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Lindstr6m, Maarit, Locational Sources of Competitiveness: Finnish
Companies’ International Business Operations in the Baltic Sea
Region. Helsinki: ETLA, Elinkeinoeliman Tutkimuslaitos, The Research
Institute of the Finnish Economy, 2003. (ISSN 0356-7443; No. A 37) ISBN
951-628-397-7.

ABSTRACT: The study analyses major Finnish companies’ international
business operations in the Baltic Sea Region with specific focus on
locational sources of competitiveness. First, the study concentrates on
examining major international business theories’ applicability for describing
and explaining Finnish companies’ operations in the Baltic Sea Region
markets in competitiveness perspective. After that volume, direction and
sttucture of Finnish companies’ foreign trade and FDI in the Baltic Sea
Region are examined at national economy level. The focus of the study i.e.
examining locational sources of firm-specific competitiveness of Finnish
companies in the region, is then provided to find out what extent
competitive advantages of firms stem from the home country and host
countries of the Baltic Sea region. The study also seeks to identify the
meaning of foreign operations on companies’ competitiveness as well as
the role of modes of foreign involvement for acquiring foreign sources of
core competencies. It also aims to identify which countries provide main
access to competitive advantages via foreign direct investment. Some
attention is also given to the role of the business environment and to
government policy. The analysis of locational sources of competitiveness is
based on views of managers responsible for foreign operations in 100
Finnish companies in the framework of a survey and interviews conducted
in Finland in the spring of 2002. The analysis of the survey data was mainly
implemented with the assistance of statistical analysis.

Empirical evidence supports the claim that a major part of the Finnish
companies’ created assets, especially technological ones, are of home
country origin. Nevertheless, certain other elements, such as consumer
demand for upgraded product quality; inter-firm competition; and links
with companies operating in the same industry are originating to a
significant extent in other Baltic Rim countries, especially the EU member
countries. It was also found that technology intensity and the degree of
transnationality of the companies are such company characteristics that
explain the extent to which companies are taking advantage of foreign
sources of competitiveness.

KEY WORDS: The Baltic Sea Region, Finnish companies’ foreign
operations, foreign  trade, foreign direct investment, location,
competitiveness, competitive advantage, industrial policy.



Lindstrém, Maarit Kilpailukyvyn alueelliset lihteet: Suomalaisten
yritysten kansainvilinen liiketoiminta Itdmeren alueella. Helsinki:
ETLA, Elinkeinoelaman Tutkimuslaitos, The Research Institute of the
Finnish Economy, 2003. (ISSN 0356-7443; no A37). ISBN 951-628-397-7.

TIIVISTELMA: Tutkimus tarkastelee suurten suomalaisten yritysten
kansainvilistd litketoimintaa Itimeren aluecella. Erityisend tarkastelun
kohteena ovat kilpailukyvyn alueelliset lihteet. Aluksi tutkimuksessa
keskitytdan arvioimaan erditd kansainvilisen litketoiminnan keskeisid
teorioita ja niiden soveltuvuutta kilpailuetujen nidkokulmasta selittdd
suomalaisten yritysten operaatioita Itimeren alueen markkinoilla. Taman
jalkeen  tutkitaan suomalaisten yritysten ulkomaankaupan mairaa,
suuntautumista ja rakennetta kansantalouden tasolla. Tutkimuksen
keskeinen kysymyksenasettelu kohdistuu yritysten kilpailuetujen lihteisiin
Itameren alueella. Tutkimuksen tarkoituksena on selvittdd, missa madrin
kilpailuedut ovat perdisin  kotimaasta ja ulkomailta. Tyo pyrkii
tarkastelemaan my6s ulkomaantoimintojen vaikutusta yritysten kilpailu-
kykyyn sekd eri ulkomaantoimintamuotojen merkitystd ulkomailta periisin
olevien kilpailuetujen hankkimisessa. Lisdksi arvioidaan sitd, mihin maihin
tehdyt suorat sijoitukset ovat tuottaneet eniten lisdarvoa yritysten
kilpailukyvylle. Tyossd arvioidaan jonkin verran my6s litketoiminta-
ympariston ja eri politiikka-alueiden roolia. Kilpailuetujen analyysi perustuu
ulkomaantoiminnoista vastaavien johtajien nikemyksiin 100:ssa suomalais-
yrityksessa. Postikyselyyn ja  henkilohaastatteluthin perustuva tutkimus
suoritettiin Suomessa kevaalldi 2002. Tulosten analysoinnissa on kaytetty
hyviksi tilastollisia menetelmia.

Tutkimustulokset tukevat vaittimaa, jonka mukaan suurin osa suomalaisten
yritysten kilpailueduista, erityisesti ns. teknologisista kilpailueduista on
periisin kotimaasta. Tédstda huolimatta tiettyji muita elementtejd, kuten
kulutuskysyntaa, tuotteiden laadun parantamista, yritysten valistd kilpailua
ja yhteyksia saman alan muihin yrityksiin, hyédynnetidn muissa ja muista
Itimeren alueen maista, erityisesti Euroopan unionin jasenmaista. Tulosten
mukaan my0s yritysten teknologiaintensiteetti ja kansainvilistymisen taso
ovat sellaisia tekijoitd, jotka selittavit yritysten ulkomaisten ldhteiden
hyodyntimisen maarii ja arvostusta.

ASTIASANAT: Itimeren talousalue, suomalaisten yritysten kansainvilinen
liiketoiminta, kansainviliset operaatiot, ulkomaankauppa, suorat sijoitukset,
sijainti, kilpailukyky, kilpailuetu, teollisuuspolitiikka.
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1. Introduction

1.1 Background to the Study

During the past two decades, Finnish companies’ internationalisation
has greatly accelerated and deepened. At the same time, the Baltic Sea
Region has become, to an increasing extent, a major market area for a
large number of Finnish companies. Statistics at the end of the 1990s
show that the share of the Baltic Sea Rim countries in Finnish exports
was 36% while the share in imports was over 40%. At the same time,
more than 40% of the stock of foreign direct investments by Finnish
companies were realised within the Baltic Sea Region economies.

The Baltic Sea Region unites countries from the European Union,
which 1s deepening its integration as well as embracing the coming
enlargement, but also the Baltic Rim transition countries, that have been
on a path to create solid, market-based systems for more than ten years
now. Most regional economic analysts agree that there will be
continuing growth in the Baltic Sea Region in the new millennium.
However, few seem to agree on which patterns in trade and foreign
direct investment are likely to develop and be sustained in the long run.

Theoretical explanations of foreign trade, foreign direct investments
and internationalisation of companies’ business are vast, manifold and
differ between diverse economic schools of thought. Because of this
there is no one generally accepted model or unified theory to explain
companies’ international operations. While regional economic
integration in the Baltic Sea Rim has increased due to a general
globalisation tendency in the world economy among other things, a
question has emerged whether these heterogeneous markets should be
seen as a whole i.e. developed and transition economies together, as
their economic system has basically become the same. Traditional
theories and empirical studies in the field tend to treat developed or
developing countries and transition markets separately.

In the late 1990s and early 2000, research concerning international
economic matters in the Baltic Sea Region has mainly touched upon
networking, regional and sub-regional integration, macro economical
comparison of national economies, transitional matters, firm strategies
and adaptation, FDI determinants and enterprise entry mode issues as
well as industrial policy matters and barriers to trade and FDI. However,
much of the research carried out still separates this market area to
Western and Eastern European parts. The present study covers the



whole region and takes into account that major companies trade and
undertake FDI all over the region not solely in the Eastern or Western
part of the Baltic Sea Rim. Thus it makes possible to compatre particular
companies’ operations, and in this case sources of competitiveness, in
different foreign markets of nearby regions.

The aim of the thesis 1s to analyse locational soutces of firm- speci_ic
competitiveness. The study concentrates on major Finnish companies,
which are already operating and doing business in the region, as they
have a unique position to assess and compare not only the home
country but also the host country determinants and origins of
competitiveness. The study contributes to empirical research by
broadening the knowledge of Finnish companies’ operations, including
the importance of their foreign sources of firm-specific competltlveness
It also analyses modes of foreign involvement in sourcing
competitiveness abroad. The study concentrates on competitive
advantages from the point of view of technology intensity of the
compantes and their degree of transnationality. This research also looks
at the effects of foreign operations on competitiveness as well as the
role of government policy in enhancing competitiveness. Some attention
is paid at the business environment as well as the likely changes in the
role of different countries in the future development of the Baltic Sea
Rim. Theotetical contribution of the research is based on use and
assessment of current foreign trade and foreign direct investment
theories from the point of view of locational sources of competitiveness
and examination of theories’ applicability to Finnish companies’
international business operations in the Baltic Sea Rim markets.

1.2 Research Questions and Objectives

The study seeks to find out whether firm-specific competitive
advantages of Finnish companies operating in international business in
the Baltic Sea Region arise from their foreign operations. Additionally,
to what extent these competitive advantages are obtained from home
country and host countries in the Baltic Sea Region? To answer these
questions the objectives of the study are addressed as follows:

1. To examine the theories’ applicabilities for describing and
explaining Finnish companies’ operations in the Baltic Sea
Region markets from a competitiveness perspective.

2. To examine volume, direction and structure of Finnish
companies’ foreign trade and FDI in the Baltic Sea Region.



3. To examine locational sources of firm-specific competitiveness
of Finnish companies in the Baltic Sea Region.

4. To analyse the extent to which competitive advantages of firms
stem from the home country and host countries.

The first objective is captured by analysing the determinants of
competitive advantage identified by literature and then relating these
concepts to the empirical design of the study. The objective is also
sought by academic discussion founded on eatlier and current literature
as well as research findings of the present study.

Analysis of the statistics of foreign trade and FDI of Finland based on
Eurostat data and Bank of Finland data combined with the authot’s
calculations and analysis attains to the second objective. In addition,
empirical and theoretical studies made by other researchers in the field
are examined.

The third and fourth objectives are captured by studying the
questionnaire survey results. The survey was directed to the major
Finnish companies’ managers of foreign operations. Questions wete
asked about foreign operations and sources of competitiveness of the
companies. Structured answers were then analysed with the assistance of
statistical methods. Some qualitative aspects were also included in the
form of open-ended questions in the questionnaire in addition to
interviews of certain respondents and analysis of case companies.

In this study, the companies’ decision to enter into foreign trade
operations are taken as given, therefore the study does not concentrate
on organisational or behavioural determinants of the decision-making
process related to foreign operations inside the firm. The business
environment and its relation to barriers of trade and FDI are touched
upon in Chapter 3 in which institutional arrangements in the Baltic Sea
Region are also reviewed. Otherwise business environment factors, such
as sector specific factors, affecting companies’ sources of
competitiveness in each target market are also taken as given.

1.3 Positioning of the Study

Most of the theories in international business explaining companies’
international operations are partial in nature i.e. unable to provide
general theory, model or paradigm for every kind of operation, not to
mention to predict these operations (Reinikainen 2001, 174-180). They
are often particularly concentrated on developed, developing or
transition countries or on global operations in a more general sense, the
latter being the case especially in research concentrating on



multinational companies and their operations (see e.g. Aliber — Click,
1993, 5; Borsos-Torstila 1999, 5).

Much fewer studies have been made on certain regions that unite
developed and developing economies or developed and transition
economies like the Baltic Sea Region, which unites developed market
economies as well as former socialist regime countries, usual '

called transition countries.

y still

Empirical economic research concerning the Baltic Sea Region has
mainly concentrated on the economic region per se, i.e., explaining the
diversity of economies in the area and the economic connections and
links within the region (Kivikari 1996). A similar kind of research is
founded on economic-political topics, such as the Northern Dimension
initiative of Finland in the European Union (Alho 2000). Also the
effects of economic integration (Saynevirta and Yli-Anttila 1996),
globalisation (Vayrynen 1998; Viayrynen 1999; Yla-Anttila 1998) and the
European Union’s eastern enlargement has been subject to observation
and analysis from the perspective of Finnish economy (Alho, Kaitila et
al. 2001; Alho, Hazley et al. 2001). Furthermore, trade and FDI barriers
and the liberalisation of business environment in the area have been the
focus of empirical studies (Hernesniemi 1996; Sorsa 1997; Hazley and
Hirvensalo 1998).

Notably fewer studies in international business are concentrated on
the Baltic Sea Region as the companies’ market area. Many studies have
then again been made of nearby regions of Russia and the Baltic States
as a market area for Finnish companies: For example, Salmi (1995) has
analysed network structures of a Finnish company as a case study and
Hirvensalo (1996) has studied several Finnish companies’ adaptation to
the turbulent transitionary markets in the beginning of the 1990s.
Borsos-Torstila (1999) has analysed Finnish industrial companies’ FDI
determinants to a broad selection of FEastern European transition
economies. Entry mode issues have also been investigated rather
extensively in an Eastern European context by Toérnroos and Nieminen
(1999) just to mention some of the valuable research done.
Organisational and managerial transformation in the turbulent Eastern
European business environment in the 1990’s has been broadly studied

by Liuhto (1999).

Naturally, the EU as a major market area for Finnish companies has
inspired a great deal of business research. Especially before the
membership of Finland in the European Union i 1995, when the
attitudes and views of companies were analysed carefully (e.g. Tolvanen
1993). Also some other major institutional changes like European Union
integration and the Furopean Monetary Union have prompted similar
kinds of research (e.g. Okko et al.1997; Lehtinen and Vallius 1993).



Otherwise research has tended to orient either to a certain country or
countries and specific industrial sector or sectors in the Baltic Sea area.

1.4 Definition of Concepts

The main concepts used in this study are defined as follows:

Baltic Sea Region (BSR) is defined to include the markets and economies,
which are immediately located around the Baltic Sea. They are Finland,
Sweden, Denmark, Germany, Poland, Estonia, Latvia, Lithuania and Russia,
even if in Russia’s case only Russian Baltic Rim areas are included in namely
Moscow, St. Petersburg and Leningrad region and the Karelian republic as
well as Kaliningrad region. Ba/ltic Sea Rimz is used as a synonym for Baltic Sea
Region.

Competitiveness of a firm refers to the competitive advantage or the
selection of competitive advantages a company possesses when it
competes 1n markets. Term competitiveness and competitive advantage
are used synonymously. Thus high competitiveness means high
competitive advantage and vice versa.

Competitiveness of a nation refers to the competitive advantage or the
selection of competitive advantages of a nation. In this study the term is
used with the same content as Porter (1990) has defined it: “The
fourfold diamond of a nation”. Competitive advantages of nations are
seen as potential locational sources for companies to utilise or to
develop their firm-level competitive advantages.

Foreign direct investment (FDI) is defined as investment in which the
investor or investors have obtained sufficient stock to have significant
management control in a foreign firm or have set up a subsidiary (i.e.
greenfield investment) in a foreign country.

International business means business activities, which involve crossing
national borders. This definition includes not only international trade
and foreign manufacturing but also service industry activities. Foreign
business denotes the domestic operations within the foreign country.
International business and foreign business is used interchangeably.

International production refers to different stages of production in
different (foreign) countries.

Multinational company or multinational enterprise (MNE) is a firm, which
owns and controls income-generating assets in more than one country.
Transnational company is used interchangeably with the term multinational
company.



Transition country is defined as a country that formerly, before 1989,
belonged to the Eastern European socialist society regime. This regime
ruled economic and social as well as political systems.

European Union accession country in this study refers to a Baltic Sea
Region country, which had applied to become a member in the
European Union by the time of the study. Those countries were
Estonia, Latvia, Lithuania and Poland.

Eunropean Union member country in this study refers to a Baltic Sea
Region country, which was a member of the European Union during the
time of the study. Those countries were Finland, Sweden, Denmark and
Germany. (In the survey, however, Finland 1.e. home market is
separated from the other European Union member countries for the
purposes of the study.)

1.5 Outline of the Study

The structure of the study follows from the theoretical and empirical
objectives of the research (see Figure 1).

Chapter 1 includes the introduction, which establishes introduction
and objectives together with the positioning of the study.

Chapter 2 focuses on the conceptual bases of the research. Various
theories are presented and analysed from the point of view of the
reseatch questions set. The purpose is not to make a comprehensive
overview of the entire field of international business operations of
multinational companies from competitiveness perspective. Instead
majot research areas and key concepts are presented and discussed to be
able to apply them to the empirical part of the study.

In Chapter 3, Finnish foreign trade and FDI in the Baltic Sea Region
are analysed to understand the relative importance of the area to Finnish
companies and to the Finnish national economy. The region is first
desctibed from the point of view of volume and direction of trade flows
and division of FDI. After that, the position of Finland is analysed in
detail. An the end of Chapter 3, relevant institutional framework and
general barriers to trade and FDI in the Baltic Sea Rim are also touched
upon.
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Chapter 4 deals with the methodological aspects used in the study.
The research design and data are introduced together with choices
concerning operationalisation of variables and the analysis of the data.
In addition, the chapter considers the validity and reliability of the
design. Chapter 4 concludes with the contemplation of the limitations
of the study.

The empirical survey findings and interviews are analysed in Chapter
5. The main body of the chapter is taken up by empirical data analyses
and conclusions based on them. The final Chapter 6 includes
implications of theoretical and empirical findings. Furthermore,
suggestions for future study as well as policy implications are addressed.



2. Conceptual Framework for Analysing
Locational Sources of Competitiveness of Firms

To begin with, this Chapter discusses the ways in which different
theories relevant to analysing companies’ international operations have
had an impact on the general understanding of international allocation
of resources and the exchange of goods and services between countries.
Section 2.1 aims to draw a picture of the literature relevant for the
positioning of the study. After that several theories are discussed more
closely in chapters 2.2-2.6 to create a conceptual framework for the
empirical purposes of the study.

2.1 Approaches to Study International Trade and
International Production

Most theotries and models concerning international economic operations
were telatively formal and focused on international trade until the
1950’s. Thete wetre some theories about capital movements though, but
they were much less developed, and mainly complemented trade
theories presented. In the 1950’s international economists were also not
so concerned with explanations of structure of trade. Instead, they were
explaining international trade in tetms of compatative advantages' of
participating countries based on perfect competition. Theorising was
based on reasoning what would occur if certain assumptions were
present in a real world situation. The Hechsher-Ohlin (H-O) model is
the most famous of these types of theories.

In the literature, the Heckscher-Ohlin and Hecksher-Ohlin-
Samuelson models have been criticised on the grounds of unreality and
inapplicability of their assumptions. Most of the criticism is directed to
the assumptions that markets function effectively, there are no external
economies of production, information is costless, there are no barriers
to trade, technologies are similar, products are undifferentiated and the
pool of national factors is fixed. Furthermore, skilled labour and capital
do not move among nations. All these conditions are considered to have
only minor relation to actual competition in most industries.

! According to this principal countries’ underlying characteristics shape the pattern of
trade. Countries tend to export goods that intensively use their relatively abundant
factors, i.e. countries with highly skilled work force tend to export goods that require
skill-intensive production and countries with abundant land and favorable climate
export agricultural products etc.



However, the enormous post war changes in the structure and pattern
of trade and capital exports moved international economists interest on
trade patterns such as they were. There began to emerge a growing
amount of research, which took advantage of statistical data in purpose
to explain trade patterns. The works of MacDougall (1951) and Leontief
(1953, 1956) are some of the earliest studies. Since the 1960’s one has
been able to identify two main streams in international economics. The
first one is focused on developing a more realistic Heckscher-Ohlin-
Samuelson doctrine and the second one is targeted on explaining the
growth and composition of foreign direct investment or production
financed by such an investment (Dunning 1988a, 14-15).

Nowadays, traditional models of trade (classical and neo-classical) still
have an essential role in international economics and international
business research, even though the role of theories that allow
imperfections in goods and factor markets, which again allow alternative
patterns of ownership of firms or organising transactions, have arisen
significantly.” Comparative advantage theorists who have made setious
efforts in making the H-O-S model more realistic have thus also
diversified the international economics paradigm. This can be seen in
that there are different theories for example for intra-industry trade (e.g.
Grubel and Lloyd 1975; Tharakan 1983) and economies of scale as well
as imperfect competition (e.g. Krugman 1979, Lancaster 1980, Helpman
1990).

The second stream of international economics sought reasons first for
international capital movement from neo-classical investment theories
like Mundell’s factor endowment theory (1957). However, soon it
became more interesting to study the features and determinants of
foreign direct investment in terms of ownership advantages. This strand
includes early studies of Hymer (1960), Dunning (1958), Caves (1971)

and similar.

In between these two aforementioned main streams of thought, one
can find several groups of scholars that have given special effort in
forwarding multinational enterprise (MNE) theories. One group has
taken a macro economic perspective to MNE activity and has
concentrated on the issue of why countries engage in foreign direct
investment (FDI). They usually take neo-classical type trade models as
their starting point and then broaden them to explain the extent and
pattern of foreign production. These studies try to use location-specific
variables and explain why firms in particular countries have different
propensities to engage in trade and foreign production. This group links
closely to developmental cycle theorists such as Vernon (1966), Kojima

2 & . . . . . . . . e
~ Scientists differ radically in their choice of the unit of analysis though. There are
analyses from firm -level decisions up to a system level analysis of capitalism.
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and Ozawa (1985) as well as Narula (1995) who are interested in
countries path of development in value-added chains based on
international trade and international production. Dunning (1981) has
also developed a similar type of macroeconomic approach in describing
investment development path.

Another group of scholars and analysts are concentrated on why
firms of one nationality are better able to penetrate foreign markets than
indigenous firms located in those markets. They are also interested in
finding out why these firms are interested in controlling value-added
activities outside their national borders. Hymer (1960, 1976) with his
industrial organisation theory is considered one of the most influential
antecedent theory developers of current works of this group.

