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FOREWORD
In 2012, the Editorial Board received 37 papers, which went through the anonymous peer review process
by 2 subject experts (in some cases - 3) from 11 universities. As a result, 17 papers were accepted for
publication in the 6th issue of the Journal of Business Management.
The new issue comprises 3 chapters:
1. Business management
2. Finances
3. Other topics.
The first chapter focuses on the international economics and business management research. It is devoted to
the issues of the global financial crisis, structural development of the Baltic States, the Latvian-Turkish
economic cooperation, and health tourism development in Slovakia, amongst others. The second chapter
includes the finance-related topics, such as the analysis of capital adequacy in the Latvian banks and
application of the composite financial index in higher education institutions. The final chapter covers the
wide range of research areas – from education quality to social entrepreneurship. The papers in each chapter
are structured in the order of acceptance by the Editorial Board.
One of the published papers (by Ron P. McIver, Australia) analyses changes in the global business
environment using a comparatively new approach – the study of large, top 1000, listed companies in the
periods preceding, covering, and following the global financial crisis (2005-2011).
“History shows that economic development has been outrunning in socio-economic systems until
present. Recent crises (financial, national debt) as well as the social unrest linked to them indicate the
diminishing stability of the existing socio-economic system.
We can attempt to explain this case in a traditional way – regulation mechanisms are not functioning
properly, e.g., financial market regulation mechanism; political systems are functioning poorly, etc., or to
look for long- (mid-) term cycles.
However, it might occur that the problem is deeper. While the economy has been developing
(globalisation, growth of labour productivity, growth of unemployment, and so forth), quantitative changes
in the socio-economic system have caused qualitative changes. Hence, the new socio-economic system will
emerge (emerges), which can ensure dynamic stability again, but in a comparatively long period of time”1.
Most of the selected papers and published research results were presented and discussed in the course of
two international scientific conferences:
1. The 5th International Scientific Conference “Information Society and Modern Business.
Knowledge Creation and Transfer into New Competences”, which was held in Ventspils
University College on 26-27 April 2012.
2. The 9th International Scientific Conference on Accounting and Finance in Transition, European
and World Experience, and Public Policy Consideration (ICAFT-2012) held in Riga
International School of Economics and Business Administration on 11-13 October 2012 held in
Riga International School of Economics and Business Administration on 11-13 October 2012.
The conferences attracted over 150 delegates – international researchers, academics, entrepreneurs, and
policy makers – from Australia, Congo, Croatia, Estonia, Finland, Germany, Latvia, Lithuania, Poland,
Russia, Serbia, Slovenia, the United Kingdom and other countries.

Head of the Editorial Board,
Vulfs Kozlinskis
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Kozlinskis, V., Kozlinska, I. (2012) „Stability of socio-economic systems”, the paper presented at the 5th International Scientific
Conferenfce „Information Society and Modern Business, Knowledge Creation and Transfer into New Competences”, 27 April,
Ventspils, Latvia.
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GLOBAL FINANCIAL CRISIS AND THE CHANGING GEOGRAPHY AND
INDUSTRIAL COMPOSITION OF LARGE, LISTED COMPANIES: EVIDENCE ON
CHINA'S ASCENT

Ron P. McIver
Centre for Applied Financial Studies (CAFS), School of Commerce
University of South Australia, City West Campus, Adelaide SA 5001, Australia
e-mail: Ronald.McIver@unisa.edu.au

Abstract
Purpose – This paper examines the GFC’s impact on the rate of change in the global economic and financial
landscapes, particularly China’s global financial influence. In doing so it fills a gap in the literature. While growth in
China’s economic and financial resources and influence are recognised, analysis of China’s global share of large, listed
(and effectively multinational) corporations is limited. Globalization is frequently linked to the growth of these large,
listed corporations, which are important due to their dominance in determining FDI and trade flows, and their potential
to exert political and economic power. China has focused on establishing such a set of large, internationally-competitive
enterprises as part of its enterprise reform process.
Design/methodology/approach – This paper summarises established views in the international political economy
literature (often expressed in the media) that we are entering an Asian era in which China’s global economic and
financial control has grown to compete with that of the United States and European Union. It then presents stylised
facts on changes in the geographic origin (control) and industry distribution of large (Top 1000) listed companies over
the periods immediately preceding, covering, and following the GFC (2005 to 2011). This is done against measures of
the relative economic and financial positions of major regions and countries, including China, over 1999 to 2011. This
establishes trends in relative financial and economic importance against which more recent changes associated with the
GFC may be evaluated.
Findings – The East Asian/Pacific region’s share of global equity market capitalisation has grown significantly
over the 2000s. However, China’s gains are relatively minor given the significant outperformance of its stock market
relative to major western markets. Additionally, rather than accelerating an economic and financial shift from North
America, the data suggests that the GFC may have stabilised or improved its relative position, having impacted heavily
on other regions/countries. This is especially with respect to the relative decline in value of equity in major markets that
occurred during 2008. While the GFC’s impact on China’s share of large, listed companies appears to be positive,
China still holds a relatively small share of the total, for which a relative lack of industrial diversification is observed.
This is despite significant listings of large state-owned enterprises (particularly banks), and relatively rapid growth in
China’s economy.
Research limitations/implications – Limitations in the analysis exist due to a focus on the largest 1000 listed
companies as measured by asset value and market capitalisation. Additionally, use of the U.S. dollar as the benchmark
currency for valuation leads to exchange rate imposed distortions. Future research should analyse the impact of shifts in
exchange rates on conclusions re China’s emerging economic and financial influence under alternative measures of
company size.
Social implications – This paper contributes to the debate on the rise of China and decline of the North Atlantic
economies. It suggests that the international political economy literature (and press) is potentially overstating the
rapidity of China’s rise in financial influence, and that western fears of China’s current global financial power may be
overstated.
Keywords: global financial crisis; multinational corporations; globalisation; China.

1. INTRODUCTION
The objectives of this paper are to provide an empirical overview of and insight into the extent to which
the global financial crisis (GFC) has altered the rate of change in the global economic and financial
landscapes, particularly as these apply to the relative global position of China (and, more generally, East
Asia). In doing so it will also address the fact that, while the growth in China’s (and East Asia’s) economic
and financial resources and influence are well recognised, there has been less focus on East Asian, and
5
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particularly Chinese, control of large corporations as a result of globalization. These large enterprises are,
frequently, multinational in terms of either their activities or economic and financial impacts, and are
important due to their global dominance in determining both foreign direct investment (FDI) and trade flows.
To achieve its objectives this paper presents data and discussion on changes in the geographic origin
(control) and industry distribution of large (Top 1000) listed companies over the period from 2005 to 2011.
That is, the time period immediately preceding the GFC, the time period often associated with the GFC, and
the period to 2011 over which the European credit crisis and the great recession have continued to impact
global financial markets and economic activity. This is done against a backdrop of measures of the relative
economic and financial position (being GDP and total market capitalization, respectively) of major regions
and countries. Presentation and discussion of this data, which covers the 1999 to 2011 time period, begins
the discussion and establishes the bases on which more recent trends are built.2

2. THE RISE OF CHINA AND (RETURN) OF EAST ASIAN ECONOMIC POWER
It is now commonplace to recognise the presence of a significant (and even accelerating) shift of global
economic power to Asia, particularly China, and thus East Asia and the Pacific, as part of the process of
globalization. Often discussed are shares in the value of global output (GDP or GNI) produced within
countries and regions. At the same time there is (perhaps incorrectly) acceptance of the decline of North
America in terms of its economic and political influence. This is particularly in the East Asian region as a
result of the decline in the United States (U.S.) share of global GDP and the rise in the presence of China
(Breslin, 2009).
Although appearing rapid to many, China’s gains in global economic position cannot be viewed as a
sudden phenomenon. Rather they are a longer-term consequence of a gradual process of modernisation in
China and the internationalisation of its economy. Thus these gains reflect (amongst other factors): a rise in
China’s industrial competitiveness through the 1980s and 1990s associated with industrial reform (Zhao and
Zhang, 2007); the opening of competition against state-owned enterprises (Imai, 2000); large inflows of FDI
(Huang, 2003); and commercialisation of its banking system (McIver, 2009).
Figure 1 provides evidence of the shifting global shares of GDP (as measured in current U.S. dollars).
The share of global GDP sourced out of North America (and thus largely the U.S.) has declined considerably
since the early 2000s (by around 11 per cent). However, rather than fall more rapidly as a result of the GFC,
it would appear that the North American share of GDP at first stabilised before continuing along its previous
downwards trend.
Figure 1 also illustrates that much of the overall decline in the value of North America’s (and the U.S.’s)
share of global output over the 2000s can be explained by rises in output in the rest of the world (Latin
America and the Caribbean, Middle East and North Africa, South Asia, and Sub-Saharan Africa) and, in
particular, an increase in the share of global GDP provided by Europe and Central Asia. However, over
much of the period associated with the GFC, the global share of GDP of Europe and Central Asia fell, while
that of the rest of the world grew or stabilised. Finally, although the share of world income generated in the
East Asian-Pacific region has grown relatively strongly throughout the late 2000s, it initially declined
between 2001 and 2007 before growing strongly for the remainder of the period under analysis.
What consideration of regional values of GDP shares obscures is that, in the case of China, the size of its
rapidly growing economy supports the claim of its growing regional and global significance. Measured
under purchasing power parity (PPP) assumptions, China’s economy was the second largest in the world
behind that of the United States by 2003 (Costin, 2008). By conventional measures, China had become the
world’s sixth largest economy by 2003, fourth largest by 2005 (Costin, 2008), and second largest by 2010
(Hout and Ghemawat, 2010).

2

See Appendix A for discussion of the sources of data.
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Figure 1. Regional Shares of GDP (% of World total, current U.S. dollars)
Source: World Bank, World Development Indicators; author’s calculations.

Figure 2 provides a more detailed breakdown of shares in world GDP sourced within the East AsianPacific region. What the relative stability of the East Asian-Pacific share of world GDP over the early-to-mid
2000s hides is a substantial shift in relative economic position of number of major economies and groups of
economies within the region. There has been considerable growth in the share of global GDP produced by
China and a significant decline in the share of world income provided by Japan, a set of features that have
been followed relatively consistently throughout the 2000s. Japan, in particular, has suffered a significant
decline in terms of its share of world GDP, with this share falling from over 14 per cent in 2000 to just over
eight per cent by 2011. China, on the other hand, has enjoyed significant growth in its share of world GDP,
reaching a point where its value of output is essentially on par with Japan, from just under four per cent in
2000 to over ten per cent by 2011, thus raising its economic (and potentially political) significance both
within the region, as a direct competitor with Japan, and globally.
Clearly some of the above changes in shares of global output in Figures 1 and 2 can be explained
through consideration of changes in the value of the U.S. dollar against other major currencies, particularly
the Euro, the Yen and the Remimbi (Figure 3). Indeed, some of the changes in the global share of GDP
provided within Europe and Central Asia strongly reflect shifts in exchange rates relative to the U.S. dollar
(i.e. may largely reflect changes in the value of the Euro against the U.S. dollar). This is particularly the case
for the fall in share during the early 2000s, at which time the Euro weakened considerably against the U.S.
dollar (Figure 3). The increase in the Euro-U.S. dollar rate by the end of 2009, to levels achieved around late
2007, would also explain some of the decline in the Europe and Central Asian share of global GDP observed
during this latter period.
While influenced by currency movements, Japan’s share of global output has declined despite a general
strengthening of the Yen against the U.S. dollar since the early 2000s. However, the relative stability of the
Chinese Remimbi-U.S. dollar in the period to 2005 and that from mid-2008 to mid-2010 (Figure 3), suggests
that much of China’s recent gain in global income share is due to its relatively rapid real growth in GDP
rather than simply the influence of changes in the value of its currency. Thus real, rather than purely
financial, factors are behind the perceived rapid growth in China’s economic significance.
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Figure 2. GDP within the East Asian-Pacific region, selected countries
(% of World total, current U.S. dollars)
Source: World Bank, World Development Indicators; author’s calculations.
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Figure 3: Major currencies against USD (Jan 1999 = 100)
Source: Datastream; author’s calculations.

3. CHANGES IN THE GLOBAL FINANCIAL LANDSCAPE
When considering financial development, a number of measures are, potentially, available. These
include: bank deposits to GDP, stock market capitalization to GDP, and public bond market capitalization to
GDP. However, consistent with the later discussion of large listed companies, the focus in this section will
be on market capitalisation.
8
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Figure 4. Market capitalization of listed companies (% World total, current U.S. dollars)
Source: World Bank, World Development Indicators; author’s calculations.

With respect to the major economic regions identified initially in Figure 1, Figure 4 highlights a
significant decline in the global share of equity assets held in the North American region to 2007 (as
measured by market capitalisation). However, unlike GDP, this is not been impacted as greatly by growth in
the value and global share of European and Central Asian equity markets, which has been relatively stable
and even declined over the period under consideration. Most significant is the apparent rise in the share of
market capitalisation held within the East Asian-Pacific region to 2007 and in the rest of the world over the
full time period (Latin America and the Caribbean, Middle East and North Africa, South Asia, and SubSaharan Africa).
What is clear from the data presented in Figure 4 is the impact of the global financial crisis of 2007 to
2008 and the post-GFC credit crisis on the North American share of global equity market capitalisation.
Following partial recovery in 2008, the pattern of gradual decline in the North American share of global
market capitalisation appears to have been broken to some extent by the GFC. The data of 2007 to 2009
suggest that the U.S. share of global market capitalisation stabilised rather than declining more rapidly as a
result of the GFC, while 2010 and 2011 have seen the U.S. share of global market capitalization grow. This
would be consistent with the outperformance of the U.S. equity market as compared to those of Japan and
the major European economies over the 2008 to 2011 period (see Figure 6).
In following the country grouping of Figure 2, Figure 5 highlights that within the Asian-Pacific region
there have been greater changes in financial asset shares than those observed with GDP. Japan's share of
global equity market capitalisation declined, although not consistently in level or rate, until 2007. More
recently it has stabilised at around eight per cent. More impressive than in the case of GDP, has been the rise
in China's share of global equity market capitalisation, particularly in the 2005 to 2007 period (Figure 5).
However, post 2007 China’s share of global market capitalization has been highly volatile, similar to that of
Japan.
As with the shifts in global shares of GDP, it is necessary to consider the impact of exchange rates
changes on regional and country shares of global equity market capitalisation. In the case of the European &
Central Asia region, consideration of changes in the value of major global stock indices (Figure 6), suggests
that shifts in index values are likely to dominate (e.g. as reflected in the Euro STOXX). This is also apparent
in the case of Japan (TOPIX).
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Figure 5: Market capitalization of listed companies within the East Asian-Pacific region
(% of World total, current U.S. dollars)
Source: World Bank, World Development Indicators; author’s calculations.

With respect to China, the relatively rapid increase in the value of the Remimbi to the U.S. dollar over the
2005 to 2007 period must be credited with some of the contemporaneously observed gain in the U.S. dollar
value of China’s global share of market capitalisation. However, given the significant (although not
consistent) increase in the value of its major market index since the late 1990s (Shanghai SE), and the
relative stagnation of the major western markets, the increase in China’s global share of equity valuation
would appear to be based largely on the relatively rapid growth of its equity markets. This relates to the
significant financial deepening that has occurred in the Chinese equity markets as a result of the listing of
former state-owned enterprises and strong growth in its GDP over the GFC and post-GFC periods.

4. GLOBALISATION, THE GEOGRAPHIC DISTRIBUTION OF CONTROL OF
LARGE LISTED COMPANIES, AND THE GFC
4.1 Globalisation and the rise of large multinational companies
The recent shift of economic and (potentially) financial power towards China, especially within Asia (as
per Figures 2 and 5), is a trend that is expected to continue over the next two decades. While this expected
shift in influence includes the continued movement of company headquarters to China (Hong Kong,
Shanghai, etc.) (Albrecht, 2005), inwards foreign direct investment (FDI) to China may not be the major
driving force. Given sizeable trade surpluses and a high savings rate, China is itself playing an increasingly
important role as a source of finance both within the Asian region and globally (Breslin, 2009). China’s
growing financial power is apparent in both the rise in China’s role as an international creditor, particularly
of USD assets (Chin and Helleiner, 2008), and the growth in its role as a source of FDI (Zhang, 2009; Iksoo,
2009). It is also apparent from the growth in the relative global importance of its equity markets as
highlighted in Figure 5.
10
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Figure 6. Major share price indices (Jan 1999 = 100)
Source: Underlying data derived from Datastream; author’s calculations.

A link is often made between the process of globalization and the growth of large multinational
corporations (de la Dehesa, 2006). China’s rise has also been asserted to be the beginning of a ‘new phase’
of globalization (Henderson, 2008). Thus, it would be expected that China’s (and, more generally, East
Asia’s) growth in economic and financial power would be associated with an increase in the proportion of
large (and, at least through their economic impact) multinational companies resident within its borders. For
example, throughout its process of economic reform, China has focused on establishing a set of large,
internationally-competitive enterprises (this has recently included tying inwards FDI to its development
policy (see Hout and Ghemawat, 2010, on technology transfer). However, China’s success in achieving its
objectives against a moving (and improving) set of leading firms has previously been questioned (Nolan,
2002), with few of the world’s top 1250 firms having been identified as residing in China and other high
growth emerging markets (Nolan, 2010).
The interest in large, listed multinational companies reflects a variety of factors relating to their potential
to exert political and economic power, and that this may be to the detriment of the developing world. In
terms of economic and financial factors, the basis for this interest includes: the growth in financial power of
multinational companies relative to governments (Farrell, 2008); that the shareholders of multinationals, and
therefore the primary beneficiaries of profits generated, predominantly reside in high-income economies
(Nolan, 2010); the dominance of multinationals in terms of control of FDI flows (del la Dehesa, 2006); and
their dominance in the area of research and development and thus technical progress (Nolan, 2010).
Although the data presented in Figures 2 and 5 highlight the growing importance of China within the
global economic and financial environments, based on GDP and equity market capitalisation, it is not
apparent that China has to this point gained significantly in its share of control of these large multinational
corporations. As noted, this focus on large corporations reflects their political and economic significance in
determining both world trade and global capital flows. Thus for China's position in the global economy to be
cemented, we would expect to see a significant increase in its share of the world's largest companies.
11
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4.2 Globalisation and the impact of the GFC
The economic and financial processes of globalization are usually seen as occurring gradually. However,
there are concerns that the global financial crisis (GFC) may have altered the pace at which each process
evolves (Burrows and Harris, 2009). This includes the rate at which the progressive shift of economic and
political power towards Asia, particularly China, is occurring (Overholt, 2010). To some extent these
concerns reflect perceptions of the GFC as largely a North Atlantic phenomenon. Thus the GFC is viewed as
weakening both the United States and Europe (particularly the United Kingdom) as global financial centres
(Nesvetailova and Palan, 2008). That this event may add to China’s perceived gains from globalization is
also reflected in the tensions created by the large trade imbalances between the United States and China
(Bowles and Wang, 2008).
Against the view that the GFC is mainly a North Atlantic phenomenon, is acknowledgement of the
widespread impact of the GFC outside Western Europe and North America (Wade, 2009). This includes the
significant economic impact on China of the GFC (Wang, 2009), with China’s real economy being
particularly sensitive to global economic downturns due to its heavy reliance on exports (Palley, 2006;
Breslin, 2009). Additionally, as a major creditor, China has faced significant financial costs throughout the
GFC through the need to sterilize the impact of U.S. dollar accumulation and capital losses on these U.S.
dollar holdings (Chin and Helleiner, 2008). However, as already noted, China has still been able to make
significant economic and financial progress throughout the period associated with the GFC (Figures 2 and 5).

4.3 The geographical distribution of large listed companies and the GFC
As argued above, the growth in China’s (and East Asia’s) economic and financial significance may be
expected to be reflected in the proportion of large listed companies resident in China (and the East AsianPacific region generally). (This would especially be the case given the size of many of the initial public
offerings associated with the listing of large former state-owned enterprises). Tables 1 and 2 present data on
these large companies, as proxied by the global Top 1,000 listed companies (based on the U.S. dollar value
of assets). Table 1 is based on the percentage share by number within the Top 1,000. Table 2 is based on the
percentage share of the value of assets held by the Top 1,000 companies, a measure that is more likely to
capture the economic and financial significance of these companies.
Table 1
*
Region/Country distribution of Top 1,000 listed companies (% of Total Companies)
Region/Country

2005

2006

2007

2008

2009

2010

2011

East Asia & Pacific

30.6

28.8

29.4

29.9

29.3

30.7

31.7

Australia

1.2

1.3

1.5

1.7

1.6

1.4

1.8

China

2.0

2.1

2.6

3.2

3.5

4.0

4.3

Japan

18.4

16.3

16.3

16.0

15.5

15.8

16.1

Europe & Central Asia

30.5

32.4

33.1

32.4

31.3

30.7

30.0

19.0

17.5

20.6

20.4

19.4

19.7

19.1

Latin America & Caribbean

1.4

1.6

1.6

1.9

2.3

2.7

2.9

Middle East & North Africa

3.4

4.1

4.7

5.2

5.3

5.4

5.0

North America

31.7

30.4

28.4

27.3

28.8

26.5

27.4

United States

27.0

26.1

24.3

23.6

24.7

22.5

23.2

South Asia (India)

1.4

1.6

1.8

2.3

2.0

3.0

2.0

Sub-Saharan Africa

1.0

1.1

1.0

1.0

1.0

1.0

1.0

100.0

100.0

Euro area

World

100.0
100.0
100.0
100.0
100.0
Source: OSIRIS; author’s calculations; * based on U.S. dollar value of assets.

It is apparent that there has been growth in the proportion of large companies domiciled in China (and to
some extent East Asia) over the period since 2005. Consistent with the view of Nolan (2010), China’s share
of these large companies is still well below its shares of world GDP and equity market capitalisation.
Additionally, although China has made greater gains than other regions/countries in share over the period
12
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associated with the GFC, these gains are still broadly comparable to those made by the Latin America &
Caribbean region.
However, as revealed in Table 2, a focus on the proportion of the Top 1,000 companies domiciled in
China may be misplaced. Growth in China’s share of the Top 1,000 companies’ assets is more consistent
with growth in its shares of global output (GDP) and global stock market capitalization and suggestive of the
potential growth in its global influence. The share in the global value of assets held by Chinese companies in
the Top 1,000 is has increased at a level commensurate with China’s growth in share of global GDP. This
reflects the very large size (at least in accounting terms) of some of China’s relatively recent listings of
former state-owned enterprises (e.g. the four large national state-owned commercial banks), and the intent of
its industrial policy with its focus on creating large, globally competitive companies. This is suggestive that
China’s economic and financial influence, or perceptions of this influence, may more likely be a result of the
absolute size of each of its largest listed companies than from the number domiciled within its borders.
Table 2
*

Region/Country distribution of Top 1,000 listed companies (% of Total Assets )
Region/Country

2005

2006

2007

2008

2009

2010

2011

East Asia & Pacific

23.2

21.2

21.4

23.4

25.0

27.5

29.1

Australia

1.5

1.6

1.8

1.9

2.1

2.2

2.5

China

4.2

4.3

4.5

5.9

7.1

7.9

9.4

Japan
Europe & Central Asia
Euro area
Latin America & Caribbean
Middle East & North Africa

13.8

11.5

11.4

11.8

11.7

13.0

12.8

45.9

49.3

50.9

48.9

46.4

41.7

40.3

28.4

27.1

31.6

30.2

28.6

25.4

24.1

0.7

0.9

1.1

1.3

1.7

2.0

2.1

1.0

1.2

1.4

1.6

1.6

1.7

1.6

North America

27.9

26.1

23.8

23.4

23.8

25.3

25.4

United States

24.4

23.3

20.9

20.8

20.9

22.2

22.1

0.6

0.6

0.8

0.8

0.9

1.2

1.0

0.6

0.6

0.6

0.5

0.6

0.6

0.5

100.0
100.0
100.0
100.0
100.0
100.0
*
Source: OSIRIS; the author’s calculations; based on U.S. dollar value of assets.

100.0

South Asia (India)
Sub-Saharan Africa
World

With respect to the U.S., the advent of the GFC and associated corporate failures saw a significant
decline in the share of U.S.-based companies in the global Top 1,000, from 27 per cent in 2005 to 24.3 per
cent in 2007 and 23.6 per cent in 2008. However, since 2008 the rate of decline has been relatively slow,
with only a small further reduction to 23.2 per cent by 2011. Again, a focus on the number of companies in
the Top 1,000 may obscure from some important details, and in doing so exaggerate the impact on the
financial and economic power of U.S.-based listed corporations. While the U.S. has a reduced share of the
Top 1,000 companies domiciled within its borders, the value of assets under control of these companies has
actually increased from the low achieved in 2008 of 20.8 per cent, at the height of the GFC, to 22.1 per cent
as of 2011.
This robustness in the value of assets held by U.S.-based large listed companies reflects, amongst other
factors, the diversification of the U.S. in terms of industrial structure (Table 4). In particular, the U.S. was
not as overweight on financial sector companies (banks, diversified financials and insurance) as was the
global Top 1,000 at the start of the GFC (Tables 3 and 4). At the same time, the U.S. was relatively
overweight in consumer staples, health care, information technology, and utilities, which may be less
effected by economic downturns. Indeed, we can observe that as a percentage most of the fall in the U.S.
share of the global Top 1,000 occurred at the start of the GFC in 2007. Thus, the decline in the U.S. of its
share of the global Top 1,000 preceded the fall in share of these large, listed companies in, for example, the
Euro area by one year. This reflects the earlier emergence in the U.S. of the credit crisis, and the early
collapse and acquisition of a number of U.S. controlled companies in the financial and consumer durable
industry sectors.
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Table 3
*

Industry composition of Global Top 1,000 listed companies (% of Total Companies)
Industry

2005

2006

2007

2008

2009

2010

2011

Energy

5.2

5.6

5.6

5.8

6.3

6.1

6.4

Materials

5.5

5.2

5.2

5.4

5.1

5.0

5.1

Capital Goods

11.1

10.9

11.0

10.7

10.0

10.1

9.9

Consumer Discretionary

8.0

7.4

6.6

6.0

6.3

5.7

5.8

Consumer Staples

5.2

4.9

4.5

4.7

4.5

4.5

4.3

Health Care

2.6

2.9

2.7

2.7

2.7

2.7

2.9

30.2

31.2

32.2

33.0

32.9

33.3

33.1

Diversified Financials

6.7

7.2

7.4

7.4

7.6

7.9

7.8

Insurance

7.6

7.4

7.5

7.9

8.2

8.3

7.6

Real Estate

2.7

3.2

3.4

2.8

2.6

2.5

3.1

Information Technology

4.1

3.9

3.6

3.5

3.5

3.6

3.6

Telecommunication Services

3.7

3.5

3.6

3.6

3.7

3.6

3.6

Utilities

7.4

6.7

6.7

6.5

6.6

6.7

6.8

100.0
100.0
100.0
100.0
100.0
100.0
Source: OSIRIS; author’s calculations; * based on U.S. dollar value of assets.

100.0

Banks

Total

Table 4
*

Industry composition of U.S. Domiciled Global Top 1,000 listed companies (% of Total)
Industry

2005

2006

2007

2008

2009

2010

2011

Energy

5.9
1.9
11.1
12.6
7.8
5.9
12.2
9.6
10.4
2.6
7.8
1.1
11.1

6.1
1.9
10.7
12.3
7.7
6.5
12.3
11.1
10.3
2.3
7.3
1.1
10.3

6.2
2.1
10.7
11.1
7.4
6.6
12.3
11.9
10.7
2.9
6.6
1.2
10.3

7.2
2.5
10.2
11.0
7.2
7.2
11.4
12.3
10.2
2.1
6.8
1.3
10.6

8.1
2.4
9.7
10.9
6.1
6.9
11.7
13.0
10.9
2.0
6.9
1.6
9.7

8.4
2.7
9.8
10.2
5.3
7.1
10.2
14.2
10.7
1.8
7.6
1.8
10.2

8.6
2.6
9.5
10.3
5.2
7.3
10.8
13.4
10.3
2.6
7.3
1.7
10.3

100.0

100.0

100.0

100.0

100.0

100.0

100.0

225

232

Materials
Capital Goods
Consumer Discretionary
Consumer Staples
Health Care
Banks
Diversified Financials
Insurance
Real Estate
Information Technology
Telecommunication Services
Utilities
Total
Number

270
261
243
236
247
Source: OSIRIS; author’s calculations; * based on U.S. dollar value of assets.

While hosting an increasing number of the global Top 1,000 listed companies (Table 1), it is apparent
that the rapid growth in China’s position reflects the start from a small initial base. Additionally, China still
lacks the industrial diversification attained by the U.S., potentially concentrating its global influence to a
more limited range of industries than suggested in its growth in economic power (Table 5). This is reflected
in the concentration of China’s share of the Top 1,000 companies in the energy, materials, capital goods,
utilities and, particularly, banking sectors.
With respect to the value of assets held in the Top 1,000 listed companies controlled within specific
regions/countries, it is apparent that following an initially large jump at the start of the GFC in 2007 the rate
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of decline of assets under North American (especially U.S.) control has progressed at a relatively slow and
steady pace (Table 2). This decline has been exceeded in absolute level (percentage) by the gain in China’s
(and the East Asian-Pacific’s) share of Top 1,000 assets, reflecting that some of this gain has been at the
expense of the share of Top 1,000 companies in the European & Central Asia and Sub-Saharan Africa
regions.
Table 5
Industry composition of Chinese Domiciled Global Top 1,000 listed companies* (% of Total)
Industry

2005

2006

2007

2008

2009

2010

2011

Energy

15.0

14.3

11.5

9.4

8.6

7.5

9.3

5.0

4.8

3.8

6.3

5.7

5.0

9.3

10.0

14.3

23.1

18.8

17.1

20.0

20.9

Consumer Discretionary

0.0

0.0

0.0

0.0

2.9

2.5

2.3

Consumer Staples

0.0

0.0

0.0

0.0

0.0

0.0

0.0

Health Care

0.0

0.0

0.0

0.0

0.0

0.0

0.0

45.0

42.9

34.6

37.5

40.0

35.0

32.6

0.0

0.0

0.0

0.0

0.0

0.0

0.0

10.0

9.5

11.5

12.5

11.4

10.0

7.0

Real Estate

0.0

0.0

0.0

3.1

2.9

5.0

4.7

Information Technology

0.0

0.0

0.0

0.0

0.0

0.0

0.0

10.0

9.5

7.7

6.3

5.7

5.0

4.7

5.0

4.8

7.7

6.3

5.7

10.0

9.3

100.0

100.0

100.0

100.0

100.0

100.0

100.0

40

43

Materials
Capital Goods

Banks
Diversified Financials
Insurance

Telecommunication Services
Utilities
Total
Number

20
21
26
32
35
Source: OSIRIS; author’s calculations; * based on U.S. dollar value of assets.

Table 6
Region/Country distribution of Top 1,000 listed companies
(% of Total Market Capitalisation**)

*

Region/Country

2005

2006

2007

2008

2009

2010

2011

East Asia & Pacific

20.1

19.7

16.3

18.5

20.2

20.3

20.9

Australia

1.5

1.5

1.7

2.5

2.3

2.2

2.9

China

0.4

1.3

2.0

2.3

3.1

2.9

2.7

Japan

13.3

11.4

7.2

8.3

8.5

7.8

8.2

32.1

35.3

36.8

34.7

35.2

32.5

29.0

Europe & Central Asia

18.0

18.6

21.9

20.4

19.9

16.4

14.2

Latin America & Caribbean

Euro area

0.5

0.6

1.1

0.9

2.1

2.2

2.0

Middle East & North Africa

2.7

1.4

8.4

2.0

2.2

2.2

1.9

North America

43.8

42.1

36.3

42.3

38.7

40.3

44.8

United States

40.7

39.1

33.1

39.1

35.0

36.0

40.5

South Asia

0.4

0.5

0.6

1.1

1.0

1.9

0.8

Sub-Saharan Africa

0.4

0.5

0.4

0.6

0.5

0.6

0.6

World
100.0
100.0
100.0
100.0
100.0
100.0
100.0
Source: OSIRIS; author’s calculations; * U.S. dollar value of assets; ** some missing values for market capitalisation.

Given the volatility of stock markets globally during this period, the decline in the North American/U.S.
shares of the total market capitalisation of equity of the Top 1,000 companies (Table 6) has been less
consistent than that of assets (Tables 2 and 6), although the pattern of change in this area reflects that in the
U.S. equity market overall (Figures 4 and 6). Thus, while initially declining in share as a result of the GFC,
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and subject to significant volatility over the 2005 to 2011 period, the U.S. listed companies in the Top 1,000
have regained (and even increased) their share in global market capitalisation of the Top 1,000 companies.
However, as discussed briefly above, this observed pattern may reflect measurement problems caused by
fluctuations in the value of the U.S. dollar against other major currencies to some extent (Figure 3).
As is apparent from Table 6, China’s share of the market capitalisation of the Top 1,000 companies is
relatively low, and broadly reflective of its share of global Top 1,000 companies by number. Thus, while its
large, listed companies control a large share of the value of total assets in the Top 1,000, this is yet to be
reflected in the value of these companies stocks.

5. CONCLUSIONS
As suggested at the start of this paper, the intent has been to provide an overview of selected economic
and financial changes that have occurred over the period immediately preceding, associated with, and post
the GFC, in order to address a few key research questions. The first was whether the GFC has accelerated the
shift of economic and financial power towards China (and the Asian-Pacific region more generally), and
whether this has been at the expense of the U.S. as has been suggested in some of the political economy
literature analysing the GFC and its impact. The second was the impact of the GFC on the share of large
multinational companies domiciled in China, an issue that has received limited attention. To this end simple
data on the relative position of countries and regions has been presented capturing GDP, market
capitalisation, and the value of assets, all measured at current U.S. dollar values. It is this latter feature that
must be recognised as a significant limitation of this overview, and one to be addressed in a more thorough
analysis of these issues in the future. It is hoped that the conclusions reached here will be of sufficient
interest, and controversy, to attract such additional research.
On the first issue, of whether the GFC has accelerated the shift of economic and financial power towards
China/the Asian-Pacific, and whether this has been at the ‘expense’ of the U.S. Much of the overall decline
in the value of North American/U.S. share of global output is part of a trend that has been present over the
2000s. During this period the East Asian-Pacific share of world GDP can be seen to have been relatively
stable (and even declined until 2006–2007). However, rather than accelerate the decline in the North
American/U.S. share of global output, as suggested in the political economy literature, the GFC seems to
have temporarily stabilised the share. Following the GFC, the U.S. decline would appear to have moved back
towards its previous trend.
In the area of financial power, as approximated by the share of global equity market capitalisation, the
picture is clearer. The East Asian/Pacific region has grown significantly in terms of its importance over the
2000s. However, in each case the data suggests that rather than accelerating the economic and financial shift
from North America, the GFC may have acted to (at least temporarily) stabilise and even to have increased
the U.S./North America’s relative position. This reflects that, rather than being a North Atlantic event, the
GFC was a global event which impacted more heavily on many regions outside North America than within
the region, especially with respect to the relative decline in value of equity in the major economies that
occurred during and post the GFC.
The above does not detract from China’s economic emergence. This is part of a longer-term trend
reflecting China’s relatively rapid growth in GDP over the 2000s, even if it is not an event associated
strongly with the GFC (although during the GFC China has maintained a strong economic performance).
Indeed, it is China’s strong growth, which has maintained the Asian-Pacific region’s share of global output.
This is in the presence of a significant decline in the share of world income provided by Japan. Thus we can
see a shift of economic and financial power not, per se, to the Asian-Pacific region, but within the region to
China (and regionally and globally away from Japan).
In the area of market capitalisation, it is clear that China has provided most of the growth in the East
Asian-Pacific region’s share (supported by less spectacular, but relatively strong growth in countries such as
Australia). It is, however, not clear that the GFC has provided the greatest impetus for this growth, with
China gaining little in its share of equity market capitalisation over this period. This is despite significant
outperformance of its stock markets relative to major markets in the western world. Rather, it should most
likely be seen as a direct result of the emergence and growth in the Chinese market oriented economy and
financial system.
On the second matter of the impact of the GFC on the global share of large multinational companies
resident in China (and expected as part of the ongoing process of globalisation). While it is apparent that
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China appears to have made significant gains in share of the global Top 1,000 companies, it is also clear that
it still holds a relatively small share of the total. This is even following the GFC and the North Atlantic
regions’ problems. Additionally, China would be expected to have gained a greater share of the global Top
1,000 listed companies over the second half of the 2000s. This is as a direct result of its continued listing of
large state owned enterprises (particularly banks), and the relatively rapid growth in its economy (and
relative outperformance of its stock markets). Also observed was the relative lack of industrial
diversification in those of China’s large list companies that were included in the Top 1,000 by U.S. dollar
value of assets.
Finally, the data presented in this chapter suggests that while severe in impact, the U.S. does not appear to
have had its relative global position weakened by the GFC to the extent expected by some authors (with
respect to the large companies still under U.S. control). To some extent it appears that it has benefitted from
the well-diversified industrial structure of those U.S.-based companies that were included in the global Top
1,000 used in this paper.
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Appendix A: Data sources
GDP and total market capitalization data for countries and regions are derived from the World Bank, World
Development Indicators (http://databank.worldbank.org/). These figures are based on current U.S. dollar values.
Data on the value of assets, market capitalization, country of registration, and industry for the global Top 1,000
listed companies is derived from the Bureau van Dijk OSIRIS database. The reference to listed indicates that the
company is either currently listed or was listed in the year for which data was collected.
Industry classifications are based on an aggregation into 12 industry groups (Energy, Materials, Capital Goods,
Consumer Discretionary, Consumer Staples, Health Care, Banks, Diversified Financials, Insurance, Real Estate,
Information Technology, Telecommunication Services, and Utilities) based on data derived at the eight-digit level
based on the global industry classification standard (GICS). For consistency with the GDP and market capitalisation
data, the global Top 1,000 listed companies are identified based on either the current U.S. dollar value of assets in each
year. This means that the Top 1,000 by assets need not be match with a figure for market capitalisation, suggesting that
these initial observations be treated with some caution.
Data on the level of major stock price indices and on the level of major exchange rates is sourced from Datastream
(monthly basis).
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Abstract
Sustainable economic development is based on the favourable and stable business environment that promotes
business competitiveness. Commercial banks have an important role on the growth and successful functioning of the
state's economy. Development of any industry is not possible without the raised debt capital, most popular forms of
which are bank loans and leases. Commercial banks facilitate the capital flow from the less efficient sectors of the
economy and businesses to more competitive industries and enterprises. Additionally credits have another significant
role in the economy of each country, because they substantially increase the purchasing power of consumers and
industries, which leads to the GDP growth. Baltic countries’ GDPs grew faster than in Central and Eastern Europe
(CEE) countries and in Europe could only be matched by Iceland and Spain, before the crisis of 2009. Volume of loans
- including loans from foreign creditors have increased in average of 20 percent over the previous year in the period
from 2000 to 2007. Still the debt was low compared to the average level in euro area but was above the level of most
CEE countries.
The purpose of the research is to analyze the dynamics of Baltic States’ GDPs during the years 2005 - 2010 and to
test the GDP correlation with domestic commercial banks issued loans to the businesses. The principle results of
analysis provide evidence about the leading and influencing factors in GDP and issued loans mutual relations and
develop proposals for faster recovery of Baltic States’ economies after meltdown in 2008. Empirical research provides
the facts that the leading factor between the two variables – GDP and lending is GDP, because the changes in the
lending follow after changes in GDP. Granger test analysis, performed for aggregate GDP and lending figures, as well
as for 6 industries, which comprises more than 50% of GDP in each Baltic State: Agriculture, Manufacturing,
Construction, Wholesale/Retail, Transportations/Logistics and Operations with Real Estate, provides controversial
results and indicates that some industries output has mutual relationship with availability of financial resources, but
business sector development leads to the increase of credits granting by this insuring particular sector future
development.
Authors conclude that the lending in Baltic States restarts only when its economy shows growth in some
consecutive quarters, not vice versa. As another option to restore the credit granting would be by support of government
to encourage banking sector to antagonize the effects of the previously found correlation - to ensure lending to the
economy also during periods of recession, in this way supporting the credit granting to the businesses. The availability
of credit resources is essential for successful growth of companies, industries and GDP overall. These industries with
better development pace have better access to credit resources.
The methods of the research are systematical, logical and comparative analysis, analysis of statistical data, expert
method and generalization as well as econometric method of Granger causality test.
Keywords: Loans, GDP, Granger causality test, loans and output.

1. INTRODUCTION AND RESEARCH OBJECTIVES
Sustainable economic development is usually based on the favourable and stable business environment
that promotes business competitiveness. Commercial banks have a significantly role on the growth and
successful functioning of the state's economy. Commercial banks facilitate the capital flow from the less
efficient sectors of the economy and businesses to more competitive industries and enterprises.
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Additionally credits have another significant role in the economy of each country, because they
substantially increase the purchasing power of consumers and industries, leading to the GDP growth.
Without availability of additional financial resources growth of economy becomes challenging and therefore
credits have the key influence on it (Romanova, 2006).
Baltic countries’ GDPs before the crisis of 2009 grew faster than in other Central and Eastern Europe
(CEE) countries and in Europe could only be matched by Iceland and Spain. Volume of loans - including
loans from foreign creditors have increased in average of 20 percent over the previous year in the period
from 2000 to 2007. As a result, for example Latvian debt reached 116% of GDP in 2007, compared to 35%
of GDP in the 2000th. Still the debt was low compared to the average level in euro area - 135 %, but was
above the level of most CEE countries (Erbenova, 2006).
Baltic States, like many other countries in the CEE region has experienced substantial capital inflows in
the years preceding the crisis. In countries with floating exchange rates (Czech Republic, Poland, Romania,
Slovak Republic and Ukraine), monetary policy was strengthened by allowing exchange rates to fluctuate.
However, in countries with pledged exchange rates (Bulgaria, Estonia, Lithuania and Latvia) capital inflows
caused lower interest rates and significant acceleration in credit growth. In many of these countries,
including Latvia, Lithuania and Estonia, most of the loans were granted in foreign currency, due to the
lowest rates (Brunner, 2006).

2.

MATERIAL AND METHODS

Works related to the effect of financial development on economic growth are controversial. Some results
do not indicate the existence of causality (Favara, 2003) and, depending on the period in consideration, even
show a negative relationship, while others found a two-way causality between finance and growth (Shan and
Jianhong, 2006). The relationship between per capita GDP growth rate and the private sector credit / GDP
ratio, used as a proxy for financial development, is estimated in a work for 77 countries (Beck, 2000). They
find that more developed levels of financial intermediary can improve resource allocation and accelerate
long-run economic growth. The reported elasticity is 1.443, meaning a rise of one percentage point in GDP
growth rate per year when doubled the credit ratio.
European Central Bank (ECB) research has provided empirical evidence for the existence of a bank
lending channel of monetary policy transmission in the euro area. In addition, and in contrast to recent
findings for the US, ECB find that in the euro area changes in the supply of credit, both in terms of volumes
and in terms of credit standards applied on loans to enterprises have significant effects on real economic
activity (Cappiello, 2010).
J.C.Driscoll discovered that there is a long tradition in the literature on monetary policy, beginning with
Brunner and Meltzer (1963) and revived more recently by Bernanke (1983) and many others, that banks may
play a special role in the propagation of economic fluctuations. The first is the reverse-causality or
endogeneity problem: one must determine that correlations between output and money are due to output
responding to money and not money demand to expectations of future output. J.C.Discroll points, that the
positive correlation between output and lending is statistically stronger for constructions and investment
loans and in the microeconomic level, there appear to be substantial evidence that the impact of a change in
bank lending is the most severe on small firms (Gertler and Gilchrist, 1994). This research concludes that
state-specific money demand shocks have economically and statistically significant effects on the quantity of
loans made by banks in that state. After using those shocks as instruments, he found slight evidence against
the contention that shocks to the supply of bank loans raise output. These results are robust to changes in
sample size and choice of cross-sectional unit. The second finding adds to the negative results found at the
aggregate level by Miron et al. (1994), Oliner and Rudebusch (1996) and others that the lending channel has
little or ambiguous macroeconomic impact.
European Central Bank (ECB) in its paper indicates, when evaluating the impact of credit growth on
output there are a number of issues that need to be addressed. One of the most pertinent issues concerns the
endogeneity, or reverse causality, problem, since one cannot distinguish whether loan supply affects output
or, vice versa, if the demand for (and supply of) loans is determined by future expected output. ECB found,
that in the euro area changes in the supply of credit, both in terms of volumes and in terms of credit standards
applied on loans to enterprises have significant effects on real economic activity. In other words, a change in
loan growth has a positive and statistically significant effect on GDP. But it cannot be taken for granted that
such changes in credit supply in turn have significant effects on real economic activity. Indeed, for the US
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neither Driscoll (2004) nor Ashcraft (2006) found compelling evidence for a strong causal relationship
between credit supply and real output. But contrary to the US experience, other researches document that
changes in credit supply also exert a non-negligible impact on real economic activity in the euro area. The
difference between the results for the euro area and the US-based studies (Driscoll, 2004; Ashcraft, 2006)
probably stems primarily from the greater dependence on bank credit of the euro area private sector.
P.L.Tecles and B.M.Tabak estimated empirical relationship between credit and GDP using a Vector
Error Correction model applied to Brazilian data. The study of the effect of GDP on demand for credit was
carried by the assumption that better economic conditions increase the consumers and investors optimism.
With higher expectations on future income, they tend to smooth consumption by increasing borrowing. Their
findings indicate a significant impact of credit supply on future income, which corroborates the credit view
hypothesis that financial development has an important role in economic growth. Also, the inverse direction
causality is verified. Expectations of higher productivity, measured as future GDP, implies in higher
individual income prediction and consequently in larger demand for credit. Both results highlight the
importance of monitoring aggregate economic activity and the financial sector. The association between
credit booms and financial instability, with the consequent depreciation of assets quality and bank crisis
supports financial control to assure the output of economy (Tecles and Tabak, 2008).
L.Gambacorta and P.E.Mistrulli investigated the existence of cross-sectional differences in the response
of lending to monetary policy and GDP shocks owing to a different degree of bank capitalization. They
indicate that all theories, which explain how bank capital could influence the propagation of economic
shocks, suggest the existence of market imperfections that modify the standard results of the Modigliani and
Miller theorem. Broadly speaking, if capital markets were perfect, a bank would always be able to raise
funds (debt or equity) in order to finance lending opportunities and its level of capital would have no role
(Gambacorta and Mistrulli, 2005).

3.

THE RESEARCH RESULTS

Comparing annual credit index, which is calculated as the volume of granted loans in current year versus
volume to the granted loans in previous year, with annual GDP index it can be observed that both indexes
have similar trends till year 2008, except Latvia, where already in 2007. GDP index were below 100%. In all
other cases, during the time period from the year 2005 till year 2008 both indexes were above 100%, which
means that the volume of the granted loans and GDP rose year over the year.
Staring from the year 2008 the situation was different - in 2009, annual GDP index was 82% in Latvia,
85% in Lithuania and Estonia, which means that GDP decreased by 15-18%, while the annual index of loans
was 93% in Latvia, 91% in Lithuania and 95% in Estonia, which means that commercial banks stopped to
grant the loans. During next year - 2010, both indexes have the opposite trend (except Latvia) – GDP index
was above the 100% level which means that economy started to recover, but the volume of granted loans
continued to decrease as credit indexes were below 100% level.
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Figure 1. Annual Credit Index and GDP Index in Latvia
Source: www.fktk.lv and www.csb.gov.lv

21

31.12.10.

Journal of Business Management, 2012, No.6

ISSN 1691-5348

180.0%
160.0%

164.9%

143.2%

140.8%

140.0%

118.3%
120.0%

101.4%

107.8%
107.8%

100.0%

109.8%

91.2%
102.9%

80.0%

85.2%

60.0%
40.0%

93.4%

Credit Index (%)

20.0%

GDP Index (%)

0.0%
31.12.05.

31.12.06.

31.12.07.

31.12.08.

31.12.09.

31.12.10.

Figure 2. Annual Credit Index and GDP Index in Lithuania
Source: www.lb.lt and www.stat.gov.lt
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Figure 3. Annual Credit Index and GDP Index in Estonia
Source: www.eestipank.ee and www.stat.ee

As authors observed in all three Baltic countries, GDP decrease actually stopped in 2010 and economies
started to increase. In same time period (year 2010) crediting volume continued to decrease and comparing
with previous year credit volumes dropped from 9% – 6%. GDP already moved to the next level of the
business cycle, but crediting still stayed in the previous one.
Obtained data indicates that there is a relationship between the changes in GDP and the volume of
granted loans and the leading factor between these two variables are GDP as the changes in the volume of
granted loans follows the fluctuation of GDP.
Government can influence structural development of economy by providing necessary financial
resources to the sectors important for country's development. This kind of support is especially important
during low business activity cycle of economy, when private financial institutions restrict credits availability.

As an option to provide necessary financial resources, governments could develop commercial
banks in Baltic countries, which would be able to react against the previously found correlation - to
ensure lending to the economy also during periods of recession, in this way supporting the credit
granting to the businesses. As state owned banks usually have more reliability in the eyes of
consumers during the economy meltdown period, state owned banks will have an access to the
consumers’ savings, which can be used as necessary resources for crediting of the economy.
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DISCUSSION

Authors, in order to clarify the mutual relations between GDP development and industries lending
capability, tested the correlation between the industry development pace and its access to financial resources
(leverage). Authors draw a hypothesis that if the industry develops more quickly, then more credit resources
are available to particular industry.
In order to test the hypothesis authors performed the Granger causality test analysis between 6 industries
growth temps and leverages dynamics during the period of time 2005 -2010.
According to the data from Baltic Statistical Bureaus - Statistics Estonia, Statistics Lithuania and Central
Statistics Bureau of Latvia, 6 industries – Agriculture, Manufacturing, Construction, Wholesale/Retail,
Operations with Real Estate, Transportations/Logistics contributed more than 60% of total Latvia GDP in
year 2010.
Table 1
Industries output and contribution to GDP in 2010
Proportion in GDP, %
Industry
Latvia

Estonia

Lithuania

Agriculture

4,50%

2,87%

3,5%

Manufacturing

13,40%

14,31%

19,9%

Construction

5,90%

4,98%

6,3%

Wholesale and Retail

16,70%

10,39%

19,5%

Transportation and Logistics

12,10%

7,72%

12,3%

Operations with Real Estate

8,30%

9,50%

6,9%

Total:
61%
50%
68,4%
Source: www.fktk.lv, www.csb.gov.lv, www.lb.lt, www.stat.gov.lt, www.eestipank.ee, www.stat.ee

Granger causality test is a statistical method based on prediction – i.e. it estimated if one variable is a
signal to predict the value of another variable. This method by its mathematical formulations was introduced
by C.Granger in 1960s and is widely used in economics since then. To analyse similar concepts as are
examined in this paper Granger causality test was used by I.Sendeniz-Yuncu et al. (2008) and R. Bebczuk et
al. (2010).
In order to statistically determine what is the causality between loans and output Granger causality test
was used. Quarterly data for the period 2005-2010 for GDP and its components and loans by sectors were
used. Because of the quarterly dataset, four lags were used so the equations evaluated are as follows:

yt = α 0 + α1 yt −1 + ... + α 4 yt −4 + β1 xt −1 + ... + β 4 xt −4 + ε t

xt = α 0 + α1 xt −1 + ... + α 4 xt −4 + β1 yt −1 + ... + β 4 yt −4 + ε t

(1)

where yt - output in the period t,

xt - loans at the period t.
Loans are outstanding loans at the end of the period. Both output and loans are measured at nominal
prices. In further analysis we will examine both aggregate numbers (total GDP, total loans) and GDP and
loan components split by NACE1 sectors.
Granger causality test shows that aggregate GDP and loan data do show causality effects; except for
Lithuania where it seems that total outstanding loans influence the value of GDP (results for the aggregate
GDP and total loans outstanding can be seen in Table 2).
Results summary of Granger test for all three Baltic countries in more detailed split by sectors can be
found in attachment in Table 3. There are some interesting results when looking more deeply at particular
sectors. With 95% confidence it can be said that in wholesale and retail sector loans influence output and
vice-versa output influences the amount of outstanding loans both in Latvia and Estonia. Data for Lithuania
for this sector can't be split separately and are shown together with data on transport, logistics and
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accommodation. Probably that is the reason why there appear no causality effects for wholesale and retail
loans and output in Lithuania.
Table 2
Results of Granger test for all three Baltic countries
Null Hypothesis:

Latvia

Estonia

Lithuania

GDP does not Granger Cause LOAN_TOTAL

0,392

0,7742

0,6412

LOAN_TOTAL does not Granger Cause GDP

0,8982

0,1696

0,0327

Source: the authors’ calculations

In transport and logistics sector the only causality that can be found is between loans to transport and
logistics sector and total GDP in Latvia. As there is no Granger causality between loans to this sector and
output of transportation, there is no direct impact, though may be some indirect because of the possibilities to
develop some other sectors of economics. No connections between loans and output in transport sector are
found also in Estonia.
In operations with real estate there is a clear causality by loans to real estate sector influencing the output
of this sector in all Baltic countries, but we should note that till 2008 data for operations with real sector in
Latvia and for the first two quarters of 2005 in Estonia and the whole period in Lithuania included data also
on loans to some additional subsectors like rent and other business activities, that could leave some impact
on results, though as the amount of these extra sectors are small, this impact should not be significant.
For agriculture we don't find causality effects meaning that the increase of loans does not influence
output of agriculture much. That could be explained because there are seasonal factors and good or bad
weather can have an influence on the output regardless the amount of loans outstanding. Another factor is
that loans for agriculture could be long term investments that don't give full payback in one year so the
impact of the loans is not so apparent. In Estonia and Lithuania it seems that there is an opposite effect as
output in agriculture influences the value of outstanding loans to this sector.
In manufacturing, though there are no strong connections observed, the effect is in opposite direction
than in the sectors previously mentioned. With 90% confidence for Latvia and 99% confidence for Estonia
we can say that output in manufacturing industry influenced the loans for this industry. That could suggest
that banks are more eager to credit already developed enterprises and lend money for other purposes than
further development. This connection in Lithuania is less pronounced.
For construction in Latvia we don't find causality effects in any of the tested directions meaning that in
the period of 2005-2010 construction was motivated by other factors than the availability of loans (that could
be internal demand, loans issued for other sectors (e.g. operations with real estate) or some other factors). In
Lithuania and Estonia we can say that the situation is a bit different as the loans to construction sector
influence the output of this sector.

5.

CONCLUSIONS

The Loan Index - the changes in Credit granting volume over the previous year, showed a positive
growth until 2007th (inclusive), and this ratio correlated with changes of GDP, whereas in 2008th the Credit
granting volumes continue to grow, despite the fall of real GDP.
Based on empirical research, the leading factor between the two variables – GDP and Lending is GDP,
because the changes in the lending follow after changes in GDP. Accordingly authors conclude that the
lending in Baltic will restart only when Baltic states economy will show growth in some consecutive
quarters, not vice versa - the renewal of lending will lead to the GDP growth.
By testing the causality between loans and output in Baltic countries by exploiting the Granger causality
test, authors conclude that there is controversy in results and some industries supports the hypothesis, but
some not. The results can diverse even in the same industries between the countries.
Largest effect of connection between loans and output are in wholesale and retail sector where the
causality observed is in both directions both in Latvia and Estonia.
Loans available to operations with real estate influences output in this sector. Loans for this sector
should be issued with caution and carefully examining the economic situation and possibilities of further
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development as recent experience in the Baltic countries showed that exaggerated crediting of operations
with real sector was one of the factors leading to economic recession.
Output of agriculture has influenced the value of outstanding loans to agriculture in Lithuania and
Estonia, but no causality for this sector was found in Latvia. Similarly also the output of manufacture
influence the value of outstanding loans to manufacturing sector in Latvia and Estonia, but the connection is
shown to be weaker in Lithuania.
The availability of credit resources is essential for successful growth of companies, industries and GDP
overall.
These industries which better development pace have better access to credit resources.
There is a need to improve the statistical data methodology in Baltic States in order to gather more
accurate data on Transportation and logistics industry performance.
As another option to restore the credit granting would be by support of government to encourage
banking sector to antagonize the effects of the previously found correlation. This support could ensure
lending to the economy also during periods of recession, in this way endorsing the credit granting to the
businesses.
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Appendix 1
Table 3
Results of Granger test for all three Baltic countries split by sectors: Wholesale, Transport and Operations with
real estate.
3Probabilities[1]
Null Hypothesis:

Latvia

Estonia

Lithuania

Wholesale/Retail[2]:
LOAN_SALES does not Granger Cause OUT_SALES

0,0102

0,0177

0,1723

OUT_SALES does not Granger Cause LOAN_SALES

0,0013

0,0455

0,9692

GDP does not Granger Cause LOAN_SALES

0,0105

0,0034

0,2269

LOAN_SALES does not Granger Cause GDP

0,1598

0,0803

0,0556

LOAN_TRANSPORT does not Granger Cause OUT_TRANSPORT

0,3951

0,5522

0,1723

OUT_TRANSPORT does not Granger Cause LOAN_TRANSPORT

0,2417

0,2016

0,9692

GDP does not Granger Cause LOAN_TRANSPORT

0,008

0,3222

0,2269

LOAN_TRANSPORT does not Granger Cause GDP

0,0189

0,31

0,0556

LOAN_REAL_ESTATE does not Granger Cause OUT_REAL_ESTATE

0,0126

0,0394

0,0387

OUT_REAL_ESTATE does not Granger Cause LOAN_REAL_ESTATE

0,4499

0,5988

0,4082

GDP does not Granger Cause LOAN_REAL_ESTATE

0,8115

0,4023

0,1398

LOAN_REAL_ESTATE does not Granger Cause GDP

0,4407

0,2523

0,0178

Transport/Logistics:

Operations with real estate:

[1] If probability <0.05, null hypothesis is rejected with 95% confidence.
[2] For Lithuania Wholesale/Retail sector data combined with Transport/Logistics and Accomodation
sectors.
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Table 3, continued
Probabilities

Null Hypothesis:

Latvia

Estonia

Lithuania

Agriculture:
LOAN_AGRICULTURE does not Granger Cause OUT_AGRICULTURE

0,9196

0,7407

0,1452

OUT_AGRICULTURE does not Granger Cause LOAN_AGRICULTURE

0,8647

0,0042

0,0629

GDP does not Granger Cause LOAN_AGRICULTURE

0,5338

0,0448

0,002

LOAN_AGRICULTURE does not Granger Cause GDP

0,0787

0,0683

0,0021

LOAN_MANIFACTURE does not Granger Cause OUT_MANIFACTURE

0,6522

0,1899

0,7615

OUT_MANIFACTURE does not Granger Cause LOAN_MANIFACTURE

0,0845

0,0098

0,1264

GDP does not Granger Cause LOAN_MANIFACTURE

0,1601

0,0014

0,0646

LOAN_MANIFACTURE does not Granger Cause GDP

0,1773

0,0407

0,0758

0,1209

0,0191

0,0826

OUT_CONSTRUCTION does not Granger Cause
LOAN_CONSTRUCTION

0,3852

0,2074

0,3

GDP does not Granger Cause LOAN_CONSTRUCTION

0,3641

0,1759

0,4784

LOAN_CONSTRUCTION does not Granger Cause GDP

0,8607

0,127

0,2344

Manufacture:

Construction:
LOAN_CONSTRUCTION does not Granger Cause
OUT_CONSTRUCTION

Source: the authors' calculations
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Abstract
The purpose of this paper is to demonstrate the tendency to low leverage in Polish companies. We will indicate that
it was a conscious choice by companies and that it was at the source of the robustness of the Polish economy during the
crisis. This demonstration is based on the establishment of “stylized facts” from microeconomic data on companies,
coming from their financial statements and from surveys carried out by the National Bank of Poland. The data covers
the level of leverage, its frequency and duration, the declarations of firms themselves as to their preferred sources of
funding and the relation between leverage and financial constraints and profitability.
This approach is limited by the scope of available data, and in particular by the period when it was gathered (16
years), by the inability to capture some elements of the history of each company (eg. whether they suspended activity or
not) and by the unavoidable subjectivity of the replies to the survey. Further application of more formalized methods is
possible, but the correctness of results would depend on clearing of data.
We confirmed that low leverage seemed to be the conscious choice of the Polish firms who could afford it, thus a
preferred option according to the “pecking order” were own funds. Financially weaker or smaller companies could be
constrained to rely on debt. The slow growth of loans to companies contributed to delay until late 2007 the moment
when Polish banks exhausted internal deposits and were obliged to turn to external funding.
The paper reveals a new and until now unexplored layer of factors underpinning the robustness of national
economies in the global crisis, namely company decisions .
Keywords: post-transition economies, financial crisis, leverage.

