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1. Introduction

Foreign direct investment (FDI) can be a major force of economic integration, even where 
barriers to trade are still in place. FDI brings economic activity in different countries into one 
organization, the multinational enterprise (MNE). It generates intensive exchanges between 
the business units in different countries, such as trade, managerial knowledge transfer, and 
financial investment. Consequently, MNEs influence their host economies through a variety 
of direct and spillover effects.

In this chapter, we review the role of FDI in economic integration processes, and consider 
its potential for the Baltic Sea region. We first introduce the driving forces of FDI and the 
spillovers that may benefit host economies. On this basis, we discuss the empirical evidence 
of FDI in the Baltic Sea region. Finally, we illustrate the role of FDI with two case studies of 
Danish investors in Poland and Latvia. 

2. FDI, trade and economic growth

FDI has received increasing attention in developing and transition countries because it is 
widely seen as a catalyst to economic growth and development. Expectations are particularly 
high in the Baltic Sea Region where countries at different stages of development co-exist in 
close proximity, and where economic integration had been artificially disrupted from the 
1940s to the 1980s. The diversity of comparative advantages raises considerable potential 
for integration, because multinational firms can locate different production processes where 
skilled labour is available at comparatively low cost, while incurring only limited transporta-
tion costs and cross-cultural frictions (Meyer 2001b).

FDI influences growth in many ways. Firstly, investors transfer financial capital, which 
can help in overcoming bottlenecks particularly during the investment-driven stages of 
growth when capital is a scarce factor (Dunning, 1993, 2001). Moreover, they transfer 
bundles of other factors and resources, such as technology and other types of knowledge 
including managerial experiences and organisational templates or designs. Combining this 
with skilled labour at favourable costs, FDI can enhance the host country’s exports, acti-
vating advantages in existing endowments and linking with local suppliers. FDI is most 
advantageous when virtuous circles and positive feedbacks are generated as a result of for-
eign entry, leading to dynamic industrial development in the host economy. For this to 
happen, foreign technology has to be absorbed in the host country through spillovers, learn-
ing processes and linkages developed with domestic firms (Blomström et al., 2000). Under 
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favourable conditions, FDI may thus contribute to agglomeration effects and the development 
of industrial districts.

In transition economies such as the Baltics, Poland and Russia, FDI moreover facilitates 
the microeconomic transition from plan to market economy (Kogut 1996, Meyer 2001a). 
Foreign investors can act as an example for local firms unacquainted with the functioning of 
a market economy. They demonstrate how new ways of organising production can increase 
efficiency, and how new forms of network or market-based interaction between firms can 
improve allocation of goods and services. Moreover, FDI can speed up the process of inter-
national knowledge acquisition not only of technology but, more important in this context, 
management and marketing expertise.

However, the positive effects cannot be taken for granted. Knowledge transfer benefits 
the host economy best if it diffuses beyond the MNE and is absorbed in the host economy. 
Spillovers are limited if foreign investors operate in enclaves isolated from the rest of the 
economy or at great technological distance from local firms. Negative ramifications may occur 
if, for example, foreign investors crowd out domestic competitors or attain a dominant market 
position. Sometimes, FDI is also criticised for its footloose nature, especially in wage-sensitive 
industries such as textiles. Sudden relocation of production may have negative consequences 
for employment in small countries or regions. 

FDI thus affects host economies in multiple ways. The spillover effects vary depending 
on specific characteristics of the project, including investment motives, relations with local 
suppliers and distributors, investment in training, and industrial dynamics. However, equally 
important is the host country’s ability to absorb received technology, which in turn depends 
on the financial and technological resources of local firms, and the competitiveness of the 
pertinent markets.

The long-term or structural effects of FDI on economic development are highly complex, 
because it influences the host countries’ place in the international division of labour and in 
the value chain of production. Moreover, FDI influences the pattern of regional integration 
by promoting trade specialisation, although there is no simple way to describe the relationship 
between trade and FDI. FDI can both substitute and complement international trade, and 
may accelerate changes in comparative advantage of the home and host country. 

Now, more than half of international trade takes place within the umbrella of ownership. 
Hence, FDI facilitates trade through both the horizontal and vertical division of labour within 
MNEs. Through trade, countries, especially small ones, may grow faster by catering to larger 
markets. Trade enables countries to specialise where they have comparative advantages and 
thereby reap static and dynamic economies of scale from specialisation. 

