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Business environment and strategies of woodworking companies
in Northwest Russia — results from a pilot study in Leningrad and
Vologda regions
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Abstract

Political and economic development in Russia and other Eastern European countries have
been the major driving force of the changing European markets for wood products since the
early 1990s. However, very little is known about the organizational structure, strategic
orientation and future goals of woodworking firms in Russia. Theoretically, an increasing
body of literature emphasises the strategic choices of core competencies/capabilities based on
resources, and the combination of these with firm-level strategies. This study examines the
issue in the case of 18 small/medium-sized wood industry companies in the emerging
markets of Northwest Russia using thematic structured interviews. The interviewed Russian
woodworking firms emphasised closeness to the markets, good logistic connections and large
market size as the main sources of competitive advantage. Therefore, other than raw material
based issues appear to provide competitive advantage or disadvantage to the Northwest
Russian woodworking companies. High taxation, corruption and lack of capital strongly
characterized the problems in their business environment. In the future, these companies
wanted to change from commodity products towards more specialised products and focus
more on export markets in Europe than the domestic markets. If the results are more
generalizable, competition on the European markets for wood products will intensify,
extending also to the markets for higher value added wood products.

Keywords: wood products industry, Northwest Russia, resources, business strategies,
business environment, competitive advantage

Introduction

Political changes and economic development in Russia and the Eastern European countries
have been the major driving force behind the changing European markets for wood products
since the early 1990s. Recent development shows strong growth in exports of sawnwood and
plywood from Northwest Russia (NWR), which have doubled since devaluation of rouble in
1998 (European forest sector...2005). Traditionally strong Scandinavian producers have lost
their market share in European wood product markets for Russia and suffer currently from
low profitability.

Russia has today 23 % of growing stock of forests and 50 % of coniferous forests.
Russian forests maintain the highest diversity of boreal species globally and serve as a sink
for 15 % of accumulated CO2. Russia’s forest resources are vastly under-utilized and final
fellings account for only one quarter of allowable cut. Although the share of economically
accessible timber is estimated to be only one half of total harvests due to lacking
infrastructure and poor quality of road network, there is great potential in increasing the
utilization of forests of Russia. Consumption levels of wood industry products in Russia are
extremely low, for example official statistics show annual per capita consumption for
sawnwood to be 0,06 m3. Especially there is high potential to increase consumption of wood
industry products around the booming cities of Moscow and St.Petersburg, where also the
density of small and medium sized enterprises (SMEs) is highest (Liuhto et al. 2004). One of
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the biggest weaknesses of Russian enterprize sector is claimed to be a low number of
medium sized firms, which would create flexibility in production.

The low wages, stumpage and energy prices together with high potential in
consumption growth make Russia a very lucrative target for investments in forest sector. So
far foreign investment activity in forest sector has been only modest and concentrated in less
capital intensive woodworking industry. The current Russian economic policy presses
development of wood processing industry instead of exporting roundwood, as is also
indicated by the recent increase of export duties on coniferous roundwood from 1,5 € to 4
€/m3 (see www.idanmetsatieto.info). As a downside for the positive incentives related to
market size, potential growth and cost competitive inputs, there are obviously many
unresolved problems present in Russian economy. Investing in Russia includes significant
risks, e.g. bureaucracy, changing legal environment and widespread corruption, which raise
risk premiums for investments.

Despite of high potential of Russian forests and forest industry, economic research on
Russian forest industry business is very limited. Also changing market and institutional
environment requires topical research in order for results to have any relevance. Previous
studies analysing Russian forest sector development (e.g. Backman 1995) have focused on
market level issues and have not used firm level empirical data. As an exception, Nilsson and
Soderholm (2002) have studied institutional obstacles in Russian forest sector from the
viewpoint of foreign investors. Their study concluded that foreign investments in Russian
forest sector are likely to remain low until a fundamental change takes place in the legal and
political system.

This paper fills the gap partially by focusing on the business development and future
prospects of woodworking firms in NWR. As a background, we shortly describe forest sector
and woodworking industry in the regions of Vologda and Leningrad and in city of
St.Petersburg. Second, we report results from a survey on Russian medium sized wood
industry firms’ marketing strategies, perceived sources of competitive advantage and the state
and development of their business environment. This type of exercise gives new insights in
the relative importance of market factors, institutional factors and firm’s internal resources
and capabilities in the self-observed competitiveness of woodworking firms. Results will be
also useful as a background in assessing the future competitive situation of the European
markets for wood products especially from the viewpoint of competitors in Scandinavian
wood products industry.

