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The European transport market has confronted several changes during the last decade. Due to
European Union legislative mandates, the railway freight market was deregulated in 2007.
The market followed the trend started by other transport modes as well as other previously
regulated industries such as banking, telecommunications and energy. Globally, the first
country to deregulate the railway freight market was the United States, with the introduction
of the Staggers Rail Act in 1980. Some European countries decided to follow suit already
before regulation was mandated; among the forerunners were the United Kingdom, Sweden
and Germany. The previous research has concentrated only on these countries, which has
provided an interesting research gap for this thesis. The Baltic Sea Region consists of
countries with different kinds of liberalization paths, including Sweden and Germany, which
have been on the frontline, whereas Lithuania and Finland have only one active railway
undertaking, the incumbent. The transport market of the European Union is facing further
challenges in the near future, due to the Sulphur Directive, oil dependency and the changing
structure of European rail networks. In order to improve the accessibility of this peripheral
area, further action is required.

This research focuses on topics such as the progression of deregulation, barriers to entry,
country-specific features, cooperation and internationalization. Based on the research results,
it can be stated that the Baltic Sea Region’s railway freight market is expected to change in
the future. Further private railway undertakings are anticipated, and these would change the
market structure. The realization of European Union’s plans to increase the improved rail
network to cover the Baltic States is strongly hoped for, and railway freight market
counterparts inside and among countries are starting to enhance their level of cooperation.
The Baltic Sea Region countries have several special national characteristics which influence
the market and should be taken into account when companies evaluate possible market entry
actions. According to thesis interviews, the Swedish market has a strong level of cooperation
in the form of an old-boy network, and is supported by a positive attitude of the incumbent
towards the private railway undertakings. This has facilitated the entry process of newcomers,
and currently the market has numerous operating railway undertakings. A contrary example



was found from Poland, where the incumbent sent old rolling stock to the scrap yard rather
than sell it to private railway undertakings. The importance of personal relations is
highlighted in Russia, followed by the railway market’s strong political bond with politics.
Nonetheless, some barriers to entry are shared by the Baltic Sea Region, the main ones being
acquisition of rolling stock, bureaucracy and needed investments.

The railway freight market is internationalizing, which is perceived via several alliances as
well as the increased number of mergers and acquisitions. After deregulation, markets seem to
increase the number of railway undertakings at a rather fast pace, but with the passage of
time, the larger operators tend to acquire smaller ones. Therefore, it is expected that in a
decade’s time, the number of railway undertakings will start to decrease in the deregulation
pioneer countries, while the ones coming from behind might still experience an increase. The
Russian market is expected to be totally liberalized, and further alliances between the Russian
Railways and European railway undertakings are expected to occur. The Baltic Sea Region’s
railway freight market is anticipated to improve, and, based on the interviewees’ comments,
attract more cargoes from road to rail.

Keywords: Baltic Sea Region, barriers to entry, deregulation, European Union, railway freight
market, Russia
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1. INTRODUCTION

1.1. Motivation for the Research

The worldwide transport markets have experienced significant changes over the last few
decades. Globalization, outsourcing of production to low-cost countries and an increased
number of mergers and acquisitions have all impacted transport flows, while the upward
trend of deregulation has modified the whole transport sector. Efficient transport systems are
crucial components of economic development, both internationally and nationally. The
availability of transport and overall accessibility influence global development patterns, and
can either enhance economic growth or create barriers to it. (Quinet and Vickerman, 2004;

World Bank, 2013a)

Since the commencement of the European Union (EU), one of its main cornerstones has been
to form an area guaranteeing the free movement of people, goods, services and money. In
order to achieve this goal, the European Economic Community (EEC) — also known as the
Common Market — was formed in 1958 with the signing of the Treaty of Rome. (European
Union, 2012) In subsequent decades, the transport sector has evolved into one of the key
sectors of the European economy. The transport industry directly employs over 10 million
people and accounts for 4.6 percent of the gross domestic product (GDP). Effective transport
networks are vital in terms of opportunities for European companies to compete in the world
economy. Transport also directly influences people’s quality of life, because 13.2 percent of
household budgets is spent on transport goods and services. (European Commission, 2011a;
2012a) Road transport is the main transport mode in the EU, and has been reasserting its
status annually. In 2010, the market share of road transport was 76.4 percent, compared to
73.7 percent in 2000. (Eurostat, 2013a) Contrary to road transport, railway transport has lost
market share. In the 1950s, the market share of railway transport in Europe was 60 percent,
but it had declined to 17 percent by 2010. (Eurostat, 2013c; Vassallo and Fagan, 2007) The
EU has tried to increase the utilization of railway transport in various ways (for example,
with the Marco Polo funding program; see European Commission, 2012a). Although railway
transport is often regarded as a prospective competitor to road transport because it offers cost-
effective transport (Hilletofth et al., 2007), its level of utilization has not been as diffuse as

expected.
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The European transport sector has developed over the decades, but the current market
environment is causing considerable challenges for the industry, including congestion, oil
dependency, greenhouse gas emissions, infrastructure and competition. Congestion mainly
affects road and air transport, costing Europe around one percent of its annual GDP.
Meanwhile, freight volumes are increasing. By 2030, volumes are expected to be
approximately 40 percent higher than in 2005, and by 2050, 80 percent higher. The
increasing volumes have a direct connection with oil dependence. Even though transport has
become more energy-efficient, it is the largest energy consumption sector in the European
Union. This especially concerns road transport, whose share of energy consumption increased
from 280 million tonnes of oil equivalent (Mtoe) in 2000 to 300 Mtoe in 2010. Railway
transport’s greener nature is noticed in the statistics: In 2000, railways utilized ten Mtoe of
energy; in 2010, the figure was nine Mtoe. While other industries have been able to decrease
their consumption levels, the figures for transport are increasing; currently, the sector’s oil
dependency is 96 percent. Oil is forecasted to become scarcer in the future; thus, something
needs to be done. At the same time, greenhouse gas emissions need to be reduced. Europe
must achieve a 60 percent reduction in the transport sector’s emissions by 2050 as compared
with 1990, which will require the consumption of oil to fall by some 70 percent. (EEA,
2012a; European Commission, 2012i; Eurostat, 2012; White Paper, 2011)

Air pollutant emissions from sea transport also contribute heavily to air quality problems.
Sulphur emissions from shipping are estimated to exceed those from all land-based sources
by 2020, which is why further action is needed. To that end, the European Union has
launched two Directives (Directive 1999/32/EC and 2005/33/EC, which amended the first
one), which are based on International Maritime Organization’s (IMO) standards. The
Directive designated three areas as sulphur emission control areas (SECAs): the Baltic Sea,
the North Sea and the English Channel. In these locations, the maximum sulphur content of
the fuels will be limited to 1 percent until 31% December 2014 and to 0.1 percent starting
from 1* January 2015. In order to have the right to operate in the areas after the changes, the
maritime industry needs to develop their ways of actions. Scrubbers and liquefied natural gas
(LNG) are offered as solutions, but companies need to invest heavily into fleets. This might
affect the freight rates of sea transport, whereby customers might seek new transport

possibilities. (European Commission, 2012i; Maritime Journal, 2012)
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Another important theme is transport infrastructure, which is unequally developed within the
European Union. In Western and Central Europe, the rail network is well-developed, but the
Eastern part of European Union is lagging behind. In the Baltic States (Estonia, Latvia and
Lithuania) as well as in East Poland, the conventional rail network is in poor condition and
the area is lacking a high-speed network. In order to improve accessibility and guarantee the
free movement of goods and people, this peripheral area needs an updated rail network. Rail
Baltica rail network has been offered as a solution; it would conjoin the Baltic States with
Central Europe. (European Commission, 2012b; RBGC, 2013) Finally, deregulation of the
European railway sector has resulted in a reorganization of the railway structure, and more
railway undertakings are offering transport services (see Alexandersson, 2010; Hilmola et al.,
2007a; Jahanshahi, 1998; Woodburn, 2007). In accordance with European Union legislative
mandates, international railway freight transport was liberalized on 15™ March 2003
(European Commission, 2012c), and member countries had until 1* January 2007 to
deregulate the national freight markets. Many countries proceeded in doing so already earlier;
for example, Sweden, the United Kingdom (the U.K.) and Germany are often noted as
pioneers, but latecomers were also noted. For example, Finland is included in countries which
deregulated the market only when it became mandatory, and nowadays still only one railway

undertaking, the VR Group, is operating in the market.

Generally speaking, deregulation is perceived to impact markets positively, especially at the
industry level. It has increased competition and innovations, improved performance and
service, and reduced prices and costs. However, this is not always clear in industries
operating in non-competitive markets or if companies are natural monopolies, which is often
the case with state-owned enterprises. The economic justification is widely known; the reason
for endorsing privatization of state-owned enterprises is founded on the ineffectiveness of
state ownership. (Domney et al., 2005; Megginson and Netter, 2001; Swift and Hopkins,
2008) Kikeri and Nellis (2002) highlighted that privatization is connected with improvements
in financial and operating performance, while Megginson and Netter (2001) noted the
performance increases occurring after the privatization process. Railway freight markets’
deregulation has attracted numerous researchers worldwide, and the topic has been widely
studied (see for example Alexandersson, 2010; Brewer, 1996; De Jorge and Suarez, 2003;
Hilmola et al., 2007a; Jensen and Stelling, 2007; Ludvigsen and Osland, 2009; Maikitalo,
2007; Woodburn, 2007). Special attention has been paid to deregulation pioneers, such as the
United Kingdom (Brewer, 1996; Woodburn, 2003; Woodburn, 2007) or the United States
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(Boyer, 1987; Jahanshahi, 1998). Country comparisons have scrutinized Western European
countries such as the United Kingdom, Sweden and Germany (see for example Hilmola et al.,
2007a; Ludvigsen and Osland, 2009; Profillidis, 2004), while some studies have dealt with
Eastern European countries (Szekely, 2009). There exists a clear research gap in the
evaluation of the Western and Eastern European railway freight markets, especially those
sharing a common factor, for example the Baltic Sea. The Baltic Sea Region, including (at
least parts of) Finland, Sweden, Denmark, Germany, Poland, Lithuania, Latvia and Estonia
from Europe and also Russia, is often regarded as a special area in Europe. The European
Commission has launched the Baltic Sea Region Strategy, which is the first EU strategy
targeted at a macro-region. The Baltic Sea Region countries confront similar challenges
which are underscored in a jointly agreed upon Action Plan for the Strategy. The Strategy’s
objective is to mobilize all relevant EU funding and policies, as well as to coordinate the
actions of all the counterparts (the EU, member countries, financial institutions etc.) to
promote a more balanced progress of the region. (European Commission, 2012d) The Baltic
Sea Region’s railway freight market has not been studied previously, which created the
research gap for this thesis. Particularly in the current market situation, as the European
transport market is in transformation and its future is unknown, it is essential to utilize the

information gained in order to evaluate what might happen in the future.

As the objective of the thesis is to research the status of railway freight transport in the
extended Baltic Sea Region, meaning that Russia is included, one topic which needs to be
highlighted is Russia’s recent World Trade Organization (WTO) membership. After China
joined the WTO in 2001, Russia remained the largest country without membership
(Rutherford and Tarr, 2010; Zhao and Wang, 2009). This status changed in August 2012
when the WTO accepted Russia as its 156™ member. Several research studies had evaluated
possible influences the membership might have (see for example, Balding, 2010; Aslund,
2010). Many evaluations stated that full membership might increase Russia’s involvement in
world trade, improve the overall investment environment and develop the market of transport
services. However, Ernst & Young (2012) estimated the membership will increase railway
transport volumes of production only by 0.24 percent, while other transport modes will face a
decline: road, 0.03 percent; pipeline, 0.31 percent; sea, 2.37 percent; and air 2.41 percent.
(Ernst & Young, 2012) Due to tariff reform and Russian exporters’ facilitated access to
international markets, an increase in industrial output (for example, nonferrous metals, black-

metal, chemical and oil production) was expected. Also expected was that once the barriers
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are reduced and the industries can improve their positions abroad, these factors will have a
direct influence on the Russian transport sector. (Ernst & Young, 2012; Karamysheva et al.,
2013) Currently, the membership has been valid for half a year, and some results already
demonstrate how the market has reacted to the change. The membership had an immediate
effect on the Russian economy, as imports to Russia have peaked. International companies
are now able to export goods to Russia more ecasily and at a lower cost. The main
beneficiaries have been the European and Chinese exporters, and Russia is considered to be

the most important emerging market for EU exporters. (Aris, 2013; WTO, 2013)

1.2. Research purpose, objectives and research questions

The objective of the thesis is to examine how railway freight market deregulation has
progressed in the Baltic Sea Region. A theoretical framework is presented in Figure 1. It
illustrates the change of market structure in chronological order, starting from a monopolistic
situation. Once the market is deregulated, new railway undertakings can enter the liberalized
market. This has already happened in some of the Baltic Sea Region countries. The railway
transport market is viewed through the lens of transportation theory, while barriers to entry
and market entry enlarge on the theory of competition. The time frame at the bottom
explicates the transformation, starting from a monopolistic market and concluding with a

competitive one.
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Railway transport market in the Baltic Sea Region

il Decision Entry Market Competition M&As
about mode entry Alliances
entry selection j‘> |:>
Incumbent Incumbent Incumbent Incumbent Incumbent Incumbent Incumbent
New RUs New RUs New RUs New RUs New RUs
Time T Time T+1 Time T+2 Time T+ 3
Marketentry and barriers to entry

Figure 1 Theoretical framework

The purpose is to reveal the main market entry barriers encountered by the case countries,
and to evaluate how those barriers were overcome. One important aspect is country-specific
features, which have a significant influence on the industry’s development. The empirical
results gathered at the grass-root level disclose novel information, which might facilitate the
process of liberalization in countries where the process is still ongoing. Through the
information gathered, the thesis attempts to evaluate what might happen in the future in the

Baltic Sea Region’s transport sector.

In developing the main objective, research questions were formed. The main research

question of this thesis is:

1. Which factors most influence the future prospects of railway freight transport in the

Baltic Sea Region?

The thesis consists of six articles, which have the overall objective of highlighting the
progression of deregulation in a few Baltic Sea Region countries. In order to support the main

research question, four sub-questions were created. These are:
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1. How has the railway freight market’s deregulation proceeded in the Baltic Sea
Region?

2. What are the main barriers to entry in the Baltic Sea Region’s railway freight market?

3. How do country-specific features influence the progression of deregulation and
market entry?

4. What kind of role do internationalization and cooperation play in the Baltic Sea

Region’s future?

Corresponding to the research questions are the five main topics of the thesis: 1) The
railway’s significance to transport markets and transport flows in the Baltic Sea Region in the
future, 2) Market deregulation’s influence on the railway industry, 3) Relevance of market
entry barriers to market entry, 4) Country-specific features and the effects of those on railway
freight markets, and 5) Cooperation and internationalization in the Baltic Sea Region’s
railway freight markets. All research questions correspond to at least three topics, but two are

linked with all five.

1.3. Definitions of the key concepts

Baltic Sea Region

In this thesis, the Baltic Sea Region (BSR) is considered to be the countries which border the
Baltic Sea, namely Finland, Sweden, Denmark, Germany, Lithuania, Latvia, Estonia and
Russia. Russia is also included in this work; otherwise, the listing is identical to the European
Union’s definition of the BSR (in the Baltic Sea Strategy). This is due to Russia’s close
linkage with the area; major transport volumes come from or go to Russia, creating an
important flow of goods. This concept is especially discussed in chapter 3.2. (concentrating
on the role of railway transport in the area) and chapter 4.1.2. (scrutinizing the progression of

deregulation in the area).

Barriers to entry

Porter (1980) states that barriers to entry are obstacles which prevent new entrants from

entering the markets. In the context of this thesis, market entry barriers refer to factors — for
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example, those related to a government, product or service — which hinder the market entry

of new entrants. The concept of barriers to entry is discussed in chapter 2.2.

Deregulation

Market deregulation means the decontrol of monopoly practices and the opening up of the
market for competition. In the railway market, deregulation denotes that new railway
undertakings might have the legal right to enter the railway market, if all needed documents

and certificates are in order. Deregulation is covered in chapter 4.

Market entry

Market entry refers to the processes and operations the new entrants must complete before
they may receive the right to start railway operations. The process consists of several stages,
such as evaluating the possible entry modes, deciding upon the entry strategy and getting
acquainted with possible barriers to entry. The concept of market entry is described in chapter
2.

Market structure

The concept of market structure illustrates how many companies are producing homogeneous
products. The type of market structures are, for example, monopoly and perfect competition.
The topic is discussed in chapter 2.1.

Rail freight market

This is the market in which all freight transport is done by rail. The concept is described in

chapters 3 and 4.

Rail freight transport

Rail freight transport denotes the transporting of goods or cargo on tracks. The subject is

discussed in chapters 3 and 4.
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Transport flows

Transport flow means the changing of the location of a product from point A to point B. The
flow can include functions such as transport and warehousing, but this thesis concentrates on
transport only. Because transport flows in this thesis are directly connected with the rail

freight transport market, the topic is discussed in chapters 3 and 4.

1.4. Structure of the research

This thesis consists of two parts. The first part is the manuscript, which introduces the
research theme and provides a cross-section of the work. The second part comprises the

research publications, which include six articles published in international scientific journals.

The thesis manuscript is comprised of seven sections. Section one introduces the field of
research and presents the background information, purpose of the study and research
questions. Section two is the first theoretical section, and it concentrates on the theories
related to barriers to entry and to market entry. Sections three and four continue the
theoretical overviews. Section three describes the role of transport in economic activity, and
demonstrates the transport volumes in the Baltic Sea Region. Section four examines
deregulation in both transport and other sectors. Section five describes the utilized
methodology. Section six concentrates on the publications: All six articles are presented
therein. Finally, section seven concludes the work and describes the theoretical and
managerial implications. Furthermore, it discusses the limitations of the study and identifies

pathways for further research. The outline of the thesis is illustrated in Figure 2.
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2. MARKET ENTRY AND BARRIERS TO ENTRY

2.1. Competition and different forms of markets

In 1776, Adam Smith, the father of modern economics, described how the markets would
change and improve if lands were privatized in his book entitled The Wealth of Nations. The
work is commonly recognized as one of the cornerstones of classical political economics, and
as the original work which created economics as a separate field of science. One of the main
terms used in his work is “Invisible Hand”, by which is meant that deregulation and the free
market might increase market efficiency in letting the Invisible Hand guide the economy
separately from government interference. (Begg et al., 1994; Farmer, 1997; Smith and

McCulloch, 1863)

Concerning market structure, the two extreme opposite ends are 1) perfect competition and 2)
monopoly or monopsony (see Table 1 below). A perfectly competitive market denotes a
construct in which both buyer and seller think that their decision has no effect on the market
price. A market has several buyers and sellers, who are producing a homogenous product.
Therefore, customers judge all products to be substitutes, or completely alike. The market has
complete information available, ensuring that customers have inclusive knowledge about the
price and quality of every company’s product. Because the transaction costs are missing, all
companies charge the same price for the product or service. The perfectly competitive market
has free entry into and exit from the market, meaning there are no entry barriers. (Baye, 2005;
Begg et al., 1994; Glaister, 1994) The monopolistic and monopsonistic markets lie at the
other extreme. In the monopolistic market there is only one seller, while in the monopsonistic
market there is only one buyer. Due to the fact that there are no close substitutes available, a
monopolist can charge any price. All clients wanting to purchase the product need to obtain it
from the monopolist, in which case the market demand curve is equivalent to the demand
curve for the product. The monopolist can increase sales only by lowering the price; if the
asking price is too high, customers might decide to buy nothing. Furthermore, one factor
affecting the market structure is government legislation. Nationalized industries are exclusive
licensed producers and therefore legal monopolies. If a country has a nationalized industry,
the state decides the price and output. In the past, industries such as banking and railway

transport belonged to this group. (Baye, 2005; Begg et al., 1994)
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If a monopoly originates from substantial fixed costs and economies of scale, it is called a
natural monopoly. This denotes a market structure in which the most effective market
condition is achieved; i.e., when there is only one producer. In the beginning the market
might have several actors, but market forces allow only one company to survive. (Baumol
and Willig, 1981; Baye, 2005; Begg et al., 1994) The railway industry is considered to be a
good example of a natural monopoly, due to its large fixed costs and need for capital guiding
to economies of scale (see for example De Jorge and Suarez, 2003; Mikitalo, 2007; Tyrrall,
2004). Mékitalo (2007) noted that formerly, authorities considered that railway transport and
construction would be organized in the most effectual manner if only one railway

undertaking provided all services.

Table 1 Market structure (Adapted from Baye, 2005 and Begg et al., 1994)

Characteristic Perfect competition | Monopolistic competition Oligopoly Monopoly
Number of firms Many Many Few One
Ability to affect price None Limited Some Considerable
Entry barriers None None Some Complete
Product Homogenious Differentiated Differentiated Only one
Example Fruit stalls Grocery Cars Post office

Between the two opposite extremes (i.e., perfect competition and monopoly) fall
monopolistic competition and oligopoly (see Table 1 above). In monopolistic competition,
industry has several sellers offering close but not absolute substitutes. The market share can
be influenced to some extent by changing the price in comparison to its competitors’ pricing.
Market actors often utilize product differentiation, which can be based for example on
brands, location or tastes. This kind of market poses no barriers to entry, which enables
companies to enter and exit the market without special effort. The demand curve is
downward-sloping, meaning that in order to increase sales, the companies need to reduce
product price. (Baye, 2005; Begg et al., 1994) In contrast, the oligopolistic market has few
large-scale actors. The main competitors’ actions influence other companies’ price levels.
Due to this circumstance, the companies’ supply decision depends on the estimation of how
its rivals will act. (Begg et al., 1994) Depending on the utilized model (there exist four
oligopolistic models: Sweezy, Cournot, Stackelberg and Bertrand), products / services can be
homogeneous or differentiated. However, what all models have in common is that barriers to
entry exist. (Baye, 2005) The term “imperfect competition” encompasses monopolistic

competition, oligopoly and monopoly. It means a firm cannot sell as much as it wants at a
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certain price, because the output price depends on the quantity of goods produced and sold.

(Baye, 2005; Begg et al., 1994; Rowley, 2009)

2.2. Barriers to entry

The history of market entry barriers goes back to 1936, when Donald H. Wallace suggested
in his study (Wallace, 1936, 83) “the nature and extent of barriers to free entry needs
thorough study”. According to Demsetz (1982), the origin of the concept of barriers underlies
the research of industrial organization economists after the Second World War period. At that
time, the custom was to look for explanations related to monopoly data (Demsetz, 1982). The
topic was taken further in 1949 by Joe S. Bain when he published a book commonly
classified as a starting point for the theoretical study of entry barriers. In the study, he
introduced for the first time the conclusion that potential competition may lead companies to
renounce present profits in order to prevent entry. However, numerous researchers worldwide
(see for example Andreano and Warner, 1958; Baron, 1973; Caves and Porter, 1977;
Heflebower, 1957; McAfee et al., 2004; Pehrsson, 2009; Schmalensee, 1981) consider Bain
to have pioneered the barriers to entry theory in 1956 in his book Barriers to New
Competition. Ever since then, the term “barriers to entry” has been defined by various

researchers (see Table 2 below).
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Table 2 Definitions of “Barriers to Entry” (Adapted from Baumol and Willig, 1981;
McAfee et al., 2004; Porter, 2008; von Weizsacker, 1980)

Author Definition
Bain (1956) "A barrier to entry is an advantage of established sellers in an industry over potential
entrant sellers, which is reflected in the extent to which established sellers can

persistently raise their prices above competitive levels without attracting new firms to
enter the industry."

Baumol and Willig (1981) |"An entry barrier is anything that requires an expenditure by a new entrant into an
industry, but that imposes no equivalent cost upon an incumbent."

Carlton and Perloff (1994) |"A barrier to entry is anything that prevents an entrepreneur from instantaneously
creating a new firm in a market. A long-run barrier to entry is a cost necessarily
incurred by a new entrant that incumbents do not (or have not had to) bear."

Ferguson (1974) "A barrier to entry is a factor that makes entry unprofitable while permitting
established firms to set prices above marginal cost, and to persistently earn monopoly
return."

Fisher (1979) "A barrier to entry is anything that prevents entry when entry is socially beneficial."

Gilbert (1989) "An entry barrier is a rent that is derived from incumbency."

McAfee (2004) "An economic barrier to entry is a cost that must be incurred by a new entrant and

that incumbents do not or have not had to incur."

"An antitrust barrier to entry is a cost that delays entry and thereby reduces social
welfare relative to immediate but equally costly entry."

Porter (1980) "Entry barriers are advantages that incumbents have relative to new entrants.
There are seven major sources: 1) Supply-side economies of scale, 2) Demand-side
benefits of scale, 3) Customer switching, 4) Capital requirements, 5) Incumbency
advantages independent of size, 6) Unequal access to distribution channels, and 7)
Restrictive government policy."

Stigler (1968) "A barrier to entry is a cost of producing (at some or every rate of output) that must
be borne by firms seeking to enter an industry but is not borne by firms already in the
industry."

von Weizsacker (1980) "A barrier to entry is a cost of producing that must be borne by a firm seeking to

enter an industry but is not borne by firms already in the industry, and that implies a

distortion in the allocation of resources from the social point of view."

When considering the definitions presented in Table 2, in all cases the term “costs” is
mentioned one way or another. McAfee et al. (2004) divided market entry barriers into
economic and antitrust barriers. All economic barriers are regarded as antitrust barriers, but
all antitrust barriers are not economic barriers. A similar trend is revealed when the two
schools responsible for research on competition and market entry barriers are compared. The
Harvard school and Joe S. Bain refer to a market situation where the price level is higher than
in a competitive situation, while the Chicago school and George Stigler concentrate on costs
which arise for the new entrant, but not for the company already operating in the market.

(Carlton, 2005; Demsetz, 1982; McAfee et al., 2004; Mékitalo, 2007; Park, 2009) According
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to Bain’s theory, the underlying market entry barriers, namely economies of scale, product
differentiation and absolute advantages, delineate the perquisites of existing companies over
potential entrants (Andreano and Warner, 1958). Stigler’s explication is more restricted than
Bain’s, as certain costs are barriers according to Bain but not Stigler, but all barriers
mentioned by Stigler meet Bain’s definition. (Carlton, 2005; McAfee et al., 2004; Makitalo,
2007)

Barriers to entry can be classified as endogenous or exogenous (Carlton, 2005; Caves and
Porter, 1977, Pehrsson, 2009). Endogenous barriers are engendered by companies’
competitive behavior and through market strategies, for example the incumbent’s reactions
towards new entrants (Carlton, 2005; Pehrsson, 2009). Conversely, exogenous barriers are
based on the market conditions, and hence companies have no control over barrier factors.
Such barriers include the need for capital, customers’ switching costs, incumbents’ product
differentiation, number of competitors and government policy. (Pehrsson, 2009) However,
Gable et al. (1995) highlighted that the types of barriers to entry are usually reinforcing,
which complicates the interpretation. Finally, when entering new markets, companies face

cultural barriers, which indeed can be strong (Barkema et al., 1996; Porter, 1996).

2.3. Market entry strategies

Market entry is an institutional arrangement in which the objective is to accompany
companies’ products, technologies and capital (financial and human) into a new market area
(Albaum and Duerr, 2008; Anderson and Gatignon, 1986). The conclusion regarding how to
enter new market areas is affected by various factors, such as a company’s core competency
and the local business environment. According to Wild et al. (2006), market entry mode is
“the institutional arrangement by which a firm gets its products, technologies, human skills or
other resources into a market”. Various factors come into play in decision-making concerning
which market entry mode to choose, depending on inter alia whether the company wants to
expand operations in the domestic or foreign market. A company planning to grow in the
domestic market can diversify horizontally into new product lines, or expand operations
vertically into new activities. (Dunning, 1980) Companies which decide to enter international
markets have at their command several potential entry modes, which can be divided into

three groups: 1) exporting, importing and countertrade; 2) contractual entry; and 3)
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investment entry. The most common method of purchasing or vending are importing and
exporting. Importing is utilized to acquire goods which are unavailable in the domestic
market, whereas the main reason for exporting is to enter international markets offering new
opportunities for increasing or diversifying sales, and to gain experience. Countertrade means
the goods or services are paid in whole or in part by exchanging them for other goods or

services (see Table 3 below). (Wild et al., 2006)

Table 3 Market entry modes (Adapted from Albaum and Duerr, 2008; Brickley et al.,
1991; Rugman and Collison, 2006; Wild et al., 2006)

Group Entry mode Definition

Deliver goods to foreign markets, which offers possibilities
to expand and diversify sales, and gain experience. (Albaum
Exporting, importing, countertrade |Exporting and Duerr, 2008; Wild et al., 2006)

Obtain to home market less expensive goods or the ones,
which are unavailable in the market from foreign countries.
Importing (Wild et al., 2006)

Goods or services that are paid for (in whole or partly) with
Countertrade other goods or services (Wild et al., 2006)

A contractual arrangement in which a company owning
intangible property (licensor) grants access to some of its
patents, trademarks or technology to another firm (licensee)
in exchange for a fee or royalty, for a specified period of
Contractual entry modes Licensing time. (Rugman and Collinson, 2006; Wild et al., 2006)

Practice where a company (franchiser) conveys another one
(franchisee) intangible property and other needed assistance
over an extended period of time. (Brickley et al., 1991;
Franchising Wild et al., 2006)

One company supplies another with the necessary know-
Management contracts how to manage the company. (Albaum and Duerr, 2008)

Specialized form of management contract; build-operate-
transfer project. A company designs, constructs and tests a
production facility for a client company. (Albaum and Duerr,
Turnkey Projects 2008; Wild et al., 2006)

Facility completely owned and controlled by a single parent
Investment entry modes ‘Wholly owned subsidiaries  |company (Wild et al., 2006)

Separate company, which is established and jointly owned
by two or more independent entities to accomplish a
collective business objective. (Albaum and Duerr, 2008;
Joint ventures Wild et al., 2006)

Relationship where two or more entities collaborate in order
to enhance long-run competitiveness of the partners. Entities
concerned do not form a separate company. (Albaum and
Strategic alliances Duerr, 2008; Wild et al., 2006)
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Some companies’ products are intangible and cannot be traded in open markets. Therefore,
those companies cannot utilize exporting, importing or countertrade when entering new
markets. In such cases, the company can select from contractual entry modes, such as
licensing, franchising, management contracts or turnkey projects. Licensing is an entry mode
whereby the company owning the intangible property (licensor) gives permission to another
company (licensee) to utilize the property for a fixed time. Generally, the licensor receives
royalties based on some percentage of the licensee’s sales revenue originating from the
licensed property. Typically a license includes one or more of the following: 1) technology,
know-how and manufacturing processes; 2) trademark, brand name and logos; 3) marketing
knowledge and processes; and 4) other kind of knowledge and trade secrets. (Albaum and
Duerr, 2008; Rugman and Collison, 2006; Wild et al., 2006) The second type of contractual
entry mode is franchising, which is often identified as incomplete licensing. Franchising
means that a company (franchiser) supplies another (franchisee) with intangible property over
an extended period of time. Franchisers often receive such compensation as royalty
payments. The most famous franchise brands are known worldwide, such as McDonald’s or
Coca Cola. The third type of contractual entry mode is management contracts, by means of
which a company supplies another one with managerial know-how for a fixed period of time.
Generally, the specialist company receives compensation via either a lump-sum payment or a
constant fee based on sales volume. (Albaum and Duerr, 2008; Brickley et al., 1991; Wild et
al., 2006) The final entry mode of the contractual type is turnkey projects (also referred to as
build-operate-transfer projects), which is a specialized form of management contract.
Typically the project calls for construction of a plant, training of personnel and primary
operation of the plant for a local investor. The customer acquires the complete operational
system — and just “turns the key” to get the facility operating. (Albaum and Duerr, 2008;
Wild et al., 2006)

The third entry-mode type is investment, which encompasses direct investment in the plant
and/or in equipment in the country in question. The entry modes in this category include
wholly owned subsidiaries, joint ventures and strategic alliances; and they take companies’
commitment to the next level. A wholly owned subsidiary is a facility totally owned and
controlled by a certain parent company. Companies can form wholly owned subsidiaries in
one of two ways; either by establishing a new company from the beginning and constructing
new facilities, or by acquiring an existing company. If a company wants to refrain from

taking full responsibility, a joint venture could be a suitable market entry mode. In a joint
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venture, two or more companies establish a jointly owned separate company, whose objective
is to achieve a common business target. Joint venture partners can be from any kind of
company, for instance, from a privately owned company or from government agencies. The
partners can each contribute by bringing to the table anything which is valued by other
partners, such as managerial talent, production technologies or financial capital. (Albaum and
Duerr, 2008; Wild et al., 2006) Albaum and Duerr (2008) note that joint venture is a
partnership model with two sides: the technical side, which consists of the contribution(s);
and the emotional side, which gives the feeling of cooperative effort. The main difference
between the investment entry modes of joint venture and strategic alliance is that whereas in
joint venture, a separate company is established, in strategic alliance, such advanced
structures are not required. Rather, in strategic alliance, companies cooperate to achieve the
strategic objectives, and the alliance may be formed for either a short or longer period of

time. (Albaum and Duerr, 2008; Wild et al., 2006)

The entry mode should be selected carefully, as different entry modes represent divergent
levels of risk, control, involvement and commitment (Albaum and Duerr, 2008). Blomstermo
et al. (2006), building on Anderson and Gatignon (1986) and Erramilli and Rao (1990), list
three functions which should be considered before choosing the entry mode: control,
relational friction and commitment. Other authors (see Albaum and Duerr, 2008; Rhoades,
2003; Wild et al., 2006) emphasize the importance of risk. Control is often highlighted as the
focus of the literature on entry mode, because it is the most important factor of return and
risk. Control implies the capability to influence methods, systems and decisions; and it has a
critical impact on a foreign company’s future. Without control, coordination of actions and
strategy-related issues are difficult to handle. On the other hand, getting control requires
taking on a high level of responsibility. It brings along with it a commitment of resources,
which, for example, increases the company’s exposure to possible losses due to currency
changes. Therefore, assuming control also means assuming some of the risks included.
(Anderson and Gatignon, 1986) Table 4 below aggregates a few entry modes and illustrates

levels of control, relational friction, commitment and risk.
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Table 4 Characteristics of firms entering foreign markets (Adapted from Albaum and
Duerr, 2008; Anderson and Gatignon, 1986; Blomstermo et al., 2006; Rhoades, 2003;
Wild et al., 2006)

Entry mode Form Control Relational friction [Commitment |Risk

Wholly owned subsidiary |Subsidiary High Low High High
Minority/majority

Partly owned subsidiary  |ownership, affiliates |High / moderate |Low / moderate High / moderate |Low / moderate

Contract, alliances Relationship Moderate High / moderate Low Low / moderate

Market Export Low High Low Low

Table 4 depicts four entry modes: wholly owned subsidiary, partly owned subsidiary, contract
and alliances, and market (export). Often entry modes are divided into high-control and low-
control modes. High-control modes include the wholly or partly owned subsidiary, while
low-control modes encompass licensing, different kinds of contractual relationships etc.
High-control modes might increase return and risk, whereas low-control ones minimize
resource commitment (and therefore also risk). The factors correlate as companies change the
level of control in order to decrease resource commitment when they wish to reduce some
risks. (Anderson and Gatignon, 1986; Blomstermo et al., 2006) The wholly owned subsidiary
is an entry mode with a high level of control, commitment and risk. This can be explained by
the nature of the entry mode; the wholly owned subsidiary is entirely owned and controlled
by the parent company. The high level of control is often considered an advantage, because
the managers have total control over the day-to-day functions and therefore have access to
important topics such as technologies, processes and other intangibles. Due to the high level
of control, managers have total control over output and prices, and because of the form of
business, the parent company receives all profits. On the other hand, the high risk which
originates from the amount of needed company resources is commonly considered a
disadvantage. (Albaum and Duerr, 2008; Wild et al., 2006) A partly owned subsidiary has the

same characteristics as a wholly owned subsidiary, but on a smaller scale.

Blomstermo et al. (2006) stated that contracts and alliances comprise the third entry mode
group. Because control is divided among many companies, the level of relational friction is
high/moderate. Although Blomstermo et al. (2006) noted that the commitment level is low in

contracts and alliances, trust is pivotal in order to sustain a long-term relationship between
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the partners. Risks are at the low/moderate level. Exports, the last entry mode group, are the
easiest way to enter new market areas. Because this mode has minimal influence on the
original operations, the risks involved are smaller. Similarly, control and commitment levels
are rather low. However, relational friction between other market actors is high. (Albaum and
Duerr, 2008; Wild et al., 2006) Another way to evaluate the level of control and risk is to
assess the model by Wild et al. (2006). In addition to these two factors, Figure 3 below

illustrates the level of needed experience.

Experience
Wholly owned ®
subsidiary
Management
Contract
°
® 1. .
Joint venture/alliance
Control Franchising v
.
® Turnkey project
Licensing
°
® Exporting

Risk

Figure 3 Control, risk and experience relationships of entry modes (Wild et al., 2006)

Figure 3 illustrates the risk, control and experience relationships of each entry mode. Most
companies enter foreign markets via exporting, which is less risky and requires a rather low
level of control. Moreover, the needed know-how and experience level is low, which makes it
the easiest way to conquer new areas. Once companies gain international experience, interests

turn towards entry modes which require deeper involvement but are increasingly lucrative.
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Companies must accept that once involvement increases, control and risk levels grow.
Licensing, franchising and management contracts all concern entry modes which create a
rather low level of risk, but necessitate increasing control. All the modes are fairly
straightforward, therefore requiring only some experience. When companies move into other
modes of entry, the risk level increases. A turnkey project demands a moderate level of risk
and control, whereas a joint venture/alliance is more risky and needs more control. Also, the
level of recommended experience increases, as the entry modes require a deeper cooperation
and understanding of the market. The riskiest mode of entry, which requires the most control
as well as experience, is the wholly owned subsidiary (see Figure 3). (Albaum and Duerr,

2008; Wild et al., 2006)

In addition to carefully considering the modes of market entry presented earlier, companies
need to consider whether to utilize vertical or horizontal integration as a management control
style. Vertical integration means that the company activities are extended into production
stages, which provide the company inputs (backward integration) or conjoin its outputs
(forward integration). In vertical integration, the companies operate in different stages in the
same industry, whereas horizontal integration means the companies operate in the same
industry and at the same industry level (Dunning, 1980; Hékkinen et al., 2004; Wild et al.,
2006). Furthermore, before companies enter new market areas, there are several other matters
which they should consider carefully. New entrants should be cognizant of internal and
external factors, such as company competencies, environmental characteristics, capabilities
and skills available / required and already gathered experiences (Koch, 2001). Commonly,
the main complications faced by the new entrants are financial in nature (see for example
Macht and Robinson, 2009; Robertson et al., 2003; Serheim 2005); in order to overcome
such problems in the beginning, start-ups can seek financing, for instance from banks,
venture capitals or business angels (Wiltbank, 2005). Among existing firms, the mostly
utilized market entry strategies are vertical integration, strategic alliances and subsidiaries

(Blomstermo et al., 2006; Kotler, 1988, 2000; Lee et al., 2000).
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Figure 4 Correlation between market strategies and barrier to entry (Adapted from
Pehrsson, 2009)

The model illustrated above demonstrates the relationships between barriers to entry, market
strategies of incumbents and the market strategy of a new entrant (see Figure 4). It utilizes the
contingency perspective (Hambrick, 1983; Pertusa-Ortega et al., 2010; Tushman, 1979) and
suggests that the market strategy of a new entrant is contingent on the external factors of
market entry barriers. The model suggests that competitors create the main source of barriers,
and there are estimated to be indirect effects and interactions between the barriers and the
incumbents’ strategies. Entry time to market is considered to be important, because the
strategies of late and early entrants are assessed to be different. (Pehrsson, 2009) This is also
noted by several other researchers (see for example Kotler, 1988; Makadok, 1998; Pehrsson,
2004); the company which enters the market first enjoys first mover advantages, compounded
by securing the key customers and by gaining potential reputational leadership. Therefore, it
is harder for new entrants to match the performance of the first entrant and to attract
customers, mainly due to extensive customer loyalty to the first entrant. (Kotler, 1988;

Pehrsson, 2009)

Commonly, both incumbents and new entrants utilize certain market entry strategies. Main
elements of the strategy include product / market scope, product innovation, differentiation

and cost control (Miller, 1987). Innovation is a modern way to differentiate the product or
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service (Kustin, 2004; Pehrsson, 2009). Porter (1980) also stated that price is often a factor of
differentiation. Table 5 introduces the factors influencing market entry mode selection based

on Koch’s (2001) research.

Table 5 Factors affecting market entry mode selection (Adapted from Koch, 2001)

Category Factor

External Environment characteristics

Market barriers

Internal Company size / resources
Market entry experience
Management risk attitudes
Market share targets
Profit targets

Competencies, capabilities and skills required /
Mixed available

Sufficiency and reliability of information inputs

The model categorizes the factors as external, internal or mixed. External factors are the
perceived environmental characteristics and market entry barriers (see chapter 2.2).
Nevertheless, the main barrier to entry in regulated markets is governmental regulations, as
the market needs to be deregulated and opened up for competition in order to create
competition. Available information concerning the market environment is necessary in order
to elucidate the possible niches or other potential the market might offer. (Koch, 2001;
Kotler, 1988; 2000) In terms of internal factors, the size of a company might be an entry
barrier, as often small companies have limited choices of entry modes due to lack of
resources (Benito and Welch, 1994). Mixed functions combine internal and external factors,

such as competences and capabilities (Koch, 2001).

Once entry mode selection is at hand, depending on market entrant’s background, the choice
can vary. If the company is a start-up, the entrepreneur’s background and knowledge level
have an immense impact; according to Mitchell (1988), the best outcome is received if the
founders integrate the personal goals and objects of interests into the company’s operations

and strategy. If the company already exists, there are various choices for entering the
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markets. Among the most utilized modes of entry are vertical integration, strategic alliances,
subsidiaries, and mergers and acquisitions. (Blomstermo et al., 2006; Kotler, 1988, 2000; Lee
et al., 2000; Mékitalo, 2007) Particularly, strategic alliances are noted to be an effective way
for small and medium-sized enterprises to enter the markets dominated by major corporations
(Lee et al., 2000). However, hindering factors are also pointed out. Among the main obstacles
is finance (Macht and Robinson, 2009; Robertson et al., 2003; Serheim, 2005). In addition to
procuring financing by banks, start-ups can pursue funding from venture capitals or private

persons, so-called business angels (Deakins, 1996; Wiltbank, 2005).

Although railway freight transport market entry has not been widely studied, some results are
available. According to Alexandersson (2010) and Laisi (2009), in the Swedish and Danish
markets, most railway undertakings either have involved a governmental operator or have
entered the market via vertical integration through establishment of a subsidiary. The trend is
also visible in other Baltic Sea Region countries. For instance, in Estonia, E.R.S. Ltd. is a
subsidiary of Vopak, a tank-storage-provider; in Poland, Lotos Kolej is 100 percent owned by
the parent company, Lotos Group; and in Latvia, TekTrans is a subsidiary of the Russian
railway undertaking Transgarant. In Denmark, CFL Cargo Danmark is a subsidiary of CFL
Cargo, and Russian Globaltrans has subsidiaries in Estonia (Spacecom) and Russia (New
Forwarding Company, BaltTransServis etc.). Furthermore, Russian First Freight Company
and Second Freight Company (among many others) are subsidiaries of the incumbent Russian
Railways. (CFL Cargo, 2013; E.R.S. Ltd., 2013; Estonian Competition Authority, 2011;
Globaltrans, 2013; Interfax, 2012; Lotos Kolej, 2013; Transgarant, 2013)

Due to the high level of needed investments, the railway transport market has not attracted
many direct start-ups. However, a few railway undertakings have utilized this entry mode.
Swedish start-up Hector Rail can be provided as an example; its company owners have a
background in the shipping industry, and railway transport was a new market expansion for
them (Hector Rail, 2013). Currently the company is also operating in Danish and Norwegian
networks. The reason behind why only few railway undertakings have been established as
start-ups in European countries might be the way of organizing operations and infrastructure
management. Although the separation of infrastructure from operations was stipulated in
Directive 91/440/EEC, some countries decided to utilize a holding company model, whereby
infrastructure and operations are under the same holding company. Of the Baltic Sea Region

countries, the model is utilized in Germany (Holding company Deutsche Bahn, infrastructure
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manager DB Netze and freight operator DB Schenker Rail), Poland (Holding company PKP
Group, infrastructure manager PKP PLK and freight operator PKP Cargo), Lithuania
(Lietuvos Gelezinkeliai, the incumbent, has a department which is responsible for
infrastructure management, and the freight operator is also LG), and Latvia (Holding
company Latvijas Dzelcel§ (LDz), infrastructure manager LDz Infrastruktura and freight
operator LDz Cargo). (DB, 2013; Directive 91/440/EEC, 1991; Hyt6énen, 2010; PKP Group,
2013)

In Estonia, the infrastructure is owned partly by a holding company and partly by the private
company Edelaraudtee; the holding company is Eesti Raudtee, the infrastructure manager is
EVR Infra and the freight operator is EVR Cargo. In Sweden, Denmark and Finland, the
operations are entirely separated from infrastructure management. In Sweden, the freight
operator is Green Cargo, and the infrastructure manager is Trafikverket. In the Danish
market, the freight operator is DB Schenker Rail Scandinavia, while the infrastructure is
managed by Banedanmark. In Finland, the freight operator is VR Transpoint, and the
infrastructure manager is the Finnish Transport Agency. (Banedanmark, 2013a; 2013b;
Edelaraudtee, 2013; Eesti Raudtee, 2013; Finnish Transport Agency, 2013; Green Cargo,
2013; Hytonen, 2010; Laisi, 2009; Trafikverket, 2013; VR Transpoint, 2013)

Although the model of organizing the operations and infrastructure varies, in all Baltic Sea
Region countries, the old incumbent holds the major market share. The situation is especially
severe in countries utilizing the holding company model, as incumbents are more reluctant to
have new entrants in the market. This might hinder the entry process, and the markets are not
seen as that attractive. (Banedanmark, 2013a; 2013b; Finnish Transport Agency, 2013;
Hytonen, 2010; Trafikverket, 2013)

The Russian market structure is different due to the fact that the deregulation process has not
progressed as far there. Currently, Russian Railways is the main operator of tractions, while
other companies can own and lease wagons, and carry out railway transport. Because the
tractions are purchased from Russian Railways, there is no need to own locomotives.
Therefore, the needed investments are smaller than in the European railway market, and the
number of start-ups is larger than in Europe; there are several companies which are start-ups
or have partly private investors as owners. For example, one of the largest private operators,

Eurosib, was established by October Railways and private executives (Eurosib, 2013).
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Previously the market also had two active Finnish railway undertakings, EKE and
Huolintakeskus (Nurminen Logistics). Nurminen has at its disposal around 1 000 wagons,
and exemplifies a foreign company having a foothold in the Russian railway freight market.
EKE Group divested from the railway wagon business in 2011. The wagons were sold to
Eurosib out of fear of economic fluctuation influence on the sensitive business area.

(Helsingin Sanomat, 2011; Nurminen Logistics, 2013)
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3. THE ROLE OF TRANSPORT IN ECONOMIC ACTIVITY

3.1. Transport in the economy

The transportation sector has undergone significant changes over the centuries. Globalization
has increased demand for more specialized transport aggregates. Because countries’ equity
ratios cannot guarantee all products to the extent required, special pressure is put on
transportation. Transport plays a key role in economic activity; it actuates national output,
and increased inputs into the process of production enhance the demand for transportation.
Transport is generally described as a derived demand, meaning the demand for transport is
usually described by wider aspects of economic activity. Because freight needs to be moved
from the point of production to markets (and because the journey itself is not the object of
transport), transport stands out from other dictating economic drivers as being the prime
actor. (Quinet and Vickerman, 2004; Thompson, 2010; World Bank, 2013a) According to
Bottasso and Conti (2010) and Desjardins (2010), components of public infrastructure,
meaning roads, railways, airports and waterways, are significant inputs for economic and
productivity growth. Developments in freight transport and transport infrastructure are
especially noted to have an impact on economic growth (Kovacs and Spens, 2006). Transport
is indispensable for nations’ improvement and growth, which means governments are obliged
to provide effective and continuous transport services (Marino, 2008). In the European
Union, the transport industry directly employs over 10 million people: This accounts for 4.6
percent of gross domestic product and 4.5 percent of total employment. If manufacturing of
transport equipment is included, the figures increase by 1.7 percent and 1.5 percent,
respectively. (European Commission, 2011a) The trend of outsourcing manufacturing to
cheap labor countries has also had an impact on transport flows. When more companies move
factories to the other side of the world, transport becomes an important part of supply chains.
Although the recession in 2008-2009 influenced required transport flows, at least as of the
beginning of 2013, the situation looked better. In January 2013, manufacturing in China and
the United States increased at the most rapid pace in around two years, while in Europe,
Germany grew slightly, raising hopes for the European Union’s recovery. (Johnson and
Cable, 2013) The forecasted transport growth of the Baltic Sea Region is illustrated below in
Table 6.



42

Table 6 Forecasted growth of transport volumes in the Baltic Sea Region ports,
international cargo (BTO, 2011; Kyster-Hansen et al., 2011)

Volume 2010 | Volume 2030 Volume change Volume change
(tonnes) (tonnes) 2.0.10_2030 2010-2030 (%)
(million tonnes)
Denmark 69 578 511 86 421 829 16.8 24.2
Estonia 37 113 053 38 730 507 1.6 4.4
Finland 98 351 104 125 269 304 26.9 27.4
Germany
(Baltic Sea) 55978 989 68 094 047 12.1 21.6
Latvia 61 531 809 75 371 385 13.8 22.5
Lithuania 37929 200 44 718 069 6.8 17.9
Poland 48 755 702 73 097 503 24.3 49.9
Russia 171 631 578 | 243 800 782 72.2 42.0
Sweden 154 764 477 | 201 805 685 47.0 304
Total 735634 423 | 957 309 111 2215 30.1

Table 6 describes the estimated growth of transport volumes in the Baltic Sea Region ports in
2030. All countries are estimated to experience an increase; a particularly large increase is
expected in Poland (49.9 percent from 2010 to 2030). Based on the results, Estonia would
face only a modest increase (4.4 percent), while other countries’ rates move between 17.9 and
42 percent. (Kyster-Hansen et al., 2011) Increase is noted also when evaluating land transport
modes. International truck kilometers (trucks crossing country borders within the Baltic Sea
Region) is estimated to grow by 73 percent between 2010 and 2030, stating annual growth of
around three percent. Main increases are expected in Poland and Germany, as well as in
Russia and Sweden. International railway transport is estimated to increase by 43 percent
from 2010 to 2030, meaning 1.9 percent annual growth. Most significant increase is
anticipated in Poland, Germany and Sweden. Also Lithuania is estimated to gain substantial
increase. Total growth in rail tonne-kilometers is estimated to be around 22 percent between

2010 and 2030, of which around half is international transport. (BTO, 2011)

Table 7 below evaluates the amount of trade in the area in 2011.
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Table 7 Trade in the Baltic Sea Region in 2011, import and export in billions (OECD,
2012a)

Import (CIF) Export (FOB)
Country 2011 A% 11/10 2011 A% 11/10
Denmark 70 10.4 81 11.4
Estonia 13 35.5 12 37.9
Finland 60 15.9 57 7.9
Germany 902 11.9 1 060 10.5
Latvia 11 29.2 8 28.1
Lithuania 23 28.4 20 28.9
Poland 149 11.1 135 11.8
Russia 232 23.8 375 24.2
Sweden 126 12.7 134 12.6

Table 7 describes the trade, including import and export in billion Euros, and compares the
percentual change from 2010 to 2011. All Baltic Sea Region countries have experienced
increases; on the import side, the most rapid pace was noted in Estonia (35.5 percent increase
when comparing 2010 and 2011), while the slowest pace was that of Poland (11.1 percent).
The situation was in part similar for exports, as Estonia gained the largest increase (37.9
percent), but in Finland, export growth was rather modest (7.9 percent). Generally, the trade
figures vary a fair amount in the region: The largest country both in import and export trade
is Germany (902 and 1 060 billion Euros respectively), the second largest is Russia (import
232 and export 375 billion Euros), and Poland ranks third (import 149 and export 135 billion
Euros). The smallest import and export trade is in Latvia (11 and 8 billion Euros,

respectively). (OECD, 2012a)

Transport volumes are increasing worldwide. In the EU-27, the amount of total inland freight
transport accounted for approximately 2 300 000 million tonne-kilometers (tkms) in 2010, of
which around 77 percent was transported by road. Railway transport’s share was 17 percent,
and the remaining six percent was transported along inland waterways. When one considers
the figures for railway transport in tonnes, from 2007 to 2009, railway transport’s share fell
by 20 percent, but from 2009 to 2010, it grew by eight percent, being 1 574 million tonnes in
2010. Of the total amount, 356 million tonnes were shifted through the German rail network

(23 percent of the total amount), while Poland came in second with 217 million tonnes (14
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percent). With a longer perspective, between 2005 and 2010, the only countries which
experienced an increase in railway transport were Greece, Germany, Sweden, Austria,

Denmark, Portugal and the Netherlands. (Eurostat, 2012; 2013c)

14,0

10,0
8,0
6,0
4,0

2,0

0,0

GDP Rail tkm Road tkm

MW EU MRussia

Figure 5 GDP, in rail tonne-kilometers and road tonne-kilometers in the EU and Russia
in 2011; percentual change from 2010 (OECD, 2012a)

Figure 5 illustrates the percentual change from 2010 to 2011 concerning GDP, rail tonne-
kilometers and road tonne-kilometers in the EU and Russia. Both market areas have
encountered an increase, while the Russian market has done so at a faster pace. From 2010 to
2011, the GDP grew 4.1 percent in Russia and 1.6 percent in Europe. An especially large
difference is in road tonne-kilometers, as in Russia the increase was 11.6 percent and in
Europe 3 percent. Rail tonne-kilometers grew at a similar rate (5.4 percent in the EU and 5.8
percent in Russia). (OECD, 2012a) Table 8 below specifies the situation in the Baltic Sea

Region.
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Table 8 Volume of freight transport relative to GDP in the Baltic Sea Region countries
(Eurostat, 2013d)

Country 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011
EU (27 countries)| 100 | 98.9 | 99.9 | 98.8 | 1047 1047 | 105 | 1054 ] 103.3 | 95.6 98 96.5
Denmark 100 | 919 | 92.7 | 944 | 939 | 91.1 | 80.7 78 73.8 | 68.1 | 623 | 66.9
Estonia 100 | 90.5 95 86.5 | 929 | 902 | 794 | 687 | 642 | 63.4 | 66.6 | 61.2
Finland 100 | 93.7 95 91.6 | 91.1 | 86.7 | 81.4 | 76.4 79 75.8 | 786 | 70.6
Germany 100 | 99.6 | 98.6 | 983 | 103.2]| 106 | 109.1 | 110.2 | 108.7 | 100.9 | 101.9 | 100.8
Latvia 100 | 100.6 | 101.9 | 110.5 | 106.5] 1048 | 92.4 | 96.3 | 100.8 | 103 | 107.6 | 123.2
Lithuania 100 | 89.9 | 107.6 | 109.2 | 106.2 | 116.8 | 118.5| 120.6 | 1189 | 117.7 | 128.4 | 1352
Poland 100 | 97.5 | 983 | 98.6 | 108.9 | 109.5] 1159 | 1223 | 123.1 | 125.1 | 134.8 | 134.3
Sweden 100 | 952 ] 97.7 | 97.1 | 948 | 958 | 948 | 94.1 | 969 | 86.6 | 87.6 | 84.6

Table 8 describes the volume of freight transport relative to GDP. The indicator is a ratio
between tonne-kilometers (including only inland transport modes; road, rail and inland
waterways) and GDP (chain-linked volumes, at 2000 exchange rates). The data is indexed for
the year 2000. Based on Table 8, it can be noted that inland freight transport grew slower in
the EU-27 area than the constant price GDP during the period from 2000 to 2011, as the
index value in 2011 was 3.5 percent lower than in 2000. The situation in the case countries
differs significantly: Denmark, Estonia, Finland and Sweden have experienced declines (33.1,
38.8,29.4 and 15.4 percent, respectively), while Germany, Latvia, Lithuania and Poland have
gained increases (0.8, 23.2, 35.2 and 34.3 percent, respectively). (Eurostat, 2013d)

As transport volumes have continued to increase, more attention has been paid to ecological
values and “green” transport (see for example Guenther and Farkavcova, 2010; Lau, 2011).
The European Union emphasizes green values and environmental friendliness; because
transport plays a significant role in greenhouse gas emissions, the green trend has also
expanded to the transport sector. In the transport sector, emission levels have been increasing,
but in 2009, energy consumption as well as emissions declined. However, the reduction was
estimated to be only a temporary effect of the economic recession. (EEA, 2012a; European
Commission, 2012f) Special consideration has been given to efficiency (Directive
91/440/EEC, 1991) as well as to shifting transport from roads to railway and inland
waterways. These transport modes are regarded as the most environmentally friendly options,
as they would decrease congestion, lower emission levels and offer cost-effective transport

(EU, 2011). If emissions related to international maritime and air transport are included, then
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transport was responsible for 24 percent of the European Union’s greenhouse gas emissions
in 2009. But changes are expected, as the White Paper (2011) requires member states to
reduce greenhouse gas emissions from transport by 60 percent by 2050, compared with levels
in 1990. Because emissions increased by 27 percent between 1990 and 2009, the total
reduction which must be made between 2009 and 2050 is 68 percent. The objective is to
achieve the targets by shifting 30 percent of freight transport for distances over 300
kilometers from road transport to railway or waterway transport by 2030. The final target is
to increase this share to 50 percent by 2050, which should be able to be accomplished via
efficient and green freight corridors. (EEA, 2012a; White Paper, 2011)

3.2. The role of railway transport in the Baltic Sea Region

The Baltic Sea Region (BSR) is a rather exceptional area. It comprises nine countries or parts
of countries (Sweden, Denmark, Germany, Poland, Lithuania, Latvia, Estonia, Russia and
Finland) which have divergent histories. However, due to the fact that the Baltic States
(Estonia, Latvia and Lithuania) used to be part of the Soviet Union, these three countries had
a similar development path for most of the twentieth century. Although the countries have
invested in updating their infrastructure, much of the current infrastructure dates back to the
Soviet era, where the east-west connections were mainly developed (Buchhofer, 1995;
Kovacs and Spens, 2006). The Baltic States are rather small in terms of size and population,
but the proximity to Russia increases their economic potential. After all, Russia is regarded as
one of the world’s future leaders in manufacturing and consumption, which will have an
influence on the transport flows. (See for example Buchhofer, 1995; Cheng et al., 2007; Wu
and Lin, 2008) The Baltic Sea Region, particularly the Baltic States and Finland, are often
regarded as a peripheral area, due to the lack of accessibility by rail. One hindering factor is
the change in track gauge. The western parts of the Baltic Sea Region and Poland have the
European standard track gauge (1435 mm), while the Baltic States and Russia utilize the
Russian track gauge (1520 mm). The Finnish market has virtually the same track gauge as
Russia, 1524 mm, which enables rolling stock to run in both Finland and Russia. (Hilmola et
al., 2007a; Makitalo, 2007) The common history with Russia is well noted when comparing
the proportions of different transport modes of the BSR: The utilization of railway transport

is more common in Estonia and Latvia than in the other Western European countries in the
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region (or even in the EU-27 area). However, Russia is in its own class when comparing the

share of railway transport (see Figure 6).
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Figure 6 Modal split of inland freight transport —share of road and railway transport in
the Baltic Sea Region in 2010 (Eurostat, 2013c; Rosstat, 2012) NOTE! Russian figures
concern the whole country and are calculated from freight turnover (tkms) while

Eurostat figures are inland tkms; in addition, Russian figures exclude the pipeline.