The last group’ consists of research, which is interested in the
existence and behaviour of an individual enterprise and the growth and
expansion of its operations internationally. The scholars of this group
include for example Buckley (1990, 1991), Casson (1987,1992), Hennart
(1982, 1986, 1989,1991a and 1991b) and Rugman (1980, 1982, 1980).
The group has derived from modern transaction cost theories of which
Coases’ studies (1937,1960) initiated, as well as from organisational
theories of which Williamsons’ (1975, 1985, 1993) studies represent.

From all this, it can be concluded that there 1s no all-embracing
explanation of international trade or international production, but only
partial explanations to certain type of research questions. This means
that one variable may be exogenous in one theory and endogenous in
another. Therefore, it can be argued that there is no one operationally
testable theory that can explain all forms of foreign trade or foreign
production nor is there unified theory to explain the behaviour of all
kind of firms. However, there is still a need to see these different
theories or paradigms more as complements rather than substitute
explanations of international business operations.

For the purposes of the present research theme, certain current
theories of international economics and international business have to
be presented here in more detail (see Table 1). They are divided into

> Mote marginal groups outside this categorisation considering MNE issues are
scientists who study capital markets approaches (e.g. Agmon and Lessard 1977) and
exchange rate analysis (e.g. Aliber 1970).

* Industrial organisation theory and internalisation/transaction cost theories have
developed simultaneously even though independently (Pitelis - Sugden 1991). The
views of researchers of internalisation theory do not differ in substance from those of
transaction costs economists, but in emphasis: Williamson’s arguments focus primarily
on market failure because of lock-in effects arising from asset specificity and
internalisation theory focuses on market failures in market information (Meyer 1998,

75).
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three different main groups that are (1) theories of location of
production (2) theories concerning firms and competition and (3)
theories concerning scope of the firm.

Table 1. Main Theories and Models Explaining Firm Level
Foreign Trade, Foreign Direct Investment and Competition
Noticing Locational Petrspective

Location of Production Firms and Competition | Scope of the Firm
: . > Internalisation
Economic Geography Strategic Competition theor
3

Sources of Competitive | Internationalisation

Theory of Location Advantage process model

Modern international
trade theory

Eclectic approach

Approaches based on economic geography (e.g. Krugman 1991) focus
on the reasons of regional concentration of economic activity. Krugman
for example focuses on modelling the agglomeration process. Existing
industrial structure is seen as a major determinant of mward FDI.
Suppliers of intermediate goods and technologically skilled labour force
are seen as locational advantages for related firms and competitors.
Thus these studies are concentrated on specific externalities. The theory
of location on the other hand uses the concept of ‘locational advantage’
as reviewed by Caves (1982) and Dunning (1993a). The locational
advantages may act as a stimulus for undertaking FDI based on
considerations of firms’ strategies of being market seekers, raw material
seekers, production efficiency seekers or knowledge seekers.

Firms and competition literature 1s divided basically into three
different groups, even though the lines between the groups are not
clear-cut. The first group is the strategic competition theorists, who
analyse strategic competition among MNEs and often uses formal
models like game theoretical models as a method of analysis. There are,
however, others that use less formal methods, but still focus on
competitive push and pull factors related to location. One example of
this kind of scholar 1s Porter (1990) who focuses on push factors arising
from the competitive nature of the home market. He sees that domestic
competition strengthens firms’ competitive advantages, because it
creates permanent challenges for improvements.
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Another group is the competitive advantage theorists, who seek to
distinguish firm-specific ownership advantages. This group is related to
a resource-based view of the firm (e.g. Penrose 1959) and includes
names like Markusen (1991,1995), Pavitt (1988) and Cantwell (1989).
The third group is the modern international trade theorists who take
advantage of more realistic neo-classical trade theories and use models
for the purpose of describing locational decisions of multinational firms
(see e.g. Helpman — Krugman 1985, Horstman — Markusen 1992,
Markusen 1995).

When one studies theories of the scope of the firm, one very soon
confronts internalisation theories, as mentioned eatlier. They explain the
emergence of multinational companies from the failure of markets.
Other theories grouped under this title are internationalisation theoties,
which are more dynamic in nature compared to internalisation theotries.
These include theories like Nordic internationalisation models of
Luostarinen (1970,1979) and Johanson — Vahlne (1977) just to mention
some of them. Internationalisation theories tend to describe companies’
internationalisation as a process and they define different stages
companies go through when developing their foreign trade and foreign
business.

Under this three-class-categorisation there 1s also the eclectic
paradigm of Dunning (1977), which integrates different elements of
various theories into a general paradigm of international production and
due to this nature it is here seen as a synthesis theory. This OLI -
paradigm of Dunning combines ownership-specific advantages together
with locational and internalisation advantages to explain preconditions
for foreign production (Dunning 1981,1988a, and later extensions).

This brief literature review serves a theoretical starting point to define
the framework for the conceptual analysis. It also builds a background
for a frame of reference of theories for the empirical part of the study in
the forthcoming chapters.

In the following sections, different theories relevant to the
positioning of this study and its question setting are presented in more
detail. This means that macro-economic theories such as capital markets
approach (Aliber 1970, Agmon - Lessard 1977) and exchange rate
analysis (Froot — Stein 1991, Kogut — Kulatilaka 1996) as well as macro
econometric analysis (Glegg 1995) are omitted. Also developmental
cycles approaches are abandoned in this context (Vernon 1966, Kojima
— Ozawa 1984, Dunning 1986, Ozawa 1992, Narula 1995). Other
theoties irrelevant to the study are institutional analysis approach (Loree

Guisinger 1995) as it mainly concentrates on legal, institutional and
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general policy environment of host countries. Industrial organisation
theory is taken account only to the extent that it studies the sources of
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the competitive advantage of a company. Thus, for example, game
theories and strategic competition theories are abandoned, as the effect
of rival behaviour on an organisation’s ability to compete is not in the
core of this study.

Behavioural theories (Aharoni 19606) of the firm is neither included as
foreign production and foreign trade are taken as given in the study.
The study concentrates on companies, which are already involved in one
way or another in foreign operations and thus the decision process to
undertake an international business operation mode is not the issue
here. Neither strategy theories, which study competitive strategies of
companies in order to achieve and sustain competitive advantage, are
looked at such, but are included as an accepted part of larger concepts.

2.2 Theories Based on Market Imperfections

Theories that are based on market imperfections argue that output
and/ot factot matkets are impetfect. Stephen Hymer (1960,1976)° is
considered as a forefather of this line of theorising and his wotks are
concentrated on explaining international production rather than foreign
trade. The core argument underlying theories based on market
imperfections is that foreign firms operating and establishing a
production unit in a certain country have a disadvantage compared to
local firms. If foreign firms in spite of that make FDI to that country,
they have to posses some advantages, which local competitors do not
have, or at least they have to have more of those advantages than local
competitors have, so that they could compensate the disadvantages they
face in that country. Otherwise, it would not be profitable to undertake
direct investment but serve these markets in another way.

Disadvantages foreign firms are confronting are related to their
ignorance of local customers’ tastes, legal system, institutional
framework, costs of travelling and communication etc. Among the
advantages that foreign firms may have are brand name, patented or
non-marketable technology, marketing skills, managerial skills, to name
but a few. Market imperfections are necessary, but not sufficient
condition for foreign direct investments of a company. Hence a
company may have aforementioned advantages and still it would prefer
to serve certain foreign markets for example with exports or licensing.

> Chatles Kindleberger (1969) refined and publicised Hymer’s idea.
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2.2.1 Internalisation Theory and Transaction Cost Theory

Internalisation theorists® think that the markets for key intermediate
products like human capital, knowledge and management expertise, are
imperfect and co-ordinating different activities through markets induce
notable time lags and transaction costs. Internalisation of markets actoss
national boundaries leads to FDI. The theory of internalisation explains
the organisational process by which imperfect markets are internalised
by private companies until the benefits and costs of further
internalisation are equalised at the margin. In this framewotk,
proprietary know-how can be turned into firm-specific competitive
advantage on occasions when the market would fail to develop such
knowledge due to the public goods nature of knowledge (Rugman et al.
1995, 107-108).

Certain scientists like Rugman (1980,1985) argue that internalisation
itself 1s sufficient condition for FDI and existence of MNEs. This is
however inconsistent with the eclectic paradigm in which three
conditions are required to explain FDI. (In this study, the view of the
eclectic paradigm is adopted, see Chapter 2.6.) Since the eatly
contributions some strategic aspects have also been added to
internalisation theories among the factors that may lead to
internalisation and in turn foreign production (See e.g. Buckley 1990,
Rugman et. al. 1995).

As already mentioned eatlier (Chapter 2.1) internalisation approach
and transaction cost approach are very much alike. The difference is
found mainly in the stress between them. The internalisation approach
emphasises the avoidance of market imperfections, which are imperfect
markets and externalities, as a cause for internalisation. The transaction
cost approach stresses the transaction costs, which are lock-in effects
due to asset specificity, for a reason for internalisation (Williamson

1975,1981,1985).

Even though different scholars in this field have variant opinions
about knowledge advantage, product differentiation and hotizontal
information, many of them agree with importance of integration in
internalisation.

The internalisation theories and transaction cost theories are mainly
concentrated on vertical integration instead of horizontal integration.
Vertical integration means the extent to which successive stages in

6 Originally developed by Buckley and Casson (1976). [Rugman (1980,1981,1982,1986)
has synthesised much of the literature on the theory of MNE into theory of
internalisation, originally developed by Buckley and Casson (1976)]. Other eatly
contributors e.g. Caves (1971), Rugman (1981), Hennart (1982).
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production and distribution are placed under the control of a single
company. Firms move to integrate either forward or backward by
establishing a subsidiary. Vertically integrated companies are seen to use
the differences in country-specific factor endowments more eagerly
whilst horizontally integrated firms produce the same product in host
markets as in the home country (Buckley and Casson, 1976).

Table 2. Forces Encouraging for Corporate and Regional
Integration (a Transaction Cost Approach)

Corporate Integration Integration of Countries
*Basic Motive: to improve * Basic Motive: to increase
profitability and the long-term efficiency or resource usage and to
competitive position. increase the economic and strategic

(including political) strength of
region and member countries.

*To exploit economies of the firm. | *To overcome structural market
distortions e.g. tariff barriers,
subsidies etc. and to encourage

competition.
*To reduce risk and uncertainty *To reduce imperfections in foreign
associated with market exchange, capital and labour markets.
transactions.
*To protect quality control of *To facilitate the possibility of
intermediate and final products. product and process specialisation of
firms within the region, and promote
trade in intermediate products.
*To capture the economies of *To facilitate the conduct of optimal
synergy, which result from the policies and to secure gains from
common ownership of separate, policy co-ordination in
but interrelated activities. circumstances of structural and
policy interdependence.
*To protect the value of *To develop economic and strategic

proprietary assets, e.g. technology, | strength by the adoption of common
trademarks, management skills etc. | policy towards non- member
countries.

*To overcome the transaction costs| *To increase market size and
of using markets. improve the technological capability
of member countries.

*To gain competitive strength.

*To share common overheads.

Source: Dunning and Robson (1988, 3)
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Table 2 outlines the factors that favour corporate and regional
integration respectively. Some of these factors encourage either
corporate integration or integration of countries, and others support
both of them. Certainly, the operation of these factors does not
necessarily speak in favour of either corporate or regional integration. It
is not certain even when they are of significant weight.’

Nevertheless, in general, regional economic integration is aiming at a
more efficient and fluid functioning of markets than would be the case
without this integration. Whereas corporate and economic integration at
company level is aiming at taking advantage of differences of markets by
integrating company's functions, horizontally or vertically as the OLI-
paradigm points out.

Most of the findings of these newer integration studies suggest that
more gains and benefits of economic integration can be expected than
the older customs union theory suggested. These benefits include
increased FDI flows, lower transaction costs, development of new
comparative advantages, gains of transfer of technology etc. Robson
(1983) among others also argues that the benefits are greater than those
related to trade creation and emphasised by the traditional customs
union theory.

However, it does not seem certain whether the motive for bypassing
the market i1s its inefficiency in terms of high transaction costs and
longer time lags or anything else as Agarwal (1980, 754) argues. She also
claims that the theoretical framework by Buckley and Casson does not
apply in the short run or especially to FDI of smaller firms operating in
one or two foreign countries.

Internalisation theories are also very difficult to verify empirically
(Agarwal 1980, 754) as it is hard to make accurate and separating
variables for ownership advantages and internalisation advantages. Still,
many empirical tests, which have applied simplifying assumptions, have
concluded that internalisation is focused on industries with high R&D
expenditure (see for example Heum — Ylid-Anttila 1993).

i Dunning and Robson (1988,3) argue that the position of established multinational
producers, or regions or countries may mean that neither corporate, regional nor
national interests would be served by either participation in or promotion of regional
groupings, especially in the absence of some form of compensation for the adjustment
ot displacement costs that might be entailed. For similar reasons it is invariably not in
the interests of a particular multinational or country to promote regional integration if
that would mean subjecting an established market to increased competition from new
entrants.
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2.2.2 Resource-based view

The resource-based view has been - according to Foss et al. (1995, 6) -
developed under industrial organisation in the field of strategic
management and it has two sets of roots. Those are (1) seminal writings
on business strategy by Andrews (1971) and Chandler (1962) as well as
(2) Pentose’s (1959) work characterising the firm as a collection of
productive resources. According to Andrews, corporate strategy should
define the business in which a company will compete, preferably in a
way that focuses resources to convert distinctive competence into
competitive advantage. The tradition following Penrose has stressed the
conception of a firm as a collection of resources rather than a set of
product-market positions (Foss et al. 1995, 6).

In the field of industrial organisation, researchers have also
concentrated on market imperfections and its effects on companies.
Industrial organisation approach recognises market imperfections based
on either exogenous variables in a firm’s competitive environment (e.g.
oligopolistic rivalty ot bilateral monopoly) or endogenous variables,
meaning firm-specific advantages of companies and companies’ ability

through these advantages to generate market imperfections (Peteraf,
1993)8,

The resoutce-based view tends to see performance differences across
firms as a result of differences in efficiency rather than differences in
market-power. In explaining these differences, the resource —based view
has a tendency to concentrate on resoutrces and capabilities that are
long-lived and difficult to imitate (Conner 1991). Barney has addressed
competitive imperfections in strategic factor markets and claimed that
first mover advantages and entry barriers exist only under conditions of
resource heterogeneity and immobility (Barney 1986,1991). Dierickx and
Cool (1989) have differentiated between resource stocks and flows and
argued that strategic assets which are necessary for sustainable
competitive advantage, have to be developed internally and cannot be
purchased on the factor markets. Some authors have also applied
resource-based view to explain growth and development of multiline
firms®.

The main difference between the internalisation approach and the
resource-based approach is that the internalisation approach sees
external factors to the company as crucial for foreign operations of
companies. On the other hand, the resource-based view sees firm-
specific advantages as a mote crucial element. For example, Dunning

8 Hymer’s (1976) work has had influence on the emergence of this field of studies too.
¢ E.g. Montgomery — Hariharan (1991) have shown that a firm’s diversified expansion
is a function of its wide resource base.
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(1993a) distinguishes three firm-specific or ownership advantages (see
chapter 2.06):

® resources based on the assets of the firm, including property
rights and intangible assets;

® advantages of common governance of the established form
over a de novo entrant;

e advantages of common governance arising because of
multinationality.

Relevant company assets include physical assets, intellectual property
rights and intangible assets embodied in the human capital of the firm,
such as management, engineering, marketing and financial capabilities.
Also, empirical studies focused on relevant firm-specific advantages
indicate that the most important advantages are technology related,
including capabilities of generating technological know-how, brand
names and marketing knowledge. However, the empirically significant
firm-specific advantages vary widely across soutrce countries (Hennart

and Park 1994)."

2.3 Internationalisation Process Models

While internationalisation and transaction cost theories are often
considered too static and do not take changes in the environment into
account (Ciborra 1992), internationalisation models have been
developed to make a more dynamic approach to describe and explain
the companies international operations.

Researchers studying the internationalisation process of companies
consider the international business of a firm as a gradual process. Many
of the early contributors of this field are of Nordic origin, like Johanson
— Wiedersheim-Paul (1975) and Johanson — Vahlne (1977) in Sweden
Luostarinen (1979) in Finland and Juul — Walters (1987) in Norway.
One can also include American scientists such as Cavusgil — Nevin

(1981) and Bilkey — Tesar (1977) in this group.

According to internationalisation models, the gradual or sequential
increase of companies international involvement is explained by
interaction of experimental information of foreign locations and
operations in the countries and, on the other hand, growing resource

' Even though the present study is not focused on analysing the sources of
internalisation as such, they have to be referred to at least as far as internalisation is
included in the synthesis approach theories, especially the eclectic paradigm of
Dunning (see more closely Chapter 2.6).
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commitment. This means that companies obtain experience first in
economically and culturally near regions'' before entering further
markets. Thus companies enter first to ‘closer’ markets before entering
further. In this manner firms are able to take advantage of eatly
experiences of internationalisation and recognise and avoid possible
risks. In addition, entry modes are chosen according to related risks.
This refers to the degtee of ownership as in the eatly stages of
internationalisation foreign trade is preferred over FDI. In the later
stages, ownership degree increases and riskier forms of operations tend
to take place.

Past involvement of company-specific and country-specific
experiences affect the current and future foreign activities of companies
in internationalisation models. Experimental knowledge 1s highlighted as

it is needed to recognise business opportunities and reduce market
uncertainty (see f.e. Cavusgil 1980, Reid 1981).

Since the eatly research, several empirical studies have been made,
which imply that small firms are typically more careful in expansion of
foreign operations due to more limited resources compared to larger
companies (see f.e. Welch — Luostarinen, 1988)."” It has also been noted
that in the 1990s firms moved faster in internationalisation stages than

they did before (Nordstrom 1991, Luostarinen 1994).

In Finnish internationalisation models, environmental push and pull
factors are also sought to explain internationalisation (home and host
country factors) in addition to company-specific advantages
(Luostarinen 1994). See Figure 2. (Luostarinen 1994, 27). The most
important home country push factors include small size, openness and
peripheric location of the domestic market. Most notable host country
pull factors for Finnish companies abroad are recognised to be largeness
and openness of host country markets (Luostarinen 1994, 7-8).

Internationalisation models are important in dynamising the basic
motive -approach related to companies’ international operations. Even
so, they are not unattached to more static patterns. For example
Luostarinen’s push and pull approach can be seen to relate to the
eclectic approach of Dunning (Chpater 2.6). (Reinikainen 2001, 193;

Okko — Haukioja 2002, 5).

"' Luostarinen (1979) defines ‘business distance’ to include physical, cultural and
economic distances.

' Korhonen (1999) has also emphasised the role of inward internationalisation
processes (import processes) as an integral part of internationalisation phenomenon.
Finnish SMEs for example have usually favored first inward operations and only after
that have they continued by using some outward opearations (export processes)
(Korhonen 1999, 180).
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Figure 2. Competitive Edge as a Prerequisite for Successful

Internationalisation
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Furthermore, important in process theories from a competitiveness
point of view is that to overcome a threshold to enter foreign markets
requires competitive advantage of a company, but also operating abroad
gradually effects the company resource base and therefore
competitiveness via technology, demand and other stimuli. Process
views therefore emphasise the advantages that becoming mote
transnational can bring to a company (see e.g. Kogut 1986).

2.4 Economic Geography and Theory of Location

The location of economic activity has been extensively studied in the
field of economic geography”. Even though it has happened
independently of mainstream economics, economists such as Krugman
(1991) have reminded us of the significance of this line of research for

" There are many major contributors in the field of economic geography. Names like
Roger Hayter (1997) and Michael Storper (1992) belong to this group of researchers.
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explaining concentration of regional economic activity. Economic
geography has underlined the meaning of agglomeration economies in
the location of production 1.e. the advantages evolving in aggregation of
variant economic units.

Krugman has shown with simulations the agglomeration of economic
centres with given economies of scale, transportation costs, immobile
farmers, and mobile production workers. The same settles with FDI;
International allocation of mobile capital in the presence of immobile
workers and complex barriers to trade. He has formalised the tensions
between scale-related ‘centripetal’ and market-related ‘centrifugal’ forces
of location. Similar types of studies, which model agglomeration process
usually apply simulation techniques such as Markunsen and Venebles
(1996). These studies have pointed out that the existing industrial
structure can be a major determinant of inward FDI as suppliers of
intermediate goods and technologically specialised labour force are
locational advantages for related firms and competitors.

Other reseatch, which is focused on an exchange of knowledge and
externalities based on that, argue that innovation processes tend to be
localised. Porter, among others, argues that intense innovative activity in
the area affect to firms’ competitiveness (Porter 1990). Also Cantwell
(1989) highlights the importance of localised knowledge for the

development of transnational firms’ technological competence.
P g P

Empirical evidence supports the influence of market size,
geographical proximity and the degree of openness on the distribution
of FDI (Kravis — Lipsey 1982, Veuglers 1991). Also empirical results of
internationalisation models support that physical, cultural and economic
distances have influence on FDI (see f.e. Luostarinen 1979).

Theory of location in the field of economic theory traditionally
analyses location of production from a comparative advantage point of
view, in which such factors as relative wages, market size and economic
growth, transportation costs and trade barriers are determinants of the
location of foreign production (Vernon 1966, Kravis — Lipsey 1982,
Caves 1982, Veugelers 1991). However, empirical evidence indicates
that factor costs and trade barriers are not adequate explanation for the
location of foreign production. Also empirical results imply that market-
related advantages are becoming a more important determinant of FDI
compared to production costs even though this depends much of the
nature of the particular industry (Brainard 1993).