Estonia has already joined a distinct group of small open economies that have been growing 
rapidly in the 1990s, arguably due to the benefits of inward FDI. Singapore and Hong Kong 
are the leaders in this category, while Ireland is a recent European success story. Combining 
openness with inward FDI appears to generate higher growth rates. 

On the other hand, the costs of openness are much less documented. If exports are 
generated by MNE in one or a few industries, this may create dependencies, and thus 
risks for the host economy. Also, a large MNE can dominate the structural change in a 
small open economy. Larger host countries, such as Poland and Russia, may obtain ben-
efits from hosting MNE without the risk of dependency. At the same time, they receive 
more market-oriented FDI, which is less likely to relocate in response to the changing 
cost structures.

Several empirical studies have attempted to evaluate the impact of FDI in the Baltic Sea 
Region. With only ten years of experience, such studies have as yet been limited to short-term 
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and direct effects in Estonia and Poland. In Estonia, Varblane (2000) finds that efficiency is 
generally higher in industries with higher foreign participation. Furthermore, foreign-owned 
firms in general are of bigger size, and more capital and export-intensive than domestic-owned 
firms. But Varblane also concludes that the gap between foreign and domestic-owned firms 
tends to decline over time. Mygind (2000) observes similar differences across different types 
of ownership in Estonia, Latvia and Lithuania. He concludes that foreign-owned firms are 
more likely to engage in deep restructuring because of their better access to capital and market 
networks. They achieve higher labour productivity, which can however be explained entirely 
by their higher capital intensity. 

Similar results are observed in Poland, where foreign-owned firms have a higher capi- 
tal and export intensity. However, in Poland domestic firms are often larger than their 
foreign competitors. In a panel of Polish manufacturing firms, Jensen (2001) finds that 
total factor productivity, a measure of productivity, is on average (across all industries) 
higher in foreign owned firms. Zukowska-Gagelmann (2000) provides a first attempt at 
estimating spillovers at the industry level in Poland, and finds that local firms compet-
ing with foreign investors experience slower productivity growth. She suggests that these 
local firms see demand for their produce drop, leaving them with costly excess production 
capacity. 

3. Motivations and obstacles to FDI in the Baltic Sea Region

FDI to the transition economies surged in the 1990s after having been blocked for five decades. 
Hungary has been an early leader, but the Baltic States and Poland have received substantial 
amounts of FDI, especially when the size of the economy is taken into account. Russia, on the 
other hand, received relatively little FDI. What accounts for these differences? 

Most foreign investors in Central and Eastern Europe (CEE) pursue local markets 
(Meyer 2001a). Investors expect considerable long-term growth of demand, especially as 
the income of the middle class, their prime customers, grows faster than the average mea-
sured by GDP. Beyond growth, the attraction of these emerging markets arises from the 
specific patterns of demand and competition. First, there is considerable pent-up demand 
as consumers in CEE previously had little or no access to consumer goods and brands avail-
able in other countries at similar levels of per capita income. Second, entry in CEE may 
enhance the investor’s global strategic position. Third, several underdeveloped sectors of 
industry are being re-established, creating considerable demand for investment goods and 
other business-to-business markets. 

Factors of production have been less crucial for many of the early investors. As motives, 
low labour costs and natural resources were often secondary to gaining access to large and 
unsaturated markets (Meyer, 2001a). However, labour costs are relatively more important 
for small and medium-sized enterprises from neighbouring countries, e.g. for German inves-
tors in Poland and Finnish investments in Estonia. Market-seeking investments may also 
serve as a learning platform that facilitates later establishment of local production. Over 
time, labour-cost-seeking investment is expected to become more common (Lankes and 
Venables, 1996). Moreover, the Baltic States and Poland may serve as a bridge between the 
East and West, with access to both Russian and European Union markets.

Hazley and Hirvensalo (1998) analyse investors’ motives in the Baltic Sea Region, finding 
no sig-nificant differences in the general motives of investors in the five host countries. Market 
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access is most widespread, 
followed by the oppor-
tunity to learn and gain 
knowledge about the con-
ditions in the host country. 
Low costs and access to raw 
materials are, on the other 
hand, relatively rare moti-
vations among investors 
in the Baltic Sea Region. 
Thus, the different attrac-
tion of the five countries 
for foreign investors cannot 
be explained by market size 
and factors of production 
alone.

