The lmpact of Foreign Owner ship on Subsidiaries: Positive, Negative, Balanced or
Neutral?

Tiia Vissak

Abstract

The paper investigates the impacts of foreign tiraeestment (FDI) inflows on Estonian
firms. After reviewing the literature on positivadanegative impacts of FDI on subsidiaries
and their host countries and also on the fact@dimhg to different impacts of FDI, it presents
three case stories: Silvano Fashion Group, EstRitduction and the impacts of Tolaram
Group from Singapore on its four firms — Baltex @0Blorizon Pulp and Paper, Qualitex and
Baltex Nonwovens — in Estonia. Thereafter, manageriplications are provided. The paper
concludes that it is hard to foresee all the effextcertain foreign direct investment may
cause for a specific enterprise and the host ecgnomngeneral. Often, some interest groups
may prevalently benefit, while some others may lasd yet for others, the impact may be

minimal or the positive and negative impacts mawrfi@e one another. Moreover, the impact
of FDI may change over time.
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1. Introduction

In the international business literature, the immddoreign direct investments (FDI) on
their host countries has achieved considerablentaite A majority of such studies have
brought out positive impacts. Moreover, accordimdNCTAD (2006), in 2005, out of 205
new measures affecting FDI and multinationals aetbpby 93 countries, 164 made
conditions more favorable for foreign investors. e other hand, some studies have also
tried to emphasize negative effects (see, for mgtaVissak and Roolaht, 2005) or pay equal
attention to both (see, for example, Dunning, 19%ill, according to some authors — for
instance, Mencinger (2003) and Sinani and Meyef4206- there is a need to develop the
field further as the results of previous studiegehbeen somewhat mixed and the arguments
for positive and negative effects of FDI are equaflrong; moreover, the context under
which the impacts of FDI occur has not still reegivnuch research attention. Studying such
impacts is especially important for small, devehgpand transition economies as they could
be more strongly influenced by foreign capital thenge and/or more developed countries.

The paper aims to investigate the impacts of FElbws on Estonian firms. Estonia’s
smallness in terms of its population (1.34 milliard a relatively modest GDP per capita
(9740 EUR in 2006) has led to its large dependenceDI: by the end of 2006, the country’s
inward FDI stock per capita had increased to 9&:@gnt of GDP (Bank of Estonia, 2007,
Statistics Estonia, 2007). By UNCTAD’s most recamward FDI Potential Index, Estonia
was fourth in the world, following Azerbaijan, Brein Darussalam and Hong Kong
(UNCTAD, 2006).

The paper starts with a literature review. It pnésean overview of the literature on
positive and negative impacts of FDI inflows on thasuntry enterprises and, to some extent,

the countries, in general, and also on the fadéading to different impacts of FDI. After the



methodology section, case study evidence on Sil¥zashion Group, Estmilk Production and
four firms belonging to Tolaram Group from Singaper Baltex 2000, Horizon Pulp and
Paper, Qualitex, Baltex Nonwovens — is introduced @discussed. The paper ends with some

managerial suggestions and research implications.

2. Literature Review

The positive impacts of FDI. According to the industrial organization approach,
multinational enterprises should possess advantagdéke technology, management or
marketing skills, cost effectiveness, an estabtisnarket or financial strength — compared to
local firms (Hymer, 1976, Kindleberger, 1969). Thtise subsidiary could acquire capital
from the foreign owner and also gain in terms @htelogy, business techniques, skilled
personnel or market channels (Hymer, 1976, Ca\v@36)1 Several positive impacts of FDI
on host country enterprises — like improving lafoality, increasing exports and developing
entrepreneurial skills — have also been demonstratehe “flying-geese” model (Kojima,
1975, 2000). Some authors belonging to the IMP @r@ididkansson and Snehota, 1989,
2000) have stated that through network relatiorssfnpt necessarily between foreign owners
and their subsidiaries), firms can mobilize and ssme resources controlled by the other
parties; moreover, relationships can be crucialnadar increasing an enterprise’s ability to
innovate and to take part in technological develepin Several authors (for example,
Blomstrom, 1990; Dunning, 1994; Kaminski and Smaskga, 2001; Lall, 1993; Lauter and
Rehman, 1999) have claimed that a company maynatienalize fast after acquisition by a
foreign enterprise because it will get assistancereéating business contacts abroad, dealing
with product design, branding, packaging, distidrut servicing and shaping a new product

image; moreover, it can get access to superior Kmow. It has also been stated that host



country subsidiaries should gain from increasedipecb quality and productivity and more
advanced work cultures (Dunning, 1994). Their &pbilo hire the best workers by paying
higher wages may also increase (Lipsey and Sjoh20®5). In addition, due to their owner’s
bargaining power, they may achieve higher subsidiether benefits from their host
government (Blomstrom, Globerman and Kokko, 1999).

Host-country enterprises can also gain from thetipesmpacts of FDI on the whole host
economy. For instance, it has been claimed thathtst country should benefit from the
emergence of new industries (Kojima, 2000) andtelss larger exports, more efficient
resource allocation, knowledge and technology®glts and, as a result, increased GDP, tax
revenue and international competitiveness (Dunnit¥94). In addition, foreign investors
often contribute by creating new technology-oridnjebs (Agmon, 2003), forcing their
competitors to increase their efficiency (Blomstréand Kokko, 1996) and increasing
consumer welfare (Lipsey and Sjoholm, 2005).