As described in Figure 6, the modal split of inland freight transport in the Baltic Sea Region
deviates between the countries. When a whole country’s figures are evaluated, the railway is
mostly used in Russia (the figure excludes the pipeline; if the pipeline were to be included,
the railway share would be 43 percent and the road transport share four percent). However, as
the Baltic Sea Region is often regarded as including North-West Russia, it is vital to highlight
the situation in the St. Petersburg area (figures only include the port of St. Petersburg; Ust-
Luga and Primorsk are excluded). When the freight transported (thousand tonnes) is
compared between 2009 and 2010, with the pipeline excluded, most cargo was moved by sea
transport (9 087 and 9 016, respectively). Road transport utilized a little more than railway
(the former: 6 906 and 7 577, respectively, the latter: 5249 and 6 286, respectively). From
2009 to 2010, railway transport was able to increase the transported amounts the most (by
1037 thousand tonnes), while road attracted some new cargo (671 thousand tonnes). Sea
transport encountered a decline. (Petrostat, 2012) Latvia and Estonia mostly utilize railway
transport in Europe, followed by Lithuania and Sweden. Road transport has gained ground in

Denmark and Poland. Although the inland waterways category is not included in the figure,
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its influence is visible, for instance, when one evaluates the chart of Germany (railway and
road transport make up 87 percent of the total inland freight transport, leaving 13 percent for

inland waterways).

Table 9 Railway transport share in total inland transport in 2000-2010, percentages of
total inland tonne-kilometers (Eurostat, 2013a; Rosstat, 2012) NOTE! Russian figures
concern the whole country and are calculated from freight turnover (tkms), while

Eurostat figures are inland tkms; Russian figures excluding the pipeline.

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
EU (27 countries) 19.7 18.8 16.5 18.2 17.9 17.7 18 17.9 17.8 16.6 17.1
Denmark 7.9 8.2 7.9 7.9 9.1 7.8 8.2 7.8 8.7 9.2 13
Estonia 62.7 68.8 69.7 70.9 67.3 64.6 65.3 56.8 44.7 52.7 54.2
Finland 24 24.4 23.2 24.5 23.8 233 27.1 25.9 25.7 24.1 24.8
Germany 19.2 18.6 18.8 18.4 19 20.3 21.4 21.9 22.2 20.9 22.2
Latvia 73.5 72.6 70.8 72.5 71.6 70.2 61 58.1 61.3 69.8 61.9
Lithuania 53.4 48.3 47.7 50 48.7 43.9 41.6 41.5 41.9 40.1 40.9
Poland 42.6 383 373 35.5 33.7 30.8 29.4 26.4 24 19.4 19.4
Russia 86 n/a n/a n/a n/a 86.9 n/a 87.7 88.3 88.9 88.9
Sweden 35.3 35.7 34.4 35.5 36.1 36 35.8 36.4 35.1 36.8 39.3

Table 9 illustrates the development of the railway transport percentual share in the Baltic Sea
Region in 2000-2010. In the EU-27, the share of rail transport decreased from 19.7 to 17.1
percent, but at the country level, both declining as well as increasing trends are noticed. In the
Western European countries of Denmark, Germany and Sweden as well as in Russia (the
Russian figure excludes the pipeline; had it been included, the figure would have increased
from 39 percent in 2000 to 43.3 percent in 2010) the trend has been positive, and the
percentual share of railway transport increased. In the Eastern part of Europe, the figures
show a decline; for example, in Poland, the share of railway transport decreased from 42.6 to
19.3 percent. In Finland, the figures depict a rather stable level. (Eurostat, 2013a; Rosstat,
2012) However, if the comparison were made with transported tonnes, the situation would
not look as good for Russia and Finland. Basically, this means that railway transport is not

competitive for shorter distances (see for example the White Paper, 2011).
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Table 10 Railway transport in the Baltic Sea Region, in million tonne-kilometers in
2000-2011 (Eurostat, 2013b; World Bank, 2013b)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
EU (27 countries) n/a n/a n/a n/a n/a n/a n/a 448426 | 439563 | 361032 | 391208 n/a
Denmark 2087 2068 1867 1985 2321 1976 1892 1779 1866 1700 2239 n/a
Estonia 7829 8222 9330 9670 10488 10639 10418 8430 5943 5947 6638 6271
Finland 10107 9857 9664 10047 10105 9706 11060 10434 10777 8872 9750 9395
Germany 80634 74450 73950 78464 86409 95420 107007 | 114615 115652 95834 107317 | 113317
Latvia 13310 14179 15020 17955 18618 19779 16831 18313 19581 18725 17179 21410
Lithuania 8918 7741 9767 11457 11637 12457 12896 14373 14748 11888 13431 15088
Poland 55562 47909 46560 47407 52332 49972 53622 54253 52043 43445 48705 53746
Russia 1373200 | 1433600 | 1510200 | 1668900 | 1801600 | 1801601 | 1950000 | 2090337 | 2400000 | 1865305 | 2011308 n/a
Sweden 19084 n/a n/a 20170 20856 21675 22271 23250 22924 20389 23464 22864

Table 10 itemizes the annual volumes of railway transport in the Baltic Sea Region in 2000-
2011. Although the percentual share of railway transport was declining in several countries
(see Table 9 above), when evaluating railway transport in tonne-kilometers, one sees the
reductions were not as significant. This demonstrates that the overall transport volumes
increased during the decade. It is significant that the area’s large countries, Germany and
Russia, were able to increase their volumes in 2000-2010, from 80 634 to 113 317 million
tonne-kilometers (Germany) and from 1373200 to 2011308 million tonne-kilometers
(Russia). (Eurostat, 2013b; World Bank, 2013b) Nonetheless, when one focuses on freight
turnover over a longer length of time, divergent outcomes are revealed. For example, in
Russia, the freight turnover of railway transport decreased from 2523 to 1373 billion tonne-
kilometers between 1990 and 2000. The lowest level came in 1998, when the figure was 1019
billion tonne-kilometers. Since the 2000s, volumes have slightly increased, but it is important
to be cognizant of the fact that railway transport has even also struggled in Russia, which is
often counted among the best performing railway transport markets in the world. (Husainov,

2011; Rosstat, 2011)

Transport investments act as linkages between production and end-customers. According to
the World Bank (2013a), transport contributes to economic development in different ways.
When more locations are linked to networks, the value and effectiveness of transport
increases, which in turn creates network effects. Improving general performance, for example
by decreasing the level of costs and time of transport, enhances transport’s contribution to
economic growth. One important factor is also reliability, since once it is improved (for
example, with the transport time and with reductions in loss and damage), the economic drag

declines. Permitting market size-access to wider markets improves economies of scale in
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production and distribution, and in general consumption, which increases economic growth.
Finally, transport enables access to a larger and more versatile base of inputs (raw materials,
repair parts, energy and labor), and also to broader markets for more varied outputs. (World
Bank, 2013a) Concerning investments in inland transport infrastructure in Central and
Eastern European countries, the share has increased sharply. Until 2002, the proportion was
around one percent of GDP, but in 2009 the share was two percent. Figure 7 describes the
investments in infrastructure in EEA member countries, dividing the amount between

different transport modes.
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Figure 7 Infrastructure investments in EEA member countries, with figures in terms of
million Euros (EEA, 2012b)

Generally, the values of infrastructure investments increased steadily from 1992 to 2008,
from around 67 billion Euros in 1992 to more than 120 billion Euros in 2008. The figures
equate with an increase from approximately 0.9 to 1.2 percent of GDP in the same period.
Road transport accounted for the largest share annually, whereas the greatest increase in share
of investments was in rail, 28-30 percent during the last decade. If one compares only the
years 2003-2008, the situation changes, as investments in road infrastructure rose from 52 to

58 percent. (EEA, 2012b)

The planned infrastructure investments in 2007-2013 are illustrated in Table 11 immediately

following.
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Table 11 Planned transport infrastructure investments in 2007-2013 in the Baltic Sea
Region, in millions of Euros (Ojala, 2007)

Country Rail Road |Maritime| Air Total
Poland 6000 | 23000 1 000 1000 | 31000
Sweden 12 000 16 400 n/a 400 28 800
German (BSR States)| 5500 4367 6 200 0 16 067
North-West Russia 1200 4 500 2 000 400 8 100
Finland 500 1300 350 350 2 500
Latvia 550 800 320 525 2195
Estonia 392 1123 155 80 1750
Lithuania 704 694 123 53 1574
Denmark n/a 1020 n/a n/a 1020
BSR total 26846 | 53204 | 10148 | 2808 | 93 006
Share of total 29 % 57 % 11 % 3% 100 %

Considering the share of investments in rail transport, in West European countries, the share
grew from approximately 20 percent in 1975 to 30 percent in 1995, and around 40 percent in
2010 (of total investment in inland transport infrastructure). The planned situation for the
period of 2007-2013 is rather similar (see Table 11): The total amount is 93 billion Euros, of
which the railway transport share is 29 percent. Notable is that around 80 percent of planned
investments are located in Poland, Sweden and Germany (BSR States). Road transport has

conquered the forecasted investments, as 57 percent of investments are directed towards road
transport. (OECD, 2012b; Ojala, 2007)
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4. DEREGULATION

Regulation has been criticized for misallocating resources. Based on studies from the United
States, a connection exists between lower productivity and regulation (Backman, 1981).
Deregulation has been offered as a common solution to poorly performing markets, because it
can boost intensive competition by promoting new companies to the markets (Andersen,
1992). Because competition is supposed to lead to effective resource allocation, deregulation
is often stated to result in decreased prices, because of effectual modifications in resource
distribution (Backman, 1981; Banister, 1990; Kay and Vickers, 1988). Deregulation is also
recognized as one of the key characteristics of globalization (Gong, 2006). In conjunction
with other policies (for example, those eliminating tariffs and allowing foreign investments to
enter the market), deregulation is often noted as a vital force of economic growth through
promoting the private sector (Goetz, 2002; Gong, 2006). According to Pettus (2009) and
Smith and Grimm (1987), deregulation engenders a considerable change in the market
environment. It forces firms to utilize their resource base in a different way (Mahon and
Murray, 1981). However, because regulatory restrictions have affected pricing and operations
for decades, it takes time for employees of regulated companies to repudiate the decade-old
barriers of efficiency and to learn the marketing practices (Smith and Grimm, 1987; Winston,
1998). Mahon and Murray (1981) stated that the transformation from a regulated to
deregulated market environment is a dramatic change for a company. Deregulation is a long-
term process which liberates industry from the state’s control, influencing, for example,
prices and market entries. Decision-makers often aspire to immediate benefits, and once those
are not achieved, they are tempted to reregulate or limit the deregulation. For example, the
United States Congress deregulated cable television in 1984, but due to non-existent benefits,

decided to reregulate the industry in 1992. (Winston, 1998)

Various studies (see for example Bereskin, 1996; Bitzan and Keeler, 2003; Gu and Lafrance,
2010; Wilson, 1997) have shown that deregulation has a positive influence on productivity,
cost savings and growth, due to reduced barriers of entry, increased level of competition and
increased stimuli for innovations and adaption of advanced technologies. This has also been
noted in the transport sector, where the correlation between developed and efficient
transportation infrastructure and economic growth has been one of the reasons for

deregulation development (Andersson and Stromquist, 1998). Deregulation is also noted to
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have influenced competitive forces: Prices have decreased, and services have expanded and
become better adapted to users’ needs (see for example Joskow and Rose, 1989; Quinet and
Vickerman, 2004; Rose, 1985, 1987; Winston et al., 1990; Ying and Keeler, 1991). Duke et
al. (1992) and Gu and Lafrance (2010) have stated that labor productivity increased after
deregulation. According to Shi et al. (2011), in the U.S. railway market, the best productivity

growth was attained with the technological progress.

Different viewpoints exist as to the reasons behind the deregulation of industries. According
to Jansson (2010), the main driving forces behind deregulation were political and technical:
Political drivers were linked to Margaret Thatcher and Ronald Reagan, and technical ones to
launching of new technologies. This was especially the case in industries such as energy,
telecommunications and transportation. These all were considered as natural monopolies
which had not changed due to new technologies. With deregulation, the decision-makers
expected new entries in these sectors, and also facilitated the level of competition. (Jansson,
2010) Peltzman et al. (1989) stated that there are two general sources of pressure for
deregulation, politics and economics. According to his view, political change includes
modifications in the relative political power of competing groups and alterations in
information and organization technologies. Economical change can be two-fold: 1) the
interstice between the regulated equilibrium and the probabilistic-marking deregulation of the
industry, whereby continued regulation becomes futile, or 2) the assets available for
redistribution become too tight to provide the requisite political return to regulation.
Furthermore, these two factors can be combined. Bortolotti et al. (2001, 2003), and Bortolotti
and Pinotti (2008) propound that deregulation and privatization are often embraced by right-
wing and market-oriented governments; examples of this are available from Central and

Eastern Europe (Potrafke, 2010) and Latin America (Jain et al., 2008).

Although the United States has a long history in industry-specific regulation, it was the first
country to start the deregulation in the 1970s. The process began in 1978, when the Airline
Deregulation Act was launched. The Act withdrew price and entry restrictions which had
dominated the airline industry since 1938. (Lehn, 2002; Winston, 1993) According to
Peltzman et al. (1989), in the railway industry, the change of political direction towards
deregulation was due to a large amount of railway undertaking bankruptcies in the early
1970s. It was taken as a sign that a settlement, which had been created in 1920 to support the

system, was no longer available. It all came down to two choices: further nationalization or
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deregulation of exit and freight rates. The railway industry chose deregulation, which came
into legal force in 1980. (Peltzman et al., 1989) Deregulation was realized via two acts, the
Railroad Revitalization and Regulatory Reform Act in 1976, and the Staggers Rail Act in
1980. These eased the limitations on mergers and acquisitions and gave companies some
degree of independence in services, pricing, and mergers and acquisitions. The Staggers Rail
Act also provided the railway undertakings with more freedom to reject unprofitable routes
and expanded the range of companies’ legitimate business strategies. The net effect was to
allow more space for railways in order to be able to compete with road and barge transport.
(Cramer, 2007, Eakin et al., 2010; Jahanshahi, 1998; Peltzman et al., 1989; Shi et al., 2011;
Smith and Grimm, 1987) Concurrently, the road transport sector was deregulated in 1980
with the Motor Carrier Act (Eakin et al., 2010; Lafontaine and Malaguzzi Valeri, 2005).
However, unlike the air and road transport deregulation acts, the Staggers Rail Act only
partially deregulated the railway market. The Interstate Commerce Commission (ICC)
preserved the right to set maximum rates or act if a railway undertaking was noticed to
misuse the market power or participate in anticompetitive behavior (Pettus, 2009). Once the
transport industry had led the way in 1970s, a range of industries (for example banking,
telecommunications and energy) were deregulated between the 1980s and 1990s. (Gong,

2006; Mahon and Murray, 1981; Winston, 1993)

Opinions are divided as to whether or not countries’ differences in political and economical
systems influence deregulation. According to Quinet and Vickerman (2004), discrepancies in
the operational environment can have significant effects on deregulation. Therefore, some
decision-makers and economists are averse to making generalizations from the United States’
deregulation experience, because industries diverge in several ways from each other, for
example in technologies and entry requirements. The fact that deregulation has worked in one
industry does not mean it will work in another one. However, studies have shown (see for
example Winston, 1998) that industries are likely to function similarly; for example, markets
will become more competitive, and companies operating in the market will look for new
possibilities to be more innovative and more responsive to consumer demands. Nonetheless,
deregulation does not entail a total withdrawal from the state. The regulations enforced by a
government guarantee an effectively working market. A government is responsible for
ensuring that the external effects are sufficiently identified, which in turn ensures that the
benefits of deregulation are actual and attainable. (Quinet and Vickerman, 2004) Although

deregulation did cause some problems for the United States, generally the net benefits were
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better than expected (Niskanen, 1989). Therefore, the success of the United States
deregulation experiments in several industries (banking, telecommunications and
transportation) gained worldwide attention, and is noted as a driving force behind the
deregulation waves in Japan and the European Union. (Jansson, 2010; Winston, 1998) In the
European Union, the transport markets have been opened for competition concurrently with
development of European Union; among the first countries to deregulate the transport
markets were the United Kingdom, Sweden and Germany. (Jahanshahi, 1998) Due to
legislative mandates of the European Union, member countries had to deregulate the railway
freight markets by 1** January 2007. However, the same trend has not extended to elsewhere
in the world: Some countries still have a completely or partly regulated railway freight

market, one of which being Russia.

4.1. The European Union

Since its commencement, the European Union’s main purpose has been to form an area
which guarantees the free movement of goods, people, services and money. The European
Economic Community (EEC), also known as the Common Market, was introduced in 1958
with the signing of the Treaty of Rome. (European Union, 2012) Over the decades, transport
has become vital for member countries’ economies. In order to make European transport
systems more efficient, the European Union has launched various actions to open up both
national as well as international transport markets to competition. Particularly this concerns
transport, energy and telecommunications, which have been deregulated over the decades.
(European Commission, 2012¢) The progression of liberalization in different transport modes

is presented below.

4.1.1. Railway transport

In the European railway sector, deregulation has proceeded in several steps. Requirements
concerning the separation of infrastructure and operations were originally included in
Directive 91/440/EC, when the principle of accounting separation was introduced. This was
followed by Directive 2001/12/EC, which noted that independent organizational aggregates

must be established for infrastructure management and transport operations. According to the
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Directive, member states could determine whether to achieve the objective by having distinct
divisions within a single undertaking (the holding company model) or by establishing a
separate entity. (Holvad, 2006) Although in the separated structure model infrastructure is
managed by its own company, all parties can access the network under the terms of access
regime. Several Directives based on three Railway Packages were subsequently introduced
(see Table 12 below). The First Railway Package was adopted by the European Parliament
and the Council in 2001. It included three directives: The first one opened up the international
railway freight market for competition in March 2003 (Directive 2001/12/EC), the second
one established national regulatory bodies and conditions for capacity allocations and railway
infrastructure charging (Directive 2001/14/EC) and the third one defined conditions railway
undertakings must meet in order to get a license to operate on the European rail network
(Directive 2001/13/EC, which amended earlier Directive 95/18/EC). (Europa, 2007; Laisi,
2012; ORR, 2012)

Table 12 European railway packages and directives (Europa, 2007; Laisi, 2012; ORR,
2012)

Railway package Directive / regulation Function Notice

Separate infrastructure management from

Directive 91/440/EEC . .
railway operations.

Open international railway freight market for

The first railw k 2001 Directive 2001/12/EC
efirst railway package, rective competition starting from 15th March 2003

Establish national regulatory bodies;
Directive 2001/14/EC establish conditions for capacity allocation
and railway infrastructure charging

Define conditions the railway undertakings
Directive 2001/13/EC need to meet in order to receive a license to | Amended Directive 95/18/EC
operate on the European rail network

Railway safety directive, stated procedure
The second railway package, 2004 |Directive 2004/49/EC for granting safety certificates and harmonized | Amended in 2008 by Directive 2008/110/EC
safety levels in Europe.

Amended Directive 96/48/EC and 2001/16/EC
Directive 2004/50/EC Clarify issues related to interoperability Updated in 2008 by Directive 2008/57/EC,
"interoperability directive".

Deregulate domestic freight transport

Directive 2004/51/EC starting from Ist January 2007

Regulation EC 881/2004  [Constituted the European Railway Agency Amended in 2008 by Regulation EC 1335/2008

Deregulate international passenger services

The third railway ki 2007 Directive 2007/58/EC
© mira raiiway package, frective starting from 1st January 2010

Cover the issues related to engine drivers'

Directive 2007/59/EC e . .
certification on the Community's railway

Cover the matters related to open access and

Regulation EC 1370/2007 subsidized public services

Ensure the basic rights and obligations for

Regulation EC 1371/2007
passengers

The Second Railway Package continued the reform in 2004. Its main target was to revitalize

the railway markets by constructing a legally and technically integrated European railway




58

area. The Package included three directives and one regulation. A common approach to
railway safety was introduced via Directive 2004/49/EC, (amended in 2008 by Directive
2008/110/EC), and it stated the requirements for granting safety certificates. Such a
certificate is needed in order to have the right to operate in the European rail network. It also
harmonized the safety levels in Europe. Issues related to interoperability were tackled in
Directive 2004/50/EC (which amended earlier Directives 96/48/EC and 2001/16/EC, but was
updated in 2008 by Directive 2008/57/EC). The domestic railway freight markets were
deregulated by Directive 2004/51/EC; the competition in member countries’ national railway
markets was started by 1% January 2007. The European Railway Agency (ERA) was
established by Regulation EC 881/2004, which was amended in 2008 by Regulation EC
1335/2008. ERA’s main objective is to provide technical assistance for the member states and
the Commission, mainly related to railway safety and interoperability (ERA, 2012).
Furthermore, this Package mandated the European Commission to initiate negotiations on the
accession of the European Community to the Intergovernmental Organization for
International Carriage by Rail (COTIF). The negotiations were finalized in 2011 and the
Accession Treaty entered into force on 1* July 2011. (Europa, 2007; Laisi, 2012; ORR, 2012)

The Third Railway Package was adopted in September 2007. Among the main achievements
was to liberalize the international passenger services in the European Union area starting
from 1* January 2010 (Directive 2007/58/EC). The engine drivers’ certification system was
covered in Directive 2007/59/EC, matters related to open access and subsidized public
services were tackled in Regulation EC 1370/2007, while rail passengers’ rights and
obligations were handled in Regulation EC 1371/2007. (Europa, 2007; Laisi, 2012; ORR,
2012) Since the Third Railway Package, the European Commission has presented a few new
actions related to railways. Among the latest ones are the revision of the First Railway
Package, i.e. a proposal for a Directive on the Single European Area, which was introduced
in September 2010. The objective of the proposal is to simplify and consolidate the rules by
merging three directives into a single text. Additionally, the proposal tries to tackle the key
problem areas which have unfolded during the last decade, generally clarify the existing
provisions. (European Commission, 2012g; Laisi, 2012; ORR, 2012) The member countries’
transport ministers approved the revision of the First Railway Package in the end of October
2012. However, the European Commission has announced a plan to introduce the Fourth
Railway Package in the near future. Once it is enacted, it will significantly revise the First

Railway Package. (Briginshaw, 2012) The main objective of the Fourth Railway Package is
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to improve the quality and efficiency of railway transport services. This will be achieved by
withdrawing the existing barriers, which is expected to encourage sector performance and
economic competitiveness as well as generate growth. In the Package, the barriers are
categorized into four groups: technical, administrative, institutional and legislative. (Ilie,

2012)

In addition to Railway Packages and Directives, the European Commission has introduced
several White Papers. According to Europa Glossary (2012), “White Papers are documents
containing proposals for Community action in a specific area. When a White Paper is
received by the Council, it can lead to an action programme for the Union in the area
concerned”. In the railway sector, a few important White Papers have been published during
the last decades. The first White Paper was published in 1992, dealing mainly with
deregulating the transport markets. The direction was continued by the second White Paper
called “A Strategy for Revitalizing the Community’s Railways” published in 1996, which
completed and reinforced the progress started by Directive 91/440. The White Paper
highlighted 1) the separation of infrastructure management from railway operations and 2)
the importance of having public service obligations between governments and railway
undertakings by contract. The main target was to harmonize the technical standards in order
to achieve interoperability in European rail networks, and allow the workforce to retrain and
restructure. Already in 1996, it was noted that increasing the usage of railway transport would
solve many problems, for example those of pollution and congestion. The White Paper
(1996) states “It is paradoxical that, when many of the problems that rail could help to solve
are increasing, its share of transport markets continues to decline”. The paper introduced the
concept of the “Rail Freight Freeway”, which noted that the existence of national railway
operators is hampering the railway market’s development. (Mékitalo, 2007, White Paper,
1996) The Third White Paper “European Transport Policy for 2010: Time to Decide” was
introduced in 2001. Among the main objectives was to promote the shift from road to rail.
Also, the extension of the European Union to encompass new member states posed
challenges to the railway sector, as large-scale investment requirements emerged due to the
unsatisfactory level of existing rail networks. (European Commission, 2012h; Quinet and
Vickerman, 2004) The ambitions were formulated more specifically in the White Paper
“Roadmap to a Single European Transport Area —Towards a Competitive and Resource
Efficient Transport System”, which was launched in 2011. This White Paper introduced 40

concrete initiatives, including for example a 50 percent shift of medium-distance intercity
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passenger and freight journeys from road transport to rail and water transport. Together with
other targets, the overall objective is to cut carbon emissions in transport by 60 percent by

2050. (White Paper, 2011)

Some European countries had decided to deregulate the railway freight market even before
the legislative mandates of the European Union. Among the first countries were the United
Kingdom, Germany and Sweden (Jahanshahi, 1998). In compliance with Alexandersson and
Hulten (2005), the liberalization process in the European Union member states has been
guided by various types of economic, institutional and legal concerns. In the U.K., the
objective was towards a market liberalization agenda, whereas in Sweden, the main goal was
to find new possibilities for financing railway investments. The European Union member
states utilized four broad types of deregulation. The United Kingdom adopted a rationalist
approach, while Sweden relied on an incremental method. The German and Dutch approach
was characterized as “wait and see”, and the French one was categorized as “reluctant

application”. (Alexandersson and Hulten, 2005; 2008)

Before an evaluation is given of the progression of deregulation in the Baltic Sea Region, it is
vital to discuss the deregulation process in the United Kingdom. As stated previously, the
United Kingdom was among the first countries to deregulate the railway market (Jahanshabhi,
1998). The U.K. has the world’s oldest railway system, which has undergone significant
changes. The Transport Act in 1947 nationalized the British railways, which became known
as British Rail in 1948. In the early days, the company was controlled by a transport
commission, but this was replaced in 1963 by the British Rail Board. By implication, the
main objectives were highlighted to be the development of main rail network lines and the
discharging of unprofitable ones. (Alexandersson, 2010) In the early 1980s, British Rail faced
financial problems, and in 1982, the Serpell Committee’s report noted that large-scale
closures were needed in order to reduce the amount of subsidies. The recommendation was
dismissed partly due to political reasons, but because some action was needed, British Rail
was reorganized into several business sectors and later commercialized. Although divesting
activities not focusing on the railway sector (for example British Transport Hotels) improved
British Rail’s productivity from 1983 onwards, several groups still stated the railway industry
should be privatized. Examples of deregulation were taken from the U.S. and Sweden, and
the privatization plan was introduced in 1992. This led to the White Paper ‘“New
Opportunities for the Railways: The Privatization of the British Rail”. The White Paper was
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criticized for being too short and lacking important information, but it was the cornerstone for
further consultation documents which led to the Railways Act in 1993. Although the process
began in April 1994, the basis for the process was already introduced in the Railways Act.
Based on the Act, British Rail was divided into more than 80 companies; the main objective
was to create competition. The Office of Rail Regulator (ORR) became responsible for
general management, while Railtrack was established to own, maintain and develop the
British rail infrastructure. Initially, the aim was to keep Railtrack public, but it was privatized
in 1996. Meanwhile, the freight sector was opened up for competition, and in February 1996,
British Rail’s bulk freight operations were sold to North and South Railways, later renamed
English, Welsh and Scottish Railway (EWS). Deutsche Bahn bought EWS in 2007, and the
company was renamed as DB Schenker in January 2009. Passenger operations were
rearranged into 25 separate units, and revised into Train Operating Companies (TOCs). TOCs
were franchised a few at a time by tendering processes. The tendering procedures were
organized by the Office of Passenger Rail Franchising (OPRAF), and the process was
completed in March 1997, when 11 separate railway undertakings entered the British
passenger market. Many entrants had a background in bus transport (for example,
Stagecoach, National Express and First Bus). (Alexandersson, 2010; Fowkes and Nash, 2004;
Knowles, 1998; ORR, 2012)

The deregulation process of the British railway market was finalized in April 1997. Changes
continued in 2001, when OPRAF was transformed into the new Strategic Rail Authority.
(Holvad et al., 2003) The Rail Authority refranchised TOCs’ operations by extending the
contracts from seven to 20 years. In return, TOCs were involved in infrastructure
investments. The model was chosen because Railtrack was lacking the possibilities to invest
enough, and the model was regarded as facilitating the financing of major infrastructural
improvements. The objective was that Railtrack would buy the assets once those were
completed. (Nash and Smith, 2006) However, due to various reasons, for example the
increasing number of accidents and poor train accuracy, the plan did not proceed as expected.
The turning point was the Hatfield accident in 2000, which initiated a series of incidents
finally resulting in the collapse of Railtrack in 2002. Network Rail became responsible for
infrastructure in October 2002, and three main objectives were highlighted: 1) to improve the
safety of railway industry and restore public confidence, 2) to improve punctuality (at that
time every fourth train was late), and 3) to bring costs under control. Also in 2002, the British

government decided to introduce a 10-year development plan, which included an investment
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of 34 billion pounds to modernize the railway system. (Alexandersson, 2010; Hilmola and
Szekely, 2006; Network Rail, 2012) The actions have paid off, as the railway has become the
safest mode of transport, and the costs of running the railway were reduced by 28 percent.

(ORR, 2012)

4.1.2. Deregulation of railway transport in the Baltic Sea Region

The progression of liberalization may be evaluated in various ways. Among the most
employed data is the Rail Liberalization Index (LIB Index), which has been published since
2002. The LIB Index is commissioned by Deutsche Bahn, and the work has been done by
IBM in conjunction with Professor Christian Kirchner from Humboldt University. The LIB
Index describes the status of railway market opening in the European area, and Norway and
Switzerland are also included. (IBM, 2004; 2011) The LIB Index is calculated from two sub-
indices, LEX and ACCESS. The LEX Index concentrates on laws (“law-on-the-books™) by
evaluating what the legal requirements are for market entry and to what extent regulatory
authorities support external railway undertakings. The ACCESS Index (“law-in-action’)
describes the situation in the market by answering questions concerning 1) what the practical
market access possibilities and barriers are from the point of view of external railway
undertakings, 2) which market is actually accessible and 3) what allocation procedures are
used. When calculating the LEX Index, the following factors are taken into account (and
weighted): 1) organizational structures of the incumbent (25 percent), 2) regulation of market
access (45 percent), and 3) competencies of the regulatory body (30 percent). The ACCESS
Index is based on five variables: 1) information barriers (five percent), 2) administrative
barriers (20 percent), 3) operational barriers (45 percent), 4) share of accessible domestic
market (25 percent), and 5) sales services in passenger transport (five percent). Of the LIB
Index, the LEX Index forms 20 percent and the ACCESS Index 80 percent; because the
ACCESS Index is considered more significant, the adaptation of the weights of sub-indices
reflects the process of dynamic liberalization well. The minimum score is 100, while the
maximum reaches 1 000 points. A higher score denotes a lower relative barrier of entry for an

interested railway undertaking. (IBM, 2011; Kirchner et al., 2011)

However, some argue that industry concentration indexes, for example the Herfindahl-

Hirschman Index (frequently referred as Herfindahl Index), defines the market structure
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better. The Herfindahl Index is calculated by squaring each participants’ market share, and
totaling the resulting amounts. To give a simple example, a market consisting of three
companies with market shares of 50, 30 and 20 percent, the result is 2500 + 900 + 400 =
3800, respectively. The Herfindahl Index is highly receptive to the asymmetry of market
shares: The result is lowest when market shares are equal, and highest when one company has
a significant share of the market. It was first used in the 1940s as a measure for skewness, but
only in 1976 was it officially connected to economic theory. In 1984, The United States
Department of Justice agreed to have the Herfindahl Index as a measure of concentration for
merger scrutiny, which increased its visibility. (Calkins, 1983; Lijesen, 2004) According to
the Department of Justice, generally the markets which the Herfindahl Index shows as
between 1500 and 2500 points are considered to be moderately concentrated. If the outcome

exceeds 2500 points, the market is highly concentrated. (USDOJ, 2013)

Although the exact market shares of railway undertakings operating in the Baltic Sea Region
countries are not available, some conclusions can be drawn based on incumbents’ market
shares. In most of the countries, the market share of the incumbent varies between 43 and 78
percent, although Denmark, Finland and Lithuania diverge from this. (The Danish market
does not have an operating incumbent, while in Finland and Lithuania, the railway freight
market has not attracted any competition, and the only actor is the old national railway
undertaking.) Therefore, in most of the cases, the Herfindahl Index exceeds 2500 (figures lie
between 3500 and 6500) and therefore the markets can be noted to be highly concentrated.
Because the markets are rather fragmented and the process is in progression, other methods to
evaluate the improvement of liberalization are needed. The LIB Index is employed by various
researchers (see for example Alexandersson and Rigas, 2013; Carbajo and Sakatsume, 2004;
Holvad, 2006; Lijesen, 2004; Zunder et al., 2013), which justifies its usage when evaluating
the Baltic Sea Region.

Table 13 Comparison of market opening categories for LIB Indices 2002/2004 and
2007/2011 (IBM, 2011)
LIB Index points | Groups in the LIB Index 2002-2004 | Groups in the LIB Index 2007 and 2011

800 — 1,000 Only the U.K. has more than 800 points | Advanced
600 — 799 On Schedule On Schedule
300 —599 Delayed Delayed

100 — 299 Pending Departure No country with less than 300 points
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The liberalization process has been divided into three groups depending on the pace of
progression. Between the evaluated research rounds (four in 2002-2011), deregulation has
proceeded in the area, so the groups are also modified (see Table 13). The colors utilized in

Table 14 (immediately following) are explained in the text following Table 14.

Table 14 Rail Liberalization Index in 2002-2011, BSR countries marked in red
(Hytdnen, 2010; IBM, 2004; 2011)

2002 2004 2007 2011
Austria 430 579 788 806
Belgium 395 461 649 753
Bulgaria n/a n/a 652 718
Czech Republic n/a 549 738 738
Denmark 720 693 788 825
Estonia n/a 257 691 729
Finland 410 542 636 672
France 340 305 574 612
Germany 760 728 826 842
Greece 210 162 559 592
Hungary n/a 366 637 658
Ireland 295 149 333 467
Italy 560 688 676 737
Latvia n/a 516 650 587
Lithuania n/a 222 684 592
Luxembourg 280 467 581 585
Netherlands 720 695 809 817
Poland n/a 549 739 737
Portugal 380 668 707 737
Romania n/a n/a 722 726
Slovak Republic n/a 458 700 738
Slowenia n/a 326 665 672
Spain 195 148 630 583
Sweden 760 729 825 872
United Kingdom 805 781 827 865

Table 14 presents the LIB Index in 2002, 2004, 2007 and 2011. When one considers the
Baltic Sea Region countries (highlighted in red), it can be noted that Denmark, Germany and
Sweden belong to the “advanced” group, which have proceeded well with liberalization.
Estonia, Finland, and Poland are part of the “on schedule” group, while Latvia and Lithuania
are in the “delayed” group as of 2011. All BSR countries except Lithuania and Latvia have

been able to improve in their ranking; in 2007, Latvia and Lithuania still belonged to the “on
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schedule” cohort, but since then, the development of liberalization has not proceeded as well

as expected. (IBM, 2011)

Table 15 Characteristics of rail freight markets in the Baltic Sea Region countries
(adapted from Alexandersson and Rigas, 2013; ERADIS, 2013; Holvad and Gotward,
2012; Hyténen, 2010; Laisi, 2009; Link, 2013; UTK, 2013)

Country  |Rail network |Gauge Holding company Infrastructure manager  |Incumbent Deregulation Competition
Sweden 12 821 km 1435 mm_|No, separated Trafikverket Green Cargo 1996 Yes
Denmark |2 132 km 1435mm_|No, separated Banedanmark DB Schenker Rail Scandinavia [2000s Yes
Germany |63 663 km 1435 mm |Yes, Deutsche Bahn DB Netze DB Schenker Rail 1994 Yes
Poland 19 191 km 1435 mm_|Yes, PKP Group PKP PLK PKP Cargo 2000s Yes
Lithuania |1 765 km 1520 mm |Yes, Lietuvos Gelezinkeliai Lietuvos Gelezinkeliai Lietuvos Gelezinkeliai 2000s No
Latvia 2263 km 1520 mm_ | Yes, Latvijas Dzelcels (LDz) LDz Infrastruktura LDz Cargo 2000s Yes
Estonia 1024 km 1520 mm_|Partly yes, Eesti Raudtee (EVR) | EVR Infra EVR Cargo 2000s Yes
Finland 5944 km 1524 mm |No, separated Finnish Transport Agency | VR Transpoint 2007 No
Wagon market
yes, traction Wagon
Russia 86 000 km 1520 mm | Yes, Russian Railways (RZD) |Russian Railways Russian Railways market ongoing |market yes

Table 15 describes the rail freight markets’ characteristics in the Baltic Sea Region countries.
From European countries Germany has most extensive rail network (63 663 km), while the
Baltic States have rather limited networks (Estonia 1 024 km, Lithuania 1 765 km and Latvia
2 263 km). Sweden, Denmark, Germany and Poland have the European track gauge (1 435
mm), whereas the Baltic States and Finland have the Russian version (there is a few
millimeter difference, as the track gauge in the Baltic States is 1 520 mm and in Finland
1 524 mm). Due to European Union legislation and Directive 91/440/EEC, the infrastructure
had to be separated from operations. Of the case countries, five (Germany, Poland, Lithuania,
Latvia and partly Estonia) decided to employ the holding company model, where
infrastructure and operations are under the same holding. Three countries (Sweden, Denmark
and Finland) have applied the Directive by separating the functions vertically. As illustrated
in chapter 4.1.1., all European Union member countries had to deregulate the rail freight
transport market by 1% January 2007. Germany and Sweden were forerunners as they
proceeded ahead with deregulation in the 1990s, while other countries followed suit in the
2000s. Currently, in six out of nine countries competition does exist, while in Finland and
Lithuania, the only operating railway undertaking is the incumbent. Market situation in
Russia is different, as the wagon market is open for competition, but tractions are generally

done by RZD (Some private undertakings have right to use own locomotives in some areas).
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Additionally, although the Russian rail network is officially 86 000 km, there exists around

90 000 km of privately owned rail networks (for example tracks to mines).

Table 16 presents the number of private railway undertakings (RUs) and companies’ market

shares in 2009.

Table 16 Private railway undertakings in the Baltic Sea Region countries, in number of
railway undertakings (2011) and share of freight transport in tonne-km (2009) (adapted
from ERADIS, 2013; Holvad and Gotward, 2012; UTK, 2013)

Country Number of Non-inf:umbent market
external Rus | share freight (%) tonne-km

Germany 368 24.6 %
Denmark 4 100 %
Estonia 4 56.6 %
Finland 0 0%

Lithuania 0 0%

Latvia 1 29
Poland 52 3299
Sweden 18 56 %

Table 16 describes the market structure of the Baltic Sea Region countries (excluding Russia)
in 2009. The largest number of private railway undertakings exists in Germany, where 368
railway undertakings hold a market share of 24.6 percent. The Polish market has 52 private
actors, who hold around 33 percent of the market. In the Swedish market, 18 private railway
undertakings operate with a market share of 56 percent, while the Danish market does not
have an incumbent because it was sold to DB Schenker Rail, meaning the non-incumbent
market share is 100 percent. The situation is totally different in Finland and Lithuania, where
only one company, the incumbent, offers railway transport. The Estonian market follows the
trend of the Swedish example with around 56 percent market share of private operators; the
only difference is in the number of railway undertakings, which in Estonia is four. (ERADIS,

2013; Holvad and Gotward, 2012; UTK, 2013)
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Sweden

Sweden was among the first countries to deregulate its railway freight market in Europe. The
first initiative towards a liberalized railway market was the Transport Policy Act, which was
introduced in 1988. It imposed Directive 91/440/EEC, which had as its target the
development of the European Union’s common railway structure. The first private railway
undertakings entered the Swedish market in early the 1990s. Mainly the actors were small-
scale railway undertakings working as sub-contractors for SJ (the Swedish incumbent). The
first operating license was granted to the state-owned mining company LKAB in 1993.
Further developments continued in 1996, when track capacity allocation and train traffic
control were shifted from SJ to Banverket. This was done in order to facilitate the entry
process and provide equal entry possibilities for all railway undertakings. The utilization of
common facilities was made possible for private railway undertakings under commercial but
non-discriminatory conditions. Although these actions provided a good basis for the new
market structure, the real breakthrough happened only in 2000. (Alexandersson, 2010;
Alexandersson and Hulten, 2005; 2008) Generally, the deregulation process continued in the
railway freight sector in 1996 (Alexandersson, 2010; Jensen and Stelling, 2006). Behind the
decision was the objective to make the railway sector more customer-oriented and to increase
its modal share. In the beginning, the Grandfather Rights clause (whose previsions meant that
the railway undertaking had a right of precedence to a time slot in the timetable it had used
before) was included to protect the competitiveness of freight services which might be based
on scale economies, but notwithstanding this, private railway undertakings were able to win
contracts in direct competition with SJ, the incumbent. (Alexandersson, 2010) Since then, the
number of railway undertakings has increased dramatically. Currently, the railway freight
market has 19 railway undertakings with licenses to operate in the Swedish rail network (see

Appendix 1).

Denmark

The Danish railway sector faced the process of changes in 1997, when the infrastructure
management was separated from transport services. Banedanmark became responsible for
infrastructure, while Danske Statsbaner (DSB) took over the transport operations. Since 1999,
DSB has been an independent company owned by the Danish Ministry of Transport. Further
modifications took place in 2001, when the freight division of DSB, DSB Gods, was sold to

Railion Danmark. Later, Railion changed its name to DB Schenker Rail, and currently the
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Danish railway freight market’s main actor is DB Schenker Rail Scandinavia. Furthermore,
currently four other railway undertakings offer railway freight transport services in Denmark:
CFL Cargo Danmark A/S, Midtjyske Jernbaner Drift A/S, and companies with a background
in Sweden, Railcare Tdg AB and Hector Rail. (Banedanmark, 2013b; IBM, 2004; 2011)

Germany

Germany is among the countries in which the liberalization process has progressed at an
advanced pace when compared with the other member states. The liberalization process
started in 1993 with the Railway Restructuring Act (Profillidis, 2004) and was continued in
1994 when DB Group was privatized and open access to all actors was granted (Holvad and
Godward, 2012; Slack and Vogt, 2007). Even though Germany has always had a number of
small private railway undertakings (Nash and Rivera-Trujillo, 2004; Slack and Vogt, 2007),
the number of railway undertakings overall has increased significantly. Currently the market
has 369 companies which have a license to operate (ERADIS, 2013), but according to earlier
studies (see for example Slack and Vogt, 2007), the number of railway undertakings which
are actually in competition with DB Schenker Rail can be counted as in the dozens.
Interestingly, a fair amount of the licensed railway undertakings are active in both freight and
passenger transport, whereas in other countries, the actors have mainly concentrated on either

one (ERADIS, 2013).

Poland

The first step towards a liberalized railway freight market in Poland was taken in 1997, when
the Railway Transport Law was implemented. The law opened up the rail network to
domestic and international railway undertakings. The progression continued in 2000, when
the Railway Act of restructuring, commercialization and privatization of PKP was executed.
The act was an important step, as it was based on Directive 91/440/EEC. The actions enabled
new railway undertakings to enter the market, and between 1998 and 2002, the Polish
government granted 20 concessions. However, only a few railway undertakings were able to
actually enter the market. The situation changed significantly once the new Law on Railway
Transport was launched in March 2003. It transformed the Polish market, as it moved in a
more liberalized direction, which had a positive impact on the number of actors. The
concessions were replaced by licenses, and during 2003-2005, new entrants were accorded 57
licenses. (Poland Society, 2009; Steer Davies Gleave Poland, 2003; Wronka, 2007) Although

private railway undertakings entered the market, the dominant actor is still the incumbent,
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PKP Cargo S.A. It belongs to the PKP Group, which took over all rights and commitments of
the state-owned Polish Railways, which had been a monopoly before the deregulation process
was implemented. Notwithstanding this, the market share of PKP Cargo has decreased: In
2005, it held 87.8 percent of the market (Wronka, 2007), while in 2009, it had dropped to
around 70 percent (see Table 16 above). In 2012, the number of railway undertakings with a

license to operate in the Polish railway freight market was 53 (see Appendix 2).

Lithuania

As illustrated in Table 14 above, Lithuania belongs to the category of countries in which the
liberalization process is “delayed”. The progression started in 2004, and based on the first and
second railway packages, the incumbent Lithuanian Railways (Lietuvos GeleZinkeliai) was
changed into a holding structure in 2006. This divided the railway functions into three
divisions: freight transport, passenger transport and infrastructure. Still today, the only
railway undertaking operating in the Lithuanian rail network is the incumbent; however, 32
organizations are licensed to execute railway freight transport in Lithuania. (ERADIS, 2013;

IBM, 2011; Mikitalo, 2011)

Latvia

Even though Latvia has transposed all Directives of the First and Second Railway Packages
into the national law, it belongs to the “delayed” category in the LIB Index 2011. The
Restructuring Action Program for 2000-2003 was the basis for restructuring the incumbent
Latvian Railways (Latvijas Dzelzcels). Based on the Program, the incumbent was changed
into a holding company including several subsidiaries; by way of example is LDZ Cargo,
which is responsible for freight transport. The railway freight market has open access, but
currently only two railway undertakings have a license to operate in the Latvian rail network.
The active players are incumbent LDZ Cargo and A/S Baltijas tranzita serviss (ERADIS,
2013; IBM, 2004; 2011).

Estonia

The deregulation process of the Estonian railway market began in 1996. Estonian Railways
(Eesti Raudtee) was divided into several entities in 1997: Eesti Raudtee took over freight
transport, Edelaraudtee and Elektriraudtee became responsible for passenger transport and
EVR Express took on international passenger operations. The modifications continued in

2001, when 66 percent of Eesti Raudtee was sold to Baltic Rail Services (BRS). Behind the
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company was the following group of actors: Ganier Invest of Estonia, RailWorld Estonia
LLC (which was a subsidiary of RailWorld U.S.), Railroad Development Corporation of the
U.S. and Emerging Europe Infrastructure Fund of the U.K. The structure of the market
changed again in 2007 when the state decided to take Eesti Raudtee back into its possession.
In 2009, the rail network maintenance and traffic operations were separated by establishing
two subsidiaries, AS EVR Infra and AS EVR Cargo. The Estonian railway freight market is
open to free competition; currently, five railway undertakings have a license to operate in
Estonian rail network. Among the companies are a railway undertaking offering services in
Alexela terminal in Paldiski (AS Alexela Terminal); a subsidiary of an oil shale mining
company (Eesti Energia Kaevandused AS); a company providing construction in the rail
network (Leonhard Weiss RTE AS); and two active railway undertakings, AS EVR Cargo
and passenger operator Edelaraudtee, which also has a license to operate freight transport.

(ERADIS, 2013; Hytonen, 2010; IBM, 2004; 2011; TERA, 2005)

Finland

In the LIB Index 2011, Finland is included in the “on schedule” group (IBM, 2011). The
Finnish railway freight market has been completely deregulated based on the European Union
legislative mandates. Even though the market has been open for possible new entrants for
more than six years, the only railway undertaking operating in the market is the incumbent,
VR Transpoint. (ERADIS, 2013; Ludvigsen and Osland, 2009; Maékitalo, 2007; 2011)
However, competition is expected. Based on previous studies (see for example likkanen,
2007; Mikitalo, 2011), competition is expected to start up in the transporting of wood, metal

and chemical products.