An important oppor-
tunity for foreign investors 
has been their participa-
tion in the privatisation 
process. Estonia has used 
the privatisation process 
to attract foreign inves-
tors, similar to Eastern 
Germany and Hungary. 
The lack of  a  capital-
ist class in these societies 
makes FDI an attractive 
mode of privatising indus-
try. The Estonian example 
has been followed some-
what later in both Latvia 
and Lithuania (Mygind, 
2000). The privatisation 
process in Poland has also 
become more open to for-
eign participation, while 

this has been much less the case in Russia (Boycko et al., 1995). At the same time, much 
larger and more persistent obstacles to undertaking investments explain in part the lower 
level of FDI in Russia. Problems with crime and corruption in Russia are very severe obsta-
cles compared with the more mundane obstacles experienced by investors in the Baltic 
Sea Region in general. At the same, time mundane obstacles also loom large in Russia. 
The most common obstacles include unclear legislation, especially concerning accounting 
and taxation, the right to purchase land and problems with finding human resources with 
the necessary skills to run a modern firm (Hazley and Hirvensalo, 1998, Varblane, 2000). 
Recently, taxation has also been turned into a tool for attracting investors to a specific loca-
tion (Hirvensalo, 2000). Since the locational advantages offered by the five countries are 
similar, they must find new ways to differentiate their specific location.
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4. Recent trends of FDI in the Baltic Sea Region

To compare FDI in large and small Baltic Sea countries in the 1990s, we have adjusted FDI 
inflow data to the size of the economy, using three different indicators. Estonia leads, having 
attracted far more FDI than other Eastern European countries. Russia received far less FDI 
than could have been expected, mainly because of the slow progress of building the institu-
tions of a market economy. A large FDI inflow was recorded in one year only, 1997, the year of 
major privatisation projects. Latvia, like Estonia is above the Eastern European average while 
Poland and Lithuania received FDI on par with the regional average. However, Lithuania is 
quite dependent on FDI for new capital formation, indicating that domestic capital has been 
particularly scarce there. Compared to Western Europe, all the Baltic States are attracting large 
amounts relative to GDP or gross fixed capital formation, but per capita East European levels 
are far below West European ones.

Geographic and cultural proximity facilitate the flow of FDI among individual countries. 
Table 46 shows the origin of FDI in the Baltic Sea Region by the investor’s home country. 
Estonia, Lithuania and Poland are already strongly integrated into EU multinational networks, 
while this is much less the case for Russia. Latvia has little geographical concentration of her 
FDI stock, with Danish FDI representing the largest share. Finnish and Swedish investors are 
leading in Estonia and Lithuania. Cultural affinity is important, notably between Finland and 
Estonia. Latvia receives more Russian FDI related to transit trade via her Baltic Sea ports. 

Table 46 shows moreover that investments are more likely to take place between coun-
tries of similar size. German, French and American investors prefer host countries of a 
larger size such as Poland and Russia. Finally, 22.6% of FDI in Russia comes from Cyprus, 
indicating the virtual nature of much of this FDI. Anecdotes suggest that Russian businesses 
(legal and illegal) use Cyprus as a shelter to take advantage of tax benefits or to launder 
money. In interpreting these data, one should, however, keep in mind that a single large 
project can dominate any particular data point in FDI statistics. 

The FDI stock in the five countries also varies greatly by sector and industry. Russia 
exhibits a breakdown of inward FDI typical for developing countries with restricted open-
ness to foreign investors. FDI is concentrated in a few industries. Russia also has a relatively 
large share of FDI that goes into natural resource extraction such as mining, petroleum and 
gas. Estonia, Latvia and Poland show a much more diversified pattern. 

Poland represents the typical re-industrialising host country where the manufactur-
ing sector takes the largest share. But FDI into services and infrastructure projects is also 
important in Poland, especially in recent years as service industries such as banking and 
telecommunications have been privatised. Estonia and Latvia have a peculiar pattern, with 
the lion’s share of FDI in the service economy. This is rather unusual, even until quite 
recently among the EU countries and may be explained by the privatisation of banking and 
other service industries. When this process has been completed, a resurging of the share of 
manufacturing FDI can be expected.
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Table 46. Breakdown of the FDI stock by investor’s home country, 1999