1. INTRODUCTION
The global crisis which hit the world a couple of years ago is called a financial crisis because processes
in the financial sphere played the crucial role in the run up to this crisis and in its development. The state and
behavior of the financial sector made for the differences between countries. As to post-transition countries,
as the European Bank for Reconstruction and Development underlines, their integration with the rest of the
world played a major role in their exposure to the crisis, even if they neither issued nor kept toxic assets
(Transition, 2009. Financial integration was one of the underpinnings of weaker or stronger exposure to
crisis.
Poland is recognized as an outstanding case among post transition countries which in fact did not
undergo recession during the global crisis. It is underlined by EBRD. The reports of the National Bank of
Poland prove the sufficient stability of the banking sector and the relative robustness of Polish companies,
except exporters and SMEs (Raport 2009a, Raport 2009b).
4
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5
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However, among the different analyses and explanations of the crisis little is said about the role of
behavior of companies and of their choices in the matter of leverage. In macroeconomic analyses they are
often treated as automats reacting to the cost of capital and possible gains. At the microeconomic level the
hypotheses are more sophisticated, claiming that companies either choose the financially determined
optimum level of leverage, or they opt for the “pecking order” of funds, privileging their own sources, if
available. Links between both these levels of analysis are lacking.
In the present paper we wish to explore the puzzle of Polish robustness in face of the crisis. We claim
that the majority of Polish companies were reticent to contract debt and that their choices constituted the
major reason of the robustness of the Polish economy in the crisis. This approach is novel, because low
leverage is in principle not perceived as a positive feature of company strategy or of the structure of the
economy as a whole.
The novelty of this research consists also in its methodology. Namely, it is based on microeconomic data
(for companies) both from their financial reports gathered by the Central Statistical Office of Poland, and
from the surveys carried out yearly with companies for the last 16 years by the National Bank of Poland.

2. THE ROLE OF CREDIT AND LEVERAGE IN THE RUN UP TO THE CRISIS
In the interpretations of the recent financial crisis the role of leverage and excessive credit taking has
been underlined. According to the financial accelerator model of Bernanke et al.(1998) during the ascending
phase of the business cycle company profits rise together with their net worth which may be used as
collateral. This decreases the cost of external borrowing for these firms and makes banks speed up lending.
When risk rises and the net worth of companies starts to decrease in the slowdown phase, both the cost of
external finance rises and the value of collateral the firms could provide declines. Both factors limit the
opportunity of contracting external finance. Thus the financial accelerator acts in a pro-cyclical manner. In
this approach both demand for credit from companies and the propensity of banks to lend somehow follow
mechanically the changes of price/reward.
Another insight into the role of credit decisions in economic cycles provides the Financial Instability
Hypothesis of Hyman Minsky (1992). To model the credit cycles, Minsky distinguishes between different
types of borrowers: those that may meet their contractual obligations from their cash flows (hedge
borrowers), and those that cannot meet either principal or interest payments (speculative and Ponzi
borrowers). The major element driving the credit cycle upwards is that during periods of stability risk
aversion lowers, both in terms of loosening credit standards by lenders, and of loosening the supervision and
regulation requirements to the banks. This leads to excessive lending, and to a greater degree to speculative
and Ponzi borrowers. Excessive demand created by credit implies an excessive rise in asset prices. Thus
“stability inherently creates instability”, claims the first Minsky hypothesis.
Minsky’s second hypothesis states that the reaction of authorities to inflation by imposing money
constraints puts a stress on speculative borrowers who find themselves unable to meet their commitments
and forces them to sell assets. This leads to a collapse in asset values. Thus a point of flip between selfreinforcing expansion and contraction appears, a Minsky Moment.
This model explains well the situation on the American mortgage market in the first decade of the 21st
century. The initial element was that of lowering interest rates by the FED in 2003-2004, implying credit
availability and lowering credit standards. This led to a boost in demand for housing and housing prices. But
an additional element was that of securitization, having decisive consequences for both increasing the
availability of credit and lowering lending standards.
It should be underlined, that in some way, increasing the possibilities to extend loans thanks to
securitization was at the origin of a supply pressure on crediting. When the prime borrowers sector became
saturated, lenders turned to the subprime sector (Shin, 2009). Thus profit seeking enabled by rising leverage
caused deterioration in the quality of assets which were the basis of securitization.
The hypotheses on the active role of credit in the business cycle (and in particular the risk implied by
excessive borrowing) may be compared with what microeconomic theory of corporate finance says about the
choice of leverage by firms. The fact that the latter approach is static and the former dynamic does not make
comparison easy. Contrary to macroeconomic theories, the rise of leverage is not perceived in corporate
finance theories as a mechanical process, but rather as subject to (often strategic) decisions of agents.
Moreover, corporate finance theory does not look into macroeconomic conditions or consequences at this
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level of companies’ financial decisions. However, recent real experience enables us to find the links between
both.
As a matter of fact, there is no unique and coherent theory of the capital structure of companies (Harris
and Raviv, 1991). Taking into account different assumptions and arguments one may arrive at quite different
conclusions. Despite this theoretical ambiguity it is reasonable to remember two main classical approaches to
this problem: the theories making a claim for optimum leverage and those underlining the “pecking order”
principle.
According to the initial version of the basic theory of Modigliani and Miller (M-M) if taxes are not taken
into account then the value of a company does not depend on its debt level (Modigliani and Miller, 1958).
This finding is based on a number of assumptions, for example that of equal access to credit for companies
and individual investors (and at the same interest rate) thanks to which investors may execute arbitrage6.
Nevertheless, the indebtedness of an enterprise raises the level of its risk and thus imposes a higher
requirement on returns.
The principal orientation of firms in their choice of capital structure would be the fact that interest
constitutes an eligible cost which cuts income tax. As such they constitute a tax shield. Thus, in a modified
version of this theory (Modigliani and Miller (1963) (Miller, 1991)) when income tax on companies is taken
into account the value of an indebted firm is higher than a non-indebted one by the present value of the
stream of tax economies, according to the following formula:
VL = VU + TC * B
where:
VL – present value of an indebted firm
VU – present value of non-indebted firm
TC – income tax
B – indebtedness
According to this theorem companies should seek the maximum possible degree of indebtedness.
Nevertheless, this is far from being the case. According to OECD data quoted by Ross, Westerfield and Jaffe
(2005, fig. 16.6, p.576) the ratio of financial debt to the total value of a firm constituted 48 per cent in the
United States, 49 per cent in Germany, 45 per cent in Canada, 58 per cent in France, 59 per cent in Italy and
the highest 72 per cent in Japan.
Thus it is obvious that other factors discouraging the indebtedness of firms should exist. As already
underlined by Modigliani and Miller, indebtedness may be a source of risk. The risk is amplified by the fact
that debt is usually contracted for a long period of time and the firm cannot easily withdraw from the
contract in case of an adverse movement of the conjuncture. Companies operating in sectors with unstable
returns and those subject to high operating risks should avoid high debt ratio.
Possible bankruptcy costs may partly offset the tax shield advantage (Altman, 1984). Besides the
obvious direct costs of legal and administrative procedures different indirect costs and lost opportunities may
seriously damage companies in financial distress. They arise from the necessity of costly adjustments of
“rigid” contracts the firm cannot fulfill or missed sales or investment opportunities. It is also true that the
management of firms in financial distress may more probably take irrational decisions (such as making risky
investments or conversely restraining from profit-generating actions for fear of losing money which would
otherwise be used to repay loans). If the lenders, being aware of such potential opportunism, include
restrictions in credit contracts to reduce that risk (in the form of securities or different operating restrictions
as refusal of further loans), it may greatly reduce the autonomy of the firm.
Moreover, even in quite stable situations managers are usually risk-averse for fear of losing their job and
reputation after the bankruptcy of the company they managed. This is why they prefer less risky (and less
profitable) investments to avoid applying financial leverage on a higher scale. Inciting them to take actions
which better reward the owners (and, in some situations, better protect the lenders) implies stricter control
and in general higher agency costs (Jensen and Meckling, 1976). The agency problem, this time between
borrowers and creditors, implies costs of monitoring which increases the required price of external finance.
As indebtedness generates both advantages and disadvantages a thesis of the existence of static optimum
of indebtedness has been formulated (Myers, 1984). Besides potential bankruptcy costs decreasing the
advantage of debt (tax shield), the influence of high debt on reducing the possibility of growth has been
taken into account to assess the level of this optimum together with the features proper to a particular firm:
6

It also assumes perfect information on the market, homogenous assessment of firms by all investors and perpetual
cash flows and debt of the company.
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degree of operating risk (high – decreases the proportion of optimal debt) and the proportion of non-tangible
assets (increasing sensitivity to the risk of falling value in the case of bankruptcy).
However, in the context of developed financial markets the choice of the level of leverage is subject to
information asymmetry and strategic considerations. Financial leverage should bring about substantial
benefits to the best performing firms (due to the positive difference between return on capital employed and
the fixed cost of debt). Instead, weaker performing firms have lower benefits so tax shields may not be fully
exploited and the outcome of leverage is less as well. High and growing indebtedness should be thus
perceived as a positive signal to potential investors and lead to an increase in share price. Nevertheless, this
is exactly the reason for the possible unfair behaviour of managers tending to manipulate signals to the
market.
The relation between managers of firms and potential investors (buyers of shares) is subject to
substantial information asymmetry: while managers possess full knowledge of the strengths and weaknesses
of firms, the investors may rely only on scarce information and on the subjective interpretation of market
signals (Bebczuk, 2003). Managers may thus be willing to adopt strategic behaviour. For example, one may
suppose that shares are only issued when they are overvalued, acting to the detriment of investors (but to the
advantage of the firm). If such behaviour may be supposed general, investors should treat the issue of new
shares as a signal of their overvaluation and restrain from purchase, thus provoking a decrease in share price.
If this kind of mutual game prevails on the market, it would be more in the interest of good firms to issue
bonds of known price rather than shares.
But even when a firm with good perspectives wishes to finance its investment with debt, it may be
confronted with the negative selection phenomenon. Namely the firm may issue debt to signal good
prospects when this may not be true. As lenders are unable to distinguish ex ante between good and poor
borrowers they quote the same (high) price on debt. In such a situation a risky firm is more likely to become
indebted rather than a firm with possibly stable future returns (but not the matching required interest rate).
This behavioural framework is at the origin of the second main stream of theories of capital structure –
the so called theory of “pecking order” (Myers and Majluf, 1984). The recommendations of this theory for a
“good” firm are the following:
• The firm should use first non-distributed profits, thus avoiding both shares and debt issuance.
• If non-distributed profits are exploited, the least risky sources of capital should be made use of first
(thus debt before shares).
• Less well performing firms, and especially those availing of only scarce internal sources may be
forced to choose debt in the first place.
This conclusion goes against the recommendation coming from the tax shield assumption, according to
which profitable enterprises should be the most indebted to be able to exploit tax economies. According to
“pecking order” theory the firm making good returns should restrain both from debt and from issuing shares.
An additional argument for choosing lower rather than higher leverage could also be the preference of
management for autonomy of investment decisions, when based on free cash flow and not constrained by
creditors (Zwiebel, 1996).
The theories of capital structure of firms are to a large degree based on the assumption of asymmetric
information on financial markets. They can be only being partly applied for the interpretation of the
functioning of “young” market economies, such as the Polish one, with a capital market of still limited
significance. However, the limits on leverage and the “pecking order” of financing may appear simply
because of the fear of default linked to excessive debt.
The level of leverage in post-transition countries has recently been studied by Coricelli et al. (2010).
They studied actual and optimum leverage in those countries. At company level they found that there are a
large proportion of firms without any debt and, in parallel, also a big proportion of firms holding excessive
debt. The likelihood of excessive leverage is closely linked to low bank efficiency and market capitalization
in a country.
Moreover, analyzing company level data they found that only moderate leverage is beneficial for
productivity growth, but leverage exceeding a particular threshold is rather likely to bring about financial
stress and bankruptcy. They assessed this upper threshold limit both for debt and for liabilities to assets at
around 40%.
The consensus that emerges in corporate finance theory on the risk of excessive leverage throws a new
light on the theory of the pro-cyclicality of credit. It underlines that once the optimum level of the leverage
of a company is exceeded in some phase of the business cycle, the risk of default rises. However, rising
leverage is not a mechanical process, but subject to the decisions of agents in their particular macro- and
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microeconomic conditions, and taking into accounts the information they have and their capacity to make
use of it. Thus, in one country (or even sector) the choice may be for lower or higher leverage, with as a
consequence more or less risk in the credit cycle. The level of leverage preferred by firms not only impacts
on the sustainability of growth, but also on sensitivity to monetary policy through credit channels.
In the present paper we will focus on the behaviour of Polish firm with respect to leverage. We will
argue that the low level of leverage chosen by Polish firms was the outcome of conscious choice of the firms,
and not the result of changing crediting policy of banks or any external pressures. Further, we will underline
that it was one of the important reasons for its robustness facing the crisis. It was also a reason for the
difficulty of overcoming the recession.

3. DATA AND METHODOLOGY
Our methodology is based on revealing a number of stylized facts. We will show that the level of
leverage of Polish firms did not substantially increase in the run up to the financial crisis in spite of lowering
interest rates and a more expansive crediting policy of banks (clear with respect to mortgage loans). We will
confirm our claim that firms opted for zero or low debt and adjusted their investment projects to the
availability of internal funding by analyzing the declarations of firms who did or did not opt for optimum
leverage and to their preferences in financing investment and other projects.
We opted for a simple approach of stylized facts although there are many analytical frameworks for
testifying the pecking order hypothesis against alternative explanations of the capital structure (classical text:
Shyam-Sunder, Myers, 1999). At first glance one may believe that the simple regression of changes in
external sources on deficits of internal funds is a valid test of this hypothesis. But in fact it is obvious that
such a simple framework delivers no information concerning the sequence of how different sources of funds
are employed; despite the fact that such an order is crucial for pecking-order theory. Naturally, this drawback
is noticed in the literature and some remedies are proposed. But we have to realize that all in all there is also
a criticism of approaches based on hard financial data (Welch 2010). These doubts can be magnified in the
case of “young” market economies, such as the Polish one, by the fact that their capital markets are of still
limited significance. That is why we adopt here a parallel strategy using results based on qualitative data,
coming from surveyed companies. We think the natural solution to these controversies is to ask companies
directly about preferences regarding different sources of funds or practices of credit rationing. We use data
collected by the National Bank of Poland within the so called yearly and quarterly monitoring of nonfinancial companies. These surveys have been conducted since the mid of 90s’ on the sample of approx.
1200 small, medium and large firms, representing different sectors of the Polish economy. Very small firms
(employing fewer than 9 people) are not present in this sample. Maybe it is worth adding that in this paper
we bring up some of these results only indirectly because better documentation of these topics can be found
in our earlier work (Boguszewki, Lissowska, 2012).
This choice doesn’t mean that we have neglected the role of hard data – we have utilized such
information where possible and reasonable. In such cases we operate on companies’ costs-benefits
statements and balance sheets, collected by Central Statistical Office. The strength of such an approach rests
in the panel data at our disposal. Thus we are able to analyze the behaviour of individual firms in a historical
perspective. In the context of leverage determinants it seems to be especially valuable. There are of course
some limitations in such a solution. The main problem is that we have only financial data for 1995-2011. On
this basis we have tried to reconstruct some demographic parameters of population but it is clear that this
leads to censored results – in our population firms “live” no longer than 16 years.

4. LEVERAGE IN POLISH FIRMS – SOME STYLIZED FACTS
To start, we will illustrate the evolution of loans to companies as compared to the general dynamics of
crediting by banks and to the changes in interest rates.
Throughout the first decade of the 21st century the growth of credits for households was much faster
than that for companies. Companies did not react to the radical decrease in interest rates (following the
substantial reduction of referential rates). While clearly a loosening of the crediting policy of banks is
revealed by the fast growth of credits for households, it impacted less and with delayed credits for
companies.
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Table 1
Evolution of interest rates and of loans in Poland
Year

Nominal referential rate

Growth of credits
for companies

Growth of credits
for households

Out of which:
mortgage credit

2000

19,0

110,0

132,9

163,4

2001

11,5

103,2

114,5

146,9

2002

6,75

100,3

113,6

142,3

2003

5,25

102,1

117,4

147,8

2004

6,50

96,3

114,6

121,2

2005

4,50

102,7

129,4

140,9

2006

4,00

114,2

138,2

154,0

2007

5,00

123,4

141,8

150,3

2008

5,00

128,7

149,3

164,7

2009

3,50

96,0

112,4

111,7

2010

3,50

98,0

114,8

122,8

Source: Należności i zobowiązania banków, www.nbp.pl

Thus the credit boom in Poland had two very different pillars:
- moderate growth and mostly granted in PLN credits to companies,
- rapid growth in mainly foreign currency housing credits to households.
If leverage ratios are analyzed two main regularities are typical for Polish enterprises: the relatively low
level of leverage measures and the significant ratio of firms with no outstanding debt. Starting with the first
issue it is clear (see Table 2) that such a specific measure of leverage – debt to assets - ratio at aggregated
level was rather stable after the Polish accession to EU in 2004 and fluctuated between 15-16%. In the case
of euro area countries the similar ratio is higher and reaches 45% in 2009 - after monotonic growth from
1999 (Corporate Indebtedness, 2012). For this group of economies we observe the visible drop of this ratio
as a consequence of the financial crisis. For Poland changes in 2009 were rather cosmetic.
To be precise we have to point out some differences in leverage patterns after the decomposition of the
total according to the size of firms and whether different measures of leverage are considered. For example,
it is obvious that smaller firms turned out to be keener on external financing than bigger ones and this
resulted in higher liabilities/assets ratios in 2010 than in 2005. On the other hand it is striking that the biggest
Polish firms seem to follow the policy of deleveraging – the drop of leverage in this group is significant. In
practice this means that very “credit-dependent” firms in the first half of the 90s are now more willing to use
their own funds.
The second interesting feature we have mentioned is the high proportion of enterprises without any
outstanding credit. We estimate that in 2011 approx. 1/3 of firms belonged to this category. Since Polish
accession to the EU we have observed a systematic (almost monotonic) drop in the ratio of firms with any
kind of credit. If all medium and large Polish enterprises existing between 1995 and 2011 are considered it
turns out that more than 45% of them “consequently” used zero-leverage policy during their lifetimes. In this
sample we have only 20% firms that always relied - during the time of their existence – on some form of
banking credit. The rest adopted a mixed policy with some periods of zero-leverage and years with
outstanding debt. If we extend our analysis by including periods of low leverage (smaller than 5%) one half
of enterprises followed a policy of zero or near-zero leverage during their existence. It is thus undisputable
that a large portion of Polish medium and big firms are not engaged in credit relations.
It is important from a practical point of view to explain these two characteristics of the financial leverage
policy of Polish enterprises. It is obvious that this problem is very complicated and many different
instruments could be utilized to try to explain these anomalies. We are able to pick up only on selected
issues. Here we lean on a methodology based on surveys conducted among the owners and top managers of
enterprises supplemented by analysis based on hard financial data, collected by the Polish CSO. In literature
we can find the opinion that such an “eclectic” approach could be better for our goals than that based on hard
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financial data (Meier and Tarhan, 2009). Such surveys have been conducted by the National Bank of
Poland since 1995 and have covered relatively wide groups of firms, representative in some respects of the
general population.
Table 2
Evolution of leverage in Polish firms (to 31 December)
Total

Up to 49
employees

50-249
employees

Above 249
employees

2005
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS:COMMERCIAL LIABILITIES
2006
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS: COMMERCIAL LIABILITIES
2007
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS: COMMERCIAL LIABILITIES
2008
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS: COMMERCIAL LIABILITIES
2009
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS: COMMERCIAL LIABILITIES
2010
DEBT/ASSETS
LIABILITIES/ASSETS
IN THIS: COMMERCIAL
LIABILITIES

15,17%
41,33%
15,22%

18,86%
46,37%
18,68%

17,14%
44,28%
17,73%

13,29%
38,64%
13,16%

15,44%
41,49%
15,28%

19,86%
47,25%
17,62%

16,98%
43,69%
17,45%

13,56%
38,94%
13,65%

15,38%
39,73%
14,51%

20,50%
45,43%
16,27%

17,72%
41,77%
15,78%

12,89%
37,24%
13,43%

17,57%
42,18%
14,52%

21,14%
47,76%
16,83%

20,58%
45,15%
16,75%

15,38%
39,50%
12,99%

16,13%
41,02%
13,97%

20,24%
32,89%
16,05%

18,72%
43,38%
15,52%

13,93%
38,05%
12,76%

15,24%
44,75%

20,93%
51,96%

18,80%
48,97%

12,39%
41,25%

14,31%

16,40%

16,25%

13,00%

I-01
II-01
III-01
IV-01
I-02
II-02
III-02
IV-02
I-03
II-03
III-03
IV-03
I-04
II-04
III-04
IV-04
I-05
II-05
III-05
IV-05
I-06
II-06
III-06
IV-06
I-07
II-07
III-07
IV-07
I-08
II-08
III-08
IV-08
I-09
II-09
III-09
IV-09
I-10
II-10
III-10
IV-10
I-11
II-11
III-11
IV-11

PERCENTAGE OF ENTERPRISES [%]

Source: Data of the Polish Central Statistical Office (Bilansowe wyniki finansowe podmiotów gospodarczych 2005,
2006, 2007, 2008, 2009, 2010)

Figure 1. Firms with no liquidity constraints and no problems servicing non-bank liabilities (left panel). The
level of acceptance of credit applications and the quality of banking-debt servicing (right panel).
Source: own computations based on monitoring the data of the National Bank of Poland.
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The limited access to credit due to low creditworthiness, credit rationing and the unhealthy relationship
between commercial banks and enterprises are popular explanations of the low level of leverage. It is not the
only explanation and probably not evens the dominant one in the decisions of Polish enterprises investigated
by NBP.
Closer inspection of Figure 1 (right panel) leads to the conclusion that only a small percent of enterprises
(1/4 of population) apply for new credit. On the other hand the rejection ratio is relatively low: reaching after significant improvement since 2009 - 10-15% of applicants. At the same time the quality of credit
servicing by enterprises should be assessed as a good one – the ratio of firms with no such problems is high
and rather stable since Polish accession to the EU. At the same time we see (left panel) that general liquidity
in this sector is still good although we see a worsening trend since 2008. Summing up in the light of these
data there are no indicators that the leverage policy of Polish firms is rather a result of necessity than of free
choice. Now we propose some additional steps for verifying or supplementing this hypothesis.
If we switch our attention to hard financial data from company income statements collected by the Polish
Central Statistical Office for 1995-2011, there is some information concerning the level of leverage chosen
by individual enterprises in consecutive years during their “lifetimes”. We use the last term rather
figuratively because these data are not demographic in the strict sense. As already mentioned we have such
information for 1995-2011 only. This approach is not perfect but can be treated as a first impression of the
true situation. In practice it means that our estimates could be censored. But keeping this in mind we can
formulate some important remarks which – of course – should be further proved with full demographic data.
What can be found on this basis? Namely, if we restrict our interest to firms living (existing) longer than
14 years we see that the distribution of variables indicating the year at which firms reach maximal leverage
ratio we see that this distribution is close to uniform (Figure 2). It could indicate that firms from this
subsample are not very sensitive to business condition fluctuations – with some more visible and
unambiguous signs of such impact during the period of heavy economic problems in Poland at the beginning
of this century. In opposite cases one could expect that during exceptional years firms had to adjust leverage
ratios. It especially seems to be irrational to keep high leverage during the risk of downturn or another
negative shock. Of course, in some cases it is probable that those firms had no room for adjustment and
maximal leverage was reached “involuntarily” - as a result of unpaid debts. But in the group of long-living
firms such situations are probably not prevalent – in the case of strong budgetary constraints resulting in debt
problems the risk of bankruptcy and shorter life expectancy is higher.

Figure 2. Year of maximal leverage ratio during firms history and the
distribution and dynamics of GDP.
Source: own calculation on CSO data. Firms with zero leverage and operating
less than 14 years are excluded.

Our data enables us to analyze some additional aspects of persistency in leverage strategies adopted by
enterprises. Looking at Figure 3 we see that firms existing in the database during shorter periods of time are
using mainly own funds. On the other hand in the case of enterprises “living” longer than 5 years the ratio of
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firms with no or low leverage is very stable and fluctuates around 20%. It is interesting that within the group
of enterprises with no outstanding credit or with low leverage and conducting such a policy during their lives
that 20% of such items practiced such rule for 5 or more years (see - Figure 4). Special attention should be
paid to enterprises that followed this policy of low or zero leverage for 15-16 years. These firms account for
approx. 4, 5% of all these enterprises.
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Figure 3 Firms with zero leverage, near-zero leverage
and with outstanding credits – the structure according to
age-groups (total population=100.0).
Source: calculation on CSO data

Figure 4 Distribution of time of keeping zero or near-zero
leverage among Polish enterprises.
Source: calculation on CSO data

This information is informal proof of the voluntary decisions of these firms - it is practically
impossible to operate during such a long period of time and at the same moment to be in such a poor
financial position that no credits are available. We can add that these facts also contradict the versions of
trade-off theory with dynamic adjustment to optimal leverage. It is clear that adjustment is a time-consuming
process. But it is obvious that 5 and more years should be treated as a sufficient period of time for full
adjustment. It is confirmed by Figure 5 which indicates that on average the time passing between the
moment of maximal and minimal leverage is relatively short.

Parameters of
distribution:

Parameters of survival:
Mean

5.6

Median Time 4
III quartile 4
median

25% Failures

2

75% Failures

9

1

Figure 5 Histogram of the time (in years) between the
year of maximal leverage and minimal leverage (for
enterprises with non-zero leverage). Negative numbers
mean that the minimum occurs after the maximum.
Source: own calculations on CSO data

Figure 6 Survival plot for variable: the number of years
enterprises are observed (in database).
Source: own calculations on CSO data

One interesting feature is the skewness of this distribution indicating that more frequent is an upward
way of achieving optimal leverage than the process of reduction towards such an optimum. Of course,
precise analyses require information on the “time-structure” of this distribution for different age-groups of
firms and some additional statistical work but it is beyond the scope of this paper.
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If the process leading to the observed distribution of leverage in single years wants to be replicated then
information concerning the demographic characteristics of the sample we are interested in and especially survival patterns in this population can be utilized. Provisional characteristics of this distribution could be
found in Figure 6. Interpreting this result we should remember that presented data is biased upward.
Additionally we adopt specific concept of survival time - we define this variable as the difference between
the first and last occurrence in each enterprise (plus one) ignoring the fact that in the case of many firms
there are periods of inactivity. Despite being aware of these weaknesses we can find that our population is
dominated by firms living not longer than 4-5 years. It means that leverage policy is influenced mostly by
these groups of enterprises. According to the characteristics shown in Figure 3 it is clear why zero-debt
policy is so popular among Polish companies. Of course the reason for such a policy in these groups of
newly-established firms is interesting and important. One potential explanation is a:”too young to go to the
bank” syndrome. Bearing in mind the good liquidity of Polish enterprises up to 2011 and rather favorable
conditions on the credit market (see Figure 1) we may suppose that for some representatives of this
subpopulation the particular arguments of Kon and Storey (2003) could be relevant. Especially the lack of
short credit history could be an obstacle if applying for credit. Young companies usually have a weaker
financial position and smaller financial assets too. In practice they could be insufficient from the point of
view of collateral requirements.
Returning to Figure 3 and Figure 4 it is striking that these outcomes are very similar to the results obtained
by Strebulaev and Yang (2006). This paper confirmed that the policy of permanent (during 5 years or longer)
low leverage is followed by 22% of US companies. Additionally, they suggest that “managerial and
governance characteristics are related to the zero-leverage phenomena in an important way”. Intuitively one
can assume that firms with smaller personal “turnover” within boards are more inclined to use a trade-off
approach and to reach and keep optimal (for such unchanging boards) capital structure. For Polish firms
investigated by NBP in 2010 this explanation seems not to be so relevant. Data of the NBP show that there is
no direct relation between the frequencies of board reconstructions in firms and grounded in the trade-off
paradigm preferred capital structure in companies. The same is true if we analyze the relation between voting
and decision procedures in companies and models of the capital structure choice. In both cases it stands out
that most companies preferred policies are based on using their own funds as a primary source of financing.
It is in line with the pecking-order approach. This rule is proved by another survey of the NBP addressed to
enterprises. In the light of these results it is clear that firms are seldom able to identify optimal levels of
leverage and to follow policies of achieving and keeping such goals.
One more argument for the hypothesis that low (or zero) leverage was a conscious choice of Polish firms
is the negative correlation between leverage and ROA – more indebted firms tended to be less profitable as
reported in previous work (Boguszewski, Lissowska 2012). While the general tendency of ROA over time
depended on the macroeconomic cycle, there was a meaningful difference between the least indebted firms
(with the highest ROA) and the most indebted (where ROA is the lowest). It addressed also the situation of
SMEs for which leverage was higher while the accessibility to credit was lower than for the others.
Summing up we see that among Polish enterprises many elements of the behavior of those groups which
points to the pecking order approach as a main driver of their capital structure. On one hand there are many
such declarations by company representatives while on the other, in this empirical material, there are no
signs that managerial aspects are important in this context. There is also no support for availability
hypothesis. Of course, our considerations are preliminary in their nature. This subject needs further
investigation and we know that the situation in smaller enterprises could be different. It is also interesting to
note that in some cases there is no contradiction between pecking order and trade-off theories – in some
circumstances optimal – from the point of view of trade-off theory - level of leverage could be the same as
the ratio of debt chosen according to the preferences imposed by pecking order approach (Figure 7).
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Figure 7. Relation between own-funds policy and optimal
leverage
(1 – smallest importance, 5- greater importance).
Source: NBP non-financial enterprises surveys, own calculation.

5. CONCLUSIONS
The present paper clearly shows that the preference for low leverage was a conscious choice of Polish
firms. It narrows the relevance of tax shields or optimum leverage considerations in the choice of first
applying for any loan, and then for choosing leverage levels. It shows also that rather less well performing or
smaller firms were more indebted, the reason being mostly lack of funds for investment. Companies with
sufficient internal financial resources were reticent to take loans and preferred to adjust their investment
projects in respect to their own liquidity and not to the availability of bank credits. This clearly proves the
relevance of “pecking” order hypothesis.
While the strictness of the crediting policy of banks was changing, it did not have a major impact on the
choice of leverage by firms.
The preference for low leverage by firms could have positively contributed to the relative robustness of
the Polish economy in time of crisis. First, the limited speed up of crediting companies delayed the moment
when banks could no longer match credits with deposits from the non-financial sector. Taking place only in
late 2007, so on the eve of the financial crisis, this discouraged excessive borrowing by banks from abroad,
when it was necessary to fill the liquidity gap. Next, it reduced the adverse effects of the policy of tightening
credit to companies, limiting it mostly to small firms with the strongest relying on credit. This relative
insensitivity of firms and in particular of their investment decisions, to the availability of credit did not
adversely affect economic recovery primarily because of the large margin of spare capacities.
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Abstract
The development of software applications for various functional areas has increased dramatically over the past 20
years as a result of both the rapid development of Information Technology (IT) and the demands of growing business.
A large number of new Information Systems (IS) implemented in finance area are standard from-the-shelf applications
made by large IT companies and adjusted or customized according to local business needs. In most cases such activities
as investigation of business area and local functional requirements; standard IS selection, customization and further
implementation is organised in the form of Project with its budget, schedule and resources. Adjustment and
customization of Information Systems usually is done mainly by professional outsourcers as software developers. This
article investigates the problem of successful management of a large Project implemented by involving not only own
software developers resources, but also external outsourcers. The case demonstrates that by involving software
outsourcers, the management of companies not only gets more opportunities for a successful launch of the Project, but
also the challenge to cope with many underwater rocks while governing this development process.
Purpose – The aim of this article is to investigate large Projects from the managerial point of view paying strong
attention to the aspect of supporting high development quality with stable non-increasing investments into the Project.
The ultimate goal is to clarify possible directions for strengthening of th eProject management and give some hints for
practitioners and Senior Management of companies how to manage large Projects with essential part of software
development and avoid unacceptable situations during development process.
Design/methodology/approaches – practical experience in the software development management in banking
during twenty years and the literature review.
Findings – This article collects the long-year experience and practical results in the software development
governance and management, especially working with external software outsourcers and provides some useful hints for
practical Project Managers. The author identifies the most critical stages of Project and proposes the direction for
solving them.
Practical implications – The research could impact behaviour of the Project Managers leading the large Projects
to pay more attention to particular stages of software development. As a result more Projects could be finished and
launched successfully in time and with higher quality. In this case company could get better economic results related to
its’ financial investments and expenses in the IT part and, as a result, to be more effective in the market. The author
believes the conclusions of investigation could supply also social benefits like better understanding between local and
outsourced software developers.
Value – This paper provides value for practitioners dealing with the large Projects for the new software
implementation and facing some problems during the process.
Keywords: Information technology, Information System, Project management, Software development,
Development Outsourcing, Business Requirements analysis, Test process.

1. INTRODUCTION AND TOPICALITY OF THE RESEARCH
Nowadays evolution of Information Technology (IT) and development of software applications increases
rapidly practically in all developed countries and markets. Software application development takes huge part
of common time and investments consuming in various areas of economics, business, finances and others. A
large number of new Information systems (IS) implemented in finance area are standard from-the-shelf
applications made by large external IT companies and adapted according to local business needs. In most
cases investigation of business area and local functional requirements; standard IS selection, adjustment,
customization and further implementation is organized as Large Business or IT Project with Project’s
budget, schedule and resources assigned. In general, each essential Project has large part of Information
Technology tasks, usual these tasks have very high priority and strong request from Top Management for the
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appropriate Project launching according to initial schedule, with perfect software quality, but having
restricted human labour resources.
Aim of the research. The aim of the given research is to reveal the most critical success factors for the
Project that has essential part of software applications development process. In this case study the author
define the most critical issues of such Projects from software development point of view so the managers and
responsible persons could pay more and deeply attention to this particular area of managerial concerns.
Definitions. Some authors define Outsourcing like as a regulated entity’s use of a third party (either an
affiliated entity within a corporate group or an entity that is external to the corporate group) to perform
activities on a continuing basis that would normally be undertaken by the regulated entity, now or in the
future (Bazel Committee, 2005). When considering outsourcing as particular deeply specialised activity in IT
area, some authors define it as part of Global Software Work done across global borders as software work
undertaken at geographically separated locations (Sundeep Sahay, 2003).
Restrictions. The investigation in the case study below touches, mainly, one aspect in the whole set of
managerial problems of large Projects governance, namely the adaptation of Standard IT solution according
to particular business requirements, that in most cases, is done, fully or partially, by external IT developers –
outsourcers. In this case management of the Project could faces with even more complicated issues and
managerial implications comparing with development by the own company’s IT developers. The author is
deliberately distancing from other various essential management issues and problems in the Projects which
usually appear in any large Project.
The beginning of the research was in 2000, when the author was engaged in investigation of possible
approaches for software development work management and tried find out the most appropriate model for
this activity in one of the Latvian banks.
As a base for the investigation of software outsourcing and its’ managerial implications four Large
Projects were taken being implemented in the bank during years 2000 – 2010.
Research methods. Literature review, practical experience on management of software development in
Large Projects, analysis and interpretation of factual data about software development tasks within all
development Phases.
The given research could be topical: (1) for Project Integrators and Project Managers whose
responsibility is to ensure successful implementation of large standard Information System customized
according to local requirements; integration of different components of the Project; cooperation and
coordination between several development teams and compliance with agreed schedule of the Project; (2) for
Project Sponsors, Top Management of the company, Project Managers who are responsible for company
financial results and effective IT investments policy; (3) for Software Architects whose responsibility is to
ensure proper software architecture and interfaces.

2. SOFTWARE DEVELOPMENT OUTSOURCING
Why finance companies decide to chose standard IS; adapt and customize it accordingly local business
needs instead of developing the own unique Information System? Why software development outsourcing to
external IT provider becomes more and more popular? The last data testify that the majority of systems and
applications used in finance and banking industry are standard from-the-shelf applications with world known
and approved functionality. In these cases banks should localize standard IS to be able operate in compliance
with local requirements of the country and internal business needs. The adaptation and customization of IS
as a rule is fully or partially given to outsourcers or freelancer software developers.
In general, the reasons for standard IS selecting and software development outsourcing from
management point of view are the following: 1) the strong agreement for standard IS purchasing and further
customization between Customer and external IT company ensures Senior Management about good quality
of the product and timely Project results 2) shortage of own IT resources restricts developing of self-made IS
3) trust to professionals in external IT company reinforces managerial expectations for successful Project
progress and launch 4) deteriorate and reduce the risk of being highly dependent on the own IT resources.
The authors experience during last fifteen years in Latvian banking industry, some case studies in
Russian banks and detailed analysis of numerous cases for various IS procurement gives the evidence that in
the most cases when new large functionality is needed, preferable solution could be IS purchasing from
external provider and further adaptation of system according to local business.
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Project Critical development stages in situations which require adaptation of standard software.
Regardless of whether the software is developed for new business application or for Standard IS adaptation it
is vitally necessary to have the clear understanding of the most important Project components, namely, (1)
phase; (2) milestone; (3) role; (4) task and work product.
Project Phases. As a rule, all Project’ activities are grouped into Project Phases giving Project Manager
and Team the possibility for detailed planning, assigning and managing human and other resources involved
in the Project during each Phase. Defining clear set of tasks for every Phase, Top Management and Project
Sponsors get effective measurement mechanism for observing and estimation of Project achievements.
In general, the most authors agree that classical and powerful approach for sophisticated software
product development supposes the existence of the following Phases peculiar for each Project. These Phases
are the following:
1) Business Requirements and Modelling;
2) Requirements Specification;
3) Analysis and Design, Functional Specification;
4) Software Development (Implementation);
5) Configuration and Change Control Management;
6) Test (including User Acceptance Test);
7) Deployment;
8) Transition;
9) Post Implementation Support.
Project Management job, being relevant for the whole Project, lasts all over the Project time and during
all Phases being one of key success factor for effective management. Usually as pure development Phases
could be considered Phases from 1) to 7), leaving Phase 8) and Phase 9) for IT system maintenance after new
adapted IT system is launched.
Milestones. Classic definition of Project Milestone, used in Rational Unified Process is like “Each phase
is concluded with a well-defined milestone—a point in time at which certain critical decisions must be made
and therefore key goals must have been achieved (Rational Software White Paper). Author do believes that
in case of large Project, when every Project Phase consists of numerous various activities, several Milestones
have to be set for each Phase instead of setting only one main Milestone for Phase. Practical experience and
cases that was investigated, testifies that in reality it is extremely better to set detailed precise milestones for
the whole duration of the Project, precisely defining the time schedules, deliverables, responsibilities, and
other possible indicators for Project progress. Discussing about defining and setting of Milestones in the
Project, Steering Committee and Project Manager should define the Main Milestones with clearly and
distinctly determined tasks, responsibility for every participant, achievement and deliverables that have to be
completed before the next set of tasks.
Roles. It seems obviously that defining Roles in every Project does not depend on the extent to which
external human recourses are involved. From managerial perspective the same classical Roles for any Project
should be defined, however in condition when company cooperates with outsourcer for standard IS
customization, the meaning and weight for some particular Roles in the Project increases dramatically. In
further analysis these Critical Roles for Project members will be nominated.
Tasks and Work products. Important factor for successful Projects is clarity of tasks and work products,
in most cases there is a specific set of tasks for each Milestone and each Team member. Generally speaking,
the issue of determining set of Tasks and Work Products does not seem significant question of concern from
Managerial point of view, being closely depending to company and Project specifics.
But which Project Component becomes more critical in case when we need to adopt standard IS for local
business with IT outsourcers’ hands?
Over the years author has participated in a wide range of projects for various IT solutions development
and fully agree with leading IT managers and developers’ point of view about existence of set of risks which
could occur in every Project with high probability level and are common for all software development
Projects. Tom DeMarco and Timothy Lister both believe that the most essential and, unfortunately, the most
common Risk, which could be estimated as the very first Risk, is the Risk of inadequate plan for investment
and time budget and schedule for particular Project (Tom DeMarko, Timothy Lister, 2005). Other scientists
and practitioners reasonably suppose that one of key success factors for software development in agreed
schedule is proper estimation of forecasted human resource consuming. “Improving estimation techniques so
that sophisticated organizations can achieve project results within +-5% of estimated results instead of +10%” (Steve McConnell, 2006).
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Author’s long-years experience in a wide range of projects for various IT solutions development allows
him to define two Project components that should have the ultimate manager attention, namely, the particular
Phases of Project and particular Roles, being extremely critical for effective progress of the whole Project in
case of Standard Information System adaptation for local business needs.
Critical Phases. As a rule, Project Phase “Software Development (Implementation)” with a lot of
numerous software development tasks, is usually considered as the most essential and highly labourintensive part of each software development Project. Management and Stakeholders of every Project
generally are extremely concerned about duration of these tasks, and length of time actually spent namely for
software development. Taking into account normally existing high shortage with software developers, Top
Management tries to keep track of actual time, budget figures, and human (labour) resources consumption
exactly during Phase Software Development. In most cases Software Development tasks and time-efforts
forecast could be estimated with very high probability. Nowadays there are a lot of approaches, methods,
techniques and procedures that could be applicable for software development estimation. Depending of
Project and tasks size, software development method, forecast accuracy needed, as well as depending of
database management system, programming tools, developer skills and experience and other relevant factors,
the variety of estimation methods could be applied. As a result, precise enough estimation for every piece of
developed software could be accessible in the very early stage of development, giving Top management
solid base for proper tasks scheduling and governance of the Project.
In addition, in case when Ready from-the-shelf Standard IS should be adapted to the local business
needs, the volume of software development might be essentially less than in case new software application is
developed. In this situation main managerial focus and emphasis should be put on the other Project Phases.
Phases of Business Requirements and Modelling, Requirements Specification, Analysis and Design. The
Phases of Managing Business Requirements, starting from identifying the area what should be customizes
according to local legislation and customers habits and finishing with strong detailed specifications of
needed adjustments together with interfaces for interaction with other IT systems, becomes key success
factor for every Project. The art to identify, clarify and conclude business requirements, but, the most
important, to elicit and extract required functionality, restrictions and constraints, capture, communicate and
specify them in written way sometimes seems practically unachievable goal.

3. RESULTS AND DISCUSSION
Over the years the author had participated and managed numerous Projects of Standard IS customization
for various business issues in finance area, he gained a lot of practical results and outcomes with these kinds
of Projects. Four large Projects were studied as Case studies for this research. All suitable Legal Agreement
with vendors, Project documentation, deliverables and Project progress were analyzed and investigated at
each Project.
The author’s practical experience testifies that ultimate managerial attention should be paid to the Project
Phases which are in the very beginning and in the very end. As it is mentioned above, the most critical task
and the first milestone of each Project is understanding and defining of business functions and specific local
needs that have to be built-in Standard IS. The most critical time for any Project, hence, will be the period
when business requirements are defined and communicated to developers. The second serious milestone for
Standard IS adaptation will be Testing Phase and especially, User Acceptance Test as the main instrument
for software quality assurance from customer point of view.
These two essential milestones – Managing of Business Requirements and User Acceptance Test could
affect dramatically Project schedule, budget and time. The impact of the abovementioned Phases to software
quality in most cases is underestimated when in reality imprecise set of business requirements and careless
testing process could potentially even disrupt the whole Project. The consequences of errors and inaccuracies
in these Phases are more seriously for the progress of the Project comparing with any other time period.
In addition, high probability that the risks will occur and potential impact significantly grows in case
when Project is realized with high part of external IT Suppliers Company as outsourcing developers. Usually
area of business requirements is considered as pure business prerogative and Top Management do not realize
the necessity and high added value of involving IT system analyst and IT architect in this step. Author do
believes that composing effective analysts’ team with participants’ roles as “Business analyst” together with
“Requirements Specifier”, “System Analyst” and “System Architect” from IT in the very earliest phase of
the Project could considerably contribute to the successful launch of customized Standard IS.
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The research goal was to investigate the extent to which local IT analysts and developer’s involvement
in common Projectt with external IT developers affect the success of the Project.
This article analysed the following data:
1) Four
our large Projects for Standard IS adaption according to Latvian legislation requirements and local
business needs;
2) All software development tasks in each Project were included in the Common Project Schedule, the major
tasks of which were dependent significant progress of the Project, were defined as Milestones;
3) Each development task was formalised and executed as particular Change Request (CHR), with
appropriate set of business requirements;
4) Each CHR passed all abovementioned
ntioned development Phases;
5) To have comparable data from all analysed Projects, 50 CHR were selected from each Project. Selection
criteria was consumed efforts in mandays
mandays for software development in particular CHR, these efforts should
be in the interval 15-20
20 mandays. Author believes that using this criterion it was possible having set of
similar comparable CHR. As a result data set for investigation
investigat
was composed of 2000 CHR;
6) Totally consumed efforts in each CHR for all development stages
stages was from 45 to 60 mandays.
The analysis of CHR from the selected set shows the following results.
1. 23% from all CHR were developed by external developers without any support and cooperation from
local IT (Group A); 34% from all CHR were developed by external developers with cooperation from local
IT up to 10% of common mandays (Group B); 43% from all CHR were developed by external developers
with cooperation from local IT up to 20%
2
of common mandays
ndays (Group C). See Figure 1.
2. Each subset (Group A,B,C) were investigated separately, in order to clarify whether external IT
developers cooperation with local IT system analysts could impact developed software quality.
The number of User
ser Acceptance Test (UAT) iterations for each particular CHR is recorded.
3. The results show essential difference in these three Groups.

43%

23%
34%

Group A
Group B
Group C

Figure 1. The distribution of Change Requests by local IT developers involvement degree.
Namely, the worst figures and the biggest number of UAT iteration times are the Group A, where
outsourcers were left alone while developing tasks for software adaptation. We see significantly better
results for Group B, where local IT developers supported external IT staff and were
wer working together. But
the best picture is definitely for Group C, in which local system analysts-developers’
analysts developers’ contribution in the
whole development was up to 20% from common consumed efforts. The number of Test iteration times in
Group C decreased dramatically,
cally, and duration of software development remained shorter, that means that
involvement of local IT had contributed a lot to common Project
Project schedule. See Figure 2.
14
12
Group A (without local IT) - UAT
Iterations number

10
8

Group B (up to 10% of common
mandays) - UAT iterations number

6
4

Group C (up to 20% of common
mandays) - UAT iterations number

2
0
1 4 7 10 13 16 19 22 25 28 31 34 37 40 43 46 49 52 55 58

44

Journal of Business Management, 2012, No.6

ISSN 1691-5348

14
12

Group A (without local IT) UAT Iterations number

10
8

Group B (up to 10% of
common mandays) - UAT
iterations number

6
4

Group C (up to 20% of
common mandays) - UAT
iterations number

2
0
1 4 7 10 13 16 19 22 25 28 31 34 37 40 43 46 49 52 55 58

Figure 2. Number of UAT by Change Request Groups
But why involvement of the local IT analysts and developers in different Projects of the Standard IT
system adaptation and customization according to the local business requirements in the very early stage of
development could essentially influence the process and dimish the number of UAT thus affecting: 1) the
common duration of the Project; 2) the quality of adapted software functionality; 3) the initial budget figures
of the Project?
In addition, cooperation between local and external IT analysts and developers in the investigated
Projects was organized in the earliest Phases of development, namely, during Modelling of local Business
Requirements, Analysis and Design, Functional Specification preparation.
The author thinks that the local IT analysts are able to essentially improve the external analysts’
understanding of the required business adjustments having comprehensive knowledge of the local business
processes and operations.

4. CONCLUSION
We could define the key success factors that allow the local IT analysts to be more competent in the
business issues as compared to the external consultants.
1. Usually the external staff has restricted knowledge and understanding about specific area and local
business conditions and features. As a result in main cases the necessity for precise and detailed description
of requirements increases several times. Representatives from Business have to define extremely detailed
requirements in written way, fully describing every parameter for each Unit, for each Product, each Business
Process and Business Case. Otherwise it is possible wide self-interpretation of requirements that could lead
to misunderstanding and cause totally wrong solutions.
2. Widely known, that sometimes there is deep distinction of business products, processes and
technologies in the western and eastern finance markets. As a result, we could expect high probability that
some business product or process will be reflected and adjusted in incorrect way. The development of some
banking products, financial models and instruments should vary for different markets, for instance, in some
eastern countries nobody of customers is allowed to get profit from bank deposit when in western banks this
is common occurrence. Only local business and IT system analytics could be deeply familiar with specifics
of the local market.
3. The most challenging points of software architecture are the sections at which different functionality
interact. That is where errors are more likely to happen. External developer never knows environmental
conditions, Information Systems already existing in organization, their interaction and interfaces and, as a
result, is not able investigate the interactions between IS and make proper decision for data exchange.
In these conditions the significance of Software Architect Role rises dramatically, being very important
as for external team as well as for local developers’ team. They should work together having overall
responsibility for the solution.
4. Business persons communicating with external developers need good communicational skills, both in
terms of being able to express themselves verbally and in writing. Significant knowledge of the business and
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the problem domain is also required as well as the knowledge of how to describe a use case in detail.
Business analyst generally in most cases has deep knowledge in particular area, is familiar with country local
legislation and legal requirements, in some extent knows industry trend and could forecast further needs. On
the other hand the vast majority of business analysts have no experience of interacting with outsourcers
therefore common work in international team is considerable restricted and simplified.
5. For getting overall responsibility for proper and adequate Project results it seems very effectively to
assign the Role of Test Manager for each particular Project. The Role of Test Manager involves software
quality assurance and test advocacy, test resource planning and management, ascertaining that the
apportionment of test coverage between business and IT analytics is optimised to avoid gaps as well as
redundant overlapping. Depending on the Project size, Test Manager should ensure functions of proper
accurate software testing either assigning particular persons Test Designer Role and Test Analyst Role or
doing these functions by himself.
6. Investigating software development process done by internal company developers and external
providers, we see clear differences in mentality, work habits, office culture and in psychological perception
factors. These issues should not be underestimated and in some cases could seriously affect process
complexity and influence the overall performance of common job doing.
Within the analysis of management strategy and managerial implications to the Standard IS adaptation
for local country, the author made the following conclusions.
1) The result of the research gives clear evidence that it is extremely important to ensure the cooperation
of local and external IT system analysts in the earliest Phases of software development for achieving better
outcomes for Project. Misunderstanding of business needs during the Phases of Managing Functional
Requirements definitely costs a lot of wasted resources and further efforts consumed for wrong solution.
2) Assigning the Role of Software Architect to highly professional competent players from both
developers’ teams can provide the development of proper and effective solution for Standard IS adaptation.
3) Educated, skilled and highly professional Test Manager should be assigned for proper software
quality assurance in every Large Project.
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Abstract
Arbitrage refers to the possibility of making money with no outlay of capital or possibility of loss. In this paper the
concept of quasi-arbitrage is introduced: "A small risk, small net investment strategy that still generates significant
profits". From existence of quasi-arbitrage the important consequences result, among them the "one price principle"
failure necessary follows. The method of integral immunization what differs from well known Redington immunization
is offered, and the numerical illustration of immunized quasi-arbitrage in the stylized financing an investing situation
associated with case investigated by Lutz Krushwitz is presented. The concept of integral immunization of quasiarbitrage appear to be innovative, not discussed in literature available to the author of the present paper. The theoretical
questions examined in this paper require further investigation.
Keywords: arbitrage, quasi-arbitrage, fundamental value, volatility, duration, Redington immunization, integral
immunization

1. INTRODUCTION
In the significant financial management textbooks the concept of arbitrage is explained differently and
incompletely. For instance, Zvi Bodie, Robert C. Merton in the book [1; page 556] give the following
explaining7: "The arbitrage is the bying and selling the similar and equal worth financial assets in different
markets in order to get garanteed profit do to price difference." Zvi Bodie, Alex Cane, Alan J. Marcus,
Stylianos Perrakis, Peter J. Ryan [3] define arbitrage in a categorical form as possibility to earn profit do to
zero investment and zero risk8: "A zero-risk, zero-net investment strategy that still generates profits." James
C. Van Horne, John M. Vachowiz Jr. write9 [4; 928. p.]: "The arbitrage is to finding of two assets, which in
principle does no differ between each other in order to buy the cheapest and sell the more expensive." In
fundamental financial management textbook of Eugene F. Brigham, Louis C. Gapenski [6] the concept of
arbitrage is not included at all. It is possible to continue the considering of different definitions of arbitrage.
It seems to the author that each person who deals professionaly with economic theory feels some discontent
about mystery and insufficient theoretical justify of the concept of arbitrage.
The assumption about arbitrage impossibility in the rational agent’s behaviour theory leads to the so
called "one price principle". "Arbitrage refers to the possibility of making money with no outlay of capital or
possibility of loss. Modern markets provide ready access to trading information and trades may be quickly
transacted. Consequently, arbitrage oportunities should be short-lived. If you assume that there are no
arbitrage opportunities, then two investments that have exactly the same cashflows must have the same
prices. This is the "law of one price" and is the fundamental principle of "no-arbitrage" pricing."10 In
economic theory the "one price principle" is often used as most important assumption for significant models
construction.

7

Zvi Bodie, Robert C. Merton. Finance. − Prentice Hall, Pearson Education Company, 2000.
Боди, Зви; Мертон Роберт. Финансы.: Пер. с англ. − Издательский дом "Вилямс", 2004.
8
Zvi Bodie, Alex Cane, Alan J. Marcus, Stylianos Perrakis, Peter J. Ryan. Investments. Third Canadian Edition. −
McGraw-Hill, Ryerson, 1999.
9
James C. Van Horne, John M. Vachowiz Jr. Fundamentals of Financial Management. Eleventh Edition. "Prentice
Hall", 2001. Джеймс К. Ван Хорн, Джон М. Вахович мл. Основы финансового менеджмента. Одиннадцатое
издание.− Москва, Издательский дом "Вильямс", 2003.
10
Leslie Jane Federer Vaaler, James W. Daniel. Mathematical Interest Theory. Second edition. − The Mathematical
Association of America. Pearsons Prentice Hall, 2007.
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Historically, the conviction about impossibility of arbitrage arrives from the Arrow-Debreu contingent
consumption perfect competition market attributes [7], [8], one of them is assumption about symmetric
information in the agents interactions11. However in reality asymmetric information in markets has existed,
exist in nowadays and will exist in the future. In the securities market ones call the agent as arbiter if this
agent wins systematically because of being better informed about market to compare with another investors,
to pass over the silence inside information legality problem. The global confidence crisis requires
understanding the consequences of asymmetry of information available to market agents.
By opinion of author in commercial calculus the pure arbitrage has to be accepted as impossible. Indeed,
the business which allows to generate profits without investment and without risk seems to us absolutely
non-realistic in real markets, for instance, because of transactions cost. In the same time in real markets
pretty often we can observe the cases of ultra profitable investments. The analysis of real markets gives us
the conviction about validity of concept of quasi-arbitrage. We introduce the concept of quasi-arbitrage
similarly how Zvi Bodie and Alex Cane define arbitrage: "A small risk, small net investment strategy that
still generates significant profits." No doubt about the quasi-arbitrage existence in real markets, for instance,
because of asymmetric information of agents. From existence of quasi-arbitrage a lot of important
consequences result, among them the "one price principle" failure necessary follows.
Below the concept of integral immunization is considered, the numerical illustration of quasi-arbitrage
with help of stylized financing an investing situation associated with case investigated by Lutz Krushwitz12
using commercial calculus approach is presented. After that the method of quasi-arbitrage integral
immunization is demonstrated.