The concept of ‘locational advantages’, which Dunning (1993a) and
Caves (1982) in particular have developed and advanced, include much
broader aspects than the traditional theory of location in economics,
and 1t will be further discussed in Chapter 2.6.
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2.5 SCP and Porter’s Diamond Revisited

Internationalisation of competition has naturally increased during past
decades due to the internationalisation of companies and increases in
foreign trade and FDI. Still, analysis of industrial competitiveness is
traditionally included in the field of industrial economics untelated to
the previous theories presented. In this section some of the most well-
known competitiveness concepts are represented to be able to use and
operationalise some variables related to them in the empirical part of the
study.

Most important theories of industrial organisation are based on the
structure-conduct-petformance paradigm (SCP)". The basic idea under
the SCP paradigm is that in an industry a particular type of market
structure is related to a particular type of market behaviour (Sachwald
1994).” The elements of market structure as defined in the SCP
paradigm are very close to the factors that Porter (1990, 36-37) defines
as competitive determinants of industry structure. These are: bargaining
power of buyers, bargaining power of suppliers, threat of substitute
product or services and threat of new entrants.

SCP market structure implies certain conduct. It consists of elements
such as pricing behaviour; product strategy; advertising and marketing
strategy; research and development planning and implementation; legal
tactics (Reid, 1987, 12). Market structure and market conduct may be
affected by public policy and its measures. Performance i.e. productive
and allocative efficiency is a result of certain conduct. International
industrial competitiveness 1s thus defined as performance and the result
of certain conduct, which is influenced by basic condition and market
structure and through them government policy.

Porter (1990) uses nation as a decisive environment for allowing a
firm to develop and sustain competitive advantage in an industty.
National characteristics like institutions, cultures, values and economic

" For example Reid (1987) argues that the structure-conduct-performance paradigm
developed by Mason (1939,1949) is the most influential of the various theories of
industrial organisation.

!> Basic conditions in the SCP paradigm are divided into demand and supply side
factors. These basic conditions affect the elements of market structure which are: the
number of sellers and buyers, concentration, product differentiation, economies of
scale, barriers to entry, cost structure, vertical integration, diversification (Sachwald
1994, 41-43, Reid 1987, 12). Devine et al. (1985, 57) define market structure as a
result of interplay between economies of scale, government policies, market size and

growth rate, mergers and chance factors referring to the basic conditions. Dynamics

in the market structure over time is due to changes in technology, demand and supply
conditions, government policy, chance and corporate policies of established firms and
new entrants.
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sttuctutes have a decisive influence on the competitiveness of
companies. Porter’s approach is very near Sachwalds’s analysis of
structural competitiveness. To Sachwald competitiveness is the result of
interactions within national economies and thus it has a systemic nature.
Some nations ate mote competitive because the whole system of
production is highet. Sachwald argues that companies, which operate in
a nation, determine the competitiveness of a nation. However,
companies depend on their environment for their development and due
to this vatious structural characteristics of the nation of origin may be
essential for firms competitiveness. (Sahwald 1994, 38).

Rugman and Gestrin (1993, 19-22) argue that multinational
companies combine firm-specific advantages and country-specific
advantages. The former builds up the competitive strength of a
company and the latter is related to the nation and government’s actions
influence on it. According to Rugman and Gestrin a company’s
international competitiveness 1s guaranteed if it has strong firm-specific
advantages and if it operates under benign country-specific advantages.
If firm-specific advantages are weak then country-specific advantages
have to be strong for a company to be internationally competitive and
vice versa. If both advantages are weak then international
competitiveness cannot be sustained.

Porter (1990) applies the terms location-based advantage and system-
based advantage instead of country-specific advantage and firm-specific
advantage respectively. Location-based advantages may arise from either
the firm’s home base ot from othetr nations in which the firm locates
particular activities.'® (Potter 1990, 60). In Portet’s framework, four
broad attributes of a nation'” shape the environment in which local
firms compete that either promote or impede the creation of
competitive advantage. These are: factor conditions; demand conditions;
related and supporting industries; firm’s strategy, structure and rivalry;
chance and government. These determinants are included in Porter’s
‘diamond’"® (see Figure 3.)

' Porter uses a term home base. A transnational firm employs advantages from its
home base to penetrate foreign markets. It is also able to seek out location-based
advantages in performing particular activities in other nations to reinforce home
advantages or offset home disadvantages. However, he sees that home-based
advantages are usually more significant to the competitive advantage of a company
(Porter 1990, 60-61).

' Porter points out that the roots of the productivity lie in the national environment
for competition, captured in a diamond framework. However, the same framework
can be applied at the regional, state and city level (Steinbock 1998).

'* Porter emphasises that companies compete in international markets, not nations.
Porter suggests abandoning the notion of a competitive nation, as focus should be on
industries and segments (Porter 1990).
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Porter thus combines company-based determinants with countty
based determinants of competitiveness.” This is the strength of the
approach but at the same time criticisms against it is directed to the
vagueness of the distinction between these two groups and the
inaccuracy of the method. (Hernesniemi et. al. 1995, 61)

Figure 3. Determinants of National Competitive Advantage by Porter
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According to Porter, in addition to responding and influencing
industry structure, firms must choose a position within the industry.
Positioning embodies the firm’s overall approach to competing. The
core in positioning is competitive advantage (Porter 1990, 37). At a firm

¥ The concept of systemic competitiveness, which Esser et al. (1996) use defines
determinants of industrial competitiveness into four analytical categories of micro,
macro, meso and meta level. Micro level 1s firm-specific while others are country
specific. Micro level includes determinants like innovation management, firm strategy
and interaction between suppliers, producers and users. The macro level includes
monetary and financial policy, and competition policy, for example. The meso level
consists of government policy and industrial policy like regional policy and technology
policy. The meta level includes sosio-cultural factors and the value system, for
example. Competition is then created by interaction of these determinants (Esser et al.
1996, 40-41).
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level, competitive advantage can be based on two types, which are lowet
cost and differentiation. Competitive scope, which is the breadth of the
firm’s target within industry, can be either broad or narrow. By
combining the competitive scope and competitive advantage, the notion
of generic strategles appears and competitive strategy can be selected.
The generic strategies are: cost leadership (lower cost and broad target);
cost focus (lower cost and narrow target); differentiation (differentiation
and broad target); focused differentiation (differentiation and narrow
target).

The choice of competitive strategy is hence a form of conduct, which
is influenced by the basic conditions and market structure. The source
of competitive advantage grows out of the way firms organise and
perform discrete activities. The activities performed in competing in a
particular industry can be grouped into categories as shown in Figure 4.

Gaining competitive advantage requires that a firm’s value added
chain can be managed as a system rather than a collection of separate
parts (Porter 1990, 42). Firms gain competitive advantage from
concelving new ways to conduct activities, employing new procedures,
new technologies or different inputs.

Figure 4. The Value Chain

FIRM INFRASTRUCTURE
{e.g. Finance, Planning) ¥
A
R
HUMAN RESOURCE MANAGEMENT ?
SUPPORT N
ACTIVITIES
’ TECHNOLOGY DEVELOPMENT
PROCUREMENT
INBOUND OPERATIONS i OUTBOUND J§ MARKETING §] AFTER-SALE
LOGISTICE fl{Manufacturing) il LOGISTICS AND SERVICE
SBALES
; PRIMARY ACTIVITIES l

Source: Porter (1990, 41)

The management of primary as well as support activities, including
the linkages between them, can be a source of competitive advantage to
a company. However, linkages not only connect activities inside the
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company but also attach a company to outside value chains like
suppliers’, distributors’ and buyers’ value chains.

Firms create competitive advantage by perceiving or discovering new
and better ways to compete in an industry and bringing them to market.
This is wultimately innovation when defined broadly to include
improvements in technology and better methods or ways of doing
things.” Early movers who can take advantage of structural changes can
also result in competitive advantage. (Porter 1990, 45-48).

Porter also points out that there is a hierarchy of sources of
competitive advantage in terms of sustainability. Higher-order advantage
like proprietary process technology, product differentiation based on
unique products or services depend on sustained and cumulative
investment. Lower order advantages based on lower costs are less
sustainable than differentiation. Sustaining competitive advantage needs
constant improvement and upgrading as well as several distinct sources

(Porter 1990, 49-51).

Also differences in management approach and its applicability to the
environment is one factor that can create advantages or disadvantages in
competing in different industries. An important thing in this respect 1s

the management’s orientation towards competing globally (Porter 1990,
53-68).

The main criticism® against Portet’s paradigm concerns the question
where the industrial competitiveness 1s really born (se¢ f.e. Dunning
1993b; Rugman — Verbeke 1993). Is it inside the borders of a country or
nation that the diamond originates or is it transnational environments
that matter in this respect as an increasing amount of multinational
companies exploit diamonds of different countries through international
business operations, especially FDIs and subsidiaries? Should the latter
case be true, the competitiveness of a particular nation and the
competitiveness of its companies are harder to equate. This means that
the competitiveness of a nation, for example, can decrease without
ditectly decreasing the competitiveness of multinational companies
originally from that particular nation.

2 Innovations also shift competitive advantage as innovations are typically caused by
shifts in changing buyers needs, emergence of new technologies, occurrence of new
industry segment, shifting input costs or availability and changes in government
regulations. Adjustments in government regulations such as environmental control or
trade barriers can encourage innovations and through them competitive advantage.

2! For a comprehensive view about the critics against Porter’s diamond model see
Penttinen (1994) and Hernesniemi, Lammi and Yla-Anttila (1995) among others.
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2.6 The Eclectic Approach

J.H. Dunning (1977, and later extensions 1981, 1988a, 1996) has created
a theory of the so-called OLI-paradigm or eclectic paradigm, which is
considered as a synthesis theory, because it integrates many elements of
other theories, also reviewed here, into a general paradigm of
international production®. It explains the mobility of factors of
production and the decision processes of companies in international
production and foreign direct investment. From a theoretical point of
view 1t offers an analytical framework for empirical investigations,
which draws attention to the most important theories at hand (Cantwell
1991, 27).

The underlying hypothesis, which the eclectic paradigm 1s leaning on,
is that a firm will engage in foreign value-adding activities if and when
three conditions are satisfied (Dunning 1988a, 26). These are:

(1) It possesses net ownership (O) advantages vis-a-vis firms of other
nationalities in serving particular markets. These o-advantages primarily
take the form of the possession of intangible assets ot of the advantages
of common governance, which are, at least for a period of time,
exclusive or specific to the firm possessing them.

(2) Assuming condition 1 1s satisfied, it must be more beneficial to the
enterprise possessing the advantages to use them (or their output) itself
rather than to sell or lease them to foreign firms: this it does through an
extension of its existing value-added chains or the adding of new ones.
These advantages are called internalisation (I) advantages.

(3) Assuming conditions (1) and (2) are satisfied, it must be in the
global interests of the enterprise to utilise these advantages in
conjunction with at least some factor inputs (including natural
resources) outside its home country; otherwise foreign markets would
serve entirely by exports and domestic markets by domestic production.
These advantages are termed location-specific (L) advantages.

According to Dunning, the greater the o-advantages of enterprises the
more incentive they have to utilise them. The mote the economics of
production and marketing favour a foreign location, the more likely
companies are to engage in foreign direct investment.

Thus, the propensity of a certain country to patticipate in
international production 1s dependent on the extent to which its
enterprises possess these advantages. Also the locational attractions of a

2 . . . -

The theory consists of elements from transaction cost approach, internalisation
approach, internationalisation model and theories of location even though presented
under different concepts.
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country’s endowments compared to those offered by othetr countries ot
regions define the amount and extent of FDI undertaken.

In Table 3 OLI-advantages are combined with different routes of
servicing markets. In each way of servicing markets ownership
advantages are necessary condition for foreign involvement. The
existence of internalisation advantages suggests that enterprises will
choose foreign trade or foreign direct investment rather than
contractual resource transfers. The foreign direct investment route is
selected when locational advantages favour foreign rather than domestic
production facilities.

Table 3. OLI-Advantages and Routes of Servicing Markets

The route of setvicin . —_ .
g Ownership Internalisation Location

markets

Foreign direct investment yes yes yes
Foreign trade yes yes no
Contractual resource transfers yes no no

Source: Dunning (1988a, 28)

As can be seen, the OLI-paradigm does not make any priot
predictions, about which countries, industries or enterprises are most
likely to engage in fotreign production (motives ot strategies)™. It rather
expresses three conditions, which have to be satisfied for international
production to appear™.

This theory accepts very much of the traditional theory explaining
spatial distribution of certain kinds of output (Hecksher-Ohlin-
Samuelson). But in addition to this, the paradigm says that to explain
the ownership of that output and the spatial distribution of other kinds
of output, which requires the use of resources that are not equally
accessible to all firms, two different market imperfections must be
present:

3 Criticism against the OLI-paradigm has targeted just to the fact that the paradigm
does not refer to motives of a firm investing abroad (Agarwal 1985).

# The eclectic paradigm has also been criticised due to the limitations to
operationalise complex concepts for variables to empirically test the theory (Helleiner
1989, Melin 1992).
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1) Structural failure, which discriminates between firms in their ability
to gain and sustain control over property rights or to govern multiple
and geographically dispersed value-added activities.

2) Failure of intermediate product markets to transact goods and
services at a lower net cost than those which hierarchy might have to
incut.

This means that such variables as the structure of markets, transaction
costs and the managerial strategy of firms are important determinants of
international activity. The consequences of the imperfections also mean
that one cannot take enterprises as given and market cannot be
considered only as arbiters of transactions. Both the distribution of
factor endowments and the modality of economic organisation are
relevant to explain the structure of trade and production.

What is important, as Cantwell (1991) analyses is that the eclectic
paradigm has no definite view of competition built into it, as it is overall
an organising framework rather than a theory. It does not depend on a
patticular theory of a firm either. Therefore it is capable of acquiring,
for example, to the internalisation approach, in which the firm grows by
displacing markets, which operate in a costly and imperfect way. It can
also rely on the market power theory, in which, it is the growth of the
firm that is the essential cause of market imperfections and failure.
(Cantwell 1991, 29)*. The eclectic paradigm incorporates elements of
both these theories of the firm, because it allows ownership advantages
to act as barriers to entry or sources of market power. However,
Dunning (1988b, 32) himself places emphasis on internalisation and
supposes that competition is more important than collusion amongst

MNCs.

The theory suggests that given the distribution of location-specific
endowments, enterprises which have the greatest opportunities for and
derive the most from internalising activities, will be the most
competitive in foreign markets. Inter alia these advantages will differ
according to industty, country and enterprise characteristics. (Dunning
1981, 33) Although the advantages are enterprise-specific they may
differ according to the nationality of the enterprises, which means that
such advantages, though endogenous to the individual firms at that
time, are not independent of their industrial structure, or the general
economic and institutional environment of which they are faced

(Dunning 1981, 34-35).

* Market power theory of the firm perceives ownership advantages principally as anti-
competitive devices, which act as barriers to entry against other firms. Meanwhile, the
competitive international industry approach sees ownership advantages as competitive
weapons, which sustain a process of competition between rivals (Cantwell 1991, 28).
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For example, Cantwell (1989) claims that innovation is location-
specific as well as firm-specific. The scientific and technological
traditions of each country, the nature of the educational system and
common business practices all contribute to the distinctiveness of the
path of technology development undertaken in each location. Actually,
two major reasons are presented for growth of international production
and its association to the sustained technological competition between
MNCs in manufacturing industries.

First, internalisation has supported technological diversification, since
the form of technological development varies between locations as well
as between firms. By locating production in different centres of
innovation in its industry, the MNC gains access to a new but
complementary avenue of technological development and integrates it
with its existing lines. By increasing the overlap between the
technological profile of firms competition between MNCs is raised in
each international industry, but also co-operative agreements as the
number of technological spillovers between firms increases. Spillovers
occut where technologies are created by a firm, which lies outside its
own major lines of development, but which may be of greater use
within the main traditions of another firm. Second, and partly because
of first factor, there are a growing number of connections between
technologies which were formerly quite separate. This technological
interrelation has brought more firms into competition with one another.
These two elements are called ‘technological systems’ in MNCs. Where
MNCs in a competitive international industry are all attracted to certain
centres of innovation to maintain their overall strength, then research
and research-related production may tend to agglomerate in these
locations. (Cantwell 1987, 1991).

As alteady mentioned in Chapter 2.5. Dunning and some other
researchers®® have criticised Portet’s diamond and suggested an
extension of the original model, for example through double diamond
approach in which multinationality and the origin of competitiveness
from other soutrces than home-base are taken into account mote
setiously. Dunning (1997) has also extended Porter’s diamond of
competitive advantage by stressing that inbound FDI may not only
affect the four facets of the diamond, but also the actions of host
governments as well as the mentality of competitiveness of the
constituents in the host country. Dunning has adapted the figure of the

diamond as seen in Figure 5.

Accotding to Dunning, the individual attributes of the diamond of
competitive advantage may vary between countries or within country
ovet time. Thus the relative importance of the production and efficient

26 Dunning (1993b), Rugman — D’Cruz (1993), Cartwright (1993), Hodgetts (1993).
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deployment of created assets and the means with which these are
transmitted over space has increased due to globalisation of the world
economy. Likewise the ways in which complementary activities are
arranged along the value-added chain or the agglomerative economies
are derived from a spatial clustering of these and other related activities
are becoming more significant. (Dunning 1997a, 217, Dunning and
Lundan 1998). Therefore, any attempt to 1identify competitive
advantages must embrace the diamonds of other countries and
particularly those with which the home county firms have the most
dealings by trade, foreign direct investment and non-equity co-operative
ventures.

Figure 5. The Diamond of Competitive Advantage Modified by
Dunning
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Bypassing  threshold  to  international  markets  requites
competitiveness, but operating international markets gradually affects
the company’s resource base and thus competitiveness. Operating in
several countries gives a company versatile demand and technology
stimulus at the same time as structure of personnel becomes mote
diversified and the whole organisation experiences a new kind of
learning-by-doing stimulus (Reinikainen 2001, 182). This process view
mainly emphasises the advantages that transnationalism offers, but also
makes it possible to see the eclectic paradigm in a more dynamic
context (see Kogut 1980).

In recent years Dunning (1997) has argued that deepening structural
integration of the world economy 1s widening geographical scope for
augmenting competitive advantages. He has therefore extended his
paradigm to include features of alliance capitalism to which he refers to
the existence of co-operation and competition between institutions and
between parties within institutions. In companies’ case, alliance
capitalism refers more specifically to networks, where companies build
firmer coalitions than ordinary long-term treaties i.e. alliances. Overall
alliance capitalism purports that pyramidal chains of command are
increasingly replaced by relational interplay between the main
participants of decision-making. (see Dunning 1997a, 68-90).

According to Dunning, alliance capitalism has several implications for
the eclectic paradigm and the determinants of MNE activity. First of all
o-advantages of firms need to be broadened to take account of the costs
and benefits derived from inter-firm relationships and transactions both
home and abroad, not to forget those that arise from strategic alliances
and networks. Secondly, the concept of location, (I-advantages) needs to
place more weight on the following factors (i) territorial embeddedness
of interdependent immobile assets in particular geographical areas (ii)
increasing need for the spatial integration of complex and rapidly
changing economic activities (iii) conditions under which inter-firm
competitive enhancing alliances may flourish and (iv) the role of
national and regional authorities in influencing the extent and structure
of localised centres of excellence. (Dunning 1997a, 80)

The third implication 1s that firms internalise intermediate product
markets, primarily to reduce the transaction and co-ordination costs
assoclated with them. This needs to be widened to encompass other -
particularly, dynamic and competitiveness-enhancing -goals, the
attainment of which may be affected by micro-governance structures.

As the analysis here in Chapter 2 has shown, foreign operations and
competitiveness — taken together - in a firm perspective, and even in a
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multinational company petrspective, as a research area is very broad. In
spite of that, it is grounded to make an effort to pick up certain aspects
to aim to link research undertaken by studying the underlying concepts
or viewpoints chosen. All the same, one has to admit that certain
researchers in the field of international business cannot be grouped
solely under one angle of research question setting or research approach
let alone school of thought as their interests protrude beyond the
borders of any conventional grouping principle.
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3. FOREIGN TRADE AND FDI IN THE BALTIC
SEA REGION

In Chapter 3, the analysis of foreign trade and FDI of Finland are
presented, to find direction, structure and magnitude of foreign
operations of Finnish companies in the nearby foreign markets. We start
with an overall look at FDI and foreign trade flows in the Baltic Sea
Region. By concentrating on this data and empirical facts we can
elaborate on the necessary background information of national economy
level phenomenon and to put the research topic into a wider empirical
perspective. We also study the major components of institutional
framework in the Baltic Sea Region. After that, barriers to trade and
investment are treviewed to show major business environmental
operation hindrances for companies.

3.1 Direction of Foreign Trade” and FDI in the Baltic Sea
Region

Growth of intra-Baltic trade laid ground for the economic region
around the Baltic Sea in the 1990s. Immediately after the economic
system change in Fastern Europe, strong expectations arose of a rapid
increase in foreign trade between the Fastern and Western European
countries. Some of these expectations were too optimistic since
economic growth in the region was not as fast as was originally
anticipated. However, the growth increase between the East and the
West was considerable for most countries in the BSR. For example,
between 1993 and 1997, trade flows increased with an annual average of
mote than 30% (see Table 4).

The three Baltic States i.e. Estonia, Latvia, and Lithuania in particular
increased their exports remarkably. Finland and Sweden also benefited
greatly from the open trade situation. It is noteworthy that Eastern
Baltic Rim countties increased exports to the Western Baltic Sea Region
more markedly than vice versa.

