied in this research were all large international 

companies that have a wide experience on foreign markets and foreign direct 

investments. Additionally, they have a lot of resources to carry out investments. 

And even if the investment fails, they do not suffer too great losses with respect to 

their total result. The situation is entirely different for small companies operating, 

for example, in saw milling industry. They have very limited resources, which of 

course decreases the motivation to make investments and respectively increases 

the barriers they perceive the market to have. Still, there are some examples also 

of small and medium sized companies that have invested in manufacturing 

operations in Russia. Their investment motives are likely to be somewhat different 

than those of the big multinational corporations. Therefore, it would be necessary 

to conduct a study examining their motives for and perceived barriers to 

investment.

It would also be of interest to study the reasons that have influenced the choice of 

the mode of investment. The three case companies had selected the acquisition 

mode and the choice is relatively easy to understand in the case of IP and SC A. 

Tetra Laval had already made big investments in the Svetogorsk combine, which 

made it a rational investment target. But what are the factors that dictate the 

choice of the investment mode? Why do some companies prefer to acquire an 

existing company even though it requires heavy investments? Could a greenfield 

operation be easier and less expensive in the end?
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APPENDIX 1: KEY ECONOMIC INDICATORS ON RUSSIA

Economic indicators

GDP. %
1992 1993 1994 1995 1996 1997 1998 1999 as of
-14.5 -8.7 -12.6 -4.2 -3.5 0.8 -4.6 -0.7 1 -6/99Industrial production. % -18.2 -14.2 -20.9 -3.0 -4.0 1.9 -5.2 7.5 1.10/99

Fixed investments, % -40.0 -12.0 -27.0 -13.0 -18.0 -5.0 -6.7 2.0 1 -10/99Unemployment, % (end of period) 4.9 5.5 7.5 8.2 9.3 9.0 11.8 11.7 10/99Exports, USD billion 53.6 59.7 68.1 81.3 88.4 86.7 73.9 50.8 1 -9/99Imports, USD billion 43.0 44.3 50.5 60.9 61.5 66.9 59.5 29.5 1 -9/99
Current account. USD billion 10.7 10.0 12.0 4.0 1.6 9.0 1-6/99Sources: Goskomstat. CBR

Monetary indicators
1994 1995 1996 1997 1998 1999 as of

Inflation (CPI), 12-month, % 224 131 22 11.0 84.4 50.3 11/99
М2, 12-month growth, % 217 113 30 29.5 36.3 63.3 9/99
Average wage, new RUB, end of period 354 736 1017 1210 1463 1717 10/99
Interest rates, period average
- T-bill (GKO) yield, % 168 86 26.0 n.a. 16.0 6/99
- deposit rate, % 102 55 16.4 25.7 9.0 10/99
- lending rate, % 320 147 46.2 41.7 37.0 10/99
Forex reserves, USD billion (cxcl. gold) 4.0 14.3 11.3 12.9 7.8 7.6 11/99
RUB/USD, end of period 3550 4640 5560 5960 20.65 26.42 11/99
Sources: Goskomstat. CBR

Rouble/USD exchange rate in 1999 Russian industrial output, Dec. 1993=100

Source: CBR

Interest rates (1-month MIBOR) in 1999

л.-;'-. -
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Source: CBR
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APPENDIX 2: THE VYBORG DISTRICT
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APPENDIX 3: INTERVIEW GUIDE

1. Background of the interviewee

• position in the company

• for how long has the person been working in the company

2. Investment decision

• Why did Tetra Laval/IP want to acquire a mill in Russia?

• How did Tetra Laval/IP become interested in the Svetogorsk pulp and paper 

mill?

• How well did the company know the mill in advance? Previous co

operation?

• How did Tetra Laval acquire its share of the mill (both minority and 

majority share)? With whom were the negotiations carried out?

• What was the situation at the mill at the time of the investment?

(ownership, privatization, production, number of employees etc.)

• Which other investment targets were considered?

• Did the company have previous operations in Russia?

• What were the most important motives for making the investment?

• What were considered to be the most important barriers to investment?

3. Leningrad region and Vyborg district as investment targets

• What was the investment climate like in the Leningrad region/Vyborg district 

at the time of the investment? How has it changed?

• Changes in legislation concerning foreign direct investments?

• Legislation on the levels of the Federation, region, district?
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• Does the local administration offer any incentives for foreign companies to 

make investments?

• What are the special characteristics of the Vyborg district affecting the 

investment? Which factors encourage foreign firms to investment in the 

district? Which factors discourage them?

• Has the self-administration of Svetogorsk had an influence on the operations?

• What is the potential of forest industry in attracting foreign investments?

4. Organizational changes after the acquisition

• What have you done at the mill (restructuring)?

• How does the mill operate today?

• What are the plans for the future?

5. Relations with local authorities and employees

• How did the Russian party react to a foreign owner? (local authorities, 

employees, other shareholders)

• What has been the reaction of the locals to the restructuring of the mill and to 

the layoffs of the employees?

• How are the relations with local authorities taken care of? Who takes care of 

them?

6. Investment performance

• How do you measure the performance of the investment?

• Which factors affect the successfulness of an investment in Russia?
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