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ABSTRACT: This study examines the Northwest Russian forest industry, tradition-
ally the region’s most important industry, its competitiveness and future prospects.
The transition to the market economy and privatization have left their mark on the
industry. Demand and markets have changed, requiring new strategies, operation
models and industrial policy. The book analyzes competitiveness employing the so-
called cluster analysis approach. The competitiveness of the Northwest Russian for-
est industry is currently based on production factors, whose conditions have, how-
ever, deteriorated during the reform process. Machinery and equipment are outdated,
productivity is low and production consists mainly of products with low value added.
In principle, the Northwest Russian forest cluster has all the necessatry elements that,
if developed and improved, could make the cluster competitive. Such developments
and improvements require substantial investments and cooperation amongst compa-
nies. The book also introduces the most important forest industry companies of
Northwest Russia. For many companies export revenues are the main source of in-
come. Investments in production and infrastructure are needed to keep exports at
their present level and to increase them. Foreign investors can play a very important
role in the development of the Northwest Russian forest industry, if the risks associ-
ated with, and barriers to, investment are reduced.

KEY WORDS: Northwest Russia, forest industry, industrial clusters, competitive
advantage, economic development, industrial policy

DUDAREY, Grigory —- BOLTRAMOVICH, Sergey — EFREMOV, Dmitry, VENA-
JAN METSISTA MAAILMAN MARKKINOILLE. Helsinki: ETLA, Elinkeino-
elimin Tutkimuslaitos, The Research Institute of the Finnish Economy, 2002, 154 s. (B,
ISSN 0356-7443; No. 195). ISBN 951-628-379-9.

TIIVISTELMA: Tutkimus kisittelee Luoteis-Venajille perinteisesti tarkedd metsite-
ollisuutta, sen kilpailukykyi ja tulevaisuudennidkymii. Venijin siirtyminen markkinata-
louteen ja yksityistiminen ovat jittineet jalkensd metsiteollisuuteen. Kysyntd ja markki-
nat ovat muuttuneet; nyt tarvitaan uusia strategioita, toimintamalleja ja elinkeinopoli-
tilkkaa. Tutkimuksessa analysoidaan kilpailukykyi ns. klusterianalyysin avulla. Télld het-
kelld kilpailukyky perustuu tuotannontekij6ihin, joiden tila on uudistusten my6td kui-
tenkin heikentynyt. Koneet ja laitteet ovat vanhentuneita, tuottavuus alhainen ja tuotan-
to keskittyy jalostamattomiin tuotteisiin. Periaatteessa Luoteis-Vendjin metsiklusterilla
on kaikki peruselementit, joita kehittdimailld siitd voisi tulla kilpailukykyinen. Uudistumi-
nen vaatii mittavia investointeja ja yhteisty6td yritysten kesken. Tutkimuksessa esitellddn
Luoteis-Vendjin titkeimmat metsiteollisuusyritykset. Monille yrityksille vienti on pda-
asiallinen tulonldhde. My6s sen pitiminen nykyiselld tasolla ja kasvattaminen edellytti-
vit investointeja tuotantoon ja infrastruktuuriin. Ulkomaisten investoijien merkitys met-
siteollisuuden uudistamisessa voi olla suuri, jos investoinnin esteitd ja riskejd saadaan
pienennettya.
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Preface

Finland has for centuries lived on forests and wood processing. We call
our forests green gold and renew them continuously. For this reason, it
is easy for us to see what a huge potential our neighboring country Rus-
sia has in its forests, which are the largest unexploited forest resources in
the world. Forests can bring continuous wealth to Russia unlike its ex-
haustible natural resources, and the wealth can be evenly distributed
throughout the country.

This book studies forestry and the forest industry in Northwest Rus-
sia. The forest industry has long traditions in the region. In the 18" and
19™ centuries, it was the leading industry in Northwest Russia. Wood
products were sent to Europe via the Archangel and later the St. Peters-
burg seaports. Production volumes continued to grow during the Soviet
period due to state investments, although the country’s competitiveness
deteriorated on the world market. Today, exports consist of products
with low value added and they are based mainly on raw materials, trans-
portation, energy and cheap labor.

The Russian forest industry will face a period of widespread develop-
ment. Increasing international competitiveness requires investments in
production technology, improvements to quality, and a shift towards
higher value-added production. Productivity levels must also be raised to
offset rising production costs. Investments have to be made despite the
crying need for funds.