 Percentage of  total  Est Lat Lit Pol Rus

European Union 84.6 50.8 71.9 63.8 24.7 

Denmark 4.1 13.7 10.5 1.5 –
Finland 30.1 5.1 23.6 0.6 2.2
France 0.2 – – 11.0 1.4
Germany 2.5 8.4 2.0 17.3 8.1
Ireland 0.3 3.9 1.2 2.3 –
Netherlands 1.6 2.9 1.0 9.2 3.8
Sweden 41.1 8.2 28.1 2.2 1.9
UK 2.8 7.4 1.3 5.9 6.0 

Other 15.4 49.2 28.1 36.2 75.3
Norway 3.4 3.7 2.7 1.3 –
US 3.9 9.7 20.7 14.7 35.1
Russia 1.4 7.3 – 3.2 –
Cyprus 0.1 – – – 22.6

Source: UNCTAD (2000)

While the countries on the Eastern shore of the Baltic Sea have received FDI for over 
a decade now, they are only very gradually emerging as a source of FDI. A recent study by 
Liuhto (2001) shows that outward FDI is of increasing importance to the international busi-
ness of local firms from the Baltic States. Of the companies surveyed by Liuhto, 40% have 
undertaken some kind of investment abroad. However, most of these operations are related 
to export sales of goods produced in the home country. UNCTAD statistics suggest that 
Latvia and Russia are the largest outward investors among the Baltic Rim countries in terms 
of total gross fixed capital formation. This is confirmed by Liuhto, who has found that 50% 
of Latvian companies already operate abroad, compared to only 43% from Estonia and 35% 
from Lithuania. The numbers for Poland and Russia are believed to be lower, though no 
actual estimates are available. Outward FDI from the Baltic Rim countries focuses on regional 
markets, while few firms are competitive enough yet to invest in the EU. For example, Liuhto 
observes that most of the Baltic State’s FDI is undertaken amongst themselves or within the 
former USSR. Most Polish outward FDI is in marketing and sales with the exception of some 
projects in manufacturing in Russia. 

For further study, data of FDI can be obtained in the annual publications “World 
Investment Report” by UNCTAD, “Foreign Direct Investment Handbook” by OECD, bal-
ance of payment statistics published by the IMF or data from local statistical offices and 
central banks. Meyer and Pind (1999) critically evaluate the data for former Soviet Union 
states.

5. Case studies

The two following case studies of Danish FDI illustrate the different motivations and the 
actual experiences of investors in the Baltic Sea Region. Spectre A/S uses labour cost differ-
entials to manufacture textile products for West European markets. Schouw Packing, on the 
other hand, is an example of a market-seeking investment. 
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Spectre A/S in Latvia. Spectre A/S is a small entrepreneurial firm with roots in the textile district 
of Herning-Ikast in Jutland, Denmark. The firm operates in two niches of the textile indus-
try, ready-made clothing sold under Spectre’s own brand names, and custom-made clothing 
manufactured to order for major European brands. In these niches, Spectre’s competitive 
advantage is based primarily on two factors: 

•  its access to quality yet cost-efficient production capacity in Latvia, and
•  its ability to deliver produce soon after receiving an order, which in turn depends on its 

ability to handle logistics and its integration to international business networks. 
Geographically, Spectre A/S has located design, marketing and administration tasks in 

Denmark, while the production of all clothing types (mainly sewing) has been relocated to 
factories in Latvia. The operation was established at the beginning of the 1990s, when rising 
costs made sewing processes in Denmark uncompetitive. Spectre A/S had experimented with 
a subcontracting arrangement in Poland, but was not satisfied with the quality of the produce. 
In these market niches, quality is a key competitive parameter. Yet a contractual arrangement 
did not provide the necessary framework for knowledge transfer and control over the local 
operation. 

The Danish entrepreneur visited several facilities in the Baltic States in view of estab-
lishing an affiliate, and chose the partially privatised firm Saiva in Latvia. He was moti-
vated by the skills of the work force and by the fact that he got along well with Saiva’s top 
manager. Moreover, he found the Latvian labour market to be advantageous for Spectre’s 
operations. Employees and management of Saiva owned 70% of the shares and the state 
still owned the remaining 30%. Spectre purchased the remaining shares from the state in 
an auction.

