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Restructuring and innovative
behavior

Economic development and economic
growth are linked to a society’s capability for
using knowledge as a tool. Economic restruc-
turing is innovative when it introduces nov-
el, useful and desired production methods
and products to replace old ones (Gartiser-
Schneider 1997). In this paper, this micro lev-
el approach of innovation is adopted in order
to assess the modernization of Northwestern
Russian industry. On the other hand, social
innovations (such as the market economy) at
a macro level are preconditions for successful
industrial restructuring. Both viewpoints are
attempted to be intertwined, investigating the
conditions of the structural transformation of
the economy in particular.

There have been lively discussions on how
‘structuring’ takes place in a broader sense in
society (e.g. Thrift 1983; Giddens 1984; Cloke
et al. 1991: 93-131), and it can be argued that
the restructuring process is directed by hu-
man practices and existing social formations.
This fact, together with recent empirical ob-

https://doi.org/10.11143/fennia.8922

servations in Russia, led to the idea of taking
a closer look at the significance of past insti-
tutional structures for explaining the current
transformation. There is no reason to describe
the former system in-depth, only to attempt
to explain the influences of the main impacts
of the former system on the current transfor-
mation.

The former Soviet Union had a command-
ing, multi-tier system for economic develop-
ment. The development of innovations was
regulated within that system, and from the
Western standpoint, some sectors such as
space research and military production were
accentuated at the expense of consumer goods
(van Zon 1996: 133). According to Linz (1992:
73), the Soviet incentive system failed to com-
pensate for the risk of innovation and hence
represented a major barrier to the introduc-
tion of new technology. As profit indicators
did not influence applied research and devel-
opment and there was no ‘civil scientific soci-
ety’ to promote innovation diffusion (Dyker
1994: 76-78; Bater 1996: 70-71), it is reasona-
ble to argue that innovation diffusion did not
exist in the former Soviet economy in the
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same sense as in market economies. Innova-
tive behavior, assumed to seek highest re-
turns, was not a driving force in the econo-
my.
%,n a market economy, innovations are de-
veloped by companies in order to foster more
profitable production and by individuals for
selfish motives. This behavior is a prime in-
ducer in the innovative restructuring of in-
dustry. The traditional route towards innova-
tions can be reinforced through research or-
ganizations and universities, which are espe-
cially designed to disseminate the develop-
ment of new knowledge and technology (Nij-
kamp et al. 1994). This strategy has been im-
plemented in the United States, within the
European Union and in the Pacific Rim (e.g.
Aydalot & Keeble 1989; Smilor et al. 1988;
Haug 1991; Castells 1992), where it has also
been found to be a viable method for achiev-
ing progress in less developed and problem-
atical regions. This discourse has usually pro-
ceeded from the notion of creating innova-
tive environments for growth (van Doren
1995; Malmberg et al. 1996). Recent research
has emphasized the creation of knowledge-
based and innovative culture as a condition
for economic development, and such culture
should become thoroughly embedded into the
entire society (Bellandi 1997; Wilhelm 1997).
The economic growth in Southeast Asia, the
most recent example of profound economic
transformation, continued until the latter
1990s, and it was accomplished by creating a
successful combination of production factors
and progressive environments for growth.
Since the significance of the state in regulat-
ing the conditions of production has been con-
siderable in Asia (Castells 1992; Korhonen
1994), development may be said to have tak-
en place intentionally, in the form of political
objectives and programs in each country. So-
cial capital, capable of producing innovations,
was thus created by public authorities, enter-
prises and individuals in concert.

The role of innovations and associated mar-
ket-supporting institutions in the case of the
transitional situation in Russia is a ‘fuzzy’
one. One reason for this is the immature na-
ture of the new social order in Russia. In light
of the former socialist tradition and the feu-
dal tradition that preceded it, even the mar-
ket economy as such is an innovation in Rus-
sia (Rakitov 1993; Marianovski 1997). Such
basic concepts as profit, the market and pro-
ductivity, for instance, need to be properly
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understood as preconditions for innovative
behavior in order to achieve an advanced
economy. In a broader setting, these precon-
ditions can be reduced to the issue of socie-
ty’s capabilities to accept new market-led ide-
as and developments. A transition of this kind
very often presupposes fundamental changes
in values, norms and rules embodied in the
institutions of society and in the national re-
gime and the ruling elite. Korhonen (1994: 6,
14-15) exemplifies this change by highlight-
ing the transition in Japan and Southeast Asia
from the old aristocratic, military ideology
towards economism as a leading national ide-
ology since the Second World War. This insti-
tutionalist allegory may help in understand-
ing the profundity of the changes expected in
Russia.

Research questions and methods

Although the majority of Russians voted
for reform in principle in 1993 and 1995, it is
unclear how capable they are of achieving
modernization in practice. Institutional, eco-
nomic and organizational structures from the
socialist period may effectively hinder devel-
opment. The following questions have been
put forward: What are the mechanisms for
the innovative restructuring of industry in
Northwestern Russia, and what kinds of ele-
ments would such a conceptualization con-
sist of? What are the importances of various
inherited structures and policy actions in re-
structuring? The following question arose and
became central to this investigation after the
initial visits to Russia: What are the experi-
ences of restructuring from the standpoints
of foreign companies in Northwestern Russia
and how can the slow progress in Northwest-
ern Russian industrial modernization be ex-
plained? Finally the paper attempted to an-
swer the question: What are the central con-
cepts in explaining the spatial economic re-
structuring of Northwestern Russia?

The above questions will be examined here
in order to formulate new theoretical inter-
pretations of economic development and to
elaborate upon the economic potential of the
Northwestern hinterlands of Russia, examin-
ing it from the standpoint of the European
division of labor. The empirical observations
presented in this paper are based mainly on
interviews conducted in Russia by the au-
thors. Research was derived from the ground-
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ed theory methods, and theoretical catego-
ries and causal mechanisms were abstracted
from the empirically observable phenomena
documented during a number of field trips to
Northwestern Russia and by investigating
multifarious secondary data. A concise struc-
tured interview survey among 72 Karelian
business school students was carried out in
the winter of 1997 (Tykkyldinen 1997). Fur-
thermore, in order to improve the explana-
tion of sluggish economic development and
recovery in Russia, we applied an iterative
practice in order to reconceptualize the theo-
retical outcomes of research, similar to
Yeung’'s approach (1997: 66). Thus, one can
follow the path of conceptualization by read-
ing the former publications of the authors re-
lated to this topic (Tykkyldinen 1995, 1996;
Jussila & Tykkyldinen 1996; Tykkyldinen &
Jussila 1997).

Search for theoretical foundations

Alternative conceptualizations of the post-
socialist transition are underway. Existing
approaches range from neo-classical strands
to institutional perspectives. Recent discus-
sions tend to rely on contextual explanations
rather than preserving the pure functional
ones (Grabher & Stark 1997; Hausner et al.
1997), often leading to notions of the necessi-
ty of economic reconstruction similar to that
which took place in Europe, Japan and Korea
(Nove 1996). Russian economic decline in
particular is so severe that such ideas appear
to be justifiable. From the standpoint of geog-
raphy, efforts to explain the deep economic
decline in the northernmost parts of the coun-
try and the unevenness of modernization on
various spatial scales are essential.