4.1.3. Other modes of transport

Road Transport Deregulation

Although two-thirds of all transport activity within the EU are national transport activities
(European Commission, 2011b), deregulation of the road sector has been a major issue. In
Europe, the first initiative towards a common European road transport market was introduced
in the 1970s, when the European Economic Community (EEC) and the European Conference

of Transport Ministers (ECTM) proposed promoting the establishment of the European road
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transport market, meaning an open area, where European hauliers could freely develop their
businesses in the more extensive context of trade liberalization. (Bernadet, 2009) Although
the road transport market was totally deregulated only on 1* July 1998 (Hilal, 2008), several
actions were taken before the final decision was reached. Among the cornerstones of the plan
was the European Union’s objective to create a “Single Market”, which encompassed several
functions targeted at liberalizing and harmonizing road freight transport (Coopers and
Lybrand, 1996). The Single European Act introduced in 1985 stated that the objective of the
“Internal Market” was to create an area without internal borders, where free movement of
goods, persons, services and capital is assured (Fulmini, 2006; Malaguzzi Valeri, 2005). In
effect, from 1985 onwards legislative power has gradually shifted to the European Union,
which increased preparation for opening the single European Union market in 1993 (Hilal,
2008). These actions were revealed in a White Paper (1985) in which the main objective was
to eliminate all physical, technical and tax borders, also eliminating, for example, the border
checks in the road transport sector (Fulmini, 2006; White Paper, 1985). The White Paper
(1985) stated the objectives should be achieved in two stages. In the first stage, the focus was
on shifting controls and formalities away from internal borders by 1988. The second stage
target was to “coordinate policies and approximate legislation so that the internal frontier
barriers and controls are eliminated in their entirety by 1992” (White Paper, 1985: 16). By
1993, over 90 percent of objectives stated in the White Paper (1985) had been adopted. Since
the White Paper, several Directives and regulations have been launched. Among the most
significant have been regulations EEC 881/92 and EEC 3118/93, and Directive 2006/94/EC,
which were all replaced by regulation EC 1072/2009 regulating cabotage. (EC 1072/2009,
2009; European Commission, 2012j; Fulmini, 2006)

In the European Union, eliminating governmental discrimination based on the nationality of
the freight transport companies was a main objective of the deregulation. The deregulatory
process was mainly carried out through a gradual dismantlement of state officials’ functions
allocated for international road transport, and via the elimination of controls at borders
(Lafontaine and Malaguzzi Valeri, 2009; Malaguzzi Valeri, 2005). Even though the
deregulation of the sector did not officially take place until 1998, several member states
liberalized the market earlier. For example, both Sweden and the United Kingdom were first
movers: Sweden started the process in 1964, while the United Kingdom followed suit in

1968. (Lacey, 1990)
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A majorly problematic issue in the open road transport market has been border crossings.
Although regulations have ensured smooth border crossings between the member states,
difficulties have emerged at borders between the member states and other countries.
According to the International Road Transport Union (IRU, 2013a), waiting times at borders
have been increasing (although this varies greatly from border to border). The situation was
noted as the most troublesome at the Northern European Union external border sections. For
example, an average waiting time between Estonia and Russia (at Narva-Ivangorod) was 130
hours in the April-September period of 2009. This is due to the fact that Russian customs/
border control continuously changes its procedures, which on the Russian side results in slow
checks and in a lack of decision-making which would expedite actions. Additionally, the
infrastructure in Ivangorod, a medieval city, is a hindering factor, as the border-crossing
station is located in the middle of the city, and expanding the area is not possible. (Hilmola et
al., 2007b) The European Union is trying to improve the situation by supporting construction
of quality and secure parking areas at three of the most problematic border crossings between
the European Union and Russia: Vaalimaa in Finland, Narva in Estonia and Terehova in
Latvia. (IRU, 2013a) The European countries have taken further action in order to improve
the border crossings: An Electronic TIR Carnet is available in 15 European Union member

countries in 2011, and it will further expand to EU as well as non-EU countries. (IRU, 2013b)

Sea Transport Deregulation

Privatization of port management has been the main driving force for open competition in sea
transport. The enticement of privatization is due to earlier experiences, as trade liberalization
opened up new opportunities for logistics services. Within sea transport, both port and
shipping industries have become increasingly privatized. Essentially, governments have
stepped aside and ports and terminals are operated and managed by multinational companies
via long-term leases (Wang et al., 2004). Globalization and the quick development of
economy and industry in Asia, especially in China, have supported this trend. However, the
U.S. and Canada (among many other countries) have provided financial assistance to port
infrastructure development under national stimulus packages. (Slack, 2010) On the other
hand, in Asia, governments (for example in South Korea) have established funds helping
shipping lines to retire ships through purchasing them at commercial prices. Governments
have realized that shipping is a vital function, serving as a key factor in economic

development and internal trade. Short sea shipping and port gateway policies (maritime



73

security and environmental questions) have been the most important areas in the EU region

for re-balancing the relationships between the public and private sector. (Slack, 2010)

In the European Union, Regulation EC 4055/86 applied principles of freedom to provide
services to maritime transport between member states and third countries. Regulation
included cargo-sharing arrangements for third countries, except for linear shipping in
exceptional circumstances. Regulation EC 4058/86 ensured the coordinated action to secure
free access to cargoes in ocean trade, and enabled the Community to take retaliatory
measures if European Union ship owners or ships registered in member states encountered
restrictions on the free access to cargoes. Council Regulation EC 3577/92 enacted the
cabotage rules from 1% July 1993 for ship owners operating vessels registered in a Member

State. (Danklefsen, 2008; European Union, 2010)

In 2004, the Commission adopted a White Paper upon review of Regulation EC 4056/86. In
particular, the White Paper analyzed whether to maintain, modify or repeal the currently
applicable provisions of the regulation. Furthermore, the Paper discussed whether it would be
appropriate to replace the present block exemption for linear conferences laid down in
Regulation EC 4056/86 with other Community instruments covering any new business
framework of co-operation between linear services operators on trades to and from the EU
(White Paper, 2004). Shipping deregulation contributed to lower shipping rates and a greater
choice of port calls. Advantages such as saving in labor costs have resulted in an out-flagging
of fleets to countries which have lower labor cost levels. However, nearly all European
countries have different labor legislations and working advantages; therefore, the great
majority of fleets have been flagged to countries such as Greece, the Netherlands and
Germany. Worldwide, the Bahamas and Liberia have attracted the greatest amount of out-
flagging. Generally, 93 percent of ships are flagged to 35 countries or regions in the world;
the Bahamas (23 percent) and Liberia (10.6 percent) are the leaders. In the EU countries, the
shares are much smaller (United Nations, 2009): Greece (5.3 percent), Malta (4.3 percent),
Cyprus (2.6 percent), Norway (1.7 percent) and Germany (1.5 percent). Of the Finnish fleet,
nearly 90 percent is out-flagged, mostly to Sweden, the Bahamas, Germany and the

Netherlands (Merenkulkulaitos, 2010).
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Air Transport Deregulation

European air transport deregulation has proceeded more slowly than in the U.S., mainly due
to the heterogeneity of European countries, discrepancies between air traffic control systems
and nationalistic motives for supporting the national carrier. (Reggiani et al., 2010)
Deregulation began a gradual entry into the European air transport industry in the mid-1980s,
when the European Council stated that it was a needed action in order to create a single air
market. In the late 1980s and 1990s, the Commission introduced three Air Packages, which
came into force in 1987, 1990 and 1992, respectively. The First Package included two
Council Regulations (EC 3975/87 and EC 3976/87) and two Directives (601/87/EC and
602/87/EC), and its main intention was to cover the overall rules and agreements. The First
Package’s impact was regarded as being rather limited, and the Commission soon started
preparations for the Second Package. The Second Package’s objective was to develop the
liberalization even further. The Package was finalized in 1990 by three Council Regulations
(EC 2342/90, EC 2343/90 and EC 2344/90), which covered, for example, market entry and
air fares. Finally, the process was concluded in 1992 with the Third Package, consisting of
three Council Regulations (EC 2407/90, EC 2408/90 and EC 2409/90). The Third Package
replaced the earlier bilateral system with a multilateral system. (Kawagoe, 2008; Rey, 2003)
Extant barriers were eliminated in April 1997, finalizing the liberalization process of the
European air transport market (Barrett, 1997). Although European air transport was not
deregulated until the late 1990s, several member countries decided to deregulate the market
even earlier. Air transport between the United Kingdom and Ireland was opened for
competition in 1986, and the U.K. continued the process in 1987 by deregulating its national
air market. The actions enabled over 50 percent price reductions, and passenger amounts
were doubled, as compared to the regulated time before the liberalization. (Barrett, 1997,
Morrison et al., 1995) Reggiani et al. (2010) noted similar outcomes. Based on their study,
deregulation improved air transport in various ways. Efficiency and the number of innovative
strategies increased, which led to lower airfares, new market entrants and an increase in

demand. (Reggiani et al., 2010)

Since then, the European air transport industry has dealt with several modifications. One of
most importance was the Package of the Single European Sky (SES), which came into force
in April 2004 (European Commission, 2010). These regulatory actions continued in 2007,

when a first-stage transport agreement was agreed upon between the European Union and the
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United States. The agreement gave European airlines the right to operate flights from

European airports to the U.S. (Kawagoe, 2008)

4.2. Russia

The Russian transport sector has encountered various structural changes during the last
decade (see for example Cheviakhova et al., 2004). In order to develop the railway market,
the Ministry of Railways launched a comprehensive three-stage Railway Structural Reform
Program in 2001. The Program was initiated in cooperation with the government, and
published in May 2011 as Decree No. 384. The main objective was to set down the strategic
priorities for the railway industry until 2010 and beyond, and targets included efficiency and

profitability of railway services in Russia. (RZD, 2012a)

The first stage of the Reform Program took place in 2001-2002. It divided the railway market
into two functions: governmental and operational. Its main actions and targets are described

in Figure 8.
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Main actions

Foundation of Russian Railways as a state-owned company to own

and manage the assets formerly belonging to the Russian Ministry of Railways

Internal accounting and management procedures
- Separate accounting for each business of Russian Railways

- Separate management of each business of Russian Railways

Allow independent cargo companies to operate their own wagons

Main targets

Separate government's ownership from its regulatory functions

Spin-off non-core activities

Separate management and accounting business units

Prepare the ground for unbundling to take place during the later phases of

the reform process

Figure 8 First stage of the Railway Structural Reform Program (Adapted from Laisi,
2010; RZD, 2012b)

Main actions included the establishment of Russian Railways, rearranging the accounting and
management proceedings and permitting private railway undertakings to enter the market.
Main targets included separate governmental and operational functions, separate management
and accounting units, and sector preparation for further Reform Program actions. In order to
progress with the restructuring process, reorganization of Russian Railways was needed.

Figure 9 illustrates the situation before and after the process.
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Before After
Regulatory functions

-The development of public policy and the publication of regulations. Ministry of Transport

- The functions of law enforcement, state property management, and The Federal Agency
provision of public services. for Railway Transport
- Accreditation of testing laboratories (centers), certification bodies. (Roszheldor)

- The control and supervision over observance of legislation of the

Russian Federation in the field of traffic safety, operation, transport, crime The Federal Service for
prevention, and emergency response. Transport Supervision
- Issuance of permits (licenses) to legal entities and individuals to carry (Rostransnadzor)

Ministry of Russian out certain activities, and (or) actions.

Railways

Economic functions

- Transportation of cargo and passengers, including

provision of services for the locomotives; cargo handling activities;
maintenance, protection, storage of goods; freight forwarding activities;
operation of logistics centers.

- The production, maintenance, repair, and maintenance of railway rolling

stock.

- Maintenance of railway infrastructure. JSC “Russian Railways”
- Conducting research, development, design, surveying, and construction (JSC RZD)
activities.

- Provision of telecommunications services, information, marketing, and
other services, including construction, maintenance and repair of
communication; the development of automated information systems;
organization of exhibitions and presentations.

- Provision of services in the social sphere, including organization of
children's railways; educational activities; construction, operation,
maintenance of the buildings and facilities for social, cultural, sports,
recreation, and household utilization; organization of recreation and spa
treatment.

Figure 9 Restructuring of the Russian Railways (Laisi and Panova, 2013)

The restructuring process divided responsibilities into two functions: regulatory and
economic. Earlier, all functions had been handled by the Ministry of Russian Railways,
whereas after the Reform, the Ministry of Transport and its subordinates, The Federal
Agency for Railway Transport (Roszheldor) and The Federal Service for Transport
Supervision (Rostransnadzor), became responsible for regulatory functions. Russian
Railways (RZD) was established to cover the economic operations, including for example
transport activities (both freight and passengers) and maintenance of railway infrastructure.

(Laisi, 2010; Laisi and Panova, 2013; RZD, 2012b)

The second stage of the Reform Program took place in 2003-2005. The main stage-two
targets included the establishment of multiple subsidiaries and phasing out of cross-subsidies
from freight operations to passenger services. The former was achieved in the reorganization
of Russian Railways by forming new subsidiaries or independent companies from the
existing non-core units. Concerning the latter, another target was to introduce market pricing

in competitive sectors. Previously all functions (traction, infrastructure, long-distance and
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local passenger traffic, cargo traffic, R&D and repairing and construction work) were
controlled by Russian Railways. After the Reform Program’s second stage, Russian Railways
became responsible for infrastructure, traction services and at least 50 percent of the total
number of wagons. It remained the major player in the freight transport market, although
transit, intermodal and refrigerated transport were reorganized into separate subsidiaries.
However, competition also entered the cargo sector, as among the objectives was to increase
the number of alternative transport companies, including private railway undertakings with
their own rolling stock. (Pittman, 2007; RZD, 2012c; Thompson, 2010) The major goal of the
third stage of the Reform Program (2006-2010 and beyond) was to create a developed,
competitive railway transport market and to increase competition (Laisi, 2010; Pittman, 2007;
RZD, 2012d). This has been achieved by establishing 158 subsidiaries. Among the most
significant ones are First Freight Company (est. 2007) and Second Freight Company (est.
2010), which have become important players in the railway freight transport sector.
(Gorbunov et al., 2012; RZD, 2012¢) The changes in the Russian railway freight market are
highlighted in Figure 10. The share of wagons owned by RZD has declined, while the
number of privately owned units has steadily increased. The first wagons were shifted to an
RZD subsidiary in 2007 when First Freight Company was established. Since then the trend
has sharpened, and the market structure underwent significant reform in 2010 (figures are for
until 1* November 2010). RZD owned 24 percent of the wagons, while the corresponding
figures for RZD subsidiaries and private companies were 28 percent and 48 percent,
respectively (see Figure 10) (Husainov, 2011). Further actions might take place in the near
future; for example, the privatization of Transcontainer has been deliberated upon (RZD

Partner, 2012).
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Figure 10 Ownership structure of wagons (by percentage) in the Russian railway freight
market (Husainov, 2011)

Russian Railways has already introduced the fourth and final stage of the Reform Program.
The stage will continue until 2015, and it determines the structure of the freight transport
market and the available modes of competition. Additionally, its functions cover further
development of government regulations and industry funding until 2015. (RZD, 2012f) In
addition to the Reform Program, two special development programs have been introduced.
The Federal Target Program’s (“Russian Transport System Development in 2010-2015")
main intention was to construct new lines and develop the overall railway sector.
Furthermore, “Development Strategy of the Railway Transport in the Russian Federation till
2030 expanded the market even further, and strengthened the market environment for facing

future challenges. (Minutes, 2009; Ryshkov, 2010)

There are few ways to proceed with market restructuring and privatization. Activities can be
separated only in the organizational sense when the parent company still owns all the
companies. In order to have competition in such a market environment, the infrastructure
owner needs to allow the entry of private railway undertakings under the conditions
stipulated by the government. However, the company responsible for the infrastructure might
discriminate against new entrants because of the market environment. Such problems have
particularly been noted in transition and developing economies, because the regulatory

institutions may lack the resources and enforcement to prevent the discrimination. In these
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markets, vertical integration is regarded as an appropriate solution, because transactions are
done within a firm rather than between firms. (Pittman, 2007) Russia has utilized a within-
firm model by establishing several subsidiaries. The interaction between the actors in the

Russian railway freight market is illustrated in Figure 11.

Consignor/consignee

4« T

Private
Railway undertakings

o~ |

Infrastructure Traction Wagons

RZD + subsidiaries oo

Figure 11 Interaction between the actors in the Russian railway freight market (Laisi,
2010; adapted from Ivanova, 2007)

The railway sector has three main components: infrastructure, traction services and wagons.
In the Russian railway market, the user of railway transport services can buy the service from
the governmentally owned railway operator, RZD, or one of its subsidiaries; or they can
contract the private railway undertakings. In the former option, RZD offers all three
components, whereas in the latter, the privately owned railway undertaking is only
responsible for the transport. The company’s own wagons are used, but traction as well as
access to infrastructure are offered by RZD. Although the difference between the options is

significant, it is not perceptible to the final user. (Ivanova, 2007; Laisi, 2010)

4.3. Prior research on railway freight market deregulation

The railway freight market deregulation process has attracted numerous researchers
worldwide (see for example Brewer, 1996; De Jorge and Suarez, 2003; Hilmola et al., 2007a;
Jensen and Stelling, 2007; Ludvigsen and Osland, 2009; Mékitalo, 2007; Profillidis, 2004).
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The main focus has been on second-hand statistics and literature analyses of countries which
deregulated the markets at an early stage, such as the U.S. (Boyer, 1987; Jahanshahi, 1998;
OECD, 1997), or the nations which proceeded ahead with deregulation before the legislative
mandates of the European Union existed, such as the United Kingdom, Sweden and Germany
(Alexandersson, 2010; Alexandersson and Hulten, 2005; 2008; 2009; Brewer, 1996;
Woodburn, 2003; 2007). Studies have mainly compared the progression of liberalization in
the Western countries (see for example Hilmola et al., 2007a; Ludvigsen and Osland, 2009;
Profillidis, 2004) or Eastern countries (Szekely, 2009). Some Western and Eastern countries
have been dealt with together in a few studies; for example Szekely and Hilmola (2007)

analyzed the conditions of Swiss, Japanese, Polish and Hungarian railways.

In the railway transport market, one factor often examined in studies is barriers to entry.
According to several researchers (see for example Brewer, 1996; Ludvigsen and Osland,
2009; Mortimer et al., 2009; Mikitalo, 2007; Steer Davies Gleave Sweden, 2003; Whiteing
and Brewer, 1998), the railway market has encountered severe barriers to entry. The main
entry barriers are exogenous by nature, namely the acquisition of rolling stock and
bureaucracy. Cantos and Campos (2005) highlighted that intermodal competition could create
barriers, while Nash and Preston (1992) stated in the 1990s that the main barriers to entry in
the railway industry were the lack of a second-hand rolling stock market, access to
maintenance and depot facilities and the sunk costs of infrastructure. Some country-specific
factors were also determined. In the United Kingdom, the perceived level of access charges
was considered a barrier (Brewer, 1996), while in Finland and Sweden, difficulties in
accessing services created a great barrier (Mékitalo, 2007; Steer Davies Gleave Sweden,
2003). Furthermore, recent studies show that in Finland, other significant market entry
barriers include acquisition of rolling stock, access to services, administrative factors and

recruitment of skilled personnel (Mékitalo, 2010).

4.4. Comparison of the railway freight market deregulation to that of other sectors

Since the 1970s, worldwide markets have encountered various deregulation trends. Four
industries have been noted to be trendsetters in this regard: banking, telecommunications,
energy and transportation. The overall trend started in the 1970s in the United States: In
1977, the fully regulated industries produced 17 percent of the country’s GNP. By 1988, the
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figure decreased to 6.6 percent, due to deregulation of great parts of the transportation,
energy, communications and banking industries. (Goetz, 2002; Hogselius and Kaijser, 2010;

Winston, 1993)

Banking

The banking sector is different from the other service sectors, as its main objective is to
finance economic activity. Therefore, it is important not only for bank regulators but also for
whole economy. During the last two decades, governments worldwide have started to
deregulate the banking sector, and oligopolistic industry has faced changes as a result of the
elimination of earlier regulations. Banks can compete in prices, products, quality of service
and area of service with few regulatory restrictions. Naturally, this has changed the landscape
of the banking industry. (Evans et al., 2008; Hagendorff et al., 2007; Sarkar and Bhaumik,
1998; Sensarma, 2008; Unal et al., 2007) The deregulation of the banking sector has had a
direct influence on the amount of mergers and acquisitions, of which the number has grown
during the last two decades. Banks have become larger, and the product range offered to
customers has expanded. Although some concerns have been noted about the risk that larger
and more complex financial institutions might generally cause to the solidity of financial
systems and about the banks’ capability to estimate their own risk-taking, officials believe
that consolidation poses net gains for countries’ financial sector. Mergers and acquisitions
enable banks to utilize cost-based synergies (for example, economies of scale and scope),
which lead to higher market liquidity, lower transaction costs and better risk diversification.

(Hagendorff et al., 2007)

Historically, like other nations’ banking industries, the U.S. banking sector was heavily
regulated. Earlier, the intrastate branching regulations enjoined the banks from making state
wide expansions, mainly protecting small or inefficient banks from competition actions of
larger banks. Starting from the 1970s, individual states began to revoke the restrictions.
(Huang, 2007; Stiroh and Strahan, 2003; Swift and Hopkins, 2008) In 1970, unrestricted
statewide branching was allowed in 12 states. Between 1970 and 1994, altogether, 38 states
deregulated the restrictions. The Depository Institutions’ Deregulation and Monetary Control
Act, which took place in March 1980, was continued in 1994 with the passage of the Riegle-
Neal Interstate Banking and Branching Efficiency Act (IBBEA). This was federal legislation
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which deputed complete interstate banking as of 1997. (Becher et al., 2005; COP, 2009;
Hagendorff et al., 2007; Humphrey and Pulley, 1997; Strahan, 2003)

In the European countries, the deregulation process progressed within different time frames
for different places. The process was divided into three parts (Evans et al., 2008): 1) conduct
deregulation at the national level, 2) deregulation to strengthen foreign competition, and 3)
prudential regulation. Due to the versatile number of factors affecting the deregulation
process, the European Union member countries proceeded with the banking deregulation
mainly over two decades, the 1980s and 1990s. Table 17 illustrates the situation in some

European Union countries.

Table 17 Timing of regulatory changes in various EU member countries (Evans et al.,
2008)

Conduct Deregulation to .
Country deregulation at the | strengthen foreign Prude nt.|a|
national level competition regulation
Austria 1979-1990 1986-1993 1979/1995
Belgium 1979-1990 1980-1994 1974/1995
Denmark 1980-1988 1980-1993 1987/1995
Finland 1987-1993 1991-1993 1966/1995
France 1967-1987 1980-1992 1980/1994-1995
Germany 1979-1985 1967-1992 1966/1976
Greece 1987-1997 1981-1994 1995/1995
Ttaly 1983-1992 1985-1993 1987/1987
Luxembourg 1979-1990 1981-1993 1989/1995
Netherlands 1980-1986 1980-1992 1979/1995
Portugal 1984-1994 1983-1992 1992/1994
Spain 1979-1992 1986-1994 1977/1995-1996
Sweden 1978-1985 1990-1993 1974/1996
United Kingdom 1979-1990 1973-1993 1983/1995

Although the market structure has changed since deregulation, some financial organizations
have maintained their former position. One of the most important actors is Bank for
International Settlements, whose mission is to serve central banks in activities for monetary
and financial stability. It encourages international cooperation in these areas and acts as a
bank for central banks. (BIS, 2012a) Within the Bank, a paramount actor is the Basel
Committee on Bank Supervision (BCBS), which is a committee established in 1974 by the
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Group of Ten (G-10) countries’ central bank governors. The Committee’s main objectives are
to make banking policy guidelines for member and non-member countries, and to help
authorities to enforce the given proposals. Although the Committee cannot provide
peremptory provisions, its guidelines are widely followed and well taken into consideration
in the international financing industry. (BIS, 2012b) Among the main standards are the Basel
Accords, comprised of Basel I, Basel II and Basel III. Basel I was introduced in 1988, and it
focused on credit risks and bank capital adequacy issues. It was noted to have substantial
success in reaching the target of verifying the stability of the international banking system.
Basically, this was achieved by increasing the capital levels. (Garside and Bech, 2003;
Mainelli, 2011) The progression continued in 1998, when the committee initiated a revision
of the Basel Accord to address the risks outside of credit risks. Based on the revisions, the
revised Basel Accord, Basel II, was introduced in June 2004. The main difference between
Basel I and I was that Basel I concentrated on the issue of capital adequacy at the banks,
while Basel II’s main objective was to establish an extensive risk management discipline in
the financial industry. (Ozun, 2007) Basel II has often been regarded as an important step in
banking regulation, because it divided the process into three pillars: 1) minimum capital
requirements, which expanded the ones outlined in Basel I (1988); 2) regulatory monitoring
and risk management; and 3) controlling market forces via productive disclosure to
encourage competent banking practices. (Bertus et al., 2007; Garside and Bech, 2003; Ojo,
2010; Ozun, 2007) The Third Accord, Basel III, was developed as a response to the financial
crisis of the late 2000s. It reasserted bank capital requirements and introduced new
prerequisites on bank liquidity and leverage. The implementation process of Basel III is
ongoing; the Draft European Parliament Legislative Resolution was agreed upon on 14 May
2012, and currently the Council and the Commission are in discussions to agree on the final

text. (BIS, 2012a; Suttle, 2011)

In the European Union context, Basel Il has a more determining status as it has been
transposed into a European Union Directive. Like other Directives, this was implemented in
all European Union member states and applied to all banks and investment companies.
Therefore, the European Commission was closely participating in the Basel II process. The
directive proposal was launched only few weeks after the Basel Committee published its own
text in July 2004. The directive proposal is more commonly known as the Capital
Requirements Directive, and it was implemented in the European Union starting from

January 2007. Although the purpose of directives is to ensure a consistent approach and use
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of the same legally binding texts throughout the European Union, there are a few factors
which might hinder the process. Firstly, the directive needs to be implemented in each
member countries’ regulations or rules. Secondly, the rules or regulations need to be applied
in practice by each country’s supervisory authority / authorities. Therefore, there might exist

different interpretations and applications of the same directive. (Ozun, 2007; Roldan, 2006)

The establishment of a single European banking market compels banks to reduce average
costs by exploiting economies of scale and reducing various inefficiencies in the operations.
The changes in the European regulatory environment have provided banks with many
opportunities to evolve and enlarge their operations, including with new market areas.
Papadopoulos and Karagiannis (2009) noted that, while some banking institutions will grow,
some might decline due to competitive pressures. Furthermore, it is expected that some banks
will concentrate on their core competencies. Economies of scale and efficiency are
anticipated to play a significant role in the banking sector, and most probably will delineate
which banks will grow and which will become smaller (and perhaps disappear from the

markets via mergers and acquisitions). (Papadopoulos and Karagiannis, 2009)

The topic of deregulation has been widely studied, but the outcomes have mixed results.
When the process started in the United States in the 1980s, the deregulation of interest rates
increased bank funding costs and lowered profits. Therefore, banks had to raise the fees for
deposit services and reduce branch operating costs. Rates of return were regained back to the
pre-deregulation level only in the early 1990s. This meant that cost productivity decreased,
but profit productivity increased due to improvement in the output quality. (Berger and
Mester, 2003; Humphrey and Pulley, 1997) The U.S. state economies grew faster and the
new business formation was stated as having higher rates than before the deregulation.
Furthermore, macroeconomic stability improved. All these changes allowed banks to offer
better services to their clients. A couple examples of the outcomes include the diffusion of
automated teller machines (ATMs) and Internet banking. (Kroszner and Strahan, 1999;
Strahan, 2003; Sullivan and Wang, 2008) According to Strahan (2003), in banking
deregulation, the volatility of the economy declined once the growth increased, although it is
often thought that higher returns bring higher risks. Positive outcomes were also reported for
example in Korea (Gilbert and Wilson, 1998). Furthermore, Strahan (2003) stated that the
empirical research of the last decades has uncovered support for the Schumpeterian view,

which is that the development of the financial market can play an important causal role in
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driving long-run growth. However, for some countries, for example Portugal and Spain,
deregulation was not associated with progress in productivity and efficiency. (Kumbhakar et
al., 2001; Lozano-Vivas, 1998; Mendes and Rebelo, 1999) When one considers Southern
Europe (namely Greece, Spain and Italy), according to the results of Papadopoulos and
Karagiannis (2009), the largest banks were generally the least efficient banks, while smaller
institutions were the most efficient over the time period of 1999-2004. Inefficiency increases
alongside the size of the bank. Efficiency does seem to be improving with time; all
participating banks reported better efficiency scores for the period 2003-2004 when
compared to 1999-2000. Concerning technological change, based on the results, the largest
banks are receiving the greatest benefits, as progress with technology has reduced banking
costs by three to four percent annually. The efficacy of technological change in reducing
bank costs seems to grow correspondingly with the size of a bank. (Papadopoulos and
Karagiannis, 2009) Hauner (2005) studied German and Austrian banks and estimated cost
and scale efficiency and change in productivity. Based on his results, state-owned banks were
regarded to be more cost-efficient, and cooperative banks seemed to be as cost-efficient as
private banks. According to Casu and Girardone (2006), increased competition has compelled
banks to act more effectively. On the other hand, it seems that increased efficiency does not

foster more competition.

The regulatory change in the banking sector has led to better performance of the real
economy. Evans et al. (2008) studied 14 European countries, and found that deregulation led
to a more homogeneous market of the main indicators of bank profitability. However, this
was not necessarily the case in the banks’ asset-liability management practices. According to
Sensarma (2008), this status of the process is visible in developed economies, where the
markets as well as business models are in a mature stage of development. However, in
developing economies, the situation appears to be different: In countries such as India (which
deregulated the banking sector in 1993), although deregulation would lower costs due to the
associated adoption of efficient technology, it would put pressure on profits due to the
intensification of the competition. (Sarkar and Bhaumik, 1998; Sensarma, 2008) Also, in the
U.S., deregulation has encountered some resistance, as some people have been claiming that
deregulation is one of the driving forces behind the crisis in 2009. According to COP (2009)

this is not the case, as deregulation already took place a few decades ago.
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Deregulation enabled banks to use competitive tools, which assist them in remaining
functional. Market outcomes (for example prices and quantities) are directly influenced by
the deregulation of interest rates, fees and credit ceilings. The deregulatory changes set in
motion processes for the cessation of the discriminatory power of the countries’ authorities
over branch expansion. The process strengthened when the European Union enacted
directives enabling banks to expand operations to foreign countries. The First Banking
Directive and the Second Banking Directive allowed financial institutions to operate without
restrictions inside the European Union, which accelerated the European banks’
internationalization. The results suggest that market liberalization might lead to divergence in
the competitive strategies in the European Union banking sector when loans and deposits are
priced. The findings state that a further opening up of national banking markets to
international competition coupled with a further ascertaining of the prudential regulation is
the right option to choose. (Evans et al., 2008) Countries with greater monitoring, as
measured by accounting and auditing practices, financial transparency and credit rating

efficacy, are associated with greater wealth and less risk. (Bertus et al., 2007)

Telecommunications

Once deregulation entered the telecommunications sector, it became increasingly freed from
regulatory controls. According to Lehn (2002), deregulation allowed companies a greater
discretion in setting prices and the opportunity to enter new markets, exploit new
technologies and make acquisitions. The first plans of the telecommunication industry’s
deregulation unfolded in the United States in 1970s, when it became clear that the companies
providing services were not able to fulfill all customers’ requirements. From the 1980s to the
early 2000s, companies operating in the regulated local exchange sector were confronted with
significant turbulence. The deregulatory Telecommunications Act, which was launched in
1996, attempted to change the situation in the sector by introducing proposals such as the
entry of competitive local exchange carriers, unbundling of the incumbents’ networks and
launching of inter-modal competition. (Atkin et al., 2006; Majumdar, 2010; Peacock, 2009;
Zhong et al., 2008)

One of the terms which closely relates to the telecommunications industry is “Universal
Service Obligation” (USO). In telecommunications, this means the provision of minimum

services to all citizens at a beneficent price. Therefore, once the European Union launched
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national telecommunications deregulation and privatization policies in the end of the 1980s,
the introduction of the USO formed a focal part of the regulation of the liberalized market.
(Eliassen and From, 2009) This essentially meant that when voice telephony was deregulated
in 1998 in order to complete the liberalization of the European telecommunications sector, it
was agreed there would be maintenance of a safety net ensuring that a set of basic services
related to telecommunications would always be available at a certain quality and affordable
price. The same trend continued in 1999 when the new regulatory framework was introduced,
as maintaining the universal service and updating it to include a minimum speed Internet
connection were also agreed upon. Directive 2002/22/EC imposed the basic principles of
Universal Service and Users’ rights. (Directive 2002/22/EC, 2002; European Commission,
2007)

Although the final step towards a totally liberalized telecommunications sector in the
European Union was taken only in 1999, the process had already started earlier. In 1987, the
European Commission outlined the Green Paper of the Development of the Common Market
for Telecommunications Services and Equipment, which mandated deregulation of the
European telecommunications market. The main idea in the Green Paper was to separate the
national telecommunications service provider from the national policy maker. Furthermore, it
called for open competition. (Dov Lando, 1994) The real actions of fixed network
deregulation started in the late 1990s. A few countries had already proceeded earlier: The
first mover was the United Kingdom, which liberalized its telecommunication industry in the
early 1980s. (Eliassen and From, 2009; European Commission, 2007; Kleinschmidt, 2010)
Regulators’ main concerns were to lower the retail call prices, which was done by
introducing wholesale regulation. Furthermore, service-based competition was promoted. A
few years later, some regulators’ main concern shifted from the retail call prices being too
high to being too low; this was noted to cause new entrants of the market to turn away.

(Briglauer et al., 2010)

Generally, deregulation of the telecommunications sector has had positive effects worldwide.
In the United States, the decline of the price level noted in other deregulated sectors is also
visible in telecommunications: According to Peacock (2009), interstate long distance rates
declined 68 percent from 1984 to 2003, while intrastate charges fell 56 percent. Zhong et al.

(2008) noted that deregulation had consequential positive influences on stock returns for the
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broadcasting companies. Deregulation makes it possible for companies to set prices, enter

new markets, exploit new technologies and make acquisitions (Lehn, 2002).

Energy

Traditionally, publicly-owned monopolies provided electric and gas utilities in Europe,
whereas in the United States and Canada, those utilities were privately owned but regulated
by the government (Trebing, 2008). From the 1990s until the end of 2004, the energy sector
experienced changes. In many countries, including Northern Europe and the U.S., the
markets transformed from being monopolistic to being fully competitive. (Delmas et al.,
2007; Makkonen, 2005; Pineau and Hamaéldinen, 2000) Earlier, the markets for different
energy commodities (oil, gas, electricity and district heating) were separated. Due to the
deregulation of the energy sector and the increased globalization of gas and electricity

industries, the markets merged. (Boots, 2003)

The energy market’s deregulation has been studied extensively (see for example Denton et
al., 2001; Makkonen, 2005). Generally, the attitude towards deregulating the energy industry
has been positive, as it was expected to increase competition, lower costs and promote
innovation (Ritschel and Smestad, 2003). Deregulation has opened up new opportunities for
cooperation among the market actors. Pools and coalitions can more easily utilize several
types of trading possibilities; according to Makkonen and Lahdelma (2001), pools can
function more efficiently in supply and spot markets than can individual actors. However,
drawbacks have also been noted. In California, the electricity market was deregulated in
1998. Expectations were high: Cost reductions were anticipated, as well as more efficient
retail price structures and enhanced technological development. The reality was something
else, and instead of a more deregulated market, the restructuring process led to additional
energy subsidies. High demand, increasing wholesale prices and electricity shortages led to
financial difficulties of many companies. The State of California had to step in and purchase
power in order to prevent temporary rate increases to final consumers. (Ritschel and Smestad,
2003) Also, Trebing (2008) noted that the electric and gas utilities’ deregulation failed to
achieve the expected objectives (to lower the price, promote greater consumer choice,
constrain market power and improve infrastructure performance). Meanwhile, concentration

has grown and deregulated prices have increased, exceeding earlier prices. (Trebing, 2008)
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4.5. The role of technological change and innovation in the deregulation process

Innovations are critical to companies’ success. Research on innovations has mainly
concentrated on the manufacturing industry (see for example Cho et al., 2008; Pineda, 2009;
Teresko, 2009; Woerter and Roper, 2010); however, in recent years, service sector
innovations have attracted attention (Lee et al., 2009; Thrane et al., 2010; Toivonen and
Tuominen, 2009). A classic example of a new service-based industry is logistics (Chapman et
al., 2003). The logistics sector has ignored innovations brought to light in studies;
nonetheless, as worldwide trade is sharpening and the need for transport increasing, during
the last decade, companies have started to pay more attention to logistics sector innovations.
Donovan (2004) has noted that the importance of finding a better means to move cargo was
already recognized in 1776, when Adam Smith expressed the connection between
manufacturers, markets and transport inefficiencies in his book The Wealth of Nations. Steam
railways and iron steamships were major transport innovations of the 19" century (Knowles,
2006), as these innovations helped to increase the international trading system. Bulk
shipping, containerization and electronic data interchange (EDI), among many other
innovations in the field of logistics, were the main transport innovations of the 20™ century.
(Grawe, 2009; Kimura, 2005; Knowles, 2006) The deregulation wave which started in the
1980s had positive impacts on logistics innovation: According to Kimura (2005),

deregulation leads to strengthened competition, which promotes innovations in logistics.

Competition can have various impacts on companies’ actions. Regardless of the industry a
company is operating in, in order for it to become more efficient (an effect of deregulation), it
must innovate in marketing, operations, technology and governance. The focus on customer
service increases; as a result, service quality is often improved, new products and services are
introduced and companies become more receptive to customers’ penchants. The bank sector
has innovated in information processing and communications, which has consequently
reduced both consumers’ and banks’ transaction costs. In the energy sector, IT technology
has been used to lower operating and maintenance expenses, and customer service has been
improved by unbundling production, distribution and transportation. In the airline industry,
the hub-and-spoke networks have enabled airline carriers to increase load factors.

Additionally, introducing this network system has increased the frequency of service. The
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road transport sector more commonly utilizes global positioning system (GPS) connections

providing all needed information. (Winston, 1998)

When one considers railway transport, significant innovations have emerged during the last
four decades. Table 18 outlines the major innovations from 1970 to 2007 in the railway
freight sector. The main categories are technological innovations (“hard”) and system
structure and regulation innovations (“soft”). In freight technology, innovation has occurred
in heavy haul and diesel techniques, as well as in improvements in signaling and intermodal
systems. All these have reduced the charges related to railway transport. Freight transport has
benefited from the implementation of GPS and IT systems, which have 1) enabled better
interaction with and control of system operations, 2) decreased costs and 3) made
improvements in service quality and safety. Furthermore, technical improvements have made
around a 50 percent reduction in freight costs per tonne-kilometer on the major freight rail
networks possible, mainly due to a more intensive use of capacity and a reduction in energy
costs. The era of containerization in sea transport has resulted in containers being a major
source of transport units for railways, particularly in the U.S. and Canada, but an increase in
container use for railways has also been noted in Russia, China and India. Because high
speed rail networks are expanding, enabling faster transport for passengers, capacity is
released for freight transport. Due to an improved level of signaling and traffic control
techniques, safety records for the railway sector as a whole have improved. (Thompson,
2010) Currently among the major reforms in signaling is the European Rail Traffic
Management System (ERTMS), which will enhance cross-border interoperability and the
signaling system overall by creating a Europe-wide standard for train control command
systems. This will increase safety and make the market more competitive. The two main
components of ERTMS are the European Train Control System (ETCS), which assures a
common standard that makes it possible to cross national borders, and the global system for
mobile communications -railway (GSM-R) which is an international wireless communication

tool for the railway sector. (European Commission, 2012k; UIC, 2011)
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Table 18 Examples of innovations in railways from 1970 to 2007 (Adapted from
Thompson, 2010)

Impact on railway freight transport

Technical Innovations

High speed Rail Reduces freight/passenger congestion when new HSR tracks are built.

Cargo management vastly improved. Costing systems permit better pricing.

Information technolo
& Digital Communications. Automatic Equipment Identification (AEI).

Intermodal Rails fully participate in containerization trends.

Energy efficiency U.S. energy intensity reduced by half. AC traction on diesel locomotives.

Higher axle loads, longer trains, larger locomotives, rail metallurgy. U.S.
Heavy haul / better infrastructure |operating cost/tonne-km reduced by 59 % 1978 to 2007.

Signaling Higher traffic density and improved safety: Accident rates down by 2/3.

Policy / managerial innovations

Structure: Monolith to owner- U.S./Canada approach: Freight dominant, passenger pays as tenant. EU
tenant or separation freight operators can serve Europe-wide.
Private sector Privatization of CN, concessioning in Latin America, privatization in U.K. & EU.

Staggers Rail Act in U.S.: Tariffs fell in real terms by half. Permits contract

Deregulation . .
gl tariffs and customer investments.

Although technological innovations have played a vital role in developing the industry, “soft”
innovations (such as policy, structure and regulation) have been even more crucial. The
market structure in the U.S. transformed from being a uniform system into being an owner-
tenant one, while in Europe infrastructure management was fully separated from operations
due to the European Commission’s regulations. Since deregulation of the railway markets,
the private sector has extensively entered them. Finally, the trend of deregulation which
changed the whole structure of the railway industry belongs under the main category of “soft”
innovations. All these actions have influenced greatly the way in which railways are

understood and operated. (Thompson, 2010)

According to Thompson (2010), further innovation will continue along the same paths. The
energy efficiency of railways will continue to improve due to progress in diesel technology
combined with operational improvements. The growing trend of electrified rail networks will
have an impact on rail efficiency; for example China, India and Russia as well as some
European countries are expanding electrified networks. Improved signaling and automation
systems (for example GPS) will develop overall safety and productivity. In heavy haul
railways, electronically controlled braking (ECB) will have significant effects. All the

systems mentioned will become increasingly important if the traffic density grows as fast as
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expected. The pace of technological change has been astonishing; in the 1970s, no one could
have imagined that single driver trains would be a reality. Therefore, once innovations
continue at the same rate or even accelerate, the following results can be expected: trains
without crews (already a reality in some metros, see for example Yurikamome, 2012), real-
time system management without wayside signals both in the U.S. and the EU, real-time
monitoring of all rolling stock condition and maintenance planning (already reality in some
freight railways in the U.S.), and finally even more compact integration of railway transport

services into logistics chains. (Thompson, 2010)

Some might argue that deregulation was not a primary force in technological change and
resulting innovations, but those were the outcomes of the advances in information
technology. However, the perquisites were only realized because companies had the
possibility to reorganize their production systems to optimize operations. Once under
regulative demands, companies had only little, if any, competitive pressure to do so. External
influences have compelled deregulated companies to improve their operational performance,

and to match capacity with customer demand. (Winston, 1998)

4.6. The role of mergers and acquisitions in the deregulation process

During the last decades, mergers and acquisitions (M&As) have gained ground as a strategic
choice for companies’ international expansion (see for example Bertrand and Zitouna, 2008;
Cigola and Modesti, 2008; Evenett, 2003; Firstbrook, 2007; Lodorfos and Boateng, 2006;
Shimizu et al., 2004). It has become the mostly utilized form of foreign direct investments
(FDI), and in the 1990s, around 85 percent of the value of FDI transactions took the form of
M&As (Bertrand and Zitouna, 2006; Kang and Johansson, 2000). The main motives behind
the increased number of international mergers and acquisitions have been globalization,
technological change and deregulation (Antila and Kakkonen, 2008; Overman, 1999; Schuler
and Jackson, 2001). The trend has increased in all sectors, and M&As can be recognized in
the transport sector and manufacturing industries, for example (Balle, 2008). Because the
pace of internationalization has grown, mergers and acquisitions have expanded to
transnational markets. The cross-border mergers and acquisitions (CBMAs) take place when
a company expands their operations to foreign markets (Amoateng, 2006). The volumes of

CBMAs have increased significantly during the last years; for example, in Europe, the



94

amount of such actions rose 58 percent in 2005 (Firstbrook, 2007). Among the preeminent
driving forces of CBMAs is the government decision to reduce trade barriers and deregulate
industries, which has happened in sectors such as telecommunications, bank and transport.
Allowing CBMAs enables foreign companies to enter the markets, which has an effect on the

financing aggregates. (Ahammad and Glaister, 2008; UNCTAD, 2000)

Even though M&As are widely used form of entering new market areas, in some cases, the
process does not advance as expected, but rather the results are disappointing (see for
example Deng, 2010; Hikkinen et al., 2004; Nogeste, 2010). For example, profitability of
acquired companies might decline after the process (Lodorfos and Boateng, 2006). Because
with CBMAs the companies can be from various countries, one of the main challenges is the
management of various cultures and people (Antila and Kakkonen, 2008; Overman, 1999;
Schuler and Jackson, 2001). This might explain why traditional methods of FDI, which were
popular earlier, such as Greenfield investments and joint ventures, have become less
attractive (Ahammad and Glaister, 2008). On the other hand, such cases in which companies
seek to buy a ready-made entry into the international markets have become more popular, and
over 80 percent of total annual global FDI was noted to come in the form of CBMAs.
(Ahammad and Glaister, 2008; Moon et al., 2003) The prime drivers of CBMAs are complex
and differ between industries, but still a government’s decision to reduce trade barriers has
been regarded as a significant one. Another important driving force has been technological
change. The role of CBMAs in globalization has increased over the years, and it has been
dominated by the service sector, involving transportation, communication, finance and
business services. These fields of operations accounted for approximately half of the value of
all mergers and acquisitions from 1997 to 2000. Particularly substantial growth was noted in
transport, storage and communications; the share of total CBMAs between 1987 and 1990
was 1.84, whereas it increased to 21.94 in 1997-2000, making it the largest group of all
industries. During the same period the total number of CBMAs grew rapidly from 4149 cases
in 1991 to 5373 cases in 1998, with a peak of 6360 cases in 1995. (Ahammad and Glaister,
2008; Bertrand and Zitouna, 2006; Evenett, 2003; Kang and Johansson, 2000) A notable
share of mergers and acquisitions have focused on the European Union. Behind the reasons to
encourage these have been economic integration, liberalization and unification of the
European Union member states. (Amoateng, 2006; Chapman and Edmond, 2000; Garette and
Dussauge, 2000)
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A considerable number of mergers and acquisitions have taken place within a decade of the
industry’s deregulation. Therefore, they have formed an important aspect of the sector’s
progression. (Cramer, 2007; Winston, 1998) The outcomes of M&As are controversial: For
example, in the U.S., mergers have made railway undertakings more efficient, but in doing
so, mergers might have at the same time reduced competition between companies.
Particularly in the banking, airline and railway industries, the incumbent firms have
considered mergers as a suitable way to enter new market areas. Regulation enabled many
inefficient firms to continue their business activities, which is why M&As facilitated rather
large-scale exits, because weaker companies that were unable to compete effectively in a

deregulated environment sought a merger partner to remain in business. (Winston, 1998)

The deregulation of the banking sector has had a direct influence on the amount of mergers
and acquisitions, of which the number has grown during the last two decades. The banks have
become larger, and the product range offered to customers has expanded. Although some
concerns have been noted about the risk that larger and more complex financial institutions
might cause in general to the solidity of financial systems and about banks’ capability to
estimate their own risk-taking, the authorities believe that consolidation poses net gains for
countries’ financial sectors. Mergers and acquisitions enable banks to utilize cost-based
synergies (for example economies of scale and scope), which leads to higher market liquidity,

lower transaction costs and better risk diversification. (Hagendorff et al., 2007)

Mergers, takeovers and alliances have been commonplace in the worldwide air transport
market, and have led to the bankruptcy of several companies (for example, United, Delta, US
Airways and Northwest in the U.S., and Swissair and Sabena in Europe). The U.S. airline
industry lost over $ 30 billion during 2000-2005, mainly because of extensive adoption of
hub-and-spoke networks combined with severe barriers of entry and industry consolidation.
Although free competition is noted to have had the same effects in Europe as in the U.S.,,
European key airlines have been able to retain a large share of the market. (Goetz and
Vowles, 2009; Reggiani, 2010) However, smaller airlines and some governmentally owned
companies have confronted turbulent times. Swiss was established on the grounds of
bankrupted Swissair in 2002, but German Lufthansa acquired the company in 2005. An
almost similar case happened in Austria, where Lufthansa acquired Austrian Airlines in 2009.

Austrian Airlines was within an ace of bankruptcy. The operations were transferred to
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Tyrolean Airways and Lauda Air, but the company still operates under the name Austrian. In
Latvia, the government acquired AirBaltic in 2011, due to the airline’s financial problems. In
Hungary, national airline Malev ceased operations in February 2012 because of financial
problems. Most recently, Scandinavian Airlines, SAS, confronted financial problems in
November 2012. Further actions were agreed upon and the threat of bankruptcy subsided.
(ESS, 2012)

In the railway sector too, mergers and acquisitions may have a significant influence on
competition. M&As have enabled railway undertakings to compete with road transport; on a
wider scale, increased utilization of railway transport can affect air pollution, road congestion
and global warming positively. (Pittman, 2009) Deregulation and privatization contributes to
CBMA activity by opening up markets to increased competition. (Ahammad and Glaister,
2008; UNCTAD, 2000) Like in other deregulated industries, the degree of competition
increased once liberalization took place. In the United States, three incidents are noted to
have had the largest impact on industry concentration. In 1995, Burlington Northern merged
with the Atchison, Topeka and Santa Fe Railway, and formed the BNSF Railway Company.
The trend continued in 1997 when the Union Pacific and the Southern Pacific Railways, at
that time the second and third largest U.S. railway undertakings, merged and kept the name
“Union Pacific”. In 1998 and 1999, Conrail was divided into roughly equal parts and
conjoined with the CSX and Norfolk Southern rail systems. By 2000, the U.S. railway
industry was down to seven Class I railways, and there was a concentration of four firms of
around 90 percent. Geographically speaking, the sector had in effect become a pair of
regional duopolies. The BNSF and Union Pacific were almost equal-sized competitors in the
western part of the country, while a similar situation occurred in the eastern part because of
competition between CSX and Norfolk Southern. Three smaller railway undertakings
(Canadian National, Kansas City Southern and Canadian Pacific) also operate in the United
States, along with the duopolies. This industry structure has remained more or less stable in
the last decade. (Eakin et al., 2010) The path of development has continued, and during the
last several years, information about new M&As has become available. Active participants in
the market have been, for example, Canadian Pacific Railway Limited, Csx Corporation,
Union Pacific Corporation, Norfolk Southern Corporation and Kansas City Southern. In
2004-2005, Kansas City Southern expanded its operations to Mexico by acquiring Mexrail
Inc. and Transportacion Ferroviaria Mexicana S.A. de C.V. (TFM), which was renamed as

Kansas City Southern Mexico. (Progressive Railroading, 2013; Thomson Reuters, 2013) One
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of the most active players has been the Canadian National Railway Company, which has
acquired several smaller scale railway undertakings. (Thomson Reuters, 2013) A similar
trend has occurred in the European railway market, where several mergers and acquisitions

have taken place in 1999-2009 (see Table 19).

Table 19 Mergers and acquisitions in the European railway freight market (adapted
from Holvad and Godward, 2012)

Year |Acquirer Takes over| Company

1999 |DB Cargo (DE) 94 % NS Cargo (NL)
2002 |DB Cargo (DE) 98 % BSB Gods (DK)
2004 |DB Cargo (DE) 100% |SFM (IT)

2004 |DB Cargo (DE) 100 %  |Brunner RS (CH)
2005 |DB Schenker (DE) 98 % RBH (DE)

2005 |Trenitalia (IT) 51 % TX Logistik (DE)
2006 |Babcock & Brown (AUS) 100 %  |Crossrail (CH)
2007 |DB Schenker (DE) 100 % |EWS (UK)

2007 |DB Schenker (DE) 55 % Transfesa (ES)
2007 |DB Schenker (DE) 20 % BLS Cargo (CH)
2008 |DB Schenker (DE) 20 % BLS Cargo (CH)
2008 |DB Schenker (DE) 49 % Nord Cargo (IT)
2008 |SNCF (FR) 75 % ITL (DE)

2008 |OKD Doprava (CZ) 100 % |Viamont Cargo (CZ)
2008 |Rail Cargo Austria (AT) 55 % Linea (IT)

2008 |Veolia (FR) 100 % |Rail4Chem (DE)
2009 |DB Schenker (DE) 100 % |PCC (PL)

2008 |Rail Cargo Austria (AT) 100 % |MAYV Cargo (HU)
2009 |Europorte 2 (FR) 100 % | Veolia Cargo (FR)
2009 |SNCF (FR) 100 % |Veolia Cargo (DE)
2009 |DB Schenker (DE) 95 % PTK Holdings (PL)

As illustrated in Table 19, the European rail freight sector underwent several mergers and
acquisitions during the years 1999-2009. The most active player has been the German
incumbent, DB Schenker. It has acquired several companies from various countries, for
example NS Cargo (the Netherlands), DSB Gods (Denmark), EWS (the U.K.), Transfesa
(Spain), SFM (Italy) and PCC Rail (Poland). (DB Schenker, 2010; Holvad and Godward,
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2012; Pittman, 2008) Although DB Schenker has been by far the most active acquirer, other
railway undertakings have also taken over smaller companies. For example, French
incumbent SNCF has acquired German ITL and Veolia Cargo, Trenitalia bought 51 percent
of TX Logistics in 2005, and Rail Cargo Austria took over 100 percent of Hungarian MAV
Cargo. Interestingly, in the major cases, the acquirers have been Western European
companies with longer histories in railway transport, while acquired companies have in part
been situated in Eastern European countries. This might have an effect on the Baltic Sea
Region countries, as once the Baltic States’ railway markets improve, new railway
undertakings might be interested in entering the area. This might especially be the case if the
Rail Baltica corridor from Tallinn, Estonia to Berlin, Germany is built. (Laisi et al, 2011)
Furthermore, in most cases the acquired share of companies has been large, between 75 and
100 percent (see Table 19). A similar trend has taken place in other rail transport sectors; for
example, in 2013, Siemens acquired Invensys Rail, which was the rail signaling division of
the Invensys Group (Europa, 2013). The same trend is expected to continue, and it is assumed
that dominant railway undertakings will become even bigger. If acquisitions are not possible,
the big players are looking for other types of cooperation, for instance alliances. At the same
time, smaller railway undertakings are endeavoring to gain market shares by concentrating on
niches and specializations (such as specific routes or loads, or “last kilometers™). Generally,
transport and logistics sector mergers and acquisitions have centered in Europe; for example,
in the first quarter of 2012, Europe had the largest number of completed transport and
logistics transactions. (Ab-Ovo, 2013; KPMG, 2012) Furthermore, alliances have become
commonplace in Europe. For example, in 2010 the Xrail Alliance was established, behind
which are seven European railway operators: CD Cargo (Czech Republic), CFL cargo
(Luxembourg), DB Schenker Rail (Germany), Green Cargo (Sweden), Rail Cargo Austria
(Austria), SBB Cargo (Switzerland) and SNCB Logistics (Belgium). The Alliance’s main
objective was to boost railway transport’s quality and competitiveness vis-a-vis road

transport. (Xrail, 2013)
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5. METHODOLOGY

In this chapter, the six publications comprising Part II of the thesis are presented. Thereafter,
the utilized research approach is introduced. Data collection methods are described, and the
manner in which the data was analyzed is presented. Table 20 summarizes which

publication(s) address which research question(s).

Table 20 Research questions and publications of the study

Publication Pl Pl PIII | PIV PV P VI
Which factors most influence the future prospects of railway freight transport X X X X X
in the Baltic Sea Region?

How has the railway freight market’s deregulation proceeded in the Baltic X X X X
Sea Region?

What are the main barriers to entry in the Baltic Sea Region’s railway X X X
freight market?

How do country-specific features influence the progression of deregulation X X X X
and market entry?

What k]'I.ld of role do internationalization and cooperation play in the Baltic X X X X X X
Sea Region’s future?

5.1. Background of the study

The thesis consists of six publications, which have all been published in academic journals.
All publications are based on larger research projects except for the first one, which was
instead based on an extensive online survey. This first article combines survey results from
three years: 2006, 2009 and 2010. The survey was conducted by contacting TOP500
companies in Finland and Sweden, and listings were taken from the main national economic
magazines (Talouseldimé in Finland and Affarsdata in Sweden). The purpose of the survey
was to understand how large companies in Northern Europe view the future and evaluate the
changes in transport flows. The fact that during the years 2006-2010 the economy was first
booming (2006) and thereafter collapsed into an economic meltdown provided interesting

insights into the companies’ perspectives.

The second article is based on a European-wide research project called “Rail Baltica Growth
Corridor”. The project consisted of seven work packages, but this article is related to work

package number three, the main target of which was to understand the public sector
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viewpoints towards the Rail Baltica railway connection from Tallinn, Estonia to Berlin,
Germany. The project had 21 partners altogether from the Baltic Sea Region (Finland,
Estonia, Latvia, Lithuania, Poland and Germany), but had associate partners from Russia as
well. Generally, this partly EU-funded project aimed at increasing accessibility of the Baltic
States, and it provided important knowledge for various stakeholders (public sector, private
sector, other stakeholders in the EU). Although work package number three covered all the
countries in question, the article primarily tackles the situation in the Baltic States. The author
was responsible for interviews in Lithuania, while colleagues conducted the data gathering in

Estonia and Latvia.

The third and fourth articles are based on the same research project. Research was ordered by
the Finnish Rail Administration (nowadays called The Finnish Transport Agency), and the
objective was to comprehend how the deregulation process has proceeded in Sweden and
Poland. The author was solely responsible for the interviews in the case countries. The third
article is completely based on the project, while the fourth article enlarges upon the topic by
adding knowledge from the Finnish market. Additional data was gathered by means of the

Delphi Technique, and a colleague was responsible for this part of the article.