2. THE CONCEPT OF IMMUNIZATION AND ANTIMMUNIZATION
Classical priciple of capital theory is associated with name of Irving Fisher13: "Value today always
equals future cash flow discounted at the opportunity cost of capital."
The famous formula of Irving Fisher needs to be made more precise. Zvi Bodie, Robert C. Merton use
the term "asset's fundamental value"14. It must be stressed that market value of an asset and its fundamental
value as usualy differs and exactly in such case if investor is able to recognize undervalued and
overestimated assets could arise possibilities of quasi-arbitrage.
In order to introduce the concept of immunization let us consider specific problem of financing and
investing.
Let us assume that at the initial moment the market capitalization rate is δ0.
Suppose that financial manager has to make payments according liabilities flow L in order to repay the
borrowed sum − present value of L, what we will denote as V(L; δ0). The present value of cash flow we
interpret as fundamental value of intertemporal money bundle associated with given cash flow. The manager
operates with money borrowed from investors. Utilizing the sum V(L; δ0) the manager constructs the assets
flow A, with help of what he plans to make payments and repay debt according liabilities flow L.
By definition, the present value of cash flow A equals the present value of cash flow L:
V(A; δ0) = V(L; δ0) or V(A−L; δ0) = 0.
Let us assume that interest rate δ changes and becomes equal to δ = δ0 + ∆δ.
Present value V(A−L; δ0 + ∆δ) of cash flow A−L can increases but can also decreases.
Definition. The cash flow A−L is called immunized by interest rate δ0, if number ε > 0 exist such that for
any δ ∈ ]δ0 − ε; δ0 + ε[, δ ≠ δ0, the inequality V(A; δ) > V(L; δ) fulfil.
11

Milne, Frank. Finance theory and asset pricing. − Oxford University Press, 1995.
Eichberger, Jurgen and Harper, Ian. Financial Economics. − Oxford Universituy Press, 1997.
12
Lutz Kruschwitz. Investitionsrechnung. 8., Neu bearbeitete Auflage. − R. Oldenbourg Wissenschaftsverlag, 2000.
Лутц Крушвиц. Инвестиционные расчеты. − Питер, 2001.
13
Irving Fisher. The Nature of Capital and Income. − New York, 1923.
14
Zvi Bodie, Robert C. Merton. Finance. − Prentice Hall, Pearson Education Company, 2000.
Боди, Зви; Мертон Роберт. Финансы.: Пер. с англ. − Издательский дом "Вилямс", 2004.
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The cash flow A−L is called antiimmunized by interest rate δ0, if number ε > 0 exist such that for any δ
∈ ]δ0 − ε; δ0 + ε[, δ ≠ δ0, the inequality V(A; δ) < V(L; δ) fulfil.
Comments:
1. We are speaking about immunization in a strong sense. Immunization in a nonstrong sense means that
the nonstreng inequality V(A; δ) ≥ V(L; δ) holds for any δ ∈ ]δ0 − ε; δ0 + ε[.
2. The volatility15 of the V(A; δ) equals volatitlity of the V(L; δ) in the point δ = δ0.
3. Immunization is specific kind of investment in fixed income securities diversification what helps to
avoid from the interest rate risk. If assets portfolio is immunized then fluctuations of interest rate leads to the
fundamental value of assets flow exceeding the fundamental value of liabilities flow. In the same time,
investigation of anti-imunization allows us to identify the weakest assets portfolio construction decisions.
Let us formulate the problem of immunization in details.
Suppose that payments-liabilities flow is L = (l1 l2 ... ln) ≥ O.
We will construct the assets flow A = (a1 a2 ... an) ≥ O, with help of which we are going to make
payments and repay debt, as portfolio synthesized from m nonnegative cash flows:
B1 = (b1 1 b1 2 ... b1 n), B2 = (b2 1 b2 2 ... b2 n), ... , Bm = (bm 1 bm 2 ... bm n).
We can immagine the cash flows B1, B2, ... , Bm as cash flows associated with some fixed income
security, for instance, obligations (bills, notes, bonds).
As it was stressed before, the interest rate at initial moment is δ0.
The fundamental values of cash flows B1, B2, ... , Bm are V(B1; δ0), V(B2; δ0), ... , V(Bm; δ0).
Using the borrowed sum V(L; δ0) we buy x1 units of cash flow B1, x2 units of cash flow B2, ... , and xm
units of cash flow Bm.
As result we get portfolio cash flow A = x1 B1 + x2 B2 + ... + xm Bm.
According assumption present value of assets flow equals present value of liabilities flow:
V(A; δ0) = x1 ⋅ V(B1; δ0) + x2 ⋅ V(B2; δ0) + ... + xm ⋅ V(Bm; δ0) = V(L; δ0).
Comment: We assume in this model that cash flows are arbitrary divisible. It means that x1, x2, ... , xm
are nonnegative real numbers. Our goal is to construct assets flow (to determine numbers x1, x2, ... , xm ) so
as the cash flow A−L would be immunized against fluctuations of interest rate.

3. CRITICISM OF REDINGTON16 IMMUNIZATION
As before let us assume that at the initial moment the market capitalization rate is δ0.
Well known is so called Redington immunization or differential immunization [9], based on the net
present value V(A−L; δ) local approximation with Taylors' formula:
V(A−L; δ) = V(A−L; δ0) + V'(A−L; δ0) · (δ − δ0) + 0,5 · V''(A−L; δ0) · (δ − δ0)2 + o[(δ − δ0)2],
where the remainder o[(δ − δ0)2] vanishes to the order higher then (δ − δ0)2, as δ → δ0.
According Redington immunization the assets flow has to be constructed so as the following equations
fulfil: V(A−L; δ0) = 0; V'(A−L; δ0) = 0.
From these equations follows equation V'(A; δ0) : V(A; δ0) = V'(L; δ0) : V(L; δ0) or duration(A; δ0) =
duration(L; δ0).
Comment. In order to choose simplest way we assume that interest is compounded continuously with
force of growth δ0. In such a case duration(A; δ0) = V'(A; δ0) : V(A; δ0); duration(L; δ0) = V'(L; δ0) : V(L;
δ0).
Therefore the Redington immunization conditions have a clear financial interpretation. Namely, the asset
flow is constructed so as:
15

By definition volatility V(A; δ) := [ln V(A; δ)]'δ , volatility V(L; δ) := [ln V(L; δ)]'δ .
Redington, F. M. Review of the Principles pf Life Office Valuations. Journal of the Institute of Actuaries, 1952. Vol.
78, pp. 286-315.
16
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the first, initial balance condition fulfils − at the interest rate δ0 the present value of the assets
flow equals the present value of the liabilities flow;
- the second, at the initial interest rate δ0 the discounted mean term the assets flow equals the
discounted mean term the liabilities flow.
If conditions fulfil then V(A−L; δ) = 0,5 · V''(A−L; δ0) · (δ − δ0)2 + o[(δ − δ0)2].
If we can, additionaly, obtain the holding of inequality V''(A−L; δ0) > 0, then portfolio A−L is
immunized in the vicinity of interest rate δ0 because of V(A−L; δ) > 0 for any δ ≠ δ0, wich by module little
differs from δ0. By that the gain of capital depends of how big we are able to obtain the value of the second
derivative V''(A−L; δ0).
Next follows the criticism of Redington immunization. It was surprising how high attention to the
Redington immunization dedicate, for example, authors of extra modern book "Leslie Jane Federer Vaaler,
James W. Daniel. Mathematical Interest Theory. Second edition. − The Mathematical Association of
America. Pearsons Prentice Hall, 2007". In the same time author of present paper has introduced the integral
imunization and has proved that integral immunization is more efficient then Redington immunization and
Redington immunization can be considered as special case of integral immunization. In particular, author has
proved, that "famous" condition duration(A; δ0) = duration(L; δ0) is nonrelevant for cash flow A−L
immunization. The integral immunization is examined in details and compared with Redington
immunization in the book of author [16].
In serious textbooks like, for instance, in book "William F. Sharpe, Gordon J. Alexander, Jeffery V.
Bailey. Investments. Fifth Edition. − Prentice Hall International, Inc., 1995" [10] and pthers [11], [12], [13]
the statements proved by author of present paper are not formulated.
-

4. INTEGRAL IMMUNIZATION AND ORDINATE IMMUNIZATION
I offer two immunization methods: integral immunization and ordinate immunization.
But first we need to find the answer to the question: how to compare the efficiency of different
immunization methods?
Suppose the market capitalization rate is δ0. I offer to measure the level of immunization with areas
under the graph of function V(A−L; δ) above the segment [ζ; δ0] and segment [δ0; η], where 0 ≤ ζ ≤ δ0 ≤ η.
Definition. Suppose that cash flow A−L is immunized in the some vicinity of interest rate δ0.
Let us the vector function (LSQ(ζ), RSQ(η)) := (

∫

δ0

ς

V( A − L; δ) dδ ,

∫

η

δ0

V( A − L; δ) dδ ),

where 0 ≤ ζ ≤ δ0 ≤ η, call as bicriterion of immunization. Here LSQ(ζ) is left-side square and RSQ(η) is
right-side square. Immunization expects that these both squares are obtained so big as possible. The
efficiency of immunization characterizes Pareto frontier − the set of Pareto efficient points (LSQ(ζ),
RSQ(η)).
In order to perform practical calculations is handy to use the following notations.
Liabilities vector L = (l1 l2 ... ln).
(m×n)-matrix B = ( bi j ), which rows are the cash flows B1, B2, ... , Bm associated with available fixed
income securities (bills, notes, bonds).
Discount vector D0 := (ν0 ν02 ... ν0n)T, ν0 := exp(−δ0).
Discount vectors D1 := (11 ν01 21 ν02 ... n1 ν0n)T, D2 := (12 ν01 22 ν02 ... n2 ν0n)T,
what we will call as the discount vectors for first derivative and for the second derivative
correspondingly.
Let us take in account that V(Bi; δ0) = Bi D0, V'(Bi; δ0) = Bi D1, V"(Bi; δ0) = Bi D2 ;
i ∈ {1, 2, ... , m}.
Vector X := (x1 x2 ... xm) what we will cal as content of the assets portfolio.
In these notations: A = XB, XBD0 = V(A, δ0), XBD1 = V'(A, δ0), XBD2 = V''(A, δ0),
LD0 = V(L, δ0), LD1 = V'(L, δ0), LD2 = V''(L, δ0).
Now we are going to obtain the expression of the immunization efficiency bicriterion
(LSQ(ζ), RSQ(η)) := (

∫

δ0

ς

V( A − L; δ) dδ ,

∫

η

δ0

V( A − L; δ) dδ ), kur 0 ≤ ζ ≤ δ0 ≤ η.
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At first we express V(A−L; δ) as function of interest rate δ and content of portfolio X:
n

V(A−L; δ) =

m

∑ (∑ x
j=1

k

b k j − l j ) e −δ j = (XB − L)D =: f(δ, X).

k =1

Let us stress that discount vector D := (ν ν2 ... νn)T depends from rate of capitalization δ; ν := exp(−δ).
It is easy to see that for any j ∈ {1, 2, ... , n} the following equations hold:
δ0

∫e

dδ = −

−δ j

1
1
d δ = − ( e−η j − e−δ 0 j ) = e −δ 0 j (1 − e ( δ 0 − η) ⋅ j ).
j
j

ς

η

∫e

δ0

1 − δ 0 j −ς j
1
− e ) = e −δ 0 j ( e ( δ 0 − ς) ⋅ j − 1),
(e
j
j

−δ j

As result we get the expressions of left-side square LSQ(ζ) and right-side square RSQ(η):
η

δ0

∫

LSQ(ζ) := f (δ, X ) d δ = (XB − L)DLSQ, RSQ(η) := f (δ, X) d δ = (XB − L)DRSQ,

∫

δ0

ς

where DLSQ, DRSQ are the following vectors-columns:

1 1 ( δ 0 − ς ) ⋅1
ν0 ( e
− 1)
1
1
DRSQ (η) := ( ν01 (1 − e ( δ 0 − η) ⋅1 )
1

DLSQ (ζ) := (

1 2 (δ0 − ς) ⋅ 2
ν0 ( e
− 1) ...
2
1 2
ν0 (1 − e ( δ 0 − η) ⋅ 2 ) ...
2

1 n (δ0 − ς) ⋅ n
ν0 ( e
− 1) )T
n
1 n
ν0 (1 − e ( δ 0 − η) ⋅ n ) )T
n

ν0 = e − δ 0 .
Let us introduce the concept of "ordinate immunization". Empirical testing shows that is possible to
obtain efficient immunization during maximization especially chosen ordinates of function V(A−L; δ ). Such
approach could be useful, for instance, if investor predicts one percent point increasing of the interest rates as
more believable then one percent point decreasing of it. In order to determine the goal-directed content of
portfolio investor calculates Pareto frontier of the set {(V(A−L; δ0−0,01), V(A−L; δ0+0,01)) | XBD0 = LD0,
X ≥ O } as a decision making tool.
Do to limitations of paper volume the concept of ordinate immunization is here not discussed.
As it is mentioned before the integral immunization, introduced by author, is compared with Redington
immunization in the book of author [16]. The following conclusions are obtained.
1. The Redington immunization what is based on the Taylors' formula and concept of duration can be
considered as special case of more general immunization method − integral immunization. Namely, the
Redington immunization result can be find as separate point on the Pareto frontier which is a tool of integral
immunization.
2. Integral immunization method is flexible in case if investor is interested in so called immunization
according expectations. The bicriterion can be vary, for instance, in forms RSQ = 2 LSQ or LSQ = 2 RSQ
according the prognosis of the interest rate possible changes.
3. The portfolio construction, management and protection conception based on the idea of immunization
leads to the following consequence: the financial market is for portfolio owner the more profitable during
some period of time the more interest rate volatility is. It implies that portfolio must be re-immunized on a
regular basis.

5. IMMUNIZED QUASI-ARBITRAGE AS RESULT OF GOAL-DIRECTED
INVESTMENT AND FINANCING PROJECTS DIVERSIFICATION
a.
Investment and financing diversification in order to obtain quasi-arbitrage
Let us examine the simultaneous investment and financing programming in case of determined cash
flows. In the columns of Table 1 available investment and financing projects in form of cash flows are given.
Or goal is to construct the program of agents' actions what leads to the immunized quasi-arbitrage. This
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agent is quasi-arbiter, because of being capable to make more goal-directed portfolio construction with help
of borrowed and lent money to compare with another investors.
Table 1
The available investment and financing project in form of cash flows
time

INV1

...

INVn

FIN1

...

FINm

0

a0 1

...

a0 n

b0 1

...

b0 m

1

a1 1

...

a1 n

b1 1

...

b1 m

...

...

...

...

...

...

...

τ

aτ 1

...

aτ n

bτ 1

...

bτ m

All projects extend τ periods. Let us call the matrix INV := ( ai j ) as investment matrix, but matrix FIN :=
( bi j ) − as financing matrix.
In the Lutz Krushwitz model17 the exogenous cash flow M := (m0 m1 ... mτ )T ≥ O what belongs to
agent is included. In the simplest case m0 > 0, m1 = 0, m2 = 0, ... , mτ = 0.
It means that at the initial moment agent invests his own money m0, but after that some other
investments of private money is not proposed.
Let us introduce the following notations.
Let us call the vector X = (x1 x2 ... xn)T as investment plan, the vector Y = (y1 y2 ... ym)T as financing
plan, but the pair of vectors (X, Y) as investment and financing strategy.
In order the plans X, Y would be feasible they have to satisfy the technological conditions
O ≤ X ≤ X^, O ≤ Y ≤ Y^.
We assume that investment and financing plans are arbitrary divisible. It means that x1, x2, ... , xn, y1 y2
... ym are real numbers.
As result of strategy (X, Y) and exogenous investment M we obtain the endogenous cash flow
INV X + FIN Y + M. The cash flow INV X + FIN Y can be interpreted as intertemporal cash bundle
what agent can buy paid for it the intertemporal cash bundle M.
Therefore the set of all intertemporal cash bundle available for agent is
Z(M) := { Z | Z = INV X + FIN Y + M, O ≤ X ≤ X^, O ≤ Y ≤ Y^ }.
In order to investigate the arbitrage or at least quasi-arbitrage possibilities we will consider the case M =
O, namely, investor does not invest his own money at all. Investments will be done solely used borrowed
money. However we prefer term "quasi-arbitrage" because of transactions costs, of course, present in this
investing and financing process.
In the literature we can meet the wide discussions about criterions of quality of the endogenous cash
flow Z = (z0 z1 ... zτ )T. In this paper according to the concept of immunization we will try to reach
maximum of net present value V(Z, δ0), where δ0 is initial interest rate. After that we will immunized V(Z,
δ0) with help of integral method. Here left-side square LSQ(ζ) and right-side square RSQ(η) can be
expressed as follows:
LSQ(ζ) = (INV X + FIN Y) DLSQ, RSQ(η) = (INV X + FIN Y) DRSQ.
b.
Example of immunized quasi-arbitrage
We are going to illustrate the problem with help of simultaneous investment and financing programming
fictitious case borrowed of Dr. Lutz Krushwitz pithy book " Lutz Kruschwitz. Investitionsrechnung. 8., Neu
bearbeitete Auflage. − R. Oldenbourg Wissenschaftsverlag, 2000" [14]. Of course, it is easy to construct
another fictitious case, but author prefers to use exactly this because of respect and gratitude to the Dr. Lutz
Krushwitz, which books helps us join the financial theory. Author had already utilized Dr. Lutz Krushwitz
fictitious case as tool for empirical testing and illustrating the different theoretical conclusions in the papers
[17], [18], [19].
17

Lutz Kruschwitz. Investitionsrechnung. 8., Neu bearbeitete Auflage. − R. Oldenbourg Wissenschaftsverlag, 2000.
Лутц Крушвиц. Инвестиционные расчеты. − Питер, 2001.
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Let us assume that at the initial moment the market capitalization rate is δ0 = 0,12.
In the Table 2 the available investment projects in form of associated cash flows are exposed.
In the Table 3 the internal rates of return IRR of the investment cash flows are exposed.
Table 2
Investment matrix INV
time

INV1

INV2

INV3

INV4

INV5

INV6

INV7

INV8

t=0

0

−800

−700

−300

−100

0

0

0

t=1

−500

80

500

700

106

−100

0

0

t=2

−900

160

300

350

0

106

−100

0

t=3

1250

320

−200

170

0

0

106

−100

t=4

350

520

220

−1090

0

0

0

106

Table 3
Internal rates of return of the investment cash flows

IRR =

INV1

INV2

INV3

INV4

INV5

INV6

INV7

INV8

0,0883

0,1002

0,1025

0,0931

0,0600

0,0600

0,0600

0,0600

In the table 4 the available financing projects in form of associated cash flows are exposed.
Table 4
Financing matrix FIN
time

FIN1

FIN2

FIN3

FIN4

FIN5

FIN6

t=0

1000

600

100

0

0

0

t=1

−80

0

−110

100

0

0

t=2

−388

0

0

−110

100

0

t=3

−388

0

0

0

−110

100

t=4

−388

−832

0

0

0

−110

In the table 5 the internal rates of return IRR of the financing cash flows are exposed.
Table 5
Internal rates of return of the financing cash flows

IRR =

FIN1

FIN2

FIN3

FIN4

FIN5

FIN6

0,0800

0,0852

0,1000

0,1000

0,1000

0,1000

In the case examined the investment plan is vector X = ( x1 x2 x3 x4 x5 x6 x7 x8 )T, financing plan is vector
Y = ( y1 y2 y3 y4 y5 y6 )T.
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In our example the conditions x1 ≤ 1, x2 ≤ 1, x3 ≤ 1, x4 ≤ 2; y2 ≤ 1 must hold.
As result of actions according strategy (X, Y) the agent obtains the endogenous cash flow Z = INV X + FIN
Y.
Therefore the following linear programming problem arises:
max{V(Z; δ0 = 0,12) | Z = INV X + FIN Y; X ≥ O, Y ≥ O; x1 ≤ 1, x2 ≤ 1, x3 ≤ 1, x4 ≤ 2; y2 ≤ 1}.
Let us denote the solution as Z*. Empirical calculations show that quasi-arbitrage is possible.
After that with help of integral immunization we are going to correct the previous solution − strategy (X, Y)
and obtain immunized endogenous cash flow Z#.
In order to do this let us take ζ = 0,11; η = 0,13.
We resign from maximal value V(Z*, δ0) and solve the problem
max{ LSQ(ζ) | V(Z, δ0) ≥ V(Z*, δ0) − ε; Z = INV X + FIN Y; LSQ(ζ) = RSQ(η); X ≥ O, Y ≥ O; x1 ≤ 1, x2 ≤
1, x3 ≤ 1, x4 ≤ 2; y2 ≤ 1 }.
The immunized quasi-arbitrage strategy is exposed in the second column of the table 6, corresponding
endogenous cash flow is exposed in the lower row of the Table 6.
Table 6
The strategy of the imunized arbitrage
Time periods

t=0

t=1

t=2

t=3

t=4

x1 =

0,26

0

-500

-900

1250

350

x2 =

1,00

-800

80

160

320

520

x3 =

1,00

-700

500

300

-200

220

x4 =

0,00

-300

700

350

170

-1090

x5 =

0,00

-100

106

0

0

0

x6 =

0,00

0

-100

106

0

0

x7 =

0,00

0

0

-100

106

0

x8 =

0,98

0

0

0

-100

106

y1 =

1,50

1000

-80

-388

-388

-388

y2 =

0,00

600

0

0

0

-832

y3 =

0,00

100

-110

0

0

0

y4 =

1,32

0

100

-110

0

0

y5 =

0,00

0

0

100

-110

0

y6 =

0,00

0

0

0

100

-110

Z# =

0,00

463,19

-500,00

-237,57

352,71

Endogenous
cash flow

In the Table 7 the net present values of the endogenous cash flow for different interest rates are exposed. In
the Figure 1 the graph of function V(Z; δ) is depicted.
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Table 7
The net present values of the endogenous cash flow Z
δ

0,05

0,06

0,07

0,08

0,09

0,10

0,11

0,12

0,13

0,14

0,15

0,16

0,17

0,18

V(Z; δ) 72,47 71,77 71,20 70,74 70,41 70,18 70,04 70,00 70,04 70,16 70,35 70,60 70,92 71,29

73,0

fundamental value

72,5
72,0
71,5
71,0
70,5
70,0
69,5
0,02 0,03 0,04 0,05 0,06 0,07 0,08 0,09 0,10 0,11 0,12 0,13 0,14 0,15 0,16 0,17 0,18 0,19
interest rate

Figure 1. The graph of the function V(Z; δ) = 463,19 v − 500 ν2 − 237,57 ν3 + 352,71 ν4; ν = exp(−0,12).
Thus we have empirically showed that in the simultaneous investment and financing programming
fictitious case borrowed from Dr. Lutz Krushwitz is possible to construct immunized quasi-arbitrage strategy
what result is the endogenous cash flow Z = (0,00 463,19 −500,00 −237,67 352,71). The fundamental
value of Z by discounting with interest rate δ0 = 0,12 is 70,00. If interest rate δ fluctuates around the initial
value δ0 = 0,12 the fundamental value of Z increases.
Table 8 exposed the relationship between immunized quasi-arbitrage investment plan and internal rates
of return of available investment projects. Table 9 exposed the relationship between immunized quasiarbitrage financing plan and internal rates of return of available financing projects. It is important to observe,
that for quasi-arbiter the internal rate of return is not the only criterion for including the investment project or
financing project in portfolio. For instance, IRR(INV4) = 0,0931 > IRR(INV1) = 0,0883, in spite of that
project INV1 is included in investment plan, but INV4 is not included in plan; IRR(FIN4) = 0,1000 >
IRR(FIN2) = 0,0852, but project FIN4 is included in financing plan and FIN2 is not included in plan.
Table 8
Relationship between investment plan and internal rates of return
INV1

INV2

INV3

INV4

INV5

INV6

INV7

INV8

Investment plan

0,26

1

1

0

0

0

0

0,98

IRR

0,0883

0,1002

0,1025

0,0931

0,0600

0,0600

0,0600

0,0600
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Table 9
Relationship between financing plan and internal rates of return
FIN1

FIN2

FIN3

FIN4

FIN5

FIN6

Financing plan

1,50

0

0

1,32

0

0

IRR

0,0800

0,0852

0,1000

0,1000

0,1000

0,1000

6. CONCLUSION
The most important topics in modern economic science are associated with asymmetric information
presence in the market and different dramatic consequences which follow from it. The roots of the concept of
quasi-arbitrage, offered by author in present paper, also lead to asymmetric information. The main goal of
this paper is to find an answer to the question: is it possible to construct simultaneous financing and
investment program which is both quasi-arbitraged and immunized. The problem is solved by utilizing
integral immunization tool, created by author.
In the opinion of author, the original concept of quasi-arbitrage and original tool of integral
immunization presented in this paper must take significant place in microeconomics and investment theory
and practice.

REFERENCES
1.
2.
3.
4.
5.
6.

7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.

18.
19.

Zvi Bodie, Robert C. Merton. Finance. − Prentice Hall, Pearson Education Company, 2000, 595 pages
Боди, Зви; Мертон Роберт. Финансы.: Пер. с англ. − Издательский дом "Вилямс", 2004, 592 c.
Zvi Bodie, Alex Cane, Alan J. Marcus, Stylianos Perrakis, Peter J. Ryan. Investments. Third Canadian Edition.
− McGraw-Hill, Ryerson, 1999.
James C. Van Horne, John M. Vachowiz Jr. Fundamentals of Financial Management. Eleventh Edition.
"Prentice Hall", 2001.
Джеймс К. Ван Хорн, Джон М. Вахович мл. Основы финансового менеджмента. Одиннадцатое
издание.− Москва, Издательский дом "Вильямс", 2003.
Юджин Бригхем, Луис Гапенски. Финансовый менеджмент. Полный курс в двух томах. Перевод с
английского под редакцией В. В. Ковалева. Санкт-Петербургский университет экономики и финансов.
Государственный университет - Высшая школа экономики. Санкт-Петербург. 2004.
Milne, Frank. Finance theory and asset pricing. − Oxford University Press, 1995., 128
Eichberger, Jurgen and Harper, Ian. Financial Economics. − Oxford Universituy Press, 1997.
Leslie Jane Federer Vaaler, James W. Daniel. Mathematical Interest Theory. Second edition. − The
Mathematical Association of America. Pearsons Prentice Hall, 2007.
William F. Sharpe, Gordon J. Alexander, Jeffery V. Bailey. Investments. Fifth Edition. − Prentice Hall
International, Inc., 1995.
Шарп У., Александр Г., Бейли Дж. Инвестиции/ Перевод с англ. – Москва: Инфра–М, 1999. – 1027 с.
John M. Cheney, Edward A. Moses. Fundamentals of Investments. 1992. – 800 pages.
Yuh-Dauh-Lyuu. Financial Engineering and Computation. Principles, Mathematics, Algorithms. Cambridge
University Press. 2002.
Lutz Kruschwitz. Investitionsrechnung. 8., Neu bearbeitete Auflage. − R. Oldenbourg Wissenschaftsverlag,
2000.
Лутц Крушвиц. Инвестиционные расчеты. − Питер, 2001.
Jaunzems Andrejs. Risku analīze un vadīšana. − "Drukātava", 2009. ISBN 978-9984-853-00-0.
Jaunzems A. Investīciju un finansēšanas projekta endogēnie raksturotājlielumi. Starptautiska zinātniska
konferences "Ekonomisko un sociālo attiecību transformācija: procesi, tendences, rezultāti" rakstu krājums. −
Rīga, Biznesa Augstskola "Turība", 2001, pp. 144-147; 154.
Jaunzems A. Investīciju un finansēšanas programmas analīze. Grāmatā "Latvijas Universitātes raksti. Sējums
737. Ekonomika, VII." − Rīga: "Latvijas Universitāte", 2008. ISSN 1407-2157. pp. 181-195.
Jaunzems A. Financial leverage in the case of an investment project with stochastic cash flow. Journal of
Business Magement. ISSN 1691-5348, 2009. pp. 65-74.

56

Journal of Business Management, 2012, No.6

ISSN 1691-5348

HUMAN CAPITAL IN COMMERCIAL BANKS: DEVELOPMENT TRENDS
AND PROBLEMS OF MANAGEMENT IN THE UNSTABLE ECONOMIC CONDITIONS

Natalia Konovalova
Dr.oec., Riga International School of Economics and Business Administration (RISEBA)
Latvia, Riga, Meza street, 3
e-mail: natalija.konovalova@riseba.lv
Ludmila Rozgina
Dr.oec., Baltic International Bank
Latvia, Riga, Kaleju street 43
e-mail: ludmila.rozgina@bib.eu
Prof. Elvira Zelgalve
Dr.oec., University of Latvia
Aspazijas blvd.5, Riga, Latvia LV1050
e-mail: elzelg@lu.lv

Abstract
The Latvian economy has undergone a number of various changes in the last decade. The early 2000’s were
associated with a moderate economic progress. Active economic growth observed within the period 2005 to mid-2007
against the background of emerging global financial crises then changed into a sharp decline and in 2008 already the
Latvian economy entered the stage of crisis that lasted until the end of 2010. Nowadays the Latvian economy is
overcoming consequences of the crisis, which leads to new the emergence of new specific features in operations of the
banking system and, in turn, puts forward new requirements towards personnel of the local banks.
Changing trends in the banking sector are accompanied by changes in requirements towards knowledge and skills
of the banks’ employees. At present, the banks demand not only qualified sellers of their products associated with
management of the customer’s assets, financial consulting, investment business etc., but also the employees possessing
knowledge and skills in the field of credit monitoring, financial analysis, risk management. Saturation of the market
with highly skilled specialists must be closely connected with enhancement of the training process in higher education
institutions.
The research is dedicated to the analysis of the employees’ movements in the banking sector, setting new
requirements for personnel in the banks, as well as examining the personnel management policy in the Latvian
commercial banks. Based on the summarized statistical information and the analysis of the questionnaires obtained
from surveyed HR Departments, there specific recommendations to enhance the training programmes for the Latvian
institutions which educate financial and banking specialists are worked out, as well as the suggestions how to enhance
the efficiency of personnel management in the commercial banks.
Keywords: banking sector employment, eemployee workload, personnel influx ratio, personnel outflow ratio, HR
management.

1. INTRODUCTION
The banking industry is one of the most important sectors of the modern economy in any country.
Firstly, when providing services to legal entities and individuals, banks make a significant contribution
towards creating the GDP; secondly, by directing financial flows banks are a key part of the financial
infrastructure of the economy; thirdly, by responding to changes in the economic climate, banks become
intermediaries implementing the economic policy of the state. (Korobova, 2004).
Human Resource Management is important for banks because banking is a service industry. Though
pricing is important, there may be other valid reasons why people select and stay with a particular bank.
Banks must try to distinguish themselves by creating their own niches or images, especially in transparent
situations with a high level of competitiveness. In coming times, the very survival of the banks would
depend on customer satisfaction. Those who do not meet the customer expectations will find survival
difficult (K C Chakrabarty, 2012).
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At the same time, the proportion of traditional operations in the banking business is decreasing and is
replaced by new products and services as result of the changing requirements of clients. Looking for a
greater return on their free capital banks' clients reject conventional bank deposits and turn to the more
profitable and liquid financial instruments, thus increasing demand for advisory and consulting services and
management of asset and investment portfolios (Nikonova and Shamgunov, 2005).
Changes in the field of banking services and banking priorities are also associated with global financial
crisis. If during the pre-crisis period commercial banks mostly implemented an aggressive lending policy
actively offering services in crediting of businesses and private persons, then in the post-crisis period the
activity of banks is mainly oriented towards recovering of outstanding loans, new clients acquisition for
building financial resources, and provision of own stability and safety. It all puts forward new requirements
towards bank personnel. At present banks demand not only qualified sellers of bank products associated with
management of client’s assets, financial consulting, investment business etc., but also employees possessing
knowledge and skills in the field of credit monitoring, financial analysis, risk management.
The rapid and ongoing improvement of banking products and services, as well as their distribution
channels based on the modern information and communication technologies, makes innovation fundamental
to the banking industry, which is associated with growing demand for IT and innovations field specialists.
All of these factors presuppose preparing highly qualified professionals having specific and profound
knowledge of banking business and being able to cope with the challenges posed to the industry.
Due to the above mentioned facts, the problems of studying supply and demand of labour resources in
commercial banks, as well as the tasks of enhancing the quality of education of banking specialists are
becoming particularly relevant.
Objective of the present study is to develop recommendations to improve the quality of bank
specialists training in accordance with changing needs of the banking industry, based on the studies of
employment trends in the Latvian banking sector and identification of the distinct features in HR
management in the present-day conditions.
Tasks of the study:
- identification of peculiar features in HR management at commercial banks under changing economic
conditions;
- to elicit the tendencies of employees’ movement in Latvian banking sector;
- to determine the educational level of Latvian banks' personnel;
- to determine the existence of an unsatisfied demand and/or an excess supply of labour resources in
the main areas of banking;
- analysis of changes in number of personnel by banking activities.
- to evaluate the level of qualification of banking specialists graduating from Latvian higher
educational institutions.
The study is methodologically basing on the observation and collection of statistical information about
activity of commercial banks, the analysis and synthesis of acquired data, the method of comparison, the
surveyed method, and the ratio method as well as the method of graphic display of obtained information. The
study employs the official statistical data of the Association of Latvian Commercial Banks, the commercial
banks supervisory body – Financial and Capital Market Commission, as well as data of surveyed Latvian
commercial banks.
In order to study the tendencies and development problems of the labour market in Latvian banking
sector, the authors have developed a questionnaire and have surveyed banks' human resource departments.
60 present of the commercial banks currently operating on the Latvian market have participated in the
survey. In Latvia, this type of analysis has been conducted for the first time and therefore it definitely
appears to be unique in this way.

2. SPECIFIC FEATURES OF PERSONNEL ORGANIZATION AND MANAGEMENT

IN BANKS
Banking has certain peculiar features which distinguish it from most other businesses. We can set out the
following peculiarities inherent in banking activities per se and those inherent in bank-wide HR management
systems.
In many countries commercial banks tend to be relatively large institutions in terms of total employment.
And more than in most types of companies, banks establish in-house liaison & networking. For example,
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credit analysis, approval, administration, and monitoring imply participation of several branch-level
departments. Besides, the regional departments and the headquarters office may also be involved in the
process.
To operate this complex and interrelated series of functions effectively, and to meet the growing internal
and external demands, banks must organize their staff members to work effectively. They must develop an
organizational structure intended to achieve specific results; clearly define responsibilities for the results;
structure individual jobs to meet work requirements; and staff organizational units with the appropriate
personnel to meet the mission and goals of the unit. (Donald G. Carlson, 1994).
The challenge here is to determine the right staffing levels today in each job, each unit, and the bank
overall. Three quantitative techniques are particularly useful in banks: workload analysis, relationship
analysis, and modeling. Similarly, quality requirements must be defined. This task is simpler, merely
requiring that the bank identify those units which require higher-quality staff than the rest. For example, a
bank wants the best loan staff to work on their most difficult loans, the best personal bankers to work with
their most important or difficult customers, the best lawyers to work on the most important legal matters.
The change in market characteristics entails changes in the pattern of workforce needs of commercial
banks. To be able to operate efficiently and at profit, bank staffs are now expected to respond proactively to
fluctuating customer demand for financial services and withstand fierce competition from peer banks.
The human resources planning can be presented as a scope of the following actions:
• Rationalize current staffing level.
• Select a planning horizon.
• Project the supply of personnel.
• Forecast the demand for personnel.
• Identify emerging excesses and shortages.
• Make specific plans to resolve shortage and excesses.
It should be emphasized that no single action will resolve either the shortage or the excesses; a range of
actions will be necessary during the planning period. But each bank will consider and select a hierarchy of
action. After emerging personnel shortages and excesses have been identified and plans made for resolving
them, the bank is ready to take action to implement the plans. These plans should be a solid foundation for
much of the bank’s recruitment, transfers, promotions, training and development, and outplacement (Donald
G. Carlson, 1994).
Bank specific nature is that it cannot operate unless being staffed with highly skilled personnel who
demonstrate the appropriate attitudes which are conductive to the productive performance.
To build the right skills and workplace culture, banks must pursue five basic tasks:
• Identify the full range of required skills and attitudes.
• Identify the individual (and collective) capabilities, resources, and developmental needs of staff.
• Accelerate, intensify, and focus training and development to fill existing shortages and to meet
changing skill requirements continually – in particular, build management skills and core
functional skills.
• Develop a workplace culture throughout the organization that supports the bank’s mission and
strategy.
Hire persons who are clearly capable of learning and meeting the current and evolving standards of the
bank. (Donald G. Carlson, 1994).
Organizing people to work effectively, optimizing staffing levels and skill mix, and building the right
skills and workplace culture, while critically important, are not enough. A bank must manage the
performance of its employees directly and actively to achieve business goals. Developing and maintaining
high-quality leadership is a key starting point. Preparing practical strategies and operating plans sets the
directions and the objectives of the organization. Developing goals and realistic action plans for each
operating unit of the bank gives each manager a clear focus for managing the respective unit. Intensifying
performance monitoring, measurement, and follow-up helps all managers identify and deal with potential
performance problems before they get out of hand. Based-on-performance reward can be a powerful tool in
focusing and motivating personnel to achieve priority results. (Donald G. Carlson, 1994).
Therefore, the human resource management within the bank is a self-sufficient function aimed at
achieving certain goals through using the workforce effectively and applying specific principles, techniques
and tools.
There is a number of principles for human resource management in the bank:
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−
Bank’s orientation towards markets demand and requirements;
−
Balanced human resource recruitment, selection and employment.
The human resource policy of the bank includes the following:
−
Human resource recruitment and placement
−
Employment and dismissal policy terms and conditions
−
Training and development
−
Performance management (performance appraisal)
Above-considered aspects of HR management in banks are widely applicable to any institution while
becoming especially important for banks experiencing the necessity of restructuring in order to increase the
efficiency of their performance.

3. RESULTS OF STUDIES OF EMPLOYMENT TRENDS IN LATVIA’S BANKING

SECTOR
In last decade Latvian banking system is featured by changing tendencies. Early 2000’s were associated
with a gradual growth having then considerably increased within 2005 and 2007. Within 2001 and 2007 the
average value of bank assets has grown more than sixfold and amounted to 18.9 billion lats. Net profit in the
industry has increased from 49.6 million lats in 2001 to 371.3 million lats in 2007 (or 7.5 times). In 2008 the
assets growth rate more than halved and at year-end total was all-time lowest 119 percent (in absolute
numbers growth turned out to be quite high – 3.66 billion lats). Year 2009 became most dramatic for Latvian
banking industry when the amount of assets has demonstrated a descending tendency for the first time in 15
years with losses of 773.4 million lats. The reason behind the high losses in banking industry was loan loss
provisions-related expense (LLP reached 1.3 billion lats at year-end 2009). In 2010 the average assets
remained practically unchanged 21.8 billion lats) but losses started decreasing (according to 2010 results,
losses of banking industry in Latvia were 360.7 million lats).
During the crisis as well as in the post-crisis period Latvia’s commercial banks have tightened their
lending policies and currently continue their efforts to recover outstanding loans. Besides, considerably
dropped cash flow from bank clients does not foster favorable trends in development of banks themselves.
Businesses and private persons, who had survived the financial crisis, encountered funding squeeze and
therefore are barred from placing the funds in bank system. It all leads to consistently continuing decrease in
assets of Latvia’s commercial banks which currently only amounts to 20.4 billion lats. (Financial and Capital
Market Commission, Latvian Commercial Banks Association, 2012). The data is reflected in Table 1.
The analysis of development tendencies of the Latvian banking sector shows that along with the
changing financial indicators, both the quantity of bank employees and the total expenses on personnel in
banking industry are changing.
While within 2001 to 2008 the average number of personnel employed in Latvia’s banking sector has
increased by 81 percent (from 7,943 to 14,381 employees), during 2009 to 2011 this figure has dropped by
20 percent to 11,480 by the end of 2011. Personnel costs within 2001 to 2008 has increased more than
fourfold which was associated with both rapid growth in number of employees in banking sector and
growing level of their remuneration. But already in 2009 personnel expenses have reduced by 18 percent and
in 2010 the expenses have been cut by another 7 percent. However, in 2011 the tendency was observed again
towards increasing personnel expenses accompanied by reduction in its number. This tendency is explained
by increased work - load on bank employees.
Analyzing the figures of work - load on bank personnel, the following can be found. The average assets
per bank employee ratio have increased fourfold within 2001 to 2008. Main factor having impact on this
tendency was the outrunning growth in assets compared to growth in number of personnel. Between 2009
and 2011 the average assets per employee ratio have increased by 20 percent compared to 2008. The reason
for growth in personnel work- load was the overrunning personnel cutting (by 20 percent) compared to
reduction in assets (3.3 percent). In 2011 the average assets per employee ratio has slightly (by 0.5 percent)
decreased compared to previous year which was influenced by 1.7 percent reduction in assets and 1.2 percent
in number of personnel.
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Table 1
The dynamics of performance indicators in Latvian banking sector (2001 - 06.2012)
No

1.

2.
3.

4.
5.
6.
7.
8.
9.
10.
11.

Indicators

2001

Number of banks - total
including:
- banks
- branches of foreign
banks
Average number of employees
Total personnel expenses (ths.
LVL/year)
including:
- remuneration for Board and
Council (ths.LVL/year)
Total expenses per employee
(ths. LVL/year)
Customers’ current
accounts – total (ths)
Customers’ current accounts per
employee
Average assets (billion LVL)
Average assets per employee
(ths. LVL)
Credit portfolio (billion LVL)
Provisions (billion LVL)
Net profit or loss (ths.LVL)

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012
6 months

23

23

23

23

23

24

25

27

29

31

31

29

22

22

22

22

22

21

21

21

21

21

22

20

1

1

1

1

1

3

4

6

8

10

9

9

7 943

8 240

8 895

9 664

10 520

11 611

13 334

14 381

12 628

11 616

11 480

*

44 482

50 914

57 759

71 421

89 141

120 339

158 509

182 870

149 845

139 414

149 873

71 783

3 634

3 798

4 271

4 732

6 884

10 855

10 205

11 275

9 682

7 226

8 457

4 143

5 600

6 179

6 493

7 390

8 473

10 364

11 888

12 716

11 866

12 002

13 055

*

1 651

2 041

2 207

2 403

2 912

3 316

4 341

4 545

4 462

4 525

4 707

*

208
3,078

248
3,940

248
5,07

249
6,783

277
9,396

286
13.425

325
18.912

316
22,58

353
22,46

389
21,8

410
21,447

*
20,392

387
1,635
0,028
49 566

478
2,125
0,033
56 325

570
3,00
0,037
71 511

702
4,38
0,049
116 010

893
6,96
0,048
193 061

1 156
10,879
0,057
265 908

1 418
14,92
0,08
371 297

1 570
16,6
0,36
60 072

1 779
15,4
1,3
-773 421

1 879
14,33
1,62
-360699

1 868
13,17
1,52
-178661

*
11,984
1,075
78 529

* - n/a date
Source: Financial and Capital Market Commission (FCMC); Latvian Commercial Banks Association

61

Journal of Business Management, 2012, No.6

ISSN 1691-5348

The number of customer accounts per employee ratio has grown by 1.6 times within 2001 to 2007,
followed by a certain reduction, whereafter the customer’s accounts per employee has increased by 1.3 times
within 2009 to 2011. Overall, during 2001 to 2011 the average assets per employee ratio has grown by 4.8
times, while the customer’ current accounts per employee has doubled. It is indicative of a perpetually
intensifying work-load on bank personnel (Figure 1-2).
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Figure 1. Assets/employees ratios in Latvian banking sector (2001 – 2011)
Source: Financial and Capital Market Commission (FCMC);
Latvian Commercial Banks Association
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Figure 2. Employee workload ratios in Latvian banking sector (2001 – 2011)
Source: authors’ calculations based on data of Financial and Capital Market
Commission (FCMC) and Latvian Commercial Banks Association
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The results of survey carried out by the authors demonstrate that presently the number of bank personnel
dealing with mortgage and business lending drops most rapidly while the slowest reduction in number is
shown by bank personnel addressing problem loans and servicing payment cards. Irrespective the general
decline in personnel in the commercial banks, individual banks demonstrate growth in number of employees.
Thus, according to majority of respondents having participated in the survey, during the post-crisis
post
period
the most rapid growth in number is demonstrated by employees servicing corporate, followed by IT
employees. To compare, during the active growth period 2004 to 2007 the highest growth rates in Latvia
featured the number of personnel engaged in the field of mortgage loaning, business crediting and IT.
(Konovalova N., Rozgina L., 2007). As was predicted by HR teams of commercial banks, personnel number
shrank in 2008 in the areas such as lending (mortgage loans, business loans), payment cards transactions,
tra
and
on financial market operations.
Analysis of personnel-turnover
turnover dynamics allows concluding that the tendency towards its growth became
visible during the past 5 years in Latvia’s banking sector. Personnel-turnover
Personnel turnover index for a group of
respondents
dents having participated in the survey is currently 20.5 percent, or by 4.1 percent higher than in 2007.
Characteristic feature is that the biggest gap between numbers of dismissed and hired employees (10.0
percent) was fixed in 2009 – just when banking industry
industry has experienced the consequences of deterioration
in quality of assets and suffered heaviest losses. Tendency of personnel outflow/influx ratio for banks having
participated in the survey within 2007 to 2011 is presented in diagram on Figure 3. Analysis
Ana
of personnel
influx trends allows concluding that the number of those specialists accepted for employment in banks
increases, who have previous experience in banking sphere. The authors think that this factor contributes to
generally increasing the quality
uality level of personnel in banking industry.

25

22.6
20.5

19.1

18.7

20
16.4

14.5

15

13.514.3

15.7

9.5

10
5
0
2007

2008

2009
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Figure 3. Personnel influx and outflow trends in surveyed commercial banks (2007 – 2011)
Source: the authors’ calculations based on data of surveyed commercial banks

The results of this study demonstrate that banking industry in Latvia is featured by growing educational
level of employees (Figure 4-5).
5). Thus, if in early 2007 higher education diplomas, also master’s and doctor’s
degrees were held by 66 percent of employees in surveyed commercial banks, then in the beginning of 2012
this figure was already 82 percent. The share of employees having master’s degree has also increased (21
percent of employees having master’s degree worked in the banks as on the beginning of 2012). Moreover,
reduction is observed in the number of employees with unfinished higher or other education. Thus, if in
early 2007 of all bank employees 15 percent had unfinished higher education and 19 percent - other
(secondary and secondary vocational) education, then in 2012 their share dropped to 5 percent and
13percent, respectively. All these figures evidence a high educational level of bank specialists with a
consistent tendency toward growth.
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13%
5%

19%
66%

82%

15%

employees with higher education (including master
and PhD degree)
students

employees with higher education (including master
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It was found out during the study process that on the background of common tendencies for reduction in
number of personnel, the commercial banks experienced both the surplus of labour force
forc and deficit of
qualified staff in the profile of individual activities. Thus, the survey results demonstrated that in present-day
present
situation the biggest labour force surplus took place in the field of mortgage loaning while slightly less it was
felt in business
siness lending sector. However, differences exist here from viewpoint of bank specialization. Those
banks which are mostly engaged in lending to corporates experience the biggest manpower surplus just in the
field business loaning meanwhile banks with a big
big share of loans to natural persons in their credit portfolio
have faced manpower excess in the field of mortgage loaning. Slight excess of labour resources is observed
in activities with payment cards and in the field of operations on financial markets. At
A the same time,
commercial banks experience deficit of qualified personnel in individual fields of their activity. Respondents
note that in present-day
day situation the biggest deficit of employees is felt in IT field as well as deficit of
qualified lawyers and financial analysts takes place. Some banks are facing the personnel deficit problem in
the field of financial markets. Although loan workout officers are in general highly in demand, the
commercial banks have enough of them. The reason is quite simple: professional credit managers are highly
qualified and diversely specialized. Therefore, they were able to undertake different -- albeit related-- jobs on
a secondment basis.

4.

EVALUATION OF THE QUALIFICATION LEVEL OF BANKING SPECIALISTS
GRADUATING FROM LATVIAN HIGHER EDUCATIONAL INSTITUTIONS

The staffing level within the banks and the level of qualification of bank personnel directly depend on
the quality of education obtained by students in the higher educational institutions as well as on
strengtheningg partnership between the educational institutions and banks. The Latvian Education Law
specifies that "educational outcome is that an individual possesses a combination
ombination of knowledge, skills and
attitudes (personal qualities)" (The
The Higher Education Act of Latvia, 1995, last edition 2012).
2012) Hence,
education should
ld be geared toward practical application. Student internshipp is just the first step to the
practical
al application of knowledge and acquisition of skills.
The study has shown that Latvian commercial banks mostly accept for their internship positions the
students of nine (9) higher education institutions – University of Latvia, Banking Institution of Higher
Education, Stockholm School of Economics in Riga,
Riga Riga
ga International School of Economics and Business
Administration (RISEBA), School of Business Administration “Turība”,
“
Riga Technical University,
University
Transport and Telecommunication Institute (TTI), Information Systems Management Institute (ISMI), and
Daugavpils University.
University of Latvia and Banking Institution of Higher Education share the first place by the quantity of
students accepted for internships. The second place is occupied by Riga Technical University and School of
Business Administration “Turība”. Stockholm School of Economics in Riga and Riga International School of
Economics and Business Administration (RISEBA) take the third place in the quantity of students accepted
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for internships. Students from Transport and Telecommunication Institute (TTI), Information Systems
Management Institute (ISMI) and Daugavpils University undertake internship only in few commercial
banks.
Among the students who have completed internships in Latvian banks, respondents mentioned the
students of Banking Institution of Higher Education and Stockholm School of Economics in Riga as the most
prepared ones. Banks have also indicated a sufficiently high level of qualification among the students of the
Riga Technical University, RISEBA and “Turiba”.These differences in the level of students’ preparation are
explained by the degree of specialization of studies and the availability of specialized study programs in
educational institutions. In institutions, where specialized programs in banking operations exist, student
qualification is significantly higher than in institutions, where the specialized banking programs are lacking.
Therefore, in order to increase the quality of education of banking specialists as well as specialists in other
areas, higher educational institutions should focus a particular attention to specialization and develop
specialized study programs.
When analyzing personnel management related questions in banking industry it is important to define
bank’s priorities with regards to personal qualities of the staff, their motivation factors, as well as the
attained competitive edges (Robert L. Mathis and John H. Jackson, 2006).
The results of the research have shown that the most important personal qualities for the employees of
the banking industry are the following:
•
the ability to find a fair solution to a problematic situation and analytical thinking;
•
the ability to learn;
•
ability to organize and manage;
•
creativity;
•
communication skills;
•
ability to work in a team.
Thus, according to survey results, distribution of motivational factors by priorities is as follows:
• employee monetary reward systems take the first place;
•
career growth prospects take the second place;
•
further education for the personnel takes the third place;
•
finally, working environment take fours place.
It is necessary to emphasize that most of commercial banks in the first place see relationships between
the staff members and possibility of getting further professional education as their competitive advantage.
The possibility of career development and salaries and bonuses takes a second place. Finally, the working
conditions are on the fourth place. The data from the questionnaires is evidence to the fact, that, while
directing themselves towards new areas of business and new demands of clients, commercial banks aim to
create a single, consolidated team of high-qualified specialists, who are able to provide quality services for
the clients.
In order to successfully achieve this purpose, the authors have included questions in the survey that had
highlighted, which learning courses in the area of banking operations should receive the most attention
during the education of the students. According to the respondents, the learning course such as “Financial
analysis and control in banks” have the primary importance for banking specialists. Further the study
subjects are arranged in order of descending importance: “Financial markets”, “Informational technologies in
banks”, “Crediting”, “International trade operations in banks”, “Banking law” and “Bank marketing”.
Putting the subject “Financial analysis and control in banks” at first place by banks witnesses the bank’s
current demand for qualified specialists-analysts both in the field of crediting for qualitative assessment of
financial position of potential and existing borrowers and also for inhouse financial assessment of bank’s
activity. The role of analysts has also grown in connection with the need for inhouse assessment of bank
risks and provision of continuous control over bank capital adequacy (in accordance with Basel Committee
requirements). Banks’ assessment of study subjects “Financial markets” and “Informational technologies in
banks” as important enough is undoubtedly associated with the demand for qualified specialists in the field
of customer’s assets management, investment business, IT and financial consulting. Good knowledge in
crediting and international trade operations is at all times demanded in banking sector. However, the
respondents have put these subjects at No. 4 and No. 5, respectively, in the chain of interconnected subjects.
The authors regard this as evidence to the fact that the specialists in these areas of banking operations have a
sufficiently high level of knowledge and good practical skills.
Importance of subject “Banking law” is stipulated in current situation by increased requirements towards
knowledge of legislation, ability of bank employees to comply with AML/CFT framework as well as to
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ensure control of bank’s activity in accordance with changing legislative environment (compliance risk
management). Knowledge in the field of banking law is also necessary in connection with greater attention
towards professional development of great variety of contracts: credit, deposit, trust, account service, etc.
The importance of knowledge in the field of bank marketing is caused, under the current circumstances,
by the need to develop and promote new banking products, manage service prices and bank advertising, to
develop the brand, etc. However, presently the banks consider that specialists of this profile have good level
of training and possess knowledge of high enough quality and good practical skills.
In the opinion of Latvian commercial banks further improvement in preparation of banking specialists
should stipulate the following:
1) more attention should be focused to the practical training of the students;
2) interactive study methods should be applied more widely and bank specialists should be involved to
read lectures;
3) allocate more hours for self-directed learning of students;
4) the professional level of lectures should be increased on an ongoing basis.

5. CONCLUSIONS
Results of the research allow the authors to make the following conclusions:
• Bank specific nature is that it cannot operate unless being staffed with highly skilled personnel who
demonstrate the appropriate attitudes which are conductive to the productive performance.
• During the crisis as well as in the post-crisis period Latvia’s commercial banks have tightened their
lending policies and currently continue their efforts to recover outstanding loans. Besides, considerably
dropped cash flow from bank clients does not foster favorable trends in development of banks themselves.
• Number of personnel and salary costs in Latvia’s banking industry during the past decade are
featured by two major trends: rapid growth within 2001 to 2008 and formation of evidently descending trend
during the next 3 years,
• During the period of growth in KPLs of the banking sector the average number of employees in
commercial banks has increased by 81 percent while during the crisis and post-crisis period the number of
employed in the banking industry has reduced by 20 percent.
• Total amount of personnel expenses during 2001 to 2008 has increased more than fourfold which
was associated both with rapid growth in number of employees and with rising level of their remunerations.
Within 2009 to 2011 personnel expenses have reduced by 18 percent, i.e. slightly less than percentage of
reduction in number of personnel over the same period.
• Indexes of work-load of personnel in Latvia’s banking sector demonstrate tendency for growth
within periods of both economic upturn and recession. Within 2001 to 2011 the average assets per employee
ratio has increased by 4.8 times while the customer accounts per employee has doubled.
• During the past 5 years personnel turnover in surveyed commercial banks has increased by 4.1
percent.
• The biggest gap between the number of dismissed and accepted employees (10 percent) was fixed in
2009 – just when banking industry has experiences the consequences of deterioration in quality of their
assets and suffered the heaviest losses.
• Analysis of changes in the number of personnel by banking activities has demonstrated that
presently the number of personnel dealing with mortgage and business lending drops most rapidly while the
slowest reduction in number is shown by personnel addressing problem loans and servicing payment cards.
• During the post-crisis period the number of personnel grows most rapidly in the field of corporate
customer service and IT sphere.
• Banking industry in Latvia is featured by increasing educational level of employees. Within 2007 to
2012 the number of employees with higher education (including master’s and doctor’s degrees) has grown
by 16 percent.
• On the background of common tendencies for reduction in number of personnel the commercial
banks experience both the excess of labour force and deficit of qualified staff in the profile of individual
activities.
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• In current situation the biggest excess of labour resources is observed in the sphere of mortgage
loaning. At the same time, Latvia’s banks experience deficits of qualified lawyers, financial analysts and IT
employees.
• The identified differences between educational institutions in the level of preparation of students for
working at a bank can be explained by a varying level of specialization of education. In higher educational
institutions, where specialized programs exist, the level of preparation of the students is significantly higher
than in the institutions, where specialized banking programs are lacking.
Based on the research and the conclusions made, the authors have developed the following proposals.
1) Due to the changing demands of the banking business higher educational institutions providing
educational programs for banking specialists should increase the amount of tuition hours for such learning
courses as „Financial analysis and control in banks”, „Financial markets” and „Information technology”.
2) In order for the students to acquire more practical skills, it is necessary to enhance the study process
by developing the virtual professionally oriented programs based on modern software and technology, in
order to “immerse” the student in the environment of his future professional work. The software “Virtual
Bank” can be an example of the usage of this technology with conducting real bank operations.
3) Due to the fact, that banks believe the ability to find a fair solution to a problematic situation and
analytical thinking to be the most important characteristic of their employees, it is necessary to focus on
interactive forms of teaching, such as business games, in the study process.
4) Educational institutions should create specialized courses and organize specialized seminars in order
to retrain banking personnel according to the new demands of the banking industry.
5) In order to enhance the quality of education for banking specialities, educational institutions should
organize guest lectures, inviting specialists from commercial banks, the Finance and Capital Market
Commission, the Bank of Latvia, the Association of Latvian Commercial Banks, etc.
6) Taking into account the changing demands of clients, commercial banks have to bolster in-house
education of their personnel by creating study centers in their structural divisions.
7) Latvian commercial banks, which are characterized by high level of employees’ turnover, have to
focus a particular attention on more efficient approaches towards assessing and selecting human resources,
enhancing motivation system and labor practices, and implementing new methods and forms for professional
training of their personnel.
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Abstract
In an increasingly globalizing and competitive working place, where innovativeness and its underlying creative
abilities becomes the key for survival, it is urgent for Latvian economy to address the issue of how creativity actually is
understood. Social representations study of the ‘creativity’ concept took place on the basis of 120 respondents sample
of entrepreneurs of different domains.
Results have demonstrated that creativity is understood as an abstract theoretical phenomena, not applicable to the
each day situation and professional context.
This suggests the need to further promote creativity concept and introduce programs for so doing on different state
and educational levels.
Keywords: Social representations, creativity, Latvian entrepreneurs.