Industry background

Wood and forest industry products account for 4 % of Russian export earnings, and lower
value added products, i.e. roundwood represents over 40% in forest sector exports. Northwest
Russia accounted for 29 % of total Russian exports of roundwood, 35 % of plywood exports
and 40 % paper exports in 1999 (Dudarev et al. 2002). In terms of production of wood based
panels, Vologda is most important region in NWR, while in sawnwood Vologda is second
most important producing region and Leningrad fourth (Karvinen et al. 2005). Thus, in terms
of competitors for Scandinavian forest industry, industry situated closest around
St.Petersburg and in Vologda is of highest interest.

The role of forest resources and sawmill industry in the Leningrad and Vologda
regions are compared in Table 1. Forest resources in Vologda region are twice the volume in
Leningrad region and also the use of allowable cut is lower there. Instead, the population is
concentrated in the city of St.Petersburg, which has a growth in construction industry around
10 % annually and thereby provides great consumption potential for wood products. Rate of
capacity utilization in the sawmill industry is in both regions, and especially in the city of
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St.Petersburg, very low, which provides potential for growth even without major new
investments in capacity (Karvinen et al. 2005).

Table 1. Characteristics of Leningrad region, St. Petersburg and Vologda region (2003).

Leningrad oblast ~ St.Petersburg  Vologda

oblast
Population, mill. 1,67 4,66 1,27
Urban population % 66 100 69
GDP per capita (USD) 1696 2076 1865
Forest sector in region’s exports, % 10,9 - 9,4
Value of forest sector exports, mill. 297 269 159
USD
Forest resources, mill.m3 825 - 1602
Use of allowable cut in forests under 54 - 41
Ministry of Natural Resources, %
Sawnwood production, 1000 m3 491 64 919
Capacity utilization rate in sawmill 65 4 54

industry, %

Sources: Karvinen et al. (2005), Liuhto et al. (2004), Sutyrin, S. & Sherov, V. (2005).

Theoretical background and data
Our theoretical background is based upon an increasing body of literature, which emphasises
the strategic choices of core competencies/capabilities based on resources and capabilities,
i.e. resource based view (RBV, Barney 1991, Fahy 2002), and the combination of these with
firm-level strategies in creation of sustainable profitability. Compared with traditional
industrial organization perspective and Porter’s (1985) generic strategies, where sustainable
competitive advantage arises from cost leadership, differentiation or focus, resource based
view (Barney 1991) defines availability of resources - either tangible, intangible or human -
and their heterogenous combination in the formation of competitive advantage. While the
Porter’s commonly applied framework is dominantly based on the industry characteristics,
resource based view underlines the role of firm’s internal resources and is therefore more
suitable for analysing heterogenous group of small- and medium sized firms, as in this case.
Previously, the resource based approach has been adopted in management studies of
woodworking industry in e.g. Korhonen and Niemeld (2005), but not regarding transition
countries. It is important to note that any component of the total offering may be a source for
competitive advantage. In fact, quality of physical products and low costs may be strategic
necessities or the “license to operate” in some markets, whereas the real competitive
advantage is derived from elsewhere, such as service skills or relationships. Services,
information and other intangible characteristics increasingly build up the total offering
provided for customers also in wood products industry (e.g. Toivonen et al. 2005). As a
remnant of socialistic era, networks are an important part of Russian business culture where
firms based business relationships on informal ties and extending favours. Therefore, the role
of institutions, politics and various modes of business networks between firms and relations
between firms and local authorities need to be acknowledged as potential sources of
competitive (dis)advantage.
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Figure 1. Relationships between resources, capabilities and competitive advantage (Grant 2002).

Figure 1, adapted from Grant (2002), broadly summarizes our theoretical frame of reference.
Importantly, both competencies and capabilities need to be aligned with the business
environment where the company operates to identify industry key success factors.

We operationalized in the empirical survey factors related to competitive advantage
arising from various platforms, such as firm resources, market demand and other operating
environment, technology and organizations, communication and logistics and external
networking between firms as areas where potential sources of competitive advantage of
Russian woodworking firms could be realized. The lists of potential attributes were given to
the managers of the firms, and they were asked to weigh them according to their perceived
importance. Some attributes were excluded, because companies were found not to be familiar
enough with them (e.g. possibility to attend Kyoto protocol).