The negative impacts of FDI. Although it is hard to argue against such a largelver
of positive impacts of FDI, it should not be forgt that the main objective of the
multinational firm is to maximize the value to sisareholders mostly located outside the host
country, not to contribute to the host economy (Agm2003). Thus, foreign owners can
cause problems for their own subsidiaries: redin&r tinnovativeness (Chudnovsky and
Lépez, 1999), transfer useless, inapplicable ondamful knowledge (Karlsen et al., 2003),
make them continue with low-value-added activitiestead of developing others, cut off
their foreign markets or confine their linkageshwibhe firms from outside the multinational
network (Dunning, 1994). In addition to the abowgative impacts, the foreign-owned
company can also find itself in a difficult situatiif the foreign owner goes bankrupt or sells
the subsidiary to another firm; moreover, conflidistween foreign owners and their

subsidiaries are also quite common (Medcof, 1997).



FDI can also cause some harm for the host econorfaesxample, by introducing
unacceptable values, interfering in the countrydditiss, using transfer pricing (Dunning,
1994), lowering the GDP (Mencinger, 2003), worsgnthe balance of payments if the
investments are made for market-seeking reasormi{lBers, Werner and Wilkinson, 1996),
cutting down their number of employees, harming é&m¥ironment (Walters and Blake,
1992) and transferring their activities to othemmies if their business environment
becomes less favorable: for instance, if laborcostrease (Blomstrom and Kokko, 1996). In
addition, host countries may lose national contnar strategic economic sectors; moreover,
local enterprises might be displaced (Chudnovsklylapez, 1999).

The factors leading to different impacts of FDI. To become able to predict whether
host country firms and the country itself would efinfrom the investment or not, it is
necessary to understand the investors’ motivedfi{@d and Love, 2007; Sinani and Meyer,
2004): for instance, technology-intensive industseem to receive larger positive spillovers
from inward FDI than labor-intensive ones (Blomst;$1990; Buckley, Wang and Clegg,
2007). According to Dunning (1994), FDI are made fimur reasons — market-, efficiency-,
resource- and strategic asset seeking — and deretif investors are interested in different
business environments. For instance, efficiencgkisg FDI are mainly made for production
cost related reasons, although some other fadt@drhined labor force are also important.
Wages are also important for market seekers, wioilethe other investor types, their
importance is much lower: for instance, strategisefrseekers are more interested in the
level of local R&D investments and the existence l@fal technologies and solutions
supporting or complementing their own ones (Andsensl995). Bellak (2007) divides FDI
into two main categories: while sustainable FDI legpt in one location although the value-
added may be changed, footloose FDI are moved b&ewbut the same value-added

activities are kept. Ferdows (1997) has stateditii@l investments and strategic subsidiary



roles — an offshore factory, a source factory,raeseactory, a contributor factory, an outpost
factory and a lead factory — depend on severabfacEor instance, while an offshore factory
— a company with low responsibilities, relativedyde exports and no innovative activities —
is established to gain access to low wages or d#oeors integral to low-cost production, a
lead factory should be capable to create procegseslucts and technologies and thus,
strategic asset seeking motives are probably nmoperitant for foreign investors. According
to Birkinshaw and Morrison (1995), if the subsigigossesses strategically important skills
and knowledge, and thus it is important for thet @sthe corporation, then the positive
impacts of FDI should prevail, while for unimportaubsidiaries, the impacts may not be as
positive.

According to the investment development path md¢deé Dunning, 1997), economies
pass five stages of growth. In the first stageguntry does not attract a significant amount of
inward FDI (except some interested in natural reses) as it lacks adequate infrastructure
and educated and motivated employees; moreovexaoditFDI are also low. In the second
stage, inward FDI are increasing as the economisdta develop — mostly attracting labor-
intensive export-oriented or import-substitutinggestments — while outward FDI are still
low. The third stage is characterized by the ineeelagrowth rate of outward and decreased
growth rate of inward FDI. The low-cost advantagéthe host country are disappearing, so
the firms either have to move production to lowast countries or to upgrade their human
and technological capabilities. In the fourth stagmintries attract asset- and market-seeking
investors and trade-related investments, while atdwFDI to lower-cost countries are
growing even faster. The fifth stage is characegtiby the increase of both inward and
outward FDI, but in this stage, host country firbecome globalized and their nationalities

become blurred so they do not necessarily actarbést interests of their home country.



Some authors (see, for example, Malo and Norus6;20M&encinger 2003; Meyer and
Gelbuda, 2006; Sinani and Meyer, 2004) have alsphasized the importance of studying
the context where the firm is operating. In theibeigmpg of 1990s, in Central and Eastern
European countries many new firms were created liaak no experience, contacts or
knowledge of Western markets. Moreover, severakrolilms were privatized (often to
foreign investors for far below their market value-organized or even closed down as their
previous markets disappeared but competition isealt took time before such companies
got accustomed to the Western markets and waysanhgement and became able to renew
their technologies and reach high export shareisnbw they are facing another challenge:
how to manage to survive after the low-cost producadvantage will disappear. As a result
of all such changes, it cannot be expected thatdorinvestors have always followed similar
motives when they have made their investments:irfstance, cost-related reasons have
become less important in more advanced transitmna@mies while the importance of
market-seeking motives has increased due to grodamgestic demand (Johnson, 2006). In
other words, according to the terminology of theestment development path model
(Dunning, 1997), a large number of these countnes moved to the third stage of their
development.

