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ABSTRACT: By Glhbalization we refer to the latest stage of internationalization
since the 1980s, initiated by widespread deregulation of financial markets and
competitive policies as well as by advances in information and communication
technologies (ICTSs). In our discussion global competitiveness at the national level
centers around the question of how can a country be an attractive home base for MNESs’
bigh value-added activities.

Despite the potential drawbacks and uncertainties of globalization, hitherto
its effects have mainly been beneficial. The benefits are, however, unevenly dis-
tributed across countries and economic branches. Technology-driven growth
nevertheless offers abundant opportunities to advanced small open economies
such as Finland.

Finland’s shift from a factor- to a knowledge-driven economy has been rapid;
among other things, its R&D-intensity is currently the 2°¢ highest in the world,
and it is one of the leading countries in ICTs. The high unemployment rate
manifests that some resources are still underutilized, but the situation is im-
proving. Although the Finnish economy has been able to renew itself considera-
bly in the past few decades, the economic structures are still somewhat inflexi-
ble. Thus, fiscal measures will be needed in future economic downturns as well.
The Finnish position in global competition is quite good, but inflexibility and a
large public debt may cause problems in periods of slow economic growth.

KEY WORDS: globalization, competitiveness, foreign direct investment,
multinational enterprises, global competition.

PIENEN AVOTALOUDEN STRATEGIAVAIHTOEHDOT GLOBAA-
LISSA KILPAILUSSA — SUOMI KANSAINVALISESSA VERTAILUSSA.

THVISTELMA:  Tutkimuksessamme ghbakisaatiolla tarkoitetaan 1980-luvulla
alkanutta kansainvilistymisen viimeisintd vaihetta, jonka kdynnistivit maailman-
laajuinen raha- ja pddomamarkkinoiden ja kilpailuolojen vapauttaminen sekid osin
my6s informaatio- ja kommunikaatioteknologian edistysaskeleet. Keskustelus-
samme kansallisen globaalin kilpailnkyvyn peruskysymys on: miten tehdi maasta hon-
kutteleva stjaintipaikka monikansallisten yritysten Rorkean jalostusarvon toiminnotile?

Globalisaatioon liittyvistd uhista ja epavarmuustekijéista huolimatta sen ta-
hinastiset vaikutukset ovat olleet padsaantdisesti myodnteisid. Maittain ja aloittain
hy6dyt jakautuvat kuitenkin varsin epitasaisesti. Teknologiavetoinen kasvu tatjo-
aa Suomen kaltaisille edistyksellisille avotalouksille monia mahdollisuuksia.

Suomi on nopeasti siirtymissd tuotannontekijikeskeisestd tietokeskeiseen ai-
kakauteen: T&K-intensiteettimme on jo maailman toiseksi korkein ja maamme
on informaatioteknologian johtavia maita. Mm. edelleen korkea tyttomyys kui-
tenkin osoittaa, ettd resurssit ovat vajaakidytossd. Voimakkaasta rakennemuutok-
sesta huolimatta talouden perusrakenteet ovat edelleen varsin jaykit. Niinpd tar-
vitsemme julkisen talouden sopeuttamistoimenpiteitd myos tulevissa taantumis-
sa. Suomen asemaa globaalissa kilpailussa voidaan pitda hyvind, mutta suuri jul-
kinen velka ja rakenteelliset jaykkyystekijat ovat uhkina talouskasvun hidastuessa.

ASTASANAT: globalisaatio, kilpailukyky, suorat sijoitukset, monikansalliset
yritykset, kansainvilinen kilpailu.
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FOREWORD

The world economy is undergoing a fundamental structural change,
not unlike the two previous industrial revolutions. Economic glob-
alization and technological progress can be identified as the engines
of change. In order to be successful in global competition, firms
and societies must develop new ways of conducting business and
adjust their socio-institutional structures.

The Globalization, Welfare, and Employment program, initiated and
tinanced by Sitra — The Finnish National Fund for Research and Devel-
opment, studies the challenges globalization imposes on the Finnish
economy and soctety. Some of the key findings of this project are
presented in this book.