In attempting to find solutions to questions
of why the pace of economic development
varies by country and by region, it has been
recognized that economic systems are social-
ly and institutionally embedded and that eco-
nomic behavior is cognitively and culturally
bounded. Furthermore, there have been ide-
as that economic systems are structured
around the formal and informal institutions,
consisting of networks of affiliations and in-
teractions (Amin & Hausner 1997). Such an
organization, if open, flexible, negotiative and
having strategic and reflexive governance,
could be a seedbed for the innovative restruc-
turing of industry. It has become evident that
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a new economic system replacing an old one
does not begin from a fabula rasa, but from
various institutional legacies imposing major
limitations on possible economic and politi-
cal reforms. The associated dynamism of this
legacy is explained by the ideas of path-de-
pendency and path-shaping (Nielsen et al.
1995: 6-7). The idea of path-dependency rests
on the idea that people in a country, and a
locality, are socialized by the "hidden curricu-
lum’ effect of institutions into accepting the
values, norms and rules embodied in them.
Therefore, people know, expect and anticipate
that institutions can be relied upon and reck-
oned with (Offe 1995: 52). On the other hand,
people are reproduced by institutions and in-
stitutions are reproduced by people. People
are path-shaping actors in society. In certain
socio-economic circumstances (such as revo-
lutions and turmoil) there are more possibili-
ties to create new developments and such
conditions have prevailed in the former so-
cialist countries.

Why do some regions proceed on their de-
velopment path more rapidly than others?
Why do some regions lag behind? The con-
tradictions in values in the socio-economic
transformation has been conceptualized by
the term ‘institutional lag’ (Kosonen 1996).
The difference in the speed of development
of the formal and the informal rules gener-
ates institutional lag (Kosonen 1996: 74-81).
Formal and informal rules do not correspond
to each other in this situation. The emergence
of an institutional lag can be interpreted as a
form of passive resistance leading to the situ-
ation that the intended reforms cannot be eas-
ily carried out. It is one reason why Russia
has also lagged behind in the 1990s (Kosonen
1997). When loosely applied to the current
Russian socio-economic situation, this lag
would perhaps arise due to several reasons:
firstly, opinions about preferred economic
development are diverse (Wyman 1997); sec-
ondly, there is no clear agenda for develop-
ment; thirdly, individuals do not know how
market economies operate; and, fourthly,
there are no values and norms of market eco-
nomic principles in the collective memory and
institutions of society. This revelation may
help to interpret the spatial implications of
transition also in Northwestern Russia.

One interesting recent contribution is the
idea of ‘landscapes of priority’ (Sjoberg 1997).
It explains the spatial differentiation of eco-
nomic landscapes in socialism and, further-
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more, gives insight into recent spatial transi-
tions. This concept aims to explain why the
traditional ‘locational principle’ approach
does not disclose the observable spatial pat-
terns of economic activities in socialism. Ac-
cording to the ‘priority’ approach, political
factors, and in particular the structure of pow-
er, created the economic landscape of social-
ist countries. The main argument is that cen-
tral planners and their superiors ensured that
the most important production tasks in cer-
tain sectors were, in fact, carried out. Thus,
national investment priorities determined the
entire spatial system of local economies and
settlements. It meant preferential resource al-
locations in the economy, (i.e. softer budget
constraints in priority sectors), which deter-
mined spatial differentiation. It follows then
that the legacy of former spatial structure is
rather the legacy of political decision-making
than one of rational economic planning. This
reasoning certainly increases the likelihood
that the mismatch of the spatial structure be-
tween the ‘new’ market economy and the
former socialist economy is even wider than
assumed, based on the former theories of spa-
tial economic behavior. If so, economic devel-
opment has to begin from scratch in the re-
gions where the mismatch is the widest.

The western influence to speed up mod-
ernization was evident in the small East Eu-
ropean countries, where regions close to mar-
ket economies have recovered first (e.g. the
Czech Republic, Estonia, the western parts of
Poland). The spatial recovery of the former
socialist countries has been theorized also
from a geographical standpoint (e.g. Sjoberg
1997). It has been assumed that transborder
transactions and investment in foci of popu-
lation concentration have fostered economic
growth in the border localities and large ur-
ban agglomerations. Largish cities are in an
advantaged position, but large one company
towns and those located in peripheral areas
are most detrimentally affected by transition.
Transborder economic co-operation was, and
still is, lured by lower production costs. For
instance, spatial developments in Poland
seems to support this (Wectawowicz 1996:
162-170).

The Northwestern Russian industry faces
rationalization. It seems evident that neither
the modernized enterprises nor significant
greenfield investment combined can even pro-
vide as many jobs as the former socialist econ-
omy did. Industrial investment will not in-
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crease employment as before. Clearly, from
the mismatch between the current and former
economic orders, job losses are not expected
to be geographically coterminous with newly
created jobs. As an example, a shift-share anal-
ysis (based on the regional data of 1992-93)
indicates that the employment decline has
been especially severe in the high-wage areas
in the Far East and Far North and in military
production areas (Sutherland & Hanson 1996).
In contrast, regions’ capacities to earn con-
vertible currency has had a positive effect on
employment. This imbalance in the labor
market leads to the migration of population
and a subsistence economy as has been al-
ready seen (Kliiter 1996; Varis 1996). The situ-
ation in some localities of the North is espe-
cially severe because of the long economic
decline and the past investment priorities fa-
voring the very northern reaches of the coun-
try. Nevertheless, the production decline in
the Russian North has been slightly less than
the average of Russia, which can be explained
by the export-orientation of the raw materi-
als and hydrocarbon industries, and moreo-
ver, by the government’s protectionist policy
toward this resource-rich, strategic region
(Pozdniakov & Kurnyshev 1995: 47). The
above theoretical underpinnings emphasize
the importance of the legacy of past struc-
tures and the recent political environment in
possible explanations, leading to attempt to
abstract theoretical constructs based on the
circumstances of Northwestern Russia and the
grounding of abstractions in concrete data.

Economic base and socio-spatial
conditions in Northwestern Russia

The criteria used in defining Northwestern
Russia is the principle of ‘a group of regions
that share a common set of socio-economic
problems’, which was put forward earlier to
define the Russian North (Bradshaw 1995:
195). Northwestern Russia is a sparsely-pop-
ulated resource periphery, but it does not pos-
sess the specific, extreme characteristics of
Siberia. It is a land area which lies along the
northeastern border of the EU, borders the
Baltic States and is bounded by the Barents
Sea in the north, the Ural Mountains in the
east, and the upper course of the Volga in the
south. The areas referred to as the North
(Murmansk Oblast, Karelian Republic,
Arkhangelsk Oblast, Vologda Oblast and the
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Fig. 1. The subregions of Northwestern Russia. Circles are proportional to population (cities of over 500 000

inhabitants).

Komi Republic) and the Northwest (St. Pe-
tersburg, Leningrad Oblast, Novgorod Oblast
and Pskov Oblast) in the Russian system of
economic regions (Shaw 1995: 3; Laurila 1996:
18) together are termed Northwestern Rus-
sia. Thus, the region includes St. Petersburg
as its principal city in addition to the sur-
rounding oblasts and a vast hinterland to-
wards the north and northeast, constituting
the northwestern corner of the Russian Fed-
eration (Fig. 1). Administratively and often
culturally, the northernmost oblasts and the
Komi Republic are the peripheries of Mos-
cow, from where large resource companies
are managed. From the standpoint of world
economy, Northwestern Russia is a hinterland

of St. Petersburg rather than one of Moscow
because of its large volume of resource-based
products transported via the harbors of the
Baltic Sea. This areal definition also reflects
the opening-up of border regions which were
previously focused only on Moscow (cf. Brad-
shaw 1997) and the rise of fresh opinions of
local authorities who prefer the concept of
the Northwest rather than the North (e.g.
Kuzmin 1997).

The entire area of Northwestern Russia has
a total population of 14 million, which is now
declining (Laurila 1996: 20). Its principal city,
St. Petersburg, is the largest industrial city on
the shore of the Baltic Sea and, together with
the Leningrad Oblast, has over 6 million in-
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Table 1. Population, income, investments and foreign trade in the five sub-regions of Northwestern

Russia in 1995 (70 per cent of the total population of Northwestern Russia) (Suomen Lihialueet 3/97).