1. INTRODUCTION
During the periods of economic recession it is quite hard to build a new enterprise or keep up the
business, not even speaking of its flourishing. As argued, globalisation creates another constraint for the
middle size business (Miranda, et al., 2009). It is emphasised by many authors that this period of history
requires creativity as never before, and it becomes not only a competitive advantage, but also a key to a
survival in business (i.e. Фостер, 2009). Already in 1991 M. Porter (1991) has argued that is not only the
adaptability to the constraints but also the ability to shift these constraints which is in the core of competitive
advantage of the company, stressing this way the importance of creativity.
A. Green (Green, 2008) believes in creativity to the extend that sees the only solution for today’s world,
opposing flexible thinking, creative freedom to stupidity, and he argues that business without curiosity,
without a common sense and flexibility, without creative approach becomes ‘simply stupid’ and contributes
to generation of a whole ‘stupid society’ with its bureaucratic demands and unnecessary ‘security’
proceedings. Amabile (Амaбайл, 2006) studies suggest that attention paid to creativity development during
the last twenty years resulted in enhanced productivity of business and society’s general well-being.
Dealing with risk, creativity, autonomy, continuous learning are emphasised as a core of entrepreneurial
activity (Sternberg, et al., 2011). Studies suggest that entrepreneurship is based upon innovativeness and its
underlying creative skills (Martins, Terblance, 2003).
The aim of this article is to describe the results of the study of the social representations of creativity
construct among Latvian entrepreneurs.
The tasks therefore include a brief analysis of literature on creativity and social perceptions,
demonstration of the results and elaboration of conclusions promoting the discussion for the practical
implications following from this study.
- One of the basic society reasoning elements is the formation of social perceptions. S. Moscovici
(Moscovici, 1993) following E. Durkheim statements has proved in his theory of social perceptions that the
human being choosing an activity does not refer to the stimulus of objective reality but rather to his/her
perceptions and imaginations of what this reality is. According to S. Moscovici, social representations are
universal socio–psychological phenomena, which contains all of the cognitive functions – thinking,
imagination, knowledge, and which is shared by all the members of a certain society (Moscovici, 1983).
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If social representations are in the basis of human abilities to perceive, conduct the conclusions about the
world, build memories and self-awareness, the term creativity then is often referred to collective
unconsciousness concept verbalised as an ability to act creatively (Chikshentmihalyi, 2003) and it has
positive connotation in humans’ perceptions (Sternberg, 2003). According to Pavlov (see Барышева, Т. А.,
Жигалов, Ю. А. (2006), creativity is in the base of orientation instinct of ‘what it is?’ and ‘what if?’ as well
as a part of playful behaviour, which is pleasant and releasing activity. Scholars of creativity emphasize its
novelty and appropriateness as obligatory pre-requisites of the term (e.g. Lubart, 2000, Cropley, 2001,
Любарт et al., 2009). Creativity refers to product – something new and practical, ‘the best solution’,
personality – the one who is looking for unusual decisions, process – ways of doing something in an
innovative or untraditional manner (Ильин, 2009, Sternberg, et al., 2011).
The crucial role of creativity is emphasised in analysis of critical situations, self-realisation processes
and self-satisfaction personal references (Любарт et al., 2009). As to Tezci, Karaca and Sezginsoy (Tezci et
al., 2008) a creative personality can be any person who is able to find a new solution to the problem and
make generalisations of high level of abstract thinking.
Latin creatio – creativity is in a way deviation from the traditional thinking schemes (Ильин, 2009). It is
a multidimensional psychic organisation, which is not just an intellectual potential, but involves also the
spheres of motivation, emotions, and esthetical, existential and communicational parameters (Sternberg,
2008, Барышева, Жигалов, 2006).
K. Rogers by creativity understands the human ability to compose unusual ideas, to find original
solutions, as well as new ways of self-realisation (Rogers, 1972). P. Torrenss (In: Gardner, 1993) in his turn,
observes creativity as a process of sensitivity towards a problem, knowledge deficit drive, search for the
incongruence in the knowledge, need for formulation of new hypothesis. Creativity is a beginning of any
possible potential discovery. Thus, creativity can be referred not only to the masterpieces of Picasso, Van
Gogh, Da Vinci, but it also finds its expression in the duties of a common housewife in her search for
original decision of everyday life. (Любарт, et al, 2009). Therefore, creativity can be expressed in
communication, modes of behaviour, ways of dressing, etc… (Tezci et al., 2008).
H. Gardner in order to distinguish among each day works and solutions met by every person and
influential level of creative and innovative discoveries proposes so called “small – C” (Small creativity), and
“Big-C” (Big Creativity), which involves societal level with changes it brings (Gardner, 1993). M. Boden
(Boden, 2005) research divides creativity into a psychological category (P-creativity), when individual is
doing something new for him/herself, discovers own horizons, and a historical category (H-creativity), when
the individual is doing new for the humankind, something not done by others.
Thus, creativity is underlying ability for the innovativeness, which can be expressed in different spheres
of human activity: cognition, thinking style, professional activity, self-realisation, and on different levels:
personality (potential), process and result (Ильин, 2009).
The model of T. Amabile (Amabile, 1998, Amabile et al, 2004, Амaбайл, 2006) was used in the study,
as her considerations are based upon profound studies of creativity on its theoretical and practical levels.
Concluding her 20 years of research of business creativity and theory of creativity Amabile has identified the
following creativity components: 1) competence - the sum of knowledge; knowledge as an intellectual space,
which is used to acquire and solve the problems, the wider it is – the better; 2) the creative thinking flexibility and openness to ambiguity. It depends greatly on personal traits and abilities as well as habits for
creative imagination; and 3) motivation - intrinsic interest in a problem (Дерманова, Крылова, 2004).

2. METHODS AND SAMPLE
The question of the research was formulated: what are the social representations of the term creativity
among Latvian entrepreneurs?
120 entrepreneurs aged 34 – 46 composed a sample of this study. It was decided to select representatives
of the different production and service industries, such as wood processing, food, textile and beauty inhance
industry. Pilot study was based on 20 respondents sample, and 100 entrepreneurs participated in the main
study. They were approached personally, and the method of free association analysis was applied. The study
was not aimed to distinguish the gender or national differences in regards to the social representation of the
term ‘creativity’ but the sample nevertheless was homogenous in these terms, consisting to 54% of men and
46% of women.
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Method of free association analysis is widely used in the research of social representations (e.g. Di
Giacomo, 1980; Doise, Clémence, Lorenzi – Cioldi, 1993; Tsoukalas 2006; Zakrizevska, 2010). Each
respondent was asked to produce three associations with the word ‘creativity’. Latvian or Russian language
was applied depending on the mother tongue of the participant.

3. RESULTS
“Association field” analysis demonstrated that “creativity” has generally low frequencies of its
‘association field’. Highest frequency associations are combined in Table 1 below.
In Table Nr. 1 association with highest frequency are presented, artistic creativity was mentioned twelve
times, which composes only 4 % from the total amount of associations. Among the frequency of 3 x, the
following other words appeared: fashion, velocity, money, smart, inspiration. There were 149 words which
appeared only ones, and major part of them did not open up the meaning of the construct, for example, there
were produced such associations as cretinism, advertisement, good look, scarf, and so on.
Table 1
High frequency associations
Association
Artistic creativity
Non-standard
Luck/success
Intelligence
Cognition
Courage
Risk
Movement
(development)
Communication

Frequency
(x)
12
8
7
7
6
6
6

Explanation

5

As a synonym
As a refuse of traditional ways of thinking
Connected with successful result
Fast, smart solutions
As a sphere of cognitive abilities
As a personality trait
As working in unclear conditions, where the result is not
guaranteed
On the personal level, as a self-growth and education

5

Possibility to attract attention of other people

This suggests that “creativity” as a concept is not completely understood by the entrepreneurs. The
nuclear of this word has a low frequency, is not completely represented in the minds of Latvian sample of
those doing business. We can argue that it might be connected with the fact that entrepreneurs do not use this
word in their each day practice, and they don’t have a strong image of what exactly in might be.
There were also used T. Amabile business creativity components to structure the answers around three
categories (please see Tab. 2).
Table 2
Business creativity components
Business creativity components
Competence as acquired knowledge (general, social, technical,
methodological)
Cognitive style as ability to think creatively: divergence and
flexibility
Intrinsic motivation

Frequency
14 associations or 5 %.
137 associations or 46 %
17 associations or 6 %

Source: based on Аmabile (2006)

The biggest amount of association was connected with cognitive style as ability to perceive information
and proceed it, using creative approach: to be flexible, orientation to multiple solutions, exit from trivial
thinking, readiness to re-structure knowledge – all together such associations compose 46% of answers (or
137 associations). Intrinsic motivation and competence were ‘figurating’ relatively little in our study.
Competence as knowledge, intuition and experience was mentioned in 5% of the answers (14 associations),
and motivational drive received its 6% part (17 associations) of reference. 43% (132 assoc.) fell under the
category “others”, they could not be referred to either one of these categories. They were mentioned above
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words, such as cretinism, advertisement, good look, scarf, and so on. The demonstration is provided in
Figure 1 below.
50

46
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Figure 1. Distribution of the results of Social representation of the term creativity
using Amabile conception of business creativity
To observe from statistical point of view, using Pierson Criteria, we have (please see Table 3) found that
with ρ = 0.466 >0.05, the social representations of creativity do not have statistically significant correlation
with Amabile distinguished components.
Table 3
Pierson Criteria χ²

Pierson Χ²

Value

Two-side value level (ρ)

900.0

0,466

The social representation analysis of the creativity construct demonstrated that entrepreneurs were not
connecting it with entrepreneurship, with their each day work, but rather as a term related to a show industry,
or to the artistic skills. Amabile cognitive component is addressed in the answers, as well as motivation and
competence, but not the degree to say that these components form clear association with the term creativity.
Entrepreneurs lack the knowledge about the creative personality traits, about intrinsic motivation,
innovativeness; they don’t connect it with practicability and competencies. Intuition and inspiration
remained unvalued as well.
During the study some entrepreneurs spontaneously committed that creativity is not for them, and they
are ‘struggling with much creativity at work’, that ‘people are already lazy enough’ and ‘it is hard to find a
good worker’, so creativity would be the last concern for them. The comments of such character showed that
under-evaluation of creativity takes place.
The results have demonstrated that major part of entrepreneurs who were approached in the study were
not concerned with providing creative environment, they were not aware of techniques of creativity
enhancement and they don’t connect business development with this term.
If the social representation of the word is practically absent, should we then conclude that part of
entrepreneurs of Latvia are not connecting entrepreneurial skills, motivation, business strategy with
creativity in their each day work? This may probably shed the light to Latvian relatively low innovation
efficiency index in comparison to other countries (China is on the 3 place, Germany is ranked 15, Sweden –
6, while Latvia’s rank is 72) and our overall economic stagnation (INSEAD the global Innovation Index,
2011).
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4. CONCLUSIONS AND DISCUSSION
In the conditions of the modern economy creativity by all means is a required skill due to growing
demands for creative and innovative solutions, individuality expressions, and growth of temps of technology.
Analysis of social perceptions of creativity with the free association method demonstrated that
entrepreneurs of Latvia connect the word creativity to the abstract possibility to be artistic rather than to its
practical meaning or its usage in entrepreneurial activity.
Comparing the results with T. Amabile business creativity theory we are concluding that the biggest
amount of associations (46%) were connected with the creative thinking style, so it is most often associated
with the thinking peculiarities, competence was mentioned in 5 % of cases and motivation in 6%.
Entrepreneurs of Latvia are lacking the perception of creative personality character traits, its competences,
motivational drives, etc.
Surprising result was that 43% of all associations were not connected with the term creativity directly.
This suggests that there might be a significant amount of people doing business in Latvia who are not aware
of the meaning of creativity; who might not be aware of its techniques and possibilities for businesses and
society.
The results of this study have permitted us to conclude that there is certain ignorance in regards to
creativity among the entrepreneurs of Latvia, and raise an argument of the lack of promotion of knowledge
about creativity in business community. This suggests that more education is needed in regards to creativity.
A further study with more precise sample selection criteria should be conducted in order to verify the results
and justify the conclusions. The need to specify who exactly should be considered an entrepreneur is
urgently addressed. As to study of creativity in the workplace or entrepreneurship, other methods should be
definitely applied in order to answer the question of how creativity is actually met.
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Abstract
Purpose – Success in overcoming the consequences of the financial and economic crisis in the Latvian economy
depends on further development of trade relations, both with EU partners, and with other countries. In this connection,
Turkey, the country having large industrial potential and striving to join the European community, can be regarded as
an attractive partner in the field of trade and economic cooperation not only for Latvia, but also for the Baltic region.
Therefore it is important to identify the obstacles and possible solutions for development of cargo shipment between
Latvia and Turkey as well as to assess the suitability of haulages for different types of cargos transported from Turkey
to/via Latvia.
Design/methodology/approach – For the purpose of research qualitative methods of data acquisition and analysis
on the base of questionnaire and results of the sampling were used.
Findings -- The experience of Latvian transport companies cooperating with Turkish entrepreneurs is studied.
Moreover analysis the Latvian-Turkish cooperation on the fields of road haulages was carried out.
Originality/value – The main factors encouraging and impeding further economic cooperation of both countries in
the sphere of transport and transit are qualitatively assessed on the base of unique survey carried out among Latvian
transport companies.
Keywords: Latvian-Turkish cooperation, Road haulage transport sector, Transport policy, Transit, EU accession

1. INTRODUCTION
Success in overcoming the consequences of the financial and economic crisis in the Latvian economy
depends on the increase of national export potential and the further development of trade relations, both with
EU partners, and with other countries. The geographical location of Latvia and the improvement in transport
infrastructure play an important role in the development of national business activities on domestic and
foreign markets. Therefore the necessary conditions for further economic development of the Latvian
economy are the development of foreign trade relations, attraction of new economic and trade partners, and
also the increase of transport flows through Latvia.
In this connection, Turkey, the country having large industrial potential and striving to join the European
community, can be regarded as an attractive partner in the field of trade and economic cooperation not only
for Latvia, but also for the Baltic region.
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The preset article was written within the framework of the scientific project “Potential for Latvian –
Turkish Cooperation in the Fields of Economic Development and Trade: Feasibility of Transport routes and
Latvian transit capability”, requested by the Turkish Institute of Business, Commerce and Culture (TBCCI)
in 2010.
During the study made within the project research the analysis of Latvian-Turkish cooperation was
carried out with the aim to identify the obstacles and possible solutions for development of cargo shipment
between Latvia and Turkey as well as to assess the suitability of haulages for different types of cargos
transported from Turkey to/via Latvia.
For the purpose of research qualitative methods of data acquisition and analysis on the base of
questionnaire and results of the sampling were used. The special questionnaire was developed for the
gathering of more reliable and specific information about Latvian-Turkish cooperation in road haulage
sector. Face-to-face interviews with the representatives of Latvian enterprises were conducted.

2. SCOPE OF TRANSPORTATION ECONOMIES AND TRANSPORT SYSTEM
According to Heldmann H. (1973) transport is a tool that promotes greater diversification and integration
of economic systems, therefore, it guarantees equal distribution of production and consumption that boosts
competition that consequently, have an effect on balanced prices, price stability and prevention on monopoly
prices. Wood D.F. (2011) defines transportation economics as “the study of the allocation of transportation
resources in order to meet the needs of a society”, therefore effective transportation system enables efficient
allocation process since it widens the market for suppliers and buyers.
Birzietis G., Truslis V. (2008) highlights various advantages of developed transportation system for
countries. With the help of transport system, country can ensure stable communication between territories; it
enables efficient usage of human and natural resources and contributes in regional development. In addition,
transport is a factor that enhances social and economic structure, and has significant impact on foreign policy
and finally can even influence cultural development.
Economists define transportation sector and economy growth correlation by using 3 arguments –
macroeconomic perspective, microeconomic perspective and equilibrium model (Rodrigiue J-P, Comtois C.,
Slack B., 2009).
The macroeconomic point of view regards transportation as a component of productivity of national
economy, therefore it can be stated that all investments made for the transport sector result in enhanced
productivity and competitiveness which in turn causes economic growth and increases GDP (Birzietis,
Truslis V., 2008). Whereas improvements in nation’s productivity have positive effects on the prices paid for
goods and services, the balance of national payments, currency valuation, the ability to compete more
effectively in global markets, industry profits, the availability of investment capital and higher level of
employment (Lambert D.M., Stock J.R., 1992). This approach seems justified when analyzing GDP and
transport sector correlation in recent years.
On the other hand, microeconomic perspective considers actions of specific companies in response to
improvements in transportation, namely, investments in transportation infrastructure results in increased
productivity of transport companies since they are able to provide cheaper and more efficient freight services
(Bowersox D.J., Closs D. (1996); J, Khisty and Lall, 2002). In addition, developed transportation system
enables company to use just-in-time management that significantly reduces inventory costs for the business
(Ballou, R.H., 2004). Khisty and Lall (2002) analysis transportation economics by stipulating that the
demand for transport is not direct but derived, the consumption of each transportation activity is to be
regarded as unique in terms of time and space and claims that competitive advantage might be reached by
technological differences and economies of scale.
Transport companies specifics distinguish two major activity scopes – forwarding companies that usually
do not own their vehicles and transportation enterprises possessing their trucks, though dealing particularly
with transportation activities. Besides, transportation system involves other services that are aimed to
facilitate transportation process (Praude V., Belcikovs J., 2003). Wang Y. Rong (2008), stipulates that
efficiency of freight transport is highly dependent on transport chain. Successful cooperation with freight
forwarders, agents and terminal operators can result in high efficiency of transportation service and synergy.
Forwarding companies
Freight forwarder is the intermediary service that facilitates movement of cargos, used by companies that
deal in multinational or international import export. Freight forwarding companies ensures that products will
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get to the proper destination by an agreed upon date, and in good condition, though it also guarantees that the
goods are properly packed and labelled and documentation requirements are met. (Belay S, 2009) In
addition, warehousing, risk assessment and management, cargo loading and unloading, cargo insurance as
well as methods of international payment are also commonly provided to by the freight forwarders (Birzietis,
2008).
Carriers
Carriers are transportation companies that own vehicles that can transport cargos to/from requested place
and offers their services either to individuals or forwarding companies. Cost allocation is one of the primary
carriers concern. What is more, carriers exercise the standard of care as required by contract or regulatory
bodies’ requirements and established industry common practices. Commonly, carriers are increasingly
leaning towards subcontracted – based relationships with freight forwarders since it facilitates relationships,
ensures stable customer pool. (Sprancmanis N., 2001)
Transport company’s effectiveness depend on the vehicles loading capacity, utilized capacity as well as
vehicle mileage, operation ratio to vehicle idle time and speed rates, availability and performance of running
gear. Whereas vehicle running gear quantitative parameters are characterised by following measures such as
total inventory i.e. amount of vehicles, amount of vehicles in the operation, amount of vehicles in acceptable
technical condition, number of vehicles not used to due to repair works and quantity of vehicles in idle time
(Birzietis, 2008)
Bowersox D.J., Closs D.J. (1996) highlights the importance of evaluation process of individual carriers due
to the significant amount of market players that has lead to increased offerings and capabilities. Carrier
evaluation platform offered by Bowersox D.J., Closs D.J. (1996) suggests that carriers are to be evaluated in
terms of cost, transit time length and reliability, capability, accessibility, and security.
Shippers Associations
Shippers associations are non-operating third parties that are involved in transportation processes. Those
intermediaries perform in the interests of freight forwarders and transportation companies therefore enable
them to cooperate on the national and international level. A shippers association can be defined as a nonprofit authority that facilitates the organization of freight conveyances implying areas of customer
relationship and assistance in preparation in normative and legislative acts. Associations might be local –
created to protect interest on the national level (LAFF) or international - covering interests of logistics firms
worldwide (FIATA). (Lambert, Stock, 1992)
Transport Terminals
Rodrigue J-P., Comtois C., and Slack B. (2009) define terminal as „Any location where freight either
originates, terminates, or is handled in the transportation process.” Terminals can be central or intermediate
locations in the movements of freight. It should possess high level of accessibility to local, regional and
global markets, convenient location to serve wide market pool and are to be equipped with equipments and
facilities that should facilitate cargo handling (Praude V., Belcikovs J., 2003; Rodrigue J-P., Comtois C., and
Slack B, 2009). Truslis and Birzietis (2008) highlights main functions of transport terminals – providing
accessibility for vehicles, enabling convenient exchange with vehicles and a convergence cargo flow.

3. THE MAIN CHARACTERISTICS OF ROAD TRANSPORTATION SECTORS IN
LATVIA AND TURKEY
An important role in the Latvian transport system is played by motor roads. According to data of Central
Statistic Bureau of Latvia (CSB), in 2011 road transport carried out 53936 thousand tons of cargo that makes
up 36 % of all cargoes transported in Latvia. According to the data of 2011, it is necessary to point out that a
considerable share of all road transportation consists of internal transportation - 83 %. At the same time,
international transportation accounted for only 17% of cargoes (see Figure 1). According to data of Latvian
road carriers Association “Latvijas Auto”, 77 % of international transportation is carried out by rather small
firms, which have fewer than 5 vehicles. Another 23% of international transportation movements are made
by firms which have more than 6 vehicles, and only 3% are made by transport companies having more than
20 transport vehicles.
There are two main directions (or corridors) of cargo transportation functioned intensively trough the
territory of Latvia. The most significant transport corridor traversing Latvia in North-South direction is "Via
Baltica". The "Via Baltica" is the first transport corridor of Latvia (among the Helsinki corridors identified
during Pan-European Transport Conference taken place in 1997), also known as the motor road E67
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providing links between such European cities as Helsinki – Tallinn – Riga – Kaunas – Warsaw, including
motorway E77, connecting Riga, Kaliningrad and Gdansk (Ministry of Transport of Latvia, 2011).
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Figure 1. The dynamics of domestic and international road freight transportation
in Latvia from 2000 to 2011, thousand tons
Source: CSB data base

Another important transport corridor traversing Latvia in West-East direction could be given to the
motor road of European importance E22. It starts in Great Britain and runs into the central region of Russia
in its way crossing Holyhead, Manchester, Leeds, Grimsby (Great Britain), Amsterdam, Groningen,
(Netherlands), Hamburg, Luebeck, Rostock, Sasnitz (Germany), Trelleborg, Helsingborg, Norkoping
(Sweden), and continuing its course from Latvian port Ventspils to Riga and finally reaching Russian cities
such as Moscow, Kazan, Elabug, Perm, Yekaterinburg, Tumen and Ishim.
With becoming a member state of the European Union, opportunities have broadened for Latvian road
hauliers to use the advantages of a free road transport service market of the European Union. On the whole
licenses are no longer needed to transport cargo between EU member states bilateral areas of the EU.
At the same time transportation to countries which are not EU member states will have to be executed in
accordance with respective bilateral agreements. Such an agreement with Turkey was signed by Latvia in
1996. According to the International Road Transport Agreement between Turkey and Latvia, in 2011 the
quota for the number of permits issued by Turkey to Latvian road haulers was 700 transit permits (bilateral
transit permissions enabled to arrive to Turkey only with the freight by trailer registered in Latvia) and 400
transit permits to third countries (bilateral transit permissions enabled to arrive to Turkey even without
freight by trailer registered in Latvia). However in the same year the number of permits actually used by
Latvian haulers was only 26 and 243 correspondently. This fact characterises relatively low activity among
Latvian entrepreneurs and road transport operators regarding the Turkish market in comparison to Russia or
Belarus, for instance, where the number of available and required permits was correspondently 9000 and
8012 - in case of Belarus and 56000 and 55995 - in case of Russia (Road Transport Administration of Latvia,
2011).
At the same time since 2007 the size of quota and permits requested transportation to Turkey
continuously increases (see Table 1).
In 2010 according to CSB data 2490 companies were registered under the NACE code 49.41, operating
in the sector of freight transportation by road, and 379 enterprises - under the NACE code 52.21, operating in
the sector of service activities for land transportation.
However road carriers of Latvia specialise basically in transportation from West to East, and only a small
part of them works with Turkey. Mainly they are the large companies, doing various types of transportations
and logistical services.
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Table 1
Size of Turkish quotas established for Latvian road hauliers since 2007, number of permits
Type of licence

2007
Number
of
licences
150
54

Quota

Bilateral +Transit+
from/to third
countries
Bilateral +Transit+
from/to third
countries
(arrived without
freight)

100

3

2008
Quota Number
of
licences
150
12

150

144

2009
Number
of
licences
500
30

Quota

300

290

2010
Number
of
licences
700
24

Quota

400

243

2011
Number
of
licences
700
26

Quota

400

243

Source: Data of Road Transport Administration of Latvia
http://www.atd.lv/lat/kravuparvadajumi/starptautiskie%20parvadajumi/vienreizejas%20atlaujas/?doc=1555)

It is necessary to point out that as the transport companies often conduct their activity in various
directions (not necessarily dealing with only to road haulage), they are not frequently included in the list of
enterprises dealing with transportation services (particular within the sectors of code 49.41 and 52.21) by
NACE classification.
By road haulage mainly peat, wooden materials, fibre glass and cosmetics are exported to Turkey. At the
same time food products (mostly fruits and vegetables), textiles, clothes, cosmetics and electrical devices are
imported by road transportation from Turkey to Latvia.
It is essential to specify that in Turkey, road transport is the main type of transportation within the
country and the second - for international transportation. According to the Turkish Institute of Statistics, the
shares of road transportation in export and import were 40 % and 23 % in 2010.
At present there are 1200 international motor transport companies in Turkey, 250 forwarding agents and
200 customs warehouses, which offer logistics services for international trading companies (“Transportation
and logistics” industry report, 2011).
The legislative system of Turkey, regulating the international road transportation after introduction of
legislative reforms works mainly according to the EU policy objectives and priorities. This fact facilitates
cooperation of Turkey with Member States in the sphere road haulage. Cooperation between Latvia and
Turkey in the field of road transportation and logistics could develop increasing volumes of goods turnover,
developing further multimodal transport systems and intermodal transportation.

4.

THE INVOLVEMENT OF TURKEY IN IMPLEMENTATION OF EU ROAD
TRANSPORT POLICY

Development of the transport sector contributes significantly to the development of every national
economy. However strengthening cooperation between different countries in the transport sector can make
them economically stronger and politically more stable. It would also help them to align the countries’
differences in the economic costs, competitiveness and the social agenda. The transport industry in itself
represents an important part of the economy: in the EU it directly employs around 10 million people and
accounts for about 5% of GDP (White Paper, EC 2011).
The present EU transport policy fosters the further cooperation between EU member states and EU
enlargement countries (such as Turkey, Croatia, Macedonia and Montenegro) in EU’s neighbouring regions,
focusing on the creation of a Single European Transport Area having the aim of “reducing the time and
resources spent on transportation of goods and services” (The EU and its neighbouring regions, EC 2011).
New transport patterns must emerge by which larger volumes of freight can be carried jointly to their
destination by the most efficient combination of transport modes. This implies greater use of road, rail and
air transport for freight, developing multi-modal solutions relying on waterborne and rail modes for longhauls.
It is important to stress that closer integration between the transport markets of the EU and those of the
enlargement and neighbouring countries can make transport connections faster, cheaper and more efficient.
Prospects for closer market integration will rely on the ability and readiness of neighbouring and
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enlargement countries to move towards standards equivalent to those applied in the EU in areas, like safety,
security, environmental protection and worker health and safety.
The EU Commission outlines policy measures in all transport modes – road, rail, aviation and maritime –
to link the transport systems of the EU and its neighbours.
At the same time further integration will be carried out as a part of the enlargement strategy and in the
context of accession negotiations. The EU assists the enlargement countries in their alignment with the EU
acquis to create appropriate conditions for the integration of transport markets.
Road transport plays a key role in trade flows with those neighbouring countries with which the EU
shares a land border (The EU and its neighboring regions, EC 2011). However, cumbersome administrative
procedures at border crossings remain an obstacle to the efficient flow of goods between the EU and other
countries. Therefore the facilitation of border crossing procedures is of key importance in stimulating trade
by cutting time and costs.
Since 1995, when the EU Customs Union with Turkey was established, the volume of trade between
Turkey and EU member states has significantly increased. Today, more than half of Turkey's trade is with
the EU countries.
Moreover according to EC Progress report about Turkey 2010, accompanying the communication from
the commission to the European parliament and the Council enlargement strategy and main challenges 20102011, essential progress has been made by Turkey in the area of transport networks. The Ministry of
Transport finalised a technical document on the future Trans-European Transport Network (TEN-T) in
Turkey and the priority projects of European interest on the TEN-T Network. In the meantime, Turkey has
effectively utilised pre-accession assistance to continue technical preparations for transport infrastructure
projects on the core transport network including the usage of auto transport.
One of the priorities for the EU’s cooperation with neighbouring regions is a improvement of road safety
through training, sharing best practices, awareness raising and promoting safer road infrastructure, including
secure parking. The community will investigate the possibility of extending common EU-wide intelligent
transport systems (ITS) services to the neighbouring countries as well. Examples of ITS applications include
electronic tolling systems on motorways, GPS and traffic supervision systems, and warning systems such as
the automatic "e-call" which alerts emergency services if the driver is unconscious after an accident. ITS
systems can be applied to both passenger and freight transport, in every transport mode including road.
In most neighbouring countries the mortality due to the road traffic injuries is considerably higher. In
case of Turkey the number of deaths per million inhabitants was relatively low - 58 comparing to 70 as
average indicator in the EU27 in 2009. At the same time Turkey as a country with a small vehicle population
may show a low fatality rate per million inhabitants but a high fatality rate per million vehicles. In 2009
fatality rate per million vehicles was 510 in Turkey, comparing to OECD average – 124 for the same year
(OECD Factbook, 2011).
It is also important for neighbouring countries to ratify and apply EU and international standards on
vehicle safety and environmental performance. In this respect Turkey became a party to the European
Agreement on the international carriage of dangerous goods by road (ADR) on February 22nd, 2010.
However, the institutional and technical capacity of the Directorate General for land transport (DGLT) for
implementing the ADR remains limited.
26 additional inspection stations for the weight and dimensions of commercial vehicles were built in
2010.
Regarding access to markets, only modest steps have been taken in liberalising mutual road market
access. Most EU member states have bilateral road transport agreements with neighbouring third countries.
Those agreements ensure mutual market access based on quotas (the number of permits issued annually by
the competent authorities of the each country’s-Contracting Party). A similar International Road Transport
agreement between Latvia and Turkey was signed in 1996. At the multilateral level, quotas are also allocated
by the International Transport Forum.
Several neighbouring countries have expressed interest in increased road market access with the EU. The
main objective of such an initiative would be gradually to remove quantitative restrictions exchange them for
implementation of the standards that guarantee the quality of road transport services between the EU and
neighbouring countries, which is a concept not included in the current bilateral regimes. As around 92 % of
freight is transported by road in Turkey (according to the information of International Transport Forum),
such dependence on road transport creates vulnerabilities. Indications such as congestion, environmental
downsides, border-crossing problems, road taxation, restrictions on road traffic, permit shortages and
customs constraints are some examples.
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In order to overcome this vulnerability and to become more sustainable, Turkey is undertaking initiatives
to develop inter-modal transport solutions that can rapidly yield results without losing the advantages of its
competitive road transport system. International road transport operators have adapted to the international
context by implementing innovative solutions which combine road, sea and Roll-on Roll-off (RO-RO)
transport.
To ensure that similar standards relating to road transport are followed in the EU and neighbouring
countries, it is important that the implementation of the digital tachograph in neighbouring countries is in
line with the requirements of the UN Agreement on driving time/rest period rules in international road
transport (AETR)
In January 2010, Turkey appointed the Ministry of Transport (MoT) as the national authority charged
with establishing a digital tachograph system (DTS). The MoT has delegated its tasks to the Union of
Chambers of Commerce (TOBB) via a protocol. The implementing legislation concerning the use of
tachograph devices on vehicles providing international transport services entered into force on 21 May 2010
and first user card was issued in September 2010. The Turkish regulation is in line with Council Regulation
3821/85/EEC “On recording equipment in road transport” and the European Agreement concerning the work
of crews of vehicles engaged in international road transport (AETR).
However on road transport, legislative alignment regarding driving and rest hours of drivers by the
Ministry of Labour and Social Security is slow. Further work is required, especially in order to align with the
new legislative packages adopted by the European Union after 2007.

5. DEVELOPMENT OF ROAD HAULAGE SECTOR IN LATVIA
Latvia has successfully met the EU requirements in road transportation and introduced in the legislation
main conditions regarding access to the market of passenger and cargo transportation, driving and resting
regimens of professional drivers, technical parameters of road transport vehicles and traffic security
conditions, organisation of dangerous cargo road transportation, control in road transportation and other
requirements related to road transportation.
However as it is stressed in “Transport Development Guidelines 2007-2013” since 2001 the following
negative tendencies were noticed in the Latvian road transport sector:
• the condition of motor roads continued to deteriorate;
• the number of road vehicles rapidly increased, substantially increasing the load on motor roads;
• the number of road accident fatalities was still very high in comparison with other European
countries.
Therefore the main aim of Latvian transport policy in the fields of road haulage was to succeed with
comfortable and safe traffic within State motor road network, which conforms to the demand and the
financial possibilities.
Таble 2
Policy measures currently applicable within the Latvian road transport policy
Policy directions (objectives)
1. Improvement of quality of the infrastructure

Policy measures
- Maintenance and development of motor roads;
- Reconstruction of transit cities’ streets;
-Keeping coach (inter-city) transport network in fair condition;
- Keeping the regional motor roads in the fair conditions;
- Development of access roads as a part of ports’ infrastructure;
- Improvement of large cities’ infrastructure for the link with TEN-T;
- Construction and reconstruction of TEN-T motor roads (major State roads);
- Application of engineering and technical measures within Road Traffic Safety
Program:
- Improvement of Stationary lightening systems for populated and dangerous
places on the road;
- Consolation of traffic in urban areas;
- Elimination of pedestrian walkways in dangerous places; construction of
tunnels, bikeways, protection barriers, the speed thresholds, and safety islets;
- Speed elimination measures in dangerous places on the roads;
- Strengthening of the driving speed control and alcohol intoxication controls on
the roads;
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2. Raising the level of road safety, specified in
details by Road Traffic Safety Program:
-Safety guaranties on less protected roads
- Raise of child security on road;
- Safe movement of carriers, complying the
speed regimes ;
- Extermination of driving in alcoholic
intoxication;
- Decrease of driving in tiredness conditions,
complying the driving and repose regimes);
- The decrease of hardness degree of road
accidents;
- Encouraging the involvement of society in
solving the problems related to road safety;
- Continuous implementation of measures
directed to normal regime of road traffic
according to road safety requirements.
3. Coordination of efforts between the
Ministries and other state institutions on the
fields of transport policy application (including
education and research)

ISSN 1691-5348
-To specify the populated areas by installation of road signs.
- Keeping the regional motor roads in the fair conditions;
- Improvement of urban traffic safety;
-Increase of road traffic safety;
- Reduction of the number of road accident’s fatalities;
Within the Road Traffic Safety Program 7 main measures have justified for each
objective considered in the Program:
- Improvement/amendments in the legal basis regulating road safety policy;
- Control of behaviour of road users;
- Development of consciousness of road users;
- Application of engineering and technical measures for road and street ‘s
network improvement (see also Policy measures referred to Improvement of
quality of the infrastructure);
- Education and training of road traffic users;
- Increase of effectiveness of Lifesaver Services and Urgent Medical Aid Service;
- Making the research on the fields of road traffic safety (including provision of
control of drivers’ working regimes, Improvement of Fire Safety and Protection
services).
- Co-ordination of safe circulation of dangerous goods;
- Raising of qualification of specialists ;
- Сo-ordination of the road traffic safety measures;
- Development of education systems for pedagogues, teaching road safety issues
in the schools;
- Issuing the study guides for teaching of road safety and road traffic regulations;
- To create the Educational Road Safety Centre, Interest clubs, exhibition centres,
etc.
- To create interactive road safety webpage (E-education) and application of
computer games in the teaching process;
- Creation of common and successive road safety education system through
preschool, primary, secondary and high school levels;
- Making the research on the fields of road traffic safety (including provision of
control of drivers’ working regimes, improvement of Fire Safety and Protection
services, the impact analysis between drivers’ tiredness and the level of road
safety etc.)

Source: Transport Development Guidelines 2007-2013 (http://www.likumi.lv/doc.php?id=139865); Latvian Road
Traffic Safety Program for 2007-2013 (http://www.likumi.lv/doc.php?id=155901), The Strategy for the Daily
Maintenance of State Motor Roads (2007-2014)

Taking into account that the road network is the integrated part of whole national transport system, the
important objectives for the development of International road haulage and Latvian transit sector are: 1) to
increase quality of motor roads, including current maintenance and development of State motor roads 2) to
raise the level of road safety 3) to develop the infrastructure of road network as well as 4) to provide
effective coordination of transport policy measures applicable by different state institutions, including
measures on the field education and research making. The policy measures currently applied in order to
succeed in achieving the main objectives of Latvian road-transport sector are shown in Table 2.
According to legislative acts applicable currently in road haulage sphere, the most important priority for
the further development of Latvian transport policy is significant rising of the level of road safety, including
“safe movement of highly qualified drivers on the safe roads by technically approved vehicles” (Ministry of
Transport of Latvia, 2011). For this purpose Latvian Road Traffic Safety Program was elaborated and
currently is carried out. During the years from 2007 to 2013 within the Programme mentioned it was
assumed to spend more than 142 million Ls (203 million EUR) on the implementation of the whole package
of road safety measures. Almost 52% of total funding was going to be used on increase of effectiveness of
Lifesaver and Urgent Medical Aid Services. Around 32% of funding went to application of engineering and
technical measures, including improvements of road infrastructure. But 13% of Programme finances
assumed to spend on measures related to strengthening the control of behaviour of road users, including
international carriers as well.
According to EU transport policy objectives during the decade from 2001 to 2010 it was necessary to
succeed the double decrease in the number of deaths in traffic accidents in Latvia. That means that yearly
number of victims of road accidents should not exceed 280 – in 2010.
However, according to the data of Ministry of Transport, such policy objective was even left behind due
to effectively applicable Road Safety Policy in Latvia during several recent years.
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Since 2001 number of deaths on Latvian roads was decreased by 60.9%. This was the best achievement
among all EU countries. While successful following to the policy objectives in the field of road safety,
Latvia is still behind of many other countries in terms of mortality level in traffic accidents. For instance, in
2010 the number of deaths per million inhabitants was 97 in Latvia, comparing to 62 as average indicator in
the EU27 (according to data of European Commission). According to provisional estimations of Latvian
Ministry of Transport in 2011 the number of deaths in traffic accidents has decrease by 19.3% in comparison
to 2010, showing the lowest number of fatalities in Latvia – 176, since the registration started by accident
statistics.
Another essential priority of Latvian road-transport policy is the maintenance and development of motor
roads as well as keeping them in acceptable condition. The technical condition of motorways is one of the
factors, which has essential impact on level of road safety and intensity of use for international haulages.
According to information published in “State motorways 2010” yearbook, the condition of Latvian motor
roads continued to deteriorate. One half of asphalt roads and one third of dirt roads were classified as
destroyed in 2010. In case of 39 bridges the different types of traffic limitations were introduced for freight
haulage crossing them.
Continued lack of state financing to road system was mentioned as the main reason for the poor
condition of Latvian roads. Therefore large-scale road construction projects have been carried out within the
framework of co–financing measures applied by Cohesion Fund and European Regional Development Fund.
For instance, applying the joint financing in cooperation of the European Regional Development Fund, the
reconstruction of roads was completed on six different regional road segments, connecting regional centres
and providing convenient access to main state motorways in 2010.
As already mentioned the “Via Baltica” is an important transport corridor, which runs in the North-South
direction through Latvia. The most significant investment in the development of the "Via Baltica" motorway
was made by using the European Union pre-accession financial instruments of PHARE and ISPA. Within the
“Reconstruction Programme of Main State Roads Surfacing for 2011 – 2012” it is also planned to renovate
certain segments of E67 motorway. Traditionally the most congested part of Latvian motorway network is
observed to be on the segment of route E67 close to Riga. In 2010 compared with the previous year, the
traffic load on “Via Baltica” road around Riga city rose by 11%, which can be considered as an indication of
growth of entrepreneurial activity following the economic slowdown. The congested segment of E67
motorway is used by transportation of freights from Central-Eastern parts of Europe and from Southern
direction of road haulages coming from The Ukraine, Bulgaria, Romania and Turkey.
Among the policy measures essentially affecting road traffic safety there are legislative restrictions and
incentives regulating the process of transportation of dangerous goods. As the majority of dangerous goods is
internationally transported, the negative consequences of possible accidents can be concerned for the number
of countries. That is why the common international system for safe circulation of dangerous goods was
created. The safe circulation of such type of goods implies precise international compliances according to
regulatory basis referred to strict classification of goods/freights, packaging, labelling, and handling
procedures, transportation orders and technical requirements to the transport facilities and its maintenance,
staff training and certification. However in Latvia the majority of all requirements are managed by a lot of
different institutions, whose obligations are not coordinated properly. For instance, five different Ministries
and two state institutions are responsible for different aspects of circulation of dangerous goods on Latvian
territory. Therefore, since 2005 different organisational schemes were considered for the process of
coordination and safe carriage of dangerous goods. However there is no effective coordination scheme
elaborated and introduced for the circulation of dangerous goods up to the present in Latvia.
On the basis of the Latvian national road transport policy currently implemented and anticipated to
develop in the future (at least until 2013) Latvian -Turkish cooperation can be considered in the following
directions:
• Usage of currently exited traffic routes (for instance “Via Baltica” or other motorways connecting
Latvian border crossing points with Latvian ports) for export/import of goods or making transit
through Latvian territory from Turkey to Scandinavian countries or to Latvian ports. However for
these purposes the quality of the road network should be essentially improved by renovation of road
surfacing, developing the infrastructure for international road carriers (for instance construction of
parking lots on Latvian territory) and further improvement of traffic safety.
• Construction of a modern distribution and logistics centre in Latvia providing a wide range of
services such as warehousing, loading and discharging of cargos, handling, completion of custom
formalities, etc. will be able to attract foreign entrepreneurs by opening additional opportunities and
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market niches for packaged freight handled on Latvian territory and further transported to the eastern
and northern destinations.

6. METHODOLOGY APPLIED IN THE RESEARCH
The application of qualitative methods of analysis were based on organization and conducting surveys
among the experts and representatives of Latvian transport companies specialising on road carries between
Turkey and Latvia .
In view of the lack of information characterizing real cooperation between Latvia and Turkey on the
fields of transport and logistics the method of surveying experts was used developing the questionnaires for
the interviews.
The primary selection of potential respondents in the road transport sector occurred on the basis of
unpublished data of the Central Statistical Bureau of Latvia (CSB), especially requested for the present
research. The information showed the total number of Latvian enterprises conducting road transportation. As
not all the enterprises specified by CSB, made transportation to Turkey, the final list of respondents was
formed directly through a poll of representatives enterprises, who agreed to participate in the survey. They
were: SONORA Ltd., DB Schenker Ltd., DSV Ltd., Bats, Ltd., Association “Latvijas Auto”, and AWT Ltd.
To identify the enterprises working with Turkey was possible with the help of the Latvian Road
Transport Administration which gives permission for international transportation. Senior executives and
managers of transport, trade, logistical companies and representatives of professional associations mainly
participated in the interviews.

7. ANALYSIS OF MAIN FACTORS IMPACTING THE LATVIAN-TURKISH
COOPERATION IN THE FIELD OF ROAD HAULAGE
For revealing the factors influencing Latvian-Turkish cooperation in the sphere of transportation of
cargoes and transit, a survey of experts was made concentrating on the following questions: 1) suitability of
given transportation mode for cargoes deliveries between Latvia and Turkey; 2) specificity and cost of
cargoes deliveries; 3) possibilities for expansion of transit deliveries through Latvia; 4) identification of
obstacles and opportunities for cooperative development between the two countries.
Road transportation of cargoes to/from Turkey involve both proprietors of motor transport, and the
forwarding companies (for example, “SONORA RW” Ltd, “DSV Transport”, “DB Schenker”, etc.), acting
as intermediaries between road transport companies and sellers of goods.
The route of road transportation of cargoes from Turkey to Latvia, Estonia, the Scandinavian and other
EU countries is shown in Figure 2.
As one can see in Figure 2 delivery of cargoes from Turkey to the EU countries is carried out in EU
territory to avoid rises in the price of transportation connected with crossing third countries borders. As
respondents pointed out, cargo from Latvia to Turkey is usually transported through Lithuania, Poland,
Slovakia, Hungary, Romania and Bulgaria and it is about 2.7 thousand kilometres long distance for
transportation.
Among the exported cargoes transported by motor transport from Latvia to Turkey, respondents
specified peat, fibre glass, materials from wood materials, cosmetics.
Food products, citron, dried fruits, nuts, plumbing production, building materials, textiles, clothes and,
the electric goods are more often imported.
Among the interviewed companies, there are companies which specialize only in import deliveries of
production from Turkey, for example, “SONORA RW” Ltd and “Bats” Ltd. Each of the companies
specializes in different categories of goods. So “Bats” Ltd imports citrus, dried fruits and nuts, with the
subsequent export of the bigger part of the products to Russia.
The company “SONORA RW” Ltd. imports into Latvia plumbing production, building materials, and
textiles. Other companies, such as “DB Schenker Latvia” and “AWT” Ltd. are engaged both in export and
import transportation, but specialise in transportation of different goods. If the company “DB Schenker
Latvia” exports, basically, cosmetics and various modular freights, the company “AWT” Ltd. transports to
Turkey peat, fibre glass, materials from wood. Import deliveries of these companies partially coincide on
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textiles and food products. However apart from that, the company “DB Schenker Latvia” imports cosmetics
and electric goods, and the company “AWT” SIA – imports plumbing production.

Figure 2. Road transportation from Turkey to Estonia and Scandinavian countries
Source: information from the expert interviews

During the survey, respondents emphasized that it is not always easy to fill vehicles travelling from
Latvia to Turkey compared with the return trip when difficulties filling vehicles don't arise.
Cargo from Latvia to Turkey is delivered in approximately 7-9 days by road transport. In case of
modular cargoes, the duration of transportation can increase.
Analysing seasonal influence on the duration of transportation, respondents expressed opposite opinions.
Some of them considered that the season of a year doesn't essentially influence the time of transportation.
Others, on the contrary, expressed the opinion that there are increases in duration of transportation during the
winter period.
Table 3
Structure of expenses of cargo transportation by road transport from Latvia to Turkey
N

Expenses

Share %

1.

Fuel expenses

70%

2.

Administrative expenses and the salary of a driver

20%

3.

Amortisation of transport vehicles

5%

4.

Permissions, road tax etc.

5%
Source: according to the expert estimations

As respondents specified, expenses for delivery of the 20-foot container from Latvia to Turkey (to
Istanbul) by road transport in average are 2200-2500 EUR. The structure of expenses for cargo transportation
by road transport is presented in Table 3.
By the estimates of respondents, expenses for fuel in cargo transportation from Latvia to Turkey make,
about 70 % of the total. Administrative expenses, including expenses on the salary of a driver account for
about 20 %.
As the representative of the interviewed companies pointed out, at the moment the basic share of cargoes
exported from Latvia to Turkey involve goods of rather low cost and great volume (as scrap metal, peat,
wood) which are more profitable to transport by sea instead of other transportation modes, such as road or
railway.
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At the same time representatives of the forwarding companies stressed that very often transportation
from Turkey to Latvia is carried out by haulage contractors from Romania, Bulgaria, and Turkey. This fact
allows enterprises which carry out forwarding services in Latvia to have lower expenses for the operation of
their own transport, and, sometimes to totally exclude the use of their own vehicle park. Respondents of the
Latvian motor transportation companies also specified big competition with Lithuanian carriers.
Estimating the possibility of increase in transit deliveries of cargoes by motor transport from Turkey
through Latvia, participants of the survey stressed the absence of special perspectives because of low
demand for transit transportations in North-Southern direction, the bad condition of Latvian roads and the
road infrastructure, the essential excess of cost of road transportation in comparison with sea transport and
the considerable distance between the countries.
The major factors interfering with development of cooperation in the field of road transportation, as
respondents outlined, is the considerable distance between the countries and cost of transportations by road
transport. Road transport is usually expensive for large volume cargoes which are easier to transport by sea.
One of constraining factors for development of road transportation with Turkey is also the low demand
for the Latvian goods in Turkey, as well as the small volumes of Latvian production. There are often
difficulties with filling the vehicles going to Turkey.
All experts admitted the fact that unsatisfactory quality of roads in Latvia and through Bulgaria and
Romania compared with a good quality of Lithuanian roads.
According to experts, competition between Latvian companies for road transport in North- Southern
direction is practically absent. Their competitors are more likely to be Lithuanian road transport companies.
Essential part of road transportations between Latvia and Turkey are often made by Turkish, Romanian and
Bulgarian carriers as well. However the overwhelming majority of road transportations are made between
countries of the EU and Russia, i.e. in the West - East direction.
As a negative factor interfering with the development of cooperation in road transportation, respondents
mentioned bureaucratic obstacles at the Turkish border. Respondents specified that procedures for crossing
the border take a long time.
Estimating the possibilities for development of further cooperation with Turkey, respondents specified
the necessity of taking some actions which could be viewed as favourable in the development of cooperation
between Latvia and Turkey. Almost all the managers of companies interviewed, and also a representative of
the Association “Latvijas Auto” pointed out the necessity of road repair and the improvement of the Latvian
motor transportation infrastructure (for example, an increase in number of parking lots for freight transport).
To increase competitiveness of Latvian motor carriers, a number of experts who closely cooperate with
Lithuanian partners, suggested reducing the tax burden and establishing maximum limits for fuel price rises.
As expenses on fuel make a considerable share of a cost of transportation, the reduction of fuel cost, at the
expense of taxes, would allow for lower transport tariffs.

8.

CONCLUSIONS

1. Although road transport is the second largest (after sea transport) mode of transportation between
Latvia and Turkey due to accessibility of the service and appropriate combination of delivery time and
transportation costs, a relatively small number of Latvian companies is actually involved in road haulage of
goods between the two countries.
2. The overwhelming majority of Latvian motor carriers specialize in goods transhipment from west to
east, and only a small part of them is working with Turkey. These are such companies as “DSV Transport”
Ltd, “DB Schenker Latvia” Ltd, “BCL services” Ltd, “Sonora ekspedicija” Ltd, “AWT” Ltd, “BATS” Ltd.,
etc. Both major international companies, providing different modes of transport and logistics services, and
relatively small companies, specializing in consolidated cargo transport, are among the enterprises that focus
their activities on Turkish direction. Transportation by road between Latvia and Turkey is more often
provided by Turkish, Romanian, Bulgarian and Lithuanian carriers as well.
3. Annual quota amount, set in compliance with the terms of the bilateral “International Road
Transport Agreement”, signed by Latvia and Turkey, has not been fully utilized, at least, during the last five
years. That indicates that there is an unused potential in the area of commercial cooperation and carriage by
road.
4. Practical implementation of European transport policy provides conditions for strengthening of
cooperation between Latvia and Turkey in the sphere of cargo transportation and trade, as it facilitates the
creation of a Single European Transport Space with enlargement countries and the EU’s neighboring
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countries and regions with the aim to eliminate barriers and reduce the time and resources required for
transportation of goods and services.
5. Closer integration of transport markets should be based on the ability and willingness of the
enlargement countries (particularly Turkey) to follow European standards of safety, security, environmental
protection and worker health and safety. Furthermore, further integration with enlargement countries should
be implemented as a part of the enlargement strategy and in the context of accession negotiations. The EU
assists the enlargement countries in their alignment with the EU acquis to create appropriate conditions for
transport market integration.
6. Further development of relations between Latvia and Turkey in the field of transport will depend on
the demand for goods and services within both countries. Development of transport sector is largely
determined by the capacity of the domestic market, the level of business activity and demand for transit
services. Limited capacity of Latvian national market in regards of volumes of the consumed goods and
services, as well as the availability of economically viable alternative transport routes (bypassing Latvia) for
cargo transportation to Nordic countries and Russia, does not foster an increase in cargo traffic between
Latvia and Turkey in the future. However, business activity growth in the post-crisis period may
significantly increase the freight turnover between the two countries.
7. According to experts, stability of Latvia's fiscal policy, tax rebates, promotion of Latvian goods in
Turkey and the development of trade of goods with high added value might facilitate cargo flow growth.
Specifically, the Ministry of Transport of Latvia should coordinate the operation of transport sector with the
aim to implement an integrated approach to development of transport system based on coordination of
activities of various organizations and government bodies. Establishment of the international distribution
centre for packaging and redistribution of goods in the territory of Latvia, as well as the development of
overall national transport concept based on the principle "The whole territory of Latvia – a single logistics
centre" would significantly increase the efficiency of the entire national transport system and the specific
modes of transportation, including the ones of Turkish route.
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Abstract
The purpose of this study is to point out that the possibilities of health tourism development in Croatia are not yet
sufficiently explored, which raises the opportunities for entrepreneurship to be more involved in the global health
tourism business network.
Design / methodology / approach – The paper seeks to capture the main elements of competitiveness of healthtourism destination business, highlighted in the general literature, applicable in good practice and identified during the
research survey. The research was conducted in 2011, in the “Kvarner” county, one of the most developed tourist
destination in Croatia which has natural resources and long tradition in health tourism. The sample included 4016
participants, of whom 1989 tourists, 1770 inhabitants and 257 managers. Data will be compared with research results of
a related study conducted in 2006. Croatian resources and potential for development of health tourism will be assessed
on the basis of globally accepted standards.
Findings – Research results show that basic resources for development of health-tourism in Croatian tourist
destinations exist, however these opportunities are not used enough and they offer a significant area for the
development of entrepreneurship.
Research limitations/implications – Future research should be focused on deeper investigating the relationship
between entrepreneurship and principles of sustainability in health tourism, without which it cannot be competitive in
the global tourism market.
Practical implications – Outcomes of this research have great implications for the practice of tourism
development in Croatia, and its position in the world tourism market. Health tourism provides a higher degree of
capacity utilization in tourist destinations by prolonging the season, but also provides development of other destinations
that have significant natural resources or other factors. This may have substantial economic impacts.
Social implications – Impact of this research can be significant for improving the life quality of local people, based
on the assumption that it contributes in changing the way they take care of their bodies, minds, spirit, the society and
the planet. The development of health tourism contributes significantly to preventing illnesses and raising overall
employment. Since health tourism can be developed only in tourist destinations that adhere to the principles of
sustainable development, it can contribute to introducing a sustainable development policy in other related industries
and change the behaviour of stakeholders at the destination level.
Originality/value – The original contribution is in assessing the Kvarner tourism offer as a basis for modelling
entrepreneurship goals of increasing the health-tourism offer and enabling Croatia to become a part of global business
network of the health-tourism cluster.
Keywords: Health tourism, tourist destination, entrepreneurship, Croatia, Kvarner.

1. INTRODUCTION
There is no single definition of the term health tourism since it is sometimes used as a substitute for
medical tourism, synonymously with wellness tourism, it is used to mean both, or to refer to a subtype of
medical tourism or wellness tourism (Johnston, Puczko, Smith, Ellis, 2011:iv). That is to say, it is
occasionally used interchangeably but often describes different concepts. However, generally speaking the
term health tourism is used as an umbrella term for many notions, which are substantially narrower (well88
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being, wellness, health-care tourism, holistic tourism, medical tourism, spa tourism, health-treatment/
rehabilitation, clinical offerings, fitness and health clubs….), but which are in the marketing approach more
acceptable. As an umbrella term health tourism is recognized by UNWTO and defined as “tourism
associated with travel to health spas or resort destinations where the primary purpose is to improve the
traveller’s physical well-being through a regiment of physical exercise and therapy, dietary control, and
medical services relevant to health maintenance” (Gee & Fayos-Sola, 1977: 381).
Health tourism has historically been recognized as a distinct segment of the tourism offer, whose
development was based on the quality of natural, human and organizational resources of tourist destinations.
Travel for health reasons has long been attributed to attracting visitors to thermal springs and coastal
locations. Therefore, health tourism will soon become „a commercial phenomenon of industrial society,
which involves a person travelling overnight away from the normal home environment, for the express
benefit of maintaining or improving health, and the supply and promotion of facilities and destinations
which seek to provide such benefits“(Hall, 2003:274). Based on this idea this paper will explore the
hypothesis that health tourism is an umbrella term referring to the combination of medical and wellness
tourism offer, regardless of whether they included different programs of standardized (generic), or authentic
(location based) experiences (Johnston, Puczko, Smith, Ellis, 2011: 33-35).
Health tourism is consistently described as a lucrative and as one of the fastest growing tourism sectors,
but since uniform criteria for evaluation do not exist, it is difficult to obtain comparable market data between
countries. However, there is no doubt that it is an opportunity to increase job and revenue in the destination,
and to raise the well-being of tourist through the prevention or rehabilitation of illnesses. The developing
market of increasingly older and unhealthy people, failing medical systems and globalization, are all
recognizable drivers that support the growth of the health-tourism market. The entrepreneurial possibilities in
the Croatian health tourism business will be analysed based on these facts, in order to raise the
competitiveness of health-tourism destinations, by considering the use of natural, human and social resources
as a development potential, and by respecting the principles of sustainable development. This paper will
employ the following research methods: firstly, the meaning of health tourism will be explored according to
the literature review method, and secondly, the research results will be presented using a research survey,
descriptive statistics and reflection of good practice.