Pajarinen, Rouvinen, and Yli-Anttila address one of the most
important questions on the future prosperity of Finland: how can it
be/ become an attractive location for multinational enterprises’ high valne-added
activities? 'The issue 1s studied 1.a. by benchmarking tramework con-
ditions of industry in Finland against those in competing countries.
The authors also discuss the concept of competitiveness, facets of
economic globalization, as well as policy issues in the ‘borderless’
world. In addition, they provide an interesting analysis about the
contribution of internationalization to the growth of the Finnish
economy, and the ways in which the current changes in the world
economy will affect Finland.

In recent years, financial, product, and factor markets have inte-
grated rapidly across borders and become more volatile. As a result,
the world markets will have an increasing impact on Finland and
the other countries participating in the globalization process. We
need a better understanding of these global forces. This book is in-
deed timely.

Sitra, The Finnish National Fund for Research and Development
October, 1998



PREFACE

We attempt to provide new insights to the globalization phenome-
non in a small open economy, and, at the same time, to present to
the general public results of various research projects carried out at
our institute and elsewhere. Although we benefited from the work
of many of our colleagues at ETT.4, we would like to single out Jy-
rki Ali-Yrkkd for his work in the field. We also thank him for his
helpful comments and suggestions.

It has been a great pleasure to work in a multidisciplinary glob-
alization project initiated and financed by Szra. We were delighted
with the seminars and discussion sessions of the project group. We
are especially gratetul to Protessor Razmo 1 dyrynen, the coordinator
of the project, for his comments and inspiring way of steering the
group. In the course of our work, the group members, Pertti Alasuu-
tari, Antti Hauntamaki, Jari Hyvarinen, Timo Hdémdlainen, Antti Kasvio,
Ari Nieminen, Paavo Okko, Jussi Raumolin, and Petri Runska, have
provided us valuable feedback.

We are solely responsible for the possibly remaining shortcom-
ings and/or errors.

ETLA
October, 1998

Mika Pajarinen Petrt Rouvinen Pekka Yli-Anttila



1 INTRODUCTION

In the past two decades the worldwide value of foreign direct in-
vestment (FDI) has increased nearly sixtold. Meanwhile world trade
has tripled and aggregate output doubled (Figure 1.1). These figures
indicate how rapidly internationalization of businesses has pro-
gressed. Currently, major industrial enterprises in virtually all devel-
oped economies operate globally. Among large Nordic manufac-
turing firms, foreign employment already accounts for more than
half of the total; sales abroad generate two-thirds of the turnover.

Figure 1.1 Value of World Trade, Output and FDI (1970=100).
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Source: UN (1997), IMF, and The World Bank.

Internationalization of business 1s by no means a new phenome-
non. It has been argued that the current globalization trend is only
a continuation of the developments before the First World War
(see, e.g., Bairoch & Kozul-Wright, 1996; Hirtel et al., 1996). Dur-
ing the half century before 1913 the world economy was indeed
integrating rapidly through the growth of international trade and
toreign direct investment. In Western Europe merchandise exports
increased to nearly 20% of GDP, a peak which was not surpassed
until the 1990s (Bairoch & Kozul-Wright, 1996).
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In many respects the current stage of globalization is neverthe-
less unique. Firsz, the number of countries participating in it is
much larger than betore World War 1. Second, previously globaliza-
tion was not based on widely accepted and implemented policies
towards free trade and unrestricted capital movements. Third, tech-
nological developments, particularly in information and communi-
cation technologies (ICTs), have opened new ways for conducting
business on a world-scale. Thus, by globalization we refer to the lat-
est stage of internationalization that started during the 1980s; this
new phase was initiated by widespread deregulation of financial
markets and competitive policies as well as by advances in ICT.!

Globalization of businesses and rapid advances in ICTs are in-
terrelated. On one hand information and communication technolo-
gies make it possible to effectively decentralize and control global
operations of the multinational enterprises (MNEs) — on the other
hand global competition is a major driving force behind techno-
logical innovation and rapid ditfusion of ICT.

Foreign direct investment and multinational enterprises have a
central role in the globalization process. MNEs already control
three-tourths of world commodity trade and their share in service
trade 1s increasing. Furthermore, MNEs account for three-fourths
of all industrial R&D in the OECD countries (see Archibugi & Mi-
chie, 1995; Chang, 1995; Stoptford, 1997).

Finnish companies compete in global markets. So does Finland,
as a nation, although in a different manner. A firm’s ultimate ob-
jective is to maximize a discounted stream of profits. A nation’s
objective 1s to maximize the weltare of current and future citizens.
In what follows, we discuss how Finland competes in the increas-
ingly global environment. Global competitiveness at the national
level centers around the question of how can a country be an attractive
home base for MINEs’ high valne added activities.