7 In this Chapter all the trade data is on country level as customs maintain trade
statistics on country level.
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Table 4. Growth Rate in Baltic Sea Region Trade during 1993-1997

Average yearly growth rate to Eastern Baltic Sea Region (EBSR):

Finland 39.5%
Denmark 33.2%
Germany 20.6%
Sweden 37.9%
Unweighted average WBSR to EBSR 32.2%
Average yearly growth rate to Western Baltic Sea Region (WBSR):

Estonia 51.5%
Latvia 67.2%
Lithuania 40.6%
Poland 13.5%
Russia 16.1%
Unweighted average EBSR to WBSR 37.8%

Source: Economic Development in the Baltic Sea Region (1998, 37)

Currently, the European Union economic power, Germany, is the
most important trading partner to all other Baltic Sea Rim counttries,
with the exception of Estonia, to which Finland 1s the primary partner
(see Tables 5a and 5b). Thus, Germany’s strong role visibly characterises
the Baltic Sea Region foreign trade flows. The share of Germany in total
export ranges from 7.5% in Estonia to 36.1% in Poland. The respective
shares in total imports range from 9.3% to 25.2%.

Sweden has also a prominent role, especially in the foreign trade of
Finland, Denmark, Estonia and Latvia. Other Nordic countries of the
BSR, 1.e. Finland and Denmark, have less notable roles, even though
they are well represented in the foreign trade of Sweden. Finland has an
exceptional role in Estonian foreign trade and Denmark is a notable
export market for Latvian and Lithuanian companies. Russia with its
natural resources sector forms an outstanding portion of the Baltic
countries imports.
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Table 5a. Share of the Baltic Sea Region Countries in Foreign
Trade of Finland, Sweden, Denmark, and Germany in 1999

Share in Share in |Share in Share in |Share in Share in|Share in Share in
Fin. Fin. Swe. Swe. Dan. Dan. | Ger. et
exports imports [exports imports |exports imports|exports imports
Finland 5.1 4.9 3.2 2.8 1.1 1.0
Denmark 2.9 5.7 5.6 6.1 1.7 1.5
Germany 13.6 15.9 10.6 17.8 20.3 21.9
Sweden 10.3 14.4 11.6 12.4 2.2 1.8
Estonia 3.1 1.9 0.5 0.8 0.2 0.3 0.06 0.04
Latvia 0.6 0.1 0.2 0.4 0.3 0.3 0.08 0.06
Lithuania 0.4 0.1 0.2 0.2 0.5 0.4 0.1 0.1
Poland 0.4 0.7 1.8 1.0 1.8 1.8 24 2.1
Russia 4.2 7.4 0.6 1.2 0.9 0.7 1.0 1.9
BSR 35.5 46.2 24.6 32.4 38.8 40.6 8.6 8.5
EU 59.5 52.6 56.2 56.7 67.1 72.5 56.3 52.5

Soutce: IMF Direction of Trade Statistics Yearbook (2000)

When the Western market economies are analysed, the BSR forms the
most significant shares in the foreign trade of Finland (export 35.5%
and import 46.2%) and Denmark (export 38.8% and import 40.6%)
Nevertheless, the area is even more important to FEastern economies.
Poland and all the Baltic States sell roughly 50-70% of their exports to
and buy some 40-60% of their imports from the BSR. Obviously, in the
Russian Federation foreign trade, the Baltic Sea region has a less
important role, with it forming only one-fifth of Russia’s total foreign
trade. Recognising the geography of the country and the resource
oriented structure of its foreign trade this 1s to be expected. In contrast,
for some Baltic Rim sub-regions of Russia, such as St. Petersburg and
Republic of Karelia, the EU countries of the BSR, especially Germany
and Finland are major 1nternational trade partners (Economic
Monitoring of North-West Russia 2000).
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Table 5b. Share of the Baltic Sea Region Countries in Foreign
Trade of Poland, Estonia, Latvia, Lithuania, and Russia in 1999

Share Share | Share Share | Share Share | Share Share Share Share
in Pol. in Pol.|in Est. in Est.|in Lat. in Lat.| in Lith. in Lith. | in Russ. in Russ.
exp. imp. | exp. imp. | exp. imp. exp. imp. exp. imp.

Finland 1.0 1.8 | 194 229 1.9 9.1 1.0 N | 1.6 2.9
Denmark | 3.1 1.8 3.9 2.5 6.1 39 6.1 3.8 0.3 0.9
Germany | 36.1 25.2 1D 93| 169 152 | 15.8 16.3 8.2 10.3
Sweden 2.5 3.2 | 18.7 9.5 | 10.7 T2 4.2 3.4 3.2 2.3

Estonia 0.3 0.03 4.7 6.4 2.3 1.5 0.9 0.2
Latvia 0.7 0.06 8.7 2.4 12.6 2.0 1.3 0.2
Lithuania| 1.9 04| 3.9 191 75 73 1.5 1.3
Poland 0.6 1.9 1.8 44 4.5 5.6 3D 1.5
Russia 1.6 58| 92 13.0| 6.6 10.5 6.9 19.8

BSR 47.2 383|719 63.2]56.2 596 | 53.4 55.5 20.5 19.6
EU 70.6 65.0 | 62.7 58.0 | 62.6 62.6 | 49.4 46.0 32.1 38.4

Source: IMF Direction of Trade Statistics Yearbook (2000)

The significance of the BSR in each country’s total exports and
imports also varies.”® The region is relatively more important to imports
than to exports in Finland, Sweden, and Denmark (see Table 5a). The
opposite characterises Poland and Estonia, which export relatively
bigger shares to the BSR (see Table 5b). Roughly, for the EU counttries,
the BSR appears to be a more important import area, and for the
transition countries, a more important export area. For Germany and
Russia, exports and imports form approximately similar size shares in
their total trade.

The BSR consisted of less than 9% of Germany’s foreign trade in
1999, the main trading partners being France, Italy, and Netherlands
within Europe as well as the United States and Japan outside Europe.
Thus, the major foreign trade markets for Germany are located outside
the observed region.

All the same, international trade alone cannot unify a market area
such as the Baltic Sea Region. The intensification of integration is motre

* Paas (2002) has analysed regional integration of the Baltic Sea Region trade flows. The
model result supports the statement that the size of economy (population) has statistically
significant and positive influence on the bilateral trade flows. Distance, on the other hand,
has a negative influence on bilateral trade flows. Paas concludes that distance expresses
mainly cultural proximity and historical relationship between the Baltic Sea Rim countries.
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typically reflected in the increased internationalisation of companies and
deepening forms of companies’ foreign operations. Foreign direct
investment is omne instrument that can significantly promote the
formation of new networks and lead to integration of national

economies (Kivikari 1998, 87).

On the whole, the Baltic Sea Region is a significant reciptent of FDI,
although the proportions within the region are allocated unequally.
Table 6 displays comparable FDI positions by categorising absolute and
relative FDI stocks for each country.

Table 6. Level of Foreign Direct Investment in the Baltic Sea
Region Countries in 1999

Fin Den Ger Swe Est Lat Lit Pol Rus

inward FDI
stock USD m. 18 315 | 36 420 [ 284 899 | 74 018 [ 2441 [ 1795 | 2 063 |26 475|16 541

inward FDI
stock as a

percentage of
GDP 14.5 20.9 13.7 327 | 479 | 269 | 197 | 17.2 | 44

inward FDI
stock/capita 3198 7089 2748 7659 1122 | 880 545 518 71

outward FDI
stock USD m. | 33 849 | 37 550 |394 254 | 107 331 | 272 244 26 1365 | 8586

outward FDI
stock as a

percentage of
GDP 26.8 21.5 18.9 | 474 53] 3.7 0.2 0.9 2.3

GDP/capita
USD 25046 33124 | 25729 27256 | 3569 | 2582 | 2880 | 3987 | 1249

GDP/capita
USD PPP?% 21000 | 23800 | 22700 | 20700 | 5600 | 4200 | 4800 | 7200 | 4200

Source: Compiled from the World Investment Report 2001, Transition Report 2000,
Transition Report Update 2000, and National Accounts of OECD Countries Vol.l
(2000). GDP(1) is normal and GDP(2) gives purchasing power -corrected figures.

The share of inward FDI stock of the European Union member
countries varies between 15 and 33 per cent of these countries’ own
GDPs. Germany and Sweden receive the lion’s share of all the
investments as their inward FDI stocks form 77.5% of the total BSR

= Purchasing power parities (PPPs) are the rate of currency conversions, which
eliminate the difference in price levels between countries. PPPs are obtained by
evaluating costs of a basket of goods and services between countries for all
components of GDP. PPPs are given in international currency units per US dollar.
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inward stock. Among the Eastern Rim countries, Poland and Russia
receive the most of the international direct investments. Howevet, the
stock of these countries forms only 10 per cent of that of Germany and
Sweden. The outward FDI stock in the Baltic Rim EU countties
fluctuates between 19 to 47 per cent of these countries’ GDP, while
corresponding figures in the transition economies are relatively
negligible, as their companies’ internationalisation has just recently
started.

Differences in the Eastern and Western BSR countries’ volume of
economic activity are also currently immense. For example, in 1999,
Denmark’s GDP per capita was eight times larger than that of Poland.
Simultaneously, in Finland, the GDP per capita was seven times larger
than that in Estonia. If purchasing powers are taken into account, the
differences narrow to almost threefold. A huge gap exists between the
purchasing powers of the BSR economies and most certainly it will take
decades for the FEastern European countries to make up these
differences, even if growth rates of their economies would be clearly
fastet.

Table 7. Foreign Direct Investment in the Baltic Sea Region
European Union Countries by Source Country in 1999 (% of Total
FDI Stock)

Finland Denmark Germany Sweden

Sweden 47 |USA 34| USA 27 | Finland 17
Netherlands 18 |Sweden 13| Netherlands 26| Netherlands 15
Denmark 7 |UK 10| Switzerland 9 | Switzerland 13
USA 6 |Netherlands 10| France 8 |USA 13
UK 5 | Norway 7 | UK 8 | Germany 10
Norway 4 | Germany 6 |Japan 4| UK 8
Switzerland 4 |Belgium/Luxembourg 4 | Austria 3 | Norway 8

Source: Suomen Pankki, Danmarks Nationalbank, Deutche Bundesbank, and
Sveriges Riksbank (2001)

The major part of foreign direct investment to the Baltic Sea Region
European Union countries comes from other European Union member
countries. The share of the EU of the individual countries’ total FDI
stock was 62% in Sweden, 50% in Denmark, 84% in Finland, and 56%
in Germany in 1999. The single most important investor country outside
the EU for each country was the USA. Table 7 presents the top seven
investor countries for each BSR European Union country. The Baltic
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Sea Region countries have comprised 19% of these investments in
Denmark, 0% in Germany, 54% in Finland, and 27% in Sweden.

The sectors that are the most popular among foreign investors in
Finland are finance and insurance as well as traditional metal and
engineering. In Germany, manufacturing and its various branches have
tempted foreign investors. In Sweden, manufacturing forms the largest
sector, with engineering forming its biggest sub-sector. By contrast, in
Denmark financial intermediation has attracted the major part of FDI.

Table 8. Division of FDI in Different Sectors of Economy in the
Baltic Sea Region EU Countries in 1999 (% of Total FDI Stock)

Finland Denmark Germany Sweden
Financial
Finance and intermediation and
insurance 24 | business service 41 [ Manufacturing 18 |Manufacturing® 63
Metal and Non-financial Wholesale and
engineering 23 | holding companies 23 | retail trade 11 |Engineering 29
Financial Financial Chemicals and
Trade 18 | intermediation 8 | intermediation 9 |pharmaceuticals 14
Other Transport, post, and
manufacturing 14| telecommunication 24| Chemical 5 |Trade in goods 11
Other economic Trade, hotels, and Monetary Other service
activities 13 | restaurants 20| intermediation 4 | industries 10
Other financial Forest
Chemical 9 [ Manufacturing 10| intermediation 3 |industries 9

Source: Suomen Pankki, Danmarks Nationalbank, Deutche Bundesbank, and Sveriges
Riksbank (2001)

Table 9 shows the most important investor countries in the Baltic Sea
transition countries in 1999. The neighbouring Baltic Sea countries seem
to have actively undertaken foreign direct investments in these
countries. They form 16% of the top seven mvestors in Poland, 77% in
Estonia, 29% in Latvia, 53% in Lithuania, and 10% in Russia
respectively. The Baltic States again appear to be more Baltic Sea

0 The exceptionally high figure for Finland in 1999 arose from some major
investments (mergers) from Sweden to Finland.
3! Swedish direct investment statistics in 1999 were affected by Zeneca’s acquisition

of Astra, the largest merger ever to have taken place in Sweden. Likewise, Ford’s

acquisition of Volvo personvagnar dominates the share of the manufacturing figure.
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Region-oriented than Poland or Russia in this respect. In addition,
foreign direct investment seems to depend upon the geographical
position of the countries. The Baltic States tempt investors from
neighbouring Nordic countries, while Poland receives relatively mote
investments from other Western European countries and USA. Russia
draws more heterogeneous international capital soutces® than the
smaller Baltic countries. Germany is again a major agent in the field of
foreign investment in all of the Baltic Rim transition countries.

Table 9. Foreign Direct Investment in the Baltic Sea Region
Transition Countries by Source Country in 1999 (% of Total FDI
Stock)

Estonia Latvia Lithuania Poland Russia
Sweden 39| USA 10| Sweden 22| Germany 16| USA 34
Finland 31| Russia 9| Finland 16| USA 13| Cyprus 22
USA 5| Germany 8| USA 11| France 10| Germany 8
Denmark 4 | Sweden 8| Denmark 8 | Netherlands 8 | U.K. 6
Norway 4 | UK 6| Germany 7 | Italy 8 | Netherlands 4
Nerherlands 4 | Ireland 5| UK. 6 | International 7 | Switzerland 3
Germany 3 | Finland 4 | Switzerland 5 | Great Britain 5| Sweden 2

Sources: Estonian Investment Agency, Latvian Development Agency, Lithuanian
Development Agency, Polish Agency for Foreign Investments, and Goskomstat
(2001)

As was seen in trade figures, Finland is currently the most impozrtant
trading partner to Estonia, while simultaneously being amongst the
largest investors in Estonia. In Lithuania Finland has been a more
important soutce country of foreign investments than in Latvia. In
Russia and Poland, Finnish companies are not included among the top
investors.

The division of FDI in different sectors of economic activity differs
in the transition countries studied. Foreign direct investment to Poland
and Russia is primarily focused on manufacturing, while direct
investments to the Baltic States are mainly contained within the
transport and telecommunication sectors as well as the financial sector.
In Russia, energy and food also form major sectors of FDI (see Table

10).

) . . : . .
= Cyprus as a remarkable investor country (22%) in Table 9 is mainly founded on
capital flights of Russian origin.
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All in all, it can be concluded that the Baltic Sea Rim countries are
rather active in WBSR-EBSR trade, but they are also integrated rather
smoothly, with Western EU markets leading this development. Nordic
companies have been especially active in foreign trade and FDI in the
region’s Baltic States.

Another inference is that Finnish companies have been more cautious
than Swedish and German ones in investing in the Baltic region’s
transition economies. Swedish companies have invested more heavily in
Russia and the Baltic States (taken together) than Finnish companies,
although these markets are not as important for Swedish foreign trade
as for Finnish foreign trade. Germany has similarly invested much more
to the Baltic Rim transition countries than the low shares of foreign
trade with these countries would imply.

Table 10. Division of FDI in Different Sectors of Economy in the
Baltic Sea Region Transition Countries in 1999 (% of Total FDI
Stock)

Estonia Latvia Lithuania Poland Russia
Transportt,
storage, Transport and Tele-
communic. 25| telecommunic. 31| communic. 30| Manufac. 45| Manufac. 064
Foods,
drinks and
tobacco
Finance 21| Finance 23| Manufact. 27| products 12| Energy 35
Wholesale
and retail Transport Food
Manufacturing 20| Manufacturing 17| trade 21| equipmet 11| industry 19
Wholesale, Wholesale, Financing Financial Trade and
retail trade 16| retail trade 16 | services 12| services 20| catering 13
Trade and
Others 10| Others 18 repairs 9 | Transport 10
Telecommunic. 4 Construction 5 | Others 8
Transport,
storage and
communic. 5

Sources: Estonian Investment Agency, Latvian Development Agency, Lithuanian
Development Agency, Polish Agency for Foreign Investments, and Goskomstat
(2001)
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3.2 Structure of Finnish Foreign Trade and the Relative
Weight of the Baltic Sea Region

An overall trend in Finnish foreign trade in the 1990s has been a large
surplus in the balance of trade (the surplus in 1999 was 56808 M.
FIM).” This sutrplus also characterises Finnish trade with other Baltic
Sea Region countries. The only exception has been Russia, with which
Finnish imports have exceeded exports.

Another clear feature™ of Finnish international trade during the
1990’s has been diversification of both the direction and the structure of
trade. In 1990, the four largest export partners namely Sweden, the
Soviet Union, West-Germany, and the United Kingdom formed 50% of
Finland’s total export. At the end of the 1990s, the biggest export
partners were Germany, Sweden, United Kingdom, and United States;
however, their share of the value of Finnish exports consisted of only
40%. Russian export has lost its eatlier more important role by some
degree. In 1990, the Soviet Union’s share of Finnish export was 12.7%,
in 1995 it was 4.8 % and in 1999 merely 4.1%. The whole Baltic Sea
Region export share of total Finnish export also fell, because the
increase in Finnish trade with other Baltic Sea Rim countries was not
able to compensate the declining Russian export share and also because
of the enlargement of Finnish export markets. The BSR share of Finnish
export was 43 % in 1990, 38% in 1995, and 36% in 19997,

Throughout the 1990s, Western Europe has been the most important
export area for Finnish products and services. The membership of
Finland in the EU in 1995 strengthened this development, even if the
share of the European Union members of all Finnish foreign export
didn’t increase in the 1990s (60% in 1990 and 59% in 1999). Instead,
Asia and Eastern Europe have assumed more visible roles in Finnish
exports. Asia’s share increased from 7% till 11% since the beginning of
the 1990s until 1999, and in 1997, its share reached 14%. Eastern
Furope’s share also increased during the 1990s, even though the
destruction of the former Soviet Union and the new independence of
the Eastern block countries had serious implications on international
trade at first. However, in the end of 1999, Finnish exports to Eastern
Europe totalled over 12%.

33 Indices of imports and exports in 1990-1999 at current prices and at 1980 prices are
available in Appendix 1.

™ For a more detailed analysis of Finnish foreign trade, see Mikinen (1998).

3 The value of Finnish export in 1999 was 233 billion FIM.
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Table 11. Exports by industry 1997-1999

FIM million and % of total exports

Classes of Goods 1997 % 1998 % 1999 %
Total exports 212840 100 230569 100 233343 100
A Products of agriculture and forestry 2588 1.2 2350 1.0 1658 0.7
B Fish and fishing products 18 0.0 16 0.0 13 0.0
C Products from mining and quarrying 709 0.3 658 0.3 690 0.3
D Manufactured goods 207876 91.7-- 225697 97.9- 229067 98.2
DA Food, beverages and tobacco 5612 2.6 5098 2.2 4373 1.9
DB Textiles and wearing apparel 3537 1.7 3567 1.5 3369 1.4
DD Wood and wood products 14187 6.7 14249 6.2 14423 6.2
201  Wood, sawn and planed 8816 4.1 8646 3.7 8815 3.8
202 Plywood, particle board etc. 3358 1.6 3485 1.5 3502 1.5
DE Pulp, paper and paper products 49847 23.4 54226 23.5 540067 23.2
2111 Pulp 4160 2.0 3770 1.6 4500 1.9
2112 Paper and paper board 39272 18.5 44072 19.1 44031 18.9
DG Chemicals, chemical products and
manmade fibres 12592 5.9 12889 5.6 13020 5.6
DH Rubber and plastic products 3865 1.8 4121 1.8 4218 1.8
DJ Basic metals and fabricated metal
products 21792 10.2 21630 9.4 20168 8.6
27 Basic metals 16965 8.0 16467 7.1 16143 6.9
28 Fabricated metal products 4827 2.3 5163 22 4026 1.7
DK Machinery and equipment 25414 11.9 26052 11.3 24427 10.5
DL Electrical and optical equipment 47948 22.5 59548 25.8 65361 28.0
30 Office machinery and computers 5959 2.8 5680 2.5 4901 2.1
31 Electric machinery and apparatus n.e.c 11092 52 12271 53 12027 5.2
32 Radio, television and communication
equipment and apparatus 26067 12.2 36294 15.7 42607 18.3
DM Transport equipment 12717 6.0 14221 6.2 14422 6.2
34 Motor vehicles 7186 3.4 7747 3.4 8017 3.4
35 Other transport equipment 5531 2.6 6474 2.8 6405 2.7
E Electrical energy, gas, steam and hot
water 228 0.1 63 0.0 15.0 0.0
X Other activity 1421 0.7 1785 0.8 1900 0.8

Soutrce: Statistical Yearbook of Finland (2000)



Table 12. Imports by industry 1997-1999

45

FIM million and % of total imports

Classes of Goods 1997 % 1998 % 1999 %
Total imports 160995 100172819 100 176536 100
A Products of agriculture and forestry 6356 3.9 6813 39 6436 3.6
B Fish and fishing products 111 0.1 152 0.1 163 0.1
C  Products from mining and quarrying 155006 9.6 13436 7.8 15697 8.9
D Manufactured goods 134636  83.6 147614  85.4 148756 84.3
DA Food. beverages and tobacco 7688 4.8 8142 4.7 8230 4.7
DB Textiles and wearing apparel 7450 4.6 7889 4.6 7862 4.5
DD  Wood and wood products 1031 0.6 1165 0.7 1286 0.7
201 Wood. sawn and planed 511 0.3 540 0.3 598 0.3
202 Plywood. particle board etc. 231 0.1 302 0.2 330 0.2
DE  Pulp. paper and paper products 3696 2.3 3869 22 3971 2.2
2111 Pulp 323 0.2 340 0.2 395 0.2
2112 Paper and paperboard 1518 0.9 1516 0.9 1450 0.8
DG  Chemicals. chemical products and
man-made fibres 18092  11.2 18504 10.7 18811 10.7
DH  Rubber and plastic products 4388 2.7 4675 2.7 4612 2.6
DJ  Basic metals and fabricated metal
products 13719 8.5 13834 8.0 12481 7.1
27  Basic metals 9960 6.2 9804 5.7 8562 4.9
28  Fabricated metal products 3760 2.3 4030 2.3 3919 22
DK Machinery and equipment 18312  11.4 19468 11.3 18051 10.2
DL  Electrical and optical equipment 33704 20.9 39705 23.0 42119 23.9
30  Office machinery and computers 8265 51 9935 3.7 9808 5.6
31  Electric machinery and apparatus
.66 8055 5.0 9897 57 10613 6.0
32 Radio. television and communication
equipment and apparatus 13272 8.2 15536 9.0 17046 9.7
DM Transport equipment 16146  10.0 20374 11.8 20604 11.7
34 Motor vehicles 12061 7.5 14722 8.5 14937 8.5
35 Other transport equipment 4084 2.5 50652 3.3 5667 3.2
E  Electrical energy, gas, steam and hot
water 1100 0.7 1253 0.7 1131 0.6
X Other activity 3286 2.0 3551 2.1 4353 2.5

Source: Statistical Yearbook of Finland (2000)




46

Finnish import statistics show a similar kind of diversification
development as in exports; the share of total imports by the four most
important trade partner countries in 1990 decreased significantly. West-
Germany, Sweden, the Soviet Union, and the UK formed 50% of total
trade in the beginning of the 1990s. However, in the end of 1999,
Germany, Sweden, the UK, and the United States consisted of only
some 40% of total Finnish imports.