The fifth and sixth articles also have a basis in the same project. A study was ordered by the
Finnish Transport Agency; this time the main target was to evaluate the Russian railway
freight market. The fifth article concentrates on special characteristics of the Russian market.
This study was originally presented in the 16™ International Working Seminar on Production
Economics in 2010, and developed into a journal article in 2012. In order to strengthen
knowledge on the topic, the sixth paper was developed in cooperation with the St. Petersburg
State Transport University. Although some information about the market is available in
English, in order to gain a more thorough understanding, it was essential to have access to
Russian databases. The article describes and evaluates the progression of deregulation in the
Russian market, and highlights the barriers to entry, market entry modes as well as country-

specific features.
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Figure 12 Timeline of the publications, from start to acceptance of research articles

Figure 12 illustrates the timeline of the articles, from start to acceptance by journals. Because
the review processes of some journals are rather long, it is only natural that different articles
overlap. The first articles, publications 3 and 4, were started in autumn 2009, and the last
ones took shape in 2012. The empirical data gathering mainly involved the same time frame.
Two articles, publications 1 and 3, also include research results which were gathered earlier.
In publication 1, the latest research data was compared with results from 2006 and 2009,
which made it possible to evaluate the changes in respondents’ viewpoints. Publication 3
partly relies on data gathered by the Delphi Technique in 2005. The outcomes of the research
are still valid, because the nature of the researched Finnish market has not changed (there is
still only one operating railway undertaking, the incumbent). The other four articles
(publications 2, 4, 5 and 6) as well as the main part of publication 3 are based on rather recent

data gathered in 2009-2011 (see Table 21 below).
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Table 21 Details regarding the empirical data gathering

Time of conducting the .
Type of research 9 Research sample Participants® background
research
127 valid from Swed Companies included in TOP500
. . vald an: TS Trom SwWi n
Publication | [Web-based questionnaire 2006, 2009 and 2010 P SWers Irom SWeAeh 1 ting in Finland and Sweden,
and Finlan . L .
having logistical functions
R tati f citi
L R R R . 16 (6 from Estonia, 4 from Latvia eprAeAs en_{l tves ot eihes,
Publication Il |Semi-structured interviews Spring 2011 . . municipalities and governments.
and 6 from Lithuania) . .
One railway undertaking.
15 interviews (7 from Sweden, 8 13 railway undertakings. 2
N Semi-structured interviews and |Early 2009; Finnish data  |from Poland) including 17 people. |. Y S5, .
Publication 111 . . . . . . . infrastructure managers. Delphi-
Delphi-questionnaires in 2005 Delphi Technique: slightly over 50 technique: laree panel of experts
from Finland. que: arge p perts.
15 interviews (7 from Sweden 13 rail dertaki 5
. . . . . . . ralway undertakings,
Publication IV |Semi-structured interviews Early 2009 and 8 from Poland) including 17  |. Y s
infrastructure managers.
people.
7 interviews including 9 persons, |5 railway undertakings, raitway
Publication V  |Semi-structured interviews Early 2010 1 from Finland, remainder from  |university, representative from
Russia clientele
11 interviews including 15 persons |7 railway undertakings, raitway
Publication VI |Semi-structured interviews Early 2010 (3 from Finland, remainder from |university, 3 representatives from
Russia) clientele

The empirical data for most of the articles was gathered via semi-structured interviews. This
was the sole research type in four of the publications (publications 2, 4, 5 and 6), while
publication 3 relied also on the Delphi Technique. Article 1 was based on a web-based
questionnaire. The reason for accumulating the research data via three different techniques is
due to the nature of the data needed to answer the research questions. Even though some
market areas of chosen research topic is rather extensively studied in literature (for example,
the Swedish railway market), previous research studies have concentrated on written data. In
order to scrutinize the actual progress of the markets, it was essential to interview experts
who have grass-root level information. Therefore, qualitative research, especially through
interviewing, was deemed the most appropriate research method. The Delphi Technique was
implemented because of the nature of the market: The Finnish railway market has only one
operating railway undertaking, the incumbent, so it was impossible to interview people
working in different companies. The Delphi Technique is a future research data collection
method, so it was the most suitable one for the research evaluating possible market entry and
market change. The amount of participants in the Delphi questionnaire was over 50, and the
panel consisted of experts in the Finnish logistics market. Finally, publication 1 utilized a
web-based questionnaire. The objective was to contact as many companies as possible from
the Finnish and Swedish TOP500 listings, which support the usage of such a research type.
During the three research rounds (years 2006, 2009 and 2010), 127 valid answers were

received. As the sample was based on the listings of TOP500 companies in Finland and
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Sweden and especially on the ones having logistical functions, all respondents were managers
(or in an equivalent position) with a strong background in the field of logistics. Altogether,
five articles utilized semi-structured interviews. As four publications were based on two
research topics (in both cases the sample was extended into another article, either by another
technique or the number of participants), the total number of conducted interviews was 42. In
some of the interviews, a few representatives were present, so the total number of
interviewees was 48. The majority of respondents were representatives of railway
undertaking companies (21), while other organizations included infrastructure managers
(publications 3 and 4), railway university and representatives of clientele (publications 5 and
6), and cities, municipalities and governments (publication 2). The versatile background of
respondents is due to the nature of the articles. All articles except for 1 and 2 focused on the
experiences of actors in railway market, while publication 2 focused on the experiences of
actors in the Baltic States. One special characteristic of the railway market is its rather narrow
clientele, so in order to evaluate the structure and level of operations, a few representatives of
clientele were met for publications 5 and 6. The diversity of the interviewees serves to

strengthen the results.

Nonetheless, the empirical data has some weaknesses which need to be highlighted. Although
the research focuses on nine countries (Sweden, Denmark, Germany, Poland, Lithuania,
Latvia, Estonia, Russia and Finland), empirical data is gathered from only seven nations.
Information is missing from Denmark and Germany. As illustrated in chapter 3.2., the Danish
railway freight market is rather small scale and acts as a transit route for Norwegian and
Swedish cargo shipments. The lack of empirical data from the German market can be
regarded as a weakness, as Germany is among the leading countries in deregulating the
railway freight market. Some earlier studies have focused on the German market (for
example Alexandersson and Rigas, 2013; Link, 2013), which enables one to understand the
market situation. Although empirical data is not gathered from Germany, some data regarding
German market is included, as many interviewed Polish stakeholders had either strong
cooperation or joint operations with German railway undertakings. Similarly the Swedish
railway undertakings are strongly presented in Danish rail network, which revealed
information about the market. However, the fact that Germany is not included in this work is

a clear drawback.
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5.2. Methodological approach of the study

Research methods allude to a systematic and focused way to gather data for gaining
understanding about the topic in question. The aim is to obtain information and solve a
specific research problem. (Ghauri and Grenhaug, 2010) The methods can be divided into
two groups, quantitative and qualitative. The main difference between the methods is their
nature. In quantitative research, the outcomes are arrived at by utilizing statistical methods or
other procedures of quantification. The main objective of qualitative research is to understand
the research subject; close interaction with the subject generates a theory, which closely
reflects reality. The qualitative research method is suitable when research problems focus on
uncovering a person’s experience, or when the objective of the study is to discover and
understand phenomena for which only a certain amount of information is available. However,
qualitative and quantitative methods are not mutually exclusive, as it might be possible to
quantify qualitative data. (Eisenhardt, 1989; Ghauri and Grenhaug, 2010; Hirsjérvi et al.,
2009; Schreier, 2012) Some of the differences in emphasis in qualitative and quantitative

methods are presented in Table 22.

Table 22 The difference in emphasis in qualitative versus quantitative methods (Ghauri
and Grgnhaug, 2010)

Qualitative methods Quantitative methods

Emphasis on understanding Emphasis on testing and verification
Focus on understanding from respondent's |Focus on facts and/or reasons for social
point of view events

Interpretation and rational approach Logical and critical approach
Observations and measurements in

natural settings Controlled measurement

Subjective "insider view" and closeness

to data Objective "outsider" view distant from data
Explorative orientation Hypothetical-deductive

Process oriented Result oriented

Holistic perspective Particularistic and analytical
Generalization by comparison of properties

and contexts of individual organism Generalization by population membership

Several different variations are available to the researcher when considering the accepted

forms of qualitative research. For example, action research emphasizes the researcher’s active
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role when doing the study, while grounded theory presumes the natural occasion of social
behavior is best analyzed by utilizing “bottom-up” grounded categories and concepts.
Narrative inquiry compiles a narrative interpretation of the results from a real-world setting
and attendants, in order to accentuate a sense of being there. Case study scrutinizes a
phenomenon (the case) in its real-world context. (Yin, 2011) Case study is a preferred
method when the questions needing to be answered are “why” or “how”, when the researcher
has little control over occasions, or when the concentration is on gathering data in its real-life
context. (Ghauri and Grenhaug, 2010; Yin, 2011) Eisenhardt (1989) stated that case study is
relevant when one is studying new research areas, or when one is focusing on topics where

existing theory seems inadequate. (Eisenhardt, 1989; Ghauri and Grenhaug, 2010; Yin, 2011)

The facts presented above explain why the case study approach was chosen as a research
method in this particular research. Due to the lack of earlier first-hand empirical data, by
interviewing experts from various countries’ railway undertakings and other important
market actors, it was possible to collect genuine data from railway actors. Although case
study is often imagined to focus only on one case company, such a way of doing research
might pose problems. When the number of cases is between four and ten, the research
normally works well. If a sample is less than four cases, it is difficult to generate any theory,
and the empirical knowledge might be unconvincing. On the other hand, if the number of

cases exceeds ten, the complexity of data might be hard to handle. (Eisenhardt, 1989)

The amount of cases in the research articles varies between eight and 16. However, as three
articles (publications 2, 3 and 4) evaluate the situation in a few or several countries, the
amount of cases per country does not surpass ten. Although publication 6 consists of
interviews with 15 persons representing 11 organizations, the amount is virtually within the
range of the figures stated by Eisenhardt. Therefore, the amount of cases is still suitable for

such a research method.

5.3. Data collection

Data is the basis of research work, and in order to achieve a well structured research study,
the process needs to be carefully evaluated. Blaxter et al. (2010) and Stuart et al. (2002) have

illustrated a five-stage research process model, which is described in Figure 13.
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Figure 13 The five-stage research process model (adapted from Blaxter et al., 2010;
Stuart et al., 2002)

The first step of the research process concentrates on research design. The problem is
established, conceptualized and defined, and then the research questions are formed. The
second step is selecting the “units” of the study, meaning the targets of case studies or
interviewees. Once the research questions are defined, the researcher needs to ensure the
correct sample is chosen in order to strengthen the validity. The data is considered valid when
it captures the exact topic it was intended to capture. Additionally, the data should be
properly collected and interpreted, meaning the outcomes accurately reflect and describe the
subject which was studied. (Flick, 2006; Krippendorff, 2004; Schreier, 2012; Yin, 2011).
There are various ways to classify validity (see for example Calder et al., 1982; Schreier,
2012), but often the term is divided into external and internal validity. External validity
examines whether the results can be generalized (for example to other market areas or
industries), while internal validity concerns whether the outcomes within the research are true
(Calder et al., 1982; Ghauri and Grenhaug, 2010). In the third stage, the data is gathered.
Commonly, this step includes recordings, written memos of the interviews and other possible
data. The fourth stage is data analysis, which focuses on analyzing of the data. Results are
interpreted and the way upon which to present the outcomes gained is decided. The final
stage includes the publication process, consisting of writing the report and responding to
possible criticism that might arise because of the chosen research method. (Blaxter et al.,

2010; Stuart et al., 2002)

When one utilizes the qualitative research method, relevant data can be gathered via four
field-based activities: interviewing, observing, collecting and examining, and feeling. When
the researcher utilizes interviewing techniques, his/her main objective is to evaluate
information given by language (both verbal and body). Observing focuses on people’s
gestures and social interactions, while collecting refers to gathering printed materials or

similar kinds of materials. Feeling concentrates on sensations. (Yin, 2011)
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INTERVIEW

Structured

Semi-structured

Unstructured

 Standard format

* Emphasison fixed
response categories
and systematic
sampling, combined
with quantitative
measures and
statisticalmethods

¢ Favors closed-ended
questions

* Positions between
structured and
unstructured interviews
*Topics, sample sizes,
interviewees and
questions determined
beforehand

e Themes are known,
butthe exact form and
order of questions is

*Respondent s given
almost totalliberty to
discuss reactions etc.

« Interviewer is present
justto give lead
questionsand to record
responses

* The questions are
unstructured and not
coded beforehand

missing

Figure 14 Different interview types (adapted from Ghauri and Grgnhaug, 2010;
Hirsjarvi et al., 2003; Yin, 2011)

Interview types can be subdivided into three categories (see Figure 14 above). The structured
interview favors closed-ended questions, and utilizes a model which is often regarded as the
basic interview. At the other end of the spectrum is the unstructured interview, which
includes such characteristics as that the interviewer is present only to ask the lead questions
and record responses, while the respondent otherwise has total freedom to respond. Between
these lies the semi-structured interview, which combines characteristics from the other two.
In the interviews the themes are known, but the exact form and order of questions is missing.
(Ghauri and Grenhaug, 2010; Hirsjarvi et al., 2003; Yin, 2011) This interview type is often
called the “theme” or “focused” interview, and it was introduced in 1956 by Merton, Fiske
and Kendall in their book The Focused Interview. This type has four main characteristics: 1)
the interviewees are experienced in or are otherwise well aware of the researched
phenomenon, 2) the researcher has preparatory knowledge related to the subject, 3) the
interview has a defined framework, and 4) the interviewee has first-hand experience related
to research topic. (Merton et al., 1956) Since the 1980s, the focus interview has often been
used in business economics, and commonly it is described as a synonym for qualitative

research (Koskinen et al., 2005). Among its redeeming qualities is that the researcher can
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deepen the conversation by concentrating on topics closely related to the interviewee.
Furthermore, additional questions can be added. Even though the exact form and order of
questions is not important, a theme interview is not as free as an in-depth interview.

(Hirsjarvi and Hurme, 2010)

A survey refers to a data collection method which utilizes questionnaires or interview
techniques for recording the responses. This is an effective way to gather data, so it is one of
the most popular data collection methods in business studies. Additionally, surveys have
previously been used when studying issues related to logistics (see for example Hakkinen et
al., 2004). Because the target is to capture a large sample, the questionnaire plays a
significant role. The questions need to be simple and in concise language, and every question
should include only one dimension or aspect. Furthermore, questions should be specific
enough and not too general in order to receive only one answer. The survey can be conducted
in two different ways. Either the questionnaire is sent to participants via post or the link to the
web page is provided via email, or the interviewer can utilize a controlled survey. A
controlled survey means that either the researcher distributes the questionnaires himself to
respondents, or the surveys are sent by post but collected by the researcher. Although by
sending the questionnaire by post or email a large sample can easily be reached, a drawback
is the low response rate. However, during the last decade, the utilization of online surveys has

increased. (Ghauri and Grenhaug, 2010; Hirsjarvi et al., 2003; Wright, 2005)

Because the objective of this research is to understand the viewpoints of participants, data
were collected for five articles by interviewing relevant stakeholders. The semi-structured
theme interview was chosen as the data collection method in order to gather as extensive of
data as possible. This semi-structured type gave a backbone to the research questions,
verifying that the most important topics were asked. However, it also enabled discussion
about the issues important to the interviewees. All interviews were done face to face, which
made it possible to ask follow-up questions if needed. Furthermore, the fact that participants
were able to respond in their own surroundings might have resulted in a more relaxed
interview environment. All interviews were recorded and transcribed, after which memos
were sent to interviewees for checking. This eliminated possible misunderstandings, which
might have been caused by language barriers, for example. The sixth article gathered data via
a structured online survey. The questionnaire was sent by email to a suitable sample of

TOP500 companies in Finland and Sweden.
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5.4. Data analysis methods

Gathered research data can be analyzed in various ways. According to Strauss and Corbin
(1998, 13) “Analysis is the interplay between researchers and data”. The research problem
and analysis are often regarded as congruent. When conducting a research study, the major
parts are data analysis, interpretation and drawing conclusions. However, before the data may
be analyzed, some preliminary actions are needed. These include 1) research data
verification, 2) research data augmentation, and 3) research data arranging. Verification
ascertains that the gathered data is correct and no important information is missing. In the
case of certain research types, for example the mailed out survey, it must be decided whether
some responses need to be dismissed. The second stage is data augmentation. If augmentation
is required, the researcher can contact the respondents and try to complete the data with
interviews and questionnaires. Before data is ready for analyzing, it needs to be arranged.
Whether the research utilizes qualitative or quantitative method influences the process;
arranging qualitative data is a time-consuming task, while quantitative data can be organized

rather effortlessly. (Hirsjarvi et al., 2009; Strauss and Corbin, 1998)

5. Conclude
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> 3. Reassemble
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:> [I.Compile data ]

Figure 15 The five phases of analysis and their interactions (Yin, 2011)
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According to Yin (2011), the analysis of qualitative data ordinarily moves between five
phases, which are presented in Figure 15. The first phase, compiling data, encompasses
collecting and sorting the gathered information. In the second phase, disassembling data, data
is disassembled into smaller fragments. The process may be repeated as many times as is
necessary, which is denoted by the two-way arrow in the model. The third phase,
reassembling the data, involves reorganizing the disassembled parts into different groupings
or themes. The two-way arrow again indicates how stages two and three may be repeated
several times. In the fourth phase, interpreting the data, the reassembled material is utilized to
create new narrations. Preliminary interpretations might lead to the desire to reformulate the
database in some other way, or to disassemble or reassemble the data differently. All these
possibilities are presented in the model by different arrows. The final phase, the fifth one, is
to conclude the analysis. This stage needs to relate back to the interpretation (the fourth stage)

and through it back to all other stages of the cycle. (Yin, 2011)

Content analysis belongs to the category of most important research techniques. Its main
objective is to understand what the gathered data means for people, and often it is done via
analyzing of texts (such as in this case, interview transcripts). Content analysis is utilized to
indicate any qualitative data reduction, and the main target is to recognize the core
coherencies. For example, case studies can be content analyzed. (Krippendorff, 2004; Patton,
2002) Two types of reasoning approaches are commonly referred to, deductive and inductive.
The inductive approach develops new knowledge for present theories, while the deductive
one focuses on the topic from general to specific data. (Brown and Eisenhardt, 1997;
Hilmola, 2003; Hirsjarvi et al., 2009; Saunders et al., 2000) Although qualitative analysis is
frequently inductive by nature (Krippendorff, 2004; Patton, 2002), often researchers cannot
name which approach they are utilizing (Brown and Eisenhardt, 1997; Hilmola, 2003).
According to Hilmola (2003), generally speaking, case study research is neither purely

inductive nor deductive by nature.

This study mainly takes an inductive approach. The study’s objective is to present new
findings and confirm existing ones, which satisfies the terms related to the inductive method.
With the gathering of data via semi-structured theme interviews, the subjects were already
categorized in the early stage of the research. The main objective of the study is to thoroughly
study the topics that have emerged from the data. Finally, the study reveals new data by

investigating how interviewees experienced the deregulation process.
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6. SUMMARY OF THE PUBLICATIONS

6.1. North European Companies’ Relation with Russia and China — Future Outlook

on Transport Flows

The objective of the study is to evaluate the changes in Swedish and Finnish companies’
traffic flows from/to China and Russia, and evaluate the future prospects. Russia and China

were chosen as the research sample due to their significance in trade and economic growth.

6.1.1. Literature review

Increased globalization is resulting in outsourcing of production to low-cost countries. This
puts pressure on transport, which is often counted among the key roles of economic activity.
The recent economic meltdown resulted in freight operators’ difficulties; for example, the
large-scale shipping company Maersk reported 10-20 percent declines in shipping volumes
(Maersk, 2009). Benchmarking is often utilized in understanding the level of logistical
operations and in comparing the results with other nations. The World Bank’s Logistics
Performance Index (LPI) has received special attention, as it ranks countries based on their

logistics performance in different fields.

When one considers the trade to GDP ratio in Finland and Sweden, the EU-27 countries are
the main destinations as well as origins. However, Russia and China are significant trade
partners for both Nordic countries. Changes in trading geography puts pressure on transport
modes; road, sea and air transport have increased their shares of the market, while railway
has confronted significant decline. Despite railway transport having a modest role in
intercontinental transport flows, it is a vital transport mode within Russia and China. In any
case, the main transport flows to/from Finland and Sweden are transported via road and sea

transport.

The export and import figures of Sweden and Finland compared with Russia and China are
unbalanced. More goods are imported into European countries than vice versa. This creates

problems with empty units. Imbalance is also visible when one analyzes the transport flows
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between the countries. For example, between Finland and Russia, the railway is utilized from

Russia to Finland, but from Finland to Russia, the traffic is nearly non-existent.

6.1.2. Empirical study

The study’s empirical portion was conducted via online surveys completed in 2006, 2009 and
2010. The web-based questionnaire was sent to a research sample (TOP500 companies in
Sweden and Finland) gathered from two leading economical magazines, Talouseldmé from
Finland and Affarsdata from Sweden. In 2006, the sample was largest, 768 people, while
corresponding figures for 2009 and 2010 were 533 and 570, respectively. Rate of response
varied between 4.4 percent (2010) and 8.7 percent (2006). All participants were logistics
managers or the equivalent, which guaranteed the respondents had a valid picture about the
topic. In the questionnaire, the respondents were asked to evaluate the past and current
situation, and future prospects. Because the first survey was done during a period of
significant economic growth and the latter one after the global financial recession, the overall

findings provide a valid picture.

Firstly, the transport flows between Europe and China were evaluated. Although respondents
expected slight positive change in 2009 and 2010, the predictions were more prudent than in
the first survey round in 2006. Over the years the traffic balance had changed dramatically: In
2006 and 2009 surveys, the respondents mainly thought traffic flows were from Europe to
China, whereas in 2010 survey the situation was vice versa. Secondly, the concentration was
turned towards traffic between Europe and Russia. The economic downturn had a notable
impact on traffic flows between Europe and Russia, which is also noted in the estimations.
However, the future was seen as positive, as cargo volumes are expected to remain at the
same level. Throughout the surveys, in reality traffic balance was concentrated from Europe
to Russia, but the ratio changed: In 2006 the percentual share was around 80 percent, while in

2010 it was slightly over 30 percent.

When one considers the mostly utilized transport mode, the road prevailed in all survey
rounds. Nonetheless, some changes in future evaluations were revealed. In the 2006 survey
round, respondents estimated that the utilization of road transport would be around 70 percent

in 2010, while the corresponding figure in 2009 and 2010 surveys declined to approximately
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60 percent. In the first survey, sea transport’s market share was evaluated to decrease slightly
and to move around 20 percent, while in 2009, the estimations showed an increase up to 25
percent. The third survey’s trend followed the first round, since the market share of sea
transport was predicted to decline, but still to be over 20 percent. One of the most significant
changes was noticed in rail transport. In 2006, the future was noted as slightly positive, and
estimations stated in 2010 that the share would be around 10 percent. In the 2009 survey, the
figures declined to around eight percent, but in the 2010 survey, the numbers increased. In
2011, slightly over 10 percent of transport movement was expected to be made by railway,
and the figure was anticipated to grow to around 14 percent in 2016. However, when one

assesses the big picture, road transport is estimated to dominate also in the future.

6.1.3. Conclusions and contribution

World economic prosperity, world trade and transport are all bound together. Although the
study presents the outcomes from three separate years when the economic situation was
different (in 2006, demand was increasing, while in 2009, demand disappeared and financial
problems took place), the transport flows between North European companies and Eurasian
economies were not that greatly affected. During all survey rounds, respondents indicated
that the Chinese container flows are expected to increase and the transport imbalance is
developing in an unfavorable direction from the European perspective. The Russian market
also plays an important role in respondent companies, and the transport volumes are expected
to grow. Although the future direction is still mostly from Europe to Russia, changes might
occur due to new factory investments in Russia, as they could start to also serve the European

market.

The study provides several contributions. It introduces the viewpoints on trade of TOP500
companies in Sweden and Finland, and illustrates the viewpoints of future transport flows.
Although Russia and China are already among the main trade partners of Sweden and
Finland, the situation is expected to strengthen in the future. Finally, the study illustrates the
development of world trade and the transport sector, and describes the nature of transport
flows in the Northern European area. The first survey round was conducted in 2006, and the
future estimation regarded year 2010. The corresponding figures for years 2009 and 2010

were 2015 and 2016, respectively. Therefore, the article concentrates on the near future,
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which will be reached in a few years’ time. It would be interesting to redo the research in the
current market environment and check what kinds of expectations the companies have for the
coming years. The transport market has changed significantly during the last few years, and
the future changes are even of a larger scale. The Sulphur Directive and other mandates are
well known by people working in logistics, so the thoughts about transport modes’ market

shares could be different.

6.2. Integrating the Baltic States and Europe — Rail Baltica

This paper concentrates on the Rail Baltica railway line, which is designed to connect the
peripheral area of the Baltic States to Central Europe. Its main objective is to examine the
public sector actors’ viewpoints towards Rail Baltica in Estonia, Latvia and Lithuania, and to
clarify their positions on building an upgraded rail network to Eastern Europe. Furthermore,
the status of cooperation is defined and possible problems in decision-making processes are

discovered.

6.2.1. Literature review

Transport volumes are increasing worldwide. In 2008, the total inland freight transport in
EU-27 was 2 400 000 million tonne-kilometers, of which 76.4 percent was transported by
road (Eurostat, 2011). Owing to congestion and reduced safety in the European road network,
the EU has stated transport should be shifted from road to rail and sea, which would also
lower greenhouse gas emission levels and offer cost-effective transport. The EU has set
aggressive targets in order to meet the requirements: Greenhouse gas emissions should be
reduced by at least 60 percent by 2050 with respect to the base year of 1990, which should be
achieved by shifting 30 percent of freight transported over 300 kilometers by road to
waterborne or railway transport by 2030. (White Paper, 2011)

Although the accessibility of European cities has improved during the last decades, Eastern
Europe is lagging behind. High-speed rail networks have gained ground in Western and
Central Europe; currently the most eastern connection is to Berlin, Germany. Although some

improvements have been made in Warsaw, Poland, the connection to the Baltic States has not
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yet been realized. Some improvements have been made in the Baltic States (for example,
Estonia and Lithuania have invested in upgrading their rail networks), but generally the
railway infrastructure is from the era of the Soviet Union. In order to increase the
accessibility of this peripheral area, improved connections are highly needed. This is also
realized at the EU level, and Rail Baltica has been selected as one of the TEN-T priority
projects (Telicka, 2006). The need to build the connection has been discussed during the last
decade; a coordinated effort is called for in order to realize this much needed railway

connection.

6.2.2. Empirical study

The empirical part of the study was done by interviewing public actors in three case
countries, Estonia, Latvia and Lithuania. Altogether, 16 people representing cities,
municipalities and governments were interviewed; six each from Estonia and Lithuania and
four from Latvia. Because the objective was to understand the research theme by evaluating
the comments of several respondents, the data needed was qualitative by nature. As the
concentration was on certain themes rather than solitary questions, the semi-structured theme
interview was chosen as the interview type. The research utilized eight themes which were
discussed in the interviews. The wide range of themes and therefore questions provided a
solid basis for gathering the required data. Validity was strengthened by doing all interviews
within a few months of each other in spring 2011. All interviews were recorded, which
ascertained the availability of repetition. In order to confirm the accuracy of information and

eliminate possible misunderstandings, written memos were sent to interviewees for checking.

According to the results, improving logistics and transport is considered important in all three
countries. Currently, railway is the prevailing transport mode in the east-west direction, as a
good deal of Russian and Belarusian bulk products are transported to the harbors of the Baltic
States. In the north-south direction, the transport need is covered by road transport, mainly by
Via Baltica. Because Via Baltica crosses many cities and volumes are growing annually,
increased congestion and reduced safety on roads affects the everyday life of inhabitants.
Generally, both railway infrastructure and superstructure were regarded to be in good shape,
but further improvements were highly hoped for. When moving from north to south, the

opinion whether passenger or freight traffic should be prioritized changed. In Estonia,



116

passenger transport was regarded as more important for Rail Baltica, whereas in Lithuania,

freight transport was noted as the main reason to construct the line.

In all three countries, national decision-making is centralized, meaning the decisions are
taken at the governmental level. Stakeholders noted that they cannot influence or that they do
not have a big influence on the decision-making process. The importance of personal
relationships was pointed out in Lithuania, whereas the importance of cooperation was
highlighted in all interviews. At present, cooperation is scarce, as even the cities within a
country do not collaborate. The membership of the EU was perceived to provide positive
aspects, both financially and in facilitating the border crossing and cooperation with Russia
and Belarus. Despite some discrepancies in smaller aggregates, all respondents confirmed
that Rail Baltica will be the most important and influential infrastructure project in the Baltic

States in the future.

6.2.3. Conclusions and contribution

The study provided insights into the present condition and future prospects of the Rail Baltica
line connecting the Baltic States to Central Europe. Although the Baltic States have gained
various country-specific features after their independence from Russia in 1991, the public
sector had a unanimous opinion about Rail Baltica. The railway connection is highly desired
and it is considered important in order to improve the accessibility of the peripheral area. The
direction towards Central Europe is especially emphasized because of possible business
opportunities in Europe. In decision-making, all countries have nationally centralized and
regionally neutral decision-making processes. Cooperation does not exist even within the
countries, which impedes the possibility to even attempt to influence matters. Therefore,

improved cooperation is highly needed.

One of the cornerstones of the possible railway line connecting the Baltic States discussed
was the alignment and importance of passenger / freight transport. All cities which are under
the leverage of a possible Rail Baltica alignment would welcome the network to their cities,
as it is estimated to bring further income to the area. Due to the joint history with Russia
(Soviet Union), railway transport prevails in the east-west direction in all the Baltic States. As

most cargo is transported in the north-south direction by road transport utilizing Via Baltica,
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the rail network is highly in demand. Interestingly, whether passenger or freight transport is
esteemed to be more important changes the further south one goes. In Estonia, the focus is on
passenger transport, while in Latvia, both passenger and freight transport possibilities are
deemed important. Lithuanian counterparts stress the importance of freight transport,

although passenger transport was also mentioned.

This study contributes to a topic which has not been widely studied. Some reports and similar
documents are available, but those have mainly been done on the consulting level.
Furthermore, in-depth interviews provided fresh actor-level data, which provides interesting
results for both academia as well as the business world. The work highlighted the present
situation of railway transport in the Baltic States, and illustrated one possibility for improving
the transport flows by the Rail Baltica railway connection. Public sector actors were
interviewed in order to understand viewpoints at the grass-root level. In order to enhance the
accessibility of the region and improve the transport flows from/to Russia and Central and
South Europe, Rail Baltica railway connection is highly hoped for. The level of cooperation
is scarce; therefore, further attention should be paid to improving collaboration within as well

as between the countries in question.

6.3. Barriers to Entry in the Railway Freight Market — Building Knowledge through

Swedish and Polish Operators’ Experiences

With the third paper begins the focus on deregulation. Earlier studies have mainly
concentrated on deregulation processes in Western countries (for example the U.K., the U.S.,
Sweden); only some works have focused on Eastern market environments. Furthermore,
Western and Eastern railway freight markets have not been compared. This research fills the
existing research gap by scrutinizing the Polish market, and compares it with novel data
gathered from the Swedish railway sector. The study evaluates the barriers to entry in the
Swedish and Polish railway freight markets and examines what type of market entry

strategies were used when new railway undertakings entered the opened market.
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6.3.1. Literature review

The process of deregulating the railway freight markets started in the United States in 1980,
when the Staggers Rail Act was introduced. Since then, the deregulation trend has spread
worldwide. In the European Union, the first steps towards deregulation were taken in the
early 1990s, when Directive 91/440 and two White Papers (1992 and 1996) were launched.
The thinking behind the scheme was to assure the free movement of goods. The final decision
was taken in 2004, when it was decided that the European railway freight market would be
deregulated at the latest on 1** January 2007. (European Union, 2009; White Paper, 1996)
However, many countries had already started the process earlier: In the front line of opening
the markets were the United Kingdom, Germany and Sweden. In Sweden, the first initiatives
were taken in 1988 via The Transport Policy Act, while in Poland, the progression was
started in 1997 by implementing The Railway Transport Law. Although Poland did not join
the European Union until May 2004, the Polish government had decided to implement the

main directives already earlier.

Before entering a new market area, companies need to evaluate various matters. Among the
main issues are barriers to entry and market entry. Barriers to entry were introduced in the
1950s by Bain, and since then, several academics have contributed to the theory. Pehrsson
(2009) built on Hambrick (1983) and Peteraf and Reed (2007), and noted that companies
entering a new market encounter significant exogenous and endogenous barriers, therefore
choosing a broader market scope than incumbents or earlier entrants. Earlier studies have
shown that main market entry barriers in the railway freight market are 1) exogenous barriers,
2) acquisition of rolling stock and 3) bureaucracy. However, some country special
characteristics exist: Depending on the country, such barriers as access to services or
recruiting of staff were found. When considering market entry, companies need to take into
account both internal and external factors that might influence the process. Based on previous
research, major problems occur in the financial arena. Existing companies mainly utilize
vertical integration, strategic alliances and subsidiaries when starting a business in a new

market.
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6.3.2. Empirical study

The paper utilized qualitative case study analysis. This research method was chosen because
the study’s main objective was to understand the research subject. Altogether, 13 semi-
structured theme interviews were conducted, seven in Poland and six in Sweden.
Additionally, the Infrastructure Managers were met in both countries in order to gather an
extensive database. The goal was to gather grass-root level data and compare it with earlier

results. Interviews were done in February and March of 2009.

According to the research findings, in Sweden, the main barriers to entry are acquisition of
the rolling stock and bureaucracy. Other barriers included needed investments, network
capacity, difficulties in finding customers, and available loading areas. Four out of six
interviewed railway undertakings had a background with the incumbent, SJ. One was the old
incumbent, while three railway undertakings were start-ups established to operate old
regional lines which had been discharged by SJ. Another utilized market entry mode was
vertical integration. Clearly, the new entrants had solid knowledge of the external and
internal factors. The knowledge level was even strengthened by the fact that all new railway
undertakings were able to attract old SJ employees. The incumbent SJ had a positive attitude
towards new entrants and enabled them to buy old rolling stock. Only one company had to
acquire the rolling stock from open markets. The main reason for entering the market was

customers’ request.

In the Polish railway freight market, the main barriers to entry are acquisition of rolling stock,
investments and bureaucracy. The rolling stock acquisition was indeed an enormous problem
in Poland, because the incumbent did not sell the untapped rolling stock to private
undertakings. Therefore, the rolling stock was purchased from countries such as the Czech
Republic, Romania and Germany. Network capacity, needed knowledge and competition
with the incumbent were highlighted as minor barriers. Vertical integration was the main
entry mode, because many new entrants had roots in heavy industry or construction. Three
railway undertakings decided to enter the market because of customers’ requests; possibilities
offered by such a big market were noted by two companies, while one stated the reason for
entry was the need for financial backup. All new entrants had good knowledge about the

market; for example, old incumbent personnel were employed.
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6.3.3. Conclusions and contribution

The Swedish and Polish railway freight markets have both similarities and differences. The
results strengthen the earlier studies, as exogenous barriers were found to be the main barriers
to entry. Acquisition of rolling stock, needed investments and bureaucracy were noted as
main barriers in both countries, although the order varied. Bureaucracy was associated with
necessary paper work (certificates and documents) as well as the entry process, which was
regarded as long and exhausting even when the people involved were experienced in the
market. The fact that Swedish counterparts noted bureaucracy as being a bigger problem
might be attributable to the Western business culture, in which normally only few documents

are required.

Because the main investment in the industry is rolling stock, investments and acquiring the
rolling stock can be viewed as a partly united theme. Acquisition of rolling stock was
regarded as troublesome due to the lack of availability and high costs. The situation was
especially problematic in Poland, because the incumbent was not willing to sell the old
rolling stock to new railway undertakings, which was the opposite case in Sweden. In
Sweden, many new entrants had backgrounds in the incumbent’s old operations, while in
Poland, the mainly utilized entry mode was vertical integration. Although a customer-driven

model was noted to be on the increase in Poland, it was utilized more in Sweden.

The study contributes to existing knowledge by introducing a wide-scale interview base.
Although the topic, especially the Swedish market component, has attracted researchers
during the last decades, new insights were provided in relation to experienced market entry
barriers and utilized entry modes. The Polish market has not been widely studied, so the
study provided interesting insights into one of the largest railway freight markets in Europe.
Furthermore, the study compared the situation in a Western (Sweden) and an Eastern
(Poland) country, and concluded that although the markets have similarities, the location

creates national particularities.
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6.4. Stimulating Competition in the Liberalized Railway Freight Market

The fourth paper continues on with the topic introduced in the previous paper, the
deregulation process. Swedish and Polish railway freight markets are scrutinized a bit more
closely, and data concerning the Finnish market is added. The objective of the paper is to
examine the special characteristics of entering the markets after the deregulation. The
confronted barriers to entry in Sweden and Poland are presented, and the inaugurating market
of Finland is analyzed. The aim is also to find out how companies determine the way in
which to enter the markets and to clarify used strategies. The research theme had previously
been mainly studied via literature analyses; this paper tries to fill the existing research gap by
evaluating actor-level data. The Finnish railway freight market is analyzed through the lens of
experiences of more advanced railway countries regarding the level of intra-mode

competition.

6.4.1. Literature review

The study utilizes the same research environment as publication III, which was presented in
section 6.3.1. The level of knowledge is deepened by means of demonstrating the theoretical
framework of strategic management, which is often divided into two views, market based and
resource based. The main discrepancy between the two is that the market-based view sees
companies as homogenous and competition as occurring via positioning in the market, while
the resource-based view concentrates on the firm’s internal environment and matters such as

knowledge and intangible assets.

Although deregulation has been ongoing over the last few decades, the incumbents tend to
have major market shares, often around 75-90 percent. The situation is such also in Sweden
and Poland, where the market shares of old national railway undertakings are around 75
percent. The Polish railway freight market had six main market actors in 2008, the largest
private undertaking being PCC Rail + PTK Holding, with a market share of 7.3 percent. The
company was acquired by German Deutsche Bahn in July 2009. The situation in the Swedish
market was a bit more developed, mainly due to the fact that the market had been deregulated
earlier. The largest private railway undertaking in Sweden in 2008 was Malmtrafik i Kiruna

(6.6 percent; the company transports iron ore produced by its parent company, LKAB). The
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second largest operator was Hector Rail, which entered the market only in 2004. In Poland,
the railway undertakings were mainly operating country-wide, while in Sweden, the

companies concentrated on certain geographical areas.

6.4.2. Empirical study

Because the study focuses on countries which have not proceeded in deregulating their
respective markets simultaneously, two research methods were utilized. Data from more
mature countries, Sweden and Poland, was gathered via semi-structured theme interviews.
The Finnish railway market has only one operator, the incumbent, so the data was gathered
using the Delphi Technique. From Sweden, six interviews were conducted, and from Poland,
seven; additionally, both countries’ Infrastructure Managers were met in order to gain deeper
knowledge about the market. In Finland, the data was gathered via a Delphi panel, which
consisted of more than 50 people. The Polish and Swedish interviews were done in spring
2009, while Finnish data was gathered in 2005. Even though the Finnish data is a little older

than the other two, it is still perfectly valid, as the situation has remained the same.

The basis for the empirical results is presented in earlier publication III, where the outcomes
regarding the Swedish and Polish markets’ barriers to entry (see Table 23 below) and selected
market entry strategies were discussed. The fourth publication verifies the viewpoints and

highlights the results from the Finnish market.

Table 23 Barriers to entry in the Polish and Swedish railway freight markets (Laisi et
al., 2012)

Barriers to entry Poland [Sweden
Locomotives / rolling stock 5 4
Investments 4 3
Network capacity 1 2
Bureaucracy 3 5
Knowledge 1 0
Competition 1 0
Finding customers 0 1
Stations + areas nearby 0 1




123

In Finland, the main market entry barriers were revealed to be acquisition of rolling stock,
accessing of services and bureaucracy. Basically, these are consistent with the Swedish and
Polish results (see Table 23). Behind the acquisition of rolling stock in Poland and Finland is
the fact that the incumbent is not willing to sell old rolling stock to private railway
undertakings, although there are hundreds of unused locomotives available. This creates an
extra barrier, especially in Finland, which has a lack of a second-hand market due to the track

gauge being different from that of most of the EU member states.

6.4.3. Conclusions and contribution

The research confirmed earlier studies by finding the main barriers to entry to be rolling stock
acquisition and bureaucracy in Sweden, Poland and Finland. While investments were
considered as a barrier in markets which have experienced competition for some time, in the
Finnish inaugurating market, accessing of services was judged to be a problem. The Finnish
market belongs to the group of few countries where only one company, the incumbent, offers
rail transport services, and the entry barriers are evaluated as being remarkably high. Network
capacity, market knowledge, competition, finding a customer and availability of loading areas
were found to be smaller-scale barriers to entry. When one examines the results, country
characteristics must be kept in mind. The Finnish railway freight market resembles a
combination of the Swedish and Polish markets, because the industrial setting and business
culture reminds one of those of Sweden, whereas the strong position of the incumbent and the

slow transport policy is similar to those of Poland.

This study is of important value for policy makers and practitioners, as it underlines the main
barriers to entry in three EU member states. The fact that bureaucracy and governmental
office-related duties were perceived major barriers is alarming, mainly because one of the
EU’s objectives is to harmonize the markets and increase the competitiveness of the railway
industry. Based on this research, it can be noted that EU-level transport policy goals should

be clearer and actions needed on a national level should be better defined.

The research contributes to existing knowledge by comparing the situation in three EU
member countries. An extensive interview-base together with the Delphi study provides an

interesting database, which describes how subjects are managed in different market areas.
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The fact that the same barriers to entry have been found in all three countries reflects that the
results might also be similar in other European countries. However, although the similarities

exist on the barrier side, ways of entering the market vary between the case countries.

6.5. National peculiarities in the Russian railway freight market — what the market

has to offer to foreign railway undertakings?

The fifth study describes the Russian railway freight market. The objective is to examine the
special characteristics of the market and provide further information for academia as well as
the international railway freight market. The purpose is to highlight the market operators’
viewpoints. Furthermore, as only a few publications are available in English regarding the

Russian railway freight market, the study strives to fill the existing research gap.

6.5.1. Literature review

The Russian railway freight market has experienced various developments within the last
decade. The Ministry of Railways launched a comprehensive three-stage Railway Structural
Reform Program in 2001, which has improved the overall market structure. During the first
phase (2001-2003), Russian Railways, RZD, was established, and the regulatory laws were
developed. The second phase took place in 2003-2005, and its main objective was to establish
multiple subsidiaries and phase out cross-subsidies from freight operations to passenger
services. The third phase (2006-2010 and beyond) target was to increase competition.

(Pittman, 2007; RZD, 2012a)

Although several countries worldwide have deregulated their railway freight markets, Russia
belongs to the ones which have only partly liberalized the market. Traction is still under
monopoly in Russia, but the private companies are able to offer wagon leasing services. The
market has expanded significantly, and today there are around 2000 companies offering these
services. The main market actor is RZD, which together with its subsidiaries is the market
leader. However, internationalization is increasing in Russia, and Russian operators have

signed agreements with foreign companies in order to start international competition. In
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particular, there is extensive cooperation with Finnish VR due to the neighboring location of

the countries.

6.5.2. Empirical study

The qualitative research method and semi-structured theme interviews were utilized in this
study, too. In Russia, operators are often subdivided into four groups depending on the size of
the company, and the objective was to interview at least one railway undertaking from each
group. Because the intention was to understand the national characteristics of the Russian
market, a few Finnish companies operating and/or doing business in Russia were included in
the sample. Altogether, nine experts representing seven organizations were met. All

interviews were conducted in 2010.

The research results show that the Russian railway freight market has several country-specific
features. The market is internationalizing annually, but still, companies desiring to enter the
market need to be prepared for these special characteristics. These particularities mainly
include the importance of relations, followed by the market’s close bond with politics and the
size of the market. A close linkage with counterparts ensures smooth overall functioning,
including in such matters as necessary documents, rolling stock maintenance and
arrangement of traction. Often, relationships are formed only after decades’ cooperation;
personal connections to old colleagues are especially essential. The close linkage with
politics relates to the importance of RZD, as many of the interviewees noted, “the railway
market is a state within a state”. The market size was also frequently mentioned as a special
characteristic: Even though it creates business opportunities, long distances can impede the

transport schemes.

Although the Russian railway freight market was recognized as well-functioning, generally
the market was characterized as challenging. Russian clientele was also characterized as
challenging, putting pressure on customer service. Many railway undertakings have learned
their lesson and utilize customer service as a competitive weapon. Although the market is
perceived as having various particularities, it proffers several possibilities for new railway

undertakings. Due to the nature of the market, acquiring an existing railway undertaking was
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noted to be the best way to enter the market. The market is currently undergoing a

transformation, so the future is unknown.

6.5.3. Conclusions and contribution

The Russian railway freight market is undergoing a significant transformation, of which the
main intention is to develop and improve the market. Although the country has some
significant national special characteristics, such as the importance of personal relations and
the strong market linkage with politics, similarities with European markets were also found.
The degree of internationalization is increasing, and Russia is offering plenty of business
opportunities for railway undertakings. The most promising way to enter the market is
through acquisition of an existing railway undertaking, because of the existing rolling stock,
and tacit and explicit knowledge. The best manner to boost business possibilities is to
establish close relationships with locals, which facilitates a basis for good cooperation.
Forming alliances with Russian counterparts was viewed as another reasonable way to enter
the market; this has been a tactic used by some European railway undertakings. The Russian
railway freight market and international transport corridors combining Russia and Europe are
evolving; the Sulphur Directive, which will become a reality in the beginning of 2015, might
change the nature of the transport market if cargo is shifted from sea transport (of which

expenditures will increase) to railway transport.

The study contributes to existing knowledge in various ways. Firstly, due to the fact that the
studies scrutinizing the Russian market are mainly written in Russian, the research provides
new data for academia and the business world. The importance of understanding the situation
in Russia is increasing, since the level of future cooperation is unknown. The nature of the
European transport market will change in the future, as more attention is being paid to
international transport corridors. Russia is regarded as having important market possibilities
due to its large market. In order for potential actors to be ready to deal with the several
particularities the market has, it is vital for them to keep these characteristics in mind when

planning future businesses in Russia.



127

6.6. Deregulation of the Russian Railway Freight Market — Learning from

Empirical Results

The sixth study continues with the evaluation of the Russian market. The objective is
twofold: 1) to assess the current market situation, and 2) to examine the progression of
deregulation. The barriers to entry in the railway freight market are discussed, and the special
characteristics of the Russian market are evaluated. The number of interviews have increased
since the fifth publication (presented in section 6.5), which assures the inclusion of the work

into the thesis.

6.6.1. Literature review

The Russian railway freight market’s Reform Program was presented in Section 6.5.1. Prior
to reform, the Ministry of Russian Railways was in charge of the entire railway market. In the
new model, the regulatory functions were transferred to and divided between the Ministry of
Transport, Roszheldor and Rostransnadzor. A new company, RZD, was established for

railway economic functions and operations.

Since the three-stage Reform Program, in order to develop the market further, RZD has
launched the fourth stage of reform, which will last until 2015. Earlier, RZD was often
accused of monopolistic practices, but it has gradually shed its role of monopolist and
monopsonist on the railway market. Currently, there are around 2000 companies owning
rolling stock, along with 158 subsidiary companies of RZD (Gorbunov et al., 2012; RZD,
2012b). Although the rolling stock market is totally liberalized, state ownership still
dominates in rail infrastructure. 99 percent of the rail network is owned by RZD, while the

rest is mainly privately owned by mining companies.

6.6.2. Empirical study

The basis of this empirical study is the same as that in publication 5 (see 6.5). However, the
number of interviews was increased, and this study analyzes the results of 15 expert

interviews representing 11 organizations. Like in study 6.5, all interviews were conducted in
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spring 2010. Additionally, an extensive literature analysis including Russian publications was

included.

According to this research, the main barriers to entry in the Russian railway freight market
are acquisition of rolling stock, bureaucracy and investments. Minor hindering factors were
found to be the lack of necessary knowhow and the closed nature of Russian market. This
essentially means that it is extremely difficult to enter the market without help from Russians.
Cooperation and the importance of personal relations were regarded as the main national
particularities, followed by a strong political bond (many interviewees noted RZD is “a state
within a state””), market size and reliability / functionality. This refers to the fact that although
the rail network is extensive and winter conditions can be severe, railway transport is
functioning rather well. However, to increase its functionality, improvements are needed.
This is partly due to the fact that various development programs are ongoing, causing some
unnecessary overlap. Due to the country’s location, sea transport was noted as the only
transport mode competing with railway. Therefore, Russia has multiple opportunities for
railway undertakings. This has been recognized by numerous companies; currently, around
2000 operators operate in the Russian market. The actors are generally small companies
operating dozen wagons, so the real competition exists only between the larger railway
undertakings. Although intrinsic rivalry does exist in the market, cooperation between actors
is perceived to be close. This same perception in regards to RZD was held by some

interviewees, but others mentioned that cooperation inside the company is lagging behind.

6.6.3. Conclusions and contribution

The first three stages of the Russian Railway Reform Program have been completed, and the
market has transformed considerably since the launching of the Program. Even though
development has modified the market in that it is heading towards deregulation, it is still
lagging behind when compared with other countries. To improve the situation, Russian
Railways has launched the fourth stage of the Reform Program, which will be carried out
until 2015. The main objective is to improve competition among private railway
undertakings. Currently, the rolling stock market is liberalized, and around 2000 companies
offer leasing and other such services. Although the major fleet of rolling stock is managed by

250-300 companies, only one company, RZD, offers traction services. The situation is
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expected to change in the future, which will transform the market into being more liberalized.
Even though the market has already increased its level of internationalization, further actions
are expected. Therefore, it is essential to understand how the market functions. Once the
market entry barriers and national characteristics are recognized, what comes next will be

easier to face for companies wishing to enter the market.

According to the research, the main barriers to entry are rolling stock acquisition and
bureaucracy. Although the Russian market was also recognized as having various country-
specific features, such as the importance of personal relations and the strong political bond,
the market entry barriers are identical with those of European countries. This paper adds to
previous knowledge and emphasizes that although the national characteristics should be kept
in mind, those do not directly mean that the whole market structure and functions related to

the market would be different.

The study contributes to existent knowledge by scrutinizing the Russian market in English. It
carefully introduces the development process of railway market, and estimates future
prospects. The main barriers to entry and national peculiarities are unfolded and discussed,
which provides vital information for possible new entrants. Because Russia does not belong
to the European Union, but does cooperate with the Baltic Sea Region, it is vital for potential

actors to understand the characteristics of the country’s main transport mode, the railway.

6.7. Summary

A summary of the main information related to the publications is provided in Table 24. After
each publication title, the research objective and method are described, after which the data
utilized in the publications is presented. After the research questions, the main results are
narrated. Finally, the publication’s role in the thesis is highlighted. Each of the six

publications is dealt with in its own right.

To reiterate, the publications concentrate on seven Baltic Sea Region countries: Sweden,
Poland, Lithuania, Latvia, Estonia, Russia and Finland. Four articles focus on deregulation
processes, one evaluates the transport flows between North Europe and Eurasia, while the

final one contemplates the public sector attitude towards Rail Baltica. Each publication
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provides the answers to two or three research questions, which are in line with the research
questions of the thesis. Finally, the role in the thesis is carefully described. Publication 1 was
included in the work in order to evaluate the past, current and future expectations of market
actors in Sweden and Finland, and to discover what kind of expectations the logistics experts
have towards the transport sector’s future. Even though the Rail Baltica network has been
discussed over the years, a wide range of journal articles about the topic does not exist.
Publication 2 includes new data, and it verifies the thesis by illustrating how cities,
municipalities and governments in the Baltic States view the transport sector’s situation in the
area. According to the results, the Rail Baltica network is highly needed and hoped for, and

market actors expect to see more cargo on the railway in the future.

The focus on deregulation begins with publication 3. Publications 3 and 4 share the same
research basis, but publication 4 delves in more deeply and enhances the results of
publication 3 by also evaluating the situation in Finland. Publications 5 and 6 are also based
on a research project pertaining to both. Publication 5 illustrates and presents the Russian
railway freight market, while publication 6 contributes to further knowledge of the market by
also evaluating Russian data. Furthermore, this final article includes recent data about the

market structure; hence, inclusion of both publications in the thesis is acceptable.
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7. CONCLUSIONS

7.1. Theoretical implications

This thesis has provided insights into the deregulation process of the railway freight market in
the Baltic Sea Region. The first and main objective was to evaluate which factors will most
influence the railway freight market’s future in the area. The second objective was to
examine how the railway freight market’s deregulation process has proceeded in the Baltic
Sea Region. The third objective was to reveal barriers to entry, or hindrances to the entry
process (see for example Carlton, 2005; Demsetz, 1982; McAfee et al., 2004; Mékitalo, 2007,
Park, 2009). In the fourth and fifth objectives, country-specific features were scrutinized in
order to understand what kind of special characteristics the countries might have, and how
these factors could affect the development process of the sector. The main objectives were
tackled via five questions, including one main research question supported by four sub-

questions.

The first sub-question was How has the railway freight market’s deregulation proceeded in
the Baltic Sea Region? Based on the four publications dealing with this topic as well as on
further literature analysis, it can be noted that deregulation has proceeded with different steps
in different Baltic Sea Region countries. To begin with, European Union legislative mandates
do not concern Russia, which indicates the market situation is different. The liberalization of
the Russian railway market has been on the agenda for a decade, as increasing the level of
competition was included in the three-stage Reform Program. The rolling stock market has
been deregulated in the sense that private actors can own and offer wagon leasing services,
but the sole provider of traction is still RZD. This is expected to change in the future, as
RZD’s objective is to further increase the level of liberalization. Numerous actors have taken
advantage of the opportunity and established railway undertakings; currently the amount of
operators is around 2000. Most of the companies are small-scale actors offering wagon
leasing services. However, the number of larger railway undertakings has also increased, as
more international players have entered the market. When one considers other Baltic Sea
Region countries, among the counterparts are countries which have been on the frontline of
the deregulation process as well as countries which still have only one active railway
undertaking, the incumbent. Sweden and Germany are often perceived as pioneers in

deregulation, because both countries had deregulated the railway freight market prior to
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demands stated by the European Union. Sweden started the process in 1988, and the first
private railway undertakings entered the market in early 1990s (Alexandersson, 2010;
Alexandersson and Hulten, 2005; 2008), while Germany proceeded with actions in 1993-
1994 (Holvad and Godward, 2012; Profillidis, 2004; Slack and Vogt, 2007). Polish, Danish
and Estonian markets took their first deregulation steps in the late 1990s and continued the
process in the 2000s (Hytonen, 2010; IBM, 2004; 2011; Poland Society, 2009; Steer Davies
Gleave Poland, 2003; TERA, 2005; Wronka, 2007). Lithuania, Latvia and Finland are
lagging behind: Although many actors have the license to practice railway transport in
Lithuania, the only railway undertaking offering services is the incumbent (ERADIS, 2013;
IBM, 2011; Maikitalo, 2011). In addition to the incumbent, the Latvian market has one
smaller scale railway undertaking (ERADIS, 2013; IBM, 2004; 2011). The situation is the
most undeveloped in Finland, as only the incumbent is active in the railway freight market
(Ludvigsen and Osland, 2009; Mékitalo, 2011). Although some markets have numerous
private railway undertakings, when one considers the market share, it is clear that the markets
are generally dominated by the incumbent. The situation is different only in Denmark, where

the incumbent was sold to DB Schenker Rail (IBM, 2004; 2011).

Even once a market is deregulated, various factors can hinder market entry. According to
previous studies (see for example Brewer, 1996; Ludvigsen and Osland, 2009; Mortimer et
al., 2009; Mikitalo, 2007; Steer Davies Gleave Sweden, 2003; Whiteing and Brewer, 1998)
the main barriers to entry in the railway freight market are exogenous barriers, acquisition of
rolling stock and bureaucracy. This research affirms the previous results, as the same market
entry barriers were regarded as prevailing. Furthermore, needed investments were
emphasized in both Sweden and Poland. Nonetheless, some discrepancies were noticed
between the countries. Publications 3 and 4 scrutinized the Swedish and Polish markets and
found that in Sweden, bureaucracy was highlighted as the main barrier (followed by
acquisition of rolling stock and needed investments), while in Poland, acquisition of rolling
stock was considered the most cumbersome (the other two main barriers were investments
and bureaucracy). The difference is based on history and level of dominance of the business
culture. Railway transport is an industry where numerous documents and certificates are
needed, which is not commonplace in Western business culture. Poland has its roots in the
Eastern side of Europe, where dealing with documents is normal. The condition of the rolling
stock market and the incumbents’ attitude towards private operators and deregulation

influenced the barriers to entry: The Swedish incumbent was willing to sell old rolling stock
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to new railway undertakings, which facilitated the entry process; whereas in Poland, the
incumbent did not sell any units to new entrants, but rather sent the rolling stock to the scrap
yard. Publication 6 evaluated the barriers to entry in the Russian market. According to the
results, the main entry barriers are acquisition of rolling stock, bureaucracy and investments.
Investments and acquisition of rolling stock can be viewed as being intertwined, as the main
investment when companies start to operate in a railway market is rolling stock. Based on the
results, it can be noted that in the Baltic Sea Region, the main barriers to entry are rolling
stock acquisition, bureaucracy and needed investments. Although the progression of
deregulation and the general status of the markets are different, the same entry barriers

prevail.