We also inquired about firm’s marketing planning decisions, which are
conceptualized here as a hierarchical process, where strategic decisions of products,
customers, and market-area set guide-lines for marketing functions and structures (Juslin and
Hansen 2003). The model results in a typology of three different product strategies
(commodity product, specialty product and custom-made product strategies), three customer
strategies (serving of as many customers as possible, few well defined end-use segments or a
few known end users) and four market area strategies (export markets, domestic Russian
markets, few target countries, as many countries as possible).

The questionnaire of 7 pages was prepared for the study, including both multiple
choice sections on sources of competitive advantage, competitive position of firms and
development of business environment, and a few open ended questions about future
development (available in complete in Toppinen et al. 2006). The interviews were targeted to
the companies that have actual production of sawnwood or other wood based products (not
pulp and paper), and used annually more than 10 000 m3 wood.

Data were obtained through personal interviews of managers of the companies
operating in the regions. Interviews in Leningrad region and St. Petersburg were conducted
by M.Sc. Vadim Goltsev in May-June 2005 and in Vologda by Forestry Student Natalia Tatti
in December 2005-January 2006. There were problems in Leningrad regions to get
companies to participate (only 12 of contacted 45 firms agreed to participate and returned
completed questionnaires in person or by mail afterwards). It was also difficult to compose an
accurate timetable of meetings. In Vologda region practical problems were not present,
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possibly because interviewer was originally from Vologda herself and quite familiar with the
industry there.

Due to small sample, we report mainly descriptive statistics averaged over regions.
However, the small sample size (18) is typical of the difficulties in conducting quantitative
research in transition countries, as also stressed by e.g. Mockaitis et al. (2006). Firms in
transition countries are in general hesitant to participate in research and especially give out
any financial information, which would be public in western economies and partially would
also in Russia be available through public sources. Due to taxation and in the fear of
organized crime, firms are not willing to show profitability in their operations. Most
commonly used indicators for the success of companies were productivity of employed labor
and sales growth, and financial performance came only third in importance. The interviews
showed that the managers of the companies have large experience on forest business and
know very well features of business processes within the Russian woodworking industry.
There were just few cases of misunderstanding or incorrect interpretation of the questions
that the interviewers had to clarify.

Results

Woodworking firms of the study

Background statistics of interviewed firms are given in Table 2. These value mostly refer to
year 2004, but there were some exceptions that data was available only for the previous year.
All interviewees represented private enterprises, which had either Russian or foreign
ownership or were joint ventures.

All interviewed companies did not provide the value of their turnover, but the number
of employees was given for each company. The average number of employees was 389
persons, but the range was wide form smallest (23 employees) to largest (1540 employees).
Due to very low labour productivity in Russia, in terms of tunrnover these firms could
nevertheless be classified with EU standards as either medium or small sized enterprises
(SMEs).

14 firms of the sample produced sawnwood, one firm produced panels, three were in
joinery and carpentery and two were doing also business in wholesale trade of roundwood.
Nine companies reported that they had also sales of chips, sawdust or bark and 3 companies
provided firewood as a byproduct. However, logging operations, which are in Russia
classified in forest industry, provided the main source of turnover in 5 companies (origin in
lespromhozes). Thus, we have here some examples of vertically integrated organizational
structures typical in Russia.
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Table 2. Summary of interviewed woodworking companies.

Number or value

Year of establishment:

Before 1991 4
During 1991-1999 9
After 1999 5
Average number of employees 389
In smallest company 23
In largest company 1540

Number of companies according to their
main field of operations:

Logging 5
Sawmilling 7
Joinery and carpentry 4
Other, wholesale trade of wood 2
For sawmills, average production in m3 32 000

Total average roundwood consumption in m3 136 200

An average volume of sawnwood production in our sample companies was 32 000 m3 and
the respective roundwood consumption (including the joinery and carpentery etc. firms) 136
000 m3. Thus, our firms were of substantial size and represented about 65 % e.g. sawnwood
production volume in Leningrad oblast.1. This counterbalances well the relatively small
number of firms in the sample. Regarding Vologda, the firms were more oriented in
production of panels, joinery and carpentery and the sum of sawnwood production in 3
interviewed firms producing sawnwood was 75 000 m3, representing a minor proportion of
capacity (over 0,9 mill.m3) in the region.

Marketing strategies and sources of competitive advantage

Product, customer and market area strategies of companies were questioned regarding their
choice of products (either commodity, specialty or customer made), customer (as many as
possible, few well defined segments or known end-users) and by targeted market area. Most
commonly, the companies did produce commodity products and they targeted their products
for well defined end-use segments. Regarding the preferred choice of market area, export
markets and Russian markets were equally appreciated.