1 OECD (1997c, p. 7) gives a formal definition of industrial globalization, which par-
tially defines what we have in mind: “Industrial globalisation refers to an evolving
pattern of cross-border enterprise activities; these can include international invest-
ment, trade and strategic alliances for product development, production, sourcing,
and marketing. International activities enable firms to enter new markets, to exploit
their technological and organisational advantages, and to reduce business costs and
risks. Underlying this expansion — and, in part, driven by it — are technological ad-
vantages, the liberalisation of markets and increased mobility of production factors

(OECD, 1996).”
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In our previous research, we tackled the issue of national com-
petitiveness as it is currently understood (see, e.g., Hernesniemi,
Lammi, & Yli-Anttila, 1996; Rouvinen, 1997, Rouvinen & Yli-
Anttila, 1997). We have also touched upon the issue of globaliza-
tion at the firm level, both from the point of view of Finnish
MNEs’ activities abroad (Ali-Yrkké & Yla-Anttila, 1997b) and from
the point of view of foreign MNESs’ activities in Finland (Pajarinen
& Yla-Anttila, 1998). In this volume, we summarize some findings
of our previous research and expand the discussion on globaliza-
tion to the national level.

In the following Section 2, we discuss the nature of competi-
tiveness and suggest a new definition, which explicitly incorporates
our thoughts on the role of multinational enterprises in national
economies. In Section 3, we give a broad overview of the global-
ization phenomenon worldwide. Section 4 gives a more detailed
discussion on globalization in Finland and presents aggregate and
industry-level figures. Section 5 focuses on globalization of firms
with particular reference to Finland. Although policy issues are not
our main focus in this volume, we nevertheless discuss some policy
guidelines in Section 6. Section 7 concludes.
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Figure 5.2 Exports, Foreign Production, and Employment in
the Group of Large Industrial Firms.
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It 1s emphasized that, although the relationship between FDI
and home country activities has changed, one cannot draw the con-
clusion that the Finnish economy would have been better off had
the large firms not invested abroad.

Technology, Globalization and Competitiveness — Future
Perspectives

It seems likely that the globalization of Finnish firms will con-
tinue, at least at the same rate as in the last few years. This is evi-
dent already from the fact that, in spite of the rapid growth of FDI,
the stock of outward foreign direct investment in relation to GNP
is still smaller than in some other open economies of similar size

and structure, for example, the Netherlands, Sweden and Switzer-
land.

The pattern of globalization is, however, changing. The small
and medium size enterprises, and especially knowledge-based fast
growing SMEs, are rapidly internationalizing their activities. Also,
tirms in the services sector are becoming increasingly global. A
particular group is specialized subcontracting firms, for example in
electronics, which are growing to be parts of global production
networks. Hence, the dominance of large firms in the globalization
process 1s likely to decrease. At the same time, non-FDI globaliza-
tion — R&D alliances, value-added services, partnerships, contract
manufacturing — is bound to increase. The third phase of EMU is
likely to increase the propensity of smaller firms to both increase
their exports and expand production abroad.

Advances 1n information and communication technologies tend
to further favor international decentralization of industrial activi-
ties. On the other hand, there seems to be a tendency of knowl-
edge-based industries to concentrate geographically in certain areas
to benefit from technological spillovers and positive externalities
arising from market interactions with similar types of firms. This
poses a challenge to industrial and technology policies — how to at-
tract knowledge-intensive tirms and create favorable milieus for in-
novative firms.

In this section, we studied outward cross border expansion of
Finnish firms. In the following section, we shall study the other
side of the internationalization process through FDI, that is, for-
eign-owned firms in Finland.
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5.2 Foreign Owned Firms in Finland

From an historical perspective, foreign tirms have made few direct
investments in Finland. This is due to, e.g., the small Finnish mar-
ket size and unfamiliar language and culture. Nor have Finns tried
to actively attract foreign direct investment inflows.