The third research question concentrated on country-specific features. In a former question,
the barriers to entry had been evaluated, and the research results had revealed that the
hindering factors are similar in the Baltic Sea Region, although the order of importance
varied. In order to understand whether the markets are otherwise similar, it is essential to
evaluate countries’ special characteristics. The topic was surveyed in four publications
(publications 3, 4, 5 and 6). In Sweden, the special features included the existence of an old-
boy network, meaning the cooperation between the market actors was really close.
Furthermore, the incumbent’s positive attitude towards new market entrants can be regarded
as a special characteristic. Many private railway undertakings had their basis in the
incumbent. For example, the incumbent decided to discharge operations in certain areas
because of their unprofitable nature, but after a request from old employees, the company was
willing to sell old rolling stock to new entrepreneurs. In Poland, the situation was the
opposite, as the incumbent was against private railway undertakings. Even though the
incumbent had extra rolling stock, it was sent to the scrap yard rather than sold to private
companies. Therefore, new entrants had to acquire rolling stock from countries such as
Morocco. In the Russian market, the importance of personal relations was found to be the
main national particularity. According to the results, it is extremely difficult to operate in the
railway freight market without good personal connections. Because of this, the best way to
enter the Russian market was noted to be the acquisition of existing railway undertakings,
which would enable the acquirer to get the rolling stock, needed personal connections as well
as tacit knowledge. Another interesting factor is the close linkage of politics with the railway
market. The railway is the backbone of the country, and it is often said to be “a state within a

state”. Also, the market size was perceived as a special characteristic, and it provides



136

business possibilities for international railway undertakings. According to the research
results, all railway markets seem to have country-specific features, which should be borne in
mind when companies consider expanding into a new market area. The same trend is
expected to continue in the future, so special attention should be paid to market entry
strategies. Due to the nature of the railway transport industry (requiring large-scale
investments), market entry strategies are expected to follow earlier paths and start-ups will
still be a rarity. The situation might change if incumbents decide to sell off old rolling stock
to new entrants. This has already happened in Sweden, while the situation is the opposite in

Finland and Poland, for example.

The final sub-question scrutinized the level of internationalization and cooperation. All six
publications touched upon the topic. Based on the research, the level of internationalization is
increasing in all countries, but especially in the Baltic Sea Region countries. The European
Union is harmonizing the railway market and improving the accessibility of peripheral areas.
Owing to the deregulated market structure, mergers and acquisitions as well as alliances
between railway undertakings have become commonplace. Earlier, the concentration of
undertakings was on neighboring countries, but due to the strong need for improved
connections, railway companies are working together, an example of which being Russian
RZD and German DB collaboration. Emphasis on cooperation is increasing, since more joint
actions are done in order to be competitive. The level of cooperation was viewed as “good” in
Western countries (mainly Sweden and Denmark), whereas it was lagging behind in Eastern
Baltic Sea Region countries. Publication 2 highlighted that cooperation does not exist even at
country level, and that it should be developed. Cooperation was perceived as an important
factor for consideration, for instance when a company is choosing the market entry mode.
According to the results, in Sweden, many railway undertakings were assisted by the old
incumbent. The incumbent decided to discharge unprofitable lines, but gave an opportunity
for old employees to take over the operations. New entrants were even able to buy old rolling
stock from the incumbent, which facilitated entry into the market. In Poland, many private
railway undertakings had their basis in heavy industry or construction. The market entry of
newcomers was not easy in Poland, because the incumbent preferred to send rolling stock to

the scrap yard rather than sell the units to new entrants.

The main research question of the thesis is “Which factors most influence the future prospects

of railway freight transport in the Baltic Sea Region?” Most of the factors which have an
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impact on the sector stem from European Union legislative mandates, directives or other legal
entities. The trend of globalization and the fact that more companies are outsourcing
production to low-cost countries puts pressure on transportation. The transport flows are
expected to increase in the future, which will create complications in the European transport
market. Despite the European Union’s initiatives to transfer the cargo from road to rail and
inland waterway transport (see for example European Commission, 2012a), the share of road
transport is increasing annually. Road transport hampers residents’ everyday life by creating
emissions and congestion. The situation is especially severe in the Baltic States, where major
parts of north-south cargo movements are done by road on the Via Baltica. Although railway
transport has attracted attention in the European Union, the Eastern parts of the Baltic Sea
Region, namely East Poland and the Baltic States, are lagging behind. Offered as a solution
has been Rail Baltica, a rail network which would connect the Baltic States to Europe. Based
on publication 2, a Rail Baltica connection would increase accessibility and is therefore
greatly desired. Also of importance is the Sulphur Directive, which will come into force in
2015. Under the Directive, the maximum sulphur content of fuels is limited to 0.1 percent,
which means that the vessels sailing in the Baltic Sea require major investments. (European
Commission, 2012i; Maritime Journal, 2012) The sea freight charges within the area are
expected to increase, which can influence the transport mode selection. Railway transport
might become a viable solution, especially if the direct connection from Central to Northern
Europe would come to fruition. This particularly concerns the electrified rail networks,
because diesel traction, like road transport, might experience problems in the future.
Currently, the transport sector oil dependency rate is 96 percent, making it the most energy
consuming sector in the European Union. Oil is estimated to become scarcer in the future, so
in order to achieve sustainable development, something needs to be done now. (EEA, 2012a;
European Commission, 2012i; Eurostat, 2012; White Paper, 2011) Other important
influencing factors are deregulation and cooperation. Deregulation is essential to future
development, because the harmonization of the European Union and the increase of
accessibility to peripheral areas, such as the Baltic States, are among the main priorities.
Deregulation requires that information systems be identical, and that locomotives need to be
able to move in at least two countries. Once the technological improvements are available
and the market is functioning uniformly, intermodal and international transport is expected to
increase. The railway is often mentioned to be best suited for the purpose when transporting
goods for over 300 kilometers, while for shorter distances, the railway is not regarded as a

competitive transport mode. Nonetheless, if the level of competition increases and new
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smaller-scale railway undertakings enter the market, new entrants might be able to make even
shorter distances profitable. Based on the research results, this has happened in Sweden, and

it could become a reality in other countries as well.

7.2. Managerial implications

Globalization has transformed the transport sector into a more complex aggregate of diverse
entities. More attention needs to be paid to transport flows and selection of transport mode.
The European transport sector will undergo several wide-ranging changes in the near future,
and transport industry counterparts will need to reposition themselves. This especially
concerns the peripheral area of the Baltic States, which are currently lagging behind. In order
for the industry to be ready for future challenges, it is vital to estimate what the changes will
be and how those could be addressed. This thesis endeavors to answer a few of the questions.
The progression of deregulation in the Baltic Sea Region is presented herein; by evaluating
the deregulatory processes in different countries, the author was able to gather and convey a
genuine perspective of what is happening in the area. The region includes various types of
countries with different cultural and industrial backgrounds, and the thesis provides new data
results generated from comparisons of countries’ situations. Russia was also included in the
research; generally speaking, as internationalization is increasing and companies are looking

for new business possibilities, Russia might be the answer for many companies.
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Table 25 Managerial implications

Publication  |Implications
P1 Provides insights into how TOP500 companies in Sweden and Finland see the future of transport flows.

P2 Informs about how public sector actors see the importance of transport in the region.
Novel data concerning decision-making processes and level of cooperation, which might facilitate
collaboration in the future.

P3 Collects new data via interviews strengthen previous knowledge relating to railway freight
markets' barriers to entry and entry mode selection.

Informs the business world as well as academia about how the new entrants see the process of entering
a deregulated railway freight market.

P4 Introduces the barriers to entry in the railway freight market in three European Union member countries.

EU-level transport goals should be clearer and governmental offices should be more active.

P5 Reveals the national particularities of the Russian railway freight market.
Provides data in English about a country, which has been scarcely studied in English journals.

P6 Evaluates the barriers to entry in the Russian railway freight market.
Strengthen the knowledge related to national particularities presented in publication 5.
Provide even more information about the market via information gained from various Russian journals.

The thesis includes several managerial implications (see Table 25). The first publication
discovers viewpoints of TOP500 companies in Sweden and Finland, which estimate what
might happen with transport flows in the future. The second publication concentrates on the
Rail Baltica network, and states that it is strongly hoped for. However, in order to facilitate
the progression of the project, the level of cooperation should be improved. The third
publication describes the market situation in Sweden and Poland, highlighting the barriers to
entry and strengthening the previous data by introducing viewpoints of actors who had
undergone the process of market entry. The fourth publication includes Finland and illustrates
the situation in three European Union member countries. Based on the research, among the
managerial implications is that EU-level transport goals should be clearer, and governmental
offices more active. Publications 5 and 6 focus on the Russian market. The fifth article
assesses national particularities, while the sixth publication deepens the knowledge related to
the special characteristics. The results highlight that the barriers to entry in the Russian
railway freight market are the same as in other Baltic Sea Region countries, namely

acquisition of rolling stock, bureaucracy and needed investments.
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Particularly when companies enter new railway market areas, several factors need to be
considered. Barriers to entry and country-specific features should not be overlooked, because
success might depend on those. This research has added to previous knowledge and has
found that the main barriers to entry are acquisition of rolling stock, bureaucracy and needed
investments. According to the results, the main complication is with locomotives, owing to
the lack of availability and needed investments. Bureaucracy has created many cumbersome
situations for many newcomers, so entrants should familiarize themselves with documents at
an early stage. The time to market is worth mentioning: Due to the great number of needed
documents, petition proceedings might take the candidates by surprise. However, the minor
barriers to entry should not be omitted. According to this research, rail capacity, market
knowledge, competition, finding the clientele and availability of loading areas are found to be
the minor market entry barriers. Furthermore, the countries have several special
characteristics, which should be carefully considered before companies make entry moves.
The chosen entry strategy should be contemplated carefully, as strategies differ greatly one

from the other.

However, one must keep in mind that in order to be able to deregulate, a fair amount of
regulation is actually required. An area such as the European Union comprises multiple
countries with different legislative backgrounds, and before deregulation, the EU railway
freight markets had been heavily regulated. Earlier, the incumbent national railway
undertakings were the only ones with the right to provide rail transport services; since
deregulation, new entrants have entered the markets, changing the whole market structure in
Europe. Cross-border transport has increased, and innovation of technologies facilitating
further improvement of a uniform rail transport market is ongoing. This creates challenges
from the managerial perspective, as industry representatives need to adapt to the new market
structure. This thesis highlights how markets have adapted to the situation, and therefore

provides interesting outcomes for company representatives.

7.3. Limitations of the study

The trend of eliminating the governmental ownership structure has resulted in the
deregulation of several industries. Generally speaking, the main sectors which have

undergone the process are banking, telecommunications, energy, and transport. This thesis
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concentrates on transport market deregulation; although all transport modes are briefly
evaluated, the main focus is on railway transport. Railway freight market deregulation is a
fairly recent concept, but numerous studies have scrutinized the field of research. Ordinarily,
the studies have concentrated on either passenger or freight operations, which is also the case
in this thesis. This piece of research concentrates only on railway freight transport, meaning
that passenger services are excluded. The chosen area of research was the Baltic Sea Region,
comprising nine countries. In the European Union’s Baltic Sea Region Strategy, the area is
limited to European countries (Finland, Sweden, Denmark, Germany, Poland, Lithuania,
Latvia and Estonia) (European Commission, 2012d), but in order to evaluate the status of a
significant market whose importance is only expected to increase in the future, Russia is also
included. Of these nine countries, the articles focus on seven: Sweden, Poland, Estonia,
Latvia, Lithuania, Finland and Russia. The reason why two markets were eliminated from the
research articles is based on those countries’ particularities related to railway market
deregulation and generally to the structure of the railway sector. The Danish railway freight
market has a number of acting railway undertakings, but as many of them are also operating
in the Swedish market, and as the Danish market is rather small when compared to its
Northern neighbor, Denmark was omitted from case examples. Germany is the largest
railway freight market in Europe (Eurostat, 2013b), but because the country’s structure
(comprised of several states) has a strong impact on railway transport, it is excluded from this
thesis. Although the results of the study are in line with previous research studies, each
country has its own special characteristics which might strongly influence the market

structure and general operability.

Other important limitations to highlight are political ties and the role of trade unions in the
markets. Political ties include inter alia ties between state-owned operators, which can have a
significant influence on the market. Previous studies have discovered that the role of trade
unions in the railway freight market can be significant (see for example Laisi and
Poikolainen, 2011). The complexities of issues are excluded from this thesis, as each topic

merits its own study.

Although the thesis concentrates on and employs scientific literature (academic journal
articles, books, scientific reports etc.), some non-academic publications, such as consultation
reports, are included. This is due to the fact that for some topics dealt with in the work,

academic references were not available. Such a case concerned for example the Russian
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market and WTO membership. Sometimes the consultant reports include grass-root level
data, which might expand on the viewpoints stated in the academic literature. However, it
must be kept in mind that the validity of non-academic publications is not as strong as that of

scientific literature.

The mainly utilized research method was semi-structured interviews, which was used in five
out of six publications. Research reliability was confirmed by recording all the interviews.
Therefore, the information was available for second or third re-checks if something seemed
unclear. Because the research was of the theme-interview type, meaning only the main
themes are scripted, the interviewer’s way of acting might have had an impact on the results.
However, because the main results confirmed earlier studies based on literature analyses, we
can conclude that the research reliability is good. Additionally, a careful description of the
analyzing process increases reliability. The same interview basis was used in all the
interviews, albeit some questions were modified in order to match the exact research
objective. Originally, validity was examined by organizing a test-interview. The interviewee
had a decade of experience in the field of railway transport; in addition, his employer
intended to enter the Finnish railway freight market in the near future. In accordance with his
proposal, a few questions were added. In order to gain further confirmation for validity, the
same questionnaire was used as a basis for other LUT Kouvola projects. All projects
concentrated on railway market research, including a study related to the German and
Hungarian railway freight markets. Based on the interviews and comments made by
interviewees, some sub-questions were modified. In semi-structured interviews, the main
emphasis is on leading questions (see for example Newton, 2010), which were the same in all
questionnaires. Qu and Dumay (2011) suggest that the interviewees’ story should be
criticized in order to confirm validity. This was done by posing follow-up questions which
served to authenticate the interviewees’ comments. Therefore, we can state that the research

validity is good.

When one considers the empirical sections of the publications, certain limitations should be
noted. Because the generality of the respondents represented the companies alone (in a few
interviews several persons were participating), the personal standpoints might have an
influence on the statements. Because some of the case countries have numerous operating
railway undertakings, in some cases it was not possible to interview all market actors.

Although samples were formed in such a way that should guarantee as versatile of a database
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as possible, if more interviews had been conducted, the generality would have been improved
upon. Because the main objective of the thesis was to study railway markets as entities, the
topic was approached by utilizing a market-based view. A resource-based view addresses the

companies’ key resources, which was not the case in this work.

7.4. Suggestions for further research

Although railway transport deregulation has attracted numerous researchers worldwide (see
for example Brewer, 1996; De Jorge and Suarez, 2003; Hilmola et al., 2007a; Jensen and
Stelling, 2007; Ludvigsen and Osland, 2009; Mékitalo, 2007; Profillidis, 2004), most of the
studies have concentrated on evaluating the market pioneers such as the United States, the
United Kingdom and Sweden. Few studies have examined the other market areas. As the
importance of Eastern European countries and Russia is increasing, further studies regarding
these market areas are needed. Russia especially has improved the market and taken
internationalization and cooperation to a new level. In future studies, special attention should
be accorded to cooperation, specifically in the railway sector and generally in the transport

sector.

Due to European Union legislative mandates, the railway freight markets had to be
deregulated at the latest on 1** January 2007. Several countries proceeded with deregulation
already earlier. These markets, for instance in Sweden, the U.K. and Germany, have many
active railway undertakings. It could be interesting to redo the study regarding barriers to
entry in a few years and evaluate whether the experienced hindering factors have changed
due to the maturing market, or whether those remain the same over decades. Finally, the
large-scale changes which will take place in the near future might change the whole European
transport structure. Currently, we are assessing what kind of influences the Sulphur Directive
will have on the utilized transport modes, and it would be interesting to research in three or
four years how the transport flows will have reacted and what kind of influences it will have
had on the chosen transport modes. Finally, the Russian railway market is transforming into a
more liberalized form, and changes are also expected in the Finnish, Latvian and Lithuanian
markets. If the situation were to be evaluated in a few years, it would provide a continuum for
this research. Scrutinizing the history behind the decline in the case countries more carefully

could reveal interesting aggregates. Once the thesis has concentrated on the Baltic Sea
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Region, further research could cover the American market and, for example, compare the
market areas. If this would be done in a few years’ time, the current turmoil of the emerging
number of railway undertakings could stabilize. Further research could also compare the
deregulation of air and railway markets, and evaluate the discrepancies between the

American and European transport markets.

Finally, as illustrated previously in chapter 7.3., the political ties between state-owned
operators and the role of trade unions are large-scale aggregates which should not be
forgotten. The themes are important, and therefore should be carefully scrutinized. Further
research could examine what kind of political ties exist between state-owned operators, and
how these ties influence market progression. The role of trade unions in the railway freight
market has not been widely studied, thereby introducing an interesting subject for further
research. This would highlight themes important to managers and possible candidates

planning to enter the deregulated railway freight market.
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Appendix 1

Railway undertakings in the Swedish railway freight market (ERADIS, 2013)

Alstom Transport AB
CFL cargo Sverige
CQ Correct AB
Green Cargo AB
Hector Rail AB
Inlandstéget AB

LK AB Malmtrafik
Nordiska Tdg AB
Railcare Tég
Rushrail

Stena Recycling AB
Strukton Rail AB
Svensk Tagkraft AB

SWT Swedtrac Trafik AB

Tagékeriet 1 Bergslagen AB
Tagfrakt i Sverige AB
TMRail AB

TX Logistik AB

VATE Consulting AB
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Railway undertakings licensed to operate in the Polish network in 2012 (UTK, 2013)

PKP CARGO S.A.

Lubelski Wegiel Bogdanka S.A.

PKP LHS Sp. z o.0.

MAJKOLTRANS Sp. z 0.0.

PKP Cargo Service Sp. z 0.0.

NBE Rail Polska Sp. z o.o0.

PKP ENERGETYKA S.A.

ORLEN KolTrans Sp. z o.0.

CTL Express Sp. z o0.0.

Philip Sp. z o.0.

CTL Kargo Sp. z 0.0.

PHU Lokomotiv Bronistaw Plata

CTL Kolzap Sp. z o.0.

PNiUIK w Krakowie Sp. z 0.0.

CTL Logistics Sp. z 0.0.

POL-MIEDZ TRANS Sp. z 0.0.

CTL Rail Sp. z o.0.

Pomorskie Przedsigbiorstwo Mechaniczno-Torowe Sp. z o0.0.

CTL Reggio Sp. z o0.0.

PRK Krakow S.A.

CTL Train Sp. z o.0.

PRKil Wroclaw S.A.

X-TRAIN Sp. z 0.0

Przedsigbiorstwo Napraw Infrastruktury Sp. z o.o.

DB Schenker Rail Polska S.A.

PTK Koltar Tarnow Sp. z o.0.

DB Schenker Rail SPEDKOL Sp. z o.0.

PUK KOLPREM Sp. z o.0.

CEMET S.A.

RAIL POLSKA Sp. zo.o0.

DOLKOM Sp. z o.0.

S&K TRAIN TRANSPORT Sp. z o.0.

Dolnoslaskie Linie Autobusowe Sp. z 0.0.

STK S.A.

EURONAFT Trzebinia Sp. z 0.0.

Tabor Szynowy Opole S.A.

ExTrail Sp. z o.0.

TORPOL Sp. z o.0.

FREIGHTLINER PL Sp. z o.0.

Transchem Sp. z o.0.

GATX Rail Poland Sp. z 0.0.

TRANSODA Sp. z o.0.

Hagans Logistic Sp. z o.0.

Wiskol Soltys Waldemar, Soltys Jarostaw Sp.J.

ITL Polska Sp. z o.o0.

Zaklad Przewozow i Spedycji "SPEDKOKS" Sp. z o.0.

KOLEJ BALTYCKA S.A.

Zaktad Robot Komunikacyjnych - DOM w Poznaniu Sp. z 0.0.

Koleje Czeskie Sp. z 0.0.

Zaklady Prod-Nap. Taboru Maszyn i Urzadzenn M.Dybowski S.J.

KP KOTLARNIA S.A.

ZIK Sandomierz Spotka Jawna

LOTOS KOLEJ Sp. z o.0.
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Abstract

Purpose — This research aims to understand the changes in Swedish and Finnish
companies’ traffic flows and evaluate the future prospects.

Design/Methodology/Approach — Research was implemented through web-based
questionnaire. Furthermore, numerous second hand sources were used to gain knowledge.
Research was conducted in three parts: first research was executed in 2006, second in
2009 and the third was realized in 2010.

Findings — The main findings support previous studies arguing that the traffic between
Europe and China will continue to grow in the future. However, contrary to earlier
studies, the balance will change from eastbound to westbound traffic. The future
prospects to Russian traffic are stating slight increase in demand: however, the balance is
shifting from eastbound to westbound transport, noting the transport flows from Russia to
Europe might increase in near future.

Research limitations/Implications — Empirical data was gathered from two North
European countries, Sweden and Finland. To follow the development in the market, and
in order to make more general conclusions, research should be extended to include other
countries. Furthermore, economic downturn’s influences on traffic flows and its
development could be analyzed in a year’s time.

Practical implications — The research aggregates data from three surveys and evaluates
the companies’ standpoints. Study results could be used to evaluate the companies’
development trends in Finland and Sweden. In addition, research provides valuable data
for business world as well as academia by adducing the market actors’ outlook.

Originality/Value — Research contributes actor level data to the subject, which
previously has been scrutinized mainly via second-hand data and literature analyses.
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1. Introduction

The field of transportation has confronted considerable modification during the centuries.
Globalization is transferring production to low-cost countries, which sets pressure on
transportation. Transport has a vital role in economy, transferring goods from place of
production to place of consumption. Therefore, transportation is often counted among the
economic activity’s key roles. According to World Trade Organization’s statistics (2010),
in 2009 world’s merchandise trade amounted over $ 12 000 billion. Furthermore, global
supply chains have increasingly significant role in the competitiveness of companies and
national economies (Hameri & Hintsa, 2009). These lead to situation, where trade’s
imbalance begets transport traffic. According to Hilmola (2010), currency crisis have
significant influences on transportation flows. For example, current global economic
meltdown has resulted in freight operators’ difficulties: largest container carrier Maersk
reported 10-20 percent declines in shipping volumes. Even greater drop was noted in
freight rates, which decreased 20-30 percent (Maersk, 2009). Sea transport has
traditionally been a market where various freight conferences have taken place.
According to Wong (2009), liner conferences enjoyed a full exemption from anti-trust or
anti-competition regulations since 1950s. Due to tensed regulations, several conferences
have been discharged. First abolishment was realized in 1998, when the conferences
operating under the Ocean Shipping Reform Act (OSRA) were discharged. (Wong, 2009)
The trend continued in October 2008, when the Far East Freight Conference (FEFC) was
abolished, due to failure in promoting competitive freight rates on maritime services,
which breached the EU Competition law. (Rowbotham, 2008)

In addition to trade, imbalance of transport modes should be noticed. During the last
decades economic growth has promoted sea and air transport. Although various actions
are taken in order to strengthen railways share (see for example Marco Polo, 2010), the
mode has not been able to respond to international transportation demand (Lee, 2004;
Shu, 1997; Vellega and Spens, 2006). In fact, one major factor in the Eurasian logistics’
future sustainability is container transport’s imbalance. However, because several
Eurasian economies are emerging and constantly showing significant growth rates, they
are experiencing challenges with the adequate level of infrastructure. Although China has
displayed exemplary progress in building largest container handling capacity in the world
(United Nations, 2009), it still has severe problems regarding to hinterland transports (see
for example Goh and Ling 2003; Kwan and Knutsen, 2006; Ta et al., 2000; Wang et al.
2004). India and Russia are still in the phase, where they receive massive amount of
initiatives and projects to attain in sea port infrastructure (especially container sea ports;
see World Bank, 2008, and Hilmola et al., 2007). Hinterland connections in these latter
countries will follow later on. In order to facilitate the development processes, countries
are utilizing various methods. Among those is benchmarking, which is often noted an
efficient way to increase companies’ knowledge level. Logistics providers are constantly
seeking better ways to serve the customers: Comparing the logistics functions with “best-
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in-class” companies is recognized as an efficient way to increase companies’ success and
performance. Therefore, benchmarking is also highly utilized in the field of logistics:
especially World Bank’s Logistics Performance Index has attracted attention. (Arvis et a.,
2010; Bagchi, 1997; Johansson & Palsson, 2009; Kannan, 2010; Min & Joo, 2009)
Recently Arvis et al. (2010) reported that Logistics Performance Index supports previous
argumentation: China is holding 27" place in LPI index, India is placed 47" and Russia is
performing least, occupying 94" place. Study’s other countries were stated to have much
better performance: Sweden was ranked in the 3 position and Finland 12". The results
motivate Eurasian logistics research further, since logistics wise we are talking about
diverse spectrum of countries in different level of capability and operational environment.

Research problem of our work concerns North European countries, namely Finland and
Sweden, and their logistical operations with Russia and Asian countries, analyzed
through larger companies’ perspective. We were interested in countries, which have
significance in the trade and economic growth, namely Russia and China. Empirical
material of this research work was gathered using online survey completed during years
2006, 2009 and 2010: the overall findings should provide valid picture, since the first
survey was completed during the time of significant economic growth and prosperity, and
latter one after the global financial meltdown had occurred. Objective of this research
work is to get inside of transportation volume numbers through company level responses,
and to understand the future of Eurasian logistics as well as its sustainability problems.

This research is structured as follows: In Section 2 we review the world trade
development, traffic flows and imbalanced nature of world transports. We analyze the
previous research and identify presumable development of forthcoming years as well as
sustainability issues. As large world-wide corporations are the major cause of traffic
flows in the world context, we have gathered empirical material with three different
surveys from largest Finnish and Swedish companies. Section 3 presents the research
methodology utilized in three surveys. Empirical part is analyzed in Section 4: After
evaluating the traffic between Europe and China, European and Russian transport flows
are investigated. Findings show how traffic flows and balance is about to develop:
Although Chinese and Russian directions still hold some level of significance, changes
are visible. This is followed by discussion in Section 5, where sustainability of this
continuing growth is especially the concern. In final Section 6 we conclude our work, and
propose further avenues for the research in this area.

2. Literature Review

Before the current economic downturn, world enjoyed a period of strong economic
growth. Between 2000 and 2007, world GDP grew approximately 4.2 percent annually,
peaking at 5.2 percent in 2007. Especially strong growth was noted in China and India,
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which produced the fastest global economic expansion. The first signs concerning
forthcoming recession were noted in USA in 2007, while its GDP growth decreased from
2.7 percent (2006) to 2.1 percent (2007). (UNESCAP, 2009) Figure 1 describes the
situation.
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Figure 1. Annual GDP Growth rates 2002-2010 (2009a estimate, 2010b forecast)
(UNESCAP, 2009)

The slowdown started to spread worldwide in 2008, and the rock-bottom was confronted
in 2009: Worldwide economic performance was worst since the Second World War.
Strongest decline was noted in Russia, where GDP growth declined 13.1 percent during
2008-2009. According to UNESCAP (2009), year 2010 should be slightly better.
(UNESCAP, 2009) Another interesting scale is trade to GDP ratio, which is the sum of
exports and imports divided by the GDP. The indicator is said to measure the country’s
openness or integration in the world economy. Basically, it illustrates the combined
weight of total trade in its economy; it measures the degree of dependence of domestic
producers on foreign markets and their trade orientation (for exports) and the degree of
reliance of domestic demand on foreign supply of goods and services (for imports).
(OECD, 2010) Tables 1 and 2 describe the situation in Finland and Sweden.

Table 1. Trade to GDP ratio in Finland (OECD, 2010)

Main destination % Main origin %
EU27 55,9 |EU27 54,3
Russia 11,6 |Russia 16,3
United States 6,3 China 7
China 3,1 United States 3
Norway 3 Norway 2,6
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Table 1 illustrates the main trade partners of Finland. According to OECD statistics
(2010), when trade to GDP is observed, the main partner in export and import is EU27.
Russia is noted as the second largest partner, where after comes US, China and Norway.
Traffic from China has a larger share than eastbound direction, 7 percent versus 3.1
percent. Table 2 depicts the situation in Sweden. Alike in Finland, EU27 is the largest
destination and origin of goods. Whereas in Finland the percentual share was near equal,
in Sweden there exists 10 percent discrepancy. Norway has the second largest share in
Swedish trade, whereas US, Russia and China has taken the smaller shares. Both
countries have close cooperation with neighbour states: Finland has trade with Russia,
whereas Sweden trades with Norway.

Table 2. Trade to GDP ratio in Sweden (OECD, 2010)
Main destination % Main origin %
EU27 59,7 EU27 69,7
Norway 9,5 Norway 8,9
United States 6,6 Russia 4,1
Russia 2,4 China 3,4
China 2,2 United States 3,1

However, the geography of trade has changed during the last years. Behind the
modification are several reasons, including strong economic growth and structural change
in some economies, changes in trade and tariff policy, transport infrastructure’s progress
and changes in supply chain practices. For example, export from China has decreased
during 2000-2007 to all major countries (to US four percent, to EU 1.5 percent and Japan
8.9 percent), whereas it has doubled to other countries (14.3 percent in 2000, 28.6 percent
in 2007). (UNESCAP, 2009) Changes in trades’ geography create pressure to different
transport modes. Road, sea and air transport have increased the portion of transport, while
railway transport has confronted significant decline (Hilmola, 2010). The tendency
towards diminution of railway transport is attempted to cease by various modal shift
programs: in European Union Marco Polo Program promotes shifting freight transport
from road to sea, rail and inland waterways (Marco Polo, 2010). Despite railway
transport’s modest share in the intercontinental transport market, railway is a vital
transport mode within China and Russia where railway carry over one-half of long
distance freight (UNECE, 2008).

Among the worldwide known benchmarking tools is World Bank’s Logistics
Performance Index (LPI), which identifies the challenges and opportunities countries face
in the field of logistics. The latest version of LPI (2010) includes data concerning 155
countries. Table 3 describes the top ten countries; additionally Finland, China and Russia
are included.
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Table 3. Logistics Performance Index, top 10 countries + Finland, China and
Russia (Arvis et al., 2010)

LPI Rank Country LPI Customs | Infrastructure Intl’ Logistics Tracking | Timeliness
shipments | competence | & tracing
1 Germany 4,11 4,00 4,34 3,66 4,14 4,18 4,48
2 Singapore 4,09 4,02 4,22 3,86 4,12 4,15 4,23
3 Sweden 4,08 388 4,03 3,83 4,22 4,22 4,32
4 Netherlands 4,07 3,98 4,25 3,61 4,15 4,12 4,41
5 Luxembourg 3,98 4,04 4,06 367 367 392 4,58
6 Switzerland 3,97 3,73 4,17 3,32 4,32 4,27 4,20
7 Japan 397 3,79 4,19 3,55 4,00 4,13 4,26
8 UK 395 374 3,95 3,66 3,92 4,13 4,37
9 Belgium 3,94 3,83 4,01 3,31 4,13 4,22 4,29
10 Norway 393 386 4,22 335 385 4,10 4,35
12 Finland 3,89 386 4,08 341 3,92 4,09 4,08
13 Hong Kong, China 3,88 3,83 400 3,67 383 394 404
27 China 3,49 3,16 354 331 349 3,55 391
94 Russia 2,61 2,15 2,38 2,72 2,51 2,60 3,23

Six different factors are evaluated in LPI: Customs, infrastructure, international
shipments, logistics competence, tracking & tracing and timeliness. Scores are from one
to five, one representing the worst performance for the given dimensions. As illustrated
in Table 3, among top ten are eight European countries (Germany, Sweden, Netherlands,
Luxembourg, Switzerland, UK, Belgium and Norway) and Singapore and Japan.
Although Finland does not belong to top ten countries, its ranking (12" is above few
major international logistics hubs, for example Hong Kong, which ranks 13". China has
improved the performance since the last survey: in 2007 China ranked 30", having the
overall score 3.32. In 2010 ranking China was estimated 27" among 155 evaluated
countries. Russia, ranking 94", belongs to underperforming countries: According to LPI,
underperformer is a country with a lower than expected LPI score. (Arvis et al., 2010)

International transport between Europe and Asia in maritime, air and land routes has
expanded apace since the late 1990s both in physical and value terms. The EU imports
from Asia proceeded to be roughly twice as large as exports in the opposite direction. The
expeditious pace of trade dilation with China is significant. The expansion is also noted
through rapidly growing container terminals on the Chinese seaboard, wherefore
Shanghai rose among the world’s most important ports. In 2005 Shanghai port’s turnover
was 18.1 million TEU (twenty-foot equivalent unit), increasing the throughput by 24
percent compared to year 2004. (UNECE, 2008) The trend has continued: although the
crisis hit container traffic hardly in 2009, container throughput of Shanghai reached 25
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million TEU (China Today, 2010). Table 4 describes the utilized transport modes in EU-
Asia transport.

Table 4. The EU trade with East Asia by transport mode, 1999 and 2005 (percent
of merchandise trade flows in tons) (UNECE, 2008)
1999 2005 1999 2005
EU-25 imports | EU-25 imports | EU-25 exports | EU-25 exports

Sea 77,8 66,3 89,8 87,1
Rail 0,4 0,5 0,9 2,0
Road 7,0 4,3 6,3 5,8
Air 1,6 1,5 1,6 1,6
Inland waterway 5,2 1,3 0,9 0,8
Unkown 7,3 25,5 0,4 2.8

As demonstrated in table 4, the bulk of merchandise transport between EU and East Asia
is transported by maritime shipping. Ocean shipping in the most prevalent way to move
cargo from Asia: according to UNECE (2008), 80 percent of ships arrive on time. This
can be explained by minor amount of shipping lines: the industry is focused on few large
scale shipping companies. According to UNESCAP (2009), top twenty lines accounted
for 79 percent of global capacity. Although air transport accounts for a small portion of
shipments in terms of volume, it has second largest share in value, due to its dominant
role in valuable shipments. Rail sector’s share remains minor, regardless of slow increase
from 1999 to 2005. However, railway has potential to offer faster transit times than ocean
shipping, especially from Asia to Europe. (UNECE, 2008) Albeit corresponding share of
road is higher, it has confronted decline. The share of inland water transport decreased
over the viewed period. Because the EU merchandise trade statistics by transport mode
do not identify the predominant carrier between the origin and destination of international
routes, the results are preparatory. The transport mode is defined by the mode the goods
leave / arrive to EU territory. Therefore, share of road transport might be lower, while rail
and ocean shipping may be higher than indicated in table 4. (UNECE, 2008)

Several studies have noted that although the worldwide trade has developed, the
imbalance between continents is increasing (see for example Hilmola and Szekely, 2006;
Hilmola et al., 2010; Szekely et al., 2008; Toikka, 2006). Due to the imbalance, Asian
countries dominate the outbound shipments while Western countries (including USA and
EU) mainly direct inbound shipments. In order to move empty containers from surplus
locations to deficit places, repositioning of empty containers has become an ineffective
but unavoidable situation. (Lopez, 2003; UNESCAP, 2007) In order to serve the
customer demand efficiently, it is vital for shipping lines to establish cost-effective ways
to reposition the units (Lun et al., 2009). Empty container problem has developed due to
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various reasons: One of the major malaises is the fact that shipping companies require
containers to be picked up and returned to the carriers’ depots (Hanh, 2003; Lun et al.,
2008; Lun et al., 2009). Due to trade’s imbalance, the same trend is noted in empty
containers’ supply: In 2006, the eastbound movement accounted for 13.9 million TEU,
whereas westbound movement was 4.6 million TEU (UNCTAD, 2007). Furthermore,
great amount of empty units’ transports has lead to increased transportation costs: United
Nations estimated in 2005 that in the beginning of 21% century empty container
movements were around 20 to 22 percent in the world scale (Hilmola & Szekely, 2006;
Shintani et al., 2010). As a solution to the growing problem has been offered foldable
containers: According to Miller (2010) and Shintani et al. (2010), foldable units could
contribute to substantial savings.

In addition to continents, trade imbalance exists between countries. Finnish-Russian
traffic is a good example: Savolainen and Hilmola (2007) counted that in 2005,
eastbound road transport amounted to 2 780 085 tons, whereas westbound was 85 881
tons, stating eastbound was 32.4 times larger than westbound! Same trend but vice versa
was visible in railway transport: Westbound reached 3 191 587 tons, while eastbound was
196 745 tons, noting 16.2 times larger westbound traffic. This means trucks travel empty
from Russia to Finland, in order to pick up load from harbour (Kotka, Hamina or Hanko)
before moving back to Russia. However, railway transport is utilized in westbound
traffic, due to great transported amounts of raw materials, for example oil, wood products
and fertilizers. (Savolainen & Hilmola, 2007)

3. Research Methodology

The aim of this survey was to evaluate the transportation development of Finnish and
Swedish companies using a web-based questionnaire. Sweden and Finland were chosen
as the area of research due to various reasons. Firstly, both countries represent Northern
European countries, which ranked rather well in LPI (Sweden third, Finland 12").
Secondly, countries’ economics and business sector have various similarities, for
example the strong influence of forest sector. Furthermore, both countries have strong
business leaders, for example IKEA in Sweden and Nokia in Finland. Thirdly, when
excluding USA and Norway, China and Russia have a vital role in both countries’ trade
to GDP ratio (as illustrated in Tables 1 and 2). The survey investigated annual cargo
volumes and traffic balances from companies’ point of view; concentration was on traffic
balance between Europe and China, and Europe and Russia. This research follows earlier
studies made in 2006 by Hilmola and Szekely (2006), continued in 2009 by Hilmola
(2010) and Hilmola and Lorenz (2010). The research utilized partly the same database as
surveys made in 2006 and 2009, in order to be able to compare the results with year
2010. Furthermore, Containerization International Yearbooks 2006 and 2010 were
utilized in order to strengthen the existing knowledge.
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The research was conducted by utilizing a web-based questionnaire, which was translated
into English, Finnish and Swedish in order to facilitate the answering process. The
research sample was gathered from two leading economical magazines, Talouselama
from Finland and Affarsdata from Sweden. Both magazines gather TOP500 companies-
list, which was selected as a basis of the research. TOP500 lists country’s most important
companies, wherefore it was an adequate source of data. Because research’s main
objective was to evaluate the transport flows between Europe and China and Europe and
Russia, as the target audience was chosen the logistics specialists. If finding the correct
person’s e-mail address was cumbersome, request to participate in the research was sent
to companies’ general addresses. According to Hilmola and Szekely (2006), this way to
gather data has been utilized in logistics research also previously: for example, Hakkinen
et al. has collected information by using a web-based questionnaire.

Due to the fact all companies listed in TOP500 lists did not have logistical functions (for
example financial companies), the total sample was less than 1000 companies: In 2010
the survey was sent altogether to 570 companies, including 352 Finnish and 218 Swedish
undertakings. In 2009 the sample consisted of 680 companies (Hilmola, 2010; Hilmola
and Lorenz, 2010), whereas 750 organizations were approached in 2006. During all three
surveys the participants had couple of months’ time to react: after the first contact,
companies received three remainders if they had not participated in the research.

The response rate varied between the surveys. In 2010, the response rate was 4.4 percent.
In 2009 research was able to attract more participants: 6.5 percent engaged in the
research. The best result was attained in 2006, when 8.7 percent of sample participated in
the study. There might be various reasons why response rate has declined during the
years: For example, current economic downturn has affected on companies’ structure,
which might hinder the possibility and interest to participate in such a survey. According
to previous surveys, in 2006 the amount of Finnish respondents was 70 percent, while in
2009 it declined to 60 percent. In the newfound study, 72 percent of respondents were
Finnish.

Table 5. Statistics of answers from 2006, 2009 and 2010 surveys
Year All answers Valid answers  Number of sent emails Rate of answers
2010 31 25 570 4,4 %
2009 43 35 533 6,5 %
2006 74 67 768 8,7 %
Total 148 127 1871
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All respondents were managers or in such a position, having a strong experience in the
field of logistics. Due to this information, the sample’s reliability is strong. Furthermore,
the fact same questionnaire was utilized in previous studies confirms the survey’s
validity.

4, Empirical Research Results

This survey evaluates annual cargo volumes and traffic balances of Finnish and Swedish
companies. Especial concentration was on traffic flows between Europe and China, and
Europe and Russia. The study handles annual cargo volumes in TEU (twenty-foot
equivalent units). In all three surveys (2006, 2009 and 2010) participants were requested
to evaluate the past, current situation and future prospects. While analyzing the traffic
balance, percentages are utilized: Respondents had to estimate what are the percentual
volumes from Europe to China and vice versa. Same method was used when measuring
Europe-Russia transport flows.

4.1. Europe and China

Table 6 presents the answers concerning the annual cargo volumes between Europe and
China. Data from all three surveys (2006, 2009 and 2010) is presented in the same table.
During all surveys respondents were asked to evaluate the past, current state and future.
Interestingly, according to the research the largest frequencies are in the smallest
container class, 0-1 000 TEU. Second option, 1 001-5 000 TEU attracted quite many
answers. However, the discrepancies between survey results are clear: Although
respondents expected slight positive change in 2009 and 2010, the estimations were more
careful than in first survey round. In 2006 companies had high hopes for the future:
Traffic amounts were expected to grow till year 2010. Albeit the largest class (50 001-
100 000 TEU) was only rarely chosen, the estimates were highest in 2009 survey.

Table 6. Annual cargo volumes in 2010, 2009 and 2006 between Europe and China
with the past, current and future estimations

Survey 2010 (n=20-22) 2009 (n=28-29) 2006 (n=54-55)
Year 2008 2011 2016 2005 2010 2015 2001 2005 2010
0-1000 TEU 15 15 13 24 19 17 46 42 37
1001-5 000 TEU 5 4 5 3 5 4 6 8 10
5001-10 000 TEU 2 1 1 1 3 4 1 2 3
10 001-50 000 TEU 0 1 1 0 0 1 1 2 3
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50 001-100000 TEU O 0 0 1 2 2 0 1 2

When investigating results concerning year 2010, only few answers exist in the three
largest container classes. In class 5 001-10 000 TEU frequencies seem to decrease from
two to one. The second largest class has a slight increase (from zero to one), whereas the
largest class did not derive any estimations. In 2009 survey, the status of large container
classes became stronger. According to answers from year 2006, all three largest container
classes are estimated to increase. Respondents had strong believe in the future: Several
estimated the annual cargo volumes will increase. Two companies have estimated the
annual volume to exceed 50 001 TEU in 2010; when comparing results with the newest
survey, results do not support this prognosis.

The following Table 7 describes the traffic balance between Europe and China. Negative
figures state traffic is mainly coming from China to Europe, whereas positive figures
signify the traffic flows are stronger from Europe to China.

Table 7. Traffic balance between Europe and China
Survey 2010 (n=12) 2009 (n=20) 2006 (n=25)
Year 2008 2011 2016 2005 2010 2015 2001 2005 2010
Traffic balance (%) -12 19 -26 18 11 7 5 0 -3

According to this research, the traffic flows have changed during the survey period. In
2006 and 2009 the flows were estimated to originate from Europe to China, whereas in
2010 the balance is estimated to be vice versa, from China to Europe. Furthermore, the
trend is increasing, stating companies expect the split to increase in the future. However,
although surveys made in 2009 and 2006 state the focus was changing from eastbound to
westbound, the increase in 2010 is significant: companies expect to receive more goods
from China to Europe.

4.2.  Europe and Russia

The traffic flows between Europe and Russia seem to follow the trend presented in earlier
subchapter 4.1. Respondents evaluated the container amounts will mainly fit to the
smallest class (see table 8).

Table 8. Annual cargo volumes in 2010, 2009 and 2006 between Europe and
Russia with the past, current and future estimations

Conducted 2010 (n=20) 2009 (n=27-29) 2006 (n=52-53)
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Year 2008 2011 2016 2005 2010 2015 2001 2005 2010

0-1 000 TEU 15 14 14 20 20 19 39 39 35
1 001-5 000 TEU 2 3 2 4 4 4 7 8 10
5001-10 000 TEU 2 2 2 2 2 1 3 2 3
10 001-50 000 TEU 1 1 1 1 1 3 3 4 3
50 001-100 000 TEU 0 0 1 0 2 2 0 0 2

Due to the fact largest container classes have the greatest impact on overall annual cargo
volumes, the estimated trend predicts good future for traffic flows between Europe and
Russia. Although the estimations have decreased during the years, the reason probably
lies in current economic downturn, which has affected strongly on Russian traffic.
However, the respondents still see the future rather positively: Although the increase in
2010 was not as strong as in earlier surveys, the annual cargo volumes are expected to
stay on the same level in the future. One respondent expects the volumes to grow to the
highest container class.

Table 9 represents the traffic balance between Europe and Russia. During all evaluated
years, respondents expect the cargo flows to move from Europe to Russia, not vice versa.
In 2010 the balance is almost constant, around 30 percent; only a slight decrease is
estimated until 2016. In 2009 the situation was similar but the balance was higher, around
50 percent. In 2006 the balance from Europe to Russia was the highest, being in the level
of 80 percent.

Table 9. Traffic balance between Europe and Russia
Conducted 2010 (n=12) 2009 (n=23) 2006 (n=31)
Year 2008 2011 2016 2005 2010 2015 2001 2005 2010
Traffic balance (%) 39 38 31 50 49 46 83 82 79

Trend is visible: Although the eastbound traffic is dominating in all survey rounds,
westbound traffic is increasing its share. Interestingly, the estimations have stayed rather
similar when evaluating the past, present and future prospects in all surveys: Albeit some
decline is noted, the percentages are around the same level. Therefore, according to this
research, the traffic from Russia to Europe might increase in the future.

5. Discussion

In the longer-term it is rather questionable whether economic growth could sustain in
forthcoming decade as transportation flows seem to own strong platform for growth in
Finnish and Swedish companies based on the results of completed three surveys. As
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transportation is one of the most significant causes of CO, pollution, countries need to
take into account environmental issues of transportation, and therefore reduce the use of
higher polluting modes. However, our survey does not find any support for this. During
all questionnaire rounds (years 2006, 2009 and 2010) Finnish and Swedish companies
stated the most important modes of transport. Every time results were the same: Road
transportation dominates the overall picture, supported by sea transport (see Figures 2, 3
and 4). Air and railway transportation are marginal, and in favor of particular customers.
In all survey rounds small change was identified to favor railway transport as well as in
second round companies responded to use generally more sea transportation (mostly
taken away from road). Interestingly, the situation changed in 2010 survey: Share of sea
transport was estimated to decline in the future, whereas railway transport was noted to
increase its market share. However, these changes do not have remarkable effect on the
big picture; road dominates in all situations. Of course sales delivery terms (e.g. Free On
Board vs. Delivered Duty Paid) influence on the reported transportation mode selection,
since modal shifts could occur between trade partners during transportation process (this
is typically the case). Therefore, FOB terms favored by selling firms show remarkable
dominance of road transportation in overall transportation selection process (although,
e.g. sea transportation still dominates the whole transportation process, but is being
managed by the customer).
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Figure 2. Average transportation mode shares among respondent companies in year
2006 survey
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Figure 3. Average transportation mode shares among respondent companies in year
2009 survey
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Figure 4. Average transportation mode shares among respondent companies in year
2010 survey

Another issue to be concerned is the previous remarkable growth rate (relative and
absolute) of logistics flows in Eurasian countries, and particularly in emerging ones.
Table 10 illustrates this issue further; quite many container sea ports have shown over 10
percent annual growth rates in the six year period of 2003-2008. This leads into situation,
where handling volumes will double in less than eight years time. As additional terminal
investments or enlarging of current ones contain several years of construction delay, it
becomes cumbersome issue whether available infrastructure could support economic
growth — current global economic recession makes the investment decision hard to
justify, and possibly constraints growth during following decade. This even is current
situation, where transportation amounts have decreased by factor of 30-40 percent during
the year 2009.

Table 10. Ports, volumes (TEU) and growth of leading container harbors of
respective Eurasian countries (Source: Containerization International
(2005; 2009) *fiscal year ending March.
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Country Port 2003 (TEU) 2008 (TEU) Growth 2003-8 (%) p.a. (%)

China Hong Kong 20 449 000| 24 494 229 19,8% 3,1%
Shanghai 11 283 000 27 980 000 148,0% 16,3%
Shenzhen 10 614 900 21413888 101,7% 12,4%
Japan Tokyo 3313647] 4155988 25,4% 3,8%
Yokohama 2504 628] 3481485 39,0% 5,6%
Nagoya 2073995] 2816827 35,8% 5,2%
South-Korea [Busan 10 407 809] 13452 786 29,3% 4,4%
Gwangyang 1184842] 1810048 52,8% 7.3%
Incheon 821071] 1703362 107,5% 12,9%
India Tuticorin® 253 880 438 548 72,7% 9,5%
Nhava Sheva* 2268989 1427128 -37,1% -7,4%
Chennai* 539 265| 1200 000 122,5% 14,3%
Russia St. Petersburg 649 812 1983110 205,2% 20,4%
Vostochniy 204 650 401 000 95,9% 11,9%
Novorossiysk 47 417 428 378 803,4% 44,3%
Finland Helsinki 471778 419 809 -11,0% -1,9%
Kotka 268 592 627 769 133,7% 15,2%
Hamina 106 995 178 804 67,1% 8,9%
Sweden  |Goteborg | 634468] 862 500] 35,9%| 5,3%)|
[Total | 68098 738] 109 275 659] 60,5%| 8,2%)|

For example, economic development of China is entirely based on its large-scale sea
ports (three most important listed in Table 10, slower growth of Hong Kong could be
explained by its location and higher handling costs), but impressive proportional and
absolute growth has not solved all the pending problems of logistics in China (see for
example Goh and Ling 2003; Kwan and Knutsen, 2006; Ta et al. 2000; Wang et al.
2004). Intermodal transports face severe problems with the level of automation of
material handling as well as the level of provided transportation services (as containers
will proceed from port by rail or road transports), infrastructure investments are lacking
behind transportation volume growth (e.g. road), and logistics development programs are
needed to rationalize current practices. Similar, but in larger magnitude, existing problem
is present in India (e.g. World Bank, 2008). Three largest Indian sea ports can not reach
the container volumes of two largest Japanese — size difference between nations with
respect of population is entirely different story. So, in India not only hinterland
connections are difficult to realize, but also investments in sea port infrastructure are
more than needed. Interestingly, Nhava Sheva is losing the volumes to Chennai and
Tuticorin, which have doubled the amount of handled units.

Growth rates of Russia and Finland could be explained with the position of these
countries in European landscape — hinterland connections from other European countries
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are non-existent, and consumer market growth of Russia could basically only be fed
through northern parts of this large country (in other cases transportation flows need to go
through quite many non European Union member countries). Therefore, this task is in the
responsibility of St. Petersburg container harbor as well as east harbors of Finland (Kotka
and Hamina; see more Hilmola et al., 2007). Furthermore, Novorossiysk is the main
Russian port in Black Sea, which explains the strong growth. Growth rate of Goteborg is
more conservative (base year 2003 was having abnormally low volume), due to reason of
serving only local intra-country demand as well as competition of other sea ports (e.g. in
Sweden competition appears from larger European container sea ports due to Oresund
bridge connecting country to Denmark, and eventually the whole Europe). In Finland the
volumes are transferred from Helsinki to Kotka: This originates from increased volumes
in Russian transit traffic, which is mainly fed in Finland via Kotka and Hamina.

6. Conclusions

World’s economic prosperity, world trade and transportation are tied upon together. In
time before financial bubble of USA was witnessed very significant growth phase of
transportation and trade all over the world, but thereafter economic meltdown resulted in
very considerable as well as sudden trade and transportation activity decrease. However,
even if the state of the world was totally different during year 2006 (endless demand
increase) and 2009 (demand disappeared and financial problems), our three surveys
completed during the years indicated that transportation flows are not that greatly
affected between North European companies and Eurasian economies. Our research work
also supported macro level based argumentation that imbalance is significant in Eurasian
transports (resulting on increasing empty container transports, and negative
environmental effects on the longer-term), and new emerging economies do continue to
experience problems with adequate level of infrastructure.

During all survey rounds it was clearly shown that Chinese container flows are going to
increase, and transportation imbalance is developing into very unfavorable direction from
European perspective. Also Russian market was having very important role in respondent
companies. Transportation volumes are going to continue their increasing trend.
Although in the future direction is mostly from Europe to Russia, some changes are
noted: New factory investments in Russia are going to serve also European demand. In
transportation mode respect Eurasian logistics needs still further development to support
more environmentally friendly modes of transports — all survey rounds indicated that road
continues as the dominating mode in the near future. However, in last survey railway
transport sharpened its position.

The research provides several managerial and academic implications. For business life
paper introduces the insights of the top 500 companies from two North European
countries, Sweden and Finland. Academics gain information concerning the company
representatives’ opinion and future prospects, which strengthen the overall understanding
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of the topic. Furthermore, according to this research the traffic flow balance will change
from westbound to eastbound, which will open interesting research paths for the future.
Although study has revealed interesting insights, it has few limitations. Firstly, overall
results might be skewed by low number of responses. Secondly, as the research
concentrated on two North European countries and their relations with large trade
partners, namely China and Russia, studying other European Union member countries or
for example USA could provide different outcomes. Finally, albeit the influence on
economic downturn has been noticed, the outcomes could be different if the economical
situation would have continued as forecasted in early 2000s.