General regional Arkhangelsk ~ Murmansk Karelian St. Leningrad
information: Oblast Oblast Republic Petersburg Oblast
Area (1000 km?) 587 4 144.9 172.4 1.4 84.5
Population (‘000), (1992) 1571 1148 800 5004 1674
Population (‘000), (1997) 1506 1030 780 4774 1677
Population change (%), (1992-7) —4 -10 -2 -5 +0

- largest city (name) Arkhangelsk ~ Murmansk  Petrozavodsk 5t. Petersburg  Gatshina
- largest city (pop. ‘000) 374 406 380 4276 81
Average salary/month:

- Feb. 1997 in USD 173 271 178 161 137
Foreign investments in 1996

million USD 14.6 1.3 1.7 145.3 143.6
The number of joint ventures

and foreign companies, 1996 63 140 165 1709 136

habitants. This subregion is also the largest
market for consumer goods in Northwestern
Russia. Besides St. Petersburg and the sur-
rounding Leningrad Oblast, only a few local-
ities, principally Murmansk, Arkhangelsk and
Petrozavodsk, possess a considerable number
of inhabitants (Table 1), and thus a high ag-
gregate purchasing power. In addition, Vo-
logda and Syktyvkar have more than 200 000
inhabitants. The northern military bases, in-
cluding the naval and submarine ports of
Severomorsk and Severodvinsk, have been
considerable employers in the coastal area,
and Russian troops stationed in the former
Warsaw Pact countries have been relocated
to the western parts of the region. Smaller
urban areas are of significance due to either
military or resource-based activities, and pro-
vincial companies and entrepreneurs typical-
ly trade in raw materials and semi-finished
bulk products. The smaller villages continue
to exist in isolated conditions (Varis 1996).
The purchasing power of an ordinary citi-
zen in Russia was only 17.8 per cent of that in
the USA and 23.7 per cent of that in Germany
in 1994 and 16.6 per cent and 22.3 per cent
respectively in 1995, and the distribution of
income was as uneven as in Malaysia, Mexi-
co, Nicaragua, the Dominican Republic or
Colombia (World Bank 1996: 189, 196-197,
1997: 215). The workers in the Russian hinter-
land earn the highest wages, a legacy of the
former Soviet income policy (Table 1). Com-
modities, no matter where they are produced,
are available all over the region, but consum-
er demand has been low due to the delayed

economic recovery. The low salaries and
wages in Russia could be considered an ad-
vantage for Western investors, but this is sub-
stantially offset by low productivity and the
expenses brought about by the poor infra-
structure and operational risks. Nevertheless,
Russia differs in many respects from typical
developing countries. The provision of edu-
cation is relatively abundant, for example, and
pupils enroll in post-secondary schools and
universities almost at the same rate as in
many high-income economies (Radosevit
1996: 187; World Bank 1997: 227).

Table 1 above shows that the focus of eco-
nomic development potential is in St. Peters-
burg and Leningrad Oblast. This metropoli-
tan area is increasing in importance as a key
Russian business hub and as a central node
in the transport and communications infra-
structure. The city is a dominant location for
machine manufacturing, the munitions indus-
try (now in a state of transition), the growing
consumer goods sector and transport servic-
es. St. Petersburg’s manufacturing sector has
recovered since the deep decline between
19901994, and the recovery of this sector in
St. Petersburg has been more rapid than in
the other parts of Northwestern Russia, and
in Moscow and the Russian Federation (Ta-
ble 2). Residents have tended to vote for the
reform parties (Clem & Craumer 1995), a mar-
ket economy and Yeltsin. Also, the city is cul-
turally oriented towards the West owing to
its short history (established in 1703) and gate-
way position. Foreign companies employed
more than 40 000 people in the city in 1995,
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Table 2. The index of industrial production 1992-1997 100 = 1990 and 1994 (Suomen Lahialueet 3/97).

Region 1992 1993 1994 1995 1996 1997
1990 = 100 1994 = 100
Arkhangelsk Oblast 85 80 63 92 87 90
Murmansk Oblast 83 72 63 97 97 100
Karelian Republic 79 69 55 103 84 92
St. Petersburg 82 73 47 87 79 115
Leningrad Oblast 88 78 59 105 93 100.2
Russian Federation 75 65 51 97 95 100.7

and the total amount of foreign investment in
1995 was 150 million USD (Laurila 1996: 27),
or 175 million USD if investments in the sur-
rounding oblast are included (International
Business Statistics 1996). Foreign investments
increased considerably in the metropolitan
area in 1997.

The crucial starting points for economic
development in Northwestern Russia lie in
the opportunities provided by St. Petersburg
and in Northwestern Russia's abundant nat-
ural resources. The main geoeconomic char-
acteristics of the region may be summarized
by stating that Northwestern Russia is sparse-
ly-populated and has only one populous met-
ropolitan area which is culturally western-
oriented. It has important transport links with
the highly urbanized core areas of Russia, and
its vast hinterland contains many resource-
based export industries and military and com-
pany towns.

Innovative restructuring in its
infancy

Northwestern Russia is culturally and so-
cially a heterogeneous region, which presents
numerous social barriers and gateways that
regulate innovation diffusion and channel the
adoption of innovations at this early stage of
transition. During the first years of capital-
ism, foreign companies were active in intro-
ducing business innovations (Johansen 1995),
and Russian entrepreneurs and many public
officials were openly eager to develop for-
eign contacts (e.g. Aalbu et al. 1995). In some
enterprises, the growth in foreign trade and
subcontracting made it possible to maintain
or increase production, carry out new invest-
ments and import of investment goods. For
instance, the successful operation of a Rus-
sian-German shipbuilding company in Petro-

zavodsk is an example of this development,
and a few similar examples can be found in
Northwestern Russia. The development of
market relationships and trading practices
between foreign and Russian firms have been
crucial for modernization because of two rea-
sons: the revenues from sales have made it
possible to invest and co-operation has had
positive spin-off effects on the quality of pro-
duction and production technology. Domes-
tic demand has not yet recovered and devel-
oped at least in Karelia as to result in similar
effects. This conclusion is derived from the
interviews and visits to companies in Karelia.

Under the unsettled conditions prevailing
in Russia, innovation transfer is based on the
mobility of people who actively search for
innovations. One immediate reason for this
Russian trait is the poor communication in-
frastructure (Bater 1996: 289-290). Up to the
latter half of the 1990s, the primary reasons
for the sluggish adaptation of innovation —
and hence for innovative restructuring — have
been economic, organizational and policy-re-
lated. Firstly, the modernization of industry
is impeded by the dramatic decline of pro-
duction and hence, the demand of modern
technology is low. The real capital of the Rus-
sian industry ages rapidly. For instance, 61
per cent of the production equipment of in-
dustry were older than 10 years in 1995 com-
pared with 29 per cent in 1970 (Sokolin 1997,
85). Secondly, the organizational reasons are
derived from the administrative break-up of
the networks of companies and R & D organ-
izations. For instance, the large volume pro-
duction units such as pulp and paper mills in
Karelia are independent companies which are
not automatically served by research and de-
velopment institutions as was the case under
central planning. Russian R & D is evidence
of the continuing lack of coordination be-
tween science and production and hence,
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there is a need for new organizational struc-
tures which serve the innovation process
(Loginov & Kulagin 1995). Thirdly, the Rus-
sian economic system is still isolated from
Western influences and technology, in part
due to political reasons. Foreign direct invest-
ment (FDI) is a measure of this isolation. For
instance, the cumulative stock of foreign di-
rect investments for the period of 1990-1996
is estimated to be 50 USD per capita in Rus-
sia. For comparison, the per capita FDI stock
is 1400 USD in Hungary, 700 USD in the Czech
Republic and even in the Slovak Republic is
170 USD. The above data is based on the bal-
ance of payment statistics (Countries in Tran-
sition 1997: 395). Foreign direct investments
per annum in the North (Murmansk Oblast,
Karelian Republic, Arkhangelsk Oblast, Vo-
logda Oblast and the Komi Republic) were
only 6 USD per capita in 1996 whereas they
were 21 USD in St. Petersburg, 26 USD in the
Leningrad Oblast and 14 USD in the country
as whole (Suomen Lahialueet 4/97: 14, 61).
Production decline and the break-down of the
former associations of production and R & D
relations are the immediate results of recent
economic transformation and its manage-
ment. The reasons for low foreign participa-
tion in modernization are a more complex
issue.