Based on the literature review, Table 1 was contdl It can be also concluded that
foreign direct investments can both positively aregyatively affect foreign subsidiaries and
also their host country, in general. The impactethels on several factors including the
country’s business environment and the subsidiaggsurces and capabilities. The impacts
of FDI on some Estonian enterprises and also s@u®rs that led to such impacts are

discussed after the methodology section.



Table 1. The impacts of FDI and the factors leading to them

The positiveimpacts of FDI

For the subsidiary:

* business contacts

« capital, technology, know-how and othe

resources

managerial, entrepreneurial and market

skills and techniques

higher productivity

improved labor quality through increase

ability to increase wages

increased product quality

additional market channels

increasing ability to innovate

assistance in dealing with product desig

branding, packaging, distribution,

servicing and shaping a new product

image

« higher subsidies or other benefits from
their host government

For the host country:

 the emergence of new industries and

clusters

export growth

more efficient resource allocation

knowledge and technology spillovers

increased GDP and tax revenue

new technology-oriented jobs

» competition and consumer welfare grow

The negative impacts of FDI
For the subsidiary:
* restricted access to foreign markets
I the obligation to continue low-value-
added activities instead of developing
ngothers
* reduced innovativeness
« transferred knowledge is inapplicable of
d harmful
* confined linkages with the firms not
belonging to the multinational network
» conflicts with foreign owners
* the problems arising from the bankruptg
n, of the foreign owner or the sell-off of the
subsidiary to another firm
For the host country:
* introducing unacceptable values
* interfering in the country’s politics
using transfer pricing
lowering the GDP
worsening the balance of payments
cutting down the number of employees
* harming the environment
« transferring activities to other countries
the business environment changes
* lost national control over strategic
economic sectors
th the displacement of local enterprises

Thefactorsleading to positive impacts of

FDI

* high technology-intensiveness of the
industry

* the subsidiary is capable to create
processes, products and technologies a
thus it is important for the rest of the
corporation

* the country is highly developed

Thefactorsleading to negative impacts of

FDI

* the subsidiary does not possess
strategically important skills and
knowledge, it has low responsibilities, it

ndnot innovative and thus it is not importat
for the rest of the corporation

» FDI are mainly made for production cos
or market- related reasons

* the country lacks adequate infrastructur

is

t

D

and educated and motivated employees

3. Methodology

This paper is based on case studies because thigaafp allows combining previously

developed theories and new empirical results, amswe‘how” or “why” questions,



investigating complex contemporary phenomena withéur real-life context and developing
new, empirically valid and even testable theorétical practical insights (Eisenhardt, 1989;
Ghauri, 2004; Gummesson, 2006; Hillebrand, Kok Breimans, 2001; Tsoukas, 1989; Yin,
1994). The need for case study and firm-level dataalso increasing in studying
multinationals’ activities (Gestrin, 2002) and thanpact on host economies (Chudnovsky
and Loépez, 1999). Moreover, this method is appaterior conducting research in countries
where the sample base is too small for using statigeneralization (Chetty, 1996).

In the multiple-case approach there is no ideal bemof cases (Eisenhardt, 1989). For
instance, according to Gummesson (2003), it isiblesto justify using any number of cases
from one to several, even hundreds: this dependbe@nesearch purpose and questions. On
the other hand, once a pattern emerges, each edvsite adds to the research data at a
diminishing rate (Stuart et al., 2002). Consequeiml this paper, the task was not to examine
as many companies as possible, but to get a sirffiainderstanding of some Estonian
companies’ different experiences with their foreaymers.

This paper contains three stories. The first caise+ Silvano Fashion Group — has been
locally-owned and foreign-owned twice in its histolt was selected because of having both
positive and negative experiences from being forexgyned; moreover, currently the impact
of foreign ownership is in a way neutral: its newelign owners are its previous local owners
as they transferred the ownership from an Estofiianto their other company registered in
Latvia. The second case firm — Estmilk Productiomas also been foreign-owned twice. Its
first experience from foreign ownership was prentdie negative, while the current
experience has been both negative and positivethiftecase story is about the impacts of
one foreign owner — Tolaram Group from Singapoam-ts four firms in Estonia (it also has
some other activities in this country, but theseehlaeen relatively small, so they have been

excluded from this study). Some of them have magaiyed, while some others lost.



To increase the findings’ generalizability, it wéescided to select enterprises of different
sizes and ages, from dissimilar industries and digsimilar impacts of foreign owners. The
cases are mainly based on secondary data souteding annual reports, the companies’
homepages, newspapers and public databases, gulszecontain some interview material

collected in 2002.