As a further research, we would be interested to complete transportation flow survey once
again, during spring 2011. It would be rather important to follow, how post-crisis
environment is developing, and do the companies adjust their structures further to serve
emerging markets. There is a danger that European companies increasingly shift their
production into these countries due to lower overall costs, and significant demand
provided by these new “domestic markets”. For example, emerging Asian economies still
provide relatively low costs, and most importantly increasing home market consumption.
However, it would be too one sided to think only that larger Asian economies will take
the lead in the world economy. We could also assume that Central and East European
Countries (CEEC), and particularly Russia, could create booming economy based on
manufacturing exports. Geographical position could not be better, having in near
proximity China, India and Europe. Therefore, repeating this survey in the following
years has strong justification.
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# Innorail

Kouvola

Logistics/Supply Chain Questionnaire Concerning Traffic
Flows and Warehousing

Answering code: {can be found in the e-mail)

Your position in the company:

| Director ) Manager O White-collar worker ' Administration

Years worked in the company:

1-2 years ® 224 years 7 4-8 years more than & years

Years worked in a logistics function:

! 1-2 years © 2-4 Years 0 a-g years more than 8 years

What is your company’s most important transportation unit:

! 20 foot long container

' Semi-trailer (truck)

' 40 f 45 foot long container
' Something else
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Please estimate how much your company spent (year 2008) and is planning
to spend in years 2011 and 2016 for simply transportation of goods
(excluding warehousing):

2008 2011 2016
0 1-2 % from sales I 1-2 % from sales ! 1-2 % from sales
0 2-4 % D 2-4 % D 2-4 %
0 4-8 % | 4-B % | 4-B %
7 B-8B % 7 B-8 % 7 B-8 %
8- % | B- % | B- %

Please estimate realized, and planned modal split in transportation:

2008 2011 2016
Alr % 9% %
Rail %o %% %
Road %Y %% Yo
Sea/Water %o %Yo %
Altogether 100 % 100 % 100 %

Estimate annual cargo volume between Europe and China (TEU = Twenty
Feet Equivalent Units):

2008 2011 2016
' 0-1 000 TEU ' 0-1 000 TEU ' 0-1 000 TEU
1 001-5 000 TEU ) 1 001-5 000 TEU ) 1 001-5 000 TEU
5001-10 000 TEU ' 5001-10 000 TEU ' 5001-10 000 TEU
10 001-50 000 TEU ) 10001-50 000TEU ) 10 001-50 000 TEU
= 50 000 TEU = 50 000 TEU = 50 000 TEU

Weight of cargo volume between Europe and China:

From 20038 2011 20106
Europe to China % %a %
China to Europe %0 %o %
Altogether 100 % 100 % 100 %
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Estimate annual cargo volume between Europe and Russia:

2008 2011 2016
' 0-1 000 TEU ' 0-1 000 TEU ' 0-1 000 TEU
1 001-5 000 TEU ~ 1001-5 000 TEU ~ 1001-5 000 TEU
5 001-10 000 TEU ) 5001-10 000 TEU ) 5001-10 000 TEU
10 001-50 000 TEU ~ 10 DD1-50 000 TEU ~ 10 0D1-50 000 TEU
> 50 000 TEU 7 > 50 000 TEU 7 > 50 000 TEU

Weight of cargo volume between Europe and Russia:

From 2008 2011 2016
Europe to Russia % % %
Russia to Europe % % %a
Altogether 100 % 100 % 100 %

Please indicate, if your company would like to receive a research report
from the survey:

7 Yes @ No

Email address where PDF-file will be sent

Is your company interested to be involved in the future research works
concerning this topic (e.g. interview or providing data)?

! Yes ' No

Contact information (e.g. email)

Send answers
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1 Introduction

Transport volumes are increasing worldwide. According to Eurostat (2011), the amount
of total inland freight transport in EU-27 in 2008 was approximately 2,400,000 million
tonne-kilometres, of which 76.4% was transported by road. While transport volumes
continue to increase, importance of ecological values has sharpened (see for example
Guenther and Farkavcova, 2010; Lau, 2011). European Union (EU) emphasises
environmental friendliness, and the trend has also expanded to the transport sector.
Special attention has been paid to efficiency (Directive 91/440/EEC, 1991) as well as
shifting transport from road to rail and sea, which would decrease congestions, lower
emission levels and offer cost-effective transport (EU, 2011). EU’s intention is to reduce
greenhouse gas emissions at least 60% by 2050 with respect to 1990. This will be partly
begotten by shifting 30% of freight transported by road over 300 kilometres to
waterborne or railway transport by 2030. Additionally, the target is to increase the
percentual share to 50% by 2050, which should be achieved by efficient and green freight
corridors (White Paper, 2011).

Transport is a key component when considering the attractiveness of cities and
regions (Espon, 2009). It plays a vital role when people are deciding where to work, live
and invest. Although information society and virtual trade have grabbed more foothold,
the need for travel has recently increased. Transport-wise, one of the key functions is
accessibility. Patterns differ depending on transport mode: Roads form adjacent spaces of
high accessibility, while in rail side it mainly concerns cities and transport corridors.
Generally accessibility of European cities and regions has increased. Although the
increase has been noticed in all transport modes, in 2001-2006 average growth of rail
accessibility grew fastest by 13.1%, while the corresponding figures for other transport
modes were air 7.8% and road 7.4% (Espon, 2009; White Paper, 2011). Increase in
accessibility has also been noted in the Baltic States, where all modes of transport have
increased the level of attainability. However, countries still belong to group where level
of accessibility is low in all transport modes. Especially this concerns railway transport,
where three Baltic States belong to lowest ‘accessibility by rail” — group (Espon, 2009).
However, according to recent studies (see e.g., Desjardins, 2010; Kotavaara et al., 2011;
Pagliara and Papa, 2011; Quinet and Vickermann, 2004) improving infrastructure creates
possibilities for expediting economic growth, employment and overall development.
Todorovich (2009) stated railways are recognised as efficient way to improve the
functionality of regions. Furthermore, Gutiérrez et al. (2011) noted when considering the
integration of Europe, improving member states’ connections comprises a political
priority. Improving the railway infrastructure in the Baltic States could provide new
possibilities for future economic growth in the region. As possible option has been
introduced Rail Baltica line, connecting Tallinn, Estonia to Warsaw, Poland or even
Berlin, Germany (map of Rail Baltica is provided in literature review). Rail Baltica could
improve the connectivity and accessibility in passenger and freight sectors, by connecting
the European peripheral regions to Central Europe. Furthermore, due to Baltic States
connections with Russia, Rail Baltica could enhance both freight and passenger transport
flows between Russia and Europe. Based on recent studies (see e.g., BOFIT, 2011;
Kryukov, 2011; Rianovosti, 2010) Russia’s economic growth is continuing, which will
influence on purchasing power and living standard. Freight and tourism flows will grow,
which might affect strongly Eastern European countries.
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This research paper concentrates on situation in the Baltic States. Although countries
have same kind of historical background, various country peculiarities do exist. The
objective of the study was to examine the public sectors’ viewpoints towards Rail Baltica
in three Baltic States, Lithuania, Latvia and Estonia. Study familiarised with the
theoretical knowledge of correlation between infrastructure development and economic
growth and brought it to empirical level by investigating experts’ opinions via
16 semi-structured theme interviews. The purpose was to find out how cities,
municipalities and governments see Rail Baltica and clarify the standpoints of building
the upgraded railway network to Eastern Europe. The intention was also to define the
status of cooperation, and unfold the Achilles heels in decision-making processes. The
field of research has mainly been scrutinised via literature analyses; some studies have
utilised expert interviews. This research goes to deeper level by evaluating viewpoints
from three different public sectors’ levels. By providing data from actor level, research
provides new and important knowledge both to academia as well as to decision-makers in
national and international level. By elaborating the research’s main objective, research
questions were developed. The research questions of the study are:

e Does public sector in the Baltic States support the idea of Rail Baltica railway line?
e  What is the level of decision-making processes and cooperation in the Baltic States?
e s Rail Baltica railway connection needed?

This manuscript is structured as follows: In Section 2 we review literature
related to correlation between infrastructure improvement and economic growth and
decision-making. Additionally, Rail Baltica alignment is presented. In the following
Section 3, research methodology is being introduced; altogether were concluded
16 interviews in three different countries, in order to gather an extensive database.
Empirical part in Section 4 reports the research findings country by country; the
comparison of the Baltic States is provided in Section 5, which compares the empirical
results and literature review. In final Section 6 we conclude our work, and provide paths
for further research in the Rail Baltica area.

2 Literature review

The role of transport in the economy is twofold: it contributes to a share of national
income, and improvements in transport infrastructure create room for accelerated
economic growth and employment (Desjardins, 2010; Quinet and Vickermann, 2004).
The demand for more reliable transport was initiated by the industrial revolution in the
latter part of the 18th century. In the beginning, growing demand was satisfied by
building canals (Crompton, 2004) while rail transport began in Europe in the 1820s
(Cosar and Demirci, 2009). The importance of railways as a land transport mode was
reduced only after trucks with internal combustion engine gained dominance in the 1930s
(Blonde, 2010; Quinet and Vickermann, 2004).

According to Rodrigue (2006), improvements in transportation have contributed to
significant changes in the geographies of production. A poor transportation system might
lead to geographical clustering of manufacturing industries (Gulyani, 2001) and limit the
choice of production and logistics strategies (More et al., 2008; Wu, 2003) as some of
these rely on supply chain flexibility (More and Babu, 2008). The state of the transport
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system has also affected population growth in different geographical areas; railway has
even been identified as the most significant contributor to the settlement of the western
parts of the USA (White, 2008). The importance of transportation has been recognised
among others in the USA, where the chamber of commerce has stated that improving
transport infrastructure is vital to maintaining the country’s economic competitiveness
and growth (Reid, 2008). In the USA especially railways are identified as an efficient
way to improve the functionality of so called mega regions, which in turn requires
coordinating transportation development across different states (Todorovich, 2009).

Although the overall positive correlation between economic growth and
improvements in transport infrastructure cannot be disputed, investments can have
differing effects on the relative accessibility of different parts of the regions (Goetz et al.,
2010). In Africa transportation volumes have concentrated around the most effective
ports (Poul, 2001) while in Europe de-concentration of volumes has been observed as
many competitive ports exist (Notteboom, 2010). According to Lopez et al. (2008)
Central and Eastern European countries face the risk of polarising effects of planned
transport infrastructure investments, as in the first phase efficiency is typically
emphasised over equity.

Infrastructure decision-making process per se has initiated a large body of scientific
research. Among others topics have ranged from decision criteria and tools used (Blanco
et al., 2011; Wey and Wu, 2007) to ex post analyses of the accuracy of the associated cost
estimates (Flyvbjerg, 2008). According to Antrop (2004) urbanisation and globalisation
of decision-making has caused changes that are difficult to handle at the local level.
Damart and Roy (2009) claim that transport infrastructure decision-making needs to
consider not only the rationality of public resource use but also stakeholder acceptance.
In the USA, the requirement of citizen involvement in transport infrastructure investment
decision-making is based on legislation (Bailey and Grossardt, 2010). In Europe priority
projects are realised based on countries’ national interest (Sakalys and Palsaitis, 2006).

As parts of the Soviet Union, the Baltic States shared a similar development path for
most of the twentieth century (Buchhofer, 1995). Still after regaining independence in
early 1990’s and joining the EU in early 2000s transport infrastructure in all three
countries dates mainly from the Soviet era, where developing east-west connections were
highly emphasised (Kovaks and Spens, 2006). However, changes in the mobility of
people and structural relations between the regions have been experienced (Hall, 2010).
Although the Baltic States are quite small in terms of size and population, the proximity
to Russia which is regarded to be one of the world’s future leaders in manufacturing and
consumption (see e.g., Cheng et al., 2007; Wu and Lin, 2008) increases their economic
potential (Buchhofer, 1995).

Among the main targets of the EU transport policy has been to shift more
long-distance road journeys and short-distance air journeys to railways as it would relief
congested road and air transport. Furthermore, railways are considered safe and
environmentally friendly transport mode. However, the railway market share has fallen
between 1970 and 2008 from 21% to 10.8% in freight transport, and from 10% to 6.3%
in passenger transport (European Commission, 2003; European Commission, 2010a).
One exception to this overall declining trend has been high-speed railway lines.
According to Union of International Railways’ (UIC, 2010) definition high speed rail is
operated with speed of at least 250 km/h. High speed rail provides an option for long
distance travel. While conventional rail can compete with air travel over distances up to
400 kilometres, high speed rails have an advantage up to 800 kilometres
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(Directorate-General for Mobility and Transport, 2010). The high-speed rail market has
increased strongly during the last years especially in Central Europe, where cross-border
infrastructure enables the development of attractive international services (European
Commission, 2010b). In 2010 overall 59% of world’s high speed train sets were
operating in Europe (UIC, 2010). However, the most eastern existing connections are to
Berlin, Germany; connections to Vienna, Austria and nearby Warsaw, Poland are under
construction. The Baltic States are lacking competent rail network, and if Rail Baltica is
excluded, there are no plans to upgrade the existing network or build a new line
(Directorate-General for Mobility and Transport, 2010; Railteam, 2011).

As part of EU’s strong commitment to enhance railway transport, it has selected Rail
Baltica as one of the TEN-T priority projects (Telicka, 2006). A recent description of the
railway line across the Baltic States can be found for example in Feasibility Study which
was commissioned by EU in 2007 (European Commission, 2007). The concept of Rail
Baltica has also been researched in other projects (Baltic Tangent, 2007). The numerous
studies present various technical standards and alternative alignments for Rail Baltica. A
common feature for all studies is that it would be a conventional railway line, i.e., it is to
be designed for speeds below 250 kilometres per hour (Directorate-General for Mobility
and Transport, 2010). One description of the long term and short term alignment options
of Rail Baltica is shown in Figure 1 (RBGC, 2011). Figure 1 also shows the connections
to Poland and St. Petersburg which are regarded vital in terms of attracting volumes for
the line (Butkevicius, 2007).

Figure 1 Different alignment options for Rail Baltica (see online version for colours)
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In year 2009, before magnitude of the world economic crisis was fully realised, Rail
Baltica was still expected to be finalised by 2013. In 2008 the total investment was
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estimated to amount three billion Euros (Directorate-General for Energy and Transport,
2008). According to 2010 annual progress report (TEN-T EA, 2011), the completion of
the line will be delayed until 2020. As other European Priority Projects are realised based
on countries’ national interest, also Rail Baltica requires financing from local level
(Sakalys and Palsaitis, 2006; Telicka, 2009). The level of progress differs between the
countries. The renovation of the existing line on Estonian territory has already been
completed, while the section with the most delay is between Bialystok and the Polish
Lithuanian border (TEN-T EA, 2011). Based on a recent study (Brdcker et al., 2010) Rail
Baltica has the second highest (16.07%) EU-wide rate of social return among 30 TEN-T
Priority Projects. Thus, in addition to enhancing cohesion within EU, building Rail
Baltica is also economically justified. However, the effort of realising the project has
been delayed due to the recent economic crisis. In order for Rail Baltica to be realised, a
coordinated effort is called for.

3 Methodology

According to Eisenhardt (1989) qualitative case analysis is a recommend way to gather
information when the study provides novel data. Furthermore, Hiakkinen and Hilmola
(2005) note case study research is extensively used when studying logistics. Because the
intention of this research work was to understand research theme by evaluating comments
of several respondents, the data needed for answering was qualitative by nature.
Research’s empirical data was gathered by utilising semi-structured theme interviews.
Theme interview, introduced in 1956 by Merton, Fiske and Kendall, is a compound of
open and structured interview, meaning that focus is on certain themes rather than
solitary questions. Identical themes are discussed in all interviews, which is the basis of
gained information. In theme interview interviewer can decide the order of questions
based on discussions, which might facilitate the interviewee to give wider responses
(Hirsjarvi and Hurme, 2010). During the last decades theme interview has been
frequently used in business economics research (Koskinen et al., 2005).
Altogether research introduced eight themes:

—_—

stakeholder
transport logistics sector importance for local government
local infrastructure and superstructure

national decision-making processes and laws

the EU

2
3
4
5 cooperation between the region and national decision making
6
7  attitude towards cooperation with private sector

8

Baltic Sea region development and marketing.

The wide range of themes and therefore questions provided a good basis for gathering the
needed data. Due to the fact that study evaluated the viewpoints of various interviewees,
among the main objectives was to understand what gathered information meant for
people (Hirsjarvi et al., 2004; Krippendorff, 2004) Therefore, special attention was paid
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to content analysis. According to Strauss and Corbin (1998, p.13), “Analysis is the
interplay between researchers and data”. Furthermore, Hirsjiarvi et al. (2004) stated
research problem and analysis are often convergent.

Because the study concentrated on the Baltic States, the interviews were done in three
countries, Estonia, Latvia and Lithuania. The interview rounds followed the same path in
all countries: Firstly the city representatives were met, followed by municipalities and
governmental level. By proceeding similarly in all research countries the knowledge level
was built identically. Due to the fact that there are few possible alignments of future Rail
Baltica routing, the network presented in Feasibility Study 2007 (European Commission,
2007) was utilised to identify all main cities located by the alignment. The first step of
the empirical data gathering was to contact and interview all cities and municipalities.
Once these levels were conducted, the interviews moved on to governmental level.
This guaranteed the observation of all relevant stakeholders. Altogether were met
16 representatives: six from Estonia, four from Latvia and six from Lithuania. All
interviews were done within few months during spring 2011, which strengthens validity.
Around one week before the meeting interviewees received the questionnaire, which
enabled them to get acquainted with the themes in advance. Research reliability was
guaranteed by recording all interviews, which also ascertained the availability of
repetition. In order to confirm the accuracy of information, written memo of the interview
was sent to all respondents for checking. In the research only confirmed memos were
utilised, which eliminated the possibility of misunderstandings. All respondents were
high-level experts, for example mayors, advisers to the ministers and so on. This assured
the knowledge level of respondents was high enough to answer the questionnaire.

4 Empirical results

4.1 Estonia

Estonia is the most northern country of the three Baltic States, it has national borders with
Russia in east and Latvia in south. Based on the interviews the main connections are from
Tallinn to Narva, Tartu and Pérnu, respectively. These connections are also prioritised on
national level. The national plan does not specify the transport mode to be enhanced in
these directions. On the city level the connections to Tallinn are stressed in each of the
cities. In Tallinn the most important connection is to Tartu, which is the second largest
city in Estonia. In South Estonia the connection to Riga, Latvia is regarded important as
many passengers use Riga airport. In freight sector, railway transport is the dominating
transport mode in east-west direction. Road transport is mainly utilising the Via Baltica
route from north to south. In freight transport the dominance of road in north-south
direction is partly due to lack of railway services. This might be partly due to the current
industry structure, which is not transportation intensive. On the other hand, in some of the
cities railway freight services are currently available only by order and to a relatively
high price. All cities indicated that improved railway freight services could also affect the
structure of the distribution systems of companies, which are currently-based heavily on
warehouses located in the region of Tallinn. Typically the railway and bus stations are
located separately in the cities. Some of the cities are considering combined travel
terminals for different travel modes. The need for better coordination in planning
between transportation modes and on the regional level is seen vital.
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As such, the cities assume the regions are treated equally in national decision-making.
Financial issues play larger role in decision-making than politics, although there has
typically been political tension between the national government and the government of
Tallinn. The cities typically cooperate with the private sector by providing land for
industrial use. However, the level of cooperation in Estonia is rather high. From
perspective of the cities the main function of EU is to provide funding. The cities do not
have direct connections to EU, i.e., there is a filter on the national government level
concerning prioritisation of the investment projects. EU membership has facilitated the
border crossings, which might lead to recovering some of the international connections
that used to exist in Soviet times. Cities’ overall attitude regarding Rail Baltica is very
positive. The cities even commented although the train would not stop in their city, the
alignment is welcomed as it would involve improvements in the infrastructure. In some
of the cities the importance of Rail Baltica is considered similar to having an international
airport: It provides visibility, ‘a place on the map’. The connection to Central Europe
provided by Rail Baltica is considered important. Connecting Finland with Rail Baltica is
seen important in order to attract sufficient volumes for the route.

4.2 Latvia

As in Latvia’s neighbouring countries, railway is the dominating freight transport mode
in east-west direction. Road transport is mainly utilising the Via Baltica route from north
to south. Current national preference in terms of logistics is polycentric development.
Based on this vision the logistics centres of the regions need to be connected between
themselves instead of only having one strong centre, Riga.

For trade and transit the most important corridor goes from east to west (from Russia
and Kazakhstan to the Western Europe and all Atlantic space via Latvian ports); this link
is economically more important than north-south. Traditionally the southern connection
has been more important for Latvia than northern connection. However, in the past few
years the connections northwards have been developing along the growth of Riga
international airport. Railway infrastructure owned and maintained by the Latvian
Railways is regarded to be in good shape. However, the competitiveness of Riga port is
an issue, mainly due to poor accessibility and infrastructure. In passenger transport train
is a good option in commuter traffic around Riga. Over longer distances within Latvia
bus provides more frequent service with similar cost and travel time.

Different parties have typically been ruling in the capital and national level. Another
factor affecting the allocation of financial resources might be the relative wealth of the
regions: Riga with its surroundings can be considered the richest territory of Latvia.
According to the cities all directions in developing the railways are treated similarly and
all major connections are in good shape. However, on the regional level deeper
cooperation is called for as many people cross municipality borders when travelling to
work. The cities aim to provide a framework where private companies can operate, only
non-financial support is provided. EU is an important source of funding. After the EU
membership crossing the borders has become easier. This might lead to regaining of
some north-south traffic both on passenger as well as freight side.

Currently the cities have not been actively incorporated in planning the Rail Baltica
corridor. The route is seen as interesting and positive in long term. Intensive growth in
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railway freight traffic in north-south direction is not seen likely due to availability of
cheaper sea transportation alternative. The main advantage for passengers would be over
relatively short distances, where the possibility to avoid time consuming airline security
procedures is important. In this respect Rail Baltica could also serve as a marketing tool
to attract foreign companies to the Baltic States.

4.3 Lithuania

Due to location of Lithuania (the country has borderline with Latvia in north, Poland in
south, Belarus in east and Russia (Kaliningrad) in west), both north and south directions
were stated important. Railway transport prevails in east-west, while north-south
transport is mainly done by road (Via Baltica). Although road infrastructure is noted to be
among the best ones in Eastern Europe, capacity of Via Baltica was regarded insufficient
for heavy freight flows. Therefore, freight transport was noticed as the main driving force
for Rail Baltica. Overall the infrastructure has confronted significant improvements:
Although the main investments have been undertaken in Klaipeda-Kaunas-Vilnius axel,
the connections to other logistically significant locations have been remedied. According
to interviewees developing the logistics sector is among the main priorities in Lithuania.
Four public logistics centres are designed — the locations are Klaipeda, Siauliai,
Marijampole (Kaunas) and Vilnius. In passenger transport the railway connection
between two main cities, Kaunas and Vilnius has been improved, and now the journey
takes less than one hour. Albeit the superstructure has confronted improvements,
accessibility of railway stations was stated cumbersome. The reason is lack of parking
places, which hinders the utilisation of public transport.

One important aspect of the study was to evaluate the level of cooperation between
different actors as well as to understand the national decision-making procedures.
According to Lithuanian interviewees personal relationships and political background are
consequential. However, national decision-making is centralised to governmental level,
and stakeholders have only a minor role in the process. Generally stakeholders think that
they do not have a possibility to influence on decision-making processes. When
concentrating on the cooperation with other cities, private sector and universities, the
standpoints were quite similarly divided. Although stakeholders stated to have some
cooperation with cities, cooperation is based on joint projects. Without shared projects,
cooperation does not exist. Cities have own problems to deal with, they do not have time
to collaborate with others. Although cooperation with cities is not active, the
collaboration with private sector, especially with local universities was regarded lively
and active. In fact, cooperation with universities was stated the most important form of
liaison.

Although various subjects were noted to have changed since joining the EU, EU is
mainly considered as funding body. The posture of EU was mainly positive, hard
bureaucracy and long decision-making processes were noticed cumbersome. However,
the membership of the EU was reckoned competent, due to the fact that it facilitates the
cooperation with Russia and Belarus. East directions were also noted problematic:
Required visa procedures hinder entering to Eastern countries. In all interviews Rail
Baltica was regarded as positive aggregate; based on the Lithuanian respondents Rail
Baltica should be built in order to facilitate the accessibility of Lithuania.
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Summary of the interviews in the Baltic States

Table 1
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Summary of the interviews in the Baltic States (continued)

Table 1

‘jueptodwr pajou

SI JNOS SB [[oM SE (10U 0) UONIdUU0D
‘JoA9] S U] ‘seuney| 03 ST eonjeq [1ey
J0 a3e)s )11, "SOINUNOD UIe)seq SULIAIUD
Jopury sainpadoid esia parnboy

"SIXE SNIUJIA-seuney-epadrers] oy

UO UDYELIOPUN U OABY] SJUSUNSIAUL
Jolew eruenyyry uy “(peo) JuUSIonNsur
papre3ar st eoneq vIA Jo Ayoeded oy,

‘sniejog pue eissny ym uonerodoood
oy soreyifroe) diysioquiow g
-onrews[qoid pajou are ssad01d Funjewr
uoIs1oop Suo| pue Aoeroneainq ‘danisod
Aurew s1 21msod ygnoyyy “Surpuny

Jo 2onos urew sopiaoid Ng YL

'u00s pojuswdduur

3q 1M 103995 1odsuen ur s3oofoxd Jdd
1SI1,] "UOSTeI] JO WIo] juesodwr 3sow
PAIOU ST SANISIOATUN M UoneIddoo)
"SONISIOATUN PUE 10J03s d)eAlid

oy s uoneradood KAl St a1y

‘K[renbo

Ppajean) a1 SO “[Tews ST uonerddooo
JO [0A3] 1) Y3noyI[y ISIXd J0U

soop uoneradood ‘syoafoxd pareys saey
jou op saNId JI "uonerddoos swos A[uQ

‘SunoyIew

[euoneUIAUI 0] [00} B SB Ud2S

st eoneg [1ey "A[9)e] PIsSNOSIp udeq sey
MOOSOJA] pPuE BSTY U0oMIOq UOTOUUOD
uren 1o3uassed oy uraordw] "JOPLLIOD
o1} 10J SWNJOA JUSIOIJNS ap1aoid 03
PUE[UL] 0} UOTOAUUOD 3} JO douelrodur
1) SSOJ)S SONIO SUWIOS 'SAJRIS dN[eg

9} Ul JUSUSIAUI PAJe[al uoneiodsuen
jueprodwir ue se papIe3al st eonjed [rey

*101SEd ureSe s1op1oq oy}

Surssoo opew sey drysioquiow (7 9y,
'S9Je)S onfeg Ay} UsamIeq uonerodsuen
Paonpar uor) JAIA0S ay) Jo asdejod
oy, ‘Surpunj Jo 90In0S € Sk U93s ST NG

"9sn [eLnsNpul 10J pue|
Suraesar £q st juswdojoadp Ansnpur
Sunoddns jo sueowr urey juenoduur

KI0A POIOPISUOD a1k sojuedion AJeALld

"8Iy pue JUSWUIIAOS [BUOIIRU 1)
U0M}0q UOTSUR) [eonTjod usdq sey o197}
Aqreord£ 1, “suor3a1 [euorjeu Jo sanudo
U99M]9q SUOTIOOUUOI dY) dA0xduut

01 st 9sodand urewr oyy Appuorin)) “Ajjenba
Pajean are SuoISI A1) JEY) YUIY) SANID)

‘dew oy uo soeyd

© sopraold eoneq [1ey SONIO Y} 10,
"2INyNy A} UI JUSIOIINSUI 9q 0) papIegal
st (peo1) eonjeq eIA Jo Ayoedeo

AU, ‘TeMA USSS OS[e ST STy 0} UOTOSUU0D
oy} A1unod 2y Jo Jred UIAYNOS Oy} UL
S[IYM ‘Passans SI UIS[OH O} UOIOAUUOD
2y} Jo soueptodwl 2y} ypou 3y} uf

*JOISEd SIOpIOq

o Surssoxo apew sey diysioquiaut

N 9YL "SeIelS onfed d) udamiaq
uopeiodsuel) paonpal uor) J91A0S

o Jo asdeqjoo oy, “Surpunj Jo 99In0s

© Se U29s AJurew sI yorym ‘ng oy yum
SUOI}09UU0D JOAIIP IABY JOU OP SO Y],

"osn [eLnsnpur

J10J pue[ Suralesal £q st juowrdojorap
Ansnpur Junzoddns jo sueswr urewr oy,
"Spaau o1J192ds J19Y) 2AIIS YIIYM SPEOI
Ul PaISOAUI 9ARY| saTueduwod 2)eALld

‘swo]qold s91eaId UUI[E], JO 9ZIS dANE[OI
QUL "UuI[[e], JO JUSTUUIOAOS o) pue
JUSWIUIOAOS [BUOTIRU O} USAMIOq UOISUS)
Teonijod uaaq sey a1y} A[eordL [, "seare
[eInI oy} JO SPaau 01J10ads o1} Jo oreme
9q J0U JYTIW JUSWUIIAOS [RUOT)BU O,

Sunoxaew pue juowdo(aaap
uo13a1 eas oneq

N9 3o 3[0d

10300s dyeArid
oy yym uonerddoo)

[0A3] K310 pue [RUOIIRU
udam30q uonerddoo)

prupnyRT

pIyYDT

pruoisyy




262 M. Laisi and J. Saranen
5 Discussion

In all three Baltic States the main direction in railway freight transport is east-west, while
the main transportation mode in north-south direction is currently road. Estonia and
Latvia have a dominating capital region while in Lithuania there are two strong centres,
Vilnius and Kaunas. In Estonia the connections from the capital of Tallinn to Narva,
Tartu and Parnu have national priority (see Table 1). Currently in Latvia the national
priority is to connect regions’ logistics centres together polycentrically. In Estonia there
is no stated preference between transport modes. In Latvia railways have a priority over
other modes of transport. However, according to the Latvian cities this has not reflected
on practical decision-making. In Lithuania the connection between Vilnius and Kaunas
has national priority; additionally, connections to Klaipeda port were stated important. As
the connection to south is regarded as important in all three countries, Rail Baltica can be
considered to be in line with the stated national priorities (Sakalys and Palsaitis, 20006),
and thus fulfilling not only the criterion of rational use of public resource (Brdcker,
Korzhenevych and Schiirmann, 2010) but also the stakeholder acceptance criterion set by
Damart and Roy (2009). The respondents also stress the importance of improving the
functionality of the region itself (Todorovich, 2009), i.e., over distances where
conventional rail is most competitive (Directorate-General for Mobility and Transport,
2010). In Estonian cities the railway line is supported even if the alignment would not go
through the city in question, despite the equity concerns related especially to railway
investments (Lopez et al., 2008).

In all Baltic States improving logistics is considered important. According to Estonian
cities this mainly means enhanced mobility of people. Railway freight transport consists
mainly of Russian bulk transit to Estonian harbours and does not create revenue for the
cities, as the Estonian harbours are not municipality owned. In Latvia both passenger and
freight traffic are emphasised. Already now some local industries use railways in
transporting the raw materials and end products. Improvements in infrastructure would
further induce the growth of these industries (Gulyani, 2001; Rodrigue, 2006). In
Lithuania freight is considered the driving force of Rail Baltica, which is understandable
due to high transit volumes. The relative importance between passenger and freight
traffic by country is shown in Figure 2.

The railway infrastructure and superstructure is regarded to be in good shape in all
Baltic States, as gradual improvements have taken place. Some of the cities report
problems in accessibility of stations. Cities of Tallinn and Riga note that currently one of
the problems is lack of coordination between different transportation service providers.

National decision-making is centralised in all Baltic States, stating the decisions are
done on national government level. As Figure 3 illustrates, stakeholders in all Baltic
States noted they cannot influence or they do not have big influence on decision-making
process. In Lithuania interviewees pointed out the importance of personal relationships
and political background: Without personal connection to ministries it is hard to present
city’s case. Furthermore, correct political background might facilitate the implementation
of requests. However, cities are noted to be treated equally in all three countries. In
Estonia and Latvia political tension between the capital areas’ government and the
national government is noted. This is due to the fact that the share of Russian population
is higher in those areas than in the rest of the country.
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Figure 2  Is passenger or freight traffic prioritised? (amount of responses) (see online version

for colours)
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Figure 3  Can you influence on decision-making process? (amount of responses) (see online
version for colours)
__.H
4 —
3 v
2 H Estonia
B Latvia
1 ¥
M Lithuania
0 T T T 1
Cannot Cannot Can Cannot say
influence influence influence
much

263

None of the respondents mentioned mutual projects between the Baltic States, thus
coordinated effort required for realising international transportation investments (Antrop,
2004) have been scarce. Furthermore, the only mentioned collaboration involving several
cities was the Lithuanian initiative in which four public logistics centres are planned in
coordinated manner with the private sector. Overall the cooperation with the private
sector seems to be most developed in Lithuania, where public private partnership (PPP)
projects are now accepted in transport sector due to recent changes in Lithuanian law.
Membership of the EU has provided various positive aspects to the Baltic States, both
financial and facilitating border crossing and cooperation with Russia and Belarus. On
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the practical level bureaucracy and long decision-making processes are regarded
problematic. Although posture towards EU is mainly positive, there is no direct
cooperation with the bodies of the EU.

When comparing the standpoints regarding the Baltic Sea Region’s development and
marketing, the location of the countries has a great influence on the outcomes. In
Northern Estonia the importance of connection to north (Helsinki, Finland) is stressed,
while in South Estonia Riga (Latvia) is stated as an important direction. In Latvia some
pointed out the connection to Finland, in order to have sufficient volume for the corridor.
In the most southern Baltic States’ country, Lithuania, directions to both north and south
are considered equally important. Especially the connection to Central Europe, namely
Germany, is accounted economically important direction, due to numerous business
potentialities. However, despite the relative preference of different directions, the
respondents reconfirm the importance of Rail Baltica as the most influential
infrastructure project in the Baltic States in the future. The need for it is stressed by
already insufficient capacity of Via Baltica. European accessibility of the Baltic States
needs to be improved by a safe and environmentally friendly transport mode, such as
railway line Rail Baltica.

6 Conclusions

This study has provided insights into the present condition and future prospects of Rail
Baltica line, connecting the Baltic States with Central Europe. Due to the fact that topic
has not been widely researched in academia and the studies available mainly concentrate
on literature analyses, research provides novel data for this important topic. The main
purpose of the study was to research whether the public sectors of three Baltic States
support Rail Baltica line, and to understand the decision-making processes as well as
level of cooperation in the countries in question. Although Baltic States have gained
various peculiarities after their independence from Russia in 1991, the public sectors’
attitude towards Rail Baltica is congruent. All interviewees supported the idea of Rail
Baltica and noted it is an important line in order to connect the peripheral area to Central
Europe. Especially the direction to south was regarded consequential, due to possible
business opportunities in Europe. All Baltic countries think Rail Baltica is the most
influential infrastructure project in the Baltic States, because the peripheral area’s
accessibility needs to be improved by safe and environmentally friendly transport mode,
railway. Therefore it can be noted, that public sector strongly supports the realisation of
Rail Baltica line.

Decision-making processes and cooperation between different stakeholders was noted
to follow a similar path in all researched countries. Decision-making is nationally
centralised and regionally neutral. Cities might have a chance to comment on issues, but
based on their experiences the possibility to influence is rather low. Cooperation between
countries, cities or state-city level is non-existent: Cities stress there is no cooperation,
because all have their own problems to handle and do not have time to collaborate with
others. The situation was noted especially cumbersome in Estonia and Latvia, where
capital areas’ high amount of Russians have caused political tension between the national
government and the capital government. Cooperation with private sector was most
evolved in Lithuania, where universities have been in close contact with the public sector.
That is a good start, but much more concentration on cooperation is needed in order to
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build something as extensive as Rail Baltica line. In order to make it happen, Baltic
States should join their forces and have one voice towards the EU. They should clearly
point out, that this peripheral area needs a safe and environmentally friendly transport
mode to be connected to Central Europe.

This research states there is a need to build improved rail network to the Baltic States.
Although countries are in different stage of developing the transport markets, all public
sector levels in the three countries are pro Rail Baltica. The rail network would improve
the accessibility and provide new options for travellers as well as freight flows; the recent
natural catastrophes have highlighted the susceptibility of air transport, wherefore other
options need to be taken into account. Although the needed investments are rather
high-scale, earlier evaluations have shown the network could be profitable, enhancing
economic growth of the region. Based on 16 public sector level interviews in three
different Baltic States can be noted, that Rail Baltica network is highly hoped for.

Although this paper has an important value for both academia and practitioners as it
provides grass-root level information on topics which have not been tackled before, it has
certain limitations. Our current paper concentrates on the Baltic States, i.e., the countries
where the line would mostly be located and which would be mostly affected. The fact
that the remaining countries along the alignment (Finland, Poland and Germany) are not
included, can be regarded as limitation. Additionally, although Russia has an important
role in the region, the level of and possibilities for cooperation have not been evaluated.
Due to the fact that paper mainly concentrates on railway transport, other transport modes
are only briefly described. This can be stated as a limitation. Therefore, future research is
needed. In order to understand the viewpoints by the whole network, interview rounds
should be broadened to missing countries (Poland, Germany and Finland). Additionally,
research could be extended to concern Russia and all transport modes, in order to
evaluate the need and willingness for cooperation. Although the economic crisis is over,
it still influences on the viewpoints. Therefore, the interviews should be repeated in
couple of years’ time to gather fresh standpoints after the planned developments have
started. However, in order to integrate the Baltic States and Europe, cooperation,
decisions and actions are needed now; it is time to start!
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1 Introduction

Although railway freight markets’ deregulation opened a path for research only three
decades ago, it has grabbed researchers’ interest worldwide (see for example De Jorge
and Suarez, 2003; Jensen and Stelling, 2007; Mikitalo, 2007; Profillidis, 2004).
However, the studies have mainly scrutinised the railway freight liberalisation pioneers,
for example the UK (Brewer, 1996; Cowie, 2009; Woodburn, 2003, 2007) and the USA
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(Boyer, 1987; Goetz and Vowles, 2009; Jahanshahi, 1998; OECD, 1997). Studies have
mainly concentrated on comparing western countries, like the UK, Sweden and Germany
(see for example Hilmola et al., 2007; Ludvigsen and Osland, 2009; Profillidis, 2004)
or eastern countries (Szekely, 2009; Taylor and Ciechanski, 2006). However, a clear gap
exists in comparing western and eastern countries. Few studies have opened the path;
Szekely and Hilmola (2007) analysed Swiss, Japanese, Polish and Hungarian railways.
The existing literature mainly builds on second-hand statistics and literature analyses,
concentrated on researching influences on the country level. Therefore, there is a lack
of studies utilising first-hand data and comparing Western and Eastern European
countries. This research attempted to fulfil the gap. On the basis of 13 interviews
with railway freight undertakings in Sweden and Poland, actor-level experiences are
investigated and compared with previous studies and literature analyses.

At the bottom of deregulating railway freight traffic in the European Union was to
assure free movement of goods (European Union, 2009). The process was developed via
Directive 91/440, White Paper 1992 and 1996, which ensured the process was
proceeding. According to the European Parliament’s resolve in 2004, the European
Union railway freight market was due to deregulation at the latest on 1 January 2007
(European Union, 2009; White Paper, 1996). Since then, railway freight markets in
European Union member countries have gone through engrossing times. Although
liberalisation has opened borders on paper, crossing borders is not as unambiguous.
Railway transport has lost market share for other transport modes in Europe, partly due to
the lack of cross-border routes (Hilmola et al., forthcoming). Furthermore, overall studies
have discovered cross-border logistics functions that require a great deal of special
attention (Barros and Hilmola, 2007; Hilmola et al., 2008). Nations have country-specific
regulations and demands, for example, for rolling stock and needed licences, which
impede free movement. Besides, new undertakings are entering the markets and mergers
and acquisitions are commonplace. Therefore, understanding the railway freight market
in European Union countries and especially discern the country peculiarities unfold new
insights for both academia as well as business world.

The research problem in this paper concerns two European Union member countries,
Poland and Sweden, and the stages countries confronted after the railway freight market
deregulation. Barriers to entry are presented and differences are discussed. Furthermore,
market entry strategies are scrutinised. Case study analysis utilised three research
questions. The main research question concentrated on barriers to entry, and was
therefore formulated as “What are the main barriers to entry in Polish and Swedish
railway freight markets?” Second research question pursued to understand country
peculiarities: “What are the main discrepancies between case countries, according to
operators’ experiences?” Final research question focused on utilised market entry
strategies: “What market entry strategies were utilised in Sweden and in Poland?”

This manuscript is structured as follows. In Section 2, we review literature related to
deregulation in railway industry as well as barriers to entry and market entry strategy
theories. In Section 3, research methodology is being introduced. Case study results
in Section 4 report research findings on country basis. Overall research findings are
discussed and compared in Section 5. In Section 6, we conclude our work.
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2 Literature review

The railway freight market’s deregulation was commenced in the USA in 1980, when the
Staggers Rail Act opened the markets (Ang and Boyer, 2007; Hilmola, 2007; Hilmola
et al., 2007; Jahanshahi, 1998). OECD’s (1997) research report stated that railway
deregulation’s major benefit was the improved service level, providing more reliable and
rapid services. The benefits were estimated to be worth of 5 million US dollars in 1990.
At the same time, employee productivity doubled during 1983 and 1992, enabling
railroad transport to compete against other modes of transport, namely road, sea and air.
(OECD, 1997)

The first European countries to deregulate the railway markets were the UK,
Germany and Sweden (Cowie, 2009; Jahanshahi, 1998; Jensen and Stelling, 2007;
Lalive and Schmutzler, 2008; Profillidis, 2004). In compliance with Alexandersson and
Hulten (2005, 2008), the liberalisation process in the European Union countries have
been driven by various types of economic, institutional and legal concerns. In the UK,
strive was towards market liberal agenda, whereas in Sweden the main force was to find
new possibilities to finance railway investments (Alexandersson and Hulten, 2005, 2008).

The Transport Policy Act published in 1988 functioned as the first initiative of
Swedish railway freight market liberalisation. The regulation was prescribed in Council’s
Directive 91/440/EEC, which intention was to develop the Community’s common
railway structure. Liberalisation changed the vertically and horizontally integrated
monopoly into a market characterised by decentralisation and intra-modal competition
(Alexandersson and Hulten, 2005; EU Directive, 1992). The privatisation in Sweden was
“a slow moving and incremental process” (Hilmola et al., 2007, p.161). In Poland, the
first impulse towards liberalised railway freight market happened in 1997, when the
Railway Transport Law was implemented. It opened the railway network for domestic
and international operators. Although Poland joined the European Union only in May
2004, government decided to implement the main directives already earlier (Poland
society, 2009). One of the most important directives in European Union, Directive
91/440, continued the Polish railway freight market’s deregulation process in 2000, when
the Railway Act on restructuring, commercialisation and privatisation of Polish State
Railways Polskie Koleje Panstwowe (PKP) was executed (Steer Davies Gleave, 2003a,
2003b; Wronka, 2007). During the years 1998-2002, Polish government granted
20 concessions for entering the railway market; however, because of lack of sufficient
capital, only few operators applied the possibility (Wronka, 2007).

Barriers to entry confronted by markets depend on the industry in question, amount of
actors and market’s structure. To access the market without severe obstacles, it is
essential to understand the market entry barriers. Topic was introduced in 1950s by Bain;
since, several researchers have contributed to barriers to entry theory (Baron, 1973;
McAfee et al., 2004; Pehrsson, 2009; Schmalensee, 1981). Pehrsson (2009), building on
insights of Hambrick (1983) and Peteraf and Reed (2007), presented a model conjoining
new entrants’ market entry strategies and barriers to entry. According to the study,
newcomers encounter extensive exogenous and endogenous barriers and therefore choose
a broader market scope than an earlier entrant. Exogenous barriers are entrenched in the
underlying market conditions, wherefore newcomers cannot control barriers at issue.
Exogenous barriers include incumbents’ product differentiation, customers’ switching
costs, need for capital, number of competitors and government policy. Endogenous
barriers are originated from market actors through strategies and competitive behaviour,
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for example incumbents’ reactions towards new entrants’ establishment plans. Since
incumbent’s strategy affects market entry barriers, it impedes the potential market entry
of newcomers (Pehrsson, 2009).

Barriers to entry in railway freight market have grabbed researchers’ interest since
1980s. According to recent studies (Ludvigsen and Osland, 2009; Mortimer et al., 2009;
Maikitalo, 2007; Szekely, 2009), the main barriers to entry in railway freight market are
exogenous: acquiring the rolling stock and bureaucracy. However, country peculiarities
do exist. Brewer (1996) discovered that level of access charges was a barrier in the UK;
in Finland (Mikitalo, 2007) and Sweden (Steer Davies Gleave, 2003a, 2003b), researches
perceived that difficulty to access services creates a great barrier. As minor barriers to
entry were noted long market entry phase, recruiting staff and inadequate railway
capacity. Although principally the discovered barriers were exogenous, some endogenous
barriers were discerned: in some countries, actions of the market dominating company
might complicate the entry process (Mékitalo, 2007).

Prior to market entry, several subjects need careful consideration. Koch (2001)
suggested new entrants must take cognisance of internal and external factors, such as
environmental characteristics, company’s competencies, capabilities and skills
required/available and own experiences. In accordance with several studies (Macht and
Robinson, 2009; Robertson et al., 2003; Serheim 2005), major problems confronted by
new entrants are financial by nature. Besides banks, start-ups can seek financing from
venture capitals or business angels (Klonowski, 2006; Wiltbank, 2005). Existing firms
mainly utilise vertical integration, strategic alliances and subsidiaries as mode for market
entry (Blomstermo et al., 2006; Kotler, 1988, 2000; Lee et al., 2000).

Railway freight markets’ deregulation has been studied worldwidely. Various barriers
to entry proved to provide important data why liberalisation process has not extended
alike in all countries. Furthermore, market peculiarities and internal and external factors
must be taken into consideration before entering a new market. Sweden and Poland are
presentable examples of discrepancies between European Union member countries.
Section 4 describes and evaluates the case countries and tries to indicate the similarities
and divergences.

3 Methodology

The study’s empirical data was gathered via semi-structured theme interviews. Research
utilised qualitative case study analysis and it concentrated on descriptive analytical
approach. The qualitative method was applicable for the research in question because
main intention was to understand the research subject (Hirsjérvi et al., 2004). According
to Eisenhardt (1989), qualitative case study is a recommended method to gather data
when studying novel topics. Besides, Hakkinen and Hilmola (2005) noted that case study
research is widely used research strategy in logistics. Owing to lack of earlier first-hand
empirical data, by interviewing experts new insights were developed and genuine
actor-level data was gathered. Because case study approach does not rely only on
previous literature or prior empirical evidence, theory building from case study research
is especially appropriate (Eisenhardt, 1989).



354 M. Laisi

At the moment, there are 17 railway undertakings in Sweden that have a licence to
practise railway freight traffic. Although Polish market was deregulated less than
a decade ago, railway freight market has over 90 undertakings, which have a licence;
49 are counted as active players. Because the research’s objective was to gather genuine
first-hand information, semi-structured theme interview was chosen as an interview type.
The target was to compare gathered information with earlier second-hand data, and
examine whether the primary data confirms the results of previous studies. During the
research, seven Polish and six Swedish operators were interviewed; additionally,
the Infrastructure Managers from both countries were met to strengthen the knowledge
concerning the market structure. All interviewees were managers or in such a position,
which ensured the persons had the needed knowledge. All interviews took place in
February and March 2009.

All case companies were contacted first via e-mail, followed by phone calls.
A questionnaire was sent to interviewees a week before the scheduled meeting, to give
participants time to familiarise with research themes. All interviews except one were
recorded, to ascertain the research reliability. This method also ensured that the
interviews were available for further evaluation. After the meetings, summaries were
written, including all main themes. Summaries were sent to interviewees for revision,
which strengthened reliability and eliminated the possibility for human errors, mainly
misunderstandings. After all company representatives were met, results were gathered
by confirming anonymity. Available data was carefully evaluated; in few cases,
additional questions were sent via e-mail. Therefore, we were able to gather information
concerning the main research themes from all respondents.

4 Case study results

This research concentrated on two European railway freight markets, Sweden and
Poland. Sweden belongs to Western European countries, whereas Poland is part of
Eastern Europe. The Transport Policy Act published in 1988 functioned as the first
initiative of Swedish railway freight market liberalisation, whereas in Poland the first
impulse towards liberalised railway freight market happened in 1997 when the Railway
Transport Law was implemented. The location also place countries to different position:
Poland in central Europe has excellent possibilities to utilise railway as a transport mode,
which explains the great number of operators. Sweden is located in Northern Europe, and
the fact it has ground border only with few countries limits the railway freight market’s
expansion.

4.1 Swedish market

According to this research, the main barriers to entry are exogenous by nature: acquiring
the rolling stock and bureaucracy (see Figure 1). Owing to high fixed costs, the
investments in railway industry are mainly locomotives and rolling stock. Five from six
interviewees stated bureaucracy is a great market barrier; locomotives/rolling stock were
stated four times and investments three times. As minor barriers to entry were mentioned
network capacity, difficulty to find a customer and available loading areas. Worth
mentioning is a fact endogenous barriers were not mentioned.
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Figure 1 Barriers to entry/Sweden (see online version for colours)
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When comparing the results with earlier studies, both similarities as well as discrepancies
are noted. Investments, acquisition of the rolling stock and bureaucracy are stated as the
main barriers also in previous studies. Especially bureaucracy unfolded several times in
the interviews. The main discrepancy is in accessing the services, which is stated as a
barrier to entry in previous studies (Mékitalo, 2007; Steer Davies Gleave, 2003a, 2003b).

Swedish operators’ market entry has national peculiarities, owing to the Swedish
State Railways Statens Jarnvédgar (SJ) strong background. In 1994, SJ decided to
discharge unprofitable short-lines. However, personnel noted business could be profitable
by making minor changes. After SJ discontinued the operation, three new undertakings
were established to sustain the work. Therefore, four companies have direct connection to
SJ: one was the old SJ Freight, while three undertakings were start-ups operating in old
SJ regional lines. In addition, one start-up entered the market as a late entrant and one
company via vertical integration (see Figure 2). Because 66% of interviewed companies
had roots in railway market, they were well aware of external and internal factors
affecting on entry mode’s selection. The personnel had strong market experience, which
Koch (2001) noted as especially important factor.

Figure 2 Background before entering railway freight market/Sweden (see online version
for colours)
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All companies had excellent knowledge of railway freight industry before entering the
market. The reason is personnel: every company was able to attract old SJ employees.
However, according to results, differences between the undertakings are noted.
The retirement age is an example of discrepancy: respondents described the incumbent
has lower retirement age than private undertakings (60 vs. 65 years), wherefore engine
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drivers prefer working for governmentally owned undertaking. Also, versatile locomotive
fleet was noted as strength: engine drivers enjoy working in a company where they can
use all skills and knowledge. In accordance with this research, engine drivers are
searching for open vacancies in small undertakings owing to smaller work communities
and diverse tasks. All undertakings emphasised the consequential asset is employees.
Many undertakings described there has happened a huge change in work culture:

“Nowadays it is important that people have many skills, that they have
multi-functional knowledge. This way same person can do many tasks... This
increases the cost-efficiency.”

In addition to cost-efficiency, research states that versatile assignments increase
work-satisfaction.

According to Robertson et al. (2003), the main obstacle for new entrants is finance.
Macht and Robinson (2009) and Serheim (2005) supported the study and concluded that
the start-ups face considerable challenges in achieving long-term finance. Without doubt,
the biggest financing object in railway freight market is rolling stock. Due to the fact four
undertakings had joint background with incumbent, acquiring rolling stock was not
a problem. One company acquired old railway undertaking, including the rolling stock;
therefore, only one company had to acquire locomotives and wagons.

Kotler (2000) notes companies can be classified into two types: competitor-oriented
and customer-centred. By overseeing customer needs, operator can decide which
customers’ needs are the most important to serve with the possible resources and
objectives (Kotler, 2000). Five of the interviewed companies informed the reason to enter
the market was customers’ request; this presents 83% of all interviewed companies.
Although one company did not state directly the reason was the customer, interviewee
noted: “Customer is always behind the market entry”.

4.2 Polish market

Polish railway freight market confronts various barriers to entry. The main market entry
barriers are acquisition of rolling stock, investments and bureaucracy, all exogenous by
nature (see Figure 3). Three companies thought investments/rolling stock is the only
barrier, four companies specified also other factors. According to three companies,
bureaucracy is an entry barrier. Network capacity and market knowledge were noted as
minor barriers. Interestingly, endogenous barriers are noticed in Polish market:
competition with the incumbent is a barrier to entry.

Figure 3 Barriers to entry/Poland (see online version for colours)
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As the liberalised railway freight market is rather young in Poland, undertakings have
been able to enter the market only less than a decade ago. Therefore, all undertakings
entered the market within four years, 2001-2004. However, when evaluating only the
private undertakings, which entered the market after the liberalisation, the year
distribution narrows down to two years, 2003 and 2004. Although one company,
an earlier monopoly holder, had the first-mover advantage, other undertakings entered
the market within the same timeframe. Figure 4 describes the undertakings’ backgrounds.
Vertical integration was the mainly used market entry mode; undertakings had
background from heavy industry or construction. One undertaking entered to the railway
freight market from forwarding. In the research, the sample is one new entrant; however,
undertaking belongs to a bigger corporation and is therefore a subsidiary. The seventh
operator is the old governmentally owned company.

Figure 4 Background before entering railway freight market/Poland (see online version
for colours)
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The reason to enter the Polish railway market differed dramatically. Among the sample,
three undertakings were customer-oriented stating 43% from the respondents. Market’s
possibilities (due to size) fascinated two companies; one needed financial backup.
Naturally, one company was the old national operator. Although only one company had
background in railway transport, other counterparts had gained market knowledge via
various ways. Therefore, all newcomers were aware of railway market’s internal and
external factors. Knowledge was transferred to newcomers via various ways, for example
by employing old incumbent personnel.

According to Robertson et al. (2003), the main obstacle for new entrants is finance.
Without doubt, the biggest financing object in railway is rolling stock. Specifically in
Poland rolling stock acquisition signified the main barrier to entry. Owing to incumbent’s
negative attitude towards selling untapped rolling stock fleet to private undertakings,
newcomers had to buy rolling stock behind Polish borders, for example from Czech
Republic, Romania and Germany. To fulfil the requisite standards, all acquired units had
to pass remarkable maintenance work, which naturally paid up exceedingly.
As one interviewee stated: “We had to invest eight to ten million dollars only for repair
work”! This can be noted as one of the major national peculiarities in Polish railway
freight market.
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5 Discussion

This case study points to interesting directions. Although Polish and Swedish markets
confront discrepancies, several similarities are noticed. The main barriers to entry are
exogenous; acquiring rolling stock, needed investments and bureaucracy. However,
countries involved have some special characteristics. The Swedish undertakings stated,
respectively, bureaucracy, rolling stock and investments. In Poland, same factors in
different order were stated: rolling stock acquisition was seen as a major entry barrier,
following with investments and bureaucracy. In both countries, bureaucracy associates
with needed paper work: great number of needed documents and certificates surprises.
Title ‘bureaucracy’ includes also the entry process, which was seen long and exhausting.
Although persons had decades experience on the market, process was seen impossible
without help from consultants and experts. The fact Swedish undertakings saw
bureaucracy as a bigger problem than Polish counterparts might be courtesy of the
western business style: in western countries, people are used to few documents; in eastern
countries countless needed documents, stamps and signatures are ordinary. This might
conclude the fact Polish undertakings saw bureaucracy only as third biggest barrier, after
rolling stock and investments.

Because the main investments in railway market are locomotives and wagons,
investments and rolling stock can be seen partly united entry barrier. Few undertakings
stated terminals and loading areas as investments; however, the majority of the
interviewees saw rolling stock as the main investment. The main reason why rolling stock
was seen an entry barrier lies in availability of rolling stock and the price of locomotives
and wagons. Although wagons are not expensive when bought individually, generally
undertakings need to buy bigger fleets at once, which increase the needed capital.
Locomotives are extremely expensive; the price of a new locomotive is around
3-5 million Euros, depending on the locomotive’s characteristics. Generally, new
entrants do not have capital to buy new units, therefore companies prefer second-hand
locomotives. Although the governmentally owned operator in Sweden has sold old
locomotives to private undertakings, to satisfy the demand undertakings have bought
second-hand locomotives from countries like Germany, Austria and Denmark. Polish
railway undertakings have acquired engines from Romania, Czech Republic and even
from Morocco. The need for foreign locomotives is greater in Poland, arising from the
fact the governmentally owned company do not sell any of its old locomotives to private
operators, although there are hundreds of locomotives unused. This might explain why
rolling stock and especially locomotives was seen as major entry barrier in Poland.