Export has grown fastest in the electrical and optical equipment
sector. For example, in 1997, the value of this class of goods was 47948
million FIM and its share of total exports was 23%, while two years later
the corresponding figures were 65361 million FIM and 28%. The
subgroup radio, television, and communication equipment has mainly
been responsible for this growth. During the 1990s, the export share of
Finnish forest cluster diminished. Similatly, the share of basic metals
and fabricated metal products showed a declining trend. In the structure
of Finnish imports, transport equipment, motor vehicles and other
transport equipment have raised their shares. The increase in electrical
and optical equipment is also apparent (see Tables 11 and 12).

Prominent feature in the foreign trade of Finland in the late 1990s
was the rapid growth of high technology products. In 1999, high
technology products formed 21% (31559 million FIM) of total exports
and 18% (47406 million FIM) of total imports. Again,
telecommunication equipment comprised the majority of this expott,
with its share being over 15% in exports and 7% in imports in 1999 (see

Appendix 1).

3.2.1 Trade Potential and Revealed Comparative Advantage

One method to study foreign trade with partner countries is to use a
gravity model as an analytical framework for explaining bilateral trade
flows based on GDP, population, and geographical distance between
partners. In economics, gravity models are used as a standard method in
assessing long-term trade equilibrium between different trading partner
countries. A gravity model measures actual trade in relation to its
expected level®. Expected level is measured by the existing level of
trade between two partner countries in relation to the average between
counttries having similar factors determining the intensity of mutual
trade. These factors include — depending on the model used — size of

= Gravity models deal with long-range trade flow equilibrium and as such are a
convenient method when comparing two rather different characteristic systems, which
in this case are Western and Eastern Baltic rim economies.
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the country (population), size of the economy (GDP or GNP) cultural
factors (language), and distance between countries. Occasionally,
political factors, such as trade agreements, are included in the models.

The arguments for the use of gravity models are rather simplistic as
they argue that wealthier, larger, and economically advanced states
conduct more foreign trade than smaller, poorer and less advanced ones
and increased distance should respectively diminish foreign trade”. But
even if potential trade models do not find much backing from the
economic theory, they nevertheless perform reasonably well when tested
empirically.

In Europe, numerous studies have applied this method to analyse
trade between different countries and market areas. Trade between the
European Union and the Central and Eastern European countries
(CEEC) has come under particular scrutiny (Wang-Winters 1991;
Hamilton-Winters 1992; Baldwin 1993,1994; Kala-Rajasalu 1995). The
general outcome of these studies in the 1990s has been that some
untapped potential exists in CEEC export to the EU while the reverse
does not seem to hold.

These gravity-based studies have been conducted in Finland as well.
Trade between Finland and the Central and East European countries
has been reviewed extensively by Erkkila and Widgrén 1994; Borsos and
Etrkkila 1996; Alho et al. 1996; Meronen 1997; Partanen 1998; Partanen
and Hirvensalo 1999.

Because the data used in the aforementioned models are already
somewhat obsolete or do not include all the Baltic Rim economies, a
simple gravity model is stipulated here to describe and estimate
expected trade flows between Finland and selected countries in the
Baltic Sea Region using 1999 data. Meronen (1997) developed the
gravity model that is applied hetre.”

7 Linneman (1966) has identified three categories of costs associated with doing
business at a distance. They are physical shipping costs, time-related costs and costs of
unfamiliarity.

3 Meronen (1997) argues that this typified, basic model more accurately represents
reality and an underlying simplistic theory behind the gravity model approach and is
therefore a better vehicle when compared to a Wang and Winters -type model.
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The model is based on the following logarithmic equation:

tij =Bo+Blyi+Bzyj+B3dij+H

where

ti = the value of trade between respective countries.

¥, = the GDP of exporting country.

¥i= the GDP of importing country.

d;; = the distance between two countries.

The following equation shows the values of original coefficients of
Meronen (1997) ¥

The model omits population variables, because according to
Meronen, in the industrial countries, population variables and GDP
figures are too highly correlated and data is overly homogeneous. Thus,
with European data, the omission of population variables produces
mote reliable results. The list of variables used is shown in Table 13.

3 Notice: The values of coefficients are not estimated again, but used as such from
the original model. Meronen estimated his model by using 1996 data from 14 different
European nations and produced a total of 182 observations.
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Table 13. List of Variables Used in the Gravity Model Applying
Data from 1999

GDP
GDP GDP National PPP
Bio Bio |Distance| cutrency GDP/PPP|GDP/PPP
Countty | USD | euros* | (km)%® Bio :;:; Bio USD |Bio euros*
Finland | 1294 | 130.00 72200 | 615 | 117.40 | 117.94

Denmark | 176.3 17711 882 1215.82 8.54 142.37 143.02

Germany | 2112.0 | 2121.72 1105 3877.20 1.98 | 1958.18 | 1967.19

Sweden | 241.4 242.51 396 1994.85 9.78 203.97 204.91

Estonia o o 5.22 87 75.36 6.39 11.79 11.84
Latvia 6.3 6.33 424 3.90 | 0.244 15.98 16.05
Lithuania| 10.6 10.65 614 42.54 1.75 24.31 24.42

Poland 1553 156.22 783 615.56 1.84 334.54 336.08
Russia 184.6 185.45 381 4545000.00| 4456 | 1042.41 | 1047.21

*Euro foreign exchange reference rate published by the European Central Bank on
30.12.1999: 1,0046 USD/Euro.

Table 14 displays the actual trade values as well as the expected level
trade values using the current and PPP-corrected figures.41 It reveals that
Finland has long-term trade potential in the BSR only in her exports to
Poland and Russia when current exports and expected exports are
compared at current prices. A gravity model has been also calculated
using PPP-corrected levels. PPP-adjusted figures are frequently used in
international comparisons of levels of real GDP. The reason for this is
that the use of purchasing power parities notices relative price level
differences across countries, which can be significant, for example,
between developed and less developed market economies.

% The distance between Finland and Russia is calculated here as the distance between
Helsinki and the weighted population average (population centroid) for St. Petersburg
and Moscow, as these cities together with their surrounding areas account for more
than half of the total imports of Russia (Suomen lahialueet 5, 74-79 1999). This region
of all Russian subregions is also the most clearly related to the Baltic rim. Distance is
measured in sea miles and then converted into kilometers.

' PPP refers to purchasing power parity. Sources of data are specified in detail in

Appendix 1.
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Table 14. Actual and Expected Level Exports from Finland to the
Baltic Sea Region Countries 1999

Actual exports Expected level exports
Curtrent PPP
In USD m. In Euros m. In Euros m. In Euros m.

Denmark 1191 1196.48 93717 732.08
Germany 5518 5543.38 5236.71 4568.24
Sweden 4199 4218.32 3100.13 2511.11
Estonia 1277 1282.87 859.25 1533.51
Latvia 275 276.27 154.73 301.89
Lithuania 166 166.76 151.35 272.48
Poland 765 768.52 974.92 1667.83
Russia 1725 1730.93 2617.98 9692.40

As 1s anticipated, PPP-correction gives higher values than current
values for transition countries and lower values than current values for
the developed EU member countries. Expected level exports to the
Baltic States show some untapped potential now as PPP-corrected
results in Table 14 uncover. Even so, Finnish export has major
untapped potential only in its Polish and Russian trade. This result is in
accordance with the earlier studies, for example Partanen (1998), where
similar conlusions were drawn.

The current disposition of Finnish foreign trade can be studied more
closely by analysing the structure of foreign trade based on comparative
advantage®. This can be done in empirical expetiments by means of
revealed comparative advantage43. Several studies have used this method

42According to the idea of comparative advantage, a nation should produce those
goods for which it has the lowest opportunity cost. Nations can reap gains through
specialisation according to comparative advantage, which occurs when each nation has
different relative costs of production. If nations have different costs of production,
which emerge from different resource endowments, one nation can produce more
efficiently than another. Thus producing according to comparative advantage
increases output through greater efficiency with no additional factor inputs.

® In empirical studies, the observation of comparative advantage is based on revealed
comparative advantage. The Balassa index is one of the most popular indicators of
revealed comparative advantage, and it can be formulated in this context as
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for analysis of studying Finnish foreign trade. (see e.g. Erkkild and
Widgrén 1994; Kaitila and Widgrén 1998; Partanen and Widgrén 1999;
and Kaitila 1999).

The conclusions have shown divergent results depending on the
target market in question. The structure of Finnish exports differs
markedly according to whether exports to the European Union ot to
transition countries are examined. For example, Partanen and Widgrén
(1999) have shown that Finnish trade with Poland by sector is very
concentrated (biased) as compared with the corresponding EU trade,
and it is virtually all based on comparative advantage. Finnish-Russian
trade is also very heavily based on comparative advantage (Westin

1998).

Finnish companies’ trade with the Baltic States is then again
concentrated on products that are not traditionally strong fields of
economic activity in Finnish exports to the EU. Calculations based on
revealed comparative advantage indicate that only a small fraction of
these strong fields of economic activity represented in Finnish exports
to the EU are well represented in Finnish exports to the Baltic States
(Erkkila and Widgrén 1995; Kaitila and Widgrén 1998, 1999).

3.2.2 Intra-Industry Trade

Studies of international trade flows of European economies have
suggested for some time now that intra-EU trade is largely based on
intra-industry trade. However, trade between the European Union and
the Central and East European countries is also described by an
increasing amount of this type of trade. This trade, known as intra-
industry trade (IIT), refers to simultaneous exports and imports of
commodities in the same industty ot production group in a given time*.

Intra-industry trade is traditionally observed to be high between
developed market economies and fairly low between countries that are
at relatively different levels of economic development, like between
developed market economies and transition economies or between

developed market economies and developing countries (Widgrén 1998,
49; Kaitila and Widgren 1998, 102). Nevertheless, in the 1990s, it has

k)
X"’X,"
Bl = uk ]
X

where xf} = product k export of country 1 to country j; X; = total export
X
of country i to country j; x* = share of product k in intra-EU export; X = total intra-
EU export (Partanen and Widgrén 1999, 35).
Intra-industry trade is often divided into horizontal and vertical intra-industry trade.
The former refers to export and import of similar goods and the latter to trade in
which products differ in quality.



38

become typical in Europe that two countries that are in relatively
different economic phases conduct a significant amount of intra-
industry trade. IIT calculations have uncovered that the share of IIT in
total trade has increased incrementally in diverse transition economies
as differences in economic structures have been diminishing.

Table 15. Grubel-Lloyd Indices of Intra-Industty Trade between
the EU and Poland and the Baltic Countries (1996 data: CN4 level)

Country Estonia Latvia Lithuania Poland
Finland 28.7 7.4 9.7 8.0
Denmark 20.5 15.7 22.7 24.6
Germany 121 16.0 14.9 29.8
Sweden | 25.6 11.4 8.6 21.3
France 6.9 4.3 6.5 20.2
Belgium- Luxembourg 3.1 18.1 5.9 20.1
Netherlands 4.3 3.4 10.0 22.8
Italy 7.2 9.9 4.0 18.9
United Kingdom 2.3 6.4 4.0 19.2
Ireland 0.7 0.5 0.3 7.0
Greece 0.0 0.0 0.2 6.0
Portugal 1.9 0.0 Bl 10.0
Spain 1.7 3.5 1.5 19.9
Austria 5.0 3.4 6.0 15.7

Source: Widgrén (2000, 69)

Table 15 reveals that the overall level of II'T between the EU and the
Baltic countries and Poland is still rather low even though the IIT of
EU countries with Baltic States and Poland have increased since the
beginning of the 1990s.* EU countties geographically close to the Baltic
States and Poland, 1.e. Finland, Sweden, Denmark and Germany exhibit
by far the highest levels of IIT. Latvia’s highest IIT, after Belgium-
Luxemburg, is in trade with Germany, Denmark, and Sweden. For
Lithuania, the highest levels of intra-industry trade are with Denmark
and Germany. Estonia’s highest IIT 1s with Finland and Sweden.
Countries located further apart have a lower level of total trade and IIT
with each other (Widgtén 2000, 69). Compared with intra-EU levels ot

» Compare with Erkkild — Widgrén (1994).
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Poland-EU levels, IIT is generally lower between the Baltic countries
and the EU countties.

Even though IIT between EU and Poland is greater than between the
EU and the Baltic States, it is not as high as between EU and some
other transition economies in Eastern Europe, such as Hungary and the
Czech Republic (Widgren 2000, 70). Even so, Poland’s trade with its
biggest and most proximate partners displays considerably high shares,
reaching almost 30% in trade with Germany (Table 15).

Intra-industry trade often reflects, in these cases, foreign direct
investment made from EU countries to transition countries. The EU
country may be using a transition country as a base for production
substituting ot complementing domestic production.” For instance, the
high level of IIT in Estonia’s trade with Finland and Sweden is matched
by the dominance of these countries in the stock of FDI in Estonia as
seen earlier. Many Finnish and Swedish firms are engaged in
subcontracting in this way with Estonian firms (Borsos and Erkkila
1995, 17; Lindstrom 1997).

Empirical research also shows that a large part of intra-EU intra-
industry trade is horizontal in nature, more so than is the case in IIT
between the EU and Eastern FEuropean transition economies. In the
latter, intra-industry trade is mainly vertical and thus based on quality
differences (Aturupane et al. 1997; Kaitila and Widgren 1998, 1999;
Widgren 2000).

Intra-industry trade creates input-output linkages between countries
and is hence relevant for economic geography considerations in the
BSR. It also indicates the integration tendency of the national
economies in the Baltic Sea Region. IIT and FDI figures verify that the
strongest economic links in the Baltic Sea Region are between Finland,
Sweden, Estonia, Poland, Germany, and Lithuania. Linkages between
Denmark and the Baltic countries and to some extent Sweden and

Poland also exist (Widgren 2000, Lindstrom 2000).

To exploit novel data, the amount of intra-industry trade between
Finland and all the selected countries in the Baltic Sea Region is

estimated with 1999 data*’. The Grubel-Lloyd index is used here as an
indicator of II'T. The index is formally written:

*® Brenton et al. (1999) and Alho et al. (2001) find evidence of a relationship of
complementarity, not substitutability, between FDI and trade between the CEEC and
the European Union.

*7 The data used are based on EUROSTAT’s CN(4)-digit classes of classification.
CN=Combined Nomenclature. See Appendix 1.
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As can be seen in the formula, the Grubel-Lloyd index measures the
sum of the absolute differences between the export (x) and the import
(m) of commodities k in trade between countries i and j, where k runs
through all the products in which the countries are engaged in trade
together. In the denominator, the total sum of exports and imports
exists between two countries. If the index takes value zero, there is no
intra-industry trade between the countries. If the index value is near 100
also IIT is near 100 per cent.

Figure 6. Grubel-Lloyd Indices of Intra-Industry Trade between
Finland and the Baltic Sea Region Economies (1999 Data: CN4
level)

60

50 48.5

41.7 WIIT

40 B Vertical II'T [————

33,7 123

30.0
%30 27.4

>4

22,4
20,4

10 4—

0 &l T

Denmark Germany Sweden  Estonia Latvia Lithuania Poland Russia

Figute 6 shows that Finland has highest IIT in trade with Sweden.

\Imost 50% of the trade is intra-industry trade. Germany follows

Sweden with almost 34%, but Estonian trade with Finland reaches
practically the same level (32%). Other Baltic States have less than 10%
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of intra-industry trade with Finland. Russian trade shows only 7% of
IIT. Compared with Widgren’s results shown in Table 15 the newer data
show some increase in intra-industry trade between Finland and Poland
as well as Finland and the Baltic States, except Lithuania.

The shatres of vertical and hotizontal IIT levels between Finland and
other Baltic Sea Region countries were also calculated to estimate the
internal structure of IIT. The criterion of IIT to be vertical was
considered 15% difference in unit prices of export and import products.
If the difference was higher than 15%, trade was considerd vertical and
if it was lower than 15%, trade was considered horizontal in nature.

Results reveal that the major part of intra-industry trade of Finland 1s
vertical in nature both with Western and Eastern Baltic Rim countries
(see Figure 6). Horizontal IIT reaches its highest values in trade with
Germany, Sweden and Estonia.

3.3 Finnish FDI in the Baltic Rim Economies

It was not until the 1980s that Finnish firms started to obtain
considerable productive assets abroad. At that time, the largest
companies wetre responsible for most of the FDI outflow, with the

fifteen biggest investors comprising over 80% of the turnover of foreign
subsidiaries (Ali-Yrkko and Yla-Anttila 1997, 24).

The real expansion of both outward and inward FDI stocks in
Finland started in the second half of the 1980s and intensified rapidly
during the 1990s with the exception of some eatly recession years
during the same decade. The stock of investment abroad grew more
than fourfold and the stock of investment in Finland grew almost
sixfold during the decade (see Figure 7).

Figure 7 presents a distinct imbalance between inward and outward
investment throughout the 1990s. In 1999, the investment in stock
abroad was nearly two times greater than in domestic stock. Pajarinen et
al. (1998, 74) have suggested several reasons for this. First, Finnish
companies have invested abroad mostly in manufacturing companies,
whilst foreign firms have invested primarily in trade and service sectots
in Finland. As the amount of invested capital in manufacturing firms is
normally larger than, for instance in sales offices, a difference in the
requited volumes of FDI is apparent. Second, the average size of
acquisitions may have been larger in outward FDI. Third, direct
investment capital flow statistics include capital flows related to
financial operations between the parent company and foreign affiliates.
Because the proportion of intra-group financial flow has been high,
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particularly, in the case of capital outflow, this may explain the
discrepancy (Ali-Yrkko and Yla-Anttila 1997, 37-38).

Figure 7. Inward and Outward Foreign Direct Investment Stocks
in Finland
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Source: Bank of Finland (2000)

More fundamental reasons for the imbalance and the more modest
interest of foreigners to invest in Finland lies elsewhere, the remote
location and the small size of Finnish domestic markets standing among

the most important determining factors (Kajaste et al. 1992, 47,
Puhakka 1994; 1995, 27).

Reinikainen also emphasises Finnish companies’ increased
internationalisation potential as an important explaining factor for more
radical increase in outward investments, not to forget overvaluation of
markka in the end of the 1980s as well as companies’ increased need to
be present in European markets, even though these latter two special
reasons disappeared during the 1990s (Reinikainen 2001, 188).

Grounds for the increase in inward FDI flows to Finland in the 1990s
are also many-faceted. They are founded on the removal of restrictions
on foreign ownership in 1993 as well as increase in technological level
of Finnish companies. Furthermore, the deep economic recession in the
beginning of the 1990s made Finnish productive assets relatively
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cheaper.”® Finnish membership in the EU in 1995 as well as favourable
growth forecasts for Russian and Baltic markets accelerated the flows of
FDI to Finland. (Pajarinen et al. 1998, 74). Still, the Figure 8 indicates
that the stock of direct investment abroad by Finland 1s somewhat
general level compared with some other Western FEuropean economies.

Figure 8. Stock of Investment Abroad in Some European Countries
in 1999
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Table 16 describes the development and increase of the turnover and
number of employees for foreign subsidiaries and branches of
manufacturing companies resident in Finland during 1990-1999. The
number of employees accumulated by 6500 and the turnover expanded
more than twofold.

Spatial relationships between countries affect not only trade of goods
but also other forms of interaction. Some studies imply that foreign
direct investment flows follow a gravity relationship similar to trade

8 Because of the depreciation of the markka and the financial difficulties of the
companies.
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flows (Hendetrson et al. 2001, 88). Estimates based on Swedish outflows
of FDI suggest that the distance coefficient is more negative for FDI
than for trade, showing even greater sensitivity to distance (Ekholm,
1998). Finnish FDI 1s most likely to follow a somewhat similar pattern
in this respect.