2. HEALTH TOURISM – THEORETICAL AND GOOD PRACTICE APPROACH
A theoretical approach to health tourism is not easy to present, since there are different types of sources,
connected with health tourism sub-sectors (wellness, medical, SPA), and with a broad range of products,
services or activities of a business, or of a tourism destination offer. In order to respond to the more
sophisticated demands and motivation (physical, spiritual, leisure, life, organisational dimension…), it is
even more linked to the principles of sustainable development. The literature review is based on the concept
of elements in the health tourism structure, as is shown in the figure 1.
Keywords, which must be considered when defining “health tourism” are “health” and “tourism”, i.e.
“health is a state of complete physical, mental and social well-being and not merely the absence of disease
or infirmity” (WHO cited in GSS 2010::ii), and "tourism comprises the activities of persons traveling to and
staying in places outside their usual environment for not more than one consecutive year for leisure,
business and other purposes" (UNWTO). In contemporary conditions, tourism development should be based
on the use of sustainable development principles, which means that sustainable tourism “takes full account
of its current and future economic, social and environmental impacts, addressing the needs of visitors, the
industry, the environment and host communities" (UNWTO).
The literature focuses far more on particular segments of health tourism, while less attention is given to
perceiving the health tourism concept as a whole. Furthermore, literature dealing with “health tourism” or
“healthcare tourism” (Albaner, Grozea-Helmenstein, 2002; Keck, 2010; Smith, Puczko, 2009; Reisman
2010; Rulle, 2008) is more focused on the individual concepts within some parts of health tourism content
(medical tourism, wellness tourism, SPAS…), instead of health tourism as a system. The essential difference
is that medical tourists travel because they want to treat/cure medical conditions, while wellness tourists
travel because they want to maintain or improve their health (Voight et al., 2010: 69). The mission of the
SPA industry is to offer services and products that combine segments of wellness and medical tourism, and
integrate them in order to take full advantage of medical and wellness tourism (Jonston at al., 2011 :i).
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Therefore, the literature review will point out the most important elements and contents, associated to the
broader context of the demand and supply side of health tourism in the contemporary conditions.

Figure 1: Elements of the health tourism offer
Source: Prepared by the author based on: Gee (2010:5-65;
(2010:5
212-218; 570-572), Johnston et al. (20008: 34), Johnson,
Redman (2008), Smith, Puczko (2009: 83-104),
83
Tabacchi (2010),USFRS (2005:117-127)
127) and Voigt et al. (2010: 6-37)

2.1 Medical tourism
Medical tourism is the practice of travelling outside of one’s home country / destination to receive
quality healthcare
care at affordable prices, and “can
“can be defined as travel to destination to undergo medical
treatments such as surgery or other specialist interventions”
interventions” (Smith, Puczko, 2009: 101) and is an important
option for patient populations who need care but lack adequate
ad
out-of-pocket
pocket funds to afford a procedure in
their own country / destination, or those who seek lower prices in order to save money. Many dispute the use
of the term “tourism”, as it is generally associated with the practice of touring for pleasure, however, medical
patients travel great distances to receive “medical” care, with the exception of the “medical SPA” (Gee,
2010: 572), which includes all the characteristics of the traditional tourism offer.
However, people seeking medical assistance travel
travel mostly in the company of other family members, relatives
or friends, and the patient chooses not only institutions that offer superior medical care but also sites that can
offer (natural) resources and attractions, which also mainly attract other categories
categories of tourists. Therefore, the
following broader definition of medical tourism is far more acceptable: ”the
”the sum of all the relationships and
phenomena resulting from a journey by people whose primary motive is to treat or cure a medical condition
by taking
ng advantage of medical intervention services away from their usual place of residence while
typically combining this journey with a vacation or tourism elements in the conventional sense”
sense (Voigt et al.,
2010: 36). The umbrella term of “medical tourism” does
does not include “public health services” that all tourists
generally use during their stay in the tourist destination, because medical tourism “refers
“
to the act of
traveling to another country to seek specialized or economical medical care, well-being
well being and recuperation of
acceptable quality with the help of a support system” (Deloitte 2008, 6), therefore it is a particular /
commercial system that lies outside of the general public health service.
Medical tourism may be categorised into three groups depending
depending on where patients as tourists go for some
type of medical care: the outbound (domestic patients travelling to other countries), the inbound (foreign
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patients travelling to the domestic country) and intrabound (only domestically traveling patients). The most
important is outbound medical tourism, which shows sustainable annual growth of 35% and over 35
countries serve over a million medical tourists annually (Deloitte, 2008;6 & 2009: 3). The different
dimensions of medical tourism are clearly not mutually exclusive, and are often intertwined with some
wellness and / or SPA services. The medical tourism market offers the following services (Discover Medical
Tourism, 2011 :1-3):
a) cosmetic surgery (arm lift, breast augmentation, breast lift-mastopexy, breast reduction, buttocks
implants, chemical peels, chin surgery, ear pinning, ear reshaping, eye-bag removal, eyelid lift, facelift, facial implants, forehead/brow lift, hair implants and transplants, liposuction / lipoplasty, lower
body lift, nose reshaping, penis enlargement, skin refinishing, spider vein removal, tummy tuck,
varicose vein removal…. )
b) dental procedures (apicoectomy, dental bondings, dental bridges, dental caps, dental fillings, dental
implants, porcelain tooth crowns, root canal, teeth whitening, tooth contouring, tooth veneers…)
c) medical procedures (cancer treatment, cardiology procedures, ENT-ears-nose-throat, eye surgery/
ophthalmology, female specific, fertility treatment, gastrointestinal procedures, gender realignment,
general surgery, male specific, obesity surgery, orthopaedic surgery, scans & health checks, spinal
procedures, stem cell therapies, transplant surgery, urology procedures….)
d) alternative medicine (acupressure, acupuncture, aromatherapy, ayurveda, balneotherapy,
chiropractic, herbal medicine, holistic medicine, homeopathy, hydrotherapy, meditation,
orthomolecular medicine, reflexology, reiki, siddha medicine, unani medicine, yoga…)
The Deloitte Survey of U.S. Health Care Consumers revealed strong interest in outbound medical
tourism, emphasis is placed on quality and safety, and the majority of tourists (88%) would consider going
out of their community or local areas to get care / treatment for a condition if the outcomes were better and
the costs were not higher. Market drivers for medical tourism are: cost savings, comparable or better quality
care, shorter waiting periods, thus quicker access to care (Deloitte, 2008: 5-6). In conclusion, medical
tourism is usually curative in focus, with health services being consumed internationally, for one of the five
following reasons (Hill, 2011: 5-6):
• Firstly the economic-cost dimension and time-cost dimension, because cross-border medical services
are cheaper than those available in the medical tourism generating country, and/or may be available
in a more timely manner (for example it is a major factor behind the growth of dental tourism)
• Secondly, a commercial behavioural dimension, because medical services can be consumed in a
relatively exotic location in conjunction with a holiday
• Thirdly, a non-commercial behavioural dimension, which is a result of migration and the demands of
a global labour market, as expatriates and migrants may return to their country of origin for medical
treatment (for cultural, family and language reasons)
• The fourth reason is associated with the regulatory structures, regulatory cost-dimension or
differentiating between regulation. Specifically, some countries implement a restrictive policy in
some part of medical service, some medical services do not exist or some medical services are
completely unavailable, which led to the development of specific forms of medical tourism, e.g.
abortion tourism, stem-cell tourism, procreation and reproductive tourism. It should also be noted
that some forms of government funded assistance with reproduction is illegal in some countries (for
example to gay couples), so that some forms of fertility and reproduction tourism are regulated on
the basis of who is requesting the treatment, rather than the nature of the treatment
• A final reason for medical tourism may lie in the non-availability of an organ for transplant in the
country of origin of the medical tourist, although this area is particularly controversial, because of
concerns over organ trafficking, which means that is this also linked to issues of medical regulation.
The most popular medical tourism destinations, which provide quality medical care at very attractive
prices are: Argentina, Brazil, Costa Rica, India, Hungary, Malaysia, Mexico, Panama, Philippines, South
Africa, Thailand and Singapore (Discover Medical Tourism, 2011: 4), and they are evolving different market
niches on the medical tourism market (e.g. Thailand for cosmetic surgery; Singapore and India for heart
surgery). The value chain of medical tourism destinations includes patients, doctors, hospitals, government
agencies, tourist resorts and comprises various stakeholders engaged in the medical tourism offering. That is
to say, medical tourists who choose an exotic destination, mostly receive treatment from top private hospitals
(which are comparable with those in developed counties), and after their medical procedure, they rest and
recuperate at tourist resorts before heading back to their home countries.
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It is, therefore, recommended to establish a medical tourism cluster, guided by destination/ regional /national
management, which includes health providers (private hospitals and clinics), the tourism cluster (hotels,
restaurants, travel agencies and consultants, spa clinics / resorts…), BPO - business process out-sourcing,
IFC-institutions (educational and governmental institutions, private business- and non-profit associations
involved in the promotion of medical tourism), supported by statistics, media and special programmes
(Johnston et al., 2011: 5-9; Voigt et al., 2010: 43-46).

2.2 Wellness tourism
In contrast to medical tourism, whose development is more recent, wellness is only a modern word, but
the concept is based on the experiences of ancient civilizations (Greece, Rome, China, India…), and its
formal roots stem from several intellectual, religious and medical movements in USA and Europe in 19th
century. Modern approaches to wellness include holistic approaches to health (prevention of sickness),
focused on establishing harmony of physical, mental, spiritual and social dimensions of life, on well-being
and on building responsibility for one’s own health. Wellness changes over time and along a continuum, it is
individual, multidimensional, holistic and influenced by the environment (GSS, 2010: 3-7). Therefore,
wellness can be defined “as an active process through which people become aware of, and make choices
toward, a more successful existence” (NWI, 2012), which indicates that wellness is basically what we feel
and what we do.
Applying a wellness approach can be useful in nearly every human endeavour. As a pathway to optimal
living, wellness is being applied to related fields, such as health promotion and holistic health, and has seen a
growth in “helping professions” including counselling and medical arts and practices. The importance of the
demand and supply-side aspects of wellness tourism are “defined as the sum of all the relationships resulting
from a journey by people whose primary motive is to maintain or promote their health and well-being and
who stay at least one night at a facility that is specifically designed to enable and enhance people’s physical,
psychological, spiritual and / or social well-being” (Voigt et al., 2010: 9). Following this definition, the
emotional, environmental, financial, intellectual, mental, medical, occupational, physical, social and spiritual
sub-dimension of wellness can be singled out (as the most commonly described part of its multidimensional
wellness approach), and some of their basic characteristic are presented below (NWI, 2012):
• The best known is the physical dimension of wellness, which recognizes the need for regular physical
activity and encourages learning about diet and nutrition, as a combination of good exercise and
eating habits.
• The intellectual dimension of wellness recognizes one’s creative side, by stimulating mental activities
and discovering the potential for sharing one's own gifts with others. Focused on spending more time
pursuing personal interests, while keeping abreast of current issues and ideas, and actively striving to
expand and challenge one’s mind with creative endeavours. Intellectual and cultural activities have to
be included in the classroom and in the university programme and community as an incentive for
intellectual growth and stimulation.
• The emotional dimension of wellness includes the degree to which one feels positive and enthusiastic
about one’s self and life. It includes the capacity to manage one’s feelings and related behaviours
including the realistic assessment of one’s limitations, development of autonomy, and ability to cope
effectively with stress.
• The environmental dimension of wellness is directed to responsible behaviour towards the
environment in the program setting, which means saving water and energy, waste reduction and
recycling, using environmentally friendly resources.
• The social dimension is a continuation of the environmental dimension of wellness which encourages
contributing to the community and emphasises the interdependence between business and nature. The
emphasis is on becoming more aware of the importance of society as well as the reduction of multiple
impacts on the environment, by encouraging healthier living and initiating better communication with
others in the community, to fund ways to preserve the beauty and balance of nature and society, as
well as to enhance personal relationships and important friendships.
• The spiritual dimension addresses the search for meaning and purpose in human existence. It includes
the development of a deep appreciation for the depth and expanse of life and natural forces that exist
in the universe and to achieve a peaceful harmony between internal personal feelings and emotions,
as well as feelings of pleasure, joy, happiness and discovery.
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• The occupational dimension refers to personal satisfaction, enrichment and attitude in life through
work. It can convey values through involvement in activities that are gratifying for the individual in
question, with regard to profession, job satisfaction, career ambitions and personal performance.
If the above conceptual standpoints are applied in the wellness tourism practice, three different types of
activities grouped in beauty/spa, lifestyle resort or spiritual retreat visitation could be distinguished (Voigt et
al., 2010: 9-11). In Western and Eastern Europe the focus has traditionally been on physical and medical
wellness, and therefore there are growing number of wellness hotels (especially in Austria and Germany),
which offer the whole range of facilities, including thermal waters, fitness, nutritional programmes, massage
and beauty treatments (Albaner, Grozea-Helmenstein, 2002: 34-36; Rulle, 2008: 27-31). The pursuit of
physical wellness goes back to Roman and Greek times with the construction of baths dedicated to the
cleansing and purification of the body combined with arduous fitness regimes. Similar facilities with a
distinctive spiritual dimension traditionally existed in parts of Asia, Turkey, Japan… (Yoga, meditation, Tai
Chi, Qi Gong….). Only holistic retreat centres consciously attempt to provide visitors with the whole
spectrum of wellness activities, implying that all dimensions of wellness could be included in the product. As
programmes or products mainly for the health of the mind, psychology and emotions are a relatively new
phenomenon, they are not yet sufficiently developed in Western civilisations. (Smith, Putczko, 2009: 234235).

2.3 SPA services
The ageing population and an increasing concern for health are likely to cause a growth in demand for
health tourism products and SPA services (ETC, 2006: 3). The word SPA basically means “health through
water”, because in many cultures SPAs are closely tied to therapeutic treatments associated with water (GSS,
2008: 8; Gee, 2010: 38-43) and subsequently SPAs were defined as “a business offering water-based
treatments practiced by qualified personnel in a professional, relaxing and healing environment” (Garow,
2009: 4). Originally, the term SPA means something quite different in the USA than in Europe. In Europe
SPA is really connected with water-based treatments, because the majority are based on mineral- and hotsprings-baths, as well as healing mud baths, which comprises about a half of all SPAs in Europe (Rulle,
2008: 25). Within Europe, the most traditional health SPAs are still based on the treatment prescribed by a
doctor, and paid for either by the state or by private medical insurance (Keck, 2010: 7-11).
In the USA, SPAs are not intended for patient recovery, but they are primarily targeted at healthy people,
who want to improve their health, to work out, seek relaxation and/or beauty treatments, and they have to
cover the costs of all SPA services themselves (Gee, 2010: 48-57). In this context ISPA (International SPA
Association) defines a SPA by emphasizing the place which provides SPA services, i.e., “SPAs are places
developed to enhance overall well-being through a variety of professional services that encourage the
renewal of mind, body and spirit” (Johnson & Redman, 2008: 12). Although most potential customers have
some picture of what the SPA industry offers, its image has to be further clarified.
Some people may see the SPA for little more than performing manicures and pedicures, waxing, and
other beauty and grooming procedures, but they neglect the full range of the destination-SPA experience,
which promotes fitness, body and mind or excellent local / organic healthy cuisine. For a clearer demarcation
in relation to the role of the medical tourism cluster, a distinction should also be made between locations that
offer only medical procedures (cosmetic surgery, medical treatments, Botox…) and those offering preventive
medical treatments (hydrotherapy and other water-based programs), with special emphasis on the healthy
lifestyle behavioural modification of improvements (Tabacchi, 2010: 114). It should be noted, that the
concept of SPA services, primarily follows the philosophy of wellness, however it is in an operational sense
also seen as a resource base that enables the provision and development of wellness and / or medical tourism
at a certain level of the tourism destination offer. These are the main starting points for defining SPA trends
and types and typical SPA services. Within this framework, the global SPA economy captures the following
general SPA categories (Gee, 2010: 570-572; GSS, 2008: 10/11; Johnson & Redman, 2008: 14-17):
• Day / Sport & Fitness/ Club / Salon SPAs. Facilities that offer a variety of SPA services (e.g.
massage, facials, body treatments…) by trained professionals on a day-use basis. Sport and Fitness
SPAs provide only facilities with the primary purpose of fitness (guests can work out in fitness
classes, enjoy invigorating body treatments, participate in outdoor sports activities or sign up for
programs to lose weight, get fit or adopt healthier lifestyles). Some other differences are that Day
SPAs offer almost all types of SPA services (without overnights), Club SPAs operate out of facilities
whose primary purpose is fitness, and Salon SPAs primarily offer individual pampering and beauty
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treatments (manicures, pedicures, paraffin dips, hair cutting and styling, hair removal…) and usually
are located in the cities. Day SPAs offer can be sometimes organised only for residential community
needs.
• Hotel / Resort SPAs. Similar to a day SPA, but the SPA facility is located within a resort or hotel
property. Services are typically paid for on a la carte basis, and meals are not included. SPA
treatments and services generally complement a hotel stay, or a wide range of other activities at a
resort. It can offer different programs as pampering and pleasure (massages, facials, mud or
aromatherapy baths to enjoy a relaxing vacation or time out), stress management (learning relaxation
techniques, how to manage stress and other strategies for feeling more in balance and in control),
peace of mind (pursue a spiritual journey of introspection and reflection through meditation, yoga, tai
chi, qigong etc. that lead to serenity, understanding and self-acceptance), energy work (craniofacial
massage, Reiki, polarity, chakra balancing, crystal therapy, healing touch…), or other health and
wellness programs (exploring their health, learning to deal with issues such as smoking or medical
concerns, and discovering how lifestyle choices can lead to optimal wellness).
• Destination Spas and Health Resorts. They differ only in organizational terms, but always offer allinclusive programs, and provide various SPA and body treatments along with a myriad of other
offerings such as: fitness activities, healthy cuisine, educational classes, nutrition counselling, weight
loss programs, preventive or curative medical services, mind / body / spirit offerings, etc.. The sole
purpose of Destination SPA is providing guests with life-style improvements and health enhancement
through professional SPA services on a residential basis (guests stay overnight and participate in fullimmersion SPA and wellness-based activities), the same as in a Health Resort Spa, which can also
offer day visit possibility. Lifestyle classes includes a wide range of subjects including fitness,
wellness, nutrition, stress relief, better sleep, spirituality, etc.
• Medical SPA. A SPA facility that operates under the full-time, on-site supervision of a licensed
healthcare professional. Provides comprehensive medical and / or wellness care by qualified medical
staff and administers medically prescribed treatments in an environment that integrates SPA services
with traditional or alternative medical therapies and treatments (surgical procedures, myotherapy,
laser treatment, Botox, microdermabrasion, acupuncture…). Some dentists have transformed their
offices into SPAs, like environments to pamper their patients with SPA services.
• Mineral / Hot Springs / Natural / EcoSPAs.It can be organised as a “stay” SPA or“day-use” SPA,
depending on whether they use natural, thermal or sea water / springs or peat, mud and other natural
elements used for SPA treatments for people, with, or without overnights. SPA guests can choose
different type of hydrotherapy, such as balneotherapy, thalassotherapy, sauna, steam room
hydrotherapy bath and so on. Although mineral / hot spring SPAs played a very important role in
history, this type of SPA offer is nowadays mostly only a segment within other forms of SPA offers.
Eco SPA is a new trend based on the belief that the health of the planet is tied up with personal
health, therefore they offer organic treatments and try to ensure that their practices are in harmony
with the environment. They keep nature in balance as a way of helping to keep their guest in balance.
• Historically- / Culturally-based SPAs. Their offer is based on historical healing traditions, techniques
or ingredients, and / or evolved into SPAs in order to add value or increase the attractiveness of a
particular SPA offer. Therefore, these services can be provided originally (European bath houses and
saunas, Japanese onsens and sentos, Turkish-style hammams, Indian Ayurveda centres, Thai massage
establishments, TCM, Chinese massage….) or combined with other types of offer (massage, facials,
body treatments, wellness, education…).
• Other specific types of SPA offers. The Cruise / Ship SPAs are becoming increasingly popular in
recent years, and this is only a new location of services normally provided by hotel/resort SPAs.
Some centres are specialized in providing only one type of SPA service, such as massage, facial, nails
or body treatments… (Single SPA Services), and they can also be offered by professional practitioners
on-site, or at a customer’s home or office (Mobile SPAs).
SRI (Stanford Research Institute) has defined the specific businesses and industry segments that
comprise the SPA industry cluster, examined through three separate groups of stakeholders (GSS, 2008: 1113). The first segment are core SPA industries (facility operations, capital investments, consulting,
education, media, events, associations and SPA branded products), the second segment are enabled
industries (directly included by the core SPA industry and include SPA related tourism and SPA related real
estate), and the third segment are associated industries (interconnected with the SPA industry through a
common emphasis on health and wellness and to some extent common sales and marketing channels, but it is
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not a part of it, and includes beauty treatments and beauty products, fitness and fitness products, beauty and
wellness medicine, healthy food and nutrition). Other research conducted in the field of SPAs indicates the
position of SPA services in the health tourism system or in the subsystems wellness and medical tourism
(Johnston et al., 2011: iv; Keck, 2010; 20-26):
• Visiting SPAs is one of the earliest forms of tourism.
• SPAs are an important part of wellness tourism, but wellness is about much more than just SPAs.
• SPAs have an increasing role to play in medical tourism, but ongoing discussion is needed to identify
the most appropriate use of SPAs in pre- and post-medical procedures, in rehabilitation and
recuperation, and for accompanying caregivers
• Funds from private health insurers will in time find their way into the more serious SPAs and the
customers of the health insurers, who drive that industry as much as the health professionals do, will
undoubtedly show a preference for the modern over the traditional
• More recently still, attention has moved from the mineral spring-based SPA or medical SPA to newstyle SPAs, such as club SPAs, day SPAs or hotel/resort SPAs.

3. PERFORMANCE MEASUREMENT AND BENCHMARKING
The environment of the health tourism offer is changing. Demand for health-tourism services is
increasing, however, supporting revenues from state health insurers have stagnated and decreased. The
system is becoming more complex, and consumers are more and more oriented to the commercial part of the
health-tourism offer. As the health-tourism industry is not yet clearly defined in all segments, many
difficulties in measuring health-tourism performance along with diverse and contradictory objectives,
unreliable measurement tools, and a lack of resources call for a system which will improve efficiency,
effectiveness, and accountability. Also, since the health tourism market is a very important part of the global
tourism offer, it is necessary to adopt uniform criteria according to which results will be measured and
financial and non-financial results of all segments of health-tourism offer will be compared.
This is a large global market, which generates annually about 2 trillion US dollar that are mainly
oriented to improving the quality of life (beauty & anti-ageing 34,8%, fitness & mind-body 20%, healthy
eating / nutrition & weight loss 14,2%, preventive/personalized health 12,5%, complementary & alternative
medicine 5,8%, wellness tourism 5,5%, SPA 3,1%, medical tourism 2,5% and workplace wellness 1,6%),
which carry a greater financial benefit when compared to programs that follow conventional, medically
oriented approaches (GSS, 2010: 24; Peršić, 2012: 42). These are only those revenues that are generated by
direct health tourism service provision, but it should be emphasized that it generates additional income in the
complementary business and non-profit sector. In fact, as Stanford Research Institute in 2007 estimates, the
global SPA economy made a turnover of 254,70 billion US $ (GSS, 2008: 14), but the revenue of the core
SPA industry was only 24% (60,3 billion US $) or 3,1% of global health-tourism revenues (GSS, 2010: 24)
and this includes SPA- facility operations, capital investment, education, consulting, media, associations,
events and branded products. It should be noted that average SPA revenue per occupied hotel room is about
133$ for resort hotels and 116& for urban hotels, 42$ - 184$ per square foot, or SPA profit per available
hotel room is from 85$ - 2.640&. By comparison, golf revenues per available room earned was about 80% of
SPA revenue per available room (Tabbacchi, 2010: 105). This emphasizes the importance of SPA in
achieving competitive advantage of hotel and tourist destinations on the global tourism market.
Performance measurement is the regular systematic collection, analysis, and reporting of data that tracks
resources used, work produced, and whether specific outcomes were achieved by an organization, and
tracking such data is imperative in order to maximize the effectiveness of SPA and other health-tourism
service providers. Furthermore, as a means towards solving these problems it should be pointed out that
standards known as Uniform System of Financial Reporting for SPAs have been issued. It represents the first
successful, organized effort at establishing a definitive uniform accounting system for the SPA industry
(USFRS, 2005: ix). The significance of these standards is even greater since it is based on a consensus
between SPA industry financial executives, public accounting authorities, consulting specialists and leading
academic experts, and represents a continuation of the already globally known and in the hospitality industry
accepted USALI system (Uniform System of Accounts for the Lodging Industry), which is increasingly
being implemented in the Croatian Hospitality Industry (Peršić, Janković & Poldrugovac, 2012). This
knowledge is very important, in order to assess whether certain segments in the health tourism offer are
profitable, which is today especially important for SPA segments within the hospitality industry as well as
95

Journal of Business Management, 2012, No.6

ISSN 1691-5348

SPA resorts, where SPAs help to sell hotel rooms and lifestyle real estate, and without USFRS it has been
difficult to collect and analyse data in a consistent and meaningful way (Singer, 2005: 1).
Performance measurement based on USFRS standards is becoming an increasingly popular tool for
health-tourism management, because it provides a standardized format and account classification to guide
individuals in the preparation and presentation of financial statements for internal and external users. USFRS
offers different generic schedules, designed to fit all SPAs and other health tourism services, in order to
develop individual reports modified to meet their own needs and requirements. Financial statements are
typically set on the level of different health tourism service departments or group of services (Johnson &
Redman, 2008: 252-263; USFRS, 2005: 31-76), which are by the nature defined as the profit or revenue
responsibility centres, so that the report covers revenue, adjustment, cost of goods sold, gross margin, direct
expenses and income/loss departmental contribution (Redman & Johnson, 2005: 123). This type of
information is presented in the financial statements on a daily, weekly, or monthly basis for health-tourism
management use, but also to be compared with other participants which have similar types of facilities, as a
basis for a benchmarking process within the health tourism industry on the local, national, regional or worldwide level (Tabacchi, 2010: 106-107; Singer, 2005; 1-7).
The hypothesis is that each SPA department or other health-tourism participant could be able to estimate
and compare their own financial position and operational performance with the competition, or other
participants on the health tourism market. USFRS provides also the framework for preparing information of
other types of responsibility centres (support labour, indirect operating expenses, administrative and general,
marketing, facilities maintenance and utilities, fixed charge, federal and state inform taxes, payroll taxes and
employee benefits…), about the type and structure of costs and other significant non-financial information
connected with different parts of the health tourism offer (Johnson & Redman, 2008: 263-281; USFRS,
2005; 77-102). If the goal is to have a profitable SPA, it is important to understand, compare, measure and
monitor some of the key metrics (ratios) related to revenue, payroll, operating expenses and net profits.
Creating the specific metrics for some entity is the necessary prerequisite for implementing
benchmarking. Information presented in the USFRS statements can be used as measurable outcomes for
preparing those metrics and to review performance of specific health-tourism programs (Tabacchi, 2010:
104-106; USFRS, 2005:117-137). Metrics and benchmarks help management to monitor business and to
identify potential problems or inefficiencies. When mangers in the benchmarking process identify variances
between ratios and benchmarks, they can analyse the situation and make the necessary adjustments in a short
time. The solution may require strategic decisions such as how to increase revenues, control payroll, or
reduce operating expense (Singer, 2005: 1-2). Performance measurement provides for resource allocation
comparisons over time and measures efficiency and effectiveness to encourage continuous improvement, but
benchmarking process can be successfully implemented only when everyone uses the same metrics.

4. METHODOLOGY AND CHARACTERISTICS OF CONDUCTED RESEARCH
The objective of this paper is to investigate the possibilities of health tourism development in Croatia,
taking into account the previously presented theoretical framework and practical experiences, as well as the
results of surveys conducted in Croatia. The following chapters will present the results of two separate
surveys that complement each other and are relevant to this type of research, i.e. for assessing the degree of
development and the opportunities for entrepreneurship in the Croatian health tourism industry. For this
purpose research results will be introduced and analysed, in the development and implementation of which
the authors were actively involved. The first study investigates the assessment of the Kvarner tourist offer (a
tourist destination which generates 20% of the overall Croatian tourist offer), and the second study explores
the attained level of environmental care (protection and improvement of hotel environment) in the Croatian
hospitality industry. Although these are two separate studies, the research results will provide a basis for
assessment and evaluation, the opportunities and assumptions of Croatian health tourism development.

4.1 Assessing the Kvarner tourism offer
The research was conducted in 2011, in the Kvarner tourist destination, one of the most developed
tourist destinations in Croatia, which has natural resources and a long tradition in health tourism. The sample
included 4016 participants (1989 tourist, 1770 inhabitants and 257 managers) in 41 tourist destinations,
grouped into 8 sub-destinations, placed at the coastal, island and rural areas, covering an area of 3.588 square
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kilometres (Figure 2). The results of this study allow a comparison with previous research conducted in year
2003 and 2005/6, whose results were published
p
in the Journal Tourism and Hospitality Management
(Blažević & Peršić,, 2007, 2004). The task of this empirical research was to determine the views of tourists,
inhabitants and tourism professionals, about the quality of the offer in the Kvarner tourist
tou
destination.
Questionnaires for each target group were designed so that the first part of each questionnaire contained
questions specific to the target group of respondents, while the second part of the questionnaire (test
elements tourist satisfaction)
n) was identical for all target groups. This part of the questionnaire contains 32
elements, divided into 5 groups, as follows:
1) Space, Resources, Environment (climate, beauty of the landscape, preservation of the environment,
sea cleanliness)
2) Residents, Employees (the hospitality of employees in tourism, hospitality of inhabitants, foreign
language skills of tourism employees)
3) Identity, Security, Information (feeling of safety and security, quality of tourist information prior to
their arrival in the destination,
ation, traffic signs, souvenirs)
4) Organization of the destination (geotraffical position and accessibility, promenades and green areas,
orderliness and cleanliness, urban harmony, local traffic organisation, parking, arrangement and the
cleanliness of beaches,
es, crowds on the beaches, offer in the shops, working hours of restaurants, working
hours of other services for tourists – banks, shops…, )
5) Facilities / Contents (events, historical and cultural heritage, facilities for children, accommodation,
restaurants
nts and catering facilities, cultural facilities, entertainment, sports facilities, conferences and
congresses, facilities for health tourism, facilities for nautical tourism, excursions, local gastronomy, price –
value relationship).

Figure 2: Scope of the empirical research area in the Kvarner tourist destination
For each target group several specific questions in the questionnaire are defined, as follows:
a)
b)
-

For tourists
socio-demographic
demographic profile (country of origin, age, gender, occupation,
occupation, education level)
motive and mode of arrival (motive, number of visits, possibility of coming back, source of
information about the destination offer, mode of arrival, use of travel agent services)
quality of the destination offer (type and quality of used accommodation, number of overnight
stays, total daily expenditure)
For inhabitants
socio-demographic
demographic characteristics (age, gender, workplace, level of education)
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-

attitudes towards tourism development (tourism position at the destination level, involvement of the
domestic offer, availability of information, involvement of inhabitants in tourism development
decision-making, involvement in public work)
relationship to the sustainable tourism development (the negative influence of the development of
other industries on tourism, e.g. uncontrolled building of apartments and flats for rent, which
threaten the development of the tourism destination, carrying capacity rating)
rating tourism professionals responsibilities for tourism development (assessment of the level of
responsibility of management in tourism organisations, tourism business and local government,
rating the quality of the tourism destination organisation activity)
c) For tourism professionals:
type of tourism destination management (choice between the possible models, definition of
development goals, rating the quality of customer care – before, during and after their stay in the
tourist destination)
possibilities for development of selective types / forms of tourism (SWOT analysis, positioning and
ranking some elements in the group of selective types / forms of tourism offer – leisure, sports and
recreation, MICE, health and business tourism).
This survey was conducted with the purpose of providing current, reliable, quantitative and qualitative
information about the attitudes of tourists, inhabitants and tourism professionals in the Kvarner tourist
destination. The questionnaires included closed- and open-ended questions, and a grading scale (from 1 to 7).
This research involved a large number of destinations, but it used the same methodological basis, which
makes the research results comparable. The data collection mostly used the personal interview method and
self-completion questionnaires. Each interviewer had to follow specific instructions regarding the quota, type
of questionnaire, destination, country of origin and type of accommodation. Subsequently the technical
content and the accuracy in completing each questionnaire were verified. The collected and controlled
questionnaires were coded and statistically analysed using SPSS software.

4.2 Assessing environmental care in the Croatian hospitality industry
The main purpose of this research was to assess environmental care in the Croatian hospitality industry.
The reason for the link between these two researches lies in the knowledge that the environmental dimension
is an important part of today’s tourism offer. Most visitors do not wish to visit destinations which have
undergone visual degradation, through general overdevelopment or poor resource management. Destinations
with unique, relatively pristine environments can now build competitiveness by promoting themselves as
eco-destinations. Their offer as a part of eco-tourism, i.e. responsible travel to natural areas that conserves
the environment, improves the well-being of local people and also opens the possibility of achieving a
competitive advantage on the global tourism market.
The sample consists of hotel managers and staff in the Croatian hospitality industry. The reason why
hotel management was investigated lies in the fact that in Croatia destination management still does not act
according to the principle of corporate governance, and hotel managers’ responses can be viewed as
significant also at the tourist destination level. The participation in this survey was voluntary. The data was
collected using standard paper-based as well as web-based surveys, which were self-administered. The
research was carried out during late 2009 and early 2010 in the largest hotel companies in Croatia.
Questionnaires were distributed to the hotel managers of 199 four and five star hotels with a rate of return of
69%. Therefore, the results of the research as well as the sample can be viewed as acceptable, not only in
terms of quantity, but also with regard to territorial distribution, since it covers 35% of the entire hotel
capacity in all Croatian destinations (45% from Istria, 35% from Kvarner, 8% from Dalmatia and 11% from
continental Croatia and Zagreb). Data collected included descriptive statistics, which was analyzed by using
the statistical package SPSS.
Results of this research will be used in finding answers to the question whether management in the
Kvarner tourism destination is responsible in terms of using resources for shaping a competitive, yet ecohealthy tourism product. It has to be part of an environmentally responsible health-tourism offer, connected
with travelling to relatively undisturbed natural areas, with numerous resources for enjoying, admiring and
studying nature, while at the same time including only those activities which have a low impact on the
environment and which are socio-economically beneficial to local communities. For this purpose, destination
management has to ensure that the development of a destination is based on the principles of environmental
protection and sustainable development. Investments in eco-healthy tourism proven to pay off by different
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research results, e.g., 90 % of travelers prefer a hotel that shows concern for the environment, 67% of
tourists from the EU prefer eco-friendly vacations and there is an annual increase of 10-15% in companies
that search for green hotels for their meetings, etc. (Peršić, 2012: 42).

5. FINDINGS AND DISCUSSION
Based on the analysis of the research results, it can be concluded that during the research period, the
Kvarner region was mostly visited by foreign tourists (80 %), the majority of which come from Italy (18%),
Germany (16%), Austria (10%) and many other countries. The predominant age group is the one from 16-45
(65%), with various occupations, with secondary (46%), or higher / university education (45%). The
predominant reason for visiting the destination is rest and relaxation (48%), it is somewhat less important to
have fun and new experiences (18%), or the beauty of nature and landscape (11%). Using the facility and
resources of the health tourism offer, is not recognized as an important motive to visit the Kvarner tourist
destination. Most of the respondents visited Kvarner for the first time (44%), most frequently because of the
recommendation of friends (36%) or based on internet information, but the majority of them intend to come
again (68%). Fewer respondents have been to the Kvarner region two or more (26%), or five or more times
(5%). Most of the surveyed tourists came to Kvarner by car, they self-organized their travel (87%), and they
predominantly use private accommodation (52%). They stay on average from 4 to 7 nights (31%), which is
in line with global trends (ETC, 2006).
The surveyed inhabitants were predominantly aged from 16 to 45, they were male (56%), and most of
them are employed in other industries (47%) and only a part are employed directly in tourism (14%) and
have completed secondary (56%), or higher / university education (37%). Most of the inhabitants have a
positive attitude towards tourism development in the Kvarner destination (65%), they point out to the lack of
involvement of local products in the tourism offer (52%), on the inadequate involvement of inhabitants in
decision making process of tourism development (73%) or in public work for the benefits of tourism (57%).
A group of respondents is afraid that industry is an obstacle for tourism development (65%), the danger is
present also from uncontrolled building of apartments or weekend houses (54%) or the possibility of
exceeding the destination carrying capacity (47%). Inhabitants believe that destination management (based
on the principles of corporate governance) should be organized as a part of the Croatian Tourist Board
Organizations (65%), although when asked about its present work as institution only 40% of them are
satisfied.
Tourism professionals also preferred Tourist Board Organizations as a basis for the establishment of
destination management (score 5,09), while public sector representatives in tourism are the least popular
solution (4,04). They find that not enough is being done to inform the guests prior to their arrival in the
Kvarner tourist destination (4,76), during their stay in the destination (4,80) and especially not after their
return home (4,54). The highest grade (5,26) is attributed to those things the guest remembers about the
destination when they return home, and the lowest score was given to the degree of innovativeness of the
tourism destination product (4,19). The responses of tourism professionals mirror the presence of the global
economic crisis, which is why they mostly place an emphasis on those types of tourism offer which do not
require significant investments and are connected to available resources in the Kvarner tourist destination
(Table 1).
If the above presented were grouped according to common characteristics, then the priority is placed on
different supporting types (5,42) of tourism (fans of flora and fauna, eco, ethno, gastronomy, culture,
historical stories, religious and alternative tourism), followed by traditionally popular and seasonal leisure
tourism (5,24), sports and recreation (5.07) and events tourism (5,05), while health (4,91) and business
(4,32) tourism are ranked at the lowest point. The above has indicated that the management of the Kvarner
tourist destination has not sufficiently considered the opportunities of health tourism, particularly regarding
the possibility of extending the season and increasing the degree of capacity utilization.
That this part of tourism demand is in a certain way ignored, is also demonstrated by the research results
presented in the following table, which presents the summarized attitudes of all target groups of respondents
(tourists, inhabitants, tourism professionals), since facilities for health tourism were evaluated as very low
(3,66), although the opportunities of the resources available in the Kvarner region are much greater. In fact,
the ranking of natural and human resources is very high (5,17 to 5,56), same as the feeling of safety and
security (5,19) in this tourist destination. The Kvarner region has an excellent geotraffical position (5,06), it
offers high-quality parks, promenades, and maintained green areas (5,19 – 5,21), all of that in the
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comfortable surroundings of a well-organized destination. The Kvarner region offers a distinct cultural
identity (5,10) with a high quality of accommodation and recognizable gastronomy (5,02 – 4,97) and a
professional relationship towards guests.
Table 1
Opportunities for the development of selective types of tourism in the Kvarner tourist destination
(Tourism professionals’ opinion)
Hiking, trekking

5,94

Recreation in nature / countryside

5,77

Cycling, mountain-biking

5,42

Senior tourism

5,35

Active vacation

5,30

(Important) days of ...

5,28

Passive vacation

5,26

Urban tourism

5,24

Fans of flora and fauna

5,24

Events

5,23

Exhibitions

5,20

Mountain climbing

5,20

Gastronomy

5,17

Culture tourism

5,05

Carneval

5,04

Eco-tourism

5,02

Concerts

5,01

Climbing

4,85

Fishing tourism

4,76

Ethno-tourism

4,75

Adventure tourism

4,72

Festivals

4,71

Historical stories

4,67

Hunting tourism

4,56

Children’s tourism

4,56

Medical tourism

4,55

Wellness

4,49

Fairs

4,47

Health resorts

4.39

Water sports

4,27

Religious tourism

4,26

Tennis

4,19

Business meetings

4,14

Skydiving

4,10

Alternative tourism

4,07

Robinson tourism

4,01

Motocycling, auto racing

3,96

Paragliding

3,96

Horse riding

3,87

Mass tourism

3,77

Indoor sports

3,69

Incentive turizam

3,69

Nautical tourism

3,64

Naturism

3,59

Sports mega-events

3,53

Mega-spectacles

3,30

Mega-conferences – congresess

2,90

Golf

2,81
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Table 2
Assessment of the Kvarner tourism offer (opinions of tourists, inhabitants and tourism professionals)
1.

4.
SPACE, RESOURCES,
ENVIRONMENT (5,56)
–
beauty of the landscape
(5.87)
–
climate (5,76)
–
preservation of the
environment (5,35)
–
sea cleanliness (5,21)

2.

RESIDENTS,
EMPLOYEES (5,17)
–
hospitality of
inhabitants (5,34)
–
hospitality of employees
in tourism (5,32)
–
foreign language skills
of employees in tourism
(5,03)

3.

IDENTITY, SECURITY,
INFORMATION (4,86)
–
feeling of safety and
security (5,19)
–
souvenirs (4,81)
–
quality of information
for tourists prior to
their arrival in the
destination (4,74)
–
travel signalization
(4,68)

5.
ORGANIZATION OF
THE DESTINATION
(4,86)
–
promenades (5,21)
–
parks and green
areas (5,19)
–
working hours of
restaurants (5,17
–
geo-traffical position
and accessibility
(5,06)
–
orderliness and
cleanliness (5,06)
–
quality of the product
offer in shops (4,96)
–
other services for
tourist (banks,
shops…) (4,86)
–
layout and the
cleanliness of beaches
(4,71)
–
urban harmony (4,67)
–
local traffic
organisation (4,47)
–
parking spaces (4,37)
–
crowds beaches (4,29)

FACILITIES /
CONTENTS (4,46)
–
historical and
cultural heritage
(5,10)
–
restaurants (5,02)
–
local gastronomy
(4,97)
–
accommodation
(4,94)
–
price-value
relationship (4,75)
–
cultural facilities
(4,59)
–
events (4,58)
–
excursions (4,46)
–
entertainment (4,43)
–
facilities for children
(4,30)
–
sports facilities (4,22)
–
facilities for health
tourism (3,66)
–
conferences and
congresses (3,54)
–
facilities for nautical
tourism (3,89)

The word hospitality is present as an important part of the overall destination offer and all together can
be validated on the health tourism market. The following table shows that natural and human resources
constantly hold the top position. In comparison with the results of previous research, it can be seen that there
has been a recorded increase in the quality of all elements of the Kvarner destination tourism offer. This is
particularly evident in the improvement of the items regarding the “organization of the destination”, which
is very important for the development of all aspects of health-tourism, especially for medical tourism.
Table 3
Ranking elements of the Kvarner tourist destination offer – a comparative overview
ELEMENTS RANKING
OF THE KVARNER
TURIST DESTINATION
OFFER
(1) Space, Resources,
Environment
(2) Residents, Employees

KVARNER
average score
according to
research for
2006

KVARNER
average score
according to
research for
2011

5,32

5,56

4,96

5,17

(3 / 3) Organization of the
destination

4,40

4,86

(5 / 4) Identity, Security,
Information
(4 / 5) Facilities /
Contents

4,53

4,86

4,21

4,46

Average of all
groups of elements

4,51

4,99

Since hotels are one of the biggest polluters on the tourist destination level, it is very important to know
to what degree hotel managers in the Croatian hospitality industry care about improving and protecting the
environment. The research results are presented in Figure 3. Water and energy saving programs have the
highest level of application (92%), as well as related programs (waste separation, waste and noise reduction),
which are associated with the need to educate employees and guests on joint action that will improve and
promote goals defined in the environmental policy and which are elaborated in the practical guide. Far less
implemented are those action programs that are focused on changing the behavior in the community or that
affect the future generation. This indicates that this part of eco-activities can be defined as a task for
destination management, whose duty it is to coordinate all stakeholders on destination level, in order to
achieve operative and strategic goals defined by green strategies.
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18%
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We have introduced a
program of waste separation
and noise reduction

82%

81%

73%

55%
We introduced the
program of waste
reduction

64%

We are implementing
a program of
environment lifelong
learning and motivate
employees to
respect the procedures,
defined in our own
"Practical Guide to
environmental
protection and
improvement"
We include all
hotel guests in the
program of
environment
protection

W e made an action plan
for promoting and protecting
the environment, and have
introduced a system of
internal competition in
energy savings

Figure 3. How do managers in the Croatian hospitality industry assess eco-awareness
For this purpose it is necessary to establish environmental accounting (EFA, EMA, NEMA…) in order
to provide eco-information for segment reporting by applying segment reporting standards (USALI IFRS 8,
USFRS ...) for internal and external customers. The abovementioned is a necessary prerequisite for the
implementation of eco-benchmarking starting from the segment level, to the national level. This is extremely
important for all types of health tourism, especially for Eco SPAs, which are nowadays increasingly
important for business and leisure travelers, who are looking for ways to relax in a protected and preserved
environment.

6.

CONCLUSION

The results of this research indicate that there are many preconditions for health tourism development in
Croatia which are not yet sufficiently recognized or utilized. There is great potential that remains to be
exploited, which opens up a space for entrepreneurship, while taking into account trends on the global
market. Which health tourism services could be offered and in which manner depends on who will be the
target customers. The generational behavior of customers can be identified as (1) the Silent Generation –
born between 1925 and 1942, (2) the Boomers/ Baby Boomers – born between 1943 and 1960, (3) the Gen X
– born between 1961 and 1981 and (4) the Millennials – born between 1982 and 2000 (Hilton, 2010: 4-5). Of
crucial importance for the profitability of the health-tourism offer is to be familiar with their wishes and
needs, which are completely different between each target group. Particularly important are Baby –Boomers
(Smith, Puczko, 2009: 141) who are slowly entering the senior category of customers, and research results
show that seniors ranked health holidays (84%) and wellness (92%) as the most important type of tourism
product (Mungall, Schegg, Courvoisier, 2010: 75).
This shows that on the tourism market there are many opportunities and that in Croatian tourist
destinations the resources for profitable health tourism development are available. However, there is no
adequate legislation in Croatia, and strategic documents which could seriously encourage entrepreneurial
ventures in health tourism development do not exist. It would be necessary to adopt standards and access to
the categorization, certification and licensing of different parts of the health tourism offer, and to set up a
brand of eco-healthy tourist destinations. Performance measurement, segment reporting and benchmarking
within the health tourism cluster should be based on the application of USFRS standards. Through different
forms of formal and informal education processes should be provided which will create the possibility of
acquiring specific knowledge at all educational levels. Furthermore, this would regulate employment in the
health tourism sector with the appropriate degree and specific professional knowledge.
In order to ensure support for entrepreneurship in Croatia, it is necessary to take certain steps at various
hierarchical levels. First, it is essential to provide adequate legal support (to pass a law and / or rulebook for
health tourism) as well as to adequately position health tourism in strategic development documents.
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Moreover, it is necessary to assess? the categorization and standardization of health tourism, by taking into
account internationally accepted standards, best practices, and the fact that, at the beginning, tourism in
Croatia was primarily health tourism (in the 1900’s Opatija was the second most important health resort in
Europe). The next step is to brand health tourism destinations and to license the health tourism offer, while
taking into account the principles of sustainable development. Furthermore, the previously identified
comparative advantage (natural resource, human resource, tourism and medical facilities…) has to be
converted into a competitive advantage of a health tourism destination. A prerequisite for this is that the
natural, organizational and knowledge resources are economically utilized by extending the season, by
achieving a higher degree of capacity utilization, and by developing new health tourism destinations, outside
the coastal areas. Health tourism based on these starting points will provide a year-round business, improve
the Croatian image in the target health tourism markets and will lead to greater financial and economic
benefits.
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Abstract
The crisis events started in 2007 missed no country and revealed those risks and problems which had not been paid
due attention before the crisis. One of such underestimated risks is the risk of commercial banks’ financial leverage
impact upon economic development. Financial leverage is the ratio of the bank’s assets towards its capital. Increase in
financial leverage allows the bank reaching higher returns on capital. High level of banks financial leverage, in turn,
contributes to occurrence of crisis events. Thus, uncontrollable credit expansion on growing market leads to increasing
profits while adverse cycle phases multiply losses and deepens economic recession. Why? What is the mechanism of
banks financial leverage impact upon economy? How to restrict negative effect of this impact by managing the financial
leverage? Author of this article tries answering these questions. The purpose of this study is to assess changes in
financial leverage level in banks of Baltic countries, clarify mechanisms of banks financial leverage impact upon
stability of the banks themselves and upon economy in general, as well as develop recommendations for financial
leverage management in order to smoothen adverse economic changes.
Keywords: financial leverage, bank financial management, crisis, credit expansion.

1.

THE ESSENCE OF FINANCIAL OVERLEVERAGE PROBLEM

Financial system was at the epicentre of crisis that hit the world economy in 2007. Financial markets
were just those who have triggered a full-scale economic crisis accompanied by declining output, growing
unemployment, reduced investments into equity of companies. This fact shows the importance of financial
sector in economy. Therefore, analyzing the consequences of the crisis, it becomes evident the need for a
serious reform of financial market, in particular the banking system. The desire to receive high return on
equity within the pre-crisis period made a number of banks, including large, systemically important banks in
Europe, Japan, United States, significantly increase their financial leverage, i.e. the ratio of bank assets to
capital. It is known that banks are featured by a higher level of financial leverage compared to organisations
in other industries of national economy, which is associated with specific activity of banks being the
intermediaries on financial markets. Raising funds on financial markets, banks increase the debt burden;
therefore the leverage ratio is sometimes called the debt load ratio. But what is the danger of high specific
weight of assets in the bank capital? The problems with the effect of leverage of the bank upon its financial
standing and upon economy in general have attracted researchers studying the causes for occurrence of
financial crisis 2007-2008. Much attention in studies of financial crisis is paid to large US investment banks
that were operating with high leverage within the period 2003-2007. Trends of financial leverage ratio in
some large US banks are presented in Table 1.
Table 1
Financial leverage ratios of large US investment banks in 2003-2007
Lehman B.

Bear Stearns

Merill L.

Goldman S.

Morgan S.

2003

22.7

27.40

15.60

17.70

32.20

2004

22.90

27.50

19.00

20.20

25.50

2005

23.40

26.10

18.10

24.20

29.80

2006

25.20

27.00

20.60

22.40

30.70

2007

29.70

32.50

30.90

25.20

Sourse: Annual reports (2003.-2007)
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At the same time, some US investment banks, including Lehman Brothers, are known to have been
manipulating with the reporting to save their rating and have better image on the market. As a result of such
manipulations the banks showed lower levels of leverage than they actually were. Actual leverage figures
were above 40-45. D. Miles (David Miles, 2011) in his study proved that highly leveraged banks went under,
threatening to drag down the entire financial system with them. The most important findings performed
studies research are the following: Leverage has been one of the key factors responsible for the serious
liquidity shortages that were revealed after 2007, when the crises erupted (Nikolaos Papanikolaou, Christian
Wolff, 2010); leverage is procyclical for large banks in the United States and to a lesser extent in Europe.
Levеrege level in commercial bank is less than in investment bank. (Sebnem Kalemli-Ozcan, Bent Sorensen,
Sevcan Yesiltas, 2011). The empirical results of Adrian and Shin (Adrian and Shin, 2008, 2009) and
Greenlaw, Hatzius, Kashyap, and Shin (Greenlaw, Hatzius, Kashyap, and Shin, 2008) regarding the
procyсlical nature of leverage suggest that the largest banks manage their capital structures based on internal
value at risk and not based on regulatory constraints. The Basel Committee for Banking Supervision points
out that one of the underlying features of the crisis was the build up of excessive on - and off-balance sheet
leverage in the banking system. In many cases, banks built up excessive leverage while still showing strong
risk based capital ratios (BIS, 2010).
The performed studies involved the assessment of sensitivity degree of European and American
economies towards financial leverage of banks.
The purpose of this study is to assess changes in financial leverage level in banks of Baltic countries,
clarify mechanisms of banks financial leverage impact upon stability of the banks themselves and upon
economy in general, as well as develop recommendations for financial leverage management in order to
smoothen adverse economic changes.
The subject of the research is the activity of commercial banks in Baltic countries. The author has used
the quantitative and qualitative methods of economic study, such as a comparative analysis, synthesis,
method of groupings, method of graphic information display as well as regression analysis.
To study the impact of financial leverage upon the stability of an individual bank, it is necessary to
determine the nature of financial leverage effect. The financial leverage effect is the gain in return on equity
obtained by gearing of borrowed funds, provided the economic return on company assets exceeds the interest
rate on borrowed capital. Positive leverage effect upon financial results of the bank shows up in cases where
the value of bank assets is growing due to favourable market trends. In this case, banks with low specific
weight of equity in assets enjoy a significant increase in return on capital. For purposes of clarity, we
consider a hypothetical example. Suppose the bank has the target financial leverage 12.5. (100/8).
Asset
Securities

101

Liabilities
Debt 92

Equity 9
Case 1. The price of assets increase to 101. Hence, leverage falls from 12.5 to 11.2.
Asset
Securities

Liabilities
Debt
103.5
Equity 9
Case 2. If the bank targets a leverage of 12.5, it raises debts of 11.50 and purchases securities on
the asset side for EUR11.50
112.5

Asset
Securities

Liabilities
99

Debt

92

Equity
7
Case 3. A price shock in bonds triggers a fall of assets to 99. The equity position has to absorb
the loss of EUR 1.

Figure 1. Hypothetical example of influence of assets market price upon
financial results of investment bank
Sourse: www.fitforbanking.com
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It is commonly believed the problems associated with excessive financial leverage are more typical for
investment banks of which funding strongly depends on the interbank market and which evaluate their assets
on market-to-market principle. In this regard it should be noted that banking sector in Baltic countries is
represented by commercial banks, not by investment ones. Does it therefrom follow that commercial banks
are not suffering from high financial leverage? Now consider the specific weight of individual balance sheet
items in assets of Baltic banks (see Table 2).
Table 2
Proportion of individual balance sheet items in assets of Baltic banks within 2000 - 2011
Latvia

Estonia

Lithuania

59.6

69.8

66.1

73.8

79.2

87.6

Average specific weight of loan to non-banking sector
in assets of banks
Maximum specific weight of loan to non-banking sector
in assets of banks
Minimum specific weight of loan to non-banking sector
in assets of banks
Average specific weight of deposits in assets of banks

40.0

57.4

32.9

54.2

46.9

55.8

Maximum specific weight of deposits in assets of banks

67.5

76.5

68.6

Minimum specific weight of deposits in assets of banks

40.8

23.5

40.5

Average specific weight of liabilities to MFI in assets of
banks
Maximum specific weight of liabilities to MFI in assets of
banks
Minimum specific weight of liabilities to MFI in assets of
banks
Average ratio of banks’ financial leverage

26.1

20.1

28.1

42.4

34.8

35.6

10.0

9.2

10.6

11.6

10.1

11.9

Maximum ratio of banks’ financial leverage

27.8

23.3

17.7

Minimum ratio of banks’ financial leverage

7.9

6.3

6.2

Sourse: annual reports (2000.-2011.)

Data of Table 2 show that the sources of financing of commercial banks are more stable compared to
investment banks: average specific weight of deposits is about 50% of the banks’ assets. During the period of
credit expansion the specific weight of liabilities to MFI (Monetary Financial Institutions) was growing. This
growth was driven by the increase in financing attracted from parent European companies, which is
explained by desire of the latter to earn on increased demand for loans in the Baltic region. The volume of
short-term interbank resource borrowing was not changed significantly. As to assets, it should be noted that
on average more than half of all assets in Baltic banks is made by loans provided to non-bank institutions. In
certain periods of time, such as during the period of credit expansion 2004-2007, the specific weight of loans
in banks’ assets was above 70%. Thus, maximum specific weight of loans in assets of Lithuanian banks
within the analyzed period reached to 87.6% (!). Figure 2 illustrates the lending growth rates in banking
systems of Baltic countries. Maximum rate of growth in lending was observed in Latvia in 2004 (+58.9%).

Figure 2. Lending growth rates in banking systems of Baltic countries within period 2000-2010
Sourse: FCMC, Bank of Lithuania, Bank of Estonia
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Crisis developments in economy have greatly undermined the ability of customers to repay their
obligations, and the banks were forced to create huge loan loss provisions. Thus, the capital of commercial
banks was decreasing due to deterioration of the loan portfolio quality. In case the bank owners did not
increase the equity capital, the financial leverage ratio was growing. The Author demonstrates it by
hypothetical example similar to the example of an investment bank.
Asset
Loans

Liabilities
Debt 92
100
Equity 8
Case 1.Initial version. Financial leverage ratio 12.5
Asset
Loans

97

Liabilities
Debt 92

Equity 5
Case 2. Borrowers do not repay debts and the bank creates savings reducing the profit and,
accordingly, the bank capital. Financial leverage becomes 19.4.

Figure 3. Hypothetical example of influence of loan quality upon financial results,
equity and financial leverage of commercial bank
This example shows that in times of economic recession (in case the bank owners did not increase the
equity capital) the financial leverage ratio increases, which demonstrates a decline in reliability of the bank
caused by falling specific weight of “bank’s safety airbag” - its capital. How does the financial leverage ratio
influence the results of bank’s activity in periods of upsurge and aggressive lending activity? Naturally, the
banks expand their operations and increase the assets in times of economic growth. At this time the leverage
also can grow, provided the bank increases lending at the expense of borrowed resources without increasing
the capital. Thus, the effect of leverage on the commercial bank is mainly realized through the credit activity
of banks on the market.
In connection with this conclusion and excessive lending in Baltic countries within the period 20042007, the author believes it useful to assess the empirically feasible effect of financial leverage on the
economy.