When investigating in a more structural
way, the obstacles to innovative behavior are
in part similar to the barriers faced by tech-
nology transfer, as discussed in theory (e.g.
Geenhuizen 1994: 255), but their concrete
manifestations are unique. Barriers existing
in the socio-economic environment require
special attention in transitional countries, and
the obstacles to innovative behavior should
be analyzed in a broad, institutional setting.
This broad setting is needed because transi-
tion, adhering to the principles of capitalism,
restructures the cultural, institutional and or-
ganizational foundations of society, influenc-
ing the preconditions for innovative behavior
and innovation diffusion.

Although Northwestern Russia has been in
a state of turmoil and decline for several years
and outdated factories still abound, the inno-
vative behavior of the local people must not
be underestimated. Two general observations
related to innovative behavior need to be
emphasized. The changes that have taken
place in Russia have been both rapid and pro-
found, and citizens have had to respond with
innovative behavior in order to cope. Also,
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owing to the socio-spatial characteristics of
Northwestern Russia, it is very probable, that
the innovative restructuring and the adop-
tion of innovations will occur unevenly.

Erratic restructuring — ‘Stunde Null’

Since perestroika, Russia has become a more
open society. In addition to democratization
and privatization, the most evident of all the
changes that have taken place - for ordinary
people — has been the influx of foreign con-
sumer goods since the early 1990s. The disso-
lution of the command economy between
1991 and 1992, opened up possibilities for
small entrepreneurs from foreign countries to
operate in Russia and to establish new, direct
business contacts. Simultaneously, the Rus-
sians, as individuals and representatives of
their companies, began to conduct business
directly in foreign countries. This develop-
ment process has taken place in an unstable
business environment, however, and social
costs have been high (e.g. lllarionov et al.
1994; Popova & Tekoniemi 1996).

One cannot ignore the many bottlenecks in
production, distribution and in the business
environment. Foreign companies, especially
smaller Nordic ones, still feel that penetra-
tion into the markets of Northwestern Russia
is difficult (Hietanen et al. 1997, Svensson
1997). Some have experienced difficulties with
the mafia, for instance (Finnmark Dagblad/
Norwegian Telegram Bureau 1996), and all
are subject to the cumbersome bureaucracy
and constantly changing rules of the Russian
‘market economy’. Exports and imports, and
other foreign transactions, are regulated in a
complex and often short-sighted manner.
Many negativities can be attributed to inex-
perience, nationalism, protectionism and ‘in-
herited’ structures.

The most fundamental hardship is a sharp
decline in production, which has continued
through every year of 1990s. This is even more
serious for the resource-based region of
Northwestern Russia since declining produc-
tion has cut output and incomes and led to
the stalling of many promising reconstruc-
tion projects. Consequently, many technolog-
ical improvements in resource sectors such as
gas, oil, minerals and forestry have been de-
layed.

Russia and the CIS countries are still strug-
gling much more with the economic upheav-
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al compared to the East-Central European
countries, where economic recovery began
between 1993 and 1994 (Countries in Transi-
tion 1995: 328; Rautava 1995; Review of Econ-
omies in Transition 1995: 67). The Russian
economy continued to decline in terms of
GDP, agricultural production and industrial
output between 1995 and 1996 (OMRI Daily
Digest 1996; Review of Economies in Transi-
tion 1996: 83; Review of Economies in Transi-
tion 1997: 69), but at least the drastic decline
of manufacturing output had ceased by the
mid-1990s (Table 2). However, the Russian
Federation does expect a relatively slow re-
covery and it is anticipated that the growth
rate will reach 4-5 % p.a. by the end of the
decade (Yevstigneyev & Voinov 1994: 5).

The years after the Gorbachev regime,
which ended in 1991, have been called
‘Stunde Null’ (Tykkyldinen 1995: 9-10), an
allegorical reference to the times following
the collapse of the German state after the Sec-
ond World War. The implication is that this is
inevitably a time of disorder and economic
chaos in which new institutions are gradual-
ly created and the reconstruction of society
slowly quickens in pace. In the case of Ger-
many, economic recovery took place over a
long period and was strongly supported by
funding from external sources, mainly from
the USA through the Marshall Plan.

Despite the many similarities, develop-
ments in Russia differ from the Western Eu-
ropean pattern. Official statistics indicate that
funding of investment projects has been
meager, at least in the hinterlands of North-
western Russia (Table 1). The total stock of
foreign direct investments in Russia was
smaller than in Poland and much lower than
in Hungary up until the mid-1990s (Bradshaw
1997: 82), and negligible per capita as shown
earlier in this paper. It is no wonder that many
top officials, including Chernomyrdin (1996)
and Shlyamin (1995), are dissatisfied with
such a low level of foreign investments which
could modernize the Russian economy. On
the other hand, the small amount of foreign
investments is a result of protectionist eco-
nomic policy carried out by federal and re-
gional authorities, the officials themselves.
Especially the low level of foreign direct in-
vestment in Karelia (less than 2 USD per cap-
ita in 1996) and Murmansk Oblast (less then
1 USD) indicates a contradiction amidst eco-
nomic opening-up, strategic interests and the
striving for control of natural resources.
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In order to make investments less risky for
foreign companies, the Karelian Republic es-
tablished an industrial mortgage fund in 1997,
the collateral of which being forest, land and
buildings owned by the state (Kuzmin 1997).
On the other hand, many authorities and or-
dinary people prefer a form of development
that keeps the control of productive capital in
the hands of national institutions and the
Russians themselves (Interfax 1996). Some
officials in Karelia consider that the social
consequences of privatization have been se-
vere and thus, the Republic’s control of com-
panies should be increased (Kuzmin 1997).
Kuzmin (1997) would also like to see a de-
crease in the number of small export compa-
nies, whereupon the prices of natural resourc-
es could be better controlled by the Republic
(Kuzmin 1997). This opinion represents the
wider view of the overall control of trade.
Many authorities in regional administrations
are anxious to set quotas of goods to be sup-
plied for barter and direct trade and to intro-
duce rationing, which reduces incentives to
respond to market signals. When put into ef-
fect, this process will effectively compartmen-
talize the Russian economy (Sutherland &
Hanson 1996: 378).

Nevertheless, people, authorities and en-
terprises in Karelia are very eager to increase
cooperation with foreign companies and to
develop communication links across the bor-
der (Kuzmin 1997). These attitudes became
also clear when 72 students in the business
schools of Sortavala and Petrozavodsk were
solicited using questionnaires in February
1997 (Table 3). The small number of cases in
the sample allow only (statistically) indica-
tive results.

The students did not have a decided opin-
ion that western business practices are supe-
rior but they realized that the former Soviet
way of conducting business hinders develop-
ment. Surprisingly, they did not blame the
economic liberalization for social problems,
but they were not very convinced of the pos-
itive results of privatization. In general, they
were strongly for deeper integration and the
increase of transport links. In practice, opin-
ions were protectionist, as is the case in eve-
ryday business cooperation. Joint venture
companies were considered vital, but students
became uncertain when they took a stand on
foreign investments. The Karelian business
climate favors the market economy, integra-
tion and opening-up, in principle. How to
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Table 3. The economic environment in Karelia, the opinions of business school students (n = 72) in
February 1997 (Tykkyldinen 1997). Eleven statements were presented in questionnaires to the students

in Sortavala (n = 20) and Petrozavodsk (n = 52).