4. The Impact of Foreign Owner ship on Silvano Fashion Group

The period of local ownership. The predecessor of Silvano Fashion Group — a desig
manufacturer and retailer of women’s garments —aveswing team “Osta” founded in 1944.
Based on it, a state-owned company named aftervalut®nary activist Vilhelmine
Klementi (1904 — 1929) was established in 1950pitsduction was oriented to the Soviet
market. In the beginning of 1990s, the firm had@&tployees. In 1992, it was reorganized
into a state-owned firm RAS Klementi that includea other sewing factories: RAS Parnu
Omblusvabrik (it was sold in 1993, and that redukésmenti’s production capacity by 40
percent) and RAS Rapla Rdivas (it was sold in 1%26,this did not affect Klementi that
much). In March 1994, 80 percent of Klementi wawgirzed to AS Klementi Kaubandus
owned by the firm’s employees and in October 19896 remaining shares were sold through
a public offering. During the following years, them’s ownership structure changed several
times. Despite of that, it became a successful kepoin 1996 its export share was 67
percent. The firm mainly exported to Finland, Swedeatvia and Lithuania and it also had a
shop in Tallinn. In May 1997, Klementi was listedfze Tallinn Stock Exchange. In the same
year, it opened another shop in Tallinn and a Y&t®r, established a subsidiary Klementi
Trading OY in Finland. 1998 was a year of an ecaonasiowdown in Estonia; moreover, the

Russian crisis began. Still, Klementi managed tenewmcrease its turnover by using more
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aggressive marketing techniques, opening two additishops and starting exporting to the
UK and Austria.

The period of foreign ownership. In January 1999, Klementi’'s minority shareholder
P.T.A. Group — Finland’s leading garment manufaatur acquired additional 43 percent of
the company. By 2001, its share grew to 79 percema. firm at first gained from having a
foreign owner. It received capital and became &bl@vest in machinery and a new system
for measuring and organizing work time, to incresdurnover, to build a logistics centre
that was responsible for the whole P.T.A. Groug®& material and production flows, to
develop a new corporate style, and to open 14 mepssin the three Baltic countries. It also
established a subsidiary UAB Klementi Vilnius inthiania. Moreover, Klementi obtained
the right to sell its garments in Finland under tlnener’'s trademark Piretta. It also became
one of P.T.A. Group’s main subcontractors: 30 paroéthe parent’s garments were sewn in
Klementi and sold to the parent firm at market gsi¢in total, such orders accounted for 13
percent of Klementi’'s planned turnover in 2002). t@a other hand, the impact of foreign
ownership was not entirely positive: for instanite 2000 its collection did not become as
popular in Lithuania as it had hoped and it did mainage to develop its spring collection for
Scandinavia on time; this led to decreased ordéoseover, Klementi had a 0.2 million EUR
loss in 1999; in 2000 and 2001, it earned a paffanly 0.1 million EUR. In the first quarter
of 2002, Klementi had a loss of 0.3 million EUR &ese its foreign owner reduced its orders
considerably, so the Estonian firm had to offerceuracting services for a lower price to
other customers. Moreover, in order to alleviageatvner’s liquidity crisis, Klementi was
ordered to sell its products with large discounts.

The period of local ownership. In April 2002, the bankruptcy of P.T.A. Group OYasv
declared. Its Estonian subsidiary was also on #rgevof bankruptcy as it its former owner

did not pay for its subcontracting services. Thengany had to take large loans from two
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Estonian banks in order to continue operating. mythat year, it dismissed 200 employees
out of 650. In the first half of 2002, the firm sad a loss of 1.2 million EUR. In July 2002,
an Estonian venture capital company Alta Capital @8 co-investors acquired Klementi
together with several P.T.A. Group’s internatiopakcognized trademarks (PTA, Piretta,
MasterCoat, Avenue, Clubline and Mallimari), sonustomer relationships, stock reserves
and machinery. Klementi increased its exports terse Nordic countries and paid more
attention to design. In 2003, the company estadtistwo subsidiaries: Klementi AB in
Sweden to enhance the wholesale of the firm’s mtsdthere (its activities were ended in
2004 after Estonia’s accession to the EU as itrbecaasier to supply the customers directly
from Estonia) and SIA Vision in Latvia. It closedwin four shops in Lithuania and
liquidated its subsidiary UAB Klementi Vilnius atsdecided to co-operate with a local firm
Apranga that had its own shops there. In 2004-280&nenti experienced difficulties in
Scandinavia: P.T.A. Group’s bankruptcy had madeuttomers cautious; moreover, the new
collections did not become popular there and sdithelost some larger orders. As a result,
it decided to stop its activities in Sweden andwWwor in the first half of 2005. At the same
time, the firm began preparations for opening shiopRussia and the Ukraine. In March
2006, the company promised to pay more attentioretal trade, to establish a subsidiary
UAB PTA Prekyba in Lithuania in order to co-ordiedghe opening of shops there, to open
new shops in Russia and the Ukraine by 2009 analand, Hungary and the Czech
Republic by 2012. In August 2006, the firm’'s namaswhanged to PTA. It announced its
plans to increase the number of shops to 100 byetiteof 2007 and to 400 (in the three
Baltic countries, Belarus, Ukraine, KazakhstanaRdland the Czech Republic) by 2010.
The period of foreign ownership. In October 2006, a public limited company Silvano
Fashion Group AS was incorporated into PTA throagheverse takeover (the owners of