2. EMPIRICAL ASSESSMENT OF FINANCIAL LEVERAGE
ECONOMIC GROWTH RATES IN BALTIC COUNTRIES

IMPACT

ON

Now we assess the impact of growth rates of the main ratio of financial leverage (bank assets/book
equity) on growth rates of commercial banks assets in Baltic countries since the lending, being the part of
asset is a powerful stimulator of economy. As subjects of the study, the author has chosen all commercial
banks of the three Baltic countries, were operating within the period 2000 to 2011. The author did not
include in the analysis the banks that have been operating within a shorter period and the foreign branches of
commercial banks since the estimation of equity employed is not possible within the territory of a single
country. In the result of analysis the author came to a conclusion that interrelation existed between the
growth rates of leverage and asset in all Baltic countries, but the determination coefficient was not too high.
(See Figures 4. - 6.).
To make the study more comprehensive, the author apart from main financial leverage ratio also
estimates the inverted Tier 1 leverage ratio (aggregate assets/ Tier I capital), Short –term leverage ratio (short
–term borrowing to equity capital), Long –term leverage ratio (long–term borrowing to equity capital). The
author supposes that the financial leverage can be one of factors having impact upon GDP of a country. To
verify this hypothesis, the author carries out the regression analysis of impact made by the factors upon GDP
(ln_gdp), having added to above-mentioned factors of financial leverage also other factors chosen by means
of economic analysis:
• The ratio of total assets to book equity capital (lev_1);
• The inverted Tier 1 leverage ratio (lev_2);
• Short –term leverage ratio (short_lev);
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R 2 = 0.22

R 2 = 0.34

Figure 4. Iinterrelation between growth
rates of aggregate assets and financial
leverage in Latvian banking system within
2000 - 2011

Figure 5. Interrelation between growth rates
of aggregate assets and financial leverage in
Estonian banking system within 2000 - 2011

R 2 = 0.17

Figure 6. Interrelation between growth rates of
aggregate assets and financial leverage in
Lithuanian banking system within 2000 - 2011
•
•
•
•

Long –term leverage ratio (long_lev);
Ratio of credit provisions to gross credit portfolio (cred_risk);
Captal adequacy ratio (cap_adeq);
The quarterly standard diviation of the day-to day 1-month RIGIBOR/TALIBOR/VILIBOR rates
(interest_risk);
• Asset composition – the ratio of net loans to total assets (assets_comp);
• Liability composition - the ratio of demand deposits to total liabilities (liabil_comp);
• Natural logarithm of subordinate capital of commercial banks (sub_cap).
The analysis was carried out individually for each Baltic country and employed data of period 2000 to
2011 inclusive, with quarterly distribution. For the analysis the author uses bank statistics from website of
Bank Supervisory Authority in Latvia – Financial and Capital Market Commission (FCMC), bank statistics
from website of Bank Supervisory Authority in Estonia - Financial Supervision Authority (FSA) , bank
statistics from website of Bank Supervisory Authority in Lithuania – Bank of Lithuania, statistics from
website of Central Statistical Bureau in Latvia (CSB), and statistics from website of Bank of Estonia (Eesti
Pank). SPSS statistic package and stepwise regression method were used for purposes of modelling.
The performed analysis allowed identifying the following factors having impact upon GDP in Latvia:
Asset composition (assets_comp), Short – term leverage (short_lev), and The inverted Tier 1 leverage ratio
(lev_2). Model summary and regression ratios are presented in Table 3 and 4.
Table 3
Results of regression analysis of factors influencing Latvian GDP
Model

R

R Square

Adjusted
R Square

1

0.802

0.644

0.636

2

0.891

0.795

3

0.902

0.813

Std. Error
of the Estimate

F

Sig.

12.2306

83.166

0.000

0.785

9.3906

87.654

0.000

0.800

9.0570

63.847

0.000
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Table 4
Regression ratios of factors influencing Latvian GDP
Unstandardized Coefficients
Model

B

Std.Error

1. (Constant)
asset_comp
2. (Constant)
asset_comp
short_lev

25.044
4.022
59.902
2.550
-21.393

2.386
0.441
6.336
0.425
3.722

3. (Constant)
asset_comp
short_lev
lev_2

41.014
2.436
-20.982
1.180

10.903
0.413
3.595
0.564

Standardized
Coefficients
Beta

t

Sig.

0.509
-0.487

10.197
9.120
9.455
6.006
-5.747

0.000
0.000
0.000
0.000
0.000

0.486
-0.477
0.139

3.762
5.897
-5.836
2.092

0.000
0.000
0.000
0.042

0.802

Table 5
Results of regression analysis regarding factorial effect on GDP of Estonia
Model

R

R Square

1
2
3
4
5

0.925
0.959
0.975
0.087
0.989

0.855
0.919
0.952
0.973
0.977

Adjusted R
Square
0.852
0.915
0.948
0.971
0.974

Std. Error of
the Estimate
0.1386
0.1047
8.191E-02
6.143E-02
5.754E-02

F

Sig.

265.43
249.66
281.76
384.31
351.90

0.000
0.000
0.000
0.000
0.000

Table 6
Regression ratios of factors influencing GDP in Estonia
Unstandardized Coefficients
Model

B

Std.Error

1. (Constant)
liab_comp
2. (Constant)
liab_comp
assets_comp

9.534
-4.890
7.171
-2.860
2.356

0.109
0.300
0.409
0.412
0.400

3. (Constant)
liab_comp
asset_comp
cap_adeq
4. (Constant)
liab_comp
asset_comp
cap_adeq
lev_1
5. (Constant)
liab_comp
asset_comp
cap_adeq
lev_1
lev_2

6.538
-2.143
2.369
-2.292E-02
5.878
-0.958
1.133
-3.763E-02
8.568E-02
5.809
-0.872
0.886
-4.215E-02
6.714E-02
2.863E-02

0.341
0.349
0.313
0.004
0.279
0.331
0.315
0.004
0.015
0.263
0.311
0.310
0.004
0.015
0.011

Standardized
Coefficients
Beta
-0.925
-0.541
0.460
-0.405
0.462
-0.225
-0.181
0.221
-0.369
0.410
-0.165
0.173
-0.413
0.322
0.149

t

Sig.

87.680
-16.292
17.937
-6.937
5.896

0.000
0.000
0.000
0.000
0.000

19.177
-6.140
7.579
-5.379
21.042
-2.898
3.595
-9.266
5.869
22.096
-2.801
2.861
-10.095
4.363
2.624

0.000
0.000
0.000
0.000
0.000
0.006
0.001
0.000
0.000
0.000
0.008
0.007
0.000
0.000
0.012

All the obtained models are statistically significant with a probability above 95%. The best determination
coefficient was demonstrated by the third model: the chosen factors describe 81.3% of GDP changes,

witnessing a high operational significance of commercial banks and huge influence on economy.
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Two of factors affecting GDP are the leverage ratios: The inverted Tier 1 leverage ratio (lev_2) and Short –
term leverage ratio (short_lev).
The performed analysis allowed identifying the following factors having impact upon GDP in Estonia:
the ratio of demand deposits to total liabilities (liabil_comp), the ratio of net loans to total assets
(assets_comp), Captal adequacy ratio (cap_adeq), The ratio of total assets to book equity capital (lev_1) and
The inverted Tier 1 leverage ratio (lev_2). Model summary and regression ratios are presented in Table 5 and
6.
All the obtained models are statistically significant with a probability above 95%. The best determination
coefficient was demonstrated by the fifth model: the chosen factors describe 97.7% of GDP changes.
Factors affecting GDP in Lithuania are the ratio of net loans to total assets (assets_comp), the Capital
adequacy ratio (cap_adeq) and the inverted Tier 1 leverage ratio (lev_2). Model summary and regression
ratios are presented in Table 7 and 8.
Table 7
Results of regression analysis regarding factorial effect on GDP of Lithuania
Model

R

R Square

1
2
3

0.862
0.934
0.950

0.744
0.873
0.903

Adjusted
Square
0.738
0.867
0.896

R

Std. Error of
the Estimate
0.1737
0.1236
0.1094

F

Sig.

133.35
154.61
135.92

0.000
0.000
0.000

Table 8
Regression ratios of factors influencing GDP in Lithuania
Unstandardized Coefficients
Model
1. (Constant)
asset_comp
2. (Constant)
asset_comp
cap_adeq
3. (Constant)
asset_comp
cap_adeq
lev_2

B

Std.Error

7.700
1.351
8.648
1.181
-6.143E-02
9.101
1.013
-9.474E-02
3.270E-02

0.081
0.117
0.152
0.087
0.009
0.182
0.090
0.012
0.009

Standardized
Coefficients
Beta
0.862
0.754
-0.376
0.647
-0.580
0.265

t

Sig.

94.780
11.548
57.078
13.581
-6.771
49.878
11.301
-7.804
3.660

0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.001

The best determination coefficient was demonstrated by model 3. The chosen factors describe 90.3% of
GDP changes.
Regression analysis demonstrated that GDP in the Baltic countries was affected by similar factors. The
greater influence upon GDP in all Baltic countries was brought by the ratio of net loans to total assets
(assets_comp). Positive regression coefficients of this factor mean that with the growth of credit activity in
the market, the financing which fosters economy growth is increased. The second statistically significant
factor which affected GDP in all Baltic countries was the inverted Tier 1 leverage ratio (lev_2). Positive
regression coefficients mean that liabilities provided for financing of economy increased more intensively
than Tier 1 capital. Consequently, financial leverage is important factor of bank’s market activities. The third
regression coefficient for the model which described factors influencing Latvian GDP is Short – term
leverage ratio (short_lev), which is negative. This coefficient could be explained by the following
information: Latvian commercial banks mostly financed their activity throughout the analyzed period and, in
particular, in the credit expansion period with long-term liabilities (mostly, borrowings from parent financial
companies, syndicated loans ect.) But if the specific weigh of long-term liabilities in bank passive increases,
the part of short-term liabilities decreases. The common Estonian and Lithuanian GDP influencing factor is
capital adequacy ratio. In both selected models, the capital adequacy factor had negative coefficients. This
fact could be explained by more intensive Risk Weighted Assets (RWA) increase than bank own capital
increase in the analyzed period. But the most significant part of the RWA is the economy stimulated lending.
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In despite of the banks of Baltic countries showed no high financial leverage ratios within the analyzed
period, an interrelation is found between economic growth and changes in financial leverage. Thus, the
restriction of financial leverage of banks reduces the risk of negative impact of banks on national economy.
The Basel Committee on Banking Supervision has stressed the need of leverage monitoring and pointed
out that leverage ratio can be a useful prudential tool. The Basel Committee on Banking Supervision
therefore is introducing a leverage ratio requirement that is intended to achieve the following objectives:
• put a floor under the build-up of leverage in the banking sector, thus helping to mitigate the risk of
the destabilizing deleveraging processes which can damage the financial system and the economy;
and
• introduce additional safeguards against model risk and measurement error by supplementing the risk
based measure with a simple, transparent, independent measure of risk that is based on gross
exposures.
This ratio will help contain the build up of excessive leverage in the banking system, introduce additional
safeguards against attempts to game the risk based requirements, and help address model risk. To ensure
comparability, the details of the leverage ratio will be harmonized internationally, fully adjusting for any
remaining differences in accounting. The ratio will be calibrated so that it serves as a credible supplementary
measure to the riskbased requirements, taking into account the forthcoming changes to the Basel II
framework (BIS, 2010).
In many world countries the bank supervisory authorities have already introduced requirements of
financial leverage while its estimation approaches differ. Thus, in US the ratio is calculated on a consolidated
basis, but it does not take into account off-balance-sheet exposures. Leverage ratio in USA expressed as a
minimum ratio of Tier 1 capital to total average adjusted assets. The leverage ratio is set at 3 percent for
banks rated “strong” (those that present no supervisory, operational, and managerial weaknesses and are
therefore rated highly under the supervisory rating system) and at 4 percent for all other banks (D’Hulster K.,
2009). In Canada, financial leverage ratios are also estimated on a consolidated basis the ratio of assets to
Tier I and Tier II, but with the inclusion of off-balance sheet items. The Swiss leverage ratio is based on Tier
1 capital as a proportion of total adjusted assets and is set at a minimum of 3 percent at the consolidated level
and 4 percent at the individual bank level (D’Hulster K., 2009).
Baltic countries currently have no requirements of financial leverage. The performed study demonstrated
that a more significant impact on economy in all Baltic countries is made by indicator The inverted Tier 1
leverage ratio, and the author recommends the commercial banks to independently establish the in-bank
restriction of this ratio within capital management during period while supervising bodies have not yet
introduced the requirements of leverage.

3. CONCLUSIONS AND RECOMMENDATIONS
As a result of the given research the author has arrived to the following conclusions:
1. Positive leverage effect upon financial results of the investment bank shows up in cases where the
value of bank assets is growing due to favourable market trends. In this case, banks with low specific weight
of equity in assets enjoy a significant increase in return on capital.
2. The sources of financing of commercial banks are more stable compared to investment banks:
average specific weight of deposits is about 50% of the banks’ assets. During the period of credit expansion
the specific weight of liabilities to MFI was growing. This growth was driven by the increase in financing
attracted from parent European companies, which is explained by desire of the latter to earn on increased
demand for loans in the Baltic region. More than half of all assets in Baltic banks are made by loans
provided to non-bank institutions. In certain periods of time, such as during the period of credit expansion
2004-2007, the specific weight of loans in banks’ assets was above 70%. Maximum rate of growth in lending
in Baltic countries was observed in Latvia in 2004 (+58.9%).
3. Crisis developments in economy have greatly undermined the ability of customers to repay their
obligations, and the banks were forced to create huge loan loss provisions. Thus, the capital of commercial
banks - “bank’s safety airbag” - was decreasing due to deterioration of the loan portfolio quality.
4. At the time of economic growth the leverage also can grow, provided the bank increases lending at
the expense of borrowed resources without increasing the capital. Thus, the effect of leverage on the
commercial bank is mainly realized through the credit activity of banks on the market.
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5. In despite of the banks of Baltic countries showed no high financial leverage ratios within the
analyzed period, regression models shown that financial bank leverage ratio was significant factors
influencing GDP in all Baltic countries. More significant impact on economy in all Baltic countries is made
by indicator The inverted Tier 1 leverage ratio.
The above-made conclusions lead to the following recommendations:
1. Supervisory institutions have to control bank‘s financial leverage ratios and banks have to limit their
leverages, while bank financial leverage have direct close relationship with GDP.
2. The author recommends the commercial banks to independently establish the internal restriction of
this ratio within capital management during period while supervising bodies have not yet introduced the
requirements of leverage.
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Abstract
Key development directions of Latvia and both national and social key tasks until 2013 are determined in the
National Development Plan of Latvia. Education and knowledge for the growth of national economy and technological
excellence are determined as the main strategic target.
Within the national educational system the sector of higher education gives more impact on other sectors of
national economy and processes of social life areas. In academic year 2010-2011 there were 34 national and 26 private
higher education institutions operating in Latvia. Regardless of sources of financing available to each institution, they
are obliged to provide competitive services – to offer maximum quality with the financial resources available. Therefore
improvement of financial management and complete methodology of analysis of financial strategy are the components
necessary for professional management of higher education institutions (HEI).
Keywords: the higher education institution’s funding, financial management, financial analysis, financial ratio,
financial analysis pattern.

1. INTRODUCTION
In the context of priorities determined by the state strategic plan for the development of higher education,
overall changes of the economic situation in the country resulting in decrease of state funding for higher
education, as well as the competition created by private institutions in the higher education sector, authors
have carried out research on financial management in institutions of higher education.
The objective of research is to examine characteristics of financial management, particularly modern
approaches to financial analysis in higher education, and to develop proposals for improvement of financial
management in higher education institutions in Latvia.
To achieve the objectives set by authors the following tasks were identified: to study legislation and
resolutions of the institutions of higher education, to study the sources of funding, to investigate
contemporary approaches to financial analysis used in Institutions of Higher Education and to determine the
most appropriate way of utilization of modern financial analysis pattern for institutions of higher education
with the purpose to improve their financial management. In this paper financial management is studied
starting from financial planning to the analysis of actual results in close inter-relationship with mission and
strategic objectives.
During the research quantitative and qualitative methods of research in management science were used,
including induction and deduction, analysis and synthesis, logically constructive and statistical methods,
description and display methods of numeral information. During the research on higher education
environment in Latvia indicators of financial management, funding and financial analysis were used in order
to evaluate and to compare competition environment in higher education.

2. FINANCIAL RATIOS ANALYSIS SYSTEM
Already since 1991 the basis of normative acts regulating the activity of higher education is being
formed and developed in such manner that their standards are in accordance with the guidelines for
providing qualitative and competitive education within the educational environment of Europe defined by
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the Bologna Process. In Latvia requirements for implementing these standards are determined by the Law on
Institutions of Higher Education, which applies to all the institutions of higher education located in the
Republic of Latvia, regardless of the procedures for the founding and financing and the specialization
thereof.
Table 1
Number of students in EU countries and their changes in 2005-2010
Number of students (1000)

Change (%)

Country
2005

2006

2007

2008

2009

2010

2010/2005

2010/2008

Latvia (LV)

131

131

130

128

125

113

-14%

-12%

Finland (FI)

306

309

309

310

297

304

-1%

-2%

Poland (PL)

2118

2146

2147

2166

2150

2149

1%

-1%

Estonia (EE)

68

68

69

68

68

69

2%

1%

France (FR)

2187

2201

2180

2165

2173

2245

3%

4%

Lithuania (LT)

195

199

200

205

211

201

3%

-2%

Denmark (DK)

232

229

232

231

235

241

4%

4%

Norway (NO)

214

215

215

213

219

225

5%

6%

Sweden (SE)

427

423

414

407

423

455

7%

12%

United Kingdom (UK)

2288

2336

2363

2330

2415

2479

8%

6%

Germany (DE)

2269

2290

2279

2245

2439

2556

13%

14%

Netherlands (NL)

565

580

590

602

619

651

15%

8%

Switzerland (CH)

200

205

213

225

234

249

24%

11%

Czech Republic (CZ)

336

337

363

393

417

437

30%

11%

Austria (AT)

244

253

261

285

308

350

43%

23%

Source: Eurostat. UOE data collection
As Table 1 shows number of students in Germany, Czech Republic and Austria increased
significantly, in Estonia, Finland and Lithuania they were stable, but in Latvia the number of students
decreased dramatically (14%).
Table 2
Annual public expenditure on higher education as a % of GDP, 2008
Country

DK

NO

FI

SE

NL

AT

IS

BE

IE

CH

Expenditure (%)

2.41

2.05

1.89

1.82

1.52

1.49

1.49

1.37

1.32

1.29

Country

FR

DE

EE

ES

PL

LT

LV

CZ

UK

Expenditure (%)

1.25

1.22

1.11

1.07

1.04

1.03

1.00

0.93

0.84

Source: Eurostat. UOE data collection
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According to statistical data in 2008 the most part of GDP on higher education purposes were spended
Denmark and Norway ( 2.41% and 2.05%) and less than 1 % was spended United Kindom ( 0.84%) and
Czech Republic( 0.93%), Latvia government funds for HE consisted with 1% of GDP.
The issues of financial management of higher education institutions have been studied by such worldfamous financiers as Prowle, Morgan (2005), Barr, .McClellan (2011), Cekic (2010); Gibson, Spring
(2009). In order for higher education institutions to be able to evaluate their positions of achieving their
strategic targets and implementing their mission, a group of such authors as F.Tahey, R Salluzzo, F.Prager,
L.Mezzina, C.Cowen (2010) in collaboration with company KPMG have developed suggestions for financial
analysis of higher education institutions. According to the authors’ advice, overall financial position of HEI
should be evaluated on the basis of the key indicators (see Figure 1).
Is the HEI stable enough?

Financial
flexibility in
short-term?

Primary Reserve
Ratio

Financial
flexibility in
long-term?

Viability Ratio

• Liabilities
• Interest coverage
ratio
• .....

Return on
capital and
performance?

Operational
efficiency?

Net Operating
Revenues Ratio

Return on Net
Assets Ratio

• Fixed assets
recovery ratio
• Age of the fixed
assets
• .....

•
•
•
•

Level of income
Revenue analysis
Cost analysis
.....

Figure 1. Interrelationship of the HEI financial rates for evaluating financial position
Source: devised by the authors

As the figure suggests, the primary task is to find out if the liquidity of the HEI is sufficient, because if
the HEI is not able to provide its operational activities, analysis of the rest of the ratios becomes
insignificant. After determining liquidity, the rest of the matters regarding evaluation of overall financial
position of the HEI are determined:
• Primary Reserve Ratio allows to evaluate if resources of the HEI are sufficient to support the mission
of the higher education institution;
• Viability Ratio indicates if the financial resources are managed strategically, and if the mission of the
HEI is promoted;
• Return on Net Assets Ratio indicates if expenditure and management of assets comply with strategic
directions of the HEI;
• Net Operating Revenues Ratio allows to evaluate if the results of operational activity indicate HEI’s
capability to survive with the resources available.
In addition to the four key indicators mentioned above, the HEI is able to perform detailed analysis of
other ratios on its own discretion, what would provide more grounded decision making in processes of
financial planning, calculating actual cost and prices, and other stages.
Net current assets of the HEI will be the assets available to “spend” in order to provide activity of the
higher education institution. In order to ascertain if the amount is sufficient, it is divided by the total costs of
the HEI (see Formula 1).
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Net current assets
Total costs

(1)

, where

Net current assets – current assets minus short-term liabilities.
Total costs – all the costs included in the profit and loss account minus loss from elimination of longterm investments.
Operating liquidity can be used in order to determine, for how long will the HEI be able to operate with
the net current assets available at the moment in order to provide its activity in the same level as previous
year, without relying on additional net assets created by operational activity.
When considering the dynamics of the operating liquidity, it should be evaluated, if net current assets
have increased in at least equal proportion to the increase of total costs, thus sufficient amount of net assets
are provided for situations when increase of costs arise (without increase of activity). Negative ratio or
descending tendency confirms week financial position of the HEI. In the case of rapid decrease of operating
liquidity strategic initiatives regarding amount of the manageable activities should be overviewed, and
reducing them should be considered (especially of those related to capital expenditure). Also the budget level
can be limited.
Operating liquidity can also be expressed in numbers as a time period. A time period in which the HEI is
able to secure its activity with existent net current assets. In case of need the HEI should be able to make
changes to stabilize its financial activity within this time period. For example, if operating liquidity equals
0.5, it means that the HEI will be able to operate at the former capacity for approximately 6 months (50% of
12 months). The higher the ratio, the more flexibly will the HEI be able to organize its operational activities
(make changes, adapt). Low ratio, for its part, should not be considered as critical, if significant investments
in fixed assets (or in intangible assets) have been made recently, and further an increase of primary reserve
standard is planned.
Net current assets can be examined also in relation to investment activities of the HEI. In order to
encourage the mission of the HEI and to achieve the long-term goals, the HEI can make a decision about
necessity for long-term liabilities in order to implement some particular projects. Usually purchasing fixed
assets or intangible assets, or significantly improving them is planned within such projects. By determining
the amount of net current assets which is funded with long-term liabilities (related to implementing longterm projects), a general concept can be obtained of which are the sources the HEI’s operational activities are
financed from. By decrease of funding from equity capital, flexibility of operational activities can be affected
significantly, therefore this ratio is called the viability ratio of the HEI and it is expressed by the Formula 2.
Viability Ratio =

Net current assets
Long- term debts

( 2)

The correlation of the formula’s numerator and denominator 1:1 (Tahey, 2010) suggests that on the date
of the balance sheet there are enough net current assets to cover the borrowings related to purchasing longterm investments or renewal of them. However, such correlation should not be considered as optimal ratio
for all the institutions of higher education. HEI can operate successfully also if long-term liquidity rate is
lower than 1, however, in this case flexibility of operational activities is more limited. Viability ratio of a
particular HEI can be inconsistent in dynamics, because the denominator of the Formula 2 is the sum of
long-term liabilities, which is larger in the beginning of a project, but it tends to decrease over the further
years. Financial specialists suggest that 1.25 could be considered as the average viability ratio of HEI.
However, each HEI should determine the acceptable level of long-term liquidity of its own, on the basis of
the strategic targets set. Analysis of long-term liquidity should always be performed by considering it in
coordination with operating liquidity. For example, if the amount of long-term liabilities within net current
assets is small (in this case long-term liquidity rate is high), then operating liquidity is more significant ratio
and decision making should be based on the changes of the ratio.
In order to evaluate to what degree funding HEI depends on credits received for long-term development
(for developing the basis of fixed assets) and how does it affect total cost of HEI, Debt Burden Ratio is
calculated with the Formula 3.

117

Journal of Business Management, 2012, No.6

Debt Burden Ratio =

ISSN 1691-5348

Current period debt services
Total costs – fixed asset depreciation + repayable part of
principal debt within the year of account

(3)

, where

Current period debt services – repayable part of principal debt and interest within the accounting period.
There is no strict allowable limit determined for debt burden ratio. This ratio should be evaluated within
dynamics and in coordination with other ratios (like Primary Reserve Ratio) and strategic targets of each
particular HEI. If the tendency of debt burden is decreasing, it means that the HEI is able to successfully
absorb the debt costs and it is not necessary to use funds provided for other goals to cover such costs.
Increasing tendency formally means the opposite, which can not always be considered as a bad thing,
because a HEI with a sufficiently high operating liquidity rate (more flexible possibilities of operational
activities) can afford to maintain higher debt burden. Increasing tendency will be characteristic also if there
are significant activities planned in the strategy of the HEI for renewing fixed assets. Low debt burden ratio,
on the other hand, in certain situations will not be necessarily considered positive, for example, under
conditions of insufficient funding, without developing infrastructure of HEI and without attracting additional
funding in a form of credit, there can occur problems with attracting students in future.
Debt Service Coverage Ratio which is calculated by the Formula 4 allows to determine, if HEI’s revenue
flow is sufficient to cover the debt burden.

Debt Service Coverage Ratio =

Adjusted changes in net assets
Current period debt services

(4)

, where

Adjusted changes in net assets – revenue excess over costs from basic activity, and increasing it by
calculated depreciation of long-term investment in the year of account and by interest.
The higher the debt service coverage ratio, the more secure the HEI can feel about its capability to meet
the liabilities even then, if decrease of the budget would be expected. Under inconsistent conditions when
significant changes of net assets occur during following years of account, it would be preferable to use
average Debt Service Coverage Ratio of two previous years, thus overall tendency of ratio changes would
become apparent.
Analysis of the use of assets has to provide the answer, whether the use and the management of assets
have been sufficient in order to support strategic goals of the HEI. Increasing tendency of net assets suggests
that the HEI is capable of generating additional funding source for further development. By calculating
Return on Net Assets Ratio (Formula 5) it is possible to analyze if the increase has been sufficient.
Return on Net Assets Ratio =

Current period changes in net assets
Total net assets

x 100

(5)

For each HEI the threshold of return on net assets ratio will be different, because missions and strategic
goals of higher education institutions vary. Return on net assets has to be evaluated in dynamics, because, if
strategic goals of a HEI include developing new activity (for example, new program of studies), then the
particular HEI has to set higher demands for return on net assets ratio. Decrease of return on net assets ratio,
on its part, also is an acceptable tendency, if only it does not restrict implementation of the HEI’s mission.
By making decision about the achievable level of return on net assets, also the possible impact caused by
external economic conditions (inflation, changes in fiscal policy, etc.) has to be taken into consideration.
This means that both real and nominal return on net assets ratios have to be evaluated, in order to observe the
impact caused by inflation. Due to changes in corporate income tax policy starting 2013, higher education
institutions founded by Latvia’s government will be under the necessity of reassessing the acceptable
threshold of return on net assets ratio, because with the ending of the transition period (until 2013) higher
education institutions founded by government also will have to pay corporate income tax for the revenue
excess over costs from providing paid services. Thus the expected revenue excess could decrease by
approximately 15%.
When managing assets of HEI it is important to consider the peculiarity that majority of higher education
institutions are capitalintensive, since they require significant amounts of financial and material assets in
order to provide services of good quality.
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Therefore it is important to ascertain if sufficient resumption of tangible assets (capital assets – buildings,
equipment, computer equipment, etc.) is happening in the HEI, by calculating Fixed assets reinvestment
ratio:
Fixed assets reinvestment ratio =

Fixed assets Expenditures
Current period depreciation

( 6)

Correlation above 1:1 in the Formula 6 displays increase of tangible assets, however, the increase has to
be evaluated in a complex manner, ie., if at the same time increase of budget and operational activity volume
occurs. Correlation below 1:1 suggests that investment in capital assets by the HEI is postponed. In cases
like these it is helpful to clarify the average age of capital assets:
Age of fixed assets ratio =

Accumulated depreciation
Current period depreciation

(7)

Within the industry of higher education the acceptable average age of capital assets of higher education
institutions related to science is up to 10 years. Lower average age of capital assets indicates that the HEI
recently has made an investment in capital assets, and that it has not been done at the expense of funding
necessary for other strategically important activities. The average age of capital assets only indicates to what
degree the resumption is managed by the HEI, however, it does not indicate the necessary funding amount.
In order to acquire such information, it would be necessary to determine depreciated substitution costs of
each capital asset, which requires additional input of work, and not always it is preferable to do that in order
to clarify the tendencies.
Revenue excess over costs of the accounting period develops positive contribution to net assets of the
HEI and vice versa – net assets are reduced by shortage. From this point of view, the HEI should strive to
generate as high revenue excess over costs as possible, however, due to various considerations, including
historical and socially political, it is not easy for the HEI to determine the preferable amount of the excess,
because higher education institutions founded by the government basically are supposed to operate as
nonprofit organizations. However, if the target selected by the HEI is to operate with invariable net asset, and
it is planned to fully absorb the budget revenue share with costs, then an “airbag” for compensating possible
budget deficit of the further periods is not established, as well as there is no reserve necessary for future
development. For comparative evaluation of revenue of accounting period Net Operating Revenues Ratio is
calculated:
Net unrestricted operating revenues
x 100
Net Operating Revenues Ratio =
(8)
Total unrestricted operating revenues
The higher the profitability of net operating revenues, the more significantly net assets of the HEI
increase, which makes a positive impact on Primary Reserve Ratio, Viability Ratio, Return on Net Assets
Ratio. The minimal acceptable limit is determined by each HEI individually, by evaluating ratio changes
over the years. For example, if during development of the operating budget expenditure of the budget is
planned to be with limitations (to a definite percentage of planned income), then the minimal profitability
level of Net Operating Revenues could be within limits from 2% to 4%. Thus it is planned that yet in
addition to planned reserves also net assets would increase by several percentage. If the reserves are not
planned, then the minimal profitability of Net Operating Revenues should be higher than 4%. If profitability
of Net Operating Revenues is negative and that is not a comprehensive tendency, then the situation also
should be supported in cases when it is required by the strategic targets of the HEI.

3. COMPOSITE FINANCIAL INDEX
In order to evaluate overall financial position of HEI, a good solution is to merge the following four
ratios – Primary Reserve Ratio, Viability Ratio, Return on Net Assets Ratio and Net Operating Revenues
Ratio – into one ratio – Composite Financial Index (CFI). By determining the lowest allowable limits and
optimum rates of each separate ratio, an overall statement regarding correspondence between financial
position of the HEI and capability to achieve its strategic targets and implement the mission is developed. In
order to calculate CFI, the following actions have to be performed:
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•

Calculating Primary Reserve Ratio, Viability Ratio, Return on Net Assets Ratio and Net Operating
Revenues Ratio;
• Establishing strength scale of each ratio, by determining their minimal and optimum limits, which
have to be included within united value scale from 1 to 10;
• Determining weight (materiality level) of each ratio expressed as a percentage from total index;
• Summing the Primary Reserve Ratio, Viability Ratio, Return on Net Assets Ratio and Net Operating
Revenues Ratio, that are adjusted by strength and weight, and thus CFI is obtained.
Indicators to help determining if financial position of the HEI is in correspondence with ability to
achieve its strategic targets and implement the mission can be developed and established in order to develop
the united value scale. The scale could be useful to higher education institutions of Latvia as well (see
Figure 2).

Scale of financial positions
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Figure 2 Interrelationships between the rating of HEI’s financial possibilities and the united value scale
Source: Tahey (2010)
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The united value scale is developed as a system of ten grades, where the value 1 represents a weak
financial position of the HEI, while the value 10 – a stable financial position based on implementing the
mission.
Further on the values of Primary Reserve Ratio, Viability Ratio, Return on Net Assets Ratio un Net
Operating Revenues Ratio are determined, which are adjusted to the united value scale. In order to determine
that, the following considerations should be made:
• What would the critical time period be, in which the HEI would be able to provide covering its costs
with net assets available immediately;
• What profitability ratios can not be considered sufficient anymore, in order to compensate the
increase of costs and to build up reserves;
• What liability ratio should be considered as critical.
According to the opinion of financial analysts (7), critical ratio limits (ratio strength) complying with the
value 1 of the united value scale, as regards the sector of higher education, are following:
• Primary Reserve Ratio 0.133;
• Net Operating Revenues Ratio 1.3%;
• Return on Net Assets Ratio 2%;
• Viability Ratio 0.417.
Overall the numeral values mentioned above reflect the following situation: available operating resources
of the HEI are sufficient for 48 days, however, return on basic activity (1.3%) and return on net assets (2%)
with debt burden exceeding available operating resources 2.4 times, indicate insufficient capability of the
HEI to secure itself against increasing cost tendency and to supplement the level of reserves within the
structure of net assets.
Determination of ratio materiality level weighs out the significance of each ratio within overall CFI.
Assuming that HEI operates for the interests of whole society, a bigger importance should be given to the
ratios related to maintenance of possible activity, while less – to the ratios affected by results of operational
activity of one accountable year. Having regard of the above mentioned, significance is divided as follows:
Primary Reserve Ratio – 35%; Viability Ratio – 35%; Return on Net Assets Ratio – 20% and Net Operating
Revenues Ratio – 10%. HEI has to maintain the proportion constant, otherwise the information gathered
through the years will not be mutually comparable.
Merging results into united index is based on the determined critical limits (ratio strength) of particular
ratios and the significance of the ratios (ratio weight). The procedure of calculating CFI is displayed in
Table 1.
Table 3
Procedure of calculating the Composite Financial Index
HEI ratio
Primary Reserve Ratio (PRR)
Net Operating Revenues Ratio (NORR)
Return on Net Assets Ratio (RNAR)
Viability Ratio (VR)
HEI Composite Financial Index

Rating of ratio
PRR / 0.133 x 0.35
NORR / 1.3% x 0.1
RNAR / 2% x 0.2
VR / 0.417 x 0.35
Sum of ratings

Source: worked out by the authors

Hence, CFI of HEI forms as a sum of separate component ratings, which, on their part, are acquired by
applying the appropriate factor of strength and weight. Further on, HEI is able to use the information
displayed in Figure 2, in order to evaluate its positions within overall system of financial stability rating.
For more foreseeable analysis of CFI result changes, it is convenient to use a radial diagram, which is
suited for graphic illustration of the ratios that are not mutually comparable in direct manner, but there is a
definite correlation between them. Thus, Return on Net Assets Ratio and Net Operating Revenues Ratio
must be placed on the X axis, while Primary Reserve Ratio and Viability Ratio – on the Y axis (see Fig. 3).
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Figure 3 Placement of financial ratios within radial diagram
Source: Tahey (2010)

According to Figure 3, intersection of the X and Y axis complies with the critical limit of the financial
position of the HEI. Lines connecting the value 3 of the X and Y axis outline the limit of a stable financial
position, while lines complying with value 10 of the X and Y axis outline a situation fully suitable for
meeting the needs of implementing the mission of the HEI. If the values of the calculated ratios exceed the
marginal limits (-4 and 10), then in diagram they are reduced to values -4 and 10 accordingly. Thereby the
graphic illustration displays, how a weaker performance of one ratio can possibly be compensated by high
performance of the correlating ratio. The diagram can serve as additional information source for the purpose
of interpreting CFI, because it gives recapitulative insight of how financial management of the HEI has been
integrated with strategic targets of the HEI to implement the mission.

4. COMPOSITE FINANCIAL INDEX AND IT ANALYSIS AT HEI X
As an empirical example the description of HEI X (one of the modern private Latvian higher education
institution ) and its specificity is given. HEI X implements the programs in social sciences, commerce and
law, where competition between both publicly funded and private HEI is very strong in Latvia.
HEI X main activity is the implementation of study programs, and within the study period it offered to
acquire the first level, bachelor's and master's degree programs, 60% of these programs provide acquisition
of degree within periods less than 3 years.
Table 4
The dynamic of number of social sciences student number in Latvia and HEI X
Indicator

2008./2009.

2009./2010.

2010./2011.

The total number of students

125360

112568

103782

Number of the social sciences students

66308

56184

48614

53%

50%

47%

6.25%

6.21%

6.22%

% Of total
Number of students at HEI X, as % of
the soc. sciences students

Source: devised by the authors

As shown in Table 4, the number of social science students (group “social sciences, commerce and law”)
continuously decreases, still, the demand for studies in these fields is the highest in Latvia. HEI X students
share in these studies during the analyzed period firmly occupy 6.2% of social science students.Number of
academics and structure during the period from 2008 to 2010 in HEI X has not changed significantly.
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Academic staff with a PhD within the same period was 21% of the total number of academic staff and it
matches the required level set by Law on Higher Education Institutions.
During this period on average 95 HEI X students each year in the education exchange programs studied
in 20 European universities, and 35 foreign lecturers have provided study courses at the HEI.
The main source of funding of HEI X is own revenues. In 2008 they reached 87% of total university
funding, but in 2010 the revenue share of funding has dropped to 83% thus increasing the share of EU
funding up to 17%.
HEI X used the analysis of projected revenues and expenditures comparing them with the respective
actual indicators, thereby obtaining information on the displacement volume of individual revenue and
expenditure items, as well as information on the actual cash inflows and the adequacy of the actual costs.
In accordance with the HEI X data during the analyzed period there is no long-term liabilities in HEI
balance sheet, so there is no need to calculate the long-term liquidity.
Primary Reserve Ratio of HEI X in 2008th was negative, but already in 2009 it provides a positive result
and in 2010 reaches the value of 0.14 indicating HEI X capability to ensure its operation with existing net
working capital for 1.7 months without additional funds received from operating activities.
Net operating revenues ratio is HEI operational output indicator, similar to the Primary Reserve Ratio of the
research period, exhibits the lowest value in 2008 decreasing to 4%. It can be concluded that the decrease in
profitability is due to the expenditure increase (12%) compared to the rate of revenue increase (2.7%). In the
period 2009- 2010 when shortages (both a reduction in the number of employees by 42% and their salaries)
were made and HEI reserved fund was created. The Net Operating Revenue was already 17% compared to
the company KPMG's recommendations (2 -4% when the HEI budget creates a reserve fund), it is a high
indicator.
Table 5
HEI X Composite Financial Index during the period from 2008 to 2010
Composite Financial Index, 2008.
Financial ratio

Indicator
Strength

Indicator

Indicator
Weight

CFI
reiting

Primary Reserve Ratio

-0.09

/ 0.133

x 0.55

-0.38

Net Operating Revenues Ratio

-0.04

/ 0.013

x 0.15

-0.51

Return on Net Assets Ratio

-0.08

/ 0.02

x 0.30

-1.22

---

---

Viability Ratio

---

---

Result (CFI) = -2.1
Composite Financial Index, 2009
Financial ratio

Indicator

Indicator
Strength

Indicator
Weight

CFI
reitings

Primary Reserve Ratio

0.04

/ 0.133

x 0.55

0.15

Net Operating Revenues Ratio

0.11

/ 0.013

x 0.15

1.26

Return on Net Assets Ratio

0.34

/ 0.02

x 0.30

5.13

---

---

Viability Ratio

---

---

Result (CFI) = 6.5
Composite Financial Index, 2010
Financial ratio

Indicator
Strength

Indicator

Indicator
Weight

CFI
reitings

Primary Reserve Ratio

0.14

/ 0.133

x 0.55

0.60

Net Operating Revenues Ratio

0.17

/ 0.013

x 0.15

1.92

Return on Net Assets Ratio

0.34

/ 0.02

x 0.30

5.08

---

---

Viability Ratio

---

---

Result (CFI) = 7.6
Source: devised by the authors
123

Journal of Business Management, 2012, No.6

ISSN 1691-5348

Integrated Financial Index (CFI) results of the calculation are summarized in Table 5.
As can be seen from table 3.11., the result of the calculation, HEI X Composite Financial Index was
negative in 2008 and during the period from 2008 to 2010 it increased significantly.
Figure 4 shows that there are low level of liquidity (Primary Reserve Ratio) as well as high level of
profitability (Net Operating Revenues Ratio, Return on Net Assets Ratio) at HEI X . Similar financial
position is related in others Latvian HEIs.

Figure 4 The dynamic of HEI X Composite Financial Index ratios
Source: worked out by the authors

The authors believes that composite Financial Index estimation and connected financial ratios calculation
and evaluation give possibilities to collect comprehensive information about HEI X activities and the
financial results and compliance with HEI X strategic goal and make management decisions based on HEI
X stable financial position in accordance with HEI X mission.

5. CONCLUSIONS
1. On the basis of the mission defined and strategic targets set higher education institutions determine
financial management strategy, where financial prognostication and planning is performed within. The
system of prognostication and planning and the aggregate of the methods used depend on possibilities of
attracting funding sources, organizational system of the HEI and organizational culture.
2. During the process of financial planning the results gained have to be analyzed by using appropriate
(describing activity of the HEI) financial ratios, that allow to make conclusions both on acceptability and
consistency of the results gained regarding the strategic targets of the particular HEI, as well as on strengths
and weaknesses of the methods used and overall planning system.
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3. In order to evaluate the overall performance of financial activity, analysis of various financial ratios
calculated should be applied in interconnection and dynamics, because the strategy and the mission of the
HEI can be achieved and implemented in long-term.
4. Information about correspondence between financial position of the HEI and its strategic targets is
acquired through implementing the method of determining Composite Financial Index. Analysis of the ratios
forming it allows to explain the causes of changes of financial position and to analyze the results of the
budget execution. Implementing the method is related to evaluation and improvement of strategic financial
planning and budget system, thus encouraging improvement of financial activity results of the HEI, as well
as enabling more precise evaluation of financial position.
5. Composite Financial Index system implementation in Latvian higher education institutions and
relevant calculation and its explanation could obtain significant information about current HEI financial
position and show its improvement possibilities in accordance with HEI strategy.
6. The process of implementation of Composite financial index system in Latvian higher education
institutions consists of two steps:
a. To compose the single scale of values characterizing financial position according to the strategy
of the institution of higher education.
b. To define standards for ratios of Composite Financial Index according to the specifics of the
institution of higher education.
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Abstract
The bank capital adequacy management problems have always been topical for each commercial bank and for
banks supervisory institutions. After-effects of the financial crises have encouraged strengthening of capital adequacy
requirements and therefore supporting the reasonable risk level. Basel Committee on Banking Supervision adopted a
range of guidelines, which promote raising of bank stability and safety, stressing the importance of own capital as risk
coverage.
The aim of the research is determination of factors influencing bank own capital adequacy and assessment of
financial strength of capital of Latvian commercial banks. The subject of this research is Latvian commercial banks.
Official statistical data of the supervisory institution of Latvian commercial banks - the Financial and Capital Market
Commission - as well as financials statements of Latvian commercial banks have been used in this research. The
authors have used such research methods as comparison, factors analysis, ratio analysis, charts showing statistic
information and others.
As the result of investigation the authors have stated factors influencing bank own capital adequacy. The most
important of these factors is credit risk, which is specially analysed in this research. The obtained results allowed the
authors to make a range of conclusions, of which some are: in the period of financial crises Latvian commercial banks
were operating on the verge of capital adequacy, banks did not have sufficient buffer capital, due to substantial losses
during the period of crises capital adequacy was maintained only by the inflow of new share capital and subordinated
capital. The authors have provided several suggestions concerning the management of bank capital adequacy to
commercial banks.
Keywords: Capital adequacy, Risk adjusted assets, Credit risk, and Buffer capital.

1. INTRODUCTION
The problems of factors influencing the capital adequacy at commercial banks are always the focus of
attention from world banking community. First Capital Adequacy Accord (Basel I) was directed towards
restriction of credit risks. Basel II was issued, adding operational risk, as well as a supervisory review
process and disclosure requirements. Basel II also updated and expanded upon the credit risk weighting
scheme introduced in Basel I, not only to capture the risk in instruments and activities that had developed
since 1988, but also to allow banks to use their internal risk rating systems and approaches to measure credit
and operational risk for capital purposes (Hannoun, 2010). The new Capital Adequacy Accord (Basel III)
adopted in late 2010 is aimed at consolidation of banking system and toughening of requirements towards
capital structure at commercial banks. Under the Basel 3 agreement the minimum requirement for common
equity will be raised from the current 2% level to 4.5% after the application of stricter adjustments.
Implementation of new minimum requirement will begin in 2013. Banks will be required to meet the
following new minimum requirements in relation to risk-weighted assets (RWAs): 3.5% common
equity/RWAs; 4.5% Tier 1 capital/RWAs, and 8.0% total capital/RWAs. The minimum common equity and
Tier 1 capital requirements will be phased in between 1 January 2013 and 1 January 2015. On 1 January
2013, the minimum common equity requirement will rise from the current 2% level to 3.5%. The Tier 1
capital requirement will rise from 4% to 4.5%. On 1 January 2014, banks will have to meet a 4% minimum
common equity requirement and a Tier 1 requirement of 5.5%. On 1 January 2015, banks will have to meet
the 4.5% common equity and the 6% Tier 1 requirements. The total capital requirement remains at the
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existing level of 8.0% (BIS, 2010). Meanwhile, within January 2016 and January the banks will have to
create the capital conservation buffer.
A whole series of studies are dedicated to the influence of Basel requirements upon economics in general
and upon financial stability of banks.
For an example, G. Steven (Steven, 2009) asserts that one of the reasons for global financial crisis was
the inadequate bank capital. According to G. Steven, K. Davis notes the number of the deficiencies in the
capital adequacy regime, revealed by the global financial crisis (Davis, 2010). The authors fall into line with
K. Davis and consider that for Latvia were characteristic the following named by K. Davis deficiencies in the
capital adequacy regime:
• Risk weights based on historical experience over a relatively benign period are inadequate for risk
exposures in downturns;
• Valuations of complex financial assets can be problematic, particularly when markets are disrupted,
with adverse consequences for reliable measurement of capital;
• Collateralized financing created risks;
• Banks were unwilling to reduce cash distributions to equity and other investors for fear of signaling
weakness – even though this reduced their capital bases;
• The current Basel capital framework allows banks to operate with very low shareholders funds;
• Ratings provided by credit ratings agencies were not good signals of default risk.
Impact of Basel III reform upon long-term economic performance, as well as impact of the adoption of
countercyclical capital buffers on economic fluctuations was assessed by J. Schantz (Schantz, 2010). Studies
by Allen N. Berger (Berger, 2011), P.Angelini, P.Angelini (Angelini, 2011) are dedicated to the effect of
capital upon three dimensions of bank performance – survival, market share, and profitability – during
financial crises and in normal times.
Studies carried out by the Basel Committee demonstrated that an increase in the banking sector’s
common equity ratio from 7% to 8% reduced the probability of a banking crisis by at least 1 percentage
point. 1 percentage point reduction in the probability of a crisis in turn produces an expected annual GDP
benefit of between 0.2 and 0.6%. These are admittedly rough estimates, but it is clear that there are
substantial benefits associated with a better capitalized banking sector (BIS, 2011). The important conclusion
of studies by the Basel Committee that the higher capital and liquidity standards are likely to reduce not just
the probability, but also the severity of banking crises. The problems of bank capital drew attention also of
other authors but their studies were mainly associated with the influence of bank capital upon economics,
macroeconomic stability and activity of banks in the field of crediting while no studies were made as to what
factors and to what extent have impact upon bank capital. The aim of the research is determination of factors
influencing bank own capital adequacy and assessment of financial strength of capital of Latvian commercial
banks. The authors of the present paper assess the influence of factors upon the bank capital value, the
sources of capital formation and the readiness state of banks for creation of the capital buffer by example of
Latvian banks. Main tasks of the research: by means of regression analysis to identify, substantiate and
analyze factors influencing the capital adequacy at Latvian commercial banks; carry out the comparative
analysis of financial strength of capital of commercial banks.

2. REGRESSION ANALYSIS OF THE BANKS CAPITAL
Dynamics of bank capital adequacy at Latvian commercial banks demonstrates that in late 1990’s the
capital was not employed efficiently enough on the average throughout the system. Meanwhile, in pre-crises
period 2001 to 2008 the standard deviation of capital adequacy ratio was insignificant – 1.6%, banks worked
with small capital strength. Since within crisis period the commercial banks restricted their risky transactions,
also tightening their crediting policies, while carried out the absorption of losses at the expense increase in
equity capital, a slight growth in capital adequacy took place in banking system (see Figure 1).
What are those factors which determine the capitalization of Latvian banks? For purposes of regression
analysis the authors use data for the period since late 1995 (in 1995 Latvian Law on Credit Institutions was
adopted, which for the first time fixed on legislative level the necessity to estimate and control the bank
capital) till first quarter of 2011 with quarterly distribution. The modelling was carried out in SPSS statistical
program. The regression analysis was performed by stepwise method with bank capital adequacy ratio being
the independent variable (cap_adeq). To carry out the modeling by means of economic analysis, the
following indicators were selected:
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Annual inflation rate (infl);
Natural logarithm of gross domestic product (gdp);
Natural logarithm of assets Latvian commercial banks (size);
Natural logarithm of credit portfolio amount of commercial banks (cr_portf);
Natural logarithm of securities portfolio amount of commercial banks (sec_portf);
Natural logarithm of deposits amount at commercial banks (deposits);
Natural logarithm of subordinate debt of commercial banks (sub_debt);
Natural logarithm of net interbank position of commercial banks (interbank);
Ratio of credit provisions to gross credit portfolio (provisions).
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Figure 1. Development of bank capital adequacy at Latvian banks in 1995 to 2011/I, per cent.
Source: FCMC

The task of regression analysis is to confirm the hypothesis about influence of factors selected by
method of economic analysis upon value of bank capital. Now we perform Durbin-Watson test to check the
hypothesis on absence of autocorrelation of balances. Summarized results of regression analysis are
presented in Table 1.
Table 1
Model Summary
Model

R

R Square

Adjusted
R Square

1
2

0.842
0.933

0.710
0.870

0.705
0.866

Std. Error
of the
Estimate
6.1795
4.1690

DurbinWatson

1.868

2 models were obtained in the result of modeling, of which all demonstrate a high determination ratio.
Now consider each model individually and asses the significance of factors (see Table 2).
Table 2
Regression ratios of factors influencing the amount of bank capital
Model

Unstandardized Coefficients
B
Std.Error

Standardized
Coefficients
Beta

t

1(Constant)
cr_portf

109.324
-6.028

7.216
0.486

-0.842

15.151
12.406

2 (Constant)
cr_portf
sub_debt

91.589
-9.594
6.228

5.274
0.523
0.712

-1.341
0.639

17.367
18.332
8.742

Sig.

0.000
0.000

0.000
0.000
0.000
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0.000 p-values of all factors witness that the selected factors are statistically significant with probability
higher than 99.9%. The performed correlation analysis of factors influencing the result (see Table 3) showed
that the credit portfolio of commercial banks had the
the strongest correlation dependence with the result – the
bank capital adequacy ratio.
Table 3
Pearson correlation coefficients of factors influencing the amount of bank capital
cap_adeq
1
-0.842
0.406

cap_adeq
cred_portf
sub_debt

cred_portf
1
0.780

sub_debt

1

We choose second one of the two obtained models. This model describes 87% of variations in the capital
adequacy ratio of Latvian banks.. The results of dispersion analysis demonstrate that the model is statistically
significant with 99.9% probability.
Table 4
The analysis of variance ( ANOVA)
Model
Regression
Residual
Total

Sum
Squares
7205.007
1077.590
8282.596

of

df

Mean Square

2
62
64

3602.503
17.380

F

Sig.

207.273

0.000

Linear regression equation:
Cap_adeq = 91.589-9.594ln_cred+
9.594ln_cred+6.228ln_sub

(1)

3. THE ANALYSIS OF FACTORS INFLUENCING BANK CAPITAL
Thus, the capital of Latvian banks during the period 1995 - 2011 was sensitive towards variations in
credit portfolio which is logical since the loans are the risky investments while the growing risk stimulates
the growth in capital. During the crises period deterioration of credit portfolio and formation of provisions
reduces the profit of commercial banks and, consequently,
consequently, also their own capital. It should be noted that the
major part of own capital is directed just for coverage of credit risk (see Figure 2)

1%

10%

Credit risk
capital
requirements
89%

Market risk
capital
requirements

Figure 2. Capital requirements as to risk coverage at Latvian commercial banks in 2011
Source: FCMC

In Latvian banks about 90% of capital is allocated for coverage of credit risk, approximately 6% to 10%
- of operational risk and 1% to 3% - of market risk. Thus, credit risk is the determining one in capital
allocation.
What trends in variations if crediting
crediting amounts are observed in Latvian banking system? Within period
1995 to 2011 the least specific weight of credits in banks assets was registered in late 1995 (24.9%), the
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highest in late 2008 – 73.8%. Development of credit portfolio share in assets of banks
anks is shown in chart on
Figure 3.
100
80
60
40
20
0

Figure 3. Share of credit portfolio in assets of banks within1995 to 2011, percentage
Source: FCMC

Growth rates of credit portfolio within period 2002 to 2006 were average 40% per year while in 2004
and 2005 - 60% per year and 56% per year, respectively. The quality of a credit portfolio is determined by
presence of outstanding debts in the credit portfolio.
portfolio. Specific weight of outstanding debts in credit portfolio
within period of highest crediting activity of banks and during subsequent financial crisis are shown in chart
on Fig 4.
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Figure 4. Specific weight of outstanding debts in
credit portfolio within 2004 to 2011, percentage
Source: FCMC
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Figure 5. Changes in the share of banks own
capital in assets and in Specific weight of
provisions for outstanding debts in credit
portfolio during 2001 to 2011, percentage
Source: FCMC

It is evident from chart on Fig. 4 that the year 2008 became the start of problems in commercial banks
associated with outstanding credits. In accordance with requirements of supervisory body, the Financial and
Capital Market Commission (FCMC),
FCMC), the banks formed
formed bigger loan loss provisions which led to
considerable losses in banking industry.
industry. Year 2009 was most dramatic for Latvian commercial banks when
the amount of losses in banking sector of Latvia was 878 mln. LVL while the expenses for creation of
special
al provisions for credits reached 1.3 bln. LVL. Year 2010 also brought losses to Latvian banking
industry. Notwithstanding the total amount of losses in 2010 reduced to 364 mln. LVL, the expenses for
creation of provisions continued to grow having reached already 1.3 bln. LVL by the end of 2010 (FCMC).
To maintain the capital adequacy, banks were forced to increase their equity capital as the major component
of own capital. This interconnection is clearly seen in chart on Figure 5. In crisis times when losses reduce
the amount of own capital, its adequacy is maintained by infusions of new share capital (see Figure 6). The
chart marks out the crisis periods (impact of 1998 Russian crisis upon Latvian banks and 2008-2010 crisis)
during which share capital exceeded own capital, i.e. losses of the system were higher than other components
of capital.
The model demonstrated that second factor influencing the bank capital adequacy is subordinate debts.
Since the effective concord on capital adequacy implies that the subordinate debt is included in the second
level of own capital, the bank shareholders increased the stability of banks not only by investments into equity
capital but also by rising the subordinate debt. Historical amount of subordinate debt in Latvian banking
system did not exceed 3% of assets, but during period 2004 to 2010 the subordinate debt has grown by 5.8
times. In 2010 Basel III principles were approved which provided for improvement
improvement of own capital quality,
130

Journal of Business Management, 2012, No.6

ISSN 1691-5348

also at the expense of withdrawal of subordinate debt from capital structure. Latvian banks reacted
immediately and at the present time the subordinate debt are decreasing (see Figure 7).
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Figure 6. Specific weight of share capital within own capital in banking system during period
1995 to 2011, percentage
Source: FCMC
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Figure 7. Subordinated at Latvian banks in 1995 to 2011, thousand lats
Source: FCMC

4. ANALYSIS OF CAPITAL
COMMERCIAL BANKS

STRENGTH

BY

GROUPS

OF

LATVIAN

Equity capital of Latvian commercial banks is formed basing on participation of both residents and
nonresidents and the most shares (63%) belong to nonresidents of both European and Eastern countries
(Fig.8). In this view to identify the degree of readiness of Latvian banks for a transit to more rigid
requirements towards the capital and revelation of capital adequacy strength, the authors split all Latvian
commercial banks into 4 groups in accordance with the capital belonging criterion18:
Group 1 – banks established on private Latvian capital
Group 2 – banks established on European capital
Group 3 – banks established on Eastern capital
Group 4 – banks established on national state capital.
To assess the stability of commercial banks, the authors introduce the concept of a capital “strength
margin”, defining it as the excess of the actual capital level above minimum standard established by the
supervisory body. In the process of analysis of strength margin the authors are guided by a complete
fulfillment of requirements towards formation of capital buffer in accordance with Basel III (2.5%). As a
result of 10-year study it was found out that banks established on eastern capital are exposed to biggest
fluctuations of capital adequacy index. According to the bank’s data, the capital adequacy median varied
within 11.56% and 69.50% (Figure 9) which evidences that the activity of given group of banks strongly
depends on changes in external conditions and they become vulnerable in circumstances of economic
18

Criterion of capital belonging was chosen by the principle of more than 50% participation.