Other entry barriers represent a minor role in studied countries. Network capacity and
need for sidings/terminals is noted in this and Maékitalo’s (2007) research. However,
some discrepancies are visible. In this study, railway undertakings did not mention long
market entry phase as a barrier, although it came up in few conversations. Competition
with the market dominating company was stated only once, therefore, it cannot be seen as
a serious barrier. The main discrepancy lies in staff recruitment: this research’s outcome
states that there are no difficulties to recruit staff. In actuality, several interviewees noted
there is well-educated and experienced staff available. It seems some employees prefer
working in smaller companies, where people know colleagues and work is more
relationship-based. Many interviewees stated that an adequate mixture of old and new
staff is an ideal situation: this ensures the know-how is transferred to new generation,
together with the latest knowledge.
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Because Sweden and Poland liberalised the railway freight markets in different time,
several country peculiarities exist. Sweden started the liberalisation process in 1988; first
private undertakings entered the market in Sweden 1990, although the access to whole
network was granted only in 1996 (Alexandersson and Hulten, 2005). Poland initiated the
deregulation process in 2000, and the first private undertaking entered the market in 2003
(Wronka, 2007). However, because countries in question have dissimilar main industries,
the situation probably would have been the same although countries’ railway freight
deregulation would have been done concurrently. Undertakings that took part to the
research entered the markets in early stage; vertical integration and start-ups are the main
market entry strategies used. Strong interest towards liberalised railway freight market
was noted in both countries.

The country peculiarities between Sweden and Poland are clearly visible. In Sweden,
undertakings entered the railway freight market mainly via start-up; especially the
incumbent’s history behind the undertakings is remarkable. In Poland, the newcomers
mainly utilised vertical integration. This concludes the great difference between countries
in question: in Poland, the governmentally owned enterprise did not privatise and enable
market possibilities for new undertakings. In Sweden, incumbent decided to open
business opportunities for new start-ups in unprofitable areas.

In Poland, the main industry sectors include mining (iron and coal) and steel
products. Polish railway freight market is the second largest in Europe: the transported
volumes are high, which enabled factories to establish own transport undertakings.
Naturally, this reinforces the undertaking—customer relationship. Therefore,
customer-driven model is increasing its market share in Eastern Europe. However, the
discrepancy between Western and Eastern Europe is noted: customer-centred strategy
was utilised by 43% of Polish undertakings, whereas 83% of Swedish undertakings noted
the main reason behind market entry was customer request. Although customer service
and customer-orientation is increasing its share in Eastern Europe, there is still a long
way to the Western European level.

6 Conclusion

This study has examined railway freight market’s barriers to entry and market entry
strategies in two countries, Sweden and Poland. Study compared the actor-level
experiences and previous literature analyses, finding both similarities and discrepancies.
Although the markets are developing, in both countries the old monopolistic company
has main market share. However, due to market situation and hard competition, both
markets are changing. Especially in Poland the competition is hard, and governmentally
owned operator loses market share to smaller operators. In Sweden, the same situation is
visible in a smaller scale. The sampling presents a good cross-section of the railway
freight market: from both countries, the leader, challengers and nichers were interviewed.
Therefore, this research’s sampling is congruent and extensive in both countries.
Research supports earlier studies and concludes that the main barriers to entry are
acquisition of rolling stock, bureaucracy and needed investments. Although same three
barriers were stated as the most critical ones in both examined countries, some national
peculiarities were unfolded. In Poland, competition with the market leader was stated
as a barrier, whereas Swedish operators noted network capacity as a minor obstacle.
The discrepancies are more visible when researching the utilised market entry strategies:
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in Poland companies used vertical integration, whereas in Sweden new companies were
established on the basis of old Swedish Railway. However, both markets are growing,
which enables opportunities for new railway operators.
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Purpose — The purpose of this paper is to understand the main market entry barriers
confronted by the new operators in liberalized railway freight market (Poland and
Sweden), as well as to analyze the inaugurating market of Finland.
Design/methodology/approach — Swedish and Polish markets were scrutinized utilizing
qualitative case study, implemented through semi-structured theme interviews. Among
primary observations, numerous second-hand sources were used to gain triangulation.
Research was conducted during early 2009. The Finnish material was collected with
Delphi technique-based questionnaires in 2005.

Findings — The main findings support previous studies arguing that the main barriers to
entry are rolling stock acquisition, needed investments and bureaucracy. In Sweden,
companies were start-ups established on the grounds of the incumbent. The Polish market
obtained new operators via vertical integration with a significant competitive presence of
a governmental operator. Inaugurating Finnish market is identified as a combination of
these two. Therefore, it is easier to understand why new entrants are not operating in the
Finnish market.
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1. Introduction

In the European Union (EU), railway transport market has taken steps towards
competition in the recent decades. This is a general objective in the EU, as one of the
basic principles is to promote the freedom of movement of its citizens, services, goods,
and capital. The aim is to have markets that operate on a commercial basis. (European
Union, 2009; Maékitalo, 2007; White paper 1992, 1996) Traditionally railway sector
consisted of one operator per country, the national railways, which was in charge of the
rail network and transport business. The EU railway regulation had its start in 1991, when
a new railway development directive was issued. This was also the start of the EU
railway policy reform and deregulation. According to the directive, rail network
management and transport operations were to be separated. The aim was to have a
situation, where the governmental office is responsible for the infrastructure and state-
owned and private railway undertakings may provide transport services and compete on
the network. This meant that all firms fulfilling railway regulation requirements could
start to operate railway freight business. (European Union, 2009; Makitalo, 2007, 2010;
Szekely, 2009a; see also Hilmola et al., 2007; Laisi, 2009; Nash, 2008; Nilsson, 2002.)

Although railway freight markets’ deregulation is rather young field of research, it has
grabbed researchers’ interest worldwide. Several studies have scrutinized the railway
freight liberalization pioneers, for example the United Kingdom (see for example Brewer,
1996; Cowie, 2009; Woodburn, 2003; Woodburn, 2007) and the United States (Boyer,
1987; Jahanshahi, 1998; OECD, 1997). Numerous studies have concentrated on
comparing western countries, like UK, Sweden, Germany and US (see for example
Hilmola et al., 2007; Ludvigsen & Osland, 2009; Nilsson, 2002; Olsen, 2007; Profillidis,
2004) or eastern countries (Szekely, 2009a; Szekely, 2009b). However, previous
literature exposed some gaps in the knowledge concerning the markets: particularly
important is to compare the eastern and western European railway freight market

peculiarities. Some studies have opened the path; Szekely & Hilmola (2007) analyzed
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Swiss, Japanese, Polish and Hungarian railways. Additionally, previous studies have
mainly focused on second-hand data and literature analyses of railway sector as a whole
(passengers and freight), concentrating on researching the influences on the country level
(see for example Cantos et al., 1999; Oum & Yu, 1994; Yu, 2008). Therefore, first-hand
data gathered via interviewing experts who have experienced the deregulation and have
entered the railway freight markets after liberalization can be seen as attenuating the

existing empirical gap.

Few European countries have opened the railway freight markets before legislative
demands of the European Union. Among the first ones were United Kingdom and
Sweden. The sidetrack of infrastructure privatisation in UK was a short-term failure, but
Sweden set an example, how market can be deregulated in a profitable and sustainable
manner. Sweden opened the markets in 1990s and today the railway freight market has
dozens of railway undertakings. Poland deregulated the market in 2000, four years before
joining the European Union. As in Sweden, Polish market has today several operators;
the market shares differ between a massive market leader to minor operators with few
percents’ share. Rallying point is the fact the earlier monopoly companies still run the
markets: The former monopolistic operators in both countries have more than 75 percent

market share!

The objective of the study was to examine the special characteristics of entering the
markets after the deregulation. This study familiarized with the theoretical knowledge of
the main market entry strategies and market entry barriers and brought it to the empirical
level by investigating the experts’ opinions operating in the deregulated markets. The
purpose was to find out how companies determine to enter the markets and clarify the
used strategies. The intention was also to define the main barriers to entry, difficulties
and black spots confronted by the railway undertakings. The field of research has mainly
been scrutinized via literature reviews; there exists a clear lack of first hand data. This

paper tries to fulfil the gap. By providing data from actor level, research provides new
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knowledge both to academia as well as to decision makers (public and private sector).
Our idea is to lower the barriers of entry in governmental level as well as to highlight the
entry challenges faced by new actors as they enter the market. These two primary
objectives feed further research in the field by illustrating problem areas of public and
private sector. Particularly we were interested in analyzing Finnish railway freight market
through the experiences of more advanced railway countries regarding to the level of
intra-mode competition. By elaborating the research’s main objective, research questions
were developed. The research questions of the study are:
e What are the main market entry barriers confronted by the new entrants?

e What kinds of market entry strategies do the new entrants utilize?

This manuscript is structured as follows: In Section 2 we review literature related to
deregulation of industries from economic point of view. In the following Section 3,
research methodology is being introduced; for more advanced countries in deregulation
process, Poland and Sweden, we used railway sector actor interviews, but for Finland
(country lacking intra-mode competition) expert panel applying Delphi technique.
Empirical part in Section 4 reports research findings regarding these two material
gathering techniques. Overall research findings are discussed in Section 5, where Finnish
situation is seen as a combination of two more advanced railway freight markets. In final
Section 6 we conclude our work, and provide avenues for further research in the topic

area.

2. Literature Review

Railway freight markets’ deregulation has been a hot topic during the last decades.
Several studies (see for example Brewer, 1996; De Jorge & Suarez, 2003; Hilmola et al.,
2007; Jensen & Stelling, 2007; Ludvigsen & Osland, 2009; Mékitalo, 2007; Profillidis,
2004) are conducted, concentrating on either to expound on the development, comparing

progress in countries or to evaluate the future prospects. Understandably, the main
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emphasis has been on liberalization pioneers, who deregulated the markets already
decades ago (see for example Boyer, 1987; Brewer, 1996; Jahanshahi, 1998; Woodburn,
2003; Woodburn, 2007). However, the European Union noticed in 1990s in order to
guarantee the free movement of goods, it should extend the mindset to transport
activities. Directive 91/440, White paper published in 1992 and White Paper in 1996
guaranteed the process was progressing. As an outcome, European Parliament wrapped
up a decision in 2004 to deregulate the European Union railway freight market starting
from 1% of January 2007. (European Union, 2009; White Paper, 1992; White Paper,
1996) Recently, researchers have focused on studying countries, which deregulated the
rail freight market in the last stage (see for example Hilmola & Szekely, 2007; Ludvigsen
& Osland, 2009; Profillidis, 2004; Szekely, 2009a).

Markets face various barriers to entry, varying depending on the market’s structure,
industry and amount of players. Therefore, it is essential to understand the market entry
barriers, which may complicate the entry process. The subject’s theoretical dissection
started in 1950s, when Bain published “Barriers to New Competition”, which is seen as a
pioneer piece of the theory (Baron, 1973; McAfee et al., 2004; Pehrsson, 2009;
Schmalensee, 1981). Since several authors have contributed to barriers to entry theory
(see for example Arping & Diaw, 2008; Geroski, 1995; Gu & Wenzel, 2009; Thomas,
1999). Industrial organization is an economics field of study, which is interested in
companies’ strategic behaviour, market structure, and market entry. Among the latest
studies is Pehrsson (2009), who stated that new entrants face extensive exogenous and
endogenous barriers and therefore choose a broader market scope than an earlier entrant.
Exogenous barriers are the ones that are entrenched in the underlying market conditions.
Therefore, companies cannot control barriers at issue. These include for example
incumbents’ product differentiation, need for capital for the establishment, customers’
switching costs, number of competitors and government policy. On the contrary,
endogenous barriers are generated by the companies through the market strategies and the

competitive behaviour. These barriers are based on incumbents’ reactions towards new
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entrants’ establishment plans, for example incumbents’ price competition and its
reactions in general. Incumbents’ strategy affects on market entry barriers, and therefore
impedes the market entry of potential newcomers. (Pehrsson, 2009) Nonetheless, Gable
et al. (1995) state the entry barrier types are often reinforcing, which might complicate

the interpretation.

According to earlier studies (Brewer, 1996; Ludvigsen & Osland, 2009; Mortimer et al.,
2009; Mékitalo, 2007, 2010; Steer Davies Gleave, 2003), the main barriers to entry in
railway industry are exogenous barriers: acquiring the rolling stock and bureaucracy.
However, in addition there are differences between countries. Brewer’s study (1996)
revealed the perceived level of access charges was seen a barrier in UK. In Finland
(Mékitalo, 2007, 2010) and Sweden (Steer Davies Gleave, 2003) researches estimated the
difficulty of accessing the services creates a great market entry barrier. Cantos & Campos
(2005) stated intermodal competition can create the market entry barrier. Same trend was
noted already before the deregulation, which is visible in a working paper of Nash &
Preston (1992). They found out the main barriers to entry at that time were a lack of
second hand rolling stock market, access to maintenance and depot facilities and sunk
costs of infrastructure (Nash & Preston, 1992). Mékitalo (2007) noticed also endogenous
barriers are present in Finland: The actions of the market dominating company might

complicate the entry process.

Market entry process consists of several steps. Before actually entering the market, Koch
(2001) suggested newcomers should become acquainted with internal and external factors
affecting on the entry mode’s selection, subjects such as environment’s characteristics,
competencies, capabilities and skills required / available and own experiences. According
to various studies (see for example Macht & Robinson, 2009; Robertson et al., 2003;
Serheim, 2005), the main problems start-ups face when entering the markets is of
financial nature. In addition to financing by banks, start-ups can pursue help from venture

capitalists or business angels (Deakins, 1996; Wiltbank, 2005). In the case of mature
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firms, vertical integration, strategic alliances and subsidiaries are the mostly used forms
(Blomstermo et al., 2006; Kotler, 1988; Kotler, 2000; Lee et al., 2000).

Several researchers (see for example Kotler, 1988; Makadok, 1998; Pehrsson, 2004)
noted the entry strategies differ depending on timing. Company entering the market first
enjoys “first mover advantages”, compounded of locking up key customers and gaining
potential reputational leadership. Generally, it is harder for new operators to match the
performance of the first entrant and attract customers due to extensive customer loyalties
asserted previously. (Kotler, 1988; Pehrsson, 2009)

The rail freight transport market entry consists of four steps from administrative
perspective. The entry begins by applying a safety certificate from the national safety
authority (first step) and an operating license (second step). After receiving the
aforementioned permits, the company may apply rail capacity from the infrastructure
manager (third step). The last phase is that the company shall make an access contract on
rail network use and on certain services with the infrastructure manager (fourth step).
(European Union, 2009; Makitalo, 2007; Mékitalo, 2010)

Strategic management is often divided into two theoretical frameworks: market-based
view and resource-based view. In market-based view companies are seen homogenous
and competition is occurring via positioning in market. According to market-based view,
firms’” sources of market power explicate its performance. (Makhija, 2003) According to
Grant (1991), three sources of market power are regularly highlighted: barriers to entry,
monopoly and bargaining power. Industry with strong barriers to entry implies higher
performance since operators confront less competition. If a firm is operating in a market
environment characterized by strong market position or a monopoly, expected
performance will be higher. High bargaining power can be explained by the fact that

patrons have fewer alternatives within the industry to which they can interchange.
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(Makhija, 2003) Resource-based view concentrates on the firm’s internal environment,

factors such as knowledge and other intangible assets. (Wilk & Fensterseifer, 2003)

The discrepancy between market-based view and resource-based view is well highlighted
by Levitt (1960). According to him, main problem for many companies is that market is
defined too narrowly. For example, railway undertakings see themselves operating in the
railway market. On the contrary, they should see themselves part of transportation
market. Changing the perspective could unfold new possibilities to increase the business.
If the same matter would be approached from the resource-based view, railway
undertakings should think whether they have resources to compete against other transport
industries. The focus should be in the undertaking’s strengths and resources. (Levitt,
1960)

Although private railway undertakings have entered the markets after the deregulation,
often the incumbents have major market shares. According to several studies (see for
example Ludvigsen and Osland, 2009; OECD, 2005; RailwayPro, 2010; Simola and
Szekely, 2009), the incumbents’ market shares are around 75-90 percent. The same trend
is noted in Sweden and Poland, where the incumbents’ market shares are around 75
percent (Commission of the European Communities, 2009; Transportstyrelsen, 2009).
However, private undertakings have grabbed some market slices. Tables 1 and 2 describe

the situation in Poland and Sweden, and furthermore present the areas of operations.
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Table 1. Polish railway freight market’s main actors in 2008 (Adapted from
Commission of the European Communities, 2009)

Company name Established Market Share Area of operations
PKP Cargo 2001 70,52 Whole country
PKP LHS 2001 5,51 South-East
Lotos Kolej 2003 4,32 Whole country
CTL Rall 2004 4,3 Whole country
PCC Rail + PTK Holding*] 2000 / 2003 7,29 Whole country
PKN Orlen N/A 1,25 Whole country
Other private companies N/A 6,81 N/A

As illustrated in table 1, all Polish railway undertakings were established after 2001. Due
to the fact PKP LHS belongs to PKP Holding, the total market share of governmentally
owned company is 76 percent, whereas the private undertakings have grabbed 24 percent
market share. In 2008 the largest private undertaking was PCC Rail + PTK Holding with
7.3 percent; however, German DB Schenker acquired the company in July 2009 (DB
Schenker Rail Polska, 2009). Although among small private companies (belonging to
”other private companies”) are several small scale railway undertakings operating locally,

all undertakings having slightly larger market share are operating countrywide.
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Table 2. Swedish railway freight market’s main actors (Adapted from

Transportstyrelsen, 2009)

Company name Established Market Share Area of operations
Green Cargo 2001 74,1 Whole country
CargoNet 2002 7,1 Whole country
Malmtrafik i Kiruna 1996 6,6 North
Hector Rail 2004 4,0 Whole country
TGOJ Trafik 1990's 3,8 Whole country
Tagakeriet i Bergslagen 1994 2,1 Middle
TX Logistik 1999 1,2 Middle / South
Railcare Tag 2004 0,6 Middle / North
Peterson Rail 2007 0,5 Middle
Tagfrakt Production 1996 0,2 Middle

Table 2 describes the situation in Sweden in 2008. The market share of incumbent Green
Cargo is 74 percent, wherefore the private undertakings’ share is 26 percent. However, it
is worth noticing CargoNet and TGOJ Trafik belong to Green Cargo group
(Transportstyrelsen, 2009). As illustrated in table 2, companies are established between
1994 and 2007. However, early market entry does not automatically mean broad market
share: For example, Hector Rail belongs to late entrants, but it has grabbed second largest
market share from the private companies. Contrary to Poland, Swedish companies are
mainly operating in certain geographical areas; especially middle / south Sweden is
highly operated by private undertakings. The governmentally owned companies as well

as one private undertaking with high expansionist tendency are operating countrywide.

3. Research Methodology

Because the deregulation process has not proceeded simultaneously in the studied
countries, research’s empirical data was gathered by utilizing two various research

methods. In the more ascended countries, Sweden and Poland, semi-structured theme
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interviews were used. Due to the fact in Finland the only operator is the incumbent, the
data was gathered using Delphi technique in carefully selected response groups. In
Sweden and Poland the research was qualitative case study analysis, concentrating on
descriptive analytical approach. The qualitative method was employed, because the data
needed for answering the research questions were qualitative by nature. In addition, when
researching novel topics, qualitative case analysis is a recommend way to gather
information (Eisenhardt, 1989). According to Hirsjarvi et al. (2004), qualitative
research’s main intention is to understand the research subject. Due to lack of earlier
first-hand empirical data, by interviewing experts from several companies authors were

able to gather genuine information at actor level.

At the moment there are 17 railway undertakings that have a licence to practice railway
freight traffic in Sweden. Polish markets have more licensed undertakings: altogether
over 90 have the license, 49 are counted as active operators. Because the research’s
objective was to gather genuine information from the experts, a semi-structured theme
interview was chosen as an interview type. The goal was to compare the results with
earlier studies, and see if primary data confirms the earlier results from secondary data. A
contact letter was sent to 16 Swedish railway undertakings. One railway undertaking was
excluded due to its small size (employs only one person). Afterwards, a phone call round
was done, securing all market actors were reached. Six persons representing Ssix
companies were interviewed, providing response rate of 38 percent. Due to the extent
nature of the Polish railway freight market, an extensive sample of 18 companies was
chosen, including various types of railway undertakings (small undertakings
concentrating on transporting one product and large undertakings providing services all
around the country). Altogether seven persons representing seven companies were met
from Poland, providing response rate 39 percent. All interviewees were working on the
management level, which ensured they had required knowledge concerning the railway
deregulation process, and therefore were adequate to answer with needed validity in the

stated questions. Additionally, two persons from both countries’ Infrastructure Managers
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(governmental office responsible for railway network) were met, in order to gain

information about the market structure.

According to Hirsjarvi et al. (2004), by a test-interview themes’ adequacy can be
confirmed and interview’s duration can be checked. Research reliability was confirmed
by recording all interviews. This ascertained the availability of repetition. Questionnaire’s
validity was checked by organizing a test-interview with a company that intends to enter
the Finnish rail freight market in the near future. According to interviewee’s comments,

few questions were added to the questionnaire.

In Finland, the only railway undertaking in the rail transport market is the incumbent
company. As newcomers have not entered the market, it was not possible to collect the
material on market entry experience. Markets differ a lot from country to country (Laisi,
2009; Mékitalo, 2007), and therefore experience from other countries does not give an

accurate picture of another country.

The research material concerning Finland was collected by the Delphi technique, which
is a future research data collection method. Research material is collected from a large
panel of experts. Anonymity is a characteristic feature of the Delphi technique. The
technique is used to evaluate future paths and to collect arguments supporting or
contradicting a certain development. Expert panel opinions and arguments are collected
by consecutive questionnaire rounds. It is typical for the technique that on latter rounds,
some of the earlier data is shown to the panel. (Aligica & Herritt, 2009; Kuusi, 1999;
Linstone, 1978; Turoff, 1975)

In this research work, the expert panel consisted of a bit more than 50 people. The
objectives of all relevant interest groups and organisations were included. The aim of the
data collecting was to get information on market entry and market change, and to gather

insights from emerging Finnish railway freight market. The questionnaires were built on
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the basis of market entry phases and economics and business administration theories. The
research data was collected in 2005 with two rounds of questionnaires. The response rate
was 77 percent on the first round and 45 percent on the second round. Even though the
research material is from 2005, it is still perfectly valid, as the situation in the Finnish

market has remained the same: There do not exist new players.

There are several ways to analyze the gathered research data. According to Strauss &
Corbin (1998, 13), “Analysis is the interplay between researchers and data”. Hirsjarvi et
al. (2004) note the research problem and analysis are often congruent. Krippendorff
(2004) states content analysis belongs to the most important research techniques. It often
refers to analyzing texts, for example interview transcripts; the main intention is to
understand what the gathered information means for people. According to Patton (2002),
content analysis is used to indicate any qualitative data reduction, which main intention is
to identify the core consistencies. For example, case studies can be content analyzed.
(Patton, 2002) Content analysis can either be inductive or deductive. Inductive analysis
discerns categories or themes in the data. The main difference to deductive analysis is
that in inductive approach, findings have been built from the gathered data, whereas in
deductive analysis the data is analyzed according to existent framework built based on
earlier theories from the field, and on general logic. Often qualitative analysis is inductive
by nature. (Krippendorff, 2004; Patton, 2002)

This research utilizes inductive analysis. By using semi-structured theme interview and
Delphi technique, topics were categorized already in the early stage of the research.
Research’s main intention is to carefully study the topics, which emerge out from the
data. Additionally, this research tries to deliver novel data by examining, how

respondents experienced the deregulation process.
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4. Empirical Research Results

41. Poland

Poland started the railway freight market’s deregulation in 2000. Although the incumbent
had first mover advantage, the amount of private operators started to increase in 2003.
(Wronka, 2007) In the end of year 2005 Polish railway freight market had 65 operators;
today the number is over 90, which grants into one of the most intensively competed
railway freight markets in the whole Europe. (Wrobel, J & Imieninska, J 2009, pers.
comm., 25 March 2009) It should be reminded that Polish railway freight market is the
second largest in the whole European Union (tonne-kms; European Union, 2007), but it
has lost a lot of its importance from Eastern-Bloc times, when railway volumes were

double as compared to today (Blackshaw & Thompson, 1993).

According to this research, new railway undertakings entered the market via various
backgrounds. Dispersion is extensive: in a group of seven interviewed company
representatives, five different types of backgrounds are represented. Vertical integration
is used by four companies, having backgrounds from heavy industry and construction;
one company applied horizontal integration (forwarding). Although one company was a
new entrant on Polish market, operator belongs to a bigger corporation and is therefore a

subsidiary. The seventh operator is the old governmentally owned operator.

Although, only one company has background in railway transport, other counterparts
have gained market knowledge via various ways. Therefore, all newcomers were aware
of railway market’s internal and external factors. For example, by acquiring personnel
during the vertical integration process from the parent company, operators assembled
knowledgeable employees. Following comments give further insights in the opinions of

railway freight sector actors:
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“Company had good operational knowledge due to acquired railway
undertakings.”

“It’s easier for companies to expand already existing business than to start totally
new one. This means personnel have good knowledge about the market.”
“Gathering personnel is not a problem in Poland. Generally can be said all big
railway undertakings have acquired smaller companies and this way have

increased their market share.”

Polish railway freight market seems to confront various barriers to entry. According to all
interviewees, strong entry barriers do exist. The main barrier to entry in Polish railway
freight market is rolling stock. Investments, which in railway freight traffic are mainly
locomotives and wagons, were also mentioned frequently. Therefore, these two
categories can be conjoined, stating all respondents thought this compound as a barrier.
The incumbent did not sell old rolling stock to new entrants, although numerous units
were untapped. Due to this national peculiarity, railway undertakings had to buy rolling
stock from abroad. In order to fulfil the requisite standards, all units had to pass
remarkable maintenance work, which needed strong investments. Bureaucracy was also
noted as a serious barrier. Other mentioned barriers to entry were network capacity,
market knowledge and competition with the market leader. Therefore, Polish railway
freight market faces both exogenous and endogenous barriers to entry. In the following,
some interesting comments from railway freight companies are summarized:

“We had to invest eight to ten million dollars only for repair work!”

“Main market barrier was competition with the incumbent.”

“The most important barrier in Poland was the access to rolling stock.”

“The main market entry barrier is investments (needed capital) and availability of

rolling stock.”

4.2. Sweden
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Sweden commenced deregulation process in 1988 and the first private railway
undertakings entered the market in 1990 (Alexandersson & Hulten, 2005). Railway
freight market’s extension has been constant: Today there are 17 railway undertakings
operating on the market (Wolf, H 2009, pers.comm., 26 March). Private railway
undertakings mainly entered the market during 1994-2006: OIld governmental
organization, Statens Jarnvagar (SJ) decided to discontinue unprofitable short-lines in
1994 and gave an opportunity for new railway undertakings to take over the lines in
question. Therefore, several railway undertakings have direct background from old SJ.
Often Swedish deregulation process is being criticised as slow moving one (Nordenléw
& Alexandersson, 1999), but it has produced impressive economic benefits in the longer
term (Jensen & Stelling, 2007).

Because major part of respondents had roots on railway market, railway freight market’s
peculiarities were well recognized. Besides, they were well aware of external and internal
factors affecting on entry mode’s selection. Therefore, the personnel had strong market
experience, which Koch (2001) noted as especially important factor. Experience was also
apparent among railway freight company comments:

“Nowadays it is important that people have many skills, that they have multi-

functional knowledge. This way same person can do many tasks... This increases

the cost-efficiency.”

“Together the experienced SJ drivers and new drivers create a good mix.”

“The industry is so small that normally all personnel have a connection to

incumbent.”

Like in Poland, all respondents stated market faces strong barriers to entry. According to
the research, the main barrier to entry is bureaucracy. Locomotives / rolling stock and
investments were stated several times, leading this compound as an important barrier to
entry. Network capacity, finding a customer and loading areas were noted as minor

barriers. All stated market entry barriers were exogenous by nature; endogenous barriers
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were not mentioned. Barriers were mentioned as follows in the interview comments of
railway freight actors:
“Locomotives have been a big issue.”
“The needed investments are a great barrier!”
“For a new company main market barrier is investments. Not only rolling stock
but also personnel; a lot of different kind of experts are needed in order to fulfill
the needed certificates etc.”
“Bureaucracy is a really big problem; different organizations are responsible for

certain matters.”

4.3. Finland

Finland has opened rail freight transport market based on the schedule of the European
Community legislation requirements, which has been the policy definition of the
Parliament of Finland. Thus, Finland deregulated international freight transport within the
European Economic Area in 2003 and domestic freight transport in the beginning of
2007. (European Union, 2009; Ministry of Transport and Communications, 2005;
Mékitalo, 2010) The Finnish rail transport market has not attracted newcomers during the
first three years’ time period, even though competition has been expected, as it decreases
prices and improves productivity. Especially the forest industry is anticipated to be active
in competition. (Hilmola, 2007; Mékitalo, 2009; Saranen, 2009)

According to this study, the main market entry barriers in Finland are acquisition of
rolling stock, getting access to the services owned by the incumbent railway undertaking,
and bureaucracy. Acquisition of rolling stock was seen as a barrier in Sweden and in
Poland, although there is some sort of a second hand market for the stock. In Finland, it is
practically impossible to purchase used railway rolling stock. However, this study found
out a weak signal: Using modified Russian rolling stock would be a good possibility. It is

expected that the incumbent railway company does not promote newcomers, but on the
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contrary. Accessing to the services could be problematic, as the incumbent may prevent
the access. Bureaucracy as an entry barrier refers to all administrative factors, which are
needed to fulfil in order to enter the market. Especially the safety certificate may be more
demanding than the entrant would have guessed before. Following comments from
Delphi panel highlight our general argumentation further:
““Stock is available, but the prices may be daunting.”
“Other monopolistic branches in Europe, e.g. telecommunications, have shown
that new operators are not allowed to enter even at a fair price, and these issues
have been taken to respective special courts. This will be the case in the railway
branch in Finland.”
“The process is tsarist and prevents free competition, the expected planning and

commitment period is too long for customers as well.”

According to the study, there are also other entry barriers in Finnish rail freight transport
market. Recruiting skilled people was seen troubled in Finland, even though it has not
been a difficulty in other countries. Also a lack of railway capacity on certain parts of the
Finnish rail network and long time on market entry was seen a problem. Following
comments were given from panel members:

“The limited number of qualified staff may become a problem.”

“The operator will go for truck traffic, if other parts of the transport chain are

not flexible enough.”

5. Discussion

Polish and Swedish railway freight markets are different, partly because liberalization
process was done during different decades. Sweden started the liberalization process in
1988 and Poland in 2000; first private operators entered the markets in Sweden 1990,

although the access to whole network was granted only in 1996. (Alexandersson &
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Hulten, 2005) The amount of private undertakings increased in Polish railway freight
market in 2003 (Wronka, 2007). However, due to national peculiarities, like the type of
main industries, we can assume the situation would have been the same although
countries would have done the process concurrently. Three examples presented in the
study show that market structure and change may be very different, even though there is

joint European Community legislation behind.

The interviewees’ companies have entered the markets in early stage; vertical integration
and start-ups were the main market entry strategies used. However, the difference
between Sweden and Poland is clearly visible. In Sweden the mainly used market entry
strategy was start-up, whereas Polish operators employed vertical integration. In Sweden
most of the private operators started as novel companies from old SJ; in Poland the main
background before entering railway freight market was in heavy industry (mining,
refinery, or chemical). Other backgrounds presented a minor role. This states the great
difference between the case countries: in Poland the governmentally owned enterprise did
not privatize and enable market possibilities for new operators. In Sweden SJ decided to
open business opportunities for new start-ups in the network areas, which were
unprofitable for SJ. At the same time, situation describes the countries’ industrialization:
In Sweden the main industries include pulp, timber, paper and steel, which transport is

outsourced to railway operators.

Exogenous barriers, acquiring rolling stock, investments and bureaucracy, are seen as
major barriers to entry in all three countries in question. However, countries involved
have some special characteristics. Table 3 presents the number of answers stated by the

interviewees per factor.
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Table 3. Barriers to entry in Poland and Sweden (sum frequency from all

conducted interviews per country).

Barriers to entry Poland Sweden
Locomatives / rolling stock 5 4
Investments 4 3
Network capacity 1 2
Bureaucracy 3 5
Knowledge 1 0
Competition 1 0
Finding customer 0 1
Stations + areas nearby 0 1

Swedish operators stated respectively bureaucracy, rolling stock and investments as main
barriers to entry. In Poland railway undertakings stated same three topics, but in different
order: Rolling stock acquisition was seen as a major entry barrier, followed by
investments and bureaucracy. In Finland, rolling stock acquisition, accessing the services
and bureaucracy were noted as major barriers. In all countries bureaucracy associated to
needed paper work: Great number of needed documents and certificates was surprising.
Title “bureaucracy” included also the entry process, which was seen long and exhausting.
Although persons had decades experience on the market, process was seen impossible
without the help from consultants and experts. The fact Swedish operators saw
bureaucracy as a bigger problem than Polish counterparts might be courtesy of the
western business style: In western countries people are not used to deal with a lot of
paper work; in eastern parts countless needed documents, stamps and signatures are
ordinary. This might conclude the fact that Polish operators saw bureaucracy only as the

third biggest barrier, after rolling stock and investments.

The main reason why rolling stock was seen an entry barrier lies in availability of rolling

stock and the price of locomotives and wagons. Although, wagons are not expensive
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when bought individually, generally operators need to buy bigger fleets at once, which
increase the needed investments. Due to the fact that locomotives are extremely
expensive, normally new entrants do not have required financing to buy new units;
railway undertakings prefer second hand locomotives. Although, the governmentally
owned operator in Sweden sold old locomotives to private undertakings, in order to
satisfy the demand operators had to buy second hand locomotives from countries like
Germany, Austria and Denmark. Polish railway undertakings have acquired rolling stock
from Romania, Czech Republic and even from Morocco. The need for foreign
locomotives is greater in Poland, arising from the fact the incumbent do not sell old
locomotives to private undertakings, although there are hundreds of locomotives unused.
This might explain why rolling stock and especially locomotives were noted as major
entry barrier in Poland and Finland, which has a lack of second hand market due to the

different track gauge compared to the most of the European Union Member States.

6. Conclusions

This study has provided insights into the railway freight markets’ situation after the
deregulation process in three countries, namely in Sweden, Poland and Finland. The main
purpose of the study was to research the main barriers to entry and market entry strategies
utilized by the new entrants. The main barriers to entry were identified and used market
entry strategies were discussed. Results were approached on country basis, followed by a

comparison between countries concerned.

Various reasons affect on the market entry process. Country’s national peculiarities, in
connection with the types of main industries, history, working culture and location have a
significant influence on the process. In Sweden, which presents in this study a Western
European country, the main market entry strategy utilized was start-up. The Swedish
National Railway operator noted that some short-lines were unprofitable; therefore after

the deregulation process, company decided to divest some of these lines. This enabled
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company’s old employees to establish new railway undertakings. However, in Poland the
situation was remarkable different. Poland, representing Eastern European country, the
novel railway undertakings were mainly utilizing the strategy of vertical integration.
Poland is a producer of heavy industry products like coal and iron, which are mainly
transported by rail. Since market was liberalized, many mining companies decided to
establish an own transport company. Main reason might stand at European Union
legislation: according to second Railway Package, only a company which main industry
is railway transport can operate as a railway undertaking. Therefore, research states the
mainly used market entry strategies were start-ups and vertical integration, differing
between case countries. Finland is a peculiar example from the rail transport
competition’s point of view. Finland is among the few countries, which do not have
intramodal competition. However, this study has shown that entry barriers in Finland are
remarkably high.

This research states the main barriers to entry confronted by the railway undertakings in
Sweden, Poland and Finland were exogenous by nature: acquiring rolling stock,
bureaucracy and needed investments. Worth mentioning is their amplitude: all
interviewees in Sweden and Poland mentioned several barriers, and no one thought
market entry was easy. Therefore, before entering the market company should
disentangle, where the rolling stock could be acquired. According to results, the main
problem is rolling stock, especially locomotives, due to availability and needed
investments. Bureaucracy has surprised many undertakings; therefore entrant should
familiarize with the documents in early stage and consider using a railway expert. Worth
mentioning is time to market: due to great number of needed documents, petition
proceedings might surprise the candidates. Also access to services may be a great barrier
if there is a need for a competitor to use incumbent railway undertakings’ facilities.
However, the minor barriers to entry should not be elided. Network capacity, market
knowledge, competition, finding a customer and availability of loading areas were

mentioned. Naturally the market entry barriers vary between countries; therefore national
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peculiarities should be perceived. We can conclude that Finnish rail freight transport
market resembles a combination of Swedish and Polish market. Finland’s industrial
setting and business culture reminds of Sweden, but the slow transport policy changes
and strong position of the incumbent railway undertaking is more similar to Poland. It
seems that due to the remarkable high market entry barriers and incumbent dominance
the market remains unchanging. However, it is expected that the market shall change

slowly.

This paper has an important value for policy makers and practitioners, as this study has
underlined the main market entry barriers in three European Union Member States. It is
alarming that bureaucracy and governmental office related duties are seen as one major
market entry barrier. Particularly as the European Union transport policy aims to increase
the competitiveness of railway transport services and competition between railway
undertakings. Governmental offices should be and are expected to be active, more
customer-friendly and quick, instead of the passiveness they have shown so far, like
Mékitalo (2007) puts it. Based on this research work, it could be doubted, if the
governments are doing utmost in order to create a level playing field. At least this is how
it seems to newcomers and those who consider starting railway business. Therefore, the
EU level transport policy goals should be clearer and needed actions on national level
well defined. It could be concluded that governments of Poland and Finland could be
more active in transport policy actions in order to make railway transport market equal
and transparent. These study results are important for practitioners, as based on the
results, it is possible to see what kind of the market entry process is like and what to

expect.

Due to the fact research concentrated on market-based view, it would be interesting to see
how the results would differ, if resource-based view would be utilized. Additionally, in-

depth study concentrating on certain types of companies, for example challengers in
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Poland, could provide interesting perspective to railway freight market. Additionally,

more extensive research on the same market areas could provide even more information.
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1 Introduction

Transport market has confronted various modifications during the last decades.
Globalisation has increased the demand towards more specialised transport systems
(Lintukangas, 2011). Outsourcing has become commonplace; according to Hilmola and
Tan (2010), transportation functions are typical ones to be outsourced. Countries’ equity
ratio cannot ensure all requisite products, which sets pressure on transport. Transport has
become one of the cornerstones in economy; in today’s society everyone is directly or
indirectly under the leverage of transport (Kingham et al., 2001; Quinet and Vickerman,
2004). The changes will continue in the future. Increased transport volumes in sea and
road transport, new sulphur regulations for example in the Baltic Sea area and other
changes are putting a lot of pressure on the transport market environment. Therefore
special attention has been paid on transport modes, which are noted less polluting, such
as inland waterway and railway (EU, 2010). Although railway transport has recently
stimulated interest due to its environment friendly nature, the transport mode has been
under endless discussions during the last few decades. This is due to the fact that
deregulation process has grabbed researchers’ interest worldwide (see for example
Alexandersson, 2009; Alexandersson and Hulten, 2008; Hilmola et al., 2007; Jensen and
Stelling, 2007; Laisi et al., 2012; Ludvigsen and Osland, 2009; Mékitalo, 2007; Nash,
2011; Szekely, 2009a; Woodburn, 2007). According to Pittman (2007), already decades
ago economists realised the effeteness in the traditional mode of government regulation,
and therefore commenced to seek ways to replace regulated monopoly with competition.

However, all nations have not interfaced with this trend, but still have completely or
partly regulated railway freight market. One of these countries is Russia, which has a
long tradition in railway industry. The first railway was introduced in 1700s, and the first
steam locomotives were built in 1833-1835 (Haywood, 1969). Since, the market has
expanded to enormous dimensions. Today the Russian Railways Company (Rossiiskie
Zheleznyie Dorogi, RZD) employs over 976,000 people and owns and operates 85,200
track kilometres, covering all Russia’s nine time zones (RZD, 2012). Russia is the
world’s largest country with 17,098,242 square kilometres (which is approximately
1.8 times the size of the USA). Country has a wide range of natural resources, including
natural gas, coal, timber and many strategic minerals; in addition, Russia is the world’s
second biggest oil producer after Saudi-Arabia. Russia has the second longest railway
network in the world, after the USA (CIA, 2012). Although country has total 982,000 km
of roads, aside the Trans-Siberian railway the east-west land transport is underdeveloped
(CIA, 2012; Lotspeich, 2006). According to logistics performance index (Arvis et al.,
2012), Russia is lacking behind in overall figures: Russia’s result is 2.58 (95 place),
whereas China ranks 3.52 (26 place) and the USA 3.93 (9 place). However, when total
figures are fragmented, railways in Russia are noted to have high level in infrastructure.
According to the Global Competitiveness Report (World Economic Forum, 2009), it is
the only factor having competitive advantage: railway infrastructure is ranked 33,
whereas road is 118 and port 87.

Railway offers the shortest transport route from Asia to Europe: by using
Trans-Siberian Railway, the distance from Japan to Helsinki decreases by an impressive
58% (Hilletofth et al., 2007). In order to strengthen the railways share, RZD introduced in
October 2007 a national strategy for long-term railway development. The strategy
continues till year 2030; one of the main intentions is to construct 20,700 km new line
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and upgrade 13,800 km for heavy axle loads (Lukov, 2009; Railway Gazette
International, 2009b). Furthermore, the mainstream development objectives for Russian
railway market are fulfilling the needs of niche markets by utilising high technology
innovations and manufacture specialised wagons. In addition, rolling stocks’ cost
parameters need to be upgraded. Therefore, one of the main targets is to design and
manufacture diesel locomotives with improved economic and environmental safety
parameters (Belousov et al., 2008).

All these factors strengthen Russia’s position as one of the economic superpowers in
the world. Therefore, Russia has a lot to offer also for international companies. Due to
Russia’s significant natural resources, the amount of freight export is expected to grow in
the future (RZD Partner International, 2009). As railway is the main transport mode of
resource, it provides business opportunities for international companies (CIA, 2012). As
the attitude towards foreign companies becomes positive, possibilities to enter the market
increase. According to Lukov (2009), RZD’s main intention is to attract freight to the
railway. Therefore, RZD does not fear competition. On the contrary, strengthening the
railway network ensures significant improvement in transport provision in many regions
(Railway Gazette International, 2009b).

Although Russian railway freight market is rather widely studied in Russian journals,
the number of publications in English is scarce. This paper tries to tackle the situation by
introducing the uniqueness of the world’s largest country’s main transport mode, railway.
As Russian railway market is living the era of transformation, future might provide
interesting business opportunities for international companies. Although market’s
2,000 operators are mainly small-scale companies leasing and owning dozen wagons,
some international operators are doing rather well. Especially Finnish companies have
entered the market decades ago, understandably due to close cooperation between
Finland and Russia. Therefore, examples of international companies operating in the
engrossing market do exist. However, Russia is different from Europe, which might
hinder the process for new-comers. Therefore, understanding the Russian market is a key
to success. The objective of this study was to examine the special characteristics of
Russian railway freight market and provide further information for academia as well as
practitioners concerning this absorbing country. The study familiarised with the
secondary data and brought it to empirical level by investigating experts’ opinions
holding various positions in railway industry. The main purpose was to clarify the
Russian railway freight market’s national peculiarities and evaluate the market operators’
viewpoints. The intention was also to define how to augment business opportunities in
railway freight market in Eurasia. By developing the study’s main objective, research
questions were developed. The main research question was followed by sub-questions,
providing the required data to support the research purposes. Therefore, the main research
question of this study is: What are the main market peculiarities in Russian railway
freight market? Furthermore, two sub-questions were developed: How to boost business
opportunities in railway freight industry? And particularly: How to enhance European
railway freight companies’ business opportunities in Russia? We were especially
interested to gather genuine data by interviewing various actors in the railway market.

This paper is structured as follows: In Section 2 we review the Russian railway
freight market and adduce the divergence noted in the literature. In the following
Section 3 research methodology is being introduced; in order to gather genuine data,
various actors in connection with railway market were interviewed. Empirical part in
Section 4 reports research findings and describes the market situation from the various
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actors’ point of view. The findings are discussed in Section 5, where Russian railway
freight market is seen to have several national peculiarities. Section 6 concludes our
work, and suggests areas for further research in the topic area.

2 Literature review

Although transport sector overall has confronted various alterations during the last
decades, one of the most significant changes has been transport deregulation. The process
was started in the USA in 1978 when the Airline Deregulation Act was introduced. The
Act withdrew price and entry restrictions which had dominated the industry since 1938
(Lehn, 2002; Winston, 1993). The deregulation progression continued in the USA in
1980, when railway and road transport were deregulated by Staggers Rail Act and the
Motor Carrier Act, respectively (Jahanshahi, 1998; Lafontaine and Malaguzzi, 2005;
Winston, 1993). The trend diffused apace worldwide; for example Japanese National
Railway (JNR) was privatised in 1987, when the company was divided into one freight
and six passenger companies (Matsumoto, 2007). In Europe the first countries to
deregulate the railway freight markets were the UK, Sweden and Germany (Jahanshahi,
1998). The situation in whole European Union changed in the beginning of 2007, when
the member countries had to deregulate the railway freight markets due to European
Union legislative demands.

Even though worldwide railway transport market has been widely studied (see for
example, Alexandersson, 2009; Anttila and Wallin, 2010; Currie and Delbosc, 2011;
Dell’Olio et al., 2011; Grdzelishvili and Sathre, 2011; Hsu et al., 2010; Ieda et al., 2001;
Laisi, 2011; Laisi et al., 2012), Russian railway sector has not intrigued researchers. This
is rather interesting, since Russia belongs to world’s greatest railway countries, as the
annual number of passengers reaches 948 million (in 2010), and in freight sector 85% of
total freight is transported by rail (excluding pipelines) (Globaltrans, 2012; Rosstat,
2011). Already in 1917 railway was politically and economically the most important
industry in Russia. Railway was the lifeline of Russian army, sometimes the only
transport possibility between the cities and the backbone of delivering raw materials and
industrial goods (Rosenberg, 1981). In order to develop the country’s backbone, the
Russian railway market has confronted significant structural changes during the last
decade (see for example, Friebel et al., 2007). In 2001, the Ministry of Railways launched
comprehensive three-stage Railway Structural Reform Programme, which was developed
in cooperation with the government and published on May 18, 2001 as Decree No. 384
(RZD, 2012). The first stage (2001-2002) of the reform divided railway market into
governmental and operational functions. Ministry of Railways was transformed into the
Federal Railway Transport Agency, and the operational functions were transferred to the
Russian Railways Company (Rossiiskie Zheleznyie Dorogi, RZD). The main phases in
the second stage (2003-2005) included establishment of multiple subsidiaries and
phasing out cross-subsidies from freight operations to passenger services (Pittman, 2007;
RZD, 2012). An integral part of Russia’s railway reform process was to separate freight
and passenger operations. However, it has been problematic to achieve, due to high
degree of subsidising; high freight rates and profits have supported the loss-making
passenger services (Broadman, 2000; Railway Gazette International, 2006).
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Phase three’s (2006-2010 and beyond) main objective was to increase competition
(Pittman, 2007; RZD, 2012). Government’s intention was to do this by partially
privatising the Russian Railways. However, sometimes the activities are separated from
the infrastructure operation only in organisational sense; single parent company still owns
the companies. Encouraging competition in such a situation requires the infrastructure
owner to allow entry of third party operators, under the conditions regulated by the
government. In such a situation, infrastructure firm might discriminate the new-comers.
This is often noted in transition and developing economies, due to the fact regulatory
bodies may lack resources and enforcement power to prevent such an occasion to happen.
Such a situation is customary in economies like Russia, where principles of conforming
to law are emergent and tenuous. In that case, vertical integration is seen as a proper
solution; transactions are rather done within-firm than between-firm (Pittman, 2007).
Russia has utilised within-firm model. The reform started in late 2007 when First Freight
Company (FFC) was established. Second step was taken in 2010, when Second Freight
Company (SFC) was formed. According to recent information, RZD signed 217,000
wagons to SFC. When the volume of private rolling stock was added, the entire park of
SFC is predicted to reach 265,000-283,000 wagons in the next few years. In the future,
the volume of FFC’s park is estimated to be 266,000 wagons (Kamalov, 2009; RZD
Partner, 2010; Stupachenko, 2009b; Ushkova, 2009).

Russia is often seen to have influences from various deregulation trends. In the USA,
deregulation was vertically integrated, stating operators owned also infrastructure
(Hilmola and Szekely, 2006). Situation is totally different in Europe; according to
legislative demands of the European Union, infrastructure is separated from operating
bodies, wherefore infrastructure is handled by an own organisation (Laisi, 2009). Japan
can be placed between earlier examples: infrastructure and freight operations are
separated, whereas passenger transport utilises vertical integration (Szekely and Hilmola,
2007). In Russia RZD is responsible for rail network. Although traction is also under
monopoly of RZD, private companies are able to offer wagon leasing services. Numerous
companies have entered the Russian railway freight market; today there are around
2,000 private operators (Grantham, 2008; Kamalov, 2009; Railway Gazette International,
2009a). According to RZD, the major companies do not hinder the competitors’ actions;
RZD hopes this encourages the private operators to consolidate. As a result of
competition, customers are expected to get increased flexibility and improved service
quality (Railway Gazette International, 2009a).

Recent studies have revealed that although countries have common characteristics
(see for example Laisi, 2009; Ludvigsen and Osland, 2009; Mortimer et al., 2009;
Maikitalo, 2007), national peculiarities do exist. The UK’s liberalisation process was
described as short-term failure: railway Infrastructure Company Railtrack failed to
operate the market efficiently, which led to serious problems (Hilletofth et al., 2007,
Szekely, 2009a). In Sweden several railway operators entered the market via short lines,
which were discharged by the incumbent due to their unprofitable nature. However, by
doing some changes new operators were able to make lines profitable (Jensen and
Stelling, 2007; Laisi, 2009). In Poland the incumbent did not sell old rolling stock to
new-entrants, wherefore new operators had to acquire wagons and locomotives from
countries like Romania, Czech Republic and Morocco (Laisi, 2009). In Hungary, the old
incumbents are collaborating against new entrants (Szekely, 2009b). However, it must be
noted that due to European Union’s intention to harmonise the member countries’
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markets, some minor peculiarities might become invisible (RailnetEurope, 2010). Partly
due to unified factors, railway operators are increasing the degree of cross-border
cooperation (Laisi, 2009; Szekely, 2009b). International cooperation is also increasing in
Russia; Russian operators have recently signed agreements with foreign companies. Two
examples are the international agreements between Russian and Finnish and Russia and
German companies. German operator DB Schenker BTT and Russian TransContainer
signed a set of agreements on cooperation in organising container transport between
Europe and Russia. The main objective is to improve the efficiency of container freight
traffic from Europe to Russia and vice versa (RZD Partner International, 2009).
Furthermore, Finnish national railway operator VR and Russian Freight One Company
have established a company called Freight One Scandinavia, which main intention is to
replenish Finnish-Russian railway freight supply and offer more versatile transport
prospects (Freight One Scandinavia, 2012). The main reason behind several joint
agreements with international operators is the future’s changes in Russian railway
market: According to various sources, in few years time RZD owns only a small volume
of wagons; main number of wagons are transferred to possession of new railway
operators (Stupachenko, 2009b).

One of the peculiarities of Russian railway freight market is the tariff system.
Because the Russian Railways is responsible for almost all tractions, a special tariff
system was invented. The Russian government adopted resolution on the regulation and
control of tariffs, charges and fees on railway market. This forms the framework for the
entire system of tariff regulation. (Stupachenko, 2009b) According to RZD (2012),
the main objective is to create competition in the railway market and ensure
non-discriminative access of freight operators to railway services. Tariff consists of three
components which weighting remains roughly stable: 55% covers infrastructure charges,
30% is traction and 15% rolling stock. Therefore, a railway operator who has own rolling
stock fleet pays 85% of the tariff (RZD, 2012). However, changes are expected.
According to Stupachenko (2009a), among innovations is the new tariff system
consisting of six components. This would mean that terminal, transportation and railway
station components would be added to already existing wagon, traction and infrastructure
components. Second interesting issue is the new marginal pricing. Such a system would
allow regulatory body to reduce the rates and therefore respond flexibly to the variable
market. However, this could be only applied to the segments where exist competition.
The third significant change would offer a possibility to establish exclusive rates
(Stupachenko, 2009a).

Although previous crisis hit Russia which naturally affected also the railway freight
market, railway transport reform has had a positive impact (Drobyshevskaya and
Zhavoronkov, 2009). Labour productivity increased by 44% and speed of train services
grew 3%. Furthermore, export arose by 40% (Railway Gazette International, 2009).
Working cost of transportation was reduced by 14%. In future, RZD hopes to see Russia
as a transcontinental land bridge. After all the developments, RZD is looking forward to
near-trebling of transit traffic, 23% increase in the average speed of freight trains and
3.5 times faster container services. The main intention is to lower transportation costs for
manufacturers by increasing speed and reliability: this improves Russian products’
cost-effectiveness and increases the competitiveness (Railway Gazette International,
2009b).
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3 Research methodology

Eisenhardt (1989) recommends using qualitative case analysis in information gathering,
when research provides novel data. The research method is widely chosen when studying
an aggregate which is not yet extensively studied, as among the main objectives is to
understand the theme ((Hirsjarvi et al., 2009; Jarratt, 1996). This study gathered
information by semi-structured theme interviews. Theme interview was introduced
by Merton, Fiske and Kendall in their book called The Focused Interview in 1956
(Merton et al., 1956). Theme interview is a combination of open and structured interview;
attention of the interview is rather on particular themes than individual questions.
Although the themes discussed are known, certain order and strict form of questions is
missing. Therefore, the interview can process based on the discussions rather than strict
order of questions. Same themes are repeated in each interview meeting. Order of the
themes can be changed, and it can lead to wider responses from interviewees. Theme
interviews have been used commonly in business economics research during the last
decades (Hirsjérvi and Hurme, 2010; Koskinen et al., 2005). Altogether the questionnaire
introduced five themes:

1  company background

entering the markets

2

3 infrastructure
4 Russian railway freight market
5

European Union.

Due to lack of earlier first-hand data in the field of study, objective was to gain
viewpoints from grass-root level by interviewing experts operating in Russian railway
freight market. The target was to compare the gathered information with earlier data, and
explore whether the primary data confirms the results. Due to extensive size of the
chosen market (number of operators is almost 2000), a diverse interviewee base was
chosen. The main operators were identified from few sources (for example INFOline,
2012). In Russia the operators are often divided into four groups depending on the
number of owned wagons, and the intention was to interview at least few actors from
each group. Furthermore, as Finnish companies have gained ground in the Russian
market (both as operators as well as customers utilising railway companies’ services),
few Finnish companies were included in the sample. The contact letter was sent to
20 companies operating or doing business in the market. Contact letter presented the
research and explained the backgrounds. If no answer was received within a week’s time,
companies were contacted by phone. Once the interview time was agreed, the
questionnaire was sent in order to give some time to prepare for the interview. All
interviews were recorded and transcribed, where after summaries were sent to
interviewees for revision. This ascertained the research reliability and eliminated the
possibility for human errors, mainly misunderstandings. After all interviewees were met,
results were gathered by confirming the anonymity. Available data was carefully
evaluated. Few companies gave additional information via e-mail, which enabled us to
gather data concerning the main research themes from all respondents. Altogether were
met nine persons from seven different companies or organisations. Among the
participants were representatives from Railway University, Finnish and Russian national
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operators, one big scale operator, two smaller wagon leasing companies and a
representative from one of the largest customer base, forest industry. All interviews were
done in 2010.