Western practices and the impact of the former system:

Business is successful only by adopting western practices
28 % ‘difficult to say’, 42 % agreed (to any degree) and 30 % disagreed (to any degree) with the
statement. Overall, students were not very sure about the superiority of western business practices.

Socialist way of thinking is the greatest obstacle

39 % ‘agree or slightly agree’, 13 % ‘strongly agree’, 28 % ‘difficult to say’. A narrow majority
(51 %) of students thought that the socialist way is more or less an obstacle, but students were not

very sure about it.

Transition and integration:

Privatization will increase everyone’s living standard
38 % ‘difficult to say’, 24 % ‘slightly agree’, 15 % slightly disagree’. Generally, 76 % had no strong
opinion, and students were not sure about the direct etfects of privatization on living standard.
Economic liberalization is the cause of social problems
26 % ‘strongly disagree’, 31 % ‘disagree’, 10 % ‘slightly disagree’. Overall, 07 % agreed (to any
degree) that economic liberalization is not the cause of social problems.

The Karelian Republic should join the EU
51 % YES , 11 % NO, 38 % ‘difficult to say’.

I do not welcome new road and railway links to Finland
51 % disagreed (to any degree), 30 % ‘difficult to say’, 20 % agreed (to any degree). Students
would like to see the development of road and railway links from Karelia to the West.

Protectionism:
Only Russians should own Karelian business

27 % ‘strongly agree’, 34 % agree or slightly agree. Overall, 61 % agreed (to any degree) with that
Karelian businesses should own by Russian citizens.

The export of roundwood to Finland should be restricted
46 % ‘strongly agree’, 34 % ‘agree or slightly agree’. Overall, 78 % would like to see roundwood

exports to Finland to be restricted.

Foreign business and investments:

Joint venture companies are very necessary for Karelia
32 % ‘agree’, 25 % ‘slightly agree’, 22 % ‘strongly agree’. Overall, 78 % agreed (to any degree) that
joint venture companies are very necessary to Karelia.

Foreign investment is vital for Karelia's future economic growth
33 % ‘difficult to say’, 26 % ‘slightly agree’, 17 % ‘agree’, 11 % ’strongly agree’. Students were
uncertain about the vital importance of foreign investments, but 54 % agreed (to any degree) with

the statement.

I would like to see more foreign investments in Karelia
39 % ‘difficult to say’, 23 % ’slightly agree’. Students had suspicious opinions about foreign
investment, but 41 % considered the increase of them positive and 20 % negative.

proceed with foreign investments in Karelia
is not very clear. The Karelian economy is
faced with the dilemma of protectionism and
the need for opening-up to the global econo-
my and the adoption of advanced technolo-

yApart from St. Petersburg, the authorities
in Northwestern Russia have not yet succeed-
ed in creating an environment which attracts
major investments from the West. The restruc-

turing of Russian industry can be labeled as
erratic, and the economy as a whole does not
yet function like a developed market econo-
my. Northwestern Russia has been a risky,
unstable region for domestic and foreign in-
vestors — at least during the first half of the
current decade. The opening of the North-
western Russian economy to foreign invest-
ments has been negligible considering the
abundance of natural resources in the region.
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Learning by doing and inherited
structures

Northwestern Russia was intensively de-
veloped according to the socialist principles
during the Soviet Era. Companies in the vast
hinterland supplied roundwood, forest indus-
try products, ores, metals and metal products
to other parts of the economy and directly to
consumers. A proportion of their production
was earmarked for foreign markets, but un-
der the strict control of the economic plan-
ning authorities and the Soviet foreign trade
organizations. Economic transactions were
based on the rules of the command economy
(i.e. on long-term plans and production tar-
gets within each branch of the economy). In-
dependent operation was an unknown phe-
nomenon for a Soviet company, and conse-
quently, company managers and staff in pe-
ripheral areas had only very limited knowl-
edge and access to market economy business
techniques when the transition began. Ac-
cording to the interviews conducted in North-
western Russia, people have adopted to a
market economy by a ‘learning by doing’
method. The lack of any solid normative ba-
sis of the market economy helps to explain
the spatial heterogeneity of the transition.

Economic recovery has already begun in
the former CMEA countries, where economic
liberalization has been much stronger than in
Russia (World Bank 1996: 30). The transition-
al period in Russia can be expected to be
much longer than in the small Eastern Euro-
pean countries. What might the reasons be
for these differences? The historical legacy of
the Soviet and czarist period provides one
explanation. Entrepreneurs complain today of
the bureaucratic and unstable conditions, and
it seems that the long duration of economic
turmoil is partly due to the cumbersome so-
cial practices and overregulation, which still
prevail (Major 1994: 333-340), as well as to
the lack of knowledge of the sophisticated
principles of the market economy.

The concept of an inherited structure in
transitional countries has been used in illus-
trating economic structure (Sutherland &
Hanson 1996) or the meaning of the entire
communist heritage in society, physical envi-
ronment and nature (Paul 1995). The authors
interviewed enterprise leaders and authori-
ties in Russia between 1993 and 1997, and the
results revealed that three types of inherited
socio-economic structures could be identified
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within Northwestern Russia which regulate
the restructuring of industry. Institutional
conditions, the underdeveloped service sec-
tor and the organization of enterprises are
causing lags in transition. Unlike the situa-
tion in Russia, innovation-oriented develop-
ment has long been part and parcel in com-
panies operating within market economies
and this pro-innovative outlook is imprinted
on the everyday life and culture of citizens.
The mental attitude for change is more posi-
tive with market economies and this alone is
usually enough to give such countrjes an edge
for development (e.g. Hisrich & O Cinnéide
1992). In the former Soviet Union, this was
not the case. The passage of information was
not free, but was bound within an economic
system that was guided and directed bureau-
cratically (Dyker 1994: 76-78), with all expe-
riences of market economies being eliminat-
ed from the collective memory of society. 5i-
multaneously, however, some knowledge of
capitalism survived in the Eastern European
countries (e.g. the Czech Republic, Hungary
and Poland) and their institutions, despite the
in-power communists. This legacy made the
return towards a market economy easier. The
institutional structures of the former Soviet
Union, in the form of habits, customs, social
rules, legislation, economic behavior and ed-
ucation, differed greatly from those of the
market economy. From the questionnaire, the
students' attitudes reveal that the mental cli-
mate in Russia does not favor a very open,
international business environment. ‘Stunde
Null’ can be expected to prevail for some time.

Institutional reforms and market-support-
ing institutions are urgently needed (World
Bank 1996: 144-145) as there is a lack of or-
ganizational expertise on how to make use of
innovative behavior for the long-term benefit
of the entire society. In Russia, the system of
producing and disseminating information and
technological innovations to entrepreneurs
and companies is poorly developed and tech-
nologically often outdated and market-led
practices have not become sufficiently insti-
tutionalized. Research institutions are in fi-
nancial difficulties and companies await tech-
nological transfer and loans from abroad. In-
herited service-sector structures, (i.e. the lack of
a modern system for producing and dissemi-
nating innovations) tend to reinforce the bar-
rier to development. This underdeveloped R
& D and information service sector is obvi-
ously hindering the recovery of the Russian
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economy, since one of the preconditions for
successful business management in a market
economy is the availability of opportunities
through which to acquire knowledge from the
market, new technologies of production and
new business methods.