Silvano’s shareholder — SIA Alta Capital Partnergistered in Latvia — who were also the
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main shareholders of PTA before the deal, acquar@d.9 percent of PTA and PTA became a
100-percent shareholder of Silvano). The acquisiéidded a new segment — lingerie — to the
corporation (due to acquiring a Latvian lingeriegucer Lauma, a Belarus lingerie producer
Milavitsa and a Russian retail chain Linret opergtOblicie stores), and this formed 64
percent of its sales revenue in 2006. Moreovechédnged the company’s sales structure:
while before, the main export markets of PTA wengldhd and Latvia, in 2006 they were
Belarus and Russia. Poland also became importahtovember the firm acquired a lingerie
retail chain Splendo with 7 shops there. In additihe firm sold its lingerie in many other
countries, including Uzbekistan, Israel, Germahg, €zech Republic and the UK. In the end
of 2006, the company opened its first two PTA shiopRussia. In the first quarter of 2007,
the number of PTA shops was increased to 19 andiuheber of other shops to 38. In the
future, PTA plans to pay most attention to two itatade chains: PTA and Oblicie, but it
also continues to operate some Lauma, Milavitsa $pldndo shops. In the long term, the
company plans to become one of the leading produdfevomen’s clothing, accessories and
lingerie in the three Baltic countries, Russia #mel Commonwealth of Independent States as
these markets are still growing fast, while Westaarkets are relatively stable. In July 2007,
the enterprise became listed at the Warsaw Stoahdfge. In August, it was renamed
Silvano Fashion Group. PTA’s former operations twed under the previous trademark.
The firm announced that a new subsidiary PTA Grauquld be created to continue the

operations under the PTA brand.

5. Thelmpact of Foreign Ownership on Estmilk Production

The period of foreign ownership. In the mid-1990s, an Afghan businessman

Mohammad Yagub Haidary moved to Estonia. He reate@arly bankrupt company Rapla
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Dairy, renamed it Lacto and opened Estonia’s masiem milk-powder factory in 1998 that
cost 13 million EUR. As the owner did not have agderm strategy, the company had cash-
flow problems from the beginning. They deepened2@®1 as purchase prices of dairy
products fell twice in world markets. Moreover, taaeceived several Western European
partners by re-packaging and re-labeling milk pawated butter (imported from Russia and
New Zealand, respectively) and selling them as ritsto It also sometimes took advance
payments from buyers but never sent them the medib& This destroyed Lacto’s image in
Europe, thus it had to export to less profitablekats in Africa and the Middle East. The
owner was also accused of using the company’s ftordgersonal purposes (the court case
has not been ended yet): for instance, buildingla and a garden around it. Moreover, the
firm did not pay the correct amount of VAT. In thtiss debts to different creditors increased
to over 14 million EUR. In January 2003, the caletlared the company bankrupt. Some of
its debts were by that time transferred to RaplaryDenat also went bankrupt in 2003.
Haidary fled the country.

The period of local ownership. In February 2003, Estmilk Production was founded t
operate the bankrupt plant. A local company Leoadnyest acquired it from another local
company Hansa Leasing. Soon Estmilk Production doanstrategic partner: a Russian
company Nutritek Group, one of Russia’s largestipoers of milk products, infant formulas
and various specialized nutrition for babies. Astfi Estmilk Production lacked operating
assets and it also took some time to restore itgacts with some previous customers.
Moreover, the procurement prices of milk increaseate than 30 percent, while the market
prices of butter and milk powder did not incredsat tmuch. Still, in 2003 the firm managed
to have a turnover of 6.5 million EUR, an exporarghof 78.3 percent (most of exports went
to Germany, France and Holland, but some also ¢oGbkech Republic, Denmark, Russia

Iraq, Iran, Egypt and Algeria) and a net loss dfy@n16 million EUR.
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The period of foreign ownership. In October 2004, Estmilk Production was acquirgd b
Nutritek for about 11.5 million EUR. The new ownarsnounced that they would soon start
producing instant food for babies with specifictdig needs: the area in which the parent
company had developed special skills. Still, tredryended with a loss of 1.54 million EUR,
but the turnover increased to 18.1 and exportsté fnillion EUR. The firm’s main export
markets were France, Germany, Denmark, HollandCtrech Republic, Lithuania and Italy.
In the beginning of 2005, Nutritek promised to istv6.5 million EUR into the development
of its subsidiary and to increase its turnover n3illion EUR. Unfortunately, the parent
company lacked capital to invest as soon as it grathised because it had expanded its
activities in several countries very fast. So, BktniProduction took large loans and
experienced serious difficulties: in March 2005 @&O (soon released from his post)
announced that the company was practically bankfiupt commercial register threatened to
terminate it because of negative share capital. édew Nutritek was able to raise additional
capital and invest into Estmilk Production, so fine remained active. Still, in 2005, it lost
1.27 million EUR, its turnover decreased to 4.28 arports to 2.41 million EUR because
the restructuring process, although not stoppirey gloduction completely, restricted the
firm’s ability to use its full capacity. The restturing of the firm continued until the end of
November 2006. That year ended with the loss oB 4lllion EUR because of the
restructuring and the problems with receiving tkpagt permit to Russia (it was granted in
the second half of that year but Estmilk Productiaa hoped to receive it several months
earlier). The firm’s turnover decreased to 3.60 arplorts increased slightly to 2.47 million
EUR. The main export markets were Holland, Rudsthpania, France and Nigeria. In May
2007, the firm decided to continue only with th@durction of breast-milk substitutes and

butter (as a side product) for the Russian, Latvighuanian and Estonian market, but also
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export to some extent to Belarus and the Ukraingahs to double its production capacity in

2008 as the demand is high on the Russian market.

6. The Impact of Foreign Ownership on Four Firms Belonging to Tolaram Group

In the end of 1994, Narinder Kumar (“Sonny”) Aswamsited Estonia to seek for new
business opportunities. He was a representativeoaadf the owners of Tolaram Group: an
international group (with operations in more th&hc@untries in Asia, Africa, Europe and
America) headquartered in Singapore. Soon the coynpaade several investments to
Estonia.