However, foreign direct investment inflows began to increase in
the 1980s, and the increase has continued during the 1990s. There
are many explanations for the increase. Firs, as we have seen in the
earlier sections, it 1s partly due to global development: global FDI
tlows have increased substantially since the early 1980s. A small
part of this growth has been directed at Finland. Second, the tech-
nological and knowledge levels of Finnish manufacturing firms
have increased quite rapidly in the past few decades. As a conse-
quence, acquiring an existing firm has become a popular method of
establishing production in Finland. In fact, mergers and acquisi-
tions have been a much more popular method of foreign direct in-
vestment in the 1980s and 1990s than greentield investment. Third,
the atmosphere in Finland has changed. Nowadays, foreign direct
investment inflows are encouraged: the Invest in Finland Burean was
tounded in 1992, and remaining restrictions on FDI inflows were
abolished in 1993. Furthermore, European Union membership in
1995 most likely had a positive signal.

Although foreign direct investment intflows have increased in the
1980s and 1990s, the number of foreign atfiliates in Finland 1s still
relatively small. According to Statistics Finland, there were about
1,500 foreign-owned companies in Finland in 1995.°* This was
roughly only one-half percent of all firms in Finland. However, for-
eign-owned companies’ share of value added and employment was
almost ten percent. This implies that foreign-owned firms are, on
average, larger than Finnish-owned firms. Table 5.3 shows that the
toreign atfiliates’ shares of the number of companies and personnel
increase quite notably as the size of tirm increases. In addition,
one-third of the 500 largest firms in Finland are controlled by for-
eign parent companies (Pajarinen & Yli-Anttila, 1998).

52 According to our estimates, there were some 1,700 foreign-owned firms in Finland in

the spring of 1998.
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Table 5.3 Foreign Affiliates in Finland: Shares of Firms and
Employment in the mid-1990s.

Company size Foreign owned firms' share of
(Number of employees) Number of firms Personnel

0-9 0.3 % 1%
10-19 4% 4%
20-49 8 % 8 %
50-99 11 % 11 %
100- 16 % 11 %

All 0.5 % 8 %

Source: ETLA — Statistics Finland.

Figure 5.3 Foreign Affiliates in Finland by Owner Country in
1995.

Denmark

Source: ETLA — Statistics Finland.

As we can see from Figure 5.3, Swedish owned firms are dis-
tinctly the largest group of foreign aftiliates in Finland. Their pro-
portion 1s over one-third of the total number of foreign affiliates
(and personnel employed by foreign affiliates). Swedish firms are
tollowed by firms from the USA, Denmark and the Netherlands.
Nordic firms are, on the whole, quite well represented in the list of
foreign aftiliate owners: the number of Norwegian-owned firms has
also increased during the 1990s.

Over 80% of foreign aftiliates in Finland are located in trade and
services sectors. Nevertheless, the number of foreign manufactur-
ing firms is increasing. As the technological and knowledge levels
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of Finnish manufacturing firms have improved during the last dec-
ades, acquiring an existing firm has become an increasingly popular
method of establishing production in Finland. Moreover, although
only a minority of foreign atfiliates operates in manufacturing, they
employ over half of the personnel working in foreign atfiliates.

In manufacturing, about half of the foreign-owned firms are lo-
cated 1n the metal and engineering industries. In the mid-1990s,
their share of total foreign aftiliates’ net sales and personnel em-
ployed was even larger, about 60%. A popular sub-industry in metal
and engineering has been the electrical and electronics industry. On
the other hand, in the manufacture of basic metals, for example,
toreign owned firms are practically non-existent.

We can see from Figure 5.4 that, in terms of the industry distri-
bution of foreign affiliates, the chemical industry is second to metal
and engineering only. In addition, the figure reveals that the metal
and engineering and chemical industries are much more dominant
in the case of foreign affiliates than in the case of Finnish owned
firms.

Figure 5.4 Industry Distribution of Foreign Owned and Finnish
Owned Firms.

Foreion Owned Finnish Owned
Forest Forest
Other
Other
Metal & eng.
Chemical Metal & eng.
Chemical

Source: ETLA — Statistics Finland.

Figure 5.5 illustrates foreign owned firms’ share of employment
in some manufacturing industries in 1995 and in 1998. In 1995,
toreign aftiliates’ proportion of employment in manufacturing in-
dustries was about ten percent. Since 1995, the proportion has in-
creased, primarily due to mergers and acquisitions. We have roughly
estimated that the foreign affiliates’ proportion of employment was
approximately 15 % in the first half of 1998.
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Figure 5.5 Foreign Owned Firms’ Share of Employment in
Some Manufacturing industries in 1995 and 1998.