4 Empirical research results

Russian railway freight market has undergone significant transformation. The reform
programme was launched in 2001, which led to total reorganisation of the industry. The
main objective of first phase was to divide the market to governmental and operational
functions. This ended in establishing Russian Railways, RZD. Although RZD has a
monopoly in traction services, companies transporting own cargo (for example mining
and oil companies) as well as operators leasing wagons entered the market. Currently the
market has around 2,000 operators. One of the reasons for such a great number of
operating companies is Reform Programme’s second and third phases, which
concentrated on establishing subsidiaries (II phase) and increasing competition
(III phase). Often this massive amount of companies is grouped into four groups, based
on the number of owned wagons. The first group includes governmentally owned
operators, which own more than 100,000 wagons. Into the second group belong the
significant players, having more than 10,000 wagons. Third group consists of companies
possessing 1,000—4,000 wagons, while the last group participants have fewer, normally
few dozen wagons.

Although harmonisation and internationalisation is increasing the affinity of different
countries’ railway markets, peculiarities emerge. This is also the case in Russia.
Figure 1 illustrates the peculiarities which were unfolded during the interviews.

Figure 1 Russian railway freight market’s peculiarities, number of answers (see online version
for colours)

Close linkage with politics

Importance of personal relations

Amount of operators

Railway tariffs complexity

Size

Functionality

Despite the international share of Russian railway market has increased, various national
characteristics were unfolded. As the main peculiarity emerged the importance of
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personal relations. According to all interviewees, close relationships ensure smooth
functions in the market. This concerns all functionalities: Needed documents, rolling
stock repair and arrangement of traction. Good relations are gained via decade’s
cooperation and personal connections to old colleagues. Another theme which unfolded
several times is the railway freight market’s linkage with politics. As many of the
interviewees stated: “Railway market is ‘country in country’ or ‘state in state’”. This is
due to market’s size and importance of RZD. Size was also mentioned few times as a
peculiarity. Other themes were mentioned individually. Functionality reflects the
market’s operations: Although temperature might be —50°C degrees, rail network is
operating. Large amount of operators and railway tariff’s complexity were also noted as
national peculiarities.

Even though tariff system was only mentioned once as a peculiarity, several
interviewees wanted to highlight its exceptional nature. Basically, interviewees had two
different opinions concerning the system: Either they thought it is really good and well
functioning backbone of the railway market, or they noted some other way to organise
the pricing functions would be more suitable. The tariff system was often compared with
the European, mainly Finnish way. According to several respondents, Russian way is
better because tariff is transparent and parties involved have all needed information how
the rates are calculated. The Finnish way was noted deficient, due to companies’
obligation to maintain secrecy. In such a system rates are unknown, which might create
tension between the actors. However, the situation was also seen vice versa: Russian way
was noted inflexible, because if operators do not accept the tariff rate, there is room for
negotiations only in few, exceptional cases. The Finnish way was noted flexible: If offer
is rejected, a new offer is given soon.

Generally the Russian railway market is functioning well, and the importance of
customer service has become more important. Russian clientele was regarded really
demanding, wherefore some companies utilise customer service as competitive weapon.
Customers have become more price-conscious during the last years, and they want to
invest in good and accurate service. This reflects the operators’ personnel: According to
this research, employees often have academic degree from railway universities, and have
decades working experience. Hereby operators ascertain the high level of both tacit and
explicit knowledge. This is especially important while the level of intermodal and
intramodal competition is growing in Russia. Road transport was highlighted as the main
competitor, due to its flexible nature. In addition, inland waterways were noted. Due to
country’s location, sea transport was noted as a competitor only in transport to / from Far
East. Although market has around 2,000 operators, due to the fact generality of those are
small companies operating dozen wagons, intramodal competition is regarded to occur
only between the larger actors. Despite the fact that intrinsic rivalry do exist, cooperation
between the market players was considered close. However, although RZD was
acknowledged for its good cooperation with other market actors, some observed
cooperation inside RZD is lagging behind.

Although Russian railway freight market was seen challenging, according to this
research it proffers several possibilities for new railway operators, also international
companies. Acquiring an existing railway company was remarked as the best way to
enter the market. By utilising this method, new entrant would gain not only the rolling
stock, but also the explicit and tacit knowledge, which were noted important in this
inconsistent market. Especially an operator serving a small niche could have chances to
become successful. However, market is undergoing a transformation, wherefore future is
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unknown. Due to unstable situation, operators are analysing the situation on weekly
basis, verifying the actions are best available alternatives. Although operators are having
international relations on an increasingly basis, according to participants the Russian
railway freight market will not attain European Union’s level of deregulation and
harmonisation during the next decade.

5 Discussion

Even though the awareness of internationalisation and harmonisation have increased
due to globalisation, countries still have own characteristics. This concerns also the
railway transport market; according to previous researches (see for example, Hilletofth
et al., 2007; Jensen and Stelling, 2007; Laisi, 2009; Szekely, 2009a) such matters
can relate to subjects like liberalisation process overall, way the new entrants come to
market or purchasing of rolling stock. In Russia the emerged matters are divergent;
the main peculiarity is importance of personal relations. This together with second
largest speciality, close linkage with politics might result from history. ‘State in state’
and ‘country in country’ utterances delineate the picture: Railway market frames an
own entity. Rail network is the lifeline of the Russian Federation: By railway can be
travelled to places, which cannot be reached by any other land transport mode. This
might explain why the amount of English literature is limited. However, Russia is
internationalising annually, proffering an interesting market for international companies.
Nonetheless, one must keep in mind the Soviet Union collapsed only two decades ago,
creating various national peculiarities which must be recognised before entering the
market.

Although the relevance of relationships in Russia is widely known, according to this
research it is one of the cornerstones in the business. Certainly business can be done
externally, but this hinders the actions. More documents are needed, wagon repair takes
longer time and it is harder to organise unloading times. Therefore, due to the
introspective nature of the market, most profitable way to enter is to acquire an existing
railway company. In this case, in addition to gaining a wagon fleet, purchaser derives
explicit and tacit knowledge, which are noted as precious factors in such a versatile
market. Furthermore, market’s size creates problems. Operators rarely have steady
transporting clientele around the country, wherefore wagons might end up to destinations
where no return cargo is available. Returning empty wagons was noted one of the key
questions in the industry: Cost-effectiveness is vital in order to keep the business alive.
Russian customer-base is demanding and cost-awareness has increased. This might be
partially due to railway tariff system, which enables all market actors to be cognisant of
the current price level. In other countries the situation is mainly different: Due to secrecy,
all rates are unknown which increases the market tension. Both alternatives have
supporters: Russian tariff system is regarded easy and interesting due to its open nature,
whereas the European system is noted unfair. Vice versa, some prefer the European way
where all contracts are negotiable. Offer can be rejected, where after a new offer is
presented. In Russia it is not possible to transport cargo by rail if tariff rates are not
accepted.

Russian railway freight market has confronted significant structural changes (see for
example, Friebel et al., 2007) and industry believes in better future (Railway Gazette
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International, 2009b). Earlier given statements have become reality, which boost
companies’ expectations. The establishment of First Freight Company and Second
Freight Company have affected the market (RZD Partner, 2010; Stupachenko, 2009b;
Ushkova, 2009) and made it more open for other operators to start to provide wagon
leasing services. Although the number of larger-scale operators is minor when compared
to market’s number of total operators (around 2,000), companies have strong believe in
better future. Due to the fact that Russian market, especially in larger cities, is
internationalising, the market entry for foreign companies is easier. However, companies
should keep in mind that close cooperation is essential to get the wheels turning,
wherefore employing persons familiar with the railway market in Russia can facilitate the
process. However, the variable market situation creates an interesting interstice for
international companies.

6 Conclusions

This study has provided insights into the Russian railway freight market. The main
purpose of the study was to scrutinise the main national peculiarities, and to evaluate how
the business opportunities could be boost in the market. Study also evaluated how the
European companies’ possibilities to enter the market could be enhanced. The Reform
Programme of Russian railway sector was illustrated and emerged national characteristics
were discussed.

Russian railway freight market has undergone a significant transformation. The
process started already a decade ago and various issues have been tackled, but the
progression is still going on. Therefore, no one knows what will happen in the future, for
example when the traction market which is still under governance of RZD will be
liberalised. Meanwhile, the market can be scrutinised and analysed, which increases the
knowledge. By understanding the market’s way of functionality and main peculiarities
the forthcoming is easier to confront. This was the main objective in this paper. Russian
railway freight market was evaluated via literature review, where after genuine data was
gathered by interviewing representatives from the market. By including various types of
actors, research was able to unfold a versatile picture about the market. As the main
market peculiarities were ensued the importance of personal relations and the close
linkage between politics and railway freight market. Furthermore, the size of country as
well as traction and tariff system can be noted as especial characteristics.

Internationalisation is increasing also in this nuanced country, which was often seen
as suspicious and even parlous. However, time has changed: Today Russia offers plenty
of business opportunities for railway operators. Acquiring an existing railway operator
was regarded to offer most straightforward way to enter the market, due to already
existing rolling stock and tacit and explicit knowledge. The best way to boost the
business opportunities is to establish close relationships with locals, and create good
cooperation. Without having good knowledge about the market, creating a successful
business might be hard. Furthermore, the pre-eminent way to enhance European
companies’ business opportunities in Russia is to make alliances with Russian
counterparts. RZD and other Russian companies are actively seeking for further partners
for cooperation, which might provide interesting future prospects. Although the railway
transport in Europe might increase, the volumes in Russia are totally different. As
international transport corridors are developing, functional connections from Russia to



National peculiarities in Russian railway freight market 713

Europe might become reality. International Maritime Organization’s sulphur regulations
might change the whole transport environment in 2015, because the sea transport will
confront significant increases in expenditures. This might increase the utilisation of
railway transport and open up totally new possibilities to European railway companies;
anyhow, Russia’s increasing volumes need to be transported somehow to Russia.
Railway is an environmentally friendly transport mode, which is also recommended by
the European Union. Once similar attitude is taken in Russia, whole railway transport
sector might encounter great future.

This paper has an important value for academia as well as practitioners. The market
has been scarcely studied in English literature, and previous works have mainly
concentrated on literature analyses. Paper tackles this gap by introducing viewpoints of
various market actors, who have extensive knowledge from the market. Furthermore, by
adding standpoints of few Finnish companies’ representatives highlight how the
Europeans see the market. Paper provides novel data for companies who consider
entering Russian railway industry, as well as European policy makers by introducing the
market. Although railway transport and especially deregulation has attracted researchers
worldwide, only few have tackled the Russian environment. This should be changed, as
market is totally exceptional when compared to other ones, for example European
counterparts.

When sieving through the results, few limitations should be kept in mind. Although
research sample consisted of various types of organisations and market actors, their
sentiment might not represent the whole market’s thoughts. All interviewed professionals
were located in St. Petersburg or Moscow, no Siberian or other organisations from distant
locations were included. This might affect on certain factors. Majority of the standpoints
were given by one person. Due to the fact all interviewees were males and managers or in
such a position, this might have an effect on the results. Based on these limitations, in the
future it would be interesting to evaluate a larger sample. By including actors from other
countries operating with Russia could unfold new insights. Additionally, by interviewing
more representatives from all different wagon owner as well as customer types could
adduce more versatile information. Finally, because the market is now in transition
process, study should be repeated in few years’ time.
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1 Introduction

Railway freight market has confronted various changes during the last decades. Among
the most significant modifications has been market deregulation, which has attracted
researchers worldwide (see for example, Hilmola et al., 2007; Jensen and Stelling, 2007;
Ludvigsen and Osland, 2009; Maikitalo, 2007; Szekely, 2009a; Woodburn, 2007).
Already decades ago economists realised the effeteness in the traditional mode of
government regulation, and commenced to seek ways to replace regulated monopoly with
competition (Pittman, 2007). However, all countries have not interfaced with this trend,
but have still completely or partly regulated railway freight market. One of these
countries is Russia, which has a long tradition in railway industry. The first railway was
introduced in 1700s, and the first steam locomotives were built in 1833—-1835 (Haywood,
1969). Since, the market has expanded to enormous dimensions. Today the Russian
Railways Company (Rossiiskie Zheleznyie Dorogi, RZD) employs over 976,000 people
and owns and operates 85,200 track kilometres, covering Russia’s all nine time zones.
(RZD, 2012a)

When considering the development of railway deregulation, the USA was the first
country to deregulate the railway market in 1980 via the Staggers Rail Act (Jahanshahi,
1998). Few European countries followed the path in late 1980s; however, the main trend
of deregulation achieved the European Union in the early 1990s. Behind the scheme of
things was the remark, that in order to guarantee the free movement of goods, the mindset
should be extended to transport activities. The first steps towards deregulation were taken
via Directive 91/440 and White Papers published in 1992 and 1996. Railway Packages
introduced in 2001 (First Railway Package) and 2004 (Second Railway Package)
continued the path towards the railway freight market deregulation: The European
Parliament achieved a decision in 2004 to deregulate the European Union railway freight
market on 1st January 2007 (Directive 91/440/EEC, 1991; European Union, 2012; White
Paper, 1996). The regulatory changes have sustained via Third Railway Package
(Commission of the European Communities, 2004), which main intention was to
deregulate the international passenger transport in the European Union. The Directive got
legal force on st January 2010, which opened the cross-border passenger rail markets.
Although various countries have also liberalised the national passenger market, European
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Union has not set a directive influencing on national level (CER, 2012; Commission of
the European Communities, 2004). However, railway sector holds very important role in
the strategic long-term visions and plans. In the circumstances of reducing oil
dependency and emissions radically by year 2050, the transportation will nearly solely lie
on the wider use of railway sector (as well as inland waterways where the transport mode
is available).

Russia is often regarded to have influences from various deregulation trends. In the
USA, deregulation was vertically integrated, stating operators owned also the
infrastructure (Hilmola and Szekely, 2006). Situation is totally different in Europe,
because based on the European Union’s legislative demands, infrastructure is separated
from operations and infrastructure is handled by an own organisation (Laisi, 2009). Japan
can be placed between earlier examples: infrastructure and freight operations are
separated, whereas passenger transport utilises vertical integration (Szekely and Hilmola,
2007). Although traction is still under monopoly in Russia, private companies are able to
offer wagon leasing services. Numerous companies have entered the Russian railway
freight market; currently there are around 2,000 private operators (Grantham, 2008;
Kamalov, 2009; Railway Gazette International, 2009a). According to RZD, the major
companies are not intended to hinder the competitors’ actions; RZD hopes this
encourages the private operators to consolidate. As a result of competition, customers are
expected to get increased flexibility and improved service quality (Railway Gazette
International, 2009a).

After China joined the World Trade Organization (WTO) in 2001, Russia remained
the largest nation without the membership (Rutherford and Tarr, 2010; Zhao and Wang,
2009). The situation changed in August 2012 once Russia gained the membership after
17 years’ negotiations (WTO, 2012). Various studies have estimated the possible
influences the membership would have (see for example, Balding, 2010; Aslund, 2010).
The main estimations have evaluated that the full membership might increase Russia’s
involvement in the world trade, improve the overall investment environment and develop
the market of transport services. However, Ernst & Young (2012) estimated the
membership will increase the railway transports volumes of production by 0.24%, while
the other transport modes will decline: road, 0.03%; pipeline, 0.31%; sea, 2.37; and air
2.41%. Because the WTO membership is expected to change especially the market
environment in railway transport, it is essential to understand the characteristics of the
Russian railway freight market. Furthermore, the market is not widely studied in English
literature. According to studies, a lot of information is available in Russian. Therefore,
there exists a lack of English data concerning the world’s largest country’s main transport
mode, railway. As Russian railway market is living the era of transformation, future
might provide interesting business opportunities for international companies. Although
market’s 2,000 operators are mainly small companies leasing and owning dozen wagons,
some international operators are doing rather well. Especially Finnish companies have
entered the market decades ago, understandably due to close cooperation between
Finland and Russia. Therefore, examples of international companies operating in the
engrossing market do exist. However, Russia is different from Europe, which might
locate problems for newcomers. Therefore, understanding the Russian market is a key to
success. This paper tries to tackle the gap. The objective was to examine the confronted
market entry barriers and the special characteristics of Russian railway freight market.
The study familiarised with the secondary data and brought it to empirical level by



344 M. Laisi and Y. Panova

investigating experts’ opinions holding various positions in railway industry. The main
purpose was to clarify the Russian railway freight market’s national peculiarities and
evaluate the market operators’ viewpoints. The aim was also to define the future
possibilities and discuss the changes which are expected to happen in few years time. By
developing the study’s main objective, research questions were developed. The main
research question was followed by sub-questions, providing the required data to support
the research purposes. Therefore, the main research question of this study is:

e How the deregulation has proceeded in Russian railway freight market?
Furthermore, two sub-questions were developed:

e  What have been the major market entry barriers when entering the Russian railway
market?

e  What are the main national peculiarities in Russian railway market?

This paper is structured as follows: In Section 2 the process of deregulation in Russian
railway freight market is reviewed. In the following Section 3 research methodology is
being introduced; in order to gather genuine data, various actors in connection with
railway market were interviewed. Empirical part in Section 4 reports research findings
and describes the market situation from the various actors’ point of view. The findings
are discussed in Section 5, where Russian railway freight market is seen to have several
national peculiarities. Furthermore, the theoretical and practical implications are
discussed. Section 6 concludes the study, and suggests areas for further research.

2 Literature review

Transport is vital industry for Russia (see for example, Hilmola et al., 2010;
Korovyakovsky and Panova, 2011). Especially important is the role of railway market;
Pittman (2011, p.2) notes “The Russian economy relies on the Russian freight railways to
an extraordinary degree.” The history of Russian railway market dates back to 1700s,
when the first tramway was built by and for the mining industry. However, as the
beginning of railway era has often been stated 1830s. The first steam engines were built
by E.A. Cherepanov and his son M.E. Cherepanov in 1833—1835, and outside the mining
and metallurgical industries the first railway connection started passenger operations
between St. Petersburg and Tsarskoye Selo in 1837 (Fink, 1991; Haywood, 1969; RZD,
2012b). The construction and operation of railway ‘Tsarskoye Selo’ gave invaluable
experience for the creation of the next ‘Nikolaevskaya’ railway between St. Petersburg
and Moscow which celebrated its 165 anniversary in 2011 (RZD, 2012b). The opening of
St. Petersburg-Moscow railway connection marked the start for building the Russian
railways network of national importance during the following centuries. Already in 1917
railway was politically and economically the most important industry in Russia. Railway
was the lifeline of Russian army, sometimes the only transport possibility between the
cities and the backbone of delivering raw materials and industrial goods. (Rosenberg,
1981).

At the beginning of 20th century after the formation of the Union of Soviet Socialist
Republics (USSR), the Soviet Railways started the history in 1922. Their work was
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discontinued with the collapse of the Soviet Union in December 1991. During the
collapse length of Russian railway network fell by 78,500 kilometres that were departed
to the former republics (RZD, 2012h). The sharp decline in traffic was the result of a
general economic collapse, which deprived the railways real volumes of freight traffic
(RZD, 2012h). Therefore, on 26th December 1991, the new government of the Russian
Federation adopted the Resolution called ‘About urgent measures for the stabilisation of
the Russian railways, and social support for the employees in 1992°. As part of the
Russian Government, the Ministry of Railways was formed on 20th January 1992, in
order to operate the railways within the Russian Federation (RZD, 2012c). At that time,
Ministry of Russian Railways was like other natural monopolies (e.g., Gazprom, The
Unified Energy System RAO UES), that accounted for a huge non-market sector of the
Russian economy (Korotkevich, 2004). According to the Federal Law No. 147 ‘About
natural monopolies’ given on 17th August 1995 (Garant, 2012), a natural monopoly
means the state of commodity market, where the demand is more efficient to meet in the
absence of competition due to technological peculiarities of production (e.g., the
substantial reduction in production costs per unit by increasing the volume of
production). Goods that are made by entities of natural monopoly cannot be replaced by
other goods, and therefore the demand for these goods is less dependent on changes in
prices. Yavlinsky (2005) defines natural monopolies as the government agencies that
have economic activity in areas where private market organisation of such activities is
either impossible or leads to prohibitively high costs of production. Natural monopolies,
which inherited huge assets from the Soviet period, control the financial flows that are
comparable to the large articles of the federal budget. That is why the legality and
effectiveness of the use of the funds are important for economic policy and the economy
as a whole. These huge organisations also have extremely low transparency, low
efficiency, and high prices of their products and services (Yavlinsky, 2005). Therefore,
for the government, the reform of natural monopolies was one of the most serious
problems in terms of possible painful consequences for the population (growth rates,
salaries, etc.) (Korotkevich, 2004).

During the last decade the Russian railway market has confronted significant
structural changes (see for example, Friebel et al., 2007). In 2001, the Ministry of
Railways launched comprehensive three-stage Railway Structural Reform Programme,
which was developed in cooperation with the government and published on 18th May
2001 as Decree No. 384 (RZD, 2012a). At the end of 2003, the resolution on separation
of regulatory and economic functions of the Ministry of Railways was adopted by the
Decree of the President of the Russian Federation. Thus, the public company of ‘Russian
Railways’ was founded (RZD, 2012c). The assets (for example, all rail tracks, rolling
stock, stations, dispatch systems, electrical devices, communication networks, etc.) and
economic functions were transferred to the RZD from the Railway Ministry starting from
October 2003 (see Figure 1).

As presented in Figure 1, in the new model the Federal Agency for Railway Transport
and the Federal Service for Transport Supervision subordinate to the Ministry of
Transport. RZD is 100% owned by the Government of the Russian Federation (RZD,
2012h). In accordance with the concept of administrative and structural reforms of the
railways, regulatory functions were transferred to the Ministry of Transport (Roszheldor
and Rostransnadzor), while the economic functions to the company of Russian Railways.
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Figure 1 Restructuring of the Russian Railways

Before After

Regulatory functions

-The development of public policy and the publication of regulations. Ministry of Transport

- The functions of law enforcement, state property management, and The Federal Agency
provision of public services. for Railway Transport
- Accreditation of testing laboratories (centers), certification bodies. (Roszheldor)

- The control and supervision over observance of legislation of the

Russian Federation in the field of traffic safety, operation, transport, crime The Federal Service for
prevention, and emergency response. Transport Supervision
- Issuance of permits (licenses) to legal entities and individuals to carry (Rostransnadzor)

Ministry of Russian out certain activities, and (or) actions.

Railways

Economic functions

- Transportation of cargo and passengers, including

provision of services for the locomotives; cargo handling activities;
maintenance, protection, storage of goods; freight forwarding activities;
operation of logistics centers.

- The production, maintenance, repair, and maintenance of railway rolling

stock.

- Maintenance of railway infrastructure. JSC “Russian Railways”
- Conducting research, development, design, surveying, and construction (JSC RZD)
activities.

- Provision of telecommunications services, information, marketing, and
other services, including construction, maintenance and repair of
communication; the development of automated information systems;
organization of exhibitions and presentations.

- Provision of services in the social sphere, including organization of
children's railways; educational activities; construction, operation,
maintenance of the buildings and facilities for social, cultural, sports,
recreation, and household utilization; organization of recreation and spa
treatment.

Source: Mintrans (2012), Rostransnadzor (2012), Roszeldor (2012) and RZD
(2012i)

Figure 2 Liberalisation of Russian railway market
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As described earlier, the reformation of the Russian Railways was launched in 2001. At
the beginning it was divided into three phases, which are depicted along the horizontal
line in Figure 2. The first phase (2001-2003) tended to establish RZD and develop the
regulation laws for the reformation [the result of the preparatory Phase 1 (2001-2003) of
Russian railway reform was represented in Figure 1]. The tasks of the second phase
(2003-2005) were establishment of multiple subsidiaries and phasing out cross-subsidies
from freight operations to passenger services (Pittman, 2007; RZD, 2012a). An integral
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part of Russia’s railway reform process was to separate freight and passenger operations.
However, it has been problematic to achieve, due to high degree of subsidising; high
freight rates and profits have supported the loss-making passenger services (Broadman,
2000; Railway Gazette International, 2006). Phase 3’s (2006-2010) main objective was
to increase competition (Pittman, 2007; RZD, 2012a). Government’s objective was to do
this by partially privatising the Russian Railways and by selling shares of subsidiary
companies of RZD to the private owners. In 2010, RZD received one billion roubles of
dividends from the daughter companies and in 2011 almost 22.4 billion roubles. This was
due to the fact that 75% of First Freight Company was sold to the private owner of
Independent Transport Company of UCL Holding (Biztass, 2011).

When considering the worldwide trend of separating the functions, sometimes the
activities are separated from the infrastructure operation only in organisational sense, and
single parent company still owns the companies. Encouraging competition in such a
situation requires the infrastructure owner to allow entry of third party operators, under
the conditions regulated by the government. In such a situation, infrastructure firm might
discriminate the newcomers. This is often noted in transition and developing economies,
due to the fact regulatory bodies may lack resources and enforcement power to prevent
such an occasion to happen. Such a situation is customary in economies like Russia,
where principles of conforming to law are emergent and tenuous. In that case, vertical
integration is seen as a proper solution; transactions are rather done within-firm than
between-firm (Pittman, 2007). Russia has utilised within-firm model (see Figure 2).

In the beginning of 21st century, RZD was quite frequently accused for monopolistic
practices, but gradually it has lost the role of monopolist and monopsonist on the railway
market. Currently, the number of owners of rolling stock is close to 2,000 along with 158
subsidiary companies of RZD (Gorbunov et al., 2012; RZD, 2012d) (see Figure 2). The
impetus for the liberalisation of the Russian railway market was the division of a single
tariff fare into two components: fare for wagons (15%) and fare for the infrastructure
(85%). This made it possible for private companies to lease wagons on market terms
(Stupin, 2011). The separation of infrastructure from operations stimulated the
development of competition on the market. However, in the field of railway infrastructure
the state ownership still dominates. RZD owns 99% of rail network in Russia (Fert,
2012). The exceptions are a number of railway lines operated by private companies, for
example, JSC Norilsk Mining Company, Gazpromtrans, JSC Railways of Yakutia, JSC
Yamal Railway Company, and JSC Golden Link. These are industrial railway lines which
are not available for public transportation and are used exclusively to serve a particular
industrial, logistics or military site. On the main or public rail networks the traction is
provided by RZD (Mironenko, 2010; Stupin, 2011). However, at the moment the
company Globaltrans owns 56 locomotives, which are used in closed circular routes. In
the ongoing liberalisation of the locomotives, the company plans to buy 100 locomotives
from 2012 (Finam, 2012).

In contrast to infrastructure sector, the segment of rolling stock is entirely liberalised.
The wagon fleet is focused on balance of established private companies. Structure of the
Russian fleet of freight wagons on 1st September, 2011 was as follows: 9.6%, RZD;
35%, subsidiary and dependent companies of RZD; and 55.4%, the property of other
companies (Polyakova, 2012). Due to investments in the acquisition of new rolling stock,
the number of freight wagons increased from less than 4,000 wagons in 2000 to 89,000 in
2011 and reached over a million in 2012 (Gorbunov et al, 2012). Decentralisation of
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economic decision-making resulted in rapid growth of rolling stock fleet and increase in
traffic volumes. The plans of enhancement of freight volumes were fully implemented.
The share of rail transport in the freight traffic of the country has increased from 42.5%
in January—October 2010 to 43.2% in January—October 2011, and excluding pipeline
transport, to the share of 85.2% (Yakunin, 2012). However, the utilisation of rolling stock
was not improved and considerable amount of medium and small companies’ clients
could not access wagons (Interfax, 2012). The president of RZD Yakunin (2011)
considers that this awkward situation originates from complex failures: high price of
wagons and the delay in adoption of new legislation for private rail fleet regulation.

In order to improve the market even further, the developments are continuing.
Russian Railways has launched the fourth phase reformation period until the year 2015 to
improve the competition among private companies in the market (RZD, 2012¢) (see
Figure 2). The target model for railway freight market until 2015 was approved by the
Government of the Russian Federation in January 2011. It defines the structure of the
freight traffic and the available models of competition, as well as formative principles of
government regulation and funding of the industry in the five-year horizon (RZD,
2012g). Target market model provides:

1 preservation of RZD as a network-wide freight carrier and the owner of the
infrastructure

2 development of the rolling stock market operation

3 development of competition in freight traffic in the experimental mode by creating a
regulatory and economic conditions for the formation of local cargo carriers

4 improvement the state tariff regulation

5 development of network contracts as a law based system which regulates the
maintenance and modernisation of the infrastructure between the owner of the
infrastructure and the state.

These solutions have minimal transformation and technological risks. They also have
considerable economic potential. The new solutions are required for further development
of an efficient market of railway transport services and industry development (RZD,
2012g).

However, the achievement of positive effects in any development requires careful
analysis of the problems and barriers. Since the deregulation’s progression worldwide
(see for example, Laisi, 2011; Laisi et al., 2012; Szekely, 2011) railway freight markets’
barriers to entry have grabbed researchers’ interest. According to recent studies (Laisi,
2009; Ludvigsen and Osland, 2009; Mortimer et al., 2009; Mékitalo, 2007; Szekely,
2009b) the main entry barriers in railway freight market are acquiring the rolling stock,
needed investments and bureaucracy. However, country peculiarities do exist. Brewer
(1996) noticed the level of infrastructure access charges creates obstacles in the UK,
while in Germany the railway undertakings noted competition as a strongest barrier. Due
to large amount of competing undertakings, other railway undertakings’ actions are
regarded to hinder the market entry. In some countries incumbent’s actions were noted to
complicate the entry process (Mékitalo, 2007; Simola and Szekely, 2009). Another
interesting topic is national peculiarities. According to recent studies, although countries
have common characteristics (see for example, Laisi, 2009; Ludvigsen and Osland, 2009;
Mortimer et al., 2009; Maékitalo, 2007), national peculiarities do exist. The UK’s
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liberalisation process was described as short-term failure, because railway infrastructure
company Railtrack failed to operate the market efficiently. This led to serious problems
(Hilletofth et al., 2007; Szekely, 2009a). In Sweden, several railway undertakings entered
the market by operating short rail connections, which were discharged by the incumbent
due to the unprofitable nature. By doing some changes new entrants were able to make
the connections profitable (Jensen and Stelling, 2007; Laisi, 2009). In Poland, the
incumbent refused to sell old rolling stock to new entrants, and new operators had to
acquire wagons and locomotives from countries like Romania, Czech Republic and
Morocco (Laisi, 2009). In Hungary, the old incumbents were collaborating against new
entrants (Szekely, 2009b). However, because of the European Union’s intention to
harmonise the member countries’ markets, some minor peculiarities might become
invisible (RailNetEurope, 2012). Partly due to unified factors, railway operators are
increasing the degree of cross-border cooperation (Laisi, 2009; Szekely, 2009b).

Alike in European Union, internationalisation is noted also in Russia. Recently
Russian operators have signed agreements with foreign companies to start international
cooperation. For example, in 2010 the German operator DB Schenker BTT and Russian
TransContainer signed a set of agreements on cooperation in organising container
transport between Europe and Russia. The parties agreed to set up a container
depot in Riga, Latvia. The main objective was to improve the efficiency of container
freight traffic from Europe to Russia and vice versa (RZD Partner International, 2009).
Furthermore, Finnish national railway operator VR and Russian Freight One Company
established a company called Freight One Scandinavia, which main intention is to
replenish Finnish-Russian railway freight supply and offer more versatile transport
prospects (Linked, 2009). The main reason behind several joint agreements with
international operators is the future’s changes in Russian railway market: as is already
noted, RZD owns only a small volume of wagons, because the main number of wagons is
transferred to possession of new railway operators. One of such companies is Second
Freight Company, which was established in 2010 (Railway Gazette, 2010).

3 Research methodology

When researching subjects which main intention is to provide novel data, qualitative case
analysis is often noted as a recommended way to gather information (Eisenhardt, 1989;
Flyvbjerg, 2006). Among the ways to accumulate data is case study, which is widely used
in various sciences (Flyvbjerg, 2011; Yin, 1981), including also topics related to logistics
(Héakkinen and Hilmola, 2005). Due to the fact that this study’s main objective was to
understand and evaluate the progression of deregulation in the Russian railway freight
market by evaluating comments of several respondents, the data needed was qualitative.
Merton, Fiske and Kendall introduced theme interview in 1956, and described it as a
compound of open and structured interview, where the focus is on certain themes rather
than separate questions. Although interviewee can decide the order of questions based on
discussions (which can facilitate the interviewee to give more extensive answers),
identical themes are handled in all interviews (Hirsjarvi and Hurme, 2010). During the
last decades theme interview has commonly been used in business economics research
(Koskinen et al., 2005). Based on these reasons, the data for this research was gathered
via semi-structured theme interviews. The wide range of themes and therefore questions
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provided a solid basis for gathering the needed data. Altogether the research introduced
five themes:

1 company background

2 entering the markets

3 infrastructure

4 Russian railway freight market
5  European Union.

Because study’s aim was to evaluate the viewpoints of various interviewees, one of the
main objectives was to understand what the data meant for people (Hirsjérvi et al., 2004;
Krippendorff, 2004). Due to this reason concentration was on content analysis. Analysis
is noted as an interaction between researchers and data (Strauss and Corbin, 1998); on the
other hand, research problem and analysis are often convergent (Hirsjarvi et al., 2004).
Due to extensive size of the chosen market (Russian railway freight market has
almost 2,000 railway undertakings), a diverse interviewee base was chosen. As a
background was utilised the listing of railway companies in Russia (see for example,
INFOline, 2012). Often the operators have been divided into four different groups, based
on the size of the company. Our objective was to interview few companies from each
group. Furthermore, because the main objective was to evaluate and understand the
market entry barriers as well as the main national peculiarities, few Finnish companies
operating and/or doing business in Russia were included in the study. Due to great
amount of market actors, around 20 companies from each group were chosen as a
research sample. Contact letter was sent via e-mail, and it presented the research. If no
feedback was received in one week time, companies were contacted via phone calls.
Once the interview time was agreed, the questionnaire was sent in order to give some
time to prepare for the interview. All interviews were recorded and transcribed, where
after summaries were sent to interviewees for revision. This ascertained the research
reliability and eliminated the possibility for human errors, mainly misunderstandings.
After all interviewees were met, results were gathered by confirming the anonymity.
Available data was carefully evaluated. Few companies gave additional information via
e-mail, which enabled to gather data concerning the main research themes from all
respondents. Altogether were met 15 experts representing 11 organisations. Among the
participants were representatives from Railway University, Finnish and Russian national
railway undertakings, two big scale operators, three smaller wagon leasing companies
and three representatives from main industries. All interviews were conducted in 2010.

4 Empirical research results

The era of structural changes in Russian railway freight market started in 2001, when the
Railway Structural Reform Programme was launched. While railway market was divided
into governmental and operational functions, RZD was established. Although RZD has a
monopoly in traction market, two types of railway undertakings have entered the market.
The first group is the companies transporting own cargo (for example, mining
companies), while second group includes small-scale companies leasing wagons.
Currently there are around 2,000 undertakings that have mainly entered the market since
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2008. These companies can be divided into four main groups, based on the number of
wagons. The first group includes governmentally owned operators, which own more than
100,000 wagons. Second group consists of operators who are significant players and own
more than 10,000 wagons. The third group includes operators owning 1,000—4,000
wagons. In the last group belong operators with few dozen wagons.

According to recent studies (Laisi, 2009; Ludvigsen and Osland, 2009; Mortimer et
al., 2009; Maikitalo, 2007; Szekely, 2009b) the main entry barriers in railway freight
market are acquiring the rolling stock, needed investments and bureaucracy. However,
country peculiarities do exist. This is also noted in Russia. According to this research,
the main market entry barriers in Russian railway freight market are rolling stock,
bureaucracy and needed capital, including both the investments and knowhow (see
Figure 3). Other barriers to entry vary between the companies. Even though establishing
a company was regarded rather easy, confronted problems and barriers interrelate with
company’s size and intended size of operations. If company’s objective is to acquire only
dozen wagons, the problems are different than buying hundreds or thousands of wagons.
When considering bureaucracy as a barrier to entry, the amount of red tape situations
were highlighted to complicate the industry. Knowledgeable personnel were esteemed
important especially when dealing with bureaucracy. According to two interviewees
Russian railway freight market’s closed nature creates a barrier: Especially for
international companies it might be extremely difficult to enter the market, if they do not
have any help from Russians. Reason behind is that railway market is strategically
important industry. International companies might find it impossible to buy needed
services, for example many wagon repair companies are owned by RZD and they have no
time-slots to repair other undertakings’ wagons.

Figure 3 Barriers to entry in Russian railway freight market, number of answers (see online
version for colours)

Bureaucracy

Closed market

Investments

Needed knowhow

Rolling stock

Although Russian railway market is globalising annually, there are still several national
peculiarities (see Figure 4). As the main peculiarity unfolded cooperation and especially
the importance of personal relations; representatives from 11 railway undertakings
observed it as the main special characteristic. According to interviewees, close
relationships ensure smooth functions in the market. This concerns all functionalities:
Needed documents, rolling stock maintenance and arrangement of traction. Good
relations are gained via decade’s cooperation and personal connections to old colleagues.
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Another theme which unfolded several times is the railway freight market’s linkage with
politics. Many of the interviewees highlighted: Railway market in Russia is ‘country in
country’ or ‘state in state’. This is due to market’s size and RZD’s importance. Size was
also mentioned as a peculiarity, as well as market’s reliability/functionality. Although the
network is extensive, its functionality is high-class. The development was observed by
several interviewees, as the number of complaints has decreased substantially during the
last years. Furthermore, functionality reflects the market’s operations. Although
temperature might reach —50°C degrees, railway network is operating. As other
peculiarities were stated for example tariff system (and its complexity), market’s
transparency and large amount of operators.

Figure 4 Russian railway freight market’s peculiarities, number of answers (see online version
for colours)

Cooperation/ personal relations
Market's size

Reliability / functionality
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Based on the research results the Russian clients are really demanding. Therefore, some
companies utilise customer service as a competitive weapon. Clientele has become more
price-conscious during the last years, and they are ready to invest in good and accurate
service. This reflects the operators’ personnel: employees often have academic degree
from railway universities, and have decades working experience. Hereby operators
ascertain the high level of both tacit and explicit knowledge. When considering the level
of competition, all participants noted both intermodal and intramodal competition occurs
in Russia. Road transport is regarded as the main competitor, due to its flexible nature. In
addition, inland waterways were mentioned. Due to country’s location, sea transport was
noted as a competitor only in transport to/from Far East. Although market has around
2,000 operators, due to the fact generality of those are small companies operating dozen
wagons, intramodal competition is regarded to occur only between the larger actors.
Despite the fact that intrinsic rivalry do exist, companies describe the cooperation is close
between the market players. Although RZD was acknowledged for its good cooperation
with other market actors, some observed cooperation inside RZD is lagging behind.
Despite the fact that the Russian railway freight market is perceived challenging, it
proffers several possibilities for new railway operators. Acquiring an existing railway
company was remarked as the best way to enter the market. By utilising this method, new
entrant would gain not only the rolling stock, but also the explicit and tacit knowledge,
which were noted important in this inconsistent market. Especially an operator which
would serve a small niche could have changes to become successful. However, market is
undergoing a transformation, wherefore future is unknown. Due to unstable situation,
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operators are analysing the situation on weekly basis, verifying the actions are best
available alternatives. Although operators are having more and more international
relations, according to participants the Russian railway freight market will not attain
European Union’s level of deregulation and harmonisation during the next decade.

5 Practical and theoretical implications —developments after the study

This research revealed interesting aggregates. Although Russian railway freight market is
expected to be different, the number of factors surprises. Tariff system and close linkage
between politics and railways are known. ‘State in state’ and ‘country in country’
utterances delineate the picture: Railway market frames an own entity. Railway network
is the lifeline of the Russian Federation, because by railway can be travelled to places,
which cannot be reached by any other land transport mode. This might explain why the
amount of English literature is limited. However, Russia is internationalising annually,
proffering an interesting market for international companies. Nonetheless, one must keep
in mind the Soviet Union collapsed only less than two decades ago, creating various
national peculiarities which must be noted before entering the market.

Although the magnitude of relationships in Russia is widely known, according to this
research it is one of the cornerstones in the business. Certainly business can be done
externally, but this hinders the actions. More documents are needed, wagon repair takes
longer time and it is harder to organise unloading times. Therefore, due to the
introspective nature of the market, most profitable way to enter is to acquire an existing
railway freight operator. By acquiring an existing company, in addition to gaining a
wagon fleet, purchaser derives explicit and tacit knowledge, which are noted as precious
factors in such a versatile market. Furthermore, market’s size creates problems. Operators
rarely have steady transporting clientele around the country, wherefore wagons might end
up to destinations where no return cargo is available. Returning empty wagons was noted
one of the key questions in the industry: In this economic situation cost-effectiveness is
vital in order to keep the business alive.

Various researchers have noted the main market entry barriers are needed
investments, acquiring of rolling stock and bureaucracy (see for example, Laisi, 2009;
Ludvigsen and Osland, 2009; Mortimer et al., 2009; Mékitalo, 2007). Same factors were
revealed also in this study; rolling stock, needed capital and bureaucracy were regarded
as the main factors hindering the market entry. Bureaucracy mainly relates to red tape
situations as well as the fact, that it is rather hard to enter the market without a Russian
counterpart. Although situation has improved during the last decade, endless documents
are still commonplace. In Poland, the situation was noted similar: Acquiring rolling stock
was highlighted as the main barrier to entry, while in other European countries (for
example, Sweden) bureaucracy is often regarded as the main hindering factor (Laisi,
2009).

Russian railway sector confronted significant changes in the beginning of 21st
century. Among the main developments was the reform programme, which started in
2001. In order to stop an active aging of rolling stock fleet, RZD decided to attract private
investments through the liberalisation process. When considering the consequences can
be noted that the purpose of investment was successfully achieved (RZD Partner, 2012).
Currently in the Russian railway sector are operating around 2,000 companies. However,
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the main rolling stock fleet is managed by no more than 250-300 companies, while other
companies prefer to rent wagons and receive payment for the activity (Interfax, 2012).
The main volumes are carried by 15 large-scale companies. Among those are the First
Freight Company, the Independent Transport Company owned by Vladimir Lisin, Second
Freight Company, Globaltrans and NefteTransService. These companies account for
around 44% of the total cargo volumes and those own about the same proportion of the
total rolling stock fleet. According to Interfax (2012), at the moment there are four major
groups of players, very different in terms of strategy development. In the first group are
professional operators with a universal rolling stock fleet (open top wagons). Examples
are the First and Second Freight Companies, as well as Globaltrans. The second group
consists of professional operators with a dedicated fleet of rolling stock, such as Transoil,
NefteTransService, SG-Trans, Rusagrotrans, Refservice and Transcontainer. The third
group of carriers is the transportation departments of industrial holdings. Those work in
close cooperation with metallurgy industry, mining and production of fertilisers (e.g.,
MMK-Trans, Independent Transport Company, Severstaltrans, Gazpromtrans, etc.). The
fourth group is composed of small independent companies. They might become the
objects of absorption by larger players (Interfax, 2012).

Despite the increase of private owners of rolling stock, the access to the wagons has
been problematic for some companies. The level of meeting the needs of large shippers is
estimated at the level of 60%—70%, while for small businesses only 30% (Press RZD,
2012). In the future the performance of rolling stock is planned to be increased by
creating a pool or exchange wagons, an information platform, which would facilitate the
transportation planning. So far, a single platform for the collection of applications from
shippers was implemented only for RZD, while the other operators have not yet been
consolidated (Interfax, 2012). Moreover, to improve the situation with providing shippers
by empty open top wagons, since autumn 2011 RZD started to rent open top rail wagons
from First Freight Company and Second Freight Company. These companies transferred
the wagons to the management of RZD, so that RZD could manage the wagons as their
own and give shippers the wagons by the tariffs installed by the government. This
situation on the market will remain until the development of centralised management and
implementation of new technologies for dispatch of rolling stock will be adopted.
However, the other owners of open top rolling stock do not want to transfer the
management of their rolling stock fleet to the Russian Railways, considering the
established price for rent is not appropriate to the market conditions.

Most of the operators have not agreed to hand over the park at a rate of 25 Euros per
day per car because the average market price of the wagon per day is 40—45 Euros
(Gallyamova, 2012). That is why Russian Railways asked the Government of the Russian
Federation to abolish state regulation of rates for rental cars, which are used to transport
goods involved in the decision of the Government. According to RZD, the company
should receive the right “to change the tariff for the transportation in the case of the
rented cars, depending on the situation with the provision of rolling stock.” (Press RZD,
2012). The Ministry of Economic Development and the Russian Railways submitted
proposals for adjustment of the tariff book No. 10-01, which establishes the rates. It is
offered to restate the fare for wagons in the light of market conditions and tariff corridor
and cancel the current fare, which is fixed and do not fluctuate (RZD Partner, 2011).
Thus, the regulators have yet to determine the rules of the game on the wagon market,
which has been going on for a long time. In comparison with the rail market, the traction
market is in the initial phase of its development.
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Many interviewees highlighted in order to have a well functioning market,
improvements are needed. This has happened because since 2010 a lot of development
programmes etc. have been implemented. For example, in early 2011 the
Russian Government extended the period of plans for another five years, which
main objective is to approve the plan of activities. In particular, during 2011-2015
the liberalisation of traction market is expected to become complete (RZD Partner, 2012).
In the ongoing liberalisation of the locomotives, Globaltrans plans to buy 100
locomotives in 2012 (at the moment the company owns 56 locomotives, which are used
in closed circular routes) (Finam, 2012). At the same time, RZD is planning to buy
own locomotives (RZD Partner, 2012). According to Railway Development Strategy in
the Russian Federation until 2030, the need for locomotives will increase up to
23,397 units during 2010-2030. Furthermore, one of the main objectives is to develop
logistics and further integrate with the global markets which also have national
significance. Russian Railways do not hurry to part with the status of the freight
carrier on the backbone routes (RZD Partner, 2012). However, in the next coming
years RZD plans to develop a new form of network charges, so-called network contract,
at several sites in the Russian Federation, including Siberia and Karelia (Delkuz,
2012). The usage of such agreements (e.g., network contract for one to two years) is
hoped to be reality by the end of 2012. In close future, the company expects to use
long contracts (five to ten years) which will govern its relations with the state in
providing infrastructure for transportation. Additionally, RZD has already made
contribution to the development of logistics technologies. On 11th November 2011 the
intermodal train left Nakhodka, travelled through Trans-Siberian Railway and arrived to
St. Petersburg on the 18th November. In other words, it took only six days and 16 hours
that is even less the time that was proposed in the programme called Transsib for seven
days (Yakunin, 2011). The mainstream development objectives for Russian railway
market are fulfilling the needs of niche markets by utilising high technology innovations
and manufacture specialised wagons. In addition, rolling stocks’ cost parameters need to
be upgraded. Therefore, one of the main targets is to design and manufacture diesel
locomotives with improved economic and environmental safety parameters (Belousov et
al., 2008).

Although Russian market is often noted as old-traditional, during the last decade the
internationalisation has entered the market, including railway industry. The initial public
offering of Globaltrans, country’s second biggest freight operator, took place in spring
2008. It was a success and company is listed on the London Stock Exchange (Grantham,
2008; Stupachenko, 2009). All these factors strengthen Russia’s position as one of the
economic superpowers in the world. Therefore, Russia has a lot to offer also for
international companies. Due to Russia’s significant natural resources, the amount of
freight export is expected to grow in the future (RZD Partner International, 2009).
Railway is the main transport mode of natural resources and it provides business
opportunities for international companies (CIA, 2012). As the attitude towards foreign
companies becomes positive, possibilities to enter the market increase. According to
Lukov (2009), RZD’s main intention is to attract freight to the railway. Therefore, RZD
does not fear competition. On the contrary, strengthening the railway network ensures
significant improvement in transport provision in many regions (Railway Gazette
International, 2009b).
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6 Conclusions

This study has provided insights into the Russian railway freight market. The main
purpose of the study was to evaluate the barriers to entry, and to scrutinise how the
deregulation process has progressed in Russia. Additionally, study revealed the experts’
viewpoints towards Russian railway freight market’s national peculiarities. Study
contributes to existing knowledge by providing interesting outcomes from market, which
has not been widely studied in English literature. Russia joined WTO in August 2012,
which might have significant influences on the trade between the other countries and
Russia. Therefore, it is essential to understand the characteristics of the country.

Russian railway freight market has confronted and is undergoing a significant
transformation. Although the process started already in 2001 when RZD was established,
a lot has happened in a decade. Three stages of the Reform Programme are fulfilled,
which has dramatically changed the market. The fourth phase is ongoing, and further
changes are expected. When compared to several other countries in the world which have
deregulated the railway freight market (for example, the USA, Japan, European Union
etc.), Russia is lagging behind. Offering railway transport services is possible, and around
2,000 companies have entered the market by providing leasing services and such.
However, the major fleet of rolling stock is managed by 250-300 companies, while rest
of those prefer to rent wagons and receive payment for the activity. Interestingly, traction
is only provided by the national railway undertaking, RZD. The situation is expected to
change in near future, which will transform the whole market structure. Therefore it is
vital to scrutinise the market and understand its way of functionality. Once the main
market entry barriers and national peculiarities are known, forthcoming is easier to
confront.

This research revealed the transformation process has been ongoing for few years
already; presumable, no one knows what will happen in future. However, by scrutinising
the market and by understanding its way of functionality and the main peculiarities,
forthcoming is easier to confront. This was the main objective in this paper.
Russian railway freight market was evaluated via literature review, where after genuine
data was gathered by interviewing representatives from the market. By including various
types of actors, research was able to unfold a versatile picture about the market.
As the main market peculiarities were ensued the importance of personal relations and
the close linkage between politics and railway freight market. Furthermore,
reliability/functionality, the size of this extensive country as well as traction and tariff
system can be noted as especial characteristics. Although market is different, various
similarities came forward. As main market entry barriers were noted coincident factors
than were revealed in earlier studies, namely rolling stock, needed capital and
bureaucracy. Internationalisation is increasing also in this nuanced country, which is
often seen as suspicious and even parlous. However, time has changed: Currently Russia
offers plenty of business opportunities for railway operators. Acquiring an existing
railway company was regarded to offer most straightforward way to enter the market, due
to already existing rolling stock and tacit and explicit knowledge.

This paper has significant value for academia as well as for practitioners. As
previous, although rather few, works have mainly concentrated on literature analyses, this
paper provides interesting outcomes by introducing standpoints of various experts.
Additionally, the fact that sample includes few representatives from Finland (a member
country of the European Union), highlights how the foreigners see the market. Study
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illustrates new information for companies who consider entering the Russian railway
freight market, as well as governmental bodies and other stakeholders who want to
understand the characteristics of this interesting country.

Although results provide rather interesting outcomes, few limitations should be kept
in mind. Research sample consists of several types of organisations and market actors,
but still the viewpoints might not represent the whole market. Because all interviewees
were located in Moscow or St. Petersburg, the representatives from other parts of the
country were not included which might influence on the results. Based on these
limitations, due to the fact that research evaluated only a sample of 15 representatives
from 11 companies, it would be interesting to redo the research in few years time with a
larger respondent base. By including actors from other countries operating with Russia
could unfold new insights, as for example companies from the Baltic States have trade
with Russia. Additionally, by interviewing representatives from all different wagon
owner types and manufacturers etc. could adduce more versatile information. Because the
market is now in transition process, study should be repeated in few years’ time.
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Appendix

The semi-structured questionnaire

1 Company background

History

Organisational chart

The knowledge of Russian railway freight market and issues related to market
entry before actually entering the markets

2 Entering the markets

Before entering the markets

O

o
O
O

Why company decided to start operations in Russia?
What kind of preliminary preparations were made?
Where you gathered information concerning the market entry?

Did you have rolling stock/other needed infrastructure (warehouses,
terminals)? How you organised it?

= Where you purchased rolling stock?
e New/second-hand
¢ How many units your company owned in the beginning?
Where you gathered the personnel?
= Previous experience in railway operations
= Company’s qualifications for staff members
= Training
Did you have collaboration with other freight operators, especially with
governmentally owned companies?
How other actors in the market took your market entry?

How the governmental institutions took your market entry? (For example,
matters related to needed documents, licenses etc.)

Entering the markets

(@]

What kind of expectations you had before entering the markets? Did the
expectations come true?

How you entered the markets? Were certain strategies used?

What kind of problems or difficulties you faced when entering the markets?
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= Especially the role of governmental organisations in safety certificate
and operating license + rolling stock approval + capacity allocation

Kindly describe the main market entry barriers

O

O

What kind of positive matters you faced when entering the markets?

o Resources, employees’ skills and certificates requested by governmental

authorities

o Did you have collaboration with other freight operators, especially with
governmentally owned companies?

o Kindly describe cooperation with

=  TransContainer
=  First Cargo Company
= QOverall with RZD

=  Did your company have a ready clientele?

e  The situation today
o Kindly name the company’s strengths and weaknesses
o What are the main problems you are facing?
o Has the Russian market’s pricing policy changed during the years?
o Has the cooperation with customers changed during the years? If yes, how?

= Do you offer services only to certain customers or are all companies
accepted?

= Do customers ask for door-to-door services?
Do you have collaboration with other freight operators?

Kindly describe cooperation with

First Cargo Company

o
o
o TransContainer
o
o Overall with RZD

e  Future

o Do you think some improvements are needed? If yes, what kind of
improvements?

Innovations

Future prospects; collaboration with other freight operators, especially with
governmentally owned companies?

3 Infrastructure

e  Cost distribution/access charge

e Kindly describe the Russian railway network (condition, extent, functionality)
4 Russian railway freight market

e Kindly describe the Russian railway freight market

o Main differences to Finland
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o National peculiarities
o Major surprises

e Did the European Union railway freight market deregulation affect the Russian
market?

e Cooperation with

o  First Cargo Company/Transcontainer / RZD
e  How smoothly tractions are organised?

e Russian railway freight market’s transparency / objectivity
o functionality of
®  ministry
e infrastructure
e market requisite
e government (needed documents)
e  Competition
o Intramodal competition
o Intermodal competition

o Amount of operators in Russian railway freight market

e [s someone dominating the market?
Do companies use marketing as competitive weapon?
Do companies launch new products/services?
o What do you think about Second Cargo Company’s decision to enter the
market? Will it change the competitive combination? If yes, how?
e  Changes in the tariff system during the years
o Has the price structure changed? If yes, how?

e  Customer relationships

Customers’ demands

Contract lengths

Cooperation’s extent

Is customer service seen important?

Customers’ knowledge about the market and its structure

O O O O O O

Environmental questions
e Railway freight market’s future in Russia
5  European Union
e Has the European Union affected on your business? If yes, how?

e  What kind of possibilities/problems EU creates to the market?
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PAANANEN, MIKKO. On innovative search: the use of internal and external sources of innovation
among Finnish innovators. 2012. Diss.

BELOVA, POLINA. Quasiclassical approach to the vortex state in iron-based superconductors.
2012. Diss.

HIETANEN, IIRO. Design and characterization of large area position sensitive radiation detectors.
2012. Diss.
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road of theatre, reflection and practice-based innovation activities. 2012. Diss.

RIIPINEN, TOMI. Modeling and control of the power conversion unit in a solid oxide fuel cell
environment. 2012. Diss.
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Diss.
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VAUTERIN, JOHANNA JULIA. The demand for global student talent: Capitalizing on the value of
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2012. Diss.
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SHAH, SRUJAL. Analysis and validation of space averaged drag model for numerical simulations of
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