Although the modern market economy is
replacing other modes of production, Russian
enterprises still possess the remains of their
old organizational structures, including atti-
tudes and behavior from the times of the com-
mand economy (Boycko et al. 1994; Chubais
& Vishnevskaya 1994; Varis 1996). For in-
stance, a company owned (and may still own)
shops and kindergartens and was usually the
main provider of public utilities in industrial
towns (Melin 1997). Furthermore, the organi-
zation of work has not changed significantly,
even in the privatized companies, and the
process of change in companies is slow. Many
business managers are well aware of the in-
evitable changes, but the complex system of
economic, institutional and social relations
bind companies and allow for only slow
progress. From an innovation diffusion point
of view, these organizational structures, cou-
pled with obsolete productive assets, pose sig-
nificant obstacles to rapid recovery in Russia.

Barriers are inherited and embedded in
Russian communities to varying degrees. De-
velopment in peripheral localities is further
complicated by their remote location, where
traditions have more of a stronghold. Over-
all, the transitional changes have not yet been
able to eradicate the inherited barriers to in-
novation-oriented development.

Russian solutions: endogenous
elements

Capitalism is an abstract model and the
market economy develops differently in dif-
ferent institutional settings (Nielsen et al 1995:
17). Economic development in Russia is diffi-
cult to predict, as it does not follow the rules
of the ‘European’ market economy. The fact
that a market economy itself can be viewed
as a social innovation in Russia complicates
the outlining of future paths. Russians are
developing their own endogenous nuances
within the market economy.

Russian socio-economic restructuring does
not follow exactly in the footsteps of any
Western type of market economy. It is a mix-
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ture of laissez-faire (especially in small busi-
nesses), a market economy and old socialist
practices (Tykkyldinen 1996). For instance,
along with private investors and authorities,
employees or their organizations have become
co-owners of the privatized companies. This
solution is typical in Russia but not very com-
mon in developed market economies, where
ownership often rests with institutional in-
vestors and complex shareholder arrange-
ments. Russia has developed endogenous so-
lutions in the agricultural sector. For instance,
some family farms have been founded, but
company-based, large-scale farming is still
practiced in southern parts of Northwestern
Russia. Additionally, Russia does not follow
the Nordic model of a welfare state, and com-
panies and adjunct organizations continue
providing many social services. The Russian
adaptations within the framework of a mar-
ket economy are distinctly original.

Privatization has been rapid, with 70 per
cent of the employees working outside the
public sector in the mid-1990s. Additionally,
the informal private sector constituted ap-
proximately 20-25 per cent of GDP (Rautava
1996: 15, 11), and even as much as one-third
according to some estimates (e.g. Kliiter 1996:
30). Innovative behavior faces disintegrating
social structures, the lack of advanced insti-
tutional structures to promote it and it must
also cope with the ‘infrastructure of former
priorities’. The wealth gap among the vari-
ous groups of society (people, enterprises and
communities) is increasing. As an example of
retaining the past regulative traditions, local
authorities still wish to regulate inter-region-
al and foreign trade. The complex socio-eco-
nomic fabric of Northwestern Russia is com-
posed of very modern elements and old struc-
tures leading to a non-uniform socio-econom-
ic restructuring. Such a development is one
symptom of institutional lags in the different
parts of the socio-economic structures. Super-
ficially, the shift to a privatized economy has
been rapid, and one reason for this develop-
ment is that employees have been allowed
partnership arrangements and have thus ac-
cepted privatization. The transition towards
a market economy is based on both the relo-
cation of an abstract idea of market behavior,
and on Russia’s own models and experiments,
resulting in varying geographical manifesta-
tions. The Russian transition model contains
strong endogenous elements in its adaptation
of market economy principles.
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The European division of labor and
Northwestern Russia: external
pressure

Northwestern Russia was assigned a re-
source region role in the socialist economic
division of labor. This has led to a spatio-
economic structure in which most of the eco-
nomic activity was geared towards activities
that were beneficial for the overall former
USSR. This former planning created many
resource and military localities in the Mur-
mansk and Arkhangelsk Oblasts, which are
still of great strategic importance and under
the direct influence of government in Mos-
cow. The Karelian Republic does not have sig-
nificantly more self-governance than the ob-
lasts, and it remains tied to the federal power
because of its financial dependency on the
federal government.

The liberalization of trade, which began in
the late 1980s (Aven 1994), has generally been
completed and companies have conduced
their foreign trade themselves since 1991 (Or-
lov 1997: 10). Those Northwestern Russian
firms that trade with foreign companies are
now flourishing, because foreign business
generates quick incomes. This trade gener-
ates spin-off effects, such as road improve-
ments or construction works carried out by
foreign contractors for the benefit of entire
communities. Specific road work projects
(Eronen 1993; Karjalainen 1995) and school
construction projects (Karjalainen 1996), paid
for by timber companies, show how round-
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wood exports have directly benefited the pro-
vision of public utilities. One of the most re-
cent examples is the financing of central-heat-
ing installations through the sale of timber in
a small settlement near the Finnish-Russian
border (Helsingin Sanomat 1997b). Liberali-
zation has created a niche for local activity to
improve infrastructure. In most cases, how-
ever, direct trade connections have not result-
ed in appreciable growth. There has been low
export demand for Russian bulk products as
they often fail to meet the high quality stand-
ards of the export markets.

The largest businesses in Northwestern
Russia, outside of St. Petersburg, are involved
with timber and minerals, as stated in Ta-
ble 4. This is also true of the Komi Republic
and the Vologda Oblast. For example, the
Northwestern Russian annual timber harvest
during the Soviet period (without bark) was
85 million cubic meters, more than that of
any single European country. Thus, there are
plentiful opportunities for foreign wood-
processing industries to acquire their raw
materials from the region.

Minerals occupy an important position in
the economy of the Murmansk Oblast. The
Barents Sea gas reserves are considerable,
comparable in size with those of the North
Sea and the Norwegian Sea, but marine gas
reserves have been completely unexploited
(Euroil 1993). The Arkhangelsk Oblast has
both large forest resources and significant
timber production, and large oil and gas re-
serves are located in the Timan-Pechora re-

Table 4. Resources and infrastructure. (The importance or quality of a resource is indicated as follows:
+ = moderate, ++ = high, +++ = very high, - = no information or data) (St. Petersburg State Committee
of State Statistics 1993, 1994, 1995; Statistics Finland 1993, 1994, 1995; Jumppanen & Hyttinen 1995;

Seppénen 1995).

Resources and Arkhangelsk Murmansk Karelian St. Petersburg &
infrastructure Oblast Oblast Republic Leningrad reg.
forest +++ + +++ -

fish + 4+ + -
minerals and metals +++ e ++ -

oil and gas 4+ 4+ - -

main industry group forest industry metallurgy forest industry machinery
% of total output -93 42.3 % 43.4 % 34.0 % 39.3 %

% of total output -94 46.9 % 55.3 % 45.0 % 37.0 %
infrastructure in 1993

¢ telephone apparates/100 inh.  10.0 12.0 14.0 25.0

¢ km of public roads 6604 2429 6652 9647

* km of railways 1781 933 2145 3650
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Fig. 2. Forests, certain hydrocarbon projects and major agglomerations in Northwestern Russia in 1997.

gion in the northeast. Many Western compa-
nies (e.g. Saga-Shell, Texaco, Neste, Total and
Conoco) and some Russian companies are
exploring these reserves (Fig. 2). The main
Russian competitor is the hydrocarbon indus-
try in Norway, which has succeeded in in-
creasing production and will provide large
quantities of gas for Europe during the com-
ing decades.

Western Siberia (the fields of Urengoi, Yam-
burg etc.) accounts for the vast majority of
Russian gas production. Gas and oil prospect-
ing in the far north of Russia is actively pur-
sued and the exploitation of reserves appears
to be promising in the long run (Euroil 1995).
There are plans for supplying gas from the
Barents Sea to Europe. Further away, the hy-
drocarbon sector may modernize the Nenets
Autonomous District, where considerable oil

and gas reserves exist. By exploiting the fields
of the Yamal gas projects, Gazprom (the larg-
est Russian gas company) is convinced that it
could supply the growing requirements for
gas in Europe in the next century. Presently,
Gazprom accounts for nearly half of all gas
imports to Western Europe (Russian and Bal-
tic Economies 1997).