Baltex 2000. In March 1995, Tolaram Group acquired a textild garn producer Balti
Manufaktuur and renamed it Baltex 2000. It latemined two co-investors — the EBRD and
a Dutch development fund FMO — with 16.21 and 14B&ent, respectively. At first, the
company grew quickly and its export share increasedore than 90 percent of turnover (the
main markets were Finland, Italy, Germany, the BPiirtugal and Switzerland), moreover, it
received the ISO 9002 certificate and renewed sofmgs technology, but in 2000, its
situation started to worsen as the textile and yaroes in the world market decreased,;
moreover, although the prices of raw materialststiito increase soon after, the prices of
finished products did not follow. In 2000, 2001 a2@D3-2005, the firm did not manage to
earn any profit. The press accused the companyyhg relatively large sums to La Pupa
Trading — a Singaporean firm where the owners dbrBon also had their shares — but
actually the sums were not that remarkable: thesewiee largest — 0.57 million EUR — in
2000, but this was only 2.5 percent of its turnower2000-2005, the firm had five different
CEOs. By the end of 2005, it was clear that the emanwould not be able to invest

considerably into the enterprise. This company ta&én large loans — 11.5 million EUR —
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moreover, most of them had a deadline in 2005 6620he local banks and the shareholders
refused to assist as the firm’s turnover had deeedo 10.8 and net loss increased to 7.9
million EUR (in 2004, they were 16.3 and 3.5 millicUR, respectively, while in 2000,
Baltex 2000 had a turnover of 23.5 and earned &twb2.04 million EUR). Moreover,
several customers cancelled their orders as theglgaper offers from Chinese producers.
So, the production was stopped in December 200®w@dih the company had just installed
some new expensive machinery. The firm lay off mafsits 600 employees. Instead of
textile production, the owners of Baltex 2000 dedido develop its real estate: to build
apartments in its previous production facilitiesdamlso construct some new apartment
blocks, recreational facilities and business presisn its territory. They transferred the real
estate of Baltex 2000 to their other company Phokand. In total, Tolaram has promised to
invest 300 million EUR into this project.

Horizon Pulp and Paper. In July 1995, Tolaram bought a bankrupt Estoniamgany
Horizon Pulp and Paper (its production had stoppei®92). Its owners (Asean Interests Ltd
belonging to Tolaram; in 1997 the IFC acquired & JIpkrcent ownership but according to
the shareholders’ decision in 2004, the enterpmiieacquire the share of the IFC by the end
of 2008) invested considerably into Horizon’s depshent and restored its production only
three months later. The firm started producing p@peducts for the packaging industry, but
also tissue and toilet paper and in 2004, recetlied SO 9001:2000 and ISO 14001:1996
certificates. The company quickly established ftsel foreign markets: it is regularly
exporting to more than 40 countries all over theleyoabout 70 percent to the European
Union and the rest to Africa, Middle East and As#lmrizon Pulp and Paper has earned a
steady profit since 1997. In 1996-2006, its turmowmereased from 7 to about 40 million

EUR. The firm has also invested considerably idypioin reduction (this was a problem at
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first). With more than 500 employees, it is theyémst employer in Kehra (a small town with a
population of 3100).

Qualitex. In February 1996, Tolaram Group bought a banktextile factory in Sindi,
South-West of Estonia and renamed it Lotus Cold&080 (in 1999, the company was
renamed to Qualitex). In February 1997, this factoecame a fully owned subsidiary of
Baltex 2000. The owners invested considerably tnéofirm’s development, so it became the
most modern in the region. Still it took severahrgebefore the factory started operating at
full capacity: for instance, in 1996 its turnoveasw0.2 and in 1998, 0.4 million EUR; it
increased to 5.9 million EUR in 2000. However, fgstwth has not continued: in 2006 its
turnover was 6.1 million EUR. Qualitex has sold pt®ducts to several Estonian, but also
some foreign customers (for instance, Nike and H&M)produces a variety of fabrics —
including aromatherapy, anti soil, dry fit and hkajuard fabrics (some of them developed in
co-operation with a Danish firm Moruf Stof) — anditked garments and exports them to
Sweden, Finland, Germany, Lithuania, the Czech Blgpand other countries (in 2006 its
export share was 53.8 percent). It has about 158logxes. In 2002-2004 Qualitex received
the 1ISO 9001: 2000 and ISO 14001: 1996, Oko-Texlshdcertificates. In these three years
and also in 2006 the firm managed to earn a pfof@2 million EUR in 2006), but in all the
other years, it had losses (for instance, 2.1 omllEUR in 2001 and 0.2 million EUR in
2005). In the near future, the company plans to $mye more machinery and software,
increase its profits and start exporting to Ruasic Belarus.

Baltex Nonwovens. In May 1997, Tolaram acquired an Estonian compbfigtra Viva —

a producer of blankets and pillows — and renamd&hlitex Nonwovens. This company had
been established in 1988 with a goal to supplyRbssian market, but due to the worsening
of relationships between Russia and Estonia, ienbecame able to reach its full production

capacity. Tolaram started to develop the enterptisel999, it reached a turnover of 1.31
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million EUR and an export share of 93.6 percerg (tiain foreign markets were Holland, the
UK, Russia, Latvia and Finland), but a part ofpteduction line was destroyed by fire in
1999. Although the firm was insured, that yeai stilded with a loss (the company had not
earned any profit in earlier years, either). S@ thvners decided to liquidate the firm. In
November 2000, the plant and its equipment were toan Estonian home textiles producer

Toom Tekstiil. The liquidation process was offityatnded in March 2001.