Table 16. The Number of Employees and Turnover for Foreign
Subsidiaries and Branches of Manufacturing Companies Resident
in Finland

Year Turnover, FIM billion Number of employees
1990 98 141 000
1991 100 136 500
1992 117 133 000
1993 131 130 000
1994 151 138 000
1995 160 140 000
1996 139 116 000
1997 160 115 500
1998 201 140 798
1999 224 147 500

Soutce: Bank of Finland (2000)

Analysis of the geographical distribution of Finnish FDI reveals that
foreign direct investment is mainly concentrated on cutrrent member
countries of the European Union. Table 17 shows that almost 73% of
outward FDI stock is located in European Union countries. Of these
Sweden is the single most important host country, followed by the
Nethetlands and Germany and then Great Britain and Denmark. The
Baltic Sea Region economies have absorbed 44% of Finnish foreign
direct investment.

Destinations of Finnish exports and FDI showed in Table 17 can be
used to compare geographical concentrations or disparities of exports
and FDI. Some disparity in distributions is apparent. All in all FDI stock
is mote concentrated than exports in the EU. For other continents,
excluding Notrth America, FDI stock share is clearly lower than exports
share in 1999. Country-level analysis indicates that the relative export
share is larger than the relative outward FDI share in Germany, the UK,
and Denmark. The opposite is true in Sweden, the Netherlands, and the
USA. The share of each of the Baltic Sea Region transition countties is
cleatly greater in exports than in FDI. Their role in Finnish direct
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investment is small, namely 1.8% of the total outward FDI stock. As an
export market, the share is much more significant, as 9.9% of the export

of Finnish companies is directed to this region.

Table 17. Destinations of Finnish Direct Investment* and Exports

in 1999
FDI Stock Exports
Million % of the Million % of the
FIM total FIM total

European Union 135979 72:9 134990 57.9
of which EURO counttries 61141 32.8 80349 34.4
Netherlands 32889 17.6 10130 4.3
Sweden 62275 33.4 23178 9.9
Germany 13439 7.2 30471 13.0
United Kingdom 9939 5.3 21345 9.1
Denmark 2522 1.3 6592 2.8
Other Europe 9279 5.0 30916 132
Russia 796 0.4 9550 4.1
Poland 817 0.4 4261 1.8
Estonia 1105 0.6 7058 3.0
Latvia 375 0.2 1527 0.6
Lithuania 348 0.2 922 0.4
North America 28562 15.3 20344 8.7
United States 27435 14.7 18428 1.9
Central and South America 1402 0.8 4642 2.0
Asia 6913 37 24973 10.¢
Africa 10 0.0 20344 8.7
Total 186511 100.0 233343 100.0

Source: Bank of Finland, Statistics Finland (2000)

Swedes have been the most active direct investors in Finland, with
Swedish investment accounting for neatly half of the inward FDI stock.
Table 18 illustrates the geographical distribution of FDI in Finland and
imports to Finland. Such EU countries as the Netherlands and Denmark
have acquired significant productive assets in Finland. Foreign direct

49 ;
Immediate host country
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investments from the European Union form 84% of Finland’s total
inward FDI stock. The Baltic Sea Region countries’ share of the total
imnward FDI stock was 58% 1n 1999. On a country-level, UK and
German investment shares have been less than these countties’
respective import shares. In addition, the Baltic Sea Region transition
countries export more to Finland than invest, as their investment and
internationalisation capacity is not at the same level as mature European
market economies. Their share of Finnish imports is the same as in
exports, namely 9.9%.

Table 18. Foreign Direct Investment in Finland by Country® and
Imports in 1999

FDI Stock Imports
Million % of the Million % of the
FIM total FIM total
Eutapes Union 90841 84.3 102230 57.9
of which EURO countries 26034 24.2 60350 34.2
Nethetlands 19453 18.1 7215 4.1
Sweden 51141 47.5 19783 11.2
Germany 3221 3.0 26940 15.3
United Kingdom 5671 5.3 11667 6.6
Denmark 7993 7.4 6467 3.7
Other Europe 9460 8.8 20856 11.8
Russia o - 12751 7.2
Poland — — 1290 0.7
Estonia - - 3214 1.8
Latvia — — 209 0.1
Lithuania - - 212 0.1
North America 6194 5.7 14821 8.4
United States 6100 5.7 13933 1.9
Central and South America -30 3156 1.8
Asia 1168 1.1 23896 13.5
Africa -56 1338 0.8
Total 107746 100.0 176536 100.0

* Immediate investor countty.
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According to information provided in Tables 17 and 18, the largest
investor countries in Finland and the largest host countries of Finnish
FDI are substantially the same. The EU’s shate both in outward and
inward FDI is also roughly the same, even though the absolute amount
of the former is one and a half times larger than that of the latter.
Furthermore, Finnish companies have tended to invest more in the
most important trading partner countries than these countries have
invested in Finland. Exceptions include Danish firms, which have been
mote active in Finland than vice versa, and Swedish companies, which
have been almost as active in Finland as Finnish companies in Sweden.

The distribution of foreign direct investment by different economic
branches can be analysed by looking at either the economic activity of
investor or investee. In Figure 9, Finnish FDI is presented by the economic
activity of the investor. It shows that the predominant sector is
manufacturing, and especially metal and engineering sector (60.0 billion
FIM). The share of metal and engineering of the total amount of FDI
undertaken is over 30%.

Figure 9. Finnish Direct Investment Abroad, Stock of Investment by
Economic Activity at the End of 1999 (% of Total Outward FDI)
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When the economic activity of the investee is studied instead, the picture
chances a little. Manufacturing keeps its leading position, but the second
position goes to other economic activities. This reflects the sectoral
distribution of Finnish direct investment in the Baltic Sea Region Furopean
Union membet countties as well, to which major FDI flows are directed.

Finnish direct investment to the Baltic Sea Region transition
economies follows broadly the same pattern as FDI from other
countries to Eastern Europe. The manufacturing sector has a leading
position when the value of investment is analysed. Yet, several empirical
studies have found that if the number of Finnish companies operating
in the Baltic Rim transition economies is considered, the largest
economic sector is actually services (50-70%), followed by
manufacturing (Laurila 1994; Laurila and Hirvensalo 1996; Rautava

1999).

Companies involved in FDI in the Western and Eastern Baltic Rim
host countries also seem to have different size profiles. In the past, large
Finnish firms undertook a major part (80%) of all outward FDI (Ali-
Yrkko and Yla-Anttila 1997). Recently, however, SMEs have been more
active in investing in Eastern Furopean markets (Laurila 1994; Laurila
and Hirvensalo 1996).

3.4 Institutional Framework in the Baltic Sea Region Markets

Various global and regional international organisations and several
international treaties, try to enhance an advantageous competitive
business environment for domestic and transnational companies in the
Baltic Sea Region countries to create wealth.

Creating effective market economy institutions and a favourable
business climate are central to companies’ operation possibilities and
long-term growth prospects in all countries, but they are particularly
relevant for the transition economies, given the inadequacy of their pre-
transition institutional arrangements (Wotld Economic Outlook, 2000).
The European Bank for Reconstruction and Development (EBRD)
regulatly calculates indices measuring transition countrics’ progress from
planned to market economy in different core areas of economy. In
Table 19, some key indices are gathered to show the status of the
observed transition countries. Index scale varies from 1 to 4+ fotr each
index. Estonia and Poland are coping the best, taken altogether (average
index is 3.6), while Latvia and Lithuania are coming right after them
(average index 3.2 and 3.3). Russia is not progressing quite as well
(average index 2.5) as the others, even if its indices have improved over
the years.
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Table 19. Progress in Transition in the Baltic States, Poland and
Russia

Estonia Latvia Lithuania Poland Russia

Price liberalisation 3.0 3.0 3.0 3.3 3.0
Forex and trade liberalisation 4.3 4.3 4.0 4.3 2.3
Small-scale privatisation 4.3 4.3 4.3 4.3 4.0
Large-scale privatisation 4.0 3.0 3.0 3 3.3
Enterprise reform 3.5 2.7 2,7 3.0 2.0
Competition policy 2.7 2.3 2.7 3.0 2.3
Infrastructure reform 4.0 3.1 29 3.7 na
Banking sector reform 3.7 3.0 3.0 3.3 1.7
Reform of non-banking

financial institutions 5.0 3 3.0 3.7 1.7
EBRD rating of legal

extensiveness _ 3.5 4.0 4.0 3.7 na
EBRD rating of effectiveness 4.0 el 3.3 4.0 na

Source: EBRD Transition report (2001)

Table 20 summarises memberships of the BSR countries in certain
central international organisations. In terms of regionalism® the most
influential and comprehensive economic surrounding to the national
economies of the Baltic Rim countries is the European Union. Internal
markets of the European Union with free movement of goods, services
and factors of production have had important effect on business
operations of the member states” companies making it easier for them to
interact. The completion of the European Union’s single market
programme in 1992 boosted intra-EU trade, which represents
approximately two thirds of the total EU member states’ trade. In many
fields consolidation is complete; harmonisation and mutual recognition
of technical legislation are some of them. However, in trade with both
goods and services the EU has continued its reforms. The aim is to
enable traders to market their goods in the EU based on one set of rules

51 ; : . . y

Regionalism is hereby defined as a tendency towards some form of preferential
trading arrangement between a number of countries belonging to a particular region.
(Lahiri, S. 1998).
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(SURL:http://eutropa.eu.int/comm./trade /wto_ovetview/overview.htm
> 23.3.2001).

Table 20. The Baltic Sea Region Economies’ Membership in Some
International Economic Otganisations*> (2002)

IMF WTO EBRD OECD” EU CEFTA CIS APEC

Finland X X X X X

Denmark X X X X X

Germany X X X X X

Sweden X X X X X

Estonia X X X @)

Latvia X X X O

Lithuania X X X O

Poland X X X X O X

Russia X O X X X

*¥X represents full membership and O indicates the country has applied for

membership.

EU countries’ openness vis-a-vis the rest of the world and non-
members has increased according to WTO principles. Since the
completion of the single market, the share of imports (goods and
services) to GDP has increased more than 2 per cent in its degree of
openness (from 10.0% to 12.4%). The euro currency also constitutes a
majot contribution to the development of the EU's single market. The
growth and predictability provided by the internal market have therefore
improved access conditions for the EU’s trading partners.

> Rose (2003) has estimated the effect of the three multinational organisations
intended to increase international trade namely 1) OECD, 2) WITO/GATT and 3)
IMF. Rose’s findings support the claim that OECD membership has consistently had
a large positive effect on trade unlike GATT/WTO and IMF memberships.

» The OECD Centre for Co-operation with Non-Members (CCNM) actively
promotes and co-ordinates OECD’s policy dialogue and co-operation with economies
outside the OECD area. The Baltic States and Russia belong to these non-members.
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The EU’s Market Access Strategy of 1999 is one example of focus on
the launch and implementation of a barriers removal programme. Under
this the EU supports the access of EU goods and setvices to markets
around the world®. (Trade policy review of European union
Directorate-General for Trade, Directorated G-WTO, OECD (Brussels,
19 July 2000) (SURL:http://europa.eu.int/comm/trade/pdf/
wto_eutpr.pdf> 23.3.2001)

In the matter of trade liberalisation, the growing sector of services is
taken into account in the EU as it is the target of the EU to lead in the
drive to liberalise trade in setvices worldwide and remove battiets to the
global market in the services sector. The General Agreement on Trade
in Services (GATS) establishes a set of rules and obligations regarding
wotld trade in the setvices sector. Agreement on Trade-related Aspects
of Intellectual Property Rights (TRIPS) concentrates to reduce
distortions and impediments of international trade and promoting
effective and adequate protection of intellectual property rights. Serious
efforts are also made to ensure that measures and procedutres to enforce
intellectual property rights do not become barriers to legitimate trade.

Table 21. Baltic Sea Region Organisations between Governments
(2002)

Organisation  Goal Members Founded Secretary

Council of the Intensified co-operation
Baltic Sea States among the Baltic Sea Region

(CBSS) countries: democratic
development, economic
development 12 1992 Stockholm
Helsinki Protection of the marine
Commission environment of the Baltic Sea
(HELCOM) Area 10 1974 Helsinki
Visions and Intergovernmental
Strategies programme of the BSR
Around the countries on multilateral
Baltic 2010 spatial planning and
(VASAB 2010) development. 11 1994 Gdansk

> Technical standards are costly and sometimes prohibitive technical barriers to trade
for companies that wish to sell their products on foreign markets. The EU has Mutual
Recognition Agreements (MRAs) with some third countries like US, Canada and
Switzerland. This allows manufactures to have their products assessed for third
country criteria by bodies in their own countries, thus reducing cost and time needed
to achieve market access.
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Table 22. Some Co-operation Organisations in the Baltic Sea Region
(2002)

Secretary

Otrganisation  Goal Members Founded when founded
Union of the Baltic Promote and strengthen 99 1991 Gdansk
Cities co-operation among BSR

cities
Baltic Sea States To promote mainly 162 1993 Gdansk
Subregional Co-  political level subregional
operation (BSSSC) co-operation in the BSR
Baltic Sea To promote industry, trade 52 1992 Kiel
Chambers of and business among the
Commerce littoral countries of the
Association Baltic Sea
(BCCA)
Baltic Sea Tourism To promote tourism to over 150 1983 Norrkoping
Commission (BTC) and within the Baltic Sea

Region
Baltic Ports To improve the 55 1991 Copenhagen
Ozrganisation (BPO) competitiveness of the

maritime transportation
Baltic University A network of universities: 160 1991 Uppsala
Programme (BUP) Focus on sustainable

development,

environmental protection

and democracy
Conference of To improve co-operation 25 1996 Kotka
Pheripheral of authorities in the
Maritime Regions regional administration
of Europe (CPMR)
- Baltic Sea
Commission
Trans-Baltic A network of organisations 40 1994 Riga
Network (TBN) of citizens: Focus on

security, human rights and

environmental matters
Coalition Clean To improve environmental 24 1990 Stockholm

Baltic (CCB) co-operation between
organisations of citizens

The EU i1s committed to an open, equitable and truly multilateral
trading system and sustains regional preferential trade agreements as
well as other forms of regional co-operation that reinforce the EU’s
links with the rest of the world. Sub-regional co-operation modes in the
BSR have indeed tisen enormously during the last decade and now
organisations enhance diverse collaboration modes with various
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patrtners™ in the specific fields of operations. Tables 21 and 22 illustrate
a few of the dozens of organisations operating in the area from the grass
root level up to the governmental level bodies.

For Finland, the accession to the European Union in 1995 had a
limited effect on the operating environment of companies’ foreign
trade. Total free trade in industrial products between Finland and the
EU countries has existed since 1984, when the final customs duties in
accordance with the 1973 free trade agreements were eliminated. After
the end of bilateral trade with the Soviet Union, Finland’s trade policy
with respect to third countries has also been largely the same as that of
the EU (even before its accession), therefore no significant changes
have taken place in this institutional aspect.

At the moment, all the Baltic Rim transition countries except Russia
are applicant countries to the European Union. From the Union’s part,
the accession strategy 1s based on certain key elements, which are:
Association Agreements on economic co-operations™; the White Paper on
approximation of laws; the Phare program of economic aid to the
associated economies; Structured dialogne consisting of meeting of heads
of state and government and ministerial meeting; and the Accession
partnerships forming the keystone of the whole accession strategy.

As a steppingstone to membership and in order to boost trade
between the Community, the EU compounded an Association
agreement (l.e. Europe agreement) with Poland in December 1991
(came into force February 1994) and with Estonia, Latvia and Lithuania
a few years later in June 1995 (came into force February 1998). Europe
agreements differ a little depending on the country in question, as the
agreements are bilateral agreements between the EU and the particular
country. However, the aim is the same: to prepare the Central and
Eastern European countries to become full members of the EU.

» Member countries of organisations vary considerably. In some organisations
members come from a broad geographical area, in which for example Norway or even
Iceland are included in the co-operation.

* The Europe Agreements with Estonia, Latvia, Lithuania and Poland provide for
political dialogue, continued financial support and other forms of co-operation.
Association  Councils, assisted by Association Committees, manage the
implementation. The Accession Partnerships between the EU and the candidate
countries set out the priority areas for further work identified in the Commission’s
opinions, the financial means available to help them implement these priorities and
the conditions which will apply to that assistance. On 12 and 13 December 2002, the
Heads of State or Government of the EU convened for the meeting of the European
Council in Copenhagen, in which European Council announced that membership
negotiations can be completed with ten countries among them the Baltic states and
Poland. These ten countries are welcomed to become members of the European
Union on 1. of May 2004.
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Preparation 1s pre-conditional to get them ready to integrate to a
western economic system and its harder competition environment.”’

Bilateral Europe agreements have, according to Baldwin (1994), a
hub-and-spoke nature, so that it is worthwhile for applicant countries to
orient to the EU trade. The tesult is a situation that ctreates trade
between the EU and each applicant country, but at the same time
decreases trade between candidate countries. Regional free trade
agreements among the Baltic States (BFTA) and among the Central and
Fastern Furopean countries (CEFTA) compensate these hub-and-spoke
effects™,

Pautola (2001) has applied theses of new regionalism presented by
Ethier (1998) to the Association Agreements between the Baltic States
and the EU. Findings support new regionalism hypotheses which are:

® the new regionalism typically involves one or more small
countries linking up with a large country,

® regional arrangements are regional geographically,

® the small countries have recently made, or are making,
significant unilateral reforms,

® regional arrangements often involve deep integration,

e dramatic moves to free trade between members are not
featured, and

e the liberalisation achieved is primarily by the small
countries.

However, the future European Union membership of the Baltic States
and Poland has relatively little effect on industrial products, because
they are already under free trade and Europe agreements have already
removed barriers in trade of services. Trade of products have not been
totally free, because Europe Agreements have limited the trade of
clothing, textile, food products and products of agriculture and fishing

>7 The Commission gives regular reports to the European Council on progress made
by each candidate country in preparations of membership. According to regular
country reports of the EU Commission 2000 Estonia, Latvia, Lithuania and Poland
are functioning market economies and should be able to cope with competitive
pressure and market forces within the Union in the near or medium term, provided
that they stay with its present reform path. (Regular reports from the Commission:
Progress towards accession: Estonia, Latvia, Lithuania, Poland 2000)

8 BFTA= Baltic Free Trade Atea consisting Estonia, Latvia and Lithuania. CEFTA=
Central European Free Trade Area consisting Czeck Republic, Hungary, Poland,
Bulgaria, Romania, Slovakia and Slovenia. Furthermore, single applicant countries
have made separate free trade agreements with each other, like Lithuania and Poland.
Several free trade negotiations are currently proceeding.
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industry, which are important sectors of economy to Estonia, Latvia and
Lithuania. With regards to the Central and Eastern European Countries,
trade has been completely liberalised as from 1 January 1998, and 1s now
governed by WTO rules as well as the respective Europe Agreements.

Indirect consequences of the agreements affect in at least two ways.
Firstly, the current applicant countries’ tariff levels will equal the EU —
level after membership towards third countries and secondly,
regulations concerning origins equalises with the current EU member
countries. (See e.g. Kaitila — Widgrén 1998, 9, 17-28)

The Common Strategy of the European Union™ on Russia, which was
adapted in 1999, implies the EU trade policy priorities between the EU
and Russia. Among the principal objectives 1s to promote the
integration of Russia into a common European economic space and into
European and world economy more generally. In order to support this
objective the strategy foresees the need for action in number of fields
including:

e A major effort by Russia to undertake a comprehensive and
sustainable economic programme, under the guidance of the

IMF, and put in place an operational market economy;

e Confirmation of the rule of law and establishment of a fair and
transparent legislative and regulatory framework, considered
essential to attract domestic and foreign investment and satisfy

international lendets;

e Encouragement and support for Russia’s effort to accede to the
WTO, including in undertaking the necessary legislative and

institutional reforms;

* The EU Common Strategy on Russia, was adopted in June 1999. It aims to strengthen
the strategic partnership with Russia through increased coherence of EU and Member
States actions. Its principal objectives are the consolidation of democracy, the rule of law
and public institutions in Russia, the integration of Russia into a common European
economic and social space, increased co-operation in strengthening stability and security in
Europe and beyond as well as addressing common challenges on the European continent.
The Common Strategy reinforces the PCA framework by introducing new initiatives such
as strengthening of the political dialogue, co-operation in the field of non-proliferation and
disarmament and an action plan to fight organised crime in Russia. Bilateral and common
measures will be co-ordinated to promote further co-operation with those Russian regions
that are of special interest to the Union, such as Northwest Russia including Kaliningrad.
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® DProgressive approximation of legislation and standards, in
accordance with the PCA®, in order to facilitate the creation of a
common economic area, possibly involving in the future - and
once the necessary conditions are in place — the creating of an
EC/Russia free trade area.

In order to achieve the desired results in these areas, the EU and
member states have indicated their readiness to support Russia through
a combination of existing instruments and means focused mainly on the
PCA and the TACIS programme. The main areas of action identified in
the Common Strategy in this respect fall within the trade policy area and
the competence of the Article 133 Committee.

In the European Union, the concept of a Northern Dimension was first
recognised EU-wide at the Luxembourg FEuropean Council in
December 1997 and was of Finnish proposal. The Vienna European
Council in December 1998 adopted a Commission Communication on a
‘Northern Dimension for the policies of the Union’. In November 1999, the
Finnish EU Presidency held a Foreign Ministerial Conference on the
Northern Dimension, where an Inwventory of current activities wunder the
Northern Dimension was adopted. It was adopted as a part of the
Community’s external policy and is now used within the framework of
existing contractual relationships®, financial instruments and regional
organisations to provide added value. The ultimate goal of the Northern
Dimension is to intensify cross-border co-operation between the EU
and its neighbouring countries and regions in northern Europe. It aims
to create security and stability in the region, as well as building a safe,
clean and accessible environment for all people in the north. The
Northern Dimension also has the objectives of addressing the problems
related to uneven regional development and avoiding the emergence of
new dividing lines as new countries join the Union.