The most important competitive advantages perceived by the managers of these
companies are listed in table 3. The interviewerers gave a list of 33 potential attributes, and
the managers ranked these with 3 point scale as a source of perceived competitive advantage.
We have listed here issues that were most clearly ranked and gave insights for various factors
in the operating environments. Some attributes were excluded, because companies were not
familiar enough with these concepts (e.g. possibility to attend Kyoto protocol). We have
reported in Table 3 the number of responses in extreme cases, i.e. those that were considered
“very important” or “not at all important”. This type of excercise gives insights about the
relative importance of market factors, institutional factors and firm resources in the perceived
competitiveness of woodworking firms in Leningrad and Vologda regions.

1 Sum of estimated sawnwood production of interviewed firms in our data in St. Petrsburg
and Leningrad Region was 378 000 m’, while the official data for year 2003 indicated
sawnwowood production of 555 000 m’. However, after year 2003 there have been new
foreign investments by e.g. Swedwood Tikhvin.
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Table 3. Most important sources of competitive advantage for companies (3=very important, 2=not very
important but also not clearly unimportant, 1=not important at all), calculated mean and number of responses in
extreme values.

Mean 543” “1”

Closeness to main market areas 2,4 13 5
Price of labour force 2,4 11 3
Good social relationships with people in other companies 2,4 9 2
in the sector

Qualified and skilled personnell) 2,3 10 4
Large markets 2,3 9 4
Strong R & D sources 2,3 10 5
Logistic connections 2,2 9 5
Possibility to learn from other companies in the same 2,2 8 5
sector

Growth potential in the markets 2,2 7 3
Possibility to improve customer service 2,2 7 4
Secure and stable wood supply 2,1 9 7
Large potential forest resources in the region 2,0 7 11
Price of wood raw material 1,8 7 11
Low general cost level in the region 1,8 4 8
Existing networks of companies producing similar 1,8 4 8
products

Low competition 1,7 2 8
Existing production facilities 1,4 3 14
Existing networks with distributors 1,4 3 14

According to these answers, closeness to main market area was seen on average as the
highest: it was ranked as “very important” for all companies operating in Leningrad region,
but only 1 company in Vologda region. The result is understandable as Vologda region is
situated east of Leningrad, and therefore transposrtation distance is longer to export markets.
Issues dealing with large markets and good logistic connections were given clearly higher
grades in Leningrad region than on the average, which point out for the superior importance
of market seeking motive in operating in Leningrad region. Factors dealing with labour
quality and costs appeared also high on the agenda for these companies. Instead, issues
relating with price of wood or low general cost level were given surprisinly low scores, and
secure wood supply outweighted these factors. About 40 % of companies (and 100 % of
companies in Vologda region) replied that price of wood is not at all important source for
them as a competitive advantage. It is also notable that institutional factors, including good
social relationships with administration were seen important (especially in Leningrad region),
and in this aspect our results confirm the previous survey done for international forest
industry companies operating or planning to operate in Nortwest Russia (Nilsson and
Soéderholm 2002).2

2 The same factors as for sources for competitive advantage in Table 3 were also asked in terms of the their
importance for company location. However, since the number of companies with foreign ownership was so low
and some of the Russian companies were not exactly certain about the meaning of the question, we decided not
to report these scores in detail. However, some companies gave identical scores for the attributes asking the
source of competitive advantage and the relative importance for their location decisions.
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Development of business environment

The general business environment sets boundaries for the development of individual firms.
The interviewer gave a list of 20 arguments decribing business environment, and the
managers graded how well each of them decribes the environment with a scale from 1 to 5
(5=1 fully agree, ...1=1 do not agree at all). In Table 4, the factors are listed in the order of
importance. At the top of the list stand high taxation and problems with non-sound business
practises (i.e. corruption). Lack of financing capital reflects on the difficulties to develop
operations and increase the production volume and quality and is also seen in the lack of R &
D and poor quality of production technology and facilities. Problems in raw material
acquisition are perceived in many companies to be present, while there exists also a group of
companies which does not face these at all.

Table 4. Importance of following arguments describing business environment of woodworking companies in
Leningrad and Vologda regions, calculated mean and number of responses in extreme values (5="1 fully
agree”,..., 1="1 do not agree at all).