Modernization continues slowly and only
a few hydrocarbon reserves are being utilized.
Progress has been slow in other resource sec-
tors as well but the trade in forest resources,
such as roundwood exports to Finland, is an
important source of income for Northwest-
ern Russia. There are, however, no pulp and
paper mill greenfield projects in the entire
region, and numerous examples from the
Karelian Republic and the Leningrad Oblast
attest to the fact that foreign companies have
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been wary in their attempts to penetrate the
resource sector in Russia.

International business cooperation initiat-
ed with firm-to-firm contracts and has result-
ed in gradual modernization. A few exam-
ples will illustrate this:

— Low production costs in the Karelian fur-
niture industry are being harnessed, as
observed by the authors, at a company in
Sortavala in 1993 and 1995. Nevertheless,
this Karelian furniture company, simulta-
neously operating as a subcontractor and
supplier for Swedish and Finnish custom-
ers, could not find foreign markets for its
skis and parquet flooring due to quality
deficiencies. Only parts of furniture and a
few low-price pieces of furniture were at-
tractive to clients in Western market. By
early 1998, the company was bankrypt.

— A former Soviet shipyard in Petrozavodsk is
now (1997) a Russian-German joint venture
and it assembles ships from parts imported
from Germany. The company is one of the
few examples of successful joint ventures in
the manufacturing sector in Karelia.

- A sawmill in Laskeld is owned by the Rus-
sian-Finnish joint venture company, Lad-
enso, and the shared ownership helps in
finding foreign markets and organizing the
market channels for sawn timber abroad.
The company also supplies a considerable
amount of roundwood to a large pulp mill
(Enocell) in Finland, which was intended
to be a Finnish-Soviet joint venture when
it was established in the late 1980s. It is
now owned and controlled by the Finnish
partners due to financial difficulties on the
part of the Russian partners.

— A large paper plant in Segezha has Assid-
omin, a Swedish paper company, as for-
eign partner. Assidoman owns 57 per cent
of the shares of the plant and has plans to
invest 100 million USD in modernizing the
Segezhabumprom plant (OMRI Russian
Regional Report 1996). Assidomén has en-
countered more problems in Segezha than
expected, and as of December 1997, the
company had a tax dispute with the feder-
al authorities. The company was consider-
ing closing the plant in December (Dagens
Industri 1997), and the decision of closure
was made in January 1998 (Helsingin Sa-
nomat 1998a).

— The Pitkdranta pulp mill was planning to
modernize its outdated production facili-

ties in collaboration with an Austrian com-
pany in 1995 (Rohlov 1995; Sokolova 1995).
The Austrian partner was partly selected
because the Pitkdranta pulp mill is com-
peting with the Russian-Finnish joint ven-
ture, Ladenso, for wood in the same bor-
der region.

The Swedish company, Tetra Pak, is mod-
ernizing the Svetogorsk paper mills in the
northwestern corner of the Leningrad Ob-
last.

Several agreements have been negotiated
by Norilsk Nickel and Outokumpu (Fin-
land) in the last few years to modernize
mines and smelters. The Russian company
has mines and smelters in Northwestern
Russia and Siberia. Reconstruction has yet
to begin in Murmansk Oblast or elsewhere,
however.

The shipyard at Vyborg, in the Leningrad
Oblast, is in part owned by Kvaerner, a
Norwegian company which also owns a
large shipyard in Finland. The shipyard
co-operates with the other shipyards of
Kvaerner in producing ships, platforms
and sea equipment for the international
market and the shipyard is also the bridge-
head for Kvaerner to the Russian market.
Kvaerner is investing especially in the in-
formation technology of the Vyborg ship-
yard (Helsingin Sanomat 1996).

In 1997, a preliminary agreement was
reached by General Motors (Adam Opel),
Valmet Automotive, Avtovaz and AVVA to
establish a car assembly plant in the Kare-
lian Republic or in Vyborg. The assembly
of Opel cars was planned to commence in
autumn 1998 (Helsingin Sanomat 1997a).
The project progressed much slower than
expected, and the future of the plan is un-
certain (Helsingin Sanomat 1998b). Accord-
ing to Avtovaz, the Vyborg plant will most
likely not be built and instead, an assem-
bly plant might be constructed in Togliatti,
on the Volga River. (Helsingin Sanomat
1998c). Regardless of these developments,
Valmet Automotive continues to assemble
Russian cars in Finland.

The North West Regional Venture Fund (of
the European Bank for Reconstruction and
Development), principally financed by the
governments of Finland, Norway and Swe-
den, aims at modernizing medium-sized
companies. As of February 1997, NORUM,
the investment management company of
the North West RVE had put money into a
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sawmill and a greenhouse in the Arkhan-
gelsk Oblast and a hotel in the Murmansk
Oblast, for a total investment amounting
3.4 million USD (Vistbacka 1997). Foreign
investment ventures such as these are still
in their infancy.

Companies in Northwestern Russia are thus
gradually becoming linked to the sources of
modern technology, but the price of this is usu-
ally the relinquishment of either some domes-
tic control over the company or production to
a foreign partner. Only a few Russian compa-
nies have been in a position to be able to pur-
chase technology and new machinery.

The external pressure originates from two
facts. First, the resource sector needs to be
restructured according to the demand of
broader markets and, second, foreign compa-
njes are interested in Russian trade as a part
of their general business strategies. The role
of Northwestern Russia in the European di-
vision of labor clearly is based on natural re-
sources, but economic environments differ so
much that integration has been slow. Many
Russian companies have lagged behind for
so long that the transfer of modern technolo-
gy from foreign companies is the most feasi-
ble solution — and almost the only way to
achieve this is to accept those foreign compa-
nies as partners. Innovations are arising from
exogenous sources, and have to be simulta-
neously integrated into the broader, interna-
tional market.

The influence of infrastructure

Improvements in infrastructure will facili-
tate the future development of Northwestern
Russia. The large urban agglomeration, St.
Petersburg, which in terms of population is
larger than the metropolitan areas of Copen-
hagen, Stockholm and Helsinki combined, is
updating its infrastructure. One can argue that
such changes will have greater effects in terms
of money flows, trade and contracts than any
other development project in the near future.
Despite the significant economic weight of
St. Petersburg and the necessity of infrastruc-
tural investments in the city, the resource-
based hinterland will also require considera-
ble infrastructural investments in order to be
attractive for modern resource exploitation.

The primary infrastructure of Northwest-
ern Russia consists of the railways and wa-
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terways, although road transport is gaining
importance. Russia's safest and most reliable
transport connections link its heartland with
foreign countries through the northern sea-
ports on the North Atlantic Ocean, the White
Sea and the Baltic Sea.

Communications, in terms of both telecom-
munications and transportation infrastruc-
ture, call for investments (Tables 4 and 5).
Arkhangelsk Oblast is almost as large as the
whole of France and larger than Finland, and
yet has only just over 6 600 kilometers of pub-
lic roads. The corresponding figure for Fin-
land is some 88 000 kilometers. The popula-
tion of Arkhangelsk Oblast is one-third of that
of Finland.

This same pattern repeats itself in telecom-
munications. The number of telephone appa-
rates per 100 inhabitants is low (Table 4). Ac-
cording to Seppédnen (1995), the actual tele-
phone subscription figures were 1.9 per hun-
dred persons in the Murmansk region and
2.4 in Karelia, whereas in the Nordic Coun-
tries the figures were 53 for Northern Nor-
way, 70 for Norrbotten in Sweden and 50 for
Lapland in Finland. Thus, even in the periph-
eries of the Nordic Countries, the number of
telephones per capita is up to 20 times of that
in Northwestern Russia.