= Partnership and Co-operation Agreement came into force in 1997. The PCA
establishes the framework for bilateral co-operation and dialogue in a wide range of
areas, notably political and economic affairs. It contains provisions on economic
dialogue for example in trade in goods, business and investment (labour conditions,
establishment of companies, cross-border supply of services), payments and capital,
competition, IPR, approximation of legislation, economic co-operation, cultural and
financial co-operation, science and research, energy and transport and co-operation to
prevent illegal activities. The EU-Russia Co-operation Council oversees the
implementation of the PCA and is assisted by the EU-Russia Co-operation
Committee, which has established specialised sub-committees.

' It should be based on contractual relationships such as Partnership and
Cooperation Agreement with Russia and Europe Agreements with the Baltic countries
and Poland. It should also be seen as a means to strengthen the Union's external
policies and available instruments in the region. At the same time it should help to
create positive interdependence between Russia and the Baltic Sea Region and the
Union.
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It is also supposed to contribute to strengthening of the Union’s
external policies and reinforcement of the positive interdependence
between Russia and the Baltic Sea Region and the European Union.
This includes also economic co-operation fields such as cross border
Cupertino, trade and transport as well as telecommunications.

Empirical studies of trade agreements, such as Alho (2003), actually
finds evidence for the claim that European trade is significantly
influenced by various regional agreements and intensities of trade are
strongly asymmetric between the regions. The intensities are asymmetric
also both between countries of EU and applicant CEE countries for
example. This leads to a conclusion that there i1s room for further
integration to produce an equal standing in trade between countries in
the Baltic Sea Region as well.

Since the launching of the idea of the Northern Dimension several
steps have been taken. Action Plan for the Northern Dimension with
external and cross-border policies of the European Union 2000-2003
was published in Feira in 2000. This Action Plan implements through
existing Community instruments, in particular the Association
Agreements concluded between the Community and its Member States
and the candidate countries: the DPartnership and Co-operation
Agreement concluded with Russia, and the EEA Agreement concluded
with Norway and Iceland, as well as the relevant Community budgetatry
instruments TACIS, PHARE INTERREG® and specific Community
programmes which are open to the participation of the aforementioned
countties.

%2 TACIS is the financial instrument for the EU activities in Russia. In January 2000
the new TACIS Regulation entered into force. The programming of assistance will be
guided by the criteria of partnership as established by the PCA and the Common
Strategy. Priorities will be set out as the result of an EU-Russia dialogue reflecting
areas of common interest. The focus of PHARE is on preparing the candidate
countries for accession to the EU by providing assistance on institution building
across all sectors and supporting investments in priority accession related areas. Two
additional financial instruments support the preparation of the candidate countries
from 2000 onwards: SAPARD for future participation in the Common Agricultural
Policy and ISPA in the Community’s Cohesion policies. All three pre-accession
instruments help the candidate countries among the Northern Dimension partners to
develop and strengthen the institutions required for adopting and applying the "acquis
communautaire". INTERREG, the EU Structural Funds facility for financing
cross-border co-operation activity, is another EU financing instrument relevant to the
Northern Dimension. INTERREG is a multiannual framework programme for co-
operation between public authorities, firms and associations in border regions as defined in
the Structural Funds Regulation. Its aim is to stimulate local and regional economic
development through co-operation and better communications, thereby removing bartiers
to integration and mutual understanding.
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The Baltic States” and Poland’s forthcoming EU-membership
transfers EU’s functional focus towards Finland and the Baltic Sea
Region and thus strengthens EU’s Northern Dimension. For Finland,
the European Union enlargement also means that the BSR with its
already existing firm economic ties becomes a more unified market area.
The major benefits of integration seem to be founded on foreign direct
investment. Bevan and Estrin (2000) have identified a dynamic
transmission mechanism whereby announcements of progress in EU
accession have a direct impact upon DI, which in turn improves
country credit ratings with a one period lag, and hence improves FDI in
the next period (Bevan and Estrin 2000, 23). All in all most Eastern
enlargement scenarios confirm the result that the incumbent EU
countries gain little but new entrants benefit substantially (see e.g.
Sulamaa and Widgren 2003).

3.5 Barriers to Trade and FDI in the Baltic Sea Region

Keeping the amount of trade and investment barriers as low as possible
in any market area is one of the most important prerequisites for a
steady, attractive and internationally competitive business environment.
This 1dea has been relatively indisputable economic policy advice in the
1990s and early 2000s. Even so, the issue of barriers 1s all but simple, as
any impediment to economic activity in the host country can at least
indirectly affect the business operations of local as well as transnational
firms.

Institutional efforts and attention have been directed, according to
policy recommendations, to the liberalisation of trade and capital
movements in the internal markets of the EU and between EU and
Fastern FEurope’s transition countries as well. However, various
empirical studies show that for example, Finnish companies perceive
more difficulties investing in the Eastern than in the Western BSR.
Further, other problems related to business cultute and business
procedures are more awkward in the transition economies of the BSR
than in the EU market economies in the area (Lindstrtém 1996, 1997;
Kivikari and Lindstrom 1999).

Several studies such as Hernesniemi (1996), Sorsa (1997), Kivikari
(1998), and Hazley and Hirvensalo (1998), show that trade and FDI
barriers in the Baltic Sea Region have not disappeared. Problems in
physical infrastructure, institutional infrastructure, structural bartiers in
national economies, as well as political and economic climate hamper
efficient teamwork, co-operation, and trade.

Based on their company survey data, Hazley and Hirvensalo (1998)
concluded that firms encounter more trade and investment barriers in
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the Russian Federation than in other Baltic Rim transition economies.
They also found continual variations in legislation and their retroactive
nature in the case of Russia to be significant problems for Finnish
companies, particularly in the fields of accounting and taxation. The
eatlier study of Hernesniemi (1996) revealed similar inconveniences and
problems, but also remarked on the high cost or even lack of
investment financing for companies back then.

The Bank of Finland has repeatedly conducted extensive surveys
among Finnish companies investing in Eastern Europe (Laurila 1994,
Laurila and Hirvensalo 1996; Rautava 1999). 544 companies answered to
the latest survey (1997) drawn, which had altogether 433 subsidiaries in
Russia (169) and the Baltic States (264). Findings reflect that the
business environment in Russia has remained more problematic than in
the Baltic States, even though the investment climate of both markets
has improved when compared with the results of earlier surveys.s
Parallel conclusions have been drawn in case studies of large Finnish
companies and multinational conglomerates (Hirvensalo 1996; Kangas

2000).

According to Kivikari (1998,1999), the barriers encountered in FDI
depend strongly on the form of investment (Table 23). A foreign
company may be a minority or majority shareholder in a joint venture,
which also contains local owners. Problems typically arising in joint
ventures include the wvaluation of ownership shares and cultural
differences in company management. Thus, negotiations with the local
authorities may, for example, prove problematic.

Following the privatisation of state property in transitional
economies, there has been no shortage of companies offered to
international investors in the 1990s. Acquisition, which refers to the
putrchase of an active business as a wholly-owned foreign subsidiary, has
thus been a rather common tool used to provide industrial assets. Major
potential problems in firm acquisitions include the valuation of the
company, its environmental obligations, negotiations with local
authorities, and cultural differences. In greenfield investment, i.e. where
new businesses are established, the difficulties lie in determining
ownership rights for the construction site and in accessing local
networks. Which form of FDI is eventually chosen in each case depends
on many factors (Djarova 1996, 77-85).

% The Bank of Finland has made a series of these surveys since 1991.
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Table 23. Problems Encountered in Different Forms of FDI

Joint venture Acquisition Greenfield

Environmental liabilities

X X X
Restructuring costs < X X
Valuation X X X
Negotiation with government agencies /X < x/X
Ownership status of property « < X
Supply and distribution networks . < X
Integration into local economy N < X
Cultural differences < X "

Soutrce: Kivikari (1998, 92) X=considerable problem; x=small problem/no problem.

All in all, three groups of factors that exert a negative influence on
FDI in the Baltic Sea Region’s emerging economies can be compiled
(Kivikari 1998, 89-90). First, foreign firms tend to be in an inferior
position compared to domestic firms (see Chapter 2.2). Among these
drawbacks are higher transaction costs and unfamiliarity with language,
culture, bureaucracy, networks, etc. Second, some general obstacles
exist, which foreign investors come up against with transition countries
such as institutional, market or production determinants. Third, Russia,
Estonia, Latvia, Lithuania, and Poland have country-specific features
that may impede their role as host countries to FDI (for mote detailed
analysis see Borsos-Torstila 1999,150-164).

Kivikari (1999) concludes that the biggest problem in any FDI project
in the Baltic Sea Region, no matter what the form of the company is, are
the negotiations with government agencies. Other sources of problems
include cultural differences and valuation. (Kivikari 1999, 63)

The severity of barriers in business operations is reflected in
investment ratings published by international business analysts.
Investment ratings operate as indicators of the level of risk involved in
investing these countries. In table 24 estimates by Euromoney magazine
are given to illustrate this aspect in the BSR. Economic and political
analysts make these ratings based on array of quantitative data (180
countries in 1999). These ratings for Western European Baltic Rim
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countries have improved, especially that of Finland, when estimations

from 1993, 1997 and 1999 are compared.

For all of the five transition countries, the position improved
markedly from 1993 to 1997, most of them climbing from positions
over 100 up to the positions of 60-78. Countries other than Russia have
also continued to improve their positions as the March 1999 figures
indicate. For Russia, the economic slump in August 1998 and its
implications caused a serious drop in the investment rating.64 The
investment risk is seen to be lowest for Poland. Among the Baltic States
Estonia has the best status.®

Table 24. Investment Ratings of the Economies in the Baltic Sea
Region

September 1993 December 1997 March 1999
Finland 21 13 12
Denmark 9 9 9
Germany 13 6 6
Sweden 19 15 14
Estonia 122 60 50
Latvia 132 64 62
Lithuania 130 70 63
Poland 2 48 42
Russia 137 78 161

Source: Euromoney (1993,1997,1999)

All in all economic integration, in the form of trade liberalisation and
lower trade barriers, may lead to the result that industrial location will
become more dependent on comparative advantage. As trade barriers
diminish agglomerative forces weaken, leaving room for other
influences on the location of production. Forslid and Wooton (1999)
argue that when a pattern of comparative advantage exists, integration

“ In September 1998 the Euromoney poll followed August’s debt default and

devaluation of the ruble and as an outcome of that Russia fell in the poll to the
position 127. Since then Russia fallen further to the place 168 as perceptions of its
riskiness has increased. In March 1999 Russia was ranked to be a riskier place to
invest than Sudan, Armenia and the Central African Republic.

% International investment ratings give guidance for those wishing to make direct
investments as well as those thinking of portfolio investments. Accordingly, the big
drop in Russia’s rating in 1999 most probably reflected the disappointment or the dim
prospects of the latter rather than that of the former.
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may lead to international specialisation of production, which means that
peripheral countries in the integrating European matket, such as the
Baltic countries, which are located away from central markets may be
able to retain industry despite of the attraction of the core. They say that
rather than being drained of their productive resources by an expanding
core, these nations may be able to take advantage of the mote liberal
trade tegime with a te-invigorated manufacturing sector.*

After discussing these central institutional aspects of the Baltic Sea
Region and after overcoming the national economy level empirics of
foreign trade and FDI situation of Finland, the focus turns to the
sources of competitiveness of Finnish companies in the Baltic Sea Rim
and empirical fieldwork related to it. First, the research methodology is
presented (Chapter 4), which is then followed by the analysis of the
results (Chapter 5).

% Notice: this model provides a counterexample to a central result of Krugman (1991)
that trade liberalisation tends to lead to greater industrial concentration.
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4. Research Methodology

The fieldwork conducted in the study represents exploratory research
involving quantitative aspects and main empirical results are analysed
with the assistance of statistical methods. Exploratory research aims to
discover significant variables in a field situation and to identify
relationships among variables. It also lays the groundwork for later
testing of possible hypotheses (Kerlinger 1986). The main reason for
choosing an exploratory approach over hypotheses testing was the
purpose of the research to examine the adaptability and suitability of
existing theories, concepts and empirical generalisations. In such cases
exploratory approach and the methodology supporting it are more
suitable than other approaches (Brinberg and McGrath 1985, Emory
1985). In addition to the statistical analysis some qualitative data was
used to illustrate the quantitative results.

4.1 Research Design

The design of the empirical part of the study was originally based on the
following questionnaire procedure to be sent to managers of foreign
operations in major Finnish companies:

1. Formulation of the questionnaire

2. Gathering of contact information of the target companies
and respondents

3. Pre-filling the questionnaire: Respondents’ point of view

4. Adjusting the questionnaire according to the preconditions
of statistical methods

5. Mailing the questionnaire
6. Analysis of the survey data

However, along the planning process it became evident that the case
analysis based on expert interviews with some of the participating
respondents might bring some extra value to the research. Firstly, by
testing if all the essential questions were asked in the questionnaire or
should qualitative case analysis based on interviews, annual reports and
articles bring up something new that the questionnaire had not been
able to reach. Secondly, several case analyses would clarify the survey
data as examples of participating respondents and companies. Statistical
analysis itself leans on the aggregate results and do not recognise the
advantages of persuasive and story-like reasoning typically used in case
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studies. In this study where opinions and views were asked it was seen
important to hear the unstructured voices of individual respondents as

well (see Appendix 4).
All the phases were thought through as carefully as possible and the

author presented her ideas in several academic forums to obtain
feedback and criticism to the design. Statistical consultancy was
beneficial for developing the measurability of variables noticing the
requirements of methods of analysis. Furthermore, several professionals
in the field of international business research gave their contribution to
the development of the survey instrument. Experts in the field of
qualitative study were also consulted, to obtain useful hints for applying
the qualitative method in the research setting.

4.2 Questionnaire Development and Data Collection

The mail questionnaire was seen as the most efficient way to gather the
information needed to harness the limited time and financial resoutces
available to the research project. Still, additional information concerning
participating companies was extracted from archival soutces, annual
reports, balance sheets, newspapers and internet to complete
insufficiently filled background information in some responses.

Five case companies and their respondents were selected for an
mterview and further analysis after gathering the survey responses. The
possible interviewees were selected among the group of respondents
that had informed in the questionnaire that they were willing to
participate in such a session.

4.2.1 Questionnaire Development

The questionnaire was designed based on theoretical as well as empirical
literature to be able to find the most essential elements for analysis. A
major effort was made to pick up the right concepts arising from
theories and then to opetrationalise them to measurable variables.”’ The
questionnaire language was Finnish and all of the respondents were
Finnish citizens. The questionnaire used is attached to Appendix 2 in
English.

In the questionnaire development, special attention was paid to
ensure there were no unclear and difficult questions or unambiguous
concepts. A test questionnaire was first used on 5-7.12.2001 for three

o Operationalising international competitiveness to a measurable variable is itself
found very challenging by various researchers. See for example Blomqvist (1990).
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companies to develop and adjust the questionnaire propetly. After this
some changes were made to wording, order and contents of the
questions. The questionnaire was also presented to experts of survey
methodology to contemplate the possibilities of the variables for
statistical analysis.

The final questionnaire was constructed of three parts namely
“Company Information” (questions 1-2), “Business Operations within
and to the Baltic Sea Region” (questions 3-11) and “Locational Soutces
of Competitiveness in the Baltic Sea Region Markets” (questions 12-20).
The first part includes background information about a firm and these
questions were also used to form some independent variables for the
analysis of the data. The second part captures the major characteristics,
features and forms of companies business operations in the Baltic Sea
Region. These variables are briefly presented in the following
paragraphs while the part three variables i.e., dependent variables are
analysed more closely in Chapter 5. All variables are firm-specific in
nature.

Field of business. Detines the specific field of business such as chemical
industry, wholesale trade, pulp and paper industry etc.

Main line of products. Defines a rough field of main line products or
services. A distinction was made between four sectors: (1) consumer
goods, (2) production goods, (3) services sector and (4) multisector. We
assumed that the basic competitive aspects may differ by sector.

Firm size. The study applies the European Union standard of firm
classification to avoid any arbitrary categorisation. Here, small
companies include less than 50 employees; medium-sized companies 50
or more up to 249 employees and large company more than 250
employees.

Degree of transnationality. A transnationality index was calculated for
each company by averaging out for the percentage of a company’s (1)
capital expenditure (2) turnover and (3) employees abroad. Capability to
take advantage of foreign sources of competitiveness was expected to
vary according to transnationality of the company. A Baltic Sea Region
index was calculated for each company similarly to the transnationality
index, but restricted to the Baltic Sea Region foreign markets of these
companies.

Technology Intensity. Companies were defined to belong to either (1)
low-technology or (2) high-technology categories. This figure was
calculated for each company as an average R&D expenditure as a
percentage of turnover. Capability to take advantage of foreign sources
of competitiveness was expected to vary according to the technology
intensity of the company.
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Timing of Market Entry in the BSR. Since the market environment has
changed radically in the 1990s with ongoing transition from planned to
market economy in the transition economies of the BSR and integration
of European Union markets, a different strategic behaviour of the
companies was anticipated depending on the timing of the market entry
to the BSR.

Role of the BSR marfkets. As BSR markets were anticipated to differ in
importance to the companies, the following categories were used (1) the
company operates in the BSR casually and it i1s not a major market for
the company; (2) the company operates in the BSR frequently, but is not
a major market for the company; and (3) the company operates in the
BSR frequently and it is the major market for the company.

Foreign business profitability. This question assessed the foreign business
profitability in relation to domestic operations. Respondents were asked
to estimate profitability based on the operating margin per cent of the
company (1) foreign business in general; (2) the Baltic Sea Region
transition economies and (3) the Baltic Sea Region EU counttries.

Business links: supply and buy. Respondents were asked to define the
basic nature of their business links (question 6) in and with the Baltic
Sea Region as well as the character of their transfers with their partners,
customers and subsidiaries (question 7-8).

Investment characteristics. Those respondents that represented companies
with foreign direct investments in the Baltic Sea Region were asked to
inform the mode of their investment (question 9). In addition to the
pattern of major foreign direct investment (question 10).

Country contribution to the competitiveness. Companies with several foreign
direct investments in different countries were asked to prioritise
different host countries based on which locations have had the most
positive impact on upgrading the company’s competitiveness.

4.2.2 Organisation of Data Coliection

The selection of the 400 biggest companies by turnover in Finland was
originally founded on Talouselima magazine’s ranking, which is again
based on the Etlatieto Itd. database. This list of companies (year 2000)
was also  available on  the Internet in  Autumn 2001
(URL:http:/ /www.talouselama.com and http://www.talentum.com) as
was data for comparing the balance sheet information of these
companies (http://www.talentum.com).
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However, to achieve correct respondents’ in the selected companies,
the services of a company called Micromedia was required. This
company was a leading provider of database-driven marketing services
in Finland in autumn 2001 and they had an up-to-date register of
different employees in various positions in the organisation of these
companies.

Nonetheless, it turned out that the Micromedia database was not
exactly the same compared with the Talouselima database.”® Because of
the convenience, the Micromedia® address register was given priotity
and it was applied to obtain required target company selection. The
target respondent group was chosen to be managers of foreign
operations, since they were seen to have a correct position in target
companies to hold a justified and broad view on matters under study.
The possible respondents’ job title criterion was following: He or she
should be at the level of manager or leader of foreign operations.

The problem with this criterion was that the hierarchy of management
in major Finnish companies varies a lot, not to mention job titles. Thus
a standard title run from any register would have resulted several
possible respondents inside the same company with some of them not
necessarily relating to the international operations we were studying.
That is the reason why we chose to make a telephone call by
Micromedia to each of the companies to locate and identify the correct
recipient. Hereby the researcher had a certainty to direct the mail and
possible reminders to correct recipients.

The mail survey was launched on 22nd of March 2002 and a reminder
to non-responders was sent two weeks after the first mailing. A second

reminder was made either via telephone or e-mail during the period of
8th-16th of April 2002.

The result of the data collection allowed statistical analysis of the data
as planned and the response rate was considered to be satisfactory.
After questionnaire gathering, five companies and their respondents
were selected for an interview and further analysis. The interviews wete
carried out at the end of April 2002 and at the beginning of May 2002.

% The selection of companies was based on the turnover of the companies, not on the
turnover of groups (the latter method is used, for example, in the Etlatieto ltd.
database of the 500 biggest companies in Finland). Also the selection was not based
on the ownership information of the companies as such, but on the fact that the head-
office of the company had to be in Finland. (In 1990 about 70 companies of the 500
largest Finnish companies were foreign owned. By 1999 this number had exceeded
150).
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4.3 Representativeness of Data

The distribution of the respondents of the sutvey is shown in Table 25.
Altogether, we received 162 answers from the respondents to the enquity.
Part of the respondents replied that their companies did not have business
operations in the Baltic Sea Region at all at the given moment ot they were
said to be very marginal (all together 46 such cases). For the use of statistical
analysis there were 100 usable, properly filled questionnaires. It equals
26.3% of the original amount of all sent out questionnaires (380).

However, this figure of 380 for the total number of companies gives a
too low image of the response rate, because in some companies, such as
certain groups, a parent company had included several daughter companies’
operations into one questionnaire of a parent company and this way they
gave their responses at the group level. Thus it is was approximately 340
companies or groups instead of 380, which form the compatible target
group of the largest Finnish companies potentially having international
business operations in the Baltic Sea Region. With this adjustment in the
base, we got almost 50% of responses to our mail survey. With this logic,
30% of the total 340 questionnaires sent out could be included into the
statistical data analysis.