131

Journal of Business Management, 2012, No.6
No

ISSN 1691-5348

instability while in rise periods are not able to realize the potential being at their disposal and, as a result,
lose a part of profitability. Too excessive capital adequacy leads to inefficiency of its usage and also to
reduction of equity
quity return figures. Meanwhile, wide dispersion of value of this index is a symptom of
inconsistent development of eastern banks.
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Figure 8. Equity capital structure of Latvian
commercial banks in accordance with state belonging
as on 31.12.2011, percentage

Figure 9. Changes
hanges of capital adequacy of Latvian
commercial banks within 2001 and 2011,
percentage

Sourse: FCMC

Sourse: Annual Reports of Commercial Banks

Banks with European capital and private Latvian capital are featured by the least interval gap. Thus,
within the studied period the average value of capital adequacy at European banks was between 10.75% and
15.15%, and at Latvian private banks - within 13.32%
32% and 21.55%. This fact witnesses a good enough
progress of banks in these groups, their skill to rationally use resources at their disposal and withstand
economic shocks. It should be as well noted that the group of banks established on national state capital
c
continuously maintain capital adequacy on proper stable level. Average range of index fluctuations is within
10% to 17%. However, the exclusion was year 2008 when in view of financial problems occurred in activity
of one of biggest private Latvian banks,
anks, the State made decision on its takeover. Under these circumstances a
private Latvian bank (JSC
JSC Parex banka) came over into the group of national banks with bad indexes (capital
(
adequacy level of Parex banka as at the end of 2008 was 6% at minimum norm
norm of 8%). It made adverse
impact on the whole banking system of Latvia and led to a certain distortion of information on the group of
national banks. As a result, in 2008 the average capital adequacy index of national banks was the least:
6.35% (Figure 9, Appendix 4). Despite the problems occurred in Latvian banking sector during the crisis, the
system of commercial banks in general is stable and has a good capital adequacy strength margin.
Commercial banks established on Latvian capital already today have the capital adequacy strength margin on
7% level. Within the analyzed period 2001 to 2011 they had the capital adequacy strength margin on the
level 5% to 13.5% (Appendix 1). Commercial banks working on European capital and being the subsidiaries
of big European financial structures also have a sufficient stability margin of capital base which presently is
assessed as 5%. Capital strength margin in this group of banks is within 2.75% and 7.15% (Appendix 2).
Lower but still sufficient capital strength margin in European group of banks is explained by the fact that
these banks utilize their capital more rationally which allows them being more efficient and successful on
financial market. Besides, the sign of stable development of these banks is the maintenance of constant level
of capital adequacy during the 10-year
year analyzed period. Within period 2001 to 2011 the average interval gap
in capital adequacy index of this group of banks was only 4.5%. Third group of banks working on eastern
capital also has a good capital strength margin (in 2010 its level was 6%). However, during the analyzed 1010
year period the strength margin of these banks was not featured by stability. Along with wide range of
fluctuations of capital adequacy index, its strength
str
margin during this 10-year
year period varied over the eastern
group of banks within 3.5% to 61.5% (Appendix 3). The essential increasing of capital adequacy (28.62%)
and its strength margin (20.62%) in commercial banks, established on eastern capital in 2011 is explained by
following: in the middle of 2010 new commercial bank JSC “Rigensis” started its activity and implemented
very conservation policy. This led to a certain distortion of information about capital strength margin in
banks established on eastern
stern capital (Appendix 3). Capital adequacy strength margin in banks established on
Latvian national capital in 2011 was 6.3%. Interval value of capital strength margin at national banks in
development during the period 2001 to 2011 is within 2% and 9% (Appendix
(Appendix 4). Negative value of capital
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strength margin in 2008 for the group of national banks (-1.65%) is explained by inclusion therein of
problematic JSC Parex banka. Not counting JSC Parex banka, the capital adequacy strength margin for
national banks in 2008 was 1.4%.
To assess the readiness state of Latvian commercial banks to meet the additional requirements towards
capital, such indicators were estimated in their dynamic development as the ratio of 1st level capital (Tier 1)
to risk-weighted assets (T1С/RWA)
С/RWA) and the ratio of aggregate capital to risk-weighted
weighted assets (TC/RWA).
The results of calculations show that Latvian banking system in general is stable and ready to withstand strict
standardss of Basel Committee (Appendix 1-4).
1
At the same time, analysis
alysis of situation in each bank revealed
that particular banks within historical period (2001 thru 2011) not always reached the new requirements
towards capital. Thus, if Basel III requirements were implemented already in 2009, then 2 banks among the
group of eastern banks could not meet them in full extent. If Basel III requirements were implemented in
2008, the one representative of European banks group would face problems. But if said requirements had to
be met by 2007, then 2 of European group banks could not meet them in full extent. In 2006 one European
bank could not completely meet Basel III requirements, and in 2005 – 2 representative of European banks
group. The reason why certain strong European banks would not be capable to meet Basel III requirements
within period 2005 thru 2007 was rapid growth in amounts of crediting which entailed increasing credit risk
in these banks.. It should be noted that the major factors influencing the changes in indexes T1C/RWA and
TC/RWA are the capital structure and the amount of risky assets.
assets Capital structure of Latvian commercial
banks by their groups is shown on Figures
Figure 10-13.
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Figure 10. Capital structure of banks established on
private Latvian capital in 2001-2011,
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Figure 11. Capital structure of banks established on
European capital in 2001-2011,
2001
percentage
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As evident from presented data, the biggest share in aggregate capital of banks is occupied by equity
(principal paid-up) capital. Latvian banks also actively replenish their capital at the expense on internal
sources, and namely, for account of profit accumulation. Big share of undistributed profit in aggregate
capital
al was held by banks established on private Latvian capital (Figure 10). Banks with European capital
and national state capital gave more preference to the increase in equity capital (Figures
ures 11, 13). At the same
time, these banks, assuming a high credit risk
risk during the active growth period which led to overheated
economics and its subsequent downfall, had suffered serious losses that made negative impact upon their
own capital, which is especially clearly observed in 2009 and 2010. As a result, in order to retain their
stability, the banks had to increase their capital at the expense of emission and placement of shares. Banks
with eastern capital also employ both external and internal sources of formation of aggregate capital (Figure
12). The share of reserve capital in Latvian commercial banks is comparatively small. As a positive trend
in activity of all Latvian commercial banks should note that in 2009-2010,
2010, overcoming the crisis
consequences, they have considerably increased the amount and share of equity
equit capital which led them to the
state of proper readiness to meet the new
ne Basel framework requirements.
Another factor having impact upon T1C/RWA and TC/RWA is the amount of risky assets. In order to
analyze the influence of this factor, the authors studied the development of share of risky assets in total
amount of bank assets with the use of comparison method (Figure
(
14).
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Figure 14. Development of changes in risky assets share in total amount of bank assets,
by groups of Latvian commercial banks, 2001 through 2011, percentage
Source: Annual Reports of Commercial Banks

As evident from presented chart, within period 2001 to 2007 the highest risks were assumed by banks
established on national state capital. During the same period, European and eastern banks worked with
comparatively lower risk. At the same time, European banks as well as private Latvian banks within period
2004 to 2007 rapidly increased the share of risky
risk operations while eastern banks were featured by uncertainty
in the sphere of risk assumption and banks established on national state capital during this period started
implementing the policy of credit risk restriction, apparently having foreseen the oncoming
onc
economic
overheating. Notably that in the middle of 2007 (the very peak of growth) three groups of commercial banks
(national, private Latvian and European) had the same risk level: their share of risky assets in total amount of
aggregate assets was 70%. Thus, the investigation has shown that banks working on Latvian national capital
have the biggest capital adequacy strength margin while banks working on eastern capital have the least
strength margin.

5. CONCLUSIONS
As a result of the given research the authors has arrived to the following conclusions:
1. In pre-crises
crises period 2001 to 2008 banks worked with small capital strength. Since within crisis period
the commercial banks restricted their risky transactions, also tightening their crediting policies,
policies while carried
out the absorption of losses at the expense increase in equity capital.
2. Key factors, influencing on capital of Latvian commercial banks are provisions for outstanding debts
and amount of banks assets, both factors are statistically significant.
3. 2008 became the start of problems in commercial banks associated with outstanding credits. The
amount of losses in banking sector of Latvia in year 2009 was 878 mln. LVL, year 2010 also brought losses
364 mln. LVL to Latvian banking industry. To maintain the capital adequacy, banks were forced to increase
their equity capital as the major component of own capital.
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4. In crisis times (impact of 1998 Russian crisis upon Latvian banks and 2008-2010 crisis), when share
capital exceeded own capital, i.e. losses of the system were higher than other components of capital.
5. As a rule amount of subordinate debt in Latvian banking system did not exceed 3% of assets, but
during period 2008 to 2010 the subordinate debt has grown by 5.8 times, and presently subordinated debts
are decreasing.
6. Capital adequacy of Latvian commercial banks full correspond Basel requirements.
7. The system of Latvian commercial banks in general is stable and has a good capital adequacy
strength margin. Commercial banks established on Latvian capital already today have the capital adequacy
strength margin on 8% level. Commercial banks working on European capital as well as banks established
on Latvian national capital have a sufficient stability margin of capital base which presently is assessed as 4 5%. Banks working on national state capital has a good capital strength margin that presently is on the level
of 6%.
8. Estimate of new capital indicators T1C/RWA and TC/RWA showed that most banks were ready to
observe them already in the period 2001 to 2011. Still, some Latvian commercial banks also presently are
facing problems with observation of new standards, their strength margin according to new indicators
T1C/RWA and TC/RWA is either on the limiting level or does not exist at all. But since the new normative
requirements will be introduced gradually during the period 2013 to 2019, these banks will have enough time
to get prepared for meeting said requirements.
9. Capital structure of Latvian commercial banks has been considerably improved by now; banks are
trying to restore a stable capital structure reducing the share of losses through the increase in equity capital.

6. RECOMMENDATIONS
Basing on obtained conclusions, the authors propose to commercial banks:
1. Ensure continuous control and monitoring of capital adequacy and changes in new indicators of
capital CET1/RWA, T1C/RWA, TC/RWA; review the capital management policy not rarer than
once a year;
2. Estimate the capital demand of banks in stress situations;
3. Timely reveal reasons and factors having impact upon changes in capital indicators;
4. Continuously search for possibilities to increase equity capital through emission of shares.
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Appendix 1

Capital “strength margin” in commercial banks, established on Latvian private capital
2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

Capital adequacy (actual)

21.55%

18.56%

13.14%

15.60%

13.99%

14.85%

14.04%

13.32%

15.76%

14.69%

16.79%

Strength margin of capital adequacy

13.55%

10.56%

5.14%

7.60%

5.99%

6.85%

6.04%

5.32%

7.76%

6.69%

8.79%

Ratios
Capital adequacy (minimum norm)

T1С/RWA (minimum norm)

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

15.89%

14.66%

14.54%

13.65%

12.76%

12.27%

11.09%

13.56%

15.99%

13.76%

13.71%

Strength margin of ratio T1С/RWA

9.89%

8.66%

8.54%

7.65%

6.76%

6.27%

5.09%

7.56%

9.99%

7.76%

7.71%

TC/RWA (minimum norm)

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

T1С/RWA (actual)

TC/RWA (actual)

16.03%

15.12%

15.20%

14.62%

13.47%

12.89%

12.17%

15.78%

17.01%

15.51%

17.32%

Strength margin of ratio TC/RWA

8.03%

7.12%

7.20%

6.62%

5.47%

4.89%

4.17%

7.78%

9.01%

7.51%

9.32%

TC/RWA + buffer (minimum norm)

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

5.53%

4.62%

4.70%

4.12%

2.97%

2.39%

1.67%

5.28%

6.51%

5.01%

6.82%

Strength margin TC/RWA + buffer

Appendix 2
Capital “strength margin” in commercial banks, established on European capital
2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

15.15%

13.05%

11.45%

12.80%

10.75%

10.79%

11.60%

11.23%

12.83%

12.87%

12.53%

Strength margin of capital adequacy

7.15%

5.05%

3.45%

4.80%

2.75%

2.79%

3.60%

3.23%

4.83%

4.87%

4.53%

T1С/RWA (minimum norm)

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

13.64%

14.01%

12.14%

12.24%

9.25%

8.93%

10.56%

12.68%

11.64%

12.07%

15.79%

7.64%

8.01%

6.14%

6.24%

3.25%

2.93%

4.56%

6.68%

5.64%

6.07%

9.79%

Ratios
Capital adequacy (minimum norm)
Capital adequacy (actual)

T1С/RWA (actual)
Strength margin of ratio T1С/RWA
TC/RWA (minimum norm)

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

16.74%

15.28%

12.84%

13.65%

11.08%

10.51%

11.97%

13.69%

15.02%

15.66%

18.96%

Strength margin of ratio TC/RWA

8.74%

7.28%

4.84%

5.65%

3.08%

2.51%

3.97%

5.69%

7.02%

7.66%

10.96%

TC/RWA + буфер (minimum norm)

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

Strength margin TC/RWA + buffer

6.24%

4.78%

2.34%

3.15%

0.58%

0.01%

1.47%

3.19%

4.52%

5.16%

8.46%

TC/RWA (actual)
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Appendix 3
Capital “strength margin” in commercial banks, established on Eastern capital
2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

Capital adequacy (actual)

69.50%

58.00%

25.50%

21.00%

18.48%

18.00%

16.30%

13.00%

11.56%

14.15%

28.62%

Strength margin of capital adequacy

61.50%

50.00%

17.50%

13.00%

10.48%

10.00%

8.30%

5.00%

3.56%

6.15%

20.62%

Ratios
Capital adequacy (minimum norm)

T1С/RWA (minimum norm)

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

T1С/RWA (actual)

41.68%

37.45%

21.89%

19.55%

17.25%

23.44%

15.17%

18.28%

15.96%

18.75%

21.60%

Strength margin of ratio T1С/RWA

35.68%

31.45%

15.89%

13.55%

11.25%

17.44%

9.17%

12.28%

9.96%

12.75%

15.60%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

TC/RWA (minimum norm)
TC/RWA (actual)

39.32%

38.77%

22.23%

20.02%

17.93%

24.98%

16.49%

19.34%

17.73%

20.98%

25.28%

Strength margin of ratio TC/RWA

31.32%

30.77%

14.23%

12.02%

9.93%

16.98%

8.49%

11.34%

9.73%

12.98%

17.28%

TC/RWA + буфер (minimum norm)

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

Strength margin TC/RWA + buffer

28.82%

28.27%

11.73%

9.52%

7.43%

14.48%

5.99%

8.84%

7.23%

10.48%

14.78%

Appendix 4
Capital “strength margin” in commercial banks, established on national state capital
2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

13.00%

17.00%

16.00%

13.60%

16.90%

12.50%

10.10%

6.35%

10.60%

10.00%

14.30%

Strength margin of capital adequacy

5.00%

9.00%

8.00%

5.60%

8.90%

4.50%

2.10%

-1.65%

2.60%

2.00%

6.30%

T1С/RWA (minimum norm)

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

6.00%

T1С/RWA (actual)

9.67%

15.43%

12.01%

9.21%

14.35%

10.73%

9.14%

3.68%

7.47%

8.71%

11.75%

Strength margin of ratio T1С/RWA

3.67%

9.43%

6.01%

3.21%

8.35%

4.73%

3.14%

-2.32%

1.47%

2.71%

5.75%

TC/RWA (minimum norm)

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

8.00%

13.08%

17.74%

15.98%

13.63%

16.93%

12.54%

10.61%

5.43%

10.74%

12.34%

15.61%

Ratios
Capital adequacy (minimum norm)
Capital adequacy (actual)

TC/RWA (actual)
Strength margin of ratio TC/RWA

5.08%

9.74%

7.98%

5.63%

8.93%

4.54%

2.61%

-2.57%

2.74%

4.34%

7.61%

TC/RWA + буфер (minimum norm)

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

10.50%

Strength margin TC/RWA + buffer

2.58%

7.24%

5.48%

3.13%

6.43%

2.04%

0.11%

-5.07%

0.24%

1.84%

5.11%
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Abstract
Purpose – this paper examines the factors that positively affect the student-perceived quality, satisfaction and along
with that their loyalty to the higher education institutions in Latvia.
Design/methodology/approach – A survey was conducted among 2010 students from different higher education
institutions in Latvia. The research hypotheses were tested by structural equation modelling.
Findings – the findings suggest that the student-perceived quality correlates with such factors as academic staff, study
content, readiness for labour market and acquired skills which consequently have an influence on the student loyalty to the
higher education institution whereas other factors, such as facilities, library, administrative staff, information system, have
no significant influence on student perceived quality and loyalty.
Research limitations/implications – This study is limited to the one country under investigation and to generalise the
study results the research should be extended to other countries.
Practical implications – the higher education institution management could use the results of the research to improve
the study process and to increase the student satisfaction and loyalty.
Originality/value – The study presents a student-centred and learning outcomes-oriented study process evaluation as a
part of the perceived quality evaluation and the linkage of the evaluations to the student loyalty.
Keywords: student loyalty, perceived service quality, satisfaction, higher education institutions, university.

1. INTRODUCTION
The approach “higher education as a service” is still an issue of heated debates; however, along with a
significant growth of private funding in the financing of higher education institutions they increasingly face the
issues of attracting students, student satisfaction, quality perceived by students and their loyalty. Besides, the
topicality of the issue of quality in higher education institutions is rising.
Services are intangible and a service represents a process, consequently, the quality of a service is more
difficult to perceive and it is more complicated to introduce the standards the service should meet that could be
used for measuring quality. In general, the perceived quality is defined as the customer’s judgement about an
entity’s overall excellence or superiority (Rowley, 1997). Parasuraman et al. (1991) support the notion that
service quality is an overall evaluation similar to attitude. Besides, the customer perception of the quality may
differ from the one described in the quality standards or regulatory documents for the provision of the service. It
also relates to students. Many researchers state that customer assessments of continuously provided services may
depend on performance. A performance-based measure may explain more of the variance in an overall measure
of service quality (Oliver, 1989; Cronin & Taylor, 1992; Boulding et al., 1993). Based on the above mentioned
considerations several customer-perceived quality assessment methods have been developed which have also
been adopted and used in higher education.
The purpose of this paper is to establish the factors that positively affect the student-perceived quality,
satisfaction and, along with that, the loyalty to the institution of higher education.
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The paper is structured as follows: first, the authors analyse the factors influencing the student loyalty as
well as the methods for the assessment of customer-perceived quality in a service industry and especially in
higher education. Subsequently presented are the hypotheses, the research method description and discussion of
the study results. Finally, the conclusion and managerial implications are provided.

2. FACTORS INFLUENCING STUDENT LOYALTY AND HYPOTHESES
Loyalty represents a very complex factor in the customer behaviour and, has respectively been studied from
various aspects in marketing literature. Consequently, there is no unanimous definition of customer loyalty.
After summarizing various studies it can be concluded that loyalty expressions have two dimensions:
behavioural and attitudinal. The behavioural dimension comprises such aspects as making repeated purchases,
frequency of purchases and habit of changing product or service providers. The attitudinal dimension, in its turn,
explains the customer’s attitude, trust and willingness to recommend (Foscht, Schloffer, 2009). In the service
sector the explanation and definition of loyalty are even more complicated due to the service features,
particularly so because services themselves are based on the relations between a customer and service provider.
The specific feature of higher education is that the “repeated purchase” is common just in the cases when a
graduate chooses to continue studies in the next level or if a need arises for additional knowledge and/or a
scientific degree or qualification. Considering that lately higher education institutions have started active
offering of further education courses, the issue of loyalty is becoming more and more topical. Thus from the
point of view of loyalty two aspects are important for higher education institutions: the willingness to
recommend and, if needed, the willingness to choose the same higher education institution or the same service
provider repeatedly.
Marketing research conducted before has proved that customer loyalty is affected by the customer-perceived
quality, satisfaction and overall image of the organization (Kotler and Fox, 1995; Zeithaml, 2000; Helgesen,
2006).
Regarding the satisfaction the marketing literature sources define customer satisfaction either as the effect
from the usage or communication (Oliver and Swan, 1989) or as “a person’s feeling or attitude in relation to a
product after it has been acquired” (Solomon, 1994). In the area of higher education Elliot and Healy describe
satisfaction as a short-term attitude that has arisen after evaluating one’s acquired experience during the use of
the higher education service (Elliot and Healy, 2001). Moreover, customer satisfaction should exert positive
influence on loyalty (Athiyaman, 1997; Schertzer and Schertzer, 2004; Marzo-Navarro et al., 2005).
There is also a lot of academic argument about the mutual correlation between the satisfaction and
organization image. Johnson et al. (2001) emphasize that image perception develops after the service has been
received. Barich and Kotler point out that the image has a positive impact on sales volumes as well as loyalty
(Barich and Kotler, 1991). Thus, Hegelsen (2006), when studying student loyalty, included the reputation of the
higher education institution in the model serving as a synonym to the image. In this research the authors
included the values in the image evaluation that had been defined in the mission statement of the higher
education institution.
As the authors indicated above, the customer-perceived quality and the customer idea about the indicators
characterizing quality can differ from the understanding of the service provider as well as from the quality
standards envisaged in the respective regulatory documents for the provision of the service. There have been
many discussions about the student-perceived quality and indicators influencing it. Walker believes that students
being incapable of assessing the higher education quality as a whole more focus on the quality of environment
and classes delivered by the academic staff (Walker 1995). Tang and Zairi have discovered that the higher
education employees, compared to other service branches, possess more authority (Tang and Zairi, 1998). It can
be explained with a bigger autonomy in contacting students. This significant discovery still more proves the
need for the distinguishing of the “personnel quality” in the factor of perceived quality. Considering the fact that
the higher education service is knowledge-intensive and requires high involvement of human resources, the most
significant factor is namely the human resources and the environment is subjected to the quality of human
resources. However, there might also be other factors which are important for the students and which are
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correlated to the perceived quality. Further the authors analyse the factors of perceived quality and the respective
measurement methods.

3. PERCEIVED SERVICE QUALITY AND SATISFACTION ASSESSMENT METHODS
As Johnson et al. (2001) point out, the customer-perceived quality can be composed by a multitude of
diverse factors. The previously created customer-perceived quality and satisfaction models contain essential
drawbacks and along with the change of times and environment as well as acquisition of new knowledge the
models of perceived quality and satisfaction evaluation must be updated and adapted to the new conditions.
So far for the customer-perceived service quality assessment several methods have been developed:

•
•
•

•

SERVQUAL – a multiple-item scale for measuring customer perceptions of service quality
(Parasuraman et al.,1988)
SERVPERF – a multiple-item scale for measuring customer evaluation of a service
performance (Cronin & Taylor, 1992)
EP – evaluated performance; a scale that measures the gap between perceived performance and
the ideal amount of a feature rather than the customer’s expectations (Teas, 1993a, b)
HSQM - hierarchical service quality model (Brady and Cronin, 2001).

The SERVQUAL method was developed in 1988 by a group of researchers Parasuraman A., Zeithaml V.A.
and Berry L.L. This method recommends measuring the perceived service quality by the 22 items grouped in
five different dimensions as shown in Table 1.
Table 1
Perceived quality dimensions in service industry
Quality dimensions
Tangibles
Reliability
Responsiveness
Assurance
Empathy

Explanation of quality dimension
Physical facilities, equipment, and appearance of personnel
Ability to perform the promised service dependably
and accurately
Willingness to help customers and provide prompt
service
Knowledge and courtesy of employees and their
ability to inspire trust and confidence
Caring, individualized attention the firm provides to its
customers
Source: Parasuraman A., Zeithaml V.A. and Berry L.L, 1988

The SERVQUAL method makes it clear that the customer-perceived service quality is the comparison of the
customer's prior expectations or desires to what the customer actually received. The group of researchers suggest
that this model can be used, for example, through regular measurement of customer-perceived quality and
comparing it to competitors; moreover, the organization can evaluate each individual dimension, or the
perceived quality of the whole.
The SERVPERF method only deals with the perceived quality of service and the EP method (evaluated
performance) measures the difference between the perceived quality and customer-desired or ideal state.
Empirical studies show that the SERVPERF method, which is based solely on the actual service performance
evaluation, better explains the statistical reliability of the data than the other methods. Similarly, the subsequent
research showed that customer expectations do not play the decisive role in perceived quality measurements.
The SERVPERF method is based on the measurement of the same dimension, which is used in the SERVQUAL
method; however, it excludes the customer expectations in respect to these indicators and measures solely the
service performance.
Both the SERVQUAL and SERVPERF methods have also been adapted to the higher education needs and
researcher Firdaus A. (2006 a) has combined both of these methods and developed the HEdPERF method
comprising a set of 41 items. This instrument aims to consider the academic components and aspects of the total
service environment as experienced by the student. The quality indicators are classified in five dimensions:
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1. Non-academic aspects. Items that are essential to enabling students to fulfil their study obligations, and
relate to duties carried out by non-academic staff.
2. Academic aspects. Responsibilities of academics.
3. Reputation. Importance of higher learning institutions in projecting a professional image.
4. Access. Includes such issues as approachability, ease of contact, availability and convenience.
5. Programme issues. Importance of offering wide ranging and reputable academic
programmes/specializations with flexible structures and health services.
The SERVPERF and HEdPERF scales were compared in terms of reliability and validity and confirmed the
superiority of the newly-proposed measurement instrument (Firdaus, 2006b). Researcher Brochado A. (2009)
has also compared these methods in higher education and concluded that both present the best measurement
capability and it is impossible to identify which one is the best.
The research by authors Sakthivel P.B. et al. (2005) was in turn aimed at developing a TQM model of
academic excellence and empirically established a relationship between TQM implementation and student
satisfaction with academic performance. The model proposed by the authors for student-perceived quality
assessment includes five dimensions, so called 5C:
• Commitment of top management. Top management should ensure non-dilution of the stated objectives.
• Course delivery. Expert knowledge must be matched with expert skill to transmit the knowledge.
• Campus facilities. The provision of infrastructure and physical facilities in the campus for student
learning, co-curricular and extracurricular activities.
• Courtesy. Courtesy – an emotive and positive attitude towards students will lead to congenial learning
environment.
• Customer feedback and improvement. Constant feedback from the students leading to continuous
improvement in the process is the key to achieving excellence.
The authors suggest computing the total quality management index (TQMI) with respect to each quality
variable. Education managers can keep these indices as reference points at which improvement efforts can be
targeted. “If the level of TQM implementation is improved through application of this model, the satisfaction of
students will substantially be increased.” (Sakthivel P.B. et al., 2005)
Marketing studies have shown that the perceived quality of the customer is very closely related to customer
satisfaction and there are a variety of methods used for the measurement of customer satisfaction which are
similar to the perceived quality assessment methods.
The study by Douglas J. et al. (2007) of student satisfaction is based on Herzberg’s two-factor theory
explaining job satisfaction: the factor group “motivators” contributed to the rise of satisfaction and the factor
group “hygiene factors” ensured the avoidance of dissatisfaction (Herzberg, 1959). Based on the ten
determinants of quality (SERVQUAL method, Parasuraman et al., 1985), together with Johnston’s (1995)
redefined list of determinants the group of researchers divide the causes of student satisfaction and
dissatisfaction into four groups:
• factors that contribute to satisfaction
• critical factors – factors that contribute to the existence of satisfaction; the lack of these factors causes
disaffection
• factors contributing to dissatisfaction
• neutral factors which have no impact either on satisfaction or dissatisfaction.
The key findings of the research are:
• satisfaction with the learning process is mainly driven by the intangible dimensions of service
• factors that contribute to students' dissatisfaction (the lack of these factors causes dissatisfaction while
their presence does not increase the level of satisfaction) are attitude, responsiveness, tangible
dimension of service (e.g. facilities, technical equipment), working with others, availability of
university management and socializing opportunities;
• communication and responsiveness are the key factors in the quality assessment because they
contribute to the satisfaction and the lack of these factors causes dissatisfaction
• usefulness is the key factor in the learning process, which contributes to satisfaction, but it does not
belong to the group of factors which contribute to dissatisfaction
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Another approach for the assessment of customer satisfaction is the Customer Satisfaction Index model. In
1989 at the University of Michigan the first customer satisfaction measurement system was established on the
national level – Swedish customer satisfaction barometer (SCSB). SCSB was derived from the American
Customer Satisfaction Index Model (ACSI) and the expansion of the ACSI in 1998 resulted in the European
Customer Satisfaction Index Model (ECSI). Since the mid-1990s customer satisfaction index models (CSI) have
been recognized and used worldwide at both national and individual company level (Johnson et al., 2001).
There have been several attempts to adapt the CSI model to higher education. For example, the group of
researchers Martensen A., L. Gronholdt and Kristensen K. adapted ECSI model to higher education, splitting the
perceived quality factor into two parts: technical quality and staff attitude. The results showed that the student
satisfaction index model explained the student satisfaction very well. However, the findings also showed that in
higher education, compared with other industries, there is a distinct correlation between the latent variables.
Satisfaction is affected significantly not only by perceived quality, perceived value, but also by the image of
higher education institution. At the same time the expectations were not statistically significant. (Martensen
et.al., 1999).
At the Ålesund University College, Norway the modified CSI model proposed by Johnson et al. (2001) was
tested. Ø. Helgesen and E. Nesset found that service quality has a significant impact on student satisfaction,
while the latent variable “commitment” was not statistically significant. The authors suggest ascertaining in
more detail the quality parameters that are important for the student as a customer. Along with that the university
management should pay more attention to image building. (Helgesen and Nesset, 2007).
Quite often the service quality and customer satisfaction evaluations include the indicators that characterize
the process of the service itself, more seldom indicators refer to the result achieved by the service.
Brady and Cronin (2001) recommend using the hierarchical service quality model (HSQM) for the
evaluation of perceived quality. Here the service quality is seen as a multi-level construct, which has three
dimensions: interaction quality, environment quality and outcome quality. Quality of interaction includes the
service provider's attitude, behaviour and competence. Quality of the environment includes ambient condition,
design and social factors. Quality of the results includes the waiting time, tangibles and service value.
In general, all the authors suggest evaluating the quality of the service process as such and only the study by
Brady and Cronin (2001) suggests including also the evaluation of the service result. In the case of higher
education the result of the study process are the acquired skills and readiness for the labour market.
The higher education reforms require introducing the student-centred and study result-oriented education.
Accordingly, when assessing the student-perceived quality the higher education institution managers also have
to require the study result assessment. As a result of the study process the student acquires the added value –
new knowledge and skills that, in their turn, enhance his competitiveness in the labour market. Consequently,
by becoming aware of the gains from the service after its completion the student can evaluate the acquired result.
Based on previously made research assessing the perceived quality, the authors suggest dividing the quality
factors into four parts:
• result “quality” – acquired knowledge and skills, readiness for the labour market and readiness for next
study level;
• process “quality” – study courses and teaching methods, e-courses, internationalization, library;
• staff “quality” – the administrative and academic staff;
• environment “quality” – facilities, additional services.
The authors suggest evaluating each of the quality indicators and their influence on student perceived quality
and , as the next step, the impact of the perceived quality on the student loyalty to the higher education
institution.

4. HYPOTHESES AND THE RESEARCH METHOD
Based on the above-mentioned studies and considerations the authors put forth a range of hypotheses that
concern the perceived quality as well as the satisfaction and loyalty.

142

Journal of Business Management, 2012, No.6
No

ISSN 1691-5348

H1: The dimensions characterizing quality (service results – skills, readiness for the labour market, academic
staff quality, contents, administrative staff quality, premises, library, ee-courses,
courses, information systems,
internationalization)
ization) positively affect the student-perceived
student
quality.
H2: Student-perceived
perceived quality has a positive effect on the student satisfaction.
H3: Student satisfaction has a positive effect on the image of the higher education institution. H4: Student
satisfaction has a positive effect on the student loyalty to the higher education institution.
H5: The image of the higher education institution has a positive effect on the student loyalty to the higher
education institution.
The schematic depiction of thee hypotheses is provided in figure 1.

Figure 1. Conceptual model of the hypotheses put forth in the research
Source: designed by the authors

For the assessment of the student-perceived
student perceived quality and its impact on loyalty the authors suggest using the
structural equation modelling similarly as it is used in the CSI models mentioned above. For the formation of the
structural model and its analysis the computer program AMOS (Analysis of Moments Structures) will be used. It
is recommended that the data analysis
lysis is made in two steps by first developing the measurement model and
assessing its validity and then, on its basis, creating the structural equation model. (Anderson and Gerbing,
1988). The results will show which factors have significant influence on the student
student- perceived quality and
which are not significant.
There are no similar studies published on student loyalty to any university in Latvia therefore no secondary
data are available. All data about the student-perceived
student perceived quality, satisfaction and lo
loyalty to a university are
usually available only for the university management therefore this is a unique research in Latvia.
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For last 5 years 24 to 26 thousand students have been graduating every year in Latvia. For testing the
hypotheses the authors made a purposive sample with the criteria “graduate of a higher education institution”
and in year 2009 the graduates of the University of Latvia were asked to take part in the survey and at the
beginning of year 2012 the invitation to take part in the survey was sent to marketing research company
respondents which met the above-mentioned criteria.
For testing the hypotheses a special questionnaire was developed where each of the quality dimensions was
described with a number of indicators (in total 44 items) (see appendix 1). For the answers the Likert scale was
used in the range from 1 to 7, where 1 means “strongly disagree” and 7 means “completely agree”. The
questionnaires were filled in by 2010 alumni from different Latvian universities. The four sectors most
represented in this sample of respondents are commerce (23%), natural sciences, mathematics and information
technology (16%), education (14%) and humanities and arts (13%), followed by communication, politics,
psychology and other social sciences (10%), law (9%), engineering, manufacturing and construction (8%),
health care and social welfare (5%) and agriculture (2%).

5. THE RESEARCH RESULTS AND DISCUSSION
The latent variables “E-courses” and “Internationalization” were excluded from further data analysis due to
the fact that the amount of missing responses on these issues exceeded 15%. Thus the tested structural model is
different from the initial conceptual model (Figure 1) and it is impossible to verify the hypothesis regarding the
effect “E-courses” and “Internationalization” on the latent variable “Perceived quality”.
The standardized estimate loadings of the indicators in the measurement model are above 0.5 and the model fit
indices meet the suggested values (see Table 2). Consequently, from the measurement model the structural
equation model is developed, which reveals the latent variable cross-correlations and the results obtained
approve or reject the hypotheses. The model fit indices of the structural equation model are good which means
that the structural model is valid (see Table 2).
Table 2
Measurement model and Structural model goodness-of-fit
Goodness-of-fit indices
Chi-square
Degrees of freedom

Measurement model

Structural model

Fitness

8137.717
968

8412.061
1003

Not applicable
to this sample

8.407

8.387

0.907

0.904

Good

0.061

0.061

Good

0.892

0.892

Good

Ratio of chi-square to degrees of
freedom
Comparative fit index (CFI)
Root
mean
square
error
approximation (RMSEA)
Tucker-Lewis coefficient (TLI)

of

To confirm or reject the hypothesis the AMOS program uses the t-test, where t is a value greater than or
equal to 1.96 (α = 0.05). The non-standardized regression coefficients, standart errors,calculated t levels and
significance levels of latent variables are shown in table 3.
Table 3
Unstandardized regression coefficients, standart errors, calculated t levels
and significance levels of latent variables
Regression
weights
0.56
0.08
0.16

Latent variables
Study content
Study content
Study content

<--<--<---

Academic staff
Facilities
Library
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Stand.
error
0.034
0.020
0.030

t - value
16.187
3.822
5.322

P
***
***
***
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Regression
Stand.
weights
error
Study content
<--Information system
0.24
0.032
Skills
<--Academic staff
0.23
0.034
Skills
<--Study content
0.48
0.030
Labour market
<--Study content
0.47
0.034
Labour market
<--Study results
0.62
0.031
Labour market
<--Academic staff
-0.06
0.036
Perceived quality
<--Study content
0.38
0.034
Perceived quality
<--Skills
0.29
0.030
Perceived quality
<--Academic staff
0.16
0.035
Perceived quality
<--Administrative staff
0.005
0.019
Perceived quality
<--Labour market
0.33
0.031
Perceived quality
<--Library
-0.06
0.024
Perceived quality
<--Information system
-0.006
0.026
Perceived quality
<--Facilities
-0.003
0.016
Satisfaction
<--Perceived quality
0.95
0.015
Image
<--Satisfaction
0.89
0.019
Loyalty
<--Satisfaction
0.93
0.030
Loyalty
<--Image
0.13
0.026
Entries *** in column P mean that p <0.001 or p is equal to the value entered in the column.
** - the latent variables are not statistically significant
Latent variables

t - value
7.438
6.680
16.109
13.731
20.381
-1.511
11.247
9.762
4.509
0.252
10.788
-2.666
-0.234
-0.159
61.936
45.800
30.993
4.919

P
***
***
***
***
***
0.131**
***
***
***
0.801**
***
0.008**
0.815**
0.874**
***
***
***
***

The figures displayed in Table 3 show that the administrative staff, library, university information systems,
facilities have no statistically significant effect on the student-perceived quality. The results also indicate that the
academic staff competencies and attitudes have no statistically significant effect on the students' assessment of
their own readiness for the labour market.
Figure 2 helps to better understand the interrelations between the latent variables and their effects. For
example, it is clear that the programme content and the study results (acquired skills and readiness for the labour
market) as well as academic staff assessment affect the student-perceived quality.
The unstandardized and standardized regression weights shown in tables 3 and 4 explain the
intercorrelations between the latent variables – the higher the regression coefficient, the more exogenous factors
have an effect on the endogenous factor.
Table 3
Standardized factor loadings of the latent variables
Latent variables
Study content
Study content
Study content
Study content
Skills
Skills
Labour market
Labour market
Perceived quality
Perceived quality
Perceived quality
Perceived quality
Satisfaction

<--<--<--<--<--<--<--<--<--<--<--<--<---

Academic staff
Facilities
Library
Information system
Academic staff
Study content
Study content
Skills
Study content
Skills
Academic staff
Labour market
Perceived quality
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Standardized
regression weights
0.48
0.08
0.16
0.23
0.23
0.55
0.45
0.52
0.36
0.24
0.13
0.33
0.97
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Latent variables
Image
Loyalty
Loyalty

<--<--<---

Satisfaction
Satisfaction
Image

Standardized
regression weights
0.85
0.85
0.12

The unstandardized regression weights explain the percentage point deviation of the endogenous construct if
the value of the exogenous construct changes by 1. The standardized regression weights, however, show the
amount of the standard deviation of the endogenous
endogenous construct if that of the exogenous construct changes by 1
point. For example, if the latent variable “Study content” grows by 1 point, the evaluation of perceived quality
will change by 0.38.
Schematic figure 2 provides for a better understanding of the mutual effects of the various factors
influencing loyalty. Thus, for example, it is clearly seen that the education service process and its results
influence the student-perceived
perceived quality as well as indirectly also their satisfaction and loyalty. The
T perceived
quality has a direct effect on satisfaction, which, in its turn, influences the image perception and formation of the
university loyalty. The image as well has a positive effect on the formation of loyalty.
Table 2 shows the unstandardized and standardized regression weights of the factors. These weights suggest
the significance of the factor correlation – the higher the regression weight, the more the exogenous factor
facilitates the changes of the endogenous factor.
Table 2 makes the author conclude
onclude that namely the factor “Contents” (unstandardized regression weight
0.38) has the biggest effect on the perceived quality evaluation. The respective indicators are “how much the
study process has facilitated the motivation to study” or how interesting
interesting and exciting it has been to a student as
well as “the study course offer” and “interesting content of study courses”, that is, how interesting and useful the
study programme content on the whole has been to each particular student as a receiver of the service.

Figure 2. Results of testing the hypotheses
Source: designed by the authors

Besides, the factor “Contents” has a significant effect on the factor “Skills” (unstandardized regression
weight 0.48) and factor “Readiness for Labour Market” (regr
(regression
ession weight 0.47). This can be explained by an
argument that the more interesting and useful the study process has seemed to a student as a customer, the higher
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the evaluation of the acquired service results – the skills and readiness for labour market or if the process has
been interesting and useful the overall acquired result also is useful and highly evaluated.
Besides, the effect of the factor “Skills” on the factor “Readiness for the Labour Market” also is essential
and comparatively high – regression weight being 0.62. This means that students are aware of the significance of
the acquired skills in the labour market.
However, the evaluation of the study process results “Skills” and “Readiness for Labour Market” has a
statistically lower influence on the perceived quality assessment – respectively the regression weights 0.29 and
0.33. Moreover, the factor “Quality of Academic Staff” has a statistically significant, but comparatively low
effect on the perceived quality – regression weight of 0.16. However, the factor “Quality of Academic Staff” has
a relatively high effect on the factor “Contents” with the regression weight 0.56. It can be explained by the fact
that the skills of the academic staff to deliver their courses in the way that is interesting for students have a rather
significant effect on student evaluation of the quality of academic staff as well as the study process itself and the
delivery of courses.
The hypothesis on the effect of the arrangement of the study premises (or the influence of the surrounding
environment) on the perceived quality was denied (the correlation turned out to be statistically insignificant).
However, as a result of the data analysis, it was revealed that the premises have a statistically relevant, although
comparatively small, effect on factor “Contents” (regression weight – 0.08) which can be explained by the fact
that premises represent a part of the study process and can influence the implementation of the study process,
however the factor does not have a direct effect on the student-perceived quality of a service as a such.
From the above-mentioned models it can be concluded that in the delivery of the study service and
evaluation of the student-perceived quality the importance belongs to the study process itself and namely the
study courses and contents of the study courses in the study programme and how attractively these courses are
delivered and how much of useful information students can acquire in these courses. One of the most significant
factors in the study course evaluation is the “Quality of Academic Staff” or how much students appreciate the
knowledge and skills of the academic staff to deliver the knowledge as well as how positively the attitude of the
academic staff to students has developed. Thus in the delivery of the service that is knowledge-based customers
focus on the contents of the service itself and specific service results and here the most important role belongs to
the knowledge providers or key implementers of the service. The service support elements or support
processes, such as the administrative staff, library and information system, turned out to have a statistically
irrelevant effect on the customer-perceived quality. It does not mean that these support elements do not present
any importance to the student, but rather that with the service quality the student associates the contents or the
key process itself, not the support processes. It is interesting that the factor “Skills” which is one of the most
significant service results turned out to have a rather low regression weight that suggests a relatively small effect
on the perceived quality. This can be explained by the fact that the factor “Skills” as the added value of the study
process is not explained to students or they do not understand it. The result-oriented study process has been
relatively recently introduced in the European Higher Education Area therefore it is possible that the
communication about these changes (i.e. the studies based on the learning outcome) in the study process has not
yet reached the direct service beneficiaries (students) or the public. Studies as a service is a lasting process (for
several years) therefore in their evaluation students focus more on the process itself than the result and as skills
are acquired gradually, it is more complicated to evaluate the acquisition of the result (skills) – the stage between
the beginning and end of the process is long and during the process the students tend to forget both the initial
expectations as well as the fact that before the studies they did not have these skills or the skills were relatively
low developed.
The student satisfaction with the study process is, however, significantly and to a large extent influenced by
the factor of perceived quality – regression weight 0.95. Here we also see that student satisfaction is connected
with the process implementation rather than the processes supporting the key process. It is possible that the
support processes do not facilitate satisfaction, however if they were of inappropriate quality they would
facilitate student dissatisfaction. The authors came to these conclusions guided by Herzberg’s two factor theory
stating that hygiene factors, in this case, support processes, do not facilitate satisfaction; however their absence
could facilitate dissatisfaction. As it was suggested by the analysis of individual elements, students mostly were
very satisfied with the existing support processes or in some cases they did not have information on the
indicators (for example, e-courses and internationalization aspects) and the highest level of satisfaction was
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suggested by the indicators that characterized the work of the administrative staff, which represents the elements
of the support process. It is possible that if the indicators were dissatisfactory, the effect of the administrative
staff on satisfaction would be statistically significant and with a negative regression weight. However, it would
be a task of another research where other research methods would have to be used and it does not refer to the
issues and tasks of this research.
The satisfaction factor has a statistically significant as well as very high effect on the organization image
(regression weight 0.89). Here we must take into account that the student has evaluated the organization image
from his point of view. Consequently, the higher will be the student satisfaction, the more his evaluation of the
organization image will correspond to the image built by the organization. In this research the author asked
respondents to evaluate the image in accordance with the image dimensions suggested by the organization (i.e.
prestigious HE institution, generally good HE institution, innovative HE institution and the HE institution that
contributes to economy and society).
The highest effect on loyalty belongs to the satisfaction factor (regression weight 0.93). The image effect on
loyalty also is rather significant – regression weight 0.13. In this case the combination of a positive image and
loyalty is very important as in this research loyalty was explained by two significant indicators: the willingness
to recommend and willingness to choose the higher education institution repeatedly. In the case of a positive
image (and in this case the student himself assesses the image) there is a dual effect – the willingness to
recommend popularizes the organization name which, in its turn, can attract new students. Besides, the student
himself, being confident of the organization professionalism and quality, is ready to choose the services of this
organization repeatedly.

6. CONCLUSIONS
As the authors defined in the hypotheses put forward at the beginning of the paper, the factors that determine
loyalty are the perceived quality, satisfaction and organization image. At the time when:
• the demand for undergraduate studies is decreasing due to the fall in the number of the leavers of
secondary schools,
• due to the unstable economic situation the persons who have completed their undergraduate studies
more carefully consider their decision on continuing their studies at the next level as well as the provider
of the next education service,
• the issue of lifelong learning is becoming more common and popular among the public including also
further education and the most appropriate course providers for further education are sought,
The providers of education services must more carefully consider how to provide for the loyalty of the
existing students, i.e., their willingness to choose a particular higher education institution and willingness to
recommend the organization to others.
Regarding the student-perceived quality the survey partly confirmed the hypothesis. It was not possible to
measure the influence of such factors as “internationalization” and “e-courses” because of missing data. The
factors “administrative staff”, “information system”, “library” and “facilities” have no statistically significant
influence on student perceived quality. All other hypotheses were confirmed by the survey.
From the analysis made the authors would like to point out the following key conclusions that should be
taken into account for the improvement of the study process:
• currently the most important elements in the provision of the study process are the academic staff that
pass over their knowledge, study content and teaching methods, acquired skills and readiness for the
labour market. If the evaluation of two factors rises among students, there will also be a significant rise
in the perceived quality, satisfaction as well as loyalty.
• currently e-courses as a study process support tool is underemployed in the study process, consequently,
it is impossible to evaluate the effect of these e-courses on the student-perceived quality and satisfaction
in the existing selection group that could also be referred to the general cluster.
• Under the globalization internationalization represents one of the integral elements in the
implementation of HE processes. At the moment students have insufficient information (or it is not
searched) on the internationalization in HE (exchange opportunities, availability of guest lecturers).
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Consequently, it is difficult to evaluate the influence of internationalization on the customer-perceived
quality and satisfaction.
On the whole the model of student-perceived quality and loyalty in higher education can serve as a
barometer of the higher education quality and student satisfaction that will allow comparing student perceived
quality over various years at the higher education institution, among different higher education institutions and
possibly on the international level.
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Appendix 1
The factors and their indicators as presented in the questionnaire
Factors
Facilities

Indicators
The equipment of lecture rooms is appropriate for studies
The equipment of seminar rooms is appropriate for studies
The equipment of labs is appropriate for studies
Computers are freely available at my university
Wireless internet is freely available at my university

Academic staff

There are competent academic staff working at my university
The attitude of the academic staff towards students is favourable
The consultations of academic staff are freely available

Administrative staff

The attitude of administrative staff towards students is favourable
The academic staff support is helpful in the study process
I am satisfied with the working hours of the administrative staff.

Library

The study literature is freely available at my university library
The databases subscribed to by our library are very useful in the study process

Study content and
planning

The study process favoured my motivation to study
I am satisfied with the study courses available in the study programme
The content of the study courses was interesting and useful
The sequence of the study courses in the study programme was logical
I am satisfied with the lecture schedule
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I am satisfied with the e-course offer in the study programme
The available e-courses in the study program lightened the study process

Information system

The necessary information about the study process was easy to find
The necessary information about the study process was easy to find in the
university webpage
I am satisfied with the options of the university information system

Internationalization

I am satisfied with the student international exchange programmes offered by my
university
I am satisfied with the offer of international guest lectures at my university

Readiness for labour
market

The acquired knowledge and skills will raise my competitiveness in the labour
market
I have acquired the necessary professional skills during my studies
During the studies I have developed the skills for the application of the
theoretical knowledge in practice

Acquired skills

I have acquired good theoretical knowledge in my study area
I have developed the skills for finding a creative solution for problems of various
level of difficulty
I have acquired the skills for working with information (to evaluate, to analyse, to
systematize it) during my studies
I have developed critical thinking during my studies
I have acquired the skills for making decisions based on previously made
information analysis
I have improved my written communication skills
I have developed skills for public presentations
I have developed skills for public discussions and justification of my opinion
I have improved my team working skills
I have learned the terminology of the study field in a foreign language
I have acquired the skill to work with computer programs necessary in my study
field
I have improved the skills for organizing my work

Satisfaction

I am satisfied that I have chosen this particular study program
I am satisfied with my experience at my university

Loyalty

I will suggest this study program for others
I will recommend studying at my university to others
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In the light of my experience I would choose this university again
Perceived quality

The level of difficulty of this study program was suitable for me
The study program has prepared me for the labour market
The study program has prepared me for the next study level
The studies at my university are qualitative

Image

My university is prestigious in Latvia
My university fosters the development of Latvia
My university offers an internationally recognized education
My university is an innovative and future-oriented university
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Abstract
An imperative concerning entrepreneurship education noticeable in the European research sources is fostering
cooperation between universities and companies. Coupled with a now widely accepted educational view of entrepreneurship
as a practical domain, the task becomes even more relevant, but challenging to accomplish. Despite the recognised
importance of cooperation between universities and businesses in our society, the present university-industry environment
in Europe is “underdeveloped and highly fragmented”, 40% of academics do not engage in this cooperation at all.
Several sources already attempted to identify these obstacles and provide with suggestions for overcoming them, but
none of these sources attempted to look at the problem through the prism of entrepreneurial university. This paper primarily
aims to apply the four pillars framework of entrepreneurial university introduced by Etzkowitz and to structure the obstacles
to university-industry cooperation according to this framework thus offering a theoretical basis for further empirical
research of the problem. Secondly, the paper provides corresponding solutions to overcome the identified obstacles. To
achieve the aims set, general scientific research methods, including monographic and logical construction tool, were
employed.
The paper suggests the main obstacles to university-industry cooperation are: conservatism and rigidness of the
academic system, insufficient communication between the parties and detachment of academia from practice, closed
corporate culture of businesses, differing attitude of the parties to knowledge, among others. On the other hand, it appeared
that commercialisation of scientific commons endangers future progress of science, academic degrees are losing value
because of “academic inflation”, and companies are unwilling to cooperate within industry-based projects initiated by
universities as it is unclear how created intellectual property will be divided.
Solutions that might help the universities to overcome the existing obstacles are based on good practice examples –
involvement of large companies as intellectual donors, science-to-business marketing, renovation of entrepreneurship
curriculum, industry-based projects, incentives for companies and others.
The paper contributes to the use of the entrepreneurial university concept, provides classification of the universityindustry cooperation obstacles with a focus on entrepreneurship education, and can serve as a shortcut to exploration of the
topic.
Keywords: university-industry cooperation, entrepreneurial university, entrepreneurship, education.

1. INTRODUCTION
The role of universities in a knowledge-based society we are living nowadays has changed revolutionary.
Serving society and being an active actor in economic development, new type of universities known as
“Entrepreneurial University” is a source of entrepreneurship and a key driver of knowledge-based economies
(Etzkowitz, 2008). Entrepreneurial university, apart from knowledge transmission and research functions, acts as
an incubator for professors and fellows to start-up, patent own results and transfer knowledge/technology into
industry (i bid, 2008). Transition to entrepreneurial university in modern society is called “the second academic
revolution”, which we are witnessing at present (i bid, 2008:30).
Now the concept of entrepreneurial university “embraces universities of all types including those with a
strong research tradition” (Gibb et al., 2009:3). If we think of an ultimate aim of higher education, the most
19
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evident and straightforward answer is preparing students for an economically viable professional life. For no
doubt, entrepreneurship is a practical and inter-disciplinary domain that must be taught to students with diverse
backgrounds, especially non-business, currently lacking in new member states of the European Union (EC,
2008). As far as the social constructivist paradigm is concerned, entrepreneurship education should take a form
of open learning process ensuring authentic environment for students featuring uncertainty, experiencing
acquired knowledge, absence of concrete “road maps” and pre-defined solutions (Lobler, 2006). Hence,
cooperation between universities and companies is of an utmost importance as part of the experiential learning
and teaching in entrepreneurship education.
Eurobarometer Survey No. 260 of around 15000 European students aged from 18 to 25+, all in higher
education on BA level or above and various fields of study (mostly – social sciences) in the section
“Cooperation of universities and businesses and entrepreneurship in higher education” showed “a large majority
of 87% of surveyed respondents (strongly or rather) agreed that it was important for HEIs to foster innovation
and an entrepreneurial mindset among students and staff, and that there should be a possibility to undertake work
placements in private enterprises as part of a study programme” (EC, 2009:40). Three-quarters of interviewees
(strongly or rather) agreed that “HEIs should provide tailor-made study programmes for enterprises to help
upgrade their workforce” (76%).
Despite the recognised importance of cooperation between universities and businesses in our society, the
recent study of Science-to-Business Marketing Research Centre (Davey et al., 2011) in Munich revealed that the
present university-industry (henceforth – “U-I”) environment in Europe is “underdeveloped and highly
fragmented” (p.5). 40% of academics do not engage in this cooperation at all, 20% -- to a very low extent (ibid,
2011). It is not enough to realise the European universities have to apply experiential teaching methods in
entrepreneurship programmes/courses and strive to be more entrepreneurial. When it comes to action, a number
of obstacles become salient, concerned both with university-led and external factors. Several sources already
attempted to identify these obstacles and provide with suggestions for overcoming them (Davey et al., 2011;
Bruneel et al., 2011; Rohrbeck & Arnold, 2006). However, none of these sources attempted to analyse the
obstacles to the U-I cooperation from the viewpoint of entrepreneurial university.
The concept of entrepreneurial university started to spread in the scientific literature in the 1990s (Wasser,
1990; Clark, 1998). One of the major contributors to the formation of the concept is Etzkowitz (2004), who
developed a framework of the entrepreneurial university comprising four parts, or pillars: academic leadership,
organisational capacity, entrepreneurial ethos, legal control over resources (Etzkowitz, 2008). The
entrepreneurial university concerns a wide variety of topics: the basic philosophical idea of the social
development mission, commercialisation of know-how, technology and knowledge transfer, the
internationalisation and global competitive strategies of the universities, the employability and skills
development of graduates and others (Gibb et al., 2011), which are, in effect, all linked to the U-I problem.
This paper primarily aims to apply the framework of Etzkowitz to structure the obstacles to cooperation of
the universities and businesses into the four pillars thus offering the adapted framework for further empirical
research of the cooperation problem. While the article is classified as an opinion paper, all the arguments are
backed up by diverse sources ranging from purely to popular scientific; it presents alternative viewpoints to the
recognised obstacles and comments on them creating a constructive discussion. The paper also offers
corresponding solutions to overcome the identified obstacles in every pillar.

2. COOPERATION OBSTACLES IN FOUR PILLARS
According to Etzkowitz (2008:27), academic leadership in such in the entrepreneurial university refers to the
ability to formulate and implement a strategic vision; organisational capacity – to transfer knowledge and
technology through patenting, licensing, incubation; entrepreneurial ethos – entrepreneurial attitude and
behaviour among administration, faculty and students; and finally legal control consists of control over physical
and intellectual resources of university.
All the four pillars that serve as the current working concept from the first sight are related solely to the
university’s internal environment. Application of Etzkowitz’s framework (2008) to the U-I cooperation problem
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allows us to determine what the obstacles in every pillar essentially comprise, and broaden their meaning into
external environment.

2.1 Academic leadership
Conservatism and rigidness of the academic system, resistance to changes in curriculum or existing
hierarchy of subjects, especially in traditionally structured universities as well as the lack of suitable
collaborative programmes are the most salient obstacles in the “Academic leadership” component.
Most universities in Europe are government-funded, which makes it difficult to integrate new approaches,
although the majority of entrepreneurship education researchers admit there is a need for “complete paradigm
shift in fundamentals of universities’ operations” (Wilson, 2008:5; Mets, 2010). A number of institutions in
Finland, UK, Germany, Netherlands and other countries are already taking active steps towards closer
cooperation with business community (Aalto University, Northern Ireland Centre for Entrepreneurship,
University of Twente). The lack of collaborative programmes and, insufficient funding from the Government
and funding in general is another widespread problem (Bruneel et al., 2009; Davey et al., 2011).
Alternative views on the obstacles in the academic leadership pillar relate to positioning of entrepreneurship
in academia and thematic focus of training programmes. Wilson (2008) argues that many entrepreneurial
training programmes in Europe focus on functional management of SMEs, which are not growth-oriented.
However, SMEs represent 99% of all companies in the EU. They are the biggest sector of the EU economy, with
23 million enterprises employing around 75 million people responsible for the creation of one in every two new
jobs. SMEs produce considerably more than half the EU's GDP (Euractive, 2011). Therefore, on the one hand,
focus on small and medium rather than large companies or “breeding gazelles” is justifiable given the market
features, but on the other hand, the education system is one of the powerful influential channels that can
influence the existing market structure and trigger changes; furthermore, understanding or interpretation of
entrepreneurship as management only or mostly undermines the meaning and concept of entrepreneurship per se.
Etzkowitz (2008) and Wilson (2008) notice that positioning of entrepreneurship in academia is often driven
by external forces, such as the European Commission, governments, but not universities themselves, as
compared to universities in the US, which are self-organised. Having created a market niche for “majors” in
entrepreneurship with multidisciplinary focus, academic entrepreneurship departments are meeting active
demand from American students (i bid, 2008). But it is necessary to remember that entrepreneurship education
in the US exists for more than 60 years, since the first graduate course in entrepreneurship was offered at
Harvard University in 1947, while Europe (its Western part, including Great Britain, Scandinavian and Germanspeaking countries, and then its Eastern part) has started to operate in this realm in the last 20 (Katz, 2003). On
the one hand, government is an influential power and, irrespective of the existing political controversies, can
play crucial role in the U-I cooperation through funded programmes, being directly interested in the economic
development. On the other hand, the study of Bruneel et al. (2009) showed that management of the U-I
cooperation through government policies and university administration can even increase the obstacles.

2.2 Organisational capacity
The main obstacles in the “Organisational capacity” component are: detachment of academia from practice,
lack of or no communication between the parties, and lack of mutual trust.
The common problem is that research in universities does not usually correspond with the industry needs.
Researchers and professors are occupied with topics they are good or interested in. Hence it is hard to valorise
the research (Muravyova, 2010; O’Shea et al., 2007). It is also common that researchers do not approach
companies and ask what their problems are, while companies do not ask researchers how to improve
performance (Gelbuda, 2011). In addition, the research of universities is usually long-term oriented, while
industry requires “close-to-immediate reaction or short-term action plans” (Bruneel et al., 2009:860).
Other views for the organisational capacity component are concerned with academic publications and
understanding of business operations. In the Harvard Business Review article “How Business Schools Lost
Their Way” the authors W. Bennis and J. O’Toole (2005:99) state that professors are required to publish in toptier scientific journals, although these works are less likely to influence business practices or the national
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economy. Indeed, there are many “So what?” issues and the scientific model of entrepreneurship does not
correspond to “randomness, ambiguity and uncertainty embedded in wider social and business concepts”
(Bennis & O’Toole, 2005; Fillis & Rentschler, 2010:60). But the entrepreneurial universities deal with
developing innovative economies and ventures. Thus, it is necessary to distinguish between pastry shops and
software companies, for instance, and readiness of industry to come forth.
Other sources emphasise “universities do not understand how companies operate” (American Council in
Higher Education, 2011:27; Rohrbeck & Arnold, 2006). It is rather questionable, whether one can generalise,
because educators come into teaching with different professional backgrounds, but the study of S2B Marketing
Research Centre (2011) revealed 40% of academics do not engage in the U-I cooperation at all (the sample
covered around 4100 respondents) (Davey et al., 2011). Mutual trust, commitment and shared goals are the most
essential drivers followed by U-I relationship; but these U-I drivers are higher for HEIs management than for
educators themselves, because they do not recognise personal benefits from U-I cooperation (including those for
their research) in terms of promotion (ibid, 2011). Businesses, in turn, most probably seek for purely commercial
benefits.