Northwest Russia is the region best suited for the first development
wave of Russia’s forest industry. It has the country’s best infrastructure,
industrial traditions, export market expertise, an abundant labor force
and ample opportunities for vocational training. And, above all, North-
west Russia is in close proximity to European markets and Russia’s larg-
est population centers.

The Finnish forest industry operates internationally. Our companies
have cautiously started to invest in Russia, too. The risks associated with
making big investments are still too high, however. Investment will nev-
ertheless increase, especially if investment barriers are reduced as our
Russian researchers suggest in this book.

Helsinki, November 2002

Pentti Vartia
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Summary

Forest industry has traditionally been an important part of the Northwest
Russian economy. In the course of the last decade, the Russian industry
underwent drastic changes and transition to the open market and the pri-
vate ownership. Changes in the domestic demand associated with the re-
forms, collapse of the demand and then gradual increase, greatly shaped
the existing production and corporate structure of forest industry. All this
calls for a new understanding of the current situation and development
prospects, which is also required to elaborate a competent industrial policy
at all levels. The collapse of the Soviet planning system left behind a big
industrial policy gap. There is a need for new approaches and strategies
based on understanding of the newly emerged realities, assessment of the
changes and usage of required theoretical tools.

In the present study the authors have chosen a “diamond” model of
the national competitiveness introduced by Harvard professor Michael
Porter in his book “The Competitive Advantage of Nations™ as a basic
approach to the analysis. This model was developed and applied to stud-
ies of the regional development issues in later studies that were also
taken into consideration in the present study. We also identify and de-
scribe the regional agglomerations of the forest cluster in Northwest
Russia. This part of the analysis is based on regional economics and new
economic geography studies.

The companies of the Northwest Russian forest industries together
with their local technology and services suppliers, companies from re-
lated and supporting industries, such as transport and logistics, energy,
chemicals etc., form a potentially competitive cluster of industrial activi-
ties. In the study we review the existing situation, analyze competitive-
ness of the Northwest Russian forest industry, and identify the key issues
affecting the competitiveness in the future.

Competitiveness of the Northwest Russian forest cluster today is mainly
determined by production factors. Primarily, these are the substantial but
under-utilized forest stock, the infrastructure inherited from the Soviet
period, and industrial and human capital. Unfortunately, in the period of
reforms the overall state of the production factors has deteriorated. The
malfunctioning infrastructure and underdevelopment of the harvesting
and processing facilities undermine opportunities arising from raw wood
resources and human capital. In general, the cluster is characterized by low
productivity and outdated technologies. Hence the companies of the



Northwest Russian forest cluster occupy important positions only in
products with low value added. The cost-based competition is the main
strategy of the domestic producers. The current factors underlying com-
petitiveness of the cluster do not allow for its sustainable development and
growth without substantial efforts and investments. It is essential to in-
crease cooperation between the primary product manufacturers, technol-
ogy producers, and service providers, as well as related industries.

In the transition from the centralized planning system to the open mar-
ket, the Russian economy is in now at the stage of integration into the in-
ternational markets. For the majority of forest industry companies export
revenues are the main source of income. This is a factor, which will dra-
matically influence the development of the forest industries in Russia.
Northwest Russian companies are now exposed to competition on the
international and domestic markets and follow the trends in the interna-
tional markets.

After the collapse of the Soviet Union in 1991, domestic demand for
forest industry products dropped. The companies shifted their focus to
servicing export markets. As a result, since 1992, exports and their share in
the total forest cluster production have significantly grown. A statistical
analysis of the Russian international trade with the OECD countries (see
Chapter 4) has served to identify the key export items: roundwood, pulp
and newsprint. As this analysis shows the Russian exports are competitive
only in raw wood and basic commodities. There is also a substantial im-
port substitution potential in high value added products groups such as
the furniture and paper products. Therefore there are two major parallel
ways for the further development of the forest cluster. One is to increase
the share of higher value added products aimed at exports. This implies
“quantum leap” in improving infrastructure, training, regulations and
business climate. Going this way means substantial private investment and
commitment on the government side. The other is to target development
of domestic manufacturing through import substitution. This approach
also requires substantial investments, better infrastructure and skills. It is
also less efficient in creating the sustainable competitive advantages due to
lesser exposure to global rivalry and presumed government protection of
the markets through the tariff policy. As both approaches are not exclu-
sive the mix of both will be present in the near future in Russia.