The response results showed that the extent of the general
inconveniences potential respondents sometimes feel when confronted with
mailed questionnaires such as: ‘not interested’, ‘no time to answet’,
‘information hard to get’, ‘impracticable responses’, was relatively small.

Table 25. Questionnaire Response

Response Number of %
Companies
Not interested 5 1.5
Incorrect company address 4 1.2
No time to answer 9 2.6
Information hard to get 2 0.6
No foreign operations in the BSR at all 39 11.5
Foreign operations in the BSR only marginal 7 2.0
No response 174 51.2
Impracticable responses 0 0.0
Usable responses 100 29.4
Total 340 100.0
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The biggest group of returned, but unfilled, questionnaires was ‘no
foreign operations in the Baltic Sea Region at all, namely 11.5%.%° This
reason was expected to some extent, as the target group of the companies
was selected according to the turnover of the companies. Naturally, this
measure does not tell about the foreign operations as such, even though the
probability to conduct foreign operations, especially FDI is higher among
these large companies in Finland.”

Non-respondents of the survey constitute 51% of the total. It is of course
a relatively high figure, but tolerable in this context. The targeted
respondents were hard to reach since they travel a lot, as being in charge of
foreign operations. They were often also busy as core business needed rapid
responses and they naturally had to prioritise their tasks by skipping to assist
research projects, such as this one, based on voluntary action.

An analysis of non-responding companies was carried out to find out
if any bias in the results might emerge due to the differences in the
structure of the respondents and non-respondents. Information from
secondary sources was therefore applied to study if non-responding
companies were differing in terms of size, industry classification and the
location of their daughter companies and ventures in the Baltic Sea Rim.
In this analysis, no systematic bias in common company characteristics
was discovered when non-responding and responding companies wete
compared.

4.4 Analysis of Results

The analysis of the survey data was conducted with the assistance of a
statistical programme called SPSS (Statistical Package for Social
Sciences). First some descriptive statistics were run to get an ovetview
of key characteristics of companies that answered the questionnaire. The
primary analysis of the data was based on such methods as factor
analysis and non-parametric tests in addition to descriptive statistics and
graphics.

Factor analysis is a generic name given to a class of multivariate
statistical methods whose primary purpose is to define the undetlying
structure of the interrelationships (correlations) among a large number
of variables (e.g. test scores, test items, questionnaire responses) by
defining a set of common undetlying dimensions, known as factots.

% If these ‘no foreign operations’ responses are not taken into account in the populations
of the target companies the share of responses usable for statistical analysis increases to
33%.

i Variability in foreign operations in analysed companies was the reason to target the
questionnaire to major companies instead of SMEs in the first place.
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Factor analysis is an interdependence technique in which all variables
are simultaneously considered, each related to all others, and still
employing the concept of the variate, the linear composite of variables.
However, the factors are formed to maximise their explanation of the
entire variable set, not to predict a dependent variable. (Hair et al. 1998,
90-91)™

In addition to factor analysis, some non-parametric tests wetre applied
to contemplate certain work hypothesis arising from (1) the conceptual
framework of the study and (2) results of earlier empirical research.
Their role was not to give support to verification or rejection of certain
theory or theories of international business or economics as a whole,
but rather to understand and explain the nature of the empirical
company sutrvey data at hand in relation to other empirical results in the
field.

4.5 Validity and Reliability of Design

The validity of the data refers to the extent to which differences found
with a measuring tool reflect true differences among those being tested.
The content validity of the measuring instrument is the extent to which
it provides adequate coverage of the topic under study (Emory 1985).
Since content validity of research 1s judgmental, the focus has to be on
assessing if (1) a conceptual framework of the study and the research
questions cover the topic under study fairly enough and (2) if the
questionnaire adequately covers the topics which have been defined as
the relevant dimensions. In the present study the content validity was
secured by carefully determining the topic of concern and the items to
be scaled and used. Also, other scholars and statistical experts’ opinions
were considered to judge how well the measurement instruments met
the standards.

By definition, the construct validity refers to the extent to which an
observation measures the concept it is supposed to measure. Also this
assessment is based on subjective judgment, as it is more conceptual,
rather than an empirical issuc (Widgor and Garner 1982). This aspect
was taken into account by considering theoretical assumptions of the
research together with analysing earlier research in the field.

" 1f an analogy to dependence techniques were drawn, it would be that each of the
observed variables is a dependent variable that is a function of some underlying and
latent set of factors (dimensions) that are themselves made up of all other variables.
Thus, each variable is predicted by all others. Conversely, one can look at each factor
as a dependent variable that is a funtion of the entire set of observed variables. Either
analogy illustrates the difference in purpose between dependence and
interdependence techniques. (Hair et al. 1998, 91)
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The survey method’s strength is versatility as it is usually the only
practical way to gather opinions, intentions, knowledge and similar
private behaviour. However, the wvalidity of selecting management
petrspective instead of other personnel’s opinion in the survey was based
on the assessment that top management personnel have the right
position and correct prerequisites, such as a broad overall view, to
evaluate soutces of competitiveness of their firm. Therefore, this group
was considetred to be adequate for the aims of the study. Still, one might
question if these views properly describe the real world situation.
However, Weick (1979) for example, has argued that a person’s
petception of reality might be as important a factor as the reality itself,
in influencing the person’s behavior. This idea has encouraged the
researcher to regard the views as a valid source of information despite
its limitations.

When the reliability of the study, i.e. the extent to which it supplies
consistent results, is assessed, the survey method’s (mailed
questionnaires) dependency upon the respondent’s ability and
willingness to co-operate becomes a major concern. Respondents may
intentionally give another image of their company than the situation is
in reality (Martin 1983). In the present study this kind of systematical
incentive is considered highly unlikely, because respondents were made
aware of the fact that the information gathered is confidential and
information about individual firms would not be published. Also the
topic and information gathered was not the most sensitive research issue
and hence, it was not considered likely that systematically distorted
responses would occur.

As the reliability of exact performance figures given by the company
management was not self-evidently exact, the researcher also used other
variables that evaluated management’s views on performance, instead of
exact performance figures as a data source. Even though views on
performance and sources of competitiveness lessen the accuracy of the
data, at the same time they increase the reliability of the data.

Even if a mail survey was directed to the top managers of companies
by their names on the envelopes, there was still a risk that someone else,
instead of the intended recipient, would complete the questionnaire
form, for example, his or her secretary. To avoid this, the accompanying
letter was designed to appeal to the top manager to answer personally.
Furthermore, presented questions required information that staff other
than management seldom have access to. All these efforts were
considered to lessen the risk of unintentional respondents.
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4.6 Limitations of the Study

The study is mainly based on quantitative data and quantitative analysis.
Chapter three includes data from realisation of volumes and destinations
of foreign trade and foreign direct investment in Finland collected by
the customs of Finland and Bank of Finland. This is often referred to as
so-called hard data. On the other hand, the major contribution of the
empirical part of this study is based on so-called soft data. In this case it
refers to the survey data, which is, even if numerical, mostly founded on
respondents’ subjective opinions and views. "

The survey has its advantages as described and argued before. These
advantages have carried the idea of this study, but the disadvantages and
weaknesses are also undeniably apparent in the selected approach. Due
to these one has to be cautious in interpretation and in generalisation of

the findings.

An important source of bias is the survey respondents’ possible
inability to understand the key concepts of the study used in the
questionnaire in the same way. This bias was taken into account as
carefully as possible when the questionnaire was designed and the pilot
of the survey was conducted. The reality however is that the intangibles
like the concept of competitive advantage itself may differ somewhat in
different respondents’ images and consideration. A pilot survey helped
the researcher to find at least some of these biases.

The researcher planned, conducted and interpreted the interviews
herself, which naturally encompasses chances of biases as well.
However, the questionnaire survey was completed and the data was
tentatively analysed before the interviews, which reduced the risks of
such biases. Furthermore, the role of the interviews were not as central
in the study as the role of the survey since these were used in an
additional role to illustrate certain results and show some characteristics
and experiences of single cases included in the survey, in addition to
their testing nature (see Chapter 4.1).

The managers of the companies selected to the interview represented
different sectors of industry, which restricted the possibilities to compate
the views. Also, the survey database was formed from the companies
operating in numerous different industries, which made it impossible to
conclude sector-specific implications. Either way, the views and opinions of
the interviewees expressed cannot be judged based on generalisation but
have to be judged by the persuasiveness of the arguments presented and the
similarities and differences found in them.

7 Empirical material based on qualitative methods is also often referred to as ‘soft
data’.
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The difference between the non-random sample and the active
enterprise sector in foreign trade in Finland risks the generalisation of
the findings (i.e. external validity) as well. These limitations should be
noticed when the empirical findings are evaluated.
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5. Finnish Companies’ Firm-Specific
Competitiveness Based on Locational Sources
in the Baltic Sea Region

Chapter 5 deals with the findings related to the collected empirical data.
First the representativeness of the survey is analysed after which some
characteristics and statistical descriptives concerning the companies’
business operations in the Baltic Sea Region are examined. A deeper and
mote detailed discussion about the locational soutces of companies’
competitiveness 1s provided with the assistance of statistical methods,
mainly non-parametric tests and exploratory factor analysis, to make a
contribution to integrate the empirical findings to the used theoretical
framework. Qualitative data is also included and direct references from the
interviews are printed in italics to separate them from the other text and
analysis of the author.

5.1 Business Operations in and with the Baltic Sea Region

In this section the companies’ modes of foreign operations as background
vatiables are looked at. We study modes of operations as categories rather
than the volumes of quantities of these operations per se (see the
questionnaire in the Appendix 2).

The major part of the companies selected to the analysis, namely 38 per
cent (out of 100 responses) represent the production goods sector. 16 per cent
belong to the consumer goods sector and 15 per cent represent the services
sector when the main line of products of the companies are examined.
Some 30 per cent of the companies cannot be categorised under only one
of the aforementioned groups and is thus here considered as multisectoral
companies.”

Typically the Finnish companies started their foreign operations in and with
Sweden at the beginning of the 1970s. In Denmark and Germany firms
started those operations ten years later. The next entrance has typically been
Estonia and also Poland at the beginning of the 1990s when Estonia
regained her independence and Poland got out of the Soviet sphere of
influence. Latvian and Lithuanian markets came within reach of Finnish

3 It will be taken for granted that certain kinds of large-company bias may emerge due to
the nature of the data. This is not, however, disturbing because the aim of the study is not
to generalise the results to all Finnish companies operating in the Baltic Sea Region.
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firms a couple of years later. Most Finnish companies in the sample started
their operations in Russia in the Soviet era at the end of the 1970s.

These findings are in accordance with the results of several other studies,
which argue that Finnish firms have typically followed an entry path in
stages, firstly from the neighbouring countty, Sweden, to other North and
Western European markets (Larimo 1993), and subsequently to the new
Eastern European markets. These stages have frequently shown a step-wise
pattern in  Western European markets as described by the
internationalisation theory (Larimo 1993; Luostarinen 1994). However, in
transition economies Finnish firms have followed a much less step-wise
entry path, due to the restricted operating environment prior to the
transition, and the sudden changes in the business environment at the
beginning of the 1990s, which enabled more direct entry modes (Borsos-
Torstila 1999). In addition to these changes there was a special, one-time
opportunity of privatisation of the East European State companies at the
time, which also made the situation very different from entry possibilities in
the West European markets.

The Soviet Union and her major successor state, Russian Federation,
is an exception here as it has usually been on the Finnish companies’
agenda longer than the other Eastern European economies. A bilateral
trade agreement with the Soviet Union established Finland’s position as
a strong trading partner through the mechanism of clearing trade all the
way after the Second World War up to the 1990s (Kivikari 1997) (see
Chapter 3.2). As Chapter 3.2 showed Russia has been among the most
important trading partners to Finland also after the economic regime
change, especially concerning imports.

Figure 10 characterises the commitment of Finnish companies to the
Baltic Sea Region markets. Over half of the companies’ representatives
defined the BSR as their firms’ main market area with trade on regular basis.
A little bit less than 40 per cent said that they participate in Baltic Sea
Rim trade regularly, but that this is not their main market area. And
finally, 10 per cent of the companies participating in the analysis have
trade 1n and with the area irregularly.
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Figure 10. Character of Trade in the Baltic Sea Rim
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One can conclude from this that the managers responding to the
sutvey tepresent companies which are well committed to the BSR and
who know this market area relatively well on behalf of their profession

and status in their companies.”

The survey results imply that foreign business operations of these
firms are generally seen to be almost as profitable as domestic business
operations (Figure 11). The Baltic Sea Rim EU countries seem to reach
out over this general level; however, the Baltic Sea Rim transition
countries lag behind: According to the respondents’ experience
international business operations have been more frequently less
profitable or successful there than home country operations.

4 5 g " . ; p . -

In this way, there is no additional reason to consider their views and opinions
unfounded when it comes to the foreign operations and sources of competitiveness in
the Baltic Sea Region.
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Figure 11. Respondents’ View on Profitability of the Foreign Business
Operations of Their Company Compared to the Domestic Operations
of the Company
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Business links of the companies are most commonly based on #aditional
trade of products. As Chapter 3 points out, exports and imports including
export and import of services, constitute a major part of Finnish firms’
foreign operation modes. Subcontracting is also trelatively common all over
the BSR, but distinctly so in Sweden, Germany and Estonia in this group of
the sample companies, while turnkey project exports seem to be a common
mode to operate in the Russian markets.

When analysing transfers that the Finnish companies are supplying to their
Baltic Sea Region customers, partners or subsidiaries one finds that these
are 720stly made up of final goods. The second most important class of transfers
is intermediate goods, while the third one is raw materials. Technology and
marketing know-how are as a rule far less important subjects of transfers.
The most often mentioned target markets for technology and marketing
know-how transfers are Estonia and Sweden.
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The Finnish companies receive mainly final goods from their Baltic Sea Region
customers, partners or subsidiaries, even though in the case of Poland and
Estonia intermediate products are more often mentioned among the goods
delivered than in the case of other transition markets.

Companies can otrganise their cross-border operations with deeper forms
of internationalisation as well, i.e., FDI requiring equity investment. It can
be either a joint venture or wholly-owned venture. These modes contain a
varying amount of control over the local operations”. These large
companies under study do not make much use of wmznority or majority joint
ventures. Instead, they are heavily relying on wholly-owned companies all over
the economies in the Baltic Sea Rim. At the beginning of the 1990s joint
ventures used to be much more common in Eastern Europe. Borsos-
Torstila (1999, 109) found three reasons for companies’ favouring wholly
owned subsidiaries, instead of joint ventures, in Eastern Europe. (1)
relatively well advanced reform processes in the Visegtad countties’; (2)
various problems that other firms experienced m their joint venture
pattnetships; (3) difficulty in finding an approptiate partner/acquisition
target.

Blomstrom et al. (2000) have done some econometric tests with the data
collected of Swedish multinationals, which support the statement that such
companies, which are less insistent on majority ownership are often those
lacking long experience abroad and pursuing a strategy of industrial
diversification. This in turn, suggests that the companies that would,
because of their experience, be the most interest for the host economies
appeat to be the ones that are least interested in minority ownership. They
also found evidence for factors such as firm-specific experience and skills,
R&D intensity, degree of product differentiation, size of the project, and
host country government regulations to be important in the choice between
majotity ownership and joint ventures (Blomstrom et al. 2000, 6).

Meyer (2000), when analysing data of British and German companies,
also found empirical evidence for certain business environment variables in
the markets of transition economies to be decisive for the choice of entry
mode. He found supportt for the hypotheses that (1) foreign companies are
more likely to establish wholly-owned subsidiaries in advanced transition
economies, and (2) that those companies originating in closer physical
proximity to transition economies are more likely to establish wholly-owned

” These modes have been analysed using the TC approach by researchers such as
Anderson and Gatignon 1986 and Hennart 1991b as well as with the eclectic approach
by Hill et al. 1990 and Bell et al. 1997.

76 Visegtrad countries are Poland, Czech republic, Hungary and Slovakia.
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subsidiaries.”” Regardless of these results, some firms’ general policy or
strategy is in favour of full ownership, regardless of the FDI target region,
due to the need to secute and control the involved tacit knowledge.

The cross-border patterns, which the Finnish sample companies follow in
their major international foreign direct investment operations in the Baltic
Sea Rim are available i Figure 12, which illustrates the percentage
frequencies of the patterns (see question 10 in the questionnaire).

Figure 12. Cross-border Pattern of Major International FDI
Operations in the Baltic Sea Region (%)
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Most of those FDI in the Western BSR markets are horigontal in nature, i.e.
operations are integrated across borders between different production
processes. This means also that the foreign production of products or
services tends to be roughly similar in these markets. On the other hand, the

Ll Many empirical studies have found out that the longer the distance higher the
likelihood of low involvement modes (see e.g. Kogut and Singh 1988; Kim and Hwang
1992).
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subsidiaries in the Fastern BSR are mentioned most commonly to operate
with little relationship with other subsidiaries. This pattern is almost as
commonly mentioned among respondents as the horizontal pattern.
Opetations that are wertically integrated across borders, ie. within certain
production process or processes, ate the most seldom found characteristic
in foreign direct investment both in the Western and the Eastern Baltic Sea

Region.

As a matter of fact, fragmenting of production vertically by stages of
production in cross-border operations is a less frequently occurring
phenomenon than horizontal investment even in foreign direct investment
cattied out by other nationalities than Finnish companies. Namely, most
foreign direct investments ate horizontal in the sense that most of the
output of foreign affiliates is actually sold in the foreign country. Horizontal
investments atre also quantitatively more important than vertical investments

(Markusen 1995, pp.170-171).

Blomsttom et al. (2000) have studied this in more detail with intra-
industty trade of Swedish multinationals. The results show that the (1)
extent of the subsidiaries’ imports from their parents increases with the
parents’ expenditure on R&D and (2) these imports are affected
negatively by the parents’ degree of multinationality. However, it
remains to be seen if the existence of a network of affiliates reduces the
extent of the subsidiaries’ imports from the parents, as triangular and
multilateral trade between related units increase.

5.2 Locational Sources of Competitiveness

This section presents the views of respondents as to what extent they see
that theit companies’ competitive advantages are originating in Finland and
foreign locations in the Baltic Sea Region as listed in the questionnaire. The
region was divided to four parts: Finland (FIN), the EU countries (EU), the
EU applicant countries (EUA) as well as Russia (RUS) due to different
characters and development stages of these markets. Respondents were
asked to use an evaluation scale of 1 to 5. The scale was defined as follows:
1 indicates that the named competitive asset is not at all important, while 5
indicates that the named competitive asset is very important. Respondents
wetre asked to answer only to those listed items, which they considered
relevant to their company.
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Table 26. Sourcing of Competitive Advantages by the Sample
Companies

FIN EU EUA RUS
a) Natural resources 2.32 2.00 142 1.88
(1.63) (1.39) (1.19) (1.39)
b) Unskilled labour 2.06 1.80 1.87 177
(1.05) (0.98) (1.20) (1.11)
c) Skilled labour 4.22 3.59 3.45 3.05
(0.90) (1.39) (1.07) (1.36)
d) Innovatory capacity 3.90 337 2.63 2.42
(1.10) (1.41) (0.99) (1.18)
e) Organisational capacity 4.29 3.58 3.31 2.93
(0.77) (1.28) (1.19) (1.49)
f) Managerial expertise 4.51 4.01 3.67 3.34
(0.68) (1.28) (1.30) (1.51)
g) Relational skills 4.02 3.97 3.60 3.74
(1.04) (1.09) (1.18) (1.58)
h) Upgrading of product quality 4.41 4.30 3.59 3.16
(0.70) (0.82) (1.10) (1.37)
1) Product innovation 4.26 3.70 3.31 3.02
(0.87) (1.00) (1.22) (1.40)
i) Inter-firm competition/rivalry 3.77 3.75 3.14 2.89
(1.10) (1.15) (1.07) (1.23)
k) Sectoral companies .19 3.13 2.60 2.28
(1.14) (1.24) (1.29) (1.34)
1) Related companies 3.36 3.02 2.61 2.34
(1.00) (1.17) (1.15) (1.09)

m) Universities and other research
institutions 3.33 2.86 2.06 1.97
(1.20) (1.28) (1.01) (1.18)

n) Ministries and other

institutions 2.80 2.63 2.32 242
(1.02) (1.20) (1.07) (1.23)

Figures reported are mean values with standard deviations in parentheses.
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In Table 26, we show the results for all the sample companies. The
figures reported are mean responses with standard deviations in
parentheses.

As described and defined in Chapters 2.5 and 2.6, Table 26 considets
four groups of competitive advantages, which broadly cotrespond to
Michael Porter’s fourfold diamond of competitive advantage of nations, i.e.
factor conditions, demand conditions, firm strategy, structure and rivalry,
and related and supporting industries™ (Porter 1990). These groups of
competitive advantages, however, were revisited by other scholats’

specifications (Dunning 1997a, Rugman — van den Broeck — Vetrbeke
1995).

Table 26 reveals a clear picture of home country orientation in the groups
of competitive advantages. However, certain items are clearly more
important than others. Those that are ranked as most important in Finland
compared to the other regions are “access to resources and assets” (a-g) as
well as “consumer demand” (h-1). In the group “access to resources and
assets” these areas are “access to skilled and professional labout”,
“organisational capacity”, “innovatory capacity”, and “managerial
expettise”. In the consumer demand group, both “upgtrading of product
quality” and “making for more product innovation” get high absolute mean
values in Finland.

Respondents of the sample firms thus perceived that their companies’
domestic opetrations and/or indigenous tesoutces and capabilities of the
home countty provi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>