Tndustry total 7777777777777 1998 (est)
Textiles, etc. W 1995

Metal 2222222222222
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%o

Source: 1995 shares are authors’ estimates based on data provided by Statistics
Finland, 1998 shares are authors’ estimates based on foreign mergers and acqui-
sitions since 1995.

Upon analyzing foreign atfiliates in more detail, we note that
they have only a minor role in the forest sector.”” In the manufac-
ture of food and textiles, their share i1s also below that of total in-
dustry average. Foreign-owned companies’ influence is largest in
the metal and engineering and chemical industries. Within these
two industries, foreign influence is substantial in many higher tech-
nology sectors. In the electrical industry, for instance, foreign-
owned firms’ share of employment is almost one-tourth. On the
other hand, foreign firms have not only acquired high technology
tirms. Their share of output and employment is also significant in
some lower technology sectors. Shipbuilding, for instance, is nowa-
days an almost totally foreign-owned sector. However, foreign
owned firms are often located in higher technology sectors. This
can be inferred from Figure 5.6, which sorts manufacturing compa-
nies by their level of technology. Differences in industry distribu-
tions are reflected in average wage levels, too. In 1995, personnel in
foreign affiliates received, on average, some ten percent higher
compensation than personnel in Finnish-owned, private sector
companies.

%3 We have not classified Exso as a foreign owned company (see Box 5.1)
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Figure 5.6 Manufacturing Companies by their Technology
Level in 1995.
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High and upper medium high technology tirms employed nearly
130,000 employees in Finland in 1995 and their net sales were
about FIM 117 billion. The employment proportion of foreign
owned companies was almost 20%; the net sales proportion was
over 20%. Since 1995, the proportions have increased somewhat as
toreign firms have continued to acquire higher technology compa-
nies in Finland.

Keeping in mind the ditferences in the technology intensity dis-
tribution, it 1s quite unsurprising that foreign-owned manufacturing
tirms invest, on average, more in research and development than
Finnish-owned firms. According to Luukkanen (1994), foreign-
owned firms spent some 3.5% of net sales on R&D in 1991, while
the proportion in Finnish-owned companies was about 1.6%. Ac-
cording to our estimates, some differences in R&D-intensity have
remained during the 1990s. Nonetheless, both Finnish-owned and
toreign-owned firms have increased their R&D spending: In 1996,
for instance, in our sample of the 500 largest companies, foreign-
owned manufacturing companies spent, on average, about four
percent of net sales on R&D and Finnish-owned companies spent
about two percent.
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Foreign Owned Companies’ Performance in the 1990s

Foreign companies have performed quite well compared to their
Finnish counterparts.® Figure 5.7 illustrates foreign affiliates’
growth compared to indigenous firms. Foreign affiliates have
grown faster: from 1990 to 1996, the number of employees in for-
eign-owned firms, for instance, /ncreased some 15%, whereas in Fin-
nish-owned firms the number of employees decreased by about 10%.

Figure 5.7 Employment and Output Trends of Manufacturing
Firms in 1990-1996.5

160 160 -
) Employment Value Added
Foreign owned Foreign owned
140 |7 140 | —
Finnish owned Finnish owned
4‘7
120 | 120 |
100 /7\\\'\‘\'/“/ 100 ‘\//
80 80
60 | | | | | | | 60 | | | | | | |
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Source: Pajarinen & Yli-Anttila (1998).
Note: Index: 1990 = 100.

Furthermore, we can see that employment trends diverged in 1992:
toreign manufacturing affiliates began to employ more personnel
already in 1993, whereas the downward employment trend in in-
digenous firms was not broken until 1995. There are many possible
explanations for the ditferent development. Firsz, foreign aftiliates

5 Our data consists basically of the 500 largest companies in Finland. This data has
been supplemented by some smaller foreign-owned companies in order to obtain a
larger sample size of foreign-owned firms.

% Sample of firms which were, during the whole period, Finnish-owned or foreign-
owned (49 foreign owned and 101 Finnish owned firms). Output in Figure 5.7 is de-
fined as nominal value added deflated by the producer price index. Due to data con-
straints, employment and value added are the sums of foreign and domestic values.
This gives us somewhat biased trends, especially in the case of large Finnish-owned
firms. In 1996, for instance, nearly half of the personnel of the 30 largest Finnish-
owned manufacturing firms worked abroad. On the other hand, foreign-owned firms

employ personnel primarily in Finland only.