7. Discussion

From the above it can be concluded that the casganies have not equally benefited or
lost from FDI (see also Table 2). Klementi, a peadsor of Silvano Fashion Group, was at
first positively affected by the takeover by P.T.@roup from Finland: it became able to
expand its activities and to open new shops, ttdkbainew logistics centre, to renovate its
machinery and to use the owner’s trademark Pir&tta. bankruptcy of this owner in April
2002 led its Estonian subsidiary to quite seriotmnemic difficulties. It took several years
before the company became able to earn profit aganthe other hand, the firm probably
would not have grown so much in 2006 if it would/éastill remained under the ownership
of its previous Finnish owner: its current ownergvén invested considerably into the
company and developed it into a corporation incaafog two lingerie producers and three
retail chains. Due to the latter, in 2005-2006, ¢benpany’s turnover increased from 7.3 to
27.0 and exports grew from 3.8 to 22.3 million EL8Rill, it cannot be said that such a fast
growth in 2006 was caused by a change from loctdreagn ownership: although in October
2006 officially SIA Alta Capital Partners registdran Latvia became the firm’s main owner
instead of an Estonian-registered firm Alta Capitaése companies had the same owners.

So, the transfer of ownership in itself did notdea any positive or negative effects.
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Table 2. The impacts of FDI on the case firms

Case Positive Negative
Silvano | Ownership by P.T.A. Group (Finland): Ownership by P.T.A. Group:
Fashion | « additional capital * no profit for some years
Group |« new machinery * reduced subcontracting
* a new corporate style orders in 2002
 the owner’s trademark Piretta « an order to sell products with
« local and foreign expansion large discounts
« a new logistics centre * serious problems in 2002
« a new system for measuring and organizing When the owner went
work time bankrupt
Ownership by SIA Alta Capital Partners Ownership by SIA Alta
(Latvia): Capital Partners:
° ¥ o ¥
Estmilk | Ownership by M.Y. Haidary (Afghanistan): Ownership by M.Y. Haidary:
Produc- | » additional capital * no long-term strategy
tion » new machinery « cash-flow problems
» foreign expansion * large debts
Ownership by Nutritek (Russia): « illegal business practices
* restructuring process started and completed destroyed image
(in 2006) « bankruptcy
* new product and customer segments Ownership by Nutritek:
* new machinery * no profit
* additional capital * lack of capital in 2004/5
* new export markets * reduced turnover
Four Baltex 2000: Baltex 2000:
firms » fast local growth and international * no profit in 2000, 2001 and
belon- expansion until 2000 2003-2005
gingto |« SO 9002 * 5 CEOs in 2000-2005
Tola- * new machinery * large loans
ram Horizon Pulp and Paper: * somewhat questionable
Group | . additional capital and new machinery business practices
« foreign expansion * end of activities in 2005
* new products Horizon Pulp and Paper:
* |ISO 9001:2000 and ISO 14001:1996 * pollution (but the level is
Qualitex: being reduced)
« additional capital and new machinery Qualitex:
« foreign expansion * no remarkable turnover
e new products growth since 2000
« 1ISO 9001: 2000 and ISO 14001: 1996, Okd-losses in 1997-2001, 2003
Tex and IVN certificates and 2005
Baltex Nonwovens: Baltex Nonwovens:
« foreign expansion * no profit
« some capital and machinery * liquidation

*The firm’s ownership formally changed in Octob&0B, but actually the new foreign
owners and the previous local owners belong ts#me owners, so the impact of ownership
change in itself is neutral.
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In the case of Estmilk Production, foreign investatso had both positive and negative
impacts on the firm’s development. Mr. Haidary muilsed the factory and during his
ownership, the firm internationalized quickly, bl¢ did not have a long-term strategy;
moreover, by deceiving several Western Europeatnga he destroyed Lacto’s image in
Europe. In addition, he sometimes allegedly useditin’s funds for personal purposes and
tried to avoid VAT payments. So, as a result, theagany went bankrupt. The new foreign
owner, Nutritek Group from Russia, has also notagkvbeen able to support its Estonian
subsidiary: the firm has not earned any profit gatl in the beginning of 2005, Estmilk
Production was on the verge of bankruptcy as Naktriacked capital to invest in it in the
amount it had promised. It seems that by now, itfs@tson has improved: the restructuring of
the firm was completed in the end of 2006. Stilisitoo early to be certain if will become
able to develop as fast as the foreign owner asiged.