After the purchase Spectre had to engage in deep restructuring of Saiva. The Latvian 
firm had more facilities and employees than the Danish entrepreneur had been aware of 
prior to the purchase. At the same time, however, much of the existing technology was 
obsolete. In this way Spectre used the acquisition to learn about local business opportuni-
ties and over time created the type of facilities that were needed in suitable locations in 
Latvia. Productivity has been improved by technological upgrading and by introducing 
new motivation schemes such as job rotation, free lunches, and materials for home sewing. 
Currently, Spectre owns two sewing facilities with 500 employees in Latvia and has further 
plans for expansion. 

Overall the investment in Latvia has been a success for Spectre and it has sustained the 
firm’s growth strategy. The participation in the privatisation process provided a unique 
opportunity, yet also unforeseen risks. Labour productivity has been raised in Latvia while 
costs remain competitive. Through the commitment of the Danish entrepreneur, the 
upgraded factories in Latvia today supply quality clothing to major brands and retailers 
across Europe. 

SCHOUW Packing in Poland. SCHOUW Packing has roots in the packaging industry around 
Aarhus in Jutland, Denmark. It was established in 1910 and is today a joint venture between 
the Danish conglomerate A/S SCHOUW & Co. and Elopak A/S in Norway. Elopak is a 
global supplier and manufacturer of machinery and Pure-Pak cartons for the dairy and juice 
industry. SCHOUW Packing has a core competence in supplying complete filling systems 
for milk and juice in Pure-Pak carton and plastic bottles, for which it is a leader in its home 
market. Together, Elopak and SCHOUW Packing use a ‘Total System Approach’, including 
the transfer of technology and know-how to their customers. 
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The investment in Poland is driven by the global expansion strategy of its parent firms. 
Due to a strong focus on customer relationship building, it is necessary for Elopak to be rep-
resented through own subsidiaries in all its major markets. Poland has been attractive due to 
its market size as the largest of the transition economies. Moreover, Poland has an important 
agricultural base with 400 dairies, which are the primary customers for SCHOUW Packing’s 
packaging technology. 

SCHOUW Packing had business contacts in Poland before 1989, via a Finnish affili- 
ate. In 1991 it inaugurated its affiliate under the name Elopak S.A., shortly after the entry 
of their major competitor Tetra Pak. Worldwide, Pure-Pak is the number two brand in milk 
cartons after Tetra Pak. Their entry into the Polish market induced SCHOUW Packing to 
increase its commitment in the region to prevent its main competitor from achieving a domi-
nant market position. Elopak S.A. has developed gradually around supporting activities such 
as the installation of new filling machines, distribution, marketing and customer relationship 
building. 

The Polish operation serves to build customer relations, and to adapt the product to local 
needs. The Pure-Pak cartons are imported from Denmark, Germany and Holland. The opera-
tion has been established as a greenfield investment because no local firm had the necessary 
competence in the specific business of carton production. Prior to 1989 milk was distributed 
in plastic bags only. The recruitment of Polish CEO Edward Zakrzewski, a scientist and expert 
in the field of milk fermentation, was a cornerstone in the entry strategy because he was able 
to establish credibility and contacts with key customers.

The expansion of Pure-Pak cartons has been slower than expected. Obstacles arose with 
both business culture and customer preferences in Poland. It has been more difficult than 
anticipated to persuade the co-operatives to replace the plastic bags with the cleaner and 
environmentally safer milk cartons. Marketing has, then, to focus on persuading potential cus-
tomers of the benefits of new types of packaging. Yet adaptation is also important. In response 
to customer concerns, the user-friendly opening mechanism used on some juice cartons was 
transferred to the Polish milk cartons. 

SCHOUW Packing’s investment is an example of a market-seeking investment in the 
Baltic Sea Region. SCHOUW Packing became engaged on the Polish market in view of the 
large dairy industry. The spin-offs generated by a market-seeking investment like this one are 
normally smaller than those of a production relocation investment like Spectre A/S. However, 
in addition to direct employment effects, we can observe potentially substantial improve-
ments in quality of milk delivered to consumers in Poland as a result of improved packaging 
technology. 

6. Conclusion

FDI can be a considerable force facilitating economic integration in the Baltic Sea region. 
Since 1990, FDI from the Western side of the Baltic Sea to its Eastern shore has surged. It has 
been motivated by both the search for new markets and the opportunities of integrating pro-
duction at locations with different comparative advantages. This FDI can potentially benefit 
the host economies by contributing investment capital, transferring knowledge, generating 
exports, and promoting the development of related local businesses. 
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