The poor state of infrastructure takes on a
more concrete form when one considers the
everyday business environment (Table 5;
Alanen 1997). These factors often form a tac-
it, hindering dimension working against in-
novative behavior, as people are so consumed
by the hardships of everyday life that it dis-
tracts people’s attention and interest in mod-
ernization.

Everyday life in Northwestern Russia is
secular and is a mixture of several cultural
traditions. Urban life in particular is multi-
cultural, which is, in principle, conducive to
economic transition. On the other hand, the
indigenous cultures in the ultimate periph-
ery may have difficulties in participating in
future modernization. The difference in the
standard of living between Russia and the
West often hampers efforts at cooperation.

Modernization is continuing in everyday
life despite the economic decline and severe
social and infrastructural problems. People
are adopting practices (such as private own-
ership) and changing their consumption pat-
terns more rapidly than at any other time
since the Second World War. The shortcom-
ings of society are affecting people’s liveli-
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Table 5. Characteristics of business and living conditions in Northwestern Russia, according to the

interviews between 1993-1996.

Type of service Characteristics

Provision of goods Food supply

— domestic and sometimes restricted by the scarcity of foodstuffs

Community Energy production
infrastructure

(mainly oil-based)

— cuts in supply due to technical failures and shortage of fuel

- factories supply heat to the adjacent communities (dependence)

Water supply

~ tap water, if available, is not potable in many localities

Travel and

— hotels do not meet Western standards; modest accommodation in the

accommodation periphery

— telecommunication services are lacking

— few roads and lack of fuel, diesel is most commonly available

- changing customs regulations
Business services and - scarcity of business services
language — poor knowledge of foreign languages

— difficulties in obtaining reliable information about business partners
Capital and banking — barter is common between companies as is insolvency, long delays in
system payments, difficulties in making foreign payments

— inflation has been high and unpredictable

hoods and work (Table 5) and this is certainly
making the adoption of rapid technological
advances in the industrial sectors difficult.
The local people feel that there are many is-
sues of much greater importance to be solved
than the introduction of sophisticated, labor-
saving innovations.

It can be concluded that innovative restruc-
turing is proceeding in a manner regulated
by specific factors generated from the Rus-
slan socio-economic circumstances and par-
ticularities. Business co-operation between
Russian companies and foreign partners
means the introduction of new ways of oper-
ating, not only in business but also in every-
day life, as depicted in detail by Bond and
Tykkyldinen (1996). Russian modernization is
intertwined to the transformation of the en-
tire culture. Business is modernizing Russia,
however, it is essential for all foreign partici-
pants to take into account the specific cir-
cumstances of Russian culture and society.

Toward theories of innovative
restructuring and selective spatial
modernization

The lessons to be learned from the North-
western Russian transition confirm that mod-

ernization is an intentional and political proc-
ess (involving various actors) with certain
socio-economic regularities (such as seeking
profit) and it is affected by the past social
system (i.e. institutions, organizations and
economic structures). The poor past perform-
ance of industrial plants and the former divi-
sion of labor, based on non-market pricing,
are inducing a profound and long-lasting re-
structuring of industry. Furthermore, modern-
ization shows that the post-socialist econom-
ic systems have developed in an endogenous
manner in the sense of being able to spawn a
unique form of capitalism (cf. development
in Poland and Hungary as depicted by Lobo-
da et al. 1998 and Suli-Zakar et al. 1998). Rus-
sia is developing its specific form of transi-
tion, currently consisting of a combination of
laissez-faire, a more conventional market
economy and modernized socialistic prac-
tices.

A theory of the innovative restructuring of in-
dustry, as the core of transition, is depicted
and summarized in Figure 3. This conceptual
framework illustrates the main causal forces
regulating the modernization of Northwest-
ern Russia. The empirical analysis of the
Northwestern Russian economy revealed a
contradictory development potential provid-
ed by the natural resources and the social
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Fig. 3. Process of innovative restructuring of industry in Northwestern Russia leading to selective
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capital of Northwestern Russia. The region
provides opportunities for investments be-
cause of its natural resource base, and it is
obvious that the growth derived from the
European and global markets will provide
incentives for Northwestern Russian indus-
trial modernization (Fig. 3). Obstacles and
barriers (on the left side of the Figure 3) are
the inherited structures and the legacy of in-
frastructure and remoteness. The obstacles to
rapid innovative restructuring in Northwest-
ern Russia, as viewed from the Western stand-
points, are embedded in both the inherited
socio-economic fabric of the region and cur-
rent political (institution-shaping) choices.
Endogenous, institution-shaping efforts are,
at their best, enhancement of local social cap-
ital. However, often politicians attempt to
develop semi-protected economies, and such
efforts are supported by local entrepreneurs
in order to sateguard their own interests. The
operation of endogenous forces mean that a
‘market’ economy exists only within a certain
political environment and this political factor
may profoundly shape modernization and the
formation of economic and spatial structures.

It can be summarized that there are two
main forces of restructuring: path-dependen-
¢y, in the sense of inherited structures and
legacy, and path-forming processes, in the
form of striving for new economic order. New
spatial structures of industry are results of
this struggle. The processes of restructuring
are occurring quite differently within each
company, location and community. Restruc-
turing is a spatially uneven process, which
will lead to the complete reforming of the
former ‘landscapes of priorities’.

If economic nationalism does not increase
significantly and protectionism does lose its
grip, the resource-based factories in North-
western Russia will become parts of wider,
international business networks. Innovative
restructuring will increasingly take place in
locations that are suitable for the global net-
work, which include Northwestern Russia.
Additionally, the nature of exploiting resourc-
es, long distances and harsh environments,
together with the socio-economic variables
described, will influence the future spatial
pattern of modernization. Northwestern Rus-
sian localities can improve their competitive
position best by abolishing socio-economic
barriers and releasing the factors of produc-
tion for global use. Capitalism selects loca-
tions on the grounds of profitability, and
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hence, innovative restructuring takes place in
favorable pockets. Furthermore, many endog-
enous elements, such as the compartmentali-
zation of the Russian economy and insider-
led privatization, are a seedbed for uneven
development. The pattern of uneven spatial
development is discernible if one examines
development in individual locales.

The spatially uneven development of the
early 1990s implies that the modernization of
Northwestern Russia will proceed as innova-
tive business diffuses from one place to an-
other, even over long distances, creating spin-
off effects in the environs of the production
sites. Development pockets are the adapters
and developers of innovations. Technological
innovations diffuse to industrial projects lo-
cated in favorable environments where they
can further benefit the business endeavor and
produce higher returns. Viewed from a geo-
graphical angle, this process of restructuring
can be called selective spatial modernization.

Conclusions

The Northwestern Russian case study in-
fers that spatial restructuring, both innova-
tive and non-innovative, takes place at the
level of individual factories, communities and
people. In this context, regional as well as
local development is very often misinterpret-
ed by exaggerating generalizations in the ge-
ographical space. Many regional theories
dwell too much on the concept of an admin-
istrative region as a subject of development
and do not sufficiently consider the enterpris-
es and individuals, the actual actors of devel-
opment. The theories of innovative restruc-
turing of industry and selective spatial mod-
ernization attempt to avoid this trap, empha-
sizing instead the actors of development in
geographical space. Ideal innovative restruc-
turing is an interplay between individuals and
organizations discovering new ways to con-
duct profitable business and to exploit op-
portunities provided by the attributes of cer-
tain places, communities and localities. In
Northwestern Russia there is a long road
ahead before such ideal innovative processes
are reached.

This paper concludes with a policy recom-
mendation that the role of the authorities
should be that of creating market-supporting
institutions and non-bureaucratic and inno-
vative environments and enhancing social
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capital. The authorities can no longer be the
primary actors determining the economic
landscape of Northwestern Russia, if an effi-
cient operation of a market economy is ex-
pected to develop in Russia.
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