Mean  “5” “1”
High taxation 3,8 9 1
Non-sound business practices (e.g. corruption) 3,7 6 1
Lack of financing capital 3,6 9 3
Lack of R & D 3,6 5 0
Poor quality of production technology and machinery 3,5 6 3
Lack of trust between firms in the industry 33 4 2
Unexpected changes in legislation 3,3 5 4
Strong bargaining power of suppliers 33 5 4
Low competence of personnel 3,2 4 3
Problems in raw material acquisition 3,1 5 4
Strong bargaining power of buyers 3,1 5 4
High employment costs 3,1 4 3
High business cycle fluctuations 2,9 3 4
Difficulties in marketing and sales of products 2,9 3 6
Strict environmental regulations 2,8 4 5
Inflexibility of authorities 2,8 3 4
High competition between producers 2,6 4 7
Low investment barriers to entry the market 2,6 4 8
Oversupply of markets 2,6 3 6
High competition between substitute products 2,3 2 8

In the lower end of the Table 4, there are features in the business environment that the firms
are ot uniformly agreeing with, which mainly characterize existing market conditions. For
example, firms do not perceive oversupply of markets or competition between substitute
products to be present very much. Regarding investment barriers to entry, they disagree
strongly that these are low, which is consistent with the existing lack of capital that they
agreed on average to be the most clearly present in their business environment. In an open
ended question other possible impediments for business environment were inquired and
lackinig investment mechanisms and structures was mentioned by two companies.

Overall, differences between companies in Leningrad and Vologda regions were not
very high, although their operational environment differs both geographically and
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institutionally (see Table 1). Lack of trust between companies was seen less of a problem in
Vologda, which is consistent with the result behind Table 3 where firms in Vologda
emphasized good connections between firms as a source of competitive advantage. Strict
environmental regulations and inflexibility of authorities were perveived to be less severe
obstacles in Vologda than in Leningrad region.

Regarding the future development of companies and their goals during the next 3-5
years, the three most commonly favoured ones were to increase the physical quality of
products, to increase the scale of operations to achieve better cost efficiency and to increase
company size by greenfield investments. The intent of growing through greenfield
investments is in the face of scarce capital resources perhaps somewhat unrealistic. In
contrast, firms were least often interested in moving the company to more attractive location,
attracting Russian investors or increasing the size of their operations by mergers or buy-outs.
These answers again reflect the lack of capital, which is an acute problem for Russian
medium sized firms.

Finally, the plans for future development of firms were inquired. According to the
managers, export markets will be clearly favoured over domestic Russian martkets, possibly
because of higher prices in export markets. If these findings bear any larger relevance in
Russian forest industry, the role of Russian forest industry operating in European markets
will strengthen in the future and extend also to markets of higher value added products.

Discussion

The study brought out new information about small and medium sized forest industry firms
and their current business environment in Northwest Russia. In particular, the interviewed
companies were found to agree upon closeness of main market area to be “very important” as
a source of competitive advantage, especially to those firms interviewed in the Leningrad
region. Also issues dealing with large markets and logistic connections were given higher
than average grades, which points out for the superior importance of market seeking motive
in operating in Leningrad region. Instead, issues relating with abundant forest resources, low
wood prices or low general cost level were given relatively lower rankings, and secure wood
supply outweighted these factors. This confirms results in previous survey by Nilsson and
Soderholm (2002) on international forest industry companies operating or planning to invest
in Russia, which found importance of well-developed infrastructure and market size to be
more important factors for investment decisions than the cost of raw materials or low wages.

Regarding the external business environment, firms most commonly mentioned high
taxation, which appears to be a general finding in studies of SMEs regardless of country.
Problems with non-sound business practises (i.e. corruption) were also often claimed to exist.
This reflects the real challenge especially for foreign investors. Nevertheless, due to lack of
domestic capital in forest sector, Russian official policy has strongly pressed for the foreign
investments in order to achieve higher utilization of forest resources and to modernize the
capital stock to reach higher product quality.

Clearly our results can be considered only as a very preliminary step. Future studies
should be targeted for obtaining a larger set of firms to enable better comparison between
regions and between different ownership categories (i.e. Russian owned, foreign ownership
and joint ventures). If data gathering provides very challenging, more case study oriented
qualitative approach could be chosen instead of quantitative surveys. Also, to capture future
development paths of forest industry firms in Russia, a comparative study could be planned
for e.g. woodworking firms in the Baltic countries, who are in comparison with Russia
clearly leading in the process of economic transition.
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