In Chapter 5 we analyze forest industries, services and available tech-
nologies in the region, as well as related industries. The analysis shows
that the industrial facilities inherited from the Soviet period are charac-
terized by low efficiency, outdated and polluting technologies and proc-
esses. Upgrading these facilities is an enormous task for the future. It is
highly unlikely that many existing companies will remain as such. Waves



of mergers and acquisitions, bankruptcies and restructuring will be over-
seen in the near future. In many cases “greenfield” investments are a rea-
sonable solution and the number of this kind of investments will in-
crease. Foreign strategic investors could play a key role in renewing the
Northwest Russian forest industry, if only investment barriers and risks
could be reduced.

Chapter 06, the key section of the report, contains a competitive analysis,
with competitiveness factors grouped to conform to the “diamond”
model developed by M. Porter. The study reveals that the forest cluster of
the Northwest Russia is virtually lacking any obvious competitive advan-
tages to be developed without major investments. The most problematic
bottlenecks are the domestic market capacity, which remains small and
inadequate to achieve economies of scale for many products. Develop-
ment of exports is prevented by the underdeveloped infrastructure and
bureaucracy, as well as the weak networks and almost non-existing coop-
eration between the companies.

An important development constraint is the inconsistent and unstable
industrial policy, which lacks the focus and commitment needed to pro-
vide a ground for higher value added activities. At the same time, the ex-
tensive forest resources of the Northwest Russia, which are the closest
forest reserves to the European markets, and substantial inherited assets,
skills and infrastructure form a unique basis for building competitive ad-
vantages for the firms in this region. The continuously growing demand
for forest products and favorable future prospects could motivate the local
companies to regain market power. Advances in the industrial policy, in-
creasing interest in the forest industries and improving infrastructure are
promising signs of a better future.

In the export markets there is room for Russian forest products. One of
the possible alternatives is that Russia will follow a typical development
pattern of the follower, i.e. invests in technologies that have already been
developed and manufactures well-known products with established global
market positions. Taking into account the existing cost competitiveness,
such a strategy could lead to good results. Foreign direct investments
could play a crucial role in this as a facilitator.

The project team believes that in the medium term the competitive-
ness of the forest cluster improves, although one should not expect a
"big leap". In spite of the increased production efficiency, the general lag
behind the developed economies will persist a long time. The scale of
investment and effort needed to improve the functioning of the North-
west Russian forest cluster leaves no doubt that this will be a long and
painful process.



The study demonstrates that the forest cluster companies of today fall
into two broad and rather different categories. The first and by far the
largest category is formed by companies that inherited their assets from
the Soviet period. These companies have, on average, a lower productivity
and they are gradually deteriorating as compared with the other small but
growing category, which is formed by new companies, created through
green and brown field investments. Companies in the second category are
more efficient, enjoy higher productivity and are much less polluting. This
is the group that will identify the future of the forest cluster in Northwest
Russia in the longer term. The government should concentrate its efforts
on facilitating the networks and connections between the user and the
producer in the forest cluster. Infrastructure has to be improved as well. In
order to develop the forest cluster, the available scarce resources have to
be directed efficiently to the most developable regions.

In the conclusions we describe regional agglomerations, which are
North-Ladoga, Karelia, Archangel, Kotlas and Syktyvkar. We believe
that in the regions where the forest industries are less developed but
have a good resource base, focused efforts of the regional governments
would lead to creation of new concentrations of the industrial activity.
Some new agglomerations could even shape relatively fast, for example
Vologda-Cherepovets. In order to sustain their positions, regions with
developed forest industries have to concentrate their efforts on im-
provement of the business environment and operating conditions as well
as development of infrastructure and education.

Long-expected improvements related to the forest use are essential for
the future development of forest industry. Introduction of extra long
leases (more than 49 years) and private ownership could substantially alter
the corporate map and foster the development of the forest cluster.

Efforts by the regional and federal governments to develop infrastruc-
ture and improve education and training for the forest cluster will cer-
tainly bear fruit and ease concentration of the forest cluster in the areas
where access to qualified labor force and efficient infrastructure is en-
sured. This, associated with the concentration of the activities in larger
corporations, appearance of the competitive niche producers and evapo-
ration of the less efficient players, would increase the vitality of forest
industry centers and bring sustainable wealth.

Developing the Northwest Russian forest cluster is a difficult and
challenging task. Nevertheless, there are tools that could ease positive
developments. We believe that the study will provide good ideas for de-
cision-makers of different levels and responsibilities to foster growth in
the Northwest Russian forest industry.
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