Tolaram has made several investments to EstoniseVer, their impacts on its
subsidiaries have not been similar. Baltex Nonwewaearly lost from FDI: it went bankrupt
as the parent firm did not restore its productioe bfter the fire. In the case of Baltex 2000,
the impacts were also prevalently negative — ®xyiiloduction was ended and most of the
employees laid off in 2005 although the owners inadsted considerably into the firm — but
the investments into its real estate may lead toespositive impacts for the host economy.
Horizon Pulp and Paper, in turn, has mostly gaind owners have modernized its
machinery and the firm started to grow and eartitpatmost from the beginning. Qualitex
has also been modernized, but its developmentdiaseen as stable: some years have ended
with a profit, some others with a loss; moreovdre ffirm’'s turnover has not grown

remarkably during the last six years.
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It cannot be stated that all the positive or negatievelopments in these firms happened
only because of their foreign owners’ activitiewr knstance, for PTA Group, Estonia’s
accession to the EU in May 2004 tightened the cditngoe and led to significant outflows of
employees; this forced the firm to optimize coslisgrease the share of subcontracting and
increase production efficiency. Lacto’s problemgmned in 2001 as world prices of dairy
products fell twice. Tolaram’s firms were also imfed by some external factors: for
instance, the fire in Baltex Nonwovens harmed tbmmany considerably and thus it went
bankrupt a year later. Baltex 2000, in turn, safefrom the liberalization of the world textile
trade: it lost customers to Asian producers asptioguction costs are lower there. Qualitex
and Horizon Pulp and Paper have also had to défalimireasing labor costs in Estonia: they
have had to modernize themselves and to start al@wnel their products more actively.

In addition to the external factors impacting thdésms during the time they were
foreign-owned, they were also affected by the evdhat took place and processes that
started before they were acquired by foreign ownfrs instance, the dissolution of the
Soviet Union and the worsening of Estonia’s relalops with Russia soon after that forced
the firms to seek for new foreign markets; morepthex poor state of many case companies —
for example, the lack of modern technology andisieffit financial resources for acquiring it
— led to their need for involving foreign investohs the first half on the 1990s, labor costs
were much lower in Estonia than they currently-are the fourth quarter of 1991, Estonia’s
average monthly salary was 7.3, five years latéf,.2 in 2001, 375.6 and in the second
quarter of 2007, already 738.0 EUR (Statistics Hata2007) — and thus, the investors often
had cost-related reasons for acquiring the casesfilhe increase of labor costs caused very
serious difficulties for some case firms: for imgta, Baltex 2000 closed down its textile
production. It is hard to say if the production Wwbbhave continued if this firm would have

had different foreign or local owners.
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8. Conclusions

The paper demonstrated that subsidiaries may botlamd lose from being foreign-owned.
Some enterprises gain: for example, in terms ofkhow, capital, technology and foreign
market contacts. On the other hand, some other aoieg activities and even existence may
be hindered by the owners’ poor economic stateljgesgce or, in some cases, even criminal
actions.

It is almost impossible to foresee all the effextsertain foreign direct investment may
cause for a specific enterprise and the host ecgnom general. From this specific
investment, some interest groups — for instance,stibsidiary’s employees — may benefit,
while others — for example, those employed byatal competitor — may lose (or the other
way round if the foreign-owned firm goes bankrupf)oreover, the impact of FDI may
change over time: for instance, some previouslgesgful companies may be closed down
later, while some nearly bankrupt firms may be vedi some enterprises may later develop
activities with a considerably higher value-addetijle some others may be forced to end
them. So, it is extremely hard to offer any unieérsianagerial suggestions. Naturally,
foreign (and local) partners should be selecteg tharoughly. Inward FDI should be sought
only if the firm hopes to develop faster afterwarfds example, to get access to some foreign
markets or receive necessary technologies or krigeleAs foreign investors’ motives and
their impact on the host country firms are inteatedl, it is very important to find out if their
and the potential recipient’'s long-term goals cmlacor not. It is also necessary to learn as
much as possible from the owner and to be prepareitie potential problems: for instance,

what to do if the owner gets into serious finandifficulties.
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As this paper was based on a small number of casissnot possible to estimate how
much Estonia as a country has gained or lost fromidgn direct investment inflows. To
calculate at least a rough value, much more datffieial statistics, survey and interview
materials — have to be collected and examined. M@ the paper concentrated mostly on
the direct impact of FDI: the effect of foreign osva on their subsidiaries. The indirect
impact — for instance, the one on the subsidiaresal and foreign network partners or
competitors — still has to be studied.

This paper concentrated only on Estonia. On therottand, in other countries, the
impacts of FDI do not have to be similar as différdnost countries — for example,
smaller/larger, more/less advanced — attract dikmirtypes of foreign direct investments.
The differences between foreign owners could atsd [to dissimilar impacts on their
subsidiaries as, for example, large/small, agncaltmanufacturing, new/more experienced
companies may make different types of FDI.

It would be also interesting to analyze more thghdy a specific multinational’s impact
on its subsidiaries in different countries. It igitq likely that economic, cultural and other
differences between these countries, but also igsndilarities between foreign subsidiaries,
influence the multinational’s policy toward themdathus its impact of FDI may differ:
positive impacts may prevail in some cases andtiveg@ some others; moreover, they may
change over time — a firm may at first benefit fré@I but lose later or the other way round.

More attention should be also paid to the impactartain foreign direct investment
policies on different countries and to the differes in their history and levels of economic
development: for instance, due to such dissimiésjta specific policy may be successful in
one country but fail in another. It could be alsteresting to study if certain countries or

groups of policy-makers are more interested ined#iit impacts of FDI: for instance, if they
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prefer to create a large number of jobs in a labtnsive sector or to establish enterprises
with a small number of employees but a large valdéed.

Finally, it should be examined more thoroughly WRRI fail (for instance, foreign
owners go bankrupt or do not manage to develop théisidiaries to the extent they had
promised). Then, it should become clearer how ¢lsld influence foreign subsidiaries.
Only after that, is should become possible to affiere specific managerial suggestions and
indicate what changes host countries should makerder to attract more foreign direct

investments that support not only their subsidgrpit also locally-owned firms.
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