2.3 Entrepreneurial ethos
Obstacles in the “Entrepreneurial ethos” component mainly deal with concentration on academic
achievements, insufficient experience of educators in entrepreneurship and preconceived attitude of business
community to the university products.
Our current system of higher education is predicated on academic achievements, as it came into being in the
19th century to meet the needs of industrialism, when the transition from the medieval university concept based
on preservation and transmission of knowledge into a research institution occurred (known as “the first academic
revolution”) (Bennis & O’Toole, 2005; Robinson, 2006; Etzkowitz, 2008:30). Since then, it is the academic
ability that is valued the most, leaving the minimum space for creativity and stigmatising mistakes, thus, being
far away from real-world entrepreneurial experiences. Within this system, key winners and simultaneously a
target output are traditional university professors (Robinson, 2006), while “the model of academic excellence is
self-defeating for business programmes” (Bennis & O’Toole, 2005:96).
Less than 1/3 of staff teaching entrepreneurship in Europe has practical business experience (Curavic, 2011).
Indeed, at many schools, including American, a path of junior scholars does not go through field work in
businesses; on the contrary, they usually avoid work with practitioners and focus on their narrow field of
research (Bennis & O’Toole, 2005). The majority are traditional academics, whose experience is based on longlasting policies and practices, but naturally diverge with entrepreneurial spirit, drive and environment required to
educate real entrepreneurs (Wilson, 2008). In the US, experience of educators in entrepreneurship is one of the
key strength measures for programmes (Kabongo & Mc Kaskey, 2011) – so it should be in Europe.
The nature of personnel determines the prevailing approach to teaching. Hence, attitude of entrepreneurs to
professoriate is somewhat preconceived: “they are just another form of life, disembodied, live in their heads”;
their research is far from real life in general and business in particular (Robinson, 2006). As a result, even
valuable research remains underestimated; universities lack authority and power.
To introduce an alternative viewpoint to the above mentioned in the entrepreneurial ethos component, we
can refer to the famous speech of Sir Ken Robinson (2006), who stated that earlier HE degrees were associated
with jobs, but now they are losing value because of “academic inflation” (“in the next 30 years more people will
receive formal education than in all of human history thus far”, referring to UNESCO data). However, according
to OECD data ((2011) in 2009), on average from 77.8% to 88.8% of population in EU25 (depending on type of
tertiary education) aged from 25 to 64 gets employed. Comparable figures three years earlier (2006) showed the
interval from 79.7% to 88.9% (OECD, 2008).
The European Foundation for Entrepreneurship Research expert Karren Wilson (2008:7) noted that
European universities often “lack experience, courage and incentives for proactive engagement in cooperation
with external environment”. At the same time, quite often industry is closed for contact itself. Universities value
practical experience and empirical evidence high (including scientific publications – collaborative research is
highly cited), but industry resists cooperation, especially in developing countries, where SMEs aim for survival,
not change (American Council in Higher Education, 2011).
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2.4 Legal control
The closeness of business is explicable with main obstacles identified in the last pillar – legal control.
Usually businesses have closed corporate culture and hardly open for newcomers, tending to protect their
privacy and prevent information outflow; at present, many SMEs avoid changes as sources of risk.
Attitude to knowledge differs in entrepreneurship and education environments conceptually. Industry keeps
knowledge undisclosed as a corporate asset, source of competitive advantage and future profit (patenting as
example of information dissemination are also used to establish leadership in a particular field). Universities, on
the contrary, tend to publish results as a source of academic success (Bruneel et al., 2009; American Council in
Higher Education, 2011).
From another viewpoint, companies are unwilling to cooperate within industry-based projects initiated by
universities as it is unclear how created IP in such projects will be divided (Muravyova, 2010). Yet, the issue can
depend on mutual agreements/interests between/of the parties.
Nelson (2003:455) puts forward a contrasting statement about knowledge/technology transfer:
“commercialisation of scientific commons endangers future progress of science and technological progress”.
However, entrepreneurship cannot be regarded in the same way as physics or biology, it is a profession rather
than science; hence commercialisation and competition are rooted in entrepreneurship (Bennis & O’Toole,
2005).
Finally, there are two opposing views on incentivising inventors. Most probably, rewards from university to
faculty members positively influence spin-off/university technology transfer activities (Link et al., 2006) as the
lack of incentives and personal benefits have already been mentioned. Still, Gregorio & Shane (2002) found out
that a low inventor’s share of royalties in universities’ TLOs start-ups increase new firm formation. We can
assume there are other factors that influenced the result, since the research conducted by Davey et al. (2011:11)
proved “the higher the perceived benefits, the higher the extent of U-I cooperation carried out”. It is in the nature
of people to be rewarded, a highly significant stimulus.
Table 1 visualises all the aforementioned arguments. As the reader may notice, the discussed obstacles
classified into four pillars of the entrepreneurial university are concerned primarily with internally (university)led, but also with external (businesses- or governments-led) factors; hence the meaning of four pillars is
broadened into external environment. Having identified the main obstacles to the U-I cooperation, the next
section provides with a number of suggestions using the applied framework.

3. SUGGESTIONS FOR OVERCOMING SOME OF THE OBSTACLES
One of the examples of overcoming the U-I obstacles in the academic leadership component is the practice
of large IT companies in Russia: IBS & Yandex. These companies act as intellectual donors for universities,
having created own faculties and ensured experienced company-based lecturers are teaching courses in ongoing
educational projects: IBS is currently running master and lifelong learning programmes, majoring in IT Business
Consulting, while Yandex – School of Data Analysis, School of Yandex Managers, Yandex training, etc.
offering specialisations of IT analysts, system administrators, IT project managers and others (Novash &
Chernozatonskaya, 2012). The companies collaborate with leading Russian HEIs, such as Moscow Institute of
Physics and Technology (State University), Lomonosov Moscow State University, Saint Petersburg Academic
University of the Russian Academy of Sciences – to guarantee high-quality personnel will work for them in
future. At present, IBS has approximately 47 educators and 50-80 students, and Yandex – over 30 educators and
130 students (i bid, 2012). Similar initiative can be governed by a pool of SMEs or clusters.
While the problem of funding is open, it is advised to maintain closer connections with alumni, especially
successful ones, which could support alma maters as their business grows. This generally happens in the US, but
is not practiced in Europe, according to the recent studies (EC, 2008; Wilson, 2008). Attraction of venture
capitalists to innovative projects originated in universities remains an option; participation in cross-border online
mentoring programmes, embarking onto new interactive platforms, such as enterprise development labs, preincubators, etc. (party mentioned in Bruneel et al., 2009 and Wilson, 2008).
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Table 1. Obstacles to university-industry cooperation
Group/Views
Academic
leadership

1. The author’s opinion
Conservatism of the academic system
(Wilson, 2008; Mets, 2010).
Lack of suitable programmes and
initiatives, insufficient funding (Bruneel et
al., 2009; Davey et al., 2011).
Research in universities does not usually
correspond
with
industry
needs
(Muravyova, 2010; O’Shea et al., 2007).
Lack of or no communication, lack of
mutual trust (Gelbuda, 2011).

2. Other views
Focus of programmes on functional
management of SMEs (Wilson, 2008).
Positioning
of
entrepreneurship
in
academia is often driven by external forces,
for example, the EC (Etzkowitz, 2008).
Organisational
Top-tier publications are unlikely to
capacity
influence business practices (Bennis &
O’Toole, 2005).
Universities do not understand how
companies operate (American Council in
HE, 2011; Rohrbeck & Arnold, 2006).
The research of universities is usually long-term oriented, while industry requires
short-term action plans (Bruneel et al., 2009).
Entrepreneurial Predication on academic achievement “Academic inflation” (Robinson, 2006,
ethos
(Bennis & O’Toole, 2005; Robinson, referring to UNESCO data).
2006).
The minority of staff teaching entrepreneurship has practical business experience, but
skills are transmitted only from a holder to holder (Curavic, 2011; Bennis & O’Toole,
2005; Wilson, 2008).

3. Comments
Why not SMEs that represent 99% of all companies in the EU?
(Euractive, 2011; EFER, 2010)
Entrepreneurship education in the US exists for more than 60
years (Katz, 2003). Government is an influential power that
can play crucial role in the U-I cooperation.
Entrepreneurial universities are concerned with developing
innovative economies and ventures, where knowledge is the
key.
40% of academics do not engage in U-I cooperation, 20%
experience low engagement, because they do not recognise
personal benefits (Davey et al., 2011). Can we generalise?
-

On average from 77.8% to 88.8% of population in EU25
(depending on type of tertiary education) aged from 25 to 64
gets employed (OECD, 2011).
New training programmes for educators emerge, such as buzz
platforms connecting HEIs and SMEs.
In the US, experience of educators in entrepreneurship is one
of the key strength measures for programmes (Kabongo & Mc
Kaskey, 2011)
Preconceived
attitude
of
business European universities lack experience, Industry is closed for contact itself (American Council in HE,
community to the university products and courage and incentives (Wilson, 2008).
2011). SMEs aim for survival, not change.
professors (Robinson, 2006; Muravyova,
2010).
Legal control Businesses prevent information outflow It is unclear how created IP will be divided The issue depends on mutual agreements/interests between/of
over resources and avoid changes as sources of risk.
(Muravyova, 2010).
the parties (Mets et al., 2011).
Attitude
to
knowledge
differs Commercialisation of scientific commons Entrepreneurship is a profession rather than science;
conceptually: publish Vs keep confidential endangers future progress of science commercialisation and competition are rooted in it (Bennis &
(Bruneel et al., 2009).
(Nelson, 2003).
O’Toole, 2005).
Rewards from university to faculty A low inventor’s share of royalties in “The higher the perceived benefits, the higher the extent of U-I
members positively influence spin- universities’ TLOs start-ups increase new cooperation carried out” (Davey et al., 2011:11)
off/university
technology
transfer firm formation (Gregorio & Shane, 2002).
activities (Link et al., 2006).
Source: devised by the author, 2012
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As for the organisational capacity component, if researchers expect money for an accomplishment, like
research, they are in the market, and they have to use marketing models and instruments to be successful
(Baaken, 2011). Establishment of own science-to-business teams, functional groups, centres or universitybased companies (similar to Science|Business and S2B Marketing Research Centre) is suggested
(Science|Business, 2011; S2B MRC, 2011). Universities may also explore new collaborative niches, such as
consultancy. For example, there is insufficient business training consultants that could assist entrepreneurs in
a proactive and rapid way, while professional advisories require long hours (not mentioning costs).
To overcome some obstacles in the entrepreneurial ethos component, the entire entrepreneurship
curriculum should be renovated as well as the adjacent teaching methodology, where it has been traditional
so far. At the formation stage, this path will be experimental inevitably – trying out a range of approaches so
that to make curricula closer to reality: business games, company visits, creativity trainings, student
consulting projects, distance learning, self-directed learning, problem-based learning, behavioural
simulations, etc., lifelong learning for industry representatives (mutual exchange) (Wilson, 2008, EC, 2009).
A considerable attention should be paid to training and selecting educators, since their entrepreneurial
competences determine learning outcomes of trainees/students. To improve the current situation educators
who have no or little practical experience in entrepreneurship should be involved into new teachers training
programmes (doctoral/professional), cross-border mobility, and testing new communication platforms
connecting SMEs and HEIs (Wilson, 2008). At the same time, it is equally important to attract and prepare
practitioners for teaching. This includes involvement of entrepreneurs into discussion clubs, mentoring,
entrepreneurship curriculums, and creation of the university’s own industry network based on informal
reciprocity and information exchange (i bid, 2008).
For the sake of stimulating competitiveness, quality of entrepreneurship programmes and increasing state
budget revenues, it is necessary to internationalise local higher education (Kozlinska et al., 2012).
Since the validity of incentivisation has been proved, to support the legal control component, companies
can be offered tax reliefs, lump sums or similar incentives for participation in industry-based projects (the
former can certainly be the government-led initiative) (Mets et al., 2011; Wilson, 2008). Universities, in turn,
should introduce a reward system for cross-disciplinary collaboration and spin-offs in a faculty.

4. CONCLUSION
To sup up, this paper contributes to the use of the entrepreneurial university concept, providing
classification of the U-I cooperation obstacles with a focus on entrepreneurship education, and can serve as a
shortcut to exploration of the topic. The approach presented here – cooperation obstacles viewed through the
prism of four pillars of entrepreneurial university – is new and cannot be found in any other sources. The
broadened meaning of pillars into external environment let positioning not only education in the domain of
entrepreneurship, but also entrepreneurship in the domain of education.
An evident challenge is to turn the obstacles into drivers and benefits. Not all suggestions formulated
here can be implemented right away, but the proposed approach can be an input for further research. A
logical continuation is an empirical study that would compare viewpoints of students, educators, company
management and government officials i.e. core actors within the entrepreneurial ecosystem. Another option
is to test how these initiatives can contribute to entrepreneurship programmes in particular, with subsequent
managerial implications in both education and entrepreneurship domains. Finally, the U-I cooperation index
can be devised and used for ranking entrepreneurial universities in future.
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Abstract
Purpose – The aim of this study is to investigate how students of entrepreneurship perceive the traditional
accounting cycle in the learning process. While the evidence of the benefits of using spreadsheet models in accounting
education has been studied, the use of the traditional accounting cycle from the process perspective is under-researched.
Design/methodology/approach – Action research is a quest for knowledge about how to improve. This study
consists of two parts: theoretical underpinnings and systematic observations (2002-2012) with a special focus on the use
of the traditional accounting cycle in a local setting. I teach entrepreneurship students to use two technologies (manual
and computerized) and two models (traditional accounting cycle and spreadsheet model) and then ask them to reflect
on how they perceive the different accounting processes. Observing students and their computerized home assignments,
and gathering feedback serve as the sources of data that provide insight into my entrepreneurship students’ thinking.
Findings – Research evidence identifies obstacles and adjustments to procedural knowledge of the traditional
accounting cycle that will be needed to successfully integrate spreadsheet models. The conceptual accounting
information system (AIS) develops the understanding of the effect of data (business activities) on knowledge (financial
statements) so the accounting activities inside the conceptual AIS are visible to entrepreneurship students.
Research limitations/implications – This study is limited to procedural knowledge and skills of the traditional
accounting cycle in a local setting.
Practical implications – The results indicate that abandoning outdated and irrelevant procedural knowledge of the
traditional accounting cycle may foster the perception of interaction between entrepreneurial and accounting processes.
Teachers become more effective when encouraged to assess both entrepreneurship students’ needs and their own work
and make evidence-based decisions for working differently.
Originality/value – The conceptual AIS enables to store data, process data into information and convert
information into knowledge. Once the students understand the accounting process behind the financial statements, using
different accounting software to facilitate their completion makes sense. Technology skills for data mining are
important because it is physically impossible to observe business activities in their entirety.
Keywords: accounting process, conceptual model, procedural knowledge.

1. INTRODUCTION
This study is motivated by the fact that the previous entrepreneurship education studies have not
investigated how entrepreneurship students perceive the accounting process in the learning process. In 1991,
Robert K. Elliott and Peter D. Jacobson (1991, p. 54) drew attention to the fact that accounting must move
into the information technology (IT) era. Today most accountants use computerized AIS. Accounting
software is similar to a black box because entrepreneurship students do not see how it works. The present
problem is that efficient accounting software is not an alternative to the traditional accounting cycle for
students of entrepreneurship to acquire the accounting knowledge and skills that entrepreneurs need to
understand financial statements and make knowledge-based decisions. For example, Mairura (2011)
suggested that there is a need for further research to come up with simple and straightforward accounting
systems, which any common person can understand. There is objective evidence that accounting training
replicates the traditional accounting cycle. For example, Boulianne (2012) investigated the impact that
accounting software utilization may have on students’ knowledge acquisition of the traditional accounting
cycle20, a fundamental concept in business and accounting. The results indicate that the students who first
20

According to Boulianne (2012), the accounting cycle is a series of steps in recording business events from the time a
transaction occurs to its reflection in the financial statements. The steps are 1) collect and analyze data from
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completed the case manually and then completed the same case using accounting software may have
perceived learning more due to the amount of time and effort spent in the learning process. Boulianne (2012,
p. 28) suggested that future research could examine, through interviews and surveys, the extent to which
prior exposure to IT is relevant to students.
In short, although accounting software assists knowledge acquisition, computerization makes it more
important to understand the accounting process. The traditional accounting cycle constructed over 500 years
ago (in 1494) by Pasioli and taught to students for the development of accounting knowledge and skills can
be an obstacle in entrepreneurship education that has received little attention. Sarasvathy (2004, p. 709)
proposes that scientists should focus on the barriers that prevent some persons from becoming entrepreneurs.
This study casts doubt on the benefits of the traditional accounting cycle in the learning process. The
research question is “What are the perceived obstacles of the traditional accounting cycle in the learning
process?” Experience from perceived obstacles can be used to make generalizations on how to improve the
accounting process in the learning process by creating value for students of entrepreneurship. Eskola (2011,
p. 12) argued that the need to direct research to examine what is experienced to be relevant knowledge in
accounting has become urgent. Research can play an important role in creating discussion and understanding
between different interest groups living in different accounting realms.

2. THEORETICAL UNDERPINNINGS
Theoretical underpinnings address accounting knowledge management by conceptual models.

Knowledge management
According to Petrides & Nodine (2003) knowledge management (KM) brings together three
organizational resources – people, processes and technologies – to use and share information more
effectively. Providing knowledge and skills, sharing information is one of the most important roles of
educational organizations. IT can help to generate data and information. Knowledge has become the most
valuable resource. For example, accounting process transforms inputs (business activities) into outputs
(financial statements) and shows the relationship between data (low accounting value in making the
decision) and knowledge (high accounting value in making the decision) (see Figure 1).

KNOWLEDGE
high value

DATA
low value

INFORMATION
medium value

Figure 1. Data, information and knowledge
The goal of KM in education is improved decision-making throughout the educational organization to
improve students’ learning. Constructivist learning can be defined by four characteristics: knowledge
construction, cooperative learning through interaction of the learner with others students and teachers;
metacognition through the learning environment that allows them to exercise control over their learning
transactions and events, 2) prepare documentation, 3) record transactions in journals, 4) post to ledgers, 5) prepare the
unadjusted general ledger trial balance, 6) prepare and post adjusting entries, 7) prepare the adjusted trial balance, 8)
prepare financial statements, and 9) prepare closing entries.
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experiences, meaningful learning through authentic learning tasks (Loyens, Rikers, & Schmidt, 2009).
Eskola (2011, p. 89) reported that in constructivist learning environments assessment is not a separate
examination at the end of the course, but assessment methods are integrated into the learning process (see
Figure 2).
Selfregulated
learner

Constructivist
assessment

constructivist
learning

Student centred
teaching

Learning oriented
teaching

Figure 2 Assessment in line with learning and teaching conceptions
Source: (Eskola, 2011, p. 89 Figure 14)

Assessment in the constructivist approach is considered for learning while in the positivist approach it is
relevant for accountability. The following
Table 2 summarizes the differences between constructivist and positivist educational approaches.
Table 2
Assessment for learning versus assessment of learning
Key differences

Assessment for learning
(Constructivist approach)

Assessment of learning
(Positivist approach)

Primary users

Learners

Teacher

Motivation

Intrinsic

Extrinsic

Purpose of information

Learners control learning

Teacher control learning

Verification

Authentic learning tasks

Examination

Purpose of feedback

How learners know what they know

How a teacher know what learners
know

Focus

Relevance

Reliability, objectivity

Type of report

Detailed reports are not restricted

Summary report is restricted

Behavioral implications

Learners are more concerned with
how feedback will affect their
behavior

Learners are interested in
adequacy of disclosure, behavioral
implications are secondary

Time dimension

Focus on the future

Focus on the past

Conceptual models - shifting from memorization to understanding
Mepham (1988, p. 377) referred to the fact that models are fundamental to accounting: “A database
information system is a physical model of reality but database theory emphasises the importance of a parallel
conceptual model, the data model. In the past, accountants have not separated the conceptual accounting data
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model from the techniques and tools that they use (the physical model).” According to Eskola (2011, p. 68)
conceptual models are learning aids to help students develop their mental models. To be an effective learning
tool a conceptual model must fulfil three criteria: learnability, functionality and usability. A conceptual
model is not effective if it is too difficult to learn, does not explain the important aspects of the target system
or cannot be easily used.
Hunton and Raja (1995) and Alexander (2006) emphasised that accountants and small business owners
are familiar with Excel
xcel spreadsheet. Albrecht and Sack (2000, p. 57) results indicate that spreadsheet
software is the most important technological skill. The responses showed a high degree of consensus
between educators and practitioners. Albrecht and Sack (2000, p. 61) recommended assessing the
environment and resources they have available. Albrecht (2002, p. 42) suggested abandoning outdated and
irrelevant knowledge and adopting methods that reflect the new world order and creativity: “Accounting is
no longer seen as a profession that is difficult to practice and understand.
understand. Today, almost anyone, armed with
the right software, can be an ‘accountant’ and produce reliable financial information”. Greenberg’s (1997)
results support the emphasis on information systems in accounting education. The systems framework
involves the identification of objectives, users, inputs, and outputs, in addition to the calculation process.
Tynjälä (1999) points out that teaching is helping students to actively
actively construct knowledge by assigning
tasks that enhance this process. Eskola (2011, p. 114) has some evidence: “The need of higher order thinking
skills was described in terms of different kinds of techniques or tools the students had used in order to learn
well and to be able to control the learning process in a way that it became more efficient.” Marriott (2004, p.
60) implied that the integrative use of spreadsheets as a computational tool serves to focus on higher level
learning skills if used in a modelling environment. Helmi (1986, p. 106) described the modelling approach to
spreadsheet integration advantages: “Besides the knowledge gained from using the spreadsheet, students
have to acquire an understanding of the relationships existing in a problem, in order to build the model. This,
in turn,
urn, helps them in the comprehension of the analytical method used.”
There is little evidence how to design a conceptual accounting data model for possible effects either in
the learning process or in the actual accounting by small enterprises. According to
to Akker et al (2006, p. 5)
design researchers do focus on specific objects and processes in specific contexts, they try to study those as
integral and meaningful phenomena. According to Sarasvathy (2010, p. 178) “design includes the creation of
new alternatives, and the latter is particularly important not only for scholarship,
scholarship, but for the practice,
pedagogy and policy of entrepreneurship. Scholars in entrepreneurship have begun to take notice of this
importance. … in new methods and tools that we can bring to bear these, the key unit of analysis is
interaction – interaction
raction between entrepreneurs and their stakeholders, entrepreneurs and their external
environment, and between entrepreneurs’ own preferences, tastes and values”. According to Albrecht and
Sack (2000, p. 36) “Robert K. Elliott identifies five stages of the ‘value chain’ of information to illustrate the
value that accounting should provide. The 1st stage is recording business events. The 2nd stage is
summarizing recorded events into usable
usable data. The 3rd stage is manipulating the data to provide useful
information. The 4th stage is converting the information to knowledge that is helpful to decision makers. The
5th stage is using the knowledge to make value-added
value
decisions. Mr. Elliott urges
ges educators to prepare our
students toward upper-end service. Because of the impact of technology, he believes that:
• Stage 1 activity is now worth no more than $10 per hour
• Stage 2 activity is now worth no more than $30 per hour
• Stage 3 activity is now worth $100 per hour
• Stage 4 activity is now worth $300 per hour
• Stage 5 activity is now worth $1,000 per hour”

Figure 3 Value chain of information
Source: (Albrecht, 2002, p. 44)

In short, to align a financial accounting course with workplace realities spreadsheet software is a tool
that matches the entrepreneurship students’ resources and expertise in terms of modelling environment.
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Spreadsheet software is great to track and manipulate small data sets and accounting software programs
usually have the ability to import and export data to and from spreadsheet software.

3. ACTION RESEARCH
Action research is a process in which teachers do not separate the investigation from their own work. A
teacher can remove barriers only if she/he tries something new and that is the idea of action research. I teach
entrepreneurship students to use two technologies (manual and computerized) and two models (the
traditional accounting cycle and the conceptual model) and then ask them to reflect on how they perceive the
different accounting processes. The study looks at the amount of time and effort spent during the learning
process, whether IT is absent or present, to improve the quality of learning. The results of action research
help to develop the conceptual AIS. According to Tynjälä (1999) higher level instruction can be researched
from the aspect of learning perspectives. Figure 4 emphasizes the direction in the action research process.
conceptual
models

accounting
theory

systematic
observation

•Source of knowledge: •Source of knowledge: •Source of knowledge:
Tallinn University of
Framework for the
2002-2012 facts
Technology; Dipl.
Preparation and
about
System Engineer
Presentation of
entrepreneurial
(1984)
Financial Statements students

case method

experimentation

•Source of knowledge: •Source of knowledge:
collect data about
through intervention
specific
verifies the result of
entrepreneurial
conceptual AIS
students to restrict
research to
conceptual AIS

Figure 4. Direction in the action research process

Effectual logic
Solving the problem of the design of the conceptual AIS and providing students of entrepreneurship with
an alternative learning tool is based on an effectual logic. Effectual and causal logic have been discussed in
detail in Sarasvathy’s (2001) article. Dew, et al. (2009, p. 293) explained how an effectual logic prescribes
the beginning with a given set of means and focuses on generating new ends. This may be contrasted with
the causal logic of selecting a goal first and then choosing between the given means or seeking to acquire the
means necessary to achieve the selected end. A simple example of this is the chef who cooks from a recipe
(causal) versus one who imagines possible meals from ingredients available at hand (effectual). The study by
Eskola (2011, p. 68) reports that since logic is an important part of critical thinking, training in logic has
been suggested as one remedy to improve learning outcomes in accounting.

Data collection
Observing students of entrepreneurship and their computerized home assignments, and gathering
feedback serve as the sources of data that provide insight into my students’ thinking and problem solving.
Daily observations (2002-2012) are conducted among undergraduate students who have passed the
financial accounting course FIN104. The purpose of observing students is to get information about obstacles
to the perception of the traditional accounting cycle and to discover which aspects of the alternative
accounting process students find helpful. Observational data were collected through note taking and design
ideas were integrated into the alternative accounting process and shared with students to support learning
more effectively.
Computer-mediated home assignments for small groups throughout the financial accounting course
facilitate group-level cooperative learning. Self-assessment leads students to reflect on their preferences and
study habits for different accounting processes, the skills they have learned, and to rate the amount of time
and effort they have spent on learning and interaction with each other. This kind of investigation provides
insights into students' thoughts on their progress and gives the researcher feedback about the course content,
computer-mediated interaction and the application of the alternative accounting process. The analysis of
students’ interim tests, class attendance and computer-mediated home assignments with their subjective
feedback provide objective evidence of students’ learning.
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Results and discussions
The research findings show the following obstacles to the use of the traditional accounting cycle in the
learning process by entrepreneurship students.
Firstly, there is an obstacle to adapting to the changes in the IT era in which entrepreneurship students
operate. The research results highlight that the terms data and information are used interchangeably. For
example, according to Horngren et al. textbooks:
• Accounting is the information system that measures business activity, processes the information into
reports, and communicates the results to decision makers (2005, p. 4).
• Accounting is the information system that measures business activity, processes the data into
reports, and communicates the results to decision makers (2007, p. 4).
In accounting data comprise facts about business activities that can be easily stored and communicated
using IT. Information involves the manipulation of data and represents analysed data. Knowledge is
information that facilitates knowledge-based decisions and activities. The lack of IT knowledge is an
obstacle to understanding the stages of transformations: recording the data, summarizing the data into
information and converting the information into knowledge. In Table 3 time efficiency is illustrated with
accounting work stages.
Table 3
The accounting process in the industrial era versus in the IT era
accounting activities
Preparation

Recording of data

Summarizing data into
information

Converting
information into
knowledge

in the industrial era

in the IT era

1) Collecting documentation
2) Analyzing data from business
activities
3) Recording business activities in
journals
4) Posting to ledgers
Data recording 2 times
5) Preparing the unadjusted general
ledger trial balance
6) Preparing and posting adjusting
entries
7) Preparing the adjusted trial balance
Spending significant amounts of time
on summarizing.
8) Presenting information in annual
financial statements.

Filing of documentation to an
electronic archive. Spending time
on creating a database.
1) Recording of data into the
database to use the data set for data
mining.

3) Linking information with
financial statements in real time.

9) Preparing closing entries

No need to prepare closing entries

2) Retrieving data from the
database to present relevant
information.

Secondly, according to the rule of debit and credit (that data of business activities give rise to debit and
credit balances: debit=credit) the traditional analysis of data and interpretation is an obstacle to the
perception of changes in the AIS. The problem is that students memorize the rule of debit and credit without
understanding the changes in the AIS. The focus should be shifted away from memorization debit (Dr)
=credit (Cr) to understanding the conceptual AIS that is composed of an interrelated set of elements: assets
(A), liabilities (L) and equity (E) and abstract ideas (A=L+O). Systems analysis of data is illustrated in Table
4 with an example of owner withdrawals.
Table 4
A comparison of different approaches to data analysis
traditional analysis of data (Dr=Cr)

systems analysis of data (A=L+O)

Dr E 100€

(A-100€) = L+ (O-100€)

Cr A 100€

Changing one element in the system produces a
change in another element. A negative change
indicates decrease in the A and E elements.

Owner withdrawals of 100 € give rise to debit and
credit balances in the A and E elements.
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Thirdly, the results support the emphasis on information systems (see Figure 5). The lack of
understanding how accounting knowledge, data and information relate to information systems, decisions and
business activities is an obstacle to build up a simple conceptual accounting data model (flat file database
model) to store and process data into information and knowledge. Declarative knowledge is relevant at the
first stage of accounting knowledge acquisition involving facts such as the classification and relationships
between the AIS elements21 (assets, liabilities, equity) and the sub-classifications of the AIS elements
(inflow, outflow, income, expense) to understand the big picture between declarative knowledge (AIS
elements) and procedural knowledge (data -> information-> knowledge).
KNOWLEDGE

Financial
statements

is the
output of AIS

INFORMATION
AIS interrelated elements:
A=L+O

Assets
(A)

sub-elements

current
assets

items

cash

DATA
about business activities

inflow

Liabilities
(L)

Equity
(E)

retained
profit

outflow

income

expense

business activities of
entrepreneurial processes
are the
input of AIS

Figure 5 Declarative knowledge of conceptual AIS

1. stage
2. stage
INPUT
business
activities

RECORDING
business
activities
to
DATA

SUMMARIZING
DATA
to
INFORMATION

3. stage

OUTPUT

CONVERTING
INFORMATION
to
KNOWLEDGE

Financial Statements
KNOWLEDGE

Figure 6 Procedural knowledge of conceptual AIS
Finally, the results support the emphasis on processes (see Figure 6). Procedural knowledge is relevant
at the second stage of accounting knowledge acquisition that is a sequence of accounting activities resulting
in financial statements. According to Deming (1994), quality is improved through the improvement of
existing processes. Procedural knowledge (data -> information-> knowledge) is not regulated by the
21

Framework for the Preparation and Presentation of Financial Statements paragraph 47 (F 47)
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“Framework for the Preparation and Presentation of Financial Statements” and should conform to the
changing environment and resources learners have available. A change in the accounting process should
enhance the procedural knowledge and should have no impact on learners’ ethical behaviour.
Entrepreneurship students need to distinguish procedural knowledge from the technology in which the
accounting process is constructed. By whatever means an entrepreneurship student carries out accounting
activities, procedural knowledge is needed to understand the input, process and output of conceptual AIS so
that knowledge-based economic decisions could be made. The conceptual AIS may foster the abstract high
level thinking skill of understanding how accounting activities transform data into information and
knowledge.

4. CONCLUSION
To conclude, it seems that acquiring outdated declarative accounting knowledge (two-column account,
the rule of debit and credit) and procedural accounting knowledge (the traditional accounting cycle) to such
an extent that students of entrepreneurship waste time on irrelevant accounting steps the gap between
accounting practice and good learning has widened. Entrepreneurship students armed with the spreadsheet
software can make the data easily collectible, understandable and analysable. To improve understandability22
between entrepreneurial and accounting processes data of business activities23 have to be classified to
operating, investing and financing activities and recorded to multiple-column account to produce high value
accounting information and make value-added decisions.

REFERENCES
1.
2.

Albrecht, W. S. (2002). Accounting Education on the Edge. BizEd, 40-45.
Albrecht, W. S., & Sack, R. J. (2000). Accounting Education Series Vol. 16. A. A. Association (Ed.)
Accounting Education: Charting the Course through a Perilous Future. Retrieved from
http://aaahq.org/pubs/AESv16/toc.htm
3. Alexander, A. (2006). Living with =SUM. Accounting Technology, 22(8), 30-35.
4. Boulianne, E. (2012). Impact of Software Utilization on Students’ Knowledge Acquisition: A Significant
Change in Accounting Education Paper presented at the CAAA Annual Conference 2012.
http://ssrn.com/abstract=1981357 or http://dx.doi.org/10.2139/ssrn.1981357
5. Deming, W. E. (1994). The need for change. The Journal for Quality and Participation, 17(7), 30.
6. Dew, N., Read, S., Sarasvathy, S. D., & Wiltbank, R. (2009). Effectual versus predictive logics in
entrepreneurial decision-making: Differences between experts and novices. Journal of Business Venturing,
24(4),
287-309.
Retrieved
from
http://pcbfaculty.ou.edu/classfiles/MGT%206973%20Entrepreneurship%20Seminar/Week%2011/Dew%20et
%20al%20JBV%202009.pdf
7. Elliott, R. K., & Jacobson, P. D. (1991). U.S. Accounting: A National Emergency. Journal of Accountancy,
172(5), 54.
8. Eskola, A. (2011). Good learning in accounting. Phenomenographic study on experiencies of Finnish higher
education students. University of Jyväskylä, Jyväskylä.
9. Greenberg, P. S. (1997). Using a systems framework to develop higher level thinking skills in
cost/management accounting: Experimental evidence. Journal of Accounting Education, 15(4), 559-575.
10. Helmi, M. A. (1986). Integrating the Microcomputer Into Accounting Education--Approaches and Pitfalls.
Issues in Accounting Education, 1(1), 102.
11. Horngren, C. T., Harrison, W. T., & Bamber, L. S. (2005). Accounting (6th ed.). New Jersey: Pearson
Education, Inc.
12. Horngren, C. T., Harrison, W. T., & Bamber, L. S. (2007). Accounting (7th ed.). New Jersey: Pearson
Education, Inc.

22

According to the Framework for the Preparation and Presentation of Financial Statements paragraph 24 “An
essential quality of the information provided in financial statements is that it is readily understandable by users” (F 24).
23
Operating activities are the principal revenue-producing activities of the entity and other activities that are not
investing or financing activities. Investing activities are the acquisition and disposal of long-term assets and other
investments not included in cash equivalents. Financing activities are activities that result in changes in the size and
composition of the contributed equity and borrowings of the entity. (IAS 7.6)

168

Journal of Business Management, 2012, No.6

ISSN 1691-5348

13. Hunton, J. E., & Raja, M. K. (1995). When is a Database Not a Database? (When it's a Spreadsheet). Journal
of Accountancy, 179(6), 89.
14. Loyens, S. M. M., Rikers, R. M. J. P., & Schmidt, H. G. (2009). Students' conceptions of constructivist
learning in different programme years and different learning environments. British Journal of Educational
Psychology, 79(3), 501-514.
15. Mairura, C. (2011). The influence of business records on business performance. Journal of Language,
Technology & Entrepreneurship in Africa, 3(1), 133-143.
16. Marriott, N. (2004). Using computerized business simulations and spreadsheet models in accounting
education: a case study. Accounting Education, 13, 55-70. doi: 10.1080/0963928042000310797
17. Mepham, M. J. (1988). Matrix-Based Accounting: A Comment. Accounting & Business Research, 18(72),
375-378.
18. Petrides, L. A., & Nodine, T. R. (2003). Knowledge Management in Education: Defining the Landscape.
19. Sarasvathy, S. D. (2001). Causation and Effectuation: toward a theoretical shift from economic inevitability to
entrepreneurial
contingency.
Academy
of
Management
Review,
26(2),
243-263.
doi:
10.5465/amr.2001.4378020
20. Sarasvathy, S. D. (2004). The questions we ask and the questions we care about: reformulating some problems
in
entrepreneurship
research.
Journal
of
Business
Venturing,
19(5),
707-717.
doi:
10.1016/j.jbusvent.2003.09.006
21. Sarasvathy, S. D., & Berglund, H. (2010). On the relevance of decision-making in entrepreneurial decisionmaking. In H. Landström & F. Lohrke (Eds.), Historical Foundations of Entrepreneurship Research.
22. Tynjala, P. (1999). Towards Expert Knowledge? A Comparison between a Constructivist and a Traditional
Learning Environment in the University. International Journal of Educational Research, 31(5), 357-442.
23. Van den Akker, J., Gravemeijer, K., McKenney, S., & Nieveen, N. (2006). Educational design research:
Taylor & Francis.

169

Journal of Business Management, 2012, No.6

ISSN 1691-5348

THE SOCIOECONOMIC DIMENSION OF HEALTH IN ROMANIA
Selina Toplicianu
Valahia University of Târgoviște, România
selina_ionete@yahoo.com
Mihai Mieilă
Valahia University of Târgoviște, România
m_mieila@yahoo.com
Valerică Toplicianu
Valahia University of Târgoviște, România
vtoplicianu@yahoo.com

Abstract
The purpose of this paper is to analyze the interaction between human health and the socio-economic conditions in
which it occurs.
Form the individual health point of view, the health is an element component of the individual needs system. But,
from the national perspective, the health is a broader concept that implies economic, social, and psychological
influences.
The study will employ the method of statistical data analysis. The source of these data will consist from the official
national and international reports issued by the institutions involved in these tasks.
Having as start point the reality of the increasing needs and limited resources for the health care aims, results the
necessity of diminishing the impact of risk factors, besides the well-balanced resources management.
The social dimension of health analysis has to take into account that health care market does not operate by the
rules of a free market; it is a typical case of "market failure". The analysis of risk factors with social implications
(alcohol, tobacco, drugs, poverty) is about to be done in conjunction with health services market, with income and, not
least with government health policy.
In Romania, the financing gap in health care, lead to an increased incidence of certain diseases. These diseases
determine direct implications in the economy (labor productivity, the use of working time, etc.), and also in the level of
welfare.
The process of searching of the most appropriate way in organizing the Romanian health care system consisted of
privatization of primary health sector (family doctors, pharmaceuticals), and in decentralization and aggregation in the
secondary health care (hospitals). This reform did not resolve the inconsistency between funding opportunities and
health needs.
Based on these developments, we consider that state policies should be adapted to the realities, based on a coherent
system of indicators to highlight the relationship between the health status of population and economic growth.
Keywords: health, health determinants, financing of health, welfare, social development, medical ressources.

1. INTRODUCTION – THE SOCIAL PERSPECTIVE OF HEALTH
Health is a broad concept, with implications both at individual (via the individual's biologic heritage) and
social levels. It represents an essential component of the concepts of “quality of life” and “human
development”. Health is not only a basic human right but also a perquisite of economic development.
Health, as economic concept, and its (downstream and upstream) influences have issued multiple
debates. On the agenda of governments and international institutions, the health represents an important
issue. In this respect, one of the World Health Organization and UNICEF developed the action plan “We
Can End Poverty 2015” in the framework of the joint-program “Millennium Development Goals”. The
Center for Global Health and Economic Development (CGHED) plays a major role in mobilizing and
developing global health programs, aiming to increase quality of care, especially for disadvantaged
population categories, the sustainable economic development, and monitoring of Millennium Development
Goals.
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Figure 1. The relationship activity – health – quality of life
Source: Processing authors

The importance of health requires a three-dimensional analysis, based on changes involved: politicaldemographic, economic and social. There may not be operated a clear distinction between the three aspects
of health; they interact and exert joint influence on each other, which causes changes in society as a whole.
Therefore, in the following presentation, besides the economic perspective of health, there has to be
encompassed the social development points, as effects of disease or of its’ absence.
This is the reason why health should not be regarded in its’ simple sense, that is, the “absence of
disease”, but in a broader context, taking into account its triple size, as effect, on the one hand, of the
determinants complex that condition it (age, sex, living conditions, environment, working conditions,
environmental conditions, accessibility and quality of health services etc.) and, on the other hand, the risk
factors as result of each individual life style (food, alcohol, tobacco etc.) .
The social factors have influence not only on population state of health but also on the future efforts of
society in assuring an equitable and proper level of health.
This paper work is part of a larger step with the purpose of identifying the ways to decrease the health
expenses (risk factor reduction, preventive medicine, expensive reduction in all hospital units by applying
management accounting, a good elaboration and administration of budgets for each medical unit etc).
In performing this study we have utilize the statistic analyze of data using as sources of information the
official reports of national and international institution with function in this area.
The risk factors analyze with social implication (alcohol, tobacco, drugs, pauperization) must be
accomplish in correlation with the health services market, with incomes level and, last, but not the least, with
government policy in health area.
The connection between different range of indicators (earnings – life expectancy at birth, health amounts
– life expectancy or infant mortality, welfare – risk factors), even if has a medium intensity, can represent the
base of a better management of the health resources.
Within this study we have analyzed the situation of 27 countries, members of EU, and we will try to
place Romania comparative with the other states members.

2. LITERATURE REVIEW
Given the influences to and from health, J. de Kervasdoué dismantles the belief that medicine and health
are synonymous and, that is, more medicine doctors would lead to improvement in population health status.
It reminds that the researches conducted by Thomas McKeown proved the improved life expectancy in
Europe of the 1950s was a result not of increase in the number of physicians, but of transformation in life
conditions. Nutrition and hygiene have improved, mainly due to growth due to industrial revolution.
(2009:14)
The health systems development in the years 1950-1970, was a process that deployed in parallel with
economic growth and leaded to social development in European countries. (B Palier, 2004:24).
The contemporary literature emphasizes the link between health state of population and the economic
situation. Thus, in the book "Health and economic growth – Findings and Policy Implications", G.L.
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Casasnovas, B. Rivera and L. Currais, states that "Investing in the health sector will create important benefits
in economic policy and social development". (2005:50).
In the 2004 Report of the Mexican Commission on Macroeconomics and Health, the health is considered
as an asset with dual role: to create incentives, but also to minimize the balance damages due to adverse
conditions (related to individuals or natural disasters). Thus, results the emphasis on improving public health
role in protection against adverse situations (sickness, death, unemployment, disease, economic crises,
natural disasters). (2004:38).
M. J. Husain (Keele University) argues that, if there is a positive between productivity and income, and,
if the health results in income increase, that implies the state of health should lead to increase in income and,
therefore, to well-being.
The role of investment in healthcare, in order to ensure a healthy population as a decisive factor of
production is also stated by T. Schultz. (1981).
In the work “European Union Health Policy” C. Busoi and C. Vladescu, develop aspects of the influence
of lifestyle upon health status. (2011:207).
There is an inter-connection between the quality of life, the health determinants and the economic
development, and there are an important number of studies and models developed in this regard, such as: M.
Lalonde (1976), Dahlgren and Whitehead (1992), R.M. Anderson (1995), Hamilton and Bhatia's cube model
(1996), Lisa Berkman (2000), or Etches pyramid model (2006).
Ariel Beresniak and Gérard Duru emphasize that health studies without addressing economic and health
determinants would not allow an objective analysis and present many possible methods and tools used in
medical-economic evaluation. (2005:106)
A functional society depends on the health status of its members, but also the degree of disease control.
In sociological studies, there is increasingly used the term of “the role of sick person”, taking into account
both people with diagnosed disease, but also the hypochondriac. For this reason, the Preventive Medicine, as
new addressed branch of medicine, is acquiring new dimensions. This underlines the need for “healthy
habits”, referring to food, exercise and environmental conditions own life.
In the literature (Dennis Raphael, 2004), factors with clear influences on health, called health
determinants can be found under the following group (see figure 1.):
- Basic determinants are intrinsically related to the individual;
- Factors related to individual behavior (lifestyle);
- Socio-economic conditions;
- Social and community networks.
Most of determinants in population health status are linked by a bi-univocal relation with the country's
economic degree and education level. Fogel (1994), Barro (1996) and Sala-i-Martin (2004) studied, on the
one hand, the relationship between health and economic growth, and, on the other hand, the relationship
between health and wealth. In this respect, they proved that the higher level of human capital health, the
higher the positive effect on labor productivity and growth rate. A reduced rate of employees with health
problems has as effect, both for organization and community, increased ability to improve the education and
performance, a diminished number of days in a state of physical or mental work incapacity, absenteeism due
to illness. A healthy worker is less prone to disease, is energetic, alert, productive, and better paid. Also, a
non-sick worker has power, is vigorous, is resilient and, besides his/her skills, creativity and technological
knowledge, is generator of positive returns.
Pan American Health Organization and Inter-American Development Bank conducted a research on
impact of health on long-term growth, but also on household productivity. The study was deployed in less
developed countries and issued the following conclusions: there is a relationship between poverty and
inequality and human capital accumulation, as well as between variations in economic growth and social
development. Although the increased life expectancy, the different degrees in health policies
implementation, sometimes in different areas of the same country, leading to inequalities between rich and
poor. (Lopez-Casasnovas Guillem, Berta Rivera, Luis Currais, 2005: 5)
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Figure 2. The determinants of health status
Source: devised by the author

3. THE SOCIAL DETERMINANTS OF HEALTH
There is a relationship between life expectancy at birth, infant mortality and morbidity rates and average
incomes, as measured by GDP/capita, but this is subject to a public policies and resource allocation for
health (health expenditure share in GDP , expenditure on health per capita, the significance of preventive
medicine etc.).
As a general trend, from the data presented in Table 1 one may affirm that, within the European Union,
in the countries with an increased GDP/capita (Sweden, Netherlands, Luxembourg) there is higher life
expectancy and a low level of mortality in comparison with the countries with a reduced GDP/capita
(Bulgaria, Romania). A closer analysis reveals a medium to low relationship between the GDP/capita and
life expectancy at birth. That suggests the differences between countries in terms of healthy living are in a
closer connection to society characteristics, not necessarily to the income: “Changing the social and cultural
environment determines changes in the risk of disease” (Michael Marmot, Richard Wilkinson, 1999:87).
This means that health is not a function of poverty, but a function of socio-economic and behavioral
conditions.
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Table 1
The impact of health financing on quality of life
Country

GDP/capita

Health
Health
expenditure (%
expenditure (%
in public
in GDP)
budget)

Health
expenditure
/capita ($
PPP)

Life
expectancy

Infant
Mortality

Austria

36680

10.5

15.8

4150

80

4

Belgium

34760

11.1

14.8

4096

80

4

Bulgaria

11950

7.1

11.2

974

73

9

Czech Republic

22790

7.1

13.3

1830

77

3

18125*

6

5.8

1838

80

4

Denmark

37280

9.9

15.3

3814

79

4

Estonia

19280

6.1

11.9

1325

74

5

Finland

35660

8.8

12.6

3299

80

3

France

34400

11.2

16

3851

81

3

Germany

35900

10.5

18

3922

80

4

Greece

28470

10.1

13

3010

80

3

Ireland

37350

8.7

16

3796

80

4

Italy

30250

8.7

13.6

2836

82

3

Latvia

16740

6.6

10.2

1206

71

8

Lithuania

18210

6.6

12.8

1318

72

5

Luxembourg

64320

6.8

13.7

5996

80

2

17830*

7.3

12.3

4197

80

7

Netherlands

41670

9.9

16.2

4233

80

4

Poland

17310

7

10.9

1271

76

6

Portugal

22080

10.6

15.4

2578

79

3

United Kingdom

36130

8.7

15.1

3222

80

5

Romania

13500

5.4

11.8

840

73

11

Slovakia

21300

8

15.4

1849

75

6

Slovenia

26910

8.3

12.9

2420

79

2

Spain

31130

9

15.2

2941

81

4

Sweden

38180

9.4

13.8

3622

81

2

Hungary

17790

7.2

10.2

1506

74

6

Cyprus

Malta

Source: World Health Statistics 2011, WHO 2011 * Year 2000
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However, given that for similar levels of income, sometimes there are significant differences in health
status (Slovakia, Portugal), results that the income is not the most obvious indicator of hierarchy and it is
necessary to add other impact indicators, in order to measure health risk factors (so-called “determinants of
social health”).
According to literature, the determinants of social health are: income and its distribution, education,
unemployment and job security, working conditions, early development of child, nutrition, housing, social
exclusion, social relations safety, health care, "genetic heritage", sex, race and the individual disability. The
importance associated to these factors is greater than the importance assigned to biomedical indicators. The
biomedical and behavioral risk factors are specified as follows: cholesterol, obesity, physical activity, diet,
alcohol and tobacco. (Raphael, 2004: 2).
Health and growth are not mere determinants of human welfare. The interaction between them
demonstrates that there is not possible to generate growth in the developing world without solving basic
health problems. Also, the attainment, preservation and improvement of a certain level of population health
are difficult to be conceived outside the process of generating economic growth.
From the point of view of health social determinants, we tried to analyze the situation in Romania in
relation to other EU countries. The situation is presented in the table 2.
The maternal and child health during early life, prenatal care, births assisted under appropriate
conditions, preventive and curative care have led to lower childhood mortality worldwide and the increased
life expectancy. That determined social changes, in sense that parental decisions were channeled to the
education of children. Increasing health and education level determine positive outputs in labor productivity
and national income. Ensuring the vital needs and income growth represents the basics of consumption
increase of common and luxury goods. Also, the consumer behavior appears makes possible the
differentiation of goods, and the occurrence of consumption economy.
With a GDP/capita of $13,500 at purchasing power parity in 2008, Romania was, after Bulgaria, the
second lowest performance in the EU. If this is added the fact that only 5.4% of GDP allocated to health
expenditures, results that Romanian health expenditures represents the least amount per capita in the EU
countries. The result is predictable: chronic underfunding of the Romanian health system. This situation is
added to the fact that neither the other determinants of health does not place Romania in a better position,
and the risk factors reach sometimes alarming values.
Housing is one of the key determinants of health. In terms of this factor, Romania is in a
disadvantageous position compared to other European countries. Accounting for 54% of urban population,
Romania is the last in the percentage of individuals using a reliable supply of drinking water and population
using improved sanitation facilities.
If 99-100% of urban population consumes water from safe sources, for rural areas, the data are uncertain
or insufficient. In the rural areas the water supply may be both from a reliable source (water network), as
well as less proven sources (wells, natural springs, rivers, etc.). Romania occupies the last place in the EU in
terms of sanitation facilities, with only 88% of urban and 54% of the rural population. For most EU
countries, the percentage of available sanitation facilities is 100% with few exceptions (the Czech Republic
with 99% in urban areas and 97% in Greece to 99% and 97%, Poland 96%, Estonia 96% and 94%, Lithuania
95%).
The third matter of habitat conditions is related to the type of fuel used for cooking and heating. It is
considered that in developed countries (countries with gross national income per capita over $12,276),
except Finland, the share of population using solid fuels is below 5%. For the rest, the weight range from 5%
(Latvia) to 21% (case of Lithuania); in Romania, 17% is the share of population using solid fuels.
But revenues and habitat conditions are only prerequisites for ensuring proper health status. These
indicators should be added to "biomedical and behavioral risk factors: cholesterol, obesity, physical activity,
diet, alcohol and tobacco. (Raphael, 2004: 2).
The alcohol consumption represents a major risk factor in terms of health, due to the multiple influences.
“In Europe, alcohol is the third risk factor for disease (of 26 risk factors), after tobacco and high blood
pressure, before obesity” (Peter Anderson, Ben Baumberg, 2006: 17).
When referring to the effects of alcohol on health, there has to be considered not only the diseases caused
directly (gastrointestinal disorders, cirrhosis, cardiovascular disease, cancer, immunological disorders, lung,
muscle and bone diseases, reproductive disorders, etc.), but also indirect effects such as violence, injuries,
accidents, depression, etc.
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In addition, the alcohol is addictive. The European Commission Report on alcohol in Europe (2006)
draws attention to the increasing share of young people who consume alcohol and to the reduced age at
starting alcohol consumption (12 years and a half, first drunkenness is under 14 years).
Table 2
Incidence of risk factors in the European Union (2008)
Alcohol
Consumpt
ion/capita
Risk
factors

(litres of
pure
alcohol)

Proporti Proportion Proportion
on of
of
of
smoker population population
populati using safe
using
water
improved
on Men/
women
sources
sanitation
facilities
(%)
(%)
(%)

Proporti
on of
populati
on using
solid
fuels
(%)

Proportion of
population
suffering of
hypertension
Men /
women (%)

Proportion
of
population
with
overweigh
t (obesity)

Proportion
of
population
diagnosed
with
diabetes
(%)

(%)

Austria

12.4

47/45

100

100

<5

28.7/19.8

19.2

7.1/4.6

Belgium

10.8

30/22

100

100

<5

24.5/16.8

21.2

9.3/6.4

Bulgaria

10.47

48/27

100

100

14

40/31.2

22

10.4/9.9

Czech
Republic

15.26

43/31

100

99/97

<5

37.3/27.7

30.5

11.5/9.1

8.66

...

100

100

<5

28.9/18.5

24.8

10.2/6.6

Denmark

11.06

30/28

100

100

<5

25.6/15.0

17.1

8.8/5.9

Estonia

14.32

46/23

99/97

96/94

<5

47.3/32.2

20.2

9.0/7.8

Finland

20.26

28/22

100

100

11

34.0/22.7

21.0

10.3/6.3

France

12.30

36/27

100

100

<5

29.1/18.2

16.8

7.2/4.3

Germany

12.02

33/25

100

100

<5

31.1/20.7

23.1

9.8/6.3

Greece

9.25

63/41

100/99

99/97

<5

25.1/14.6

18.8

9.5/7.9

Ireland

12.40

...

100

100/98

<5

34.9/20,7

25.7

8.4/5.6

7.44

33/19

100

...

<5

28.6/20.6

19.3

8.8/5.4

Latvia

13.20

50/22

100/96

...

5

44.5/32.7

21.5

10.4/9

Lithuania

13.08

50/22

98

95

21

44.5/34.3

23.9

11.2/9.7

Luxembourg

16.48

...

100

100

<5

28.9/17.9

24.5

9.9/8.7

Malta

7.58

30/21

100

100

<5

29.9/20.3

26.1

11.8/8.9

Netherlands

9.25

31/26

100

100

<5

28.9/17.6

18.1

6.1/4.1

10.74

36/25

100

96

<5

41.3/33.0

22.9

8.2/6.9

...

32/16

99/100

100

<5

34.4/24.3

20.4

9.8/5.7

Cyprus

Italy

Poland
Portugal
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United
Kingdom

13.85

26/23

100

100

<5

27.7/19.1

24.4

7.8/6.7

Romania

16.15

46/24

99/...

88/54

17

37.2/31.8

18.3

10/8.9

Slovakia

11.80

39/19

100

100/99

<5

42.1/32.5

24.9

10.6/9.2

Slovenia

12.71

30/22

100/99

100

<5

43.3/32.8

25.3

10.7/8.8

Spain

11.98

36/27

100

100

<5

27.7/18.6

24.9

11/8.8

Sweden

6.90

...

100

100

<5

29.7/19.3

18.2

8.1/6

Hungary

11.79

43/33

100

100

<5

42.7/31.3

26.2

10.6/8.5

Source: World Health Statistics 2011, WHO 2011

The analysis of those factors put Romania in a position different from the rest of the European Union.
Thus, in terms of alcohol consumption (in liters of pure alcohol consumed by people aged over 15 years,
within a year), places Romania on the fourth rank in the European Union, with a volume of 16.15 liters of
pure alcohol, after Estonia, Czech Republic and Lithuania. However, there has to be considered the
consumption habits of the population (the typology of drinks) and the environmental conditions. This is
because the amount of alcohol is greater for countries that mostly consume spirit drinks (whiskey, vodka,
brandy, palinka) and lower for countries where the population is consuming wine, beer, etc. Also, the
consumption is different in countries with cold climates from countries with a mild climate. Whatever type
of alcohol, it is a health risk factor.
Another risk factor is smoking. Tobacco is the main risk factor in terms of respiratory diseases (cancer,
diabetes, cardiovascular disease, etc.). About 6 million people die annually because of smoke, of which
about 600,000 are non-smokers (passive smokers).
For those countries that are available data, the share of adult male smokers differ greatly from a country
to another, from 26% in the United Kingdom, or 28% in Finland to 50% in Lithuania and Latvia, reaching
63% in Greece. Romania, with a share of the male population smoking 46%, ranks 6 in the EU. Proportion
of women who smoke is lower than that of men smokers in all EU countries. The ratio between women and
men smokers who smoke ranges from below 50% (Lithuania, Latvia, Slovakia) to 90% (Denmark and
Austria). In Romania, the weight of smoking women is 24%, representing 52% of the proportion of men
smoking.
As there have been stated previously, higher incomes means not necessarily better health. Revenue
growth may lead to changes in other biomedical determinants that lead to a worsening of health. It is known
that in developed countries the prevalence of obesity and related diseases (diabetes and hypertension) is
much higher.
With an overweight population share of 18.3%, Romania ranks 23 in the European Union to obesity and
the number 21 on the incidence of diabetes. With 37.2% in men and 31.8% among women Romania is in the
middle in terms of hypertension.
Since the social determinants of health address the key drivers of health organizing and financing, there
is paid increased attention to improving economic and social policies. The concern regarding these issues is
not new. Since the 19th century, Engels (1845) and Virchow (1848) defined firstly the living conditions as
determinants of health. Since then, numerous studies have demonstrated that material and social
circumstances that are subject to people in their homes, at work or in society, are more important for health,
than so-called “lifestyle choices” that means alcohol and tobacco consumption, fruit and vegetable based
food, involvement in physical activities (Nettleton, 2006).
Social determinants are the main factors which are reflected in poor health and inequities in the world.
In the framework of WHO Regional Office there is developed a partnership between 53 states, known as
the “Health 2020”. Based on this partnership, the new objectives of health policy focuses on promoting a
healthier population and reduce inequities in this area, as important factors in a country development.
Starting from the idea that health is an essential resource for economic sustainability, for social and human
development, the approach of health determinants becomes a strong responsibility both for each state policy,
but also at international level. Governance in health is a key element of “Health 2020”.
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The debates of the Conference of November 21st, 2010 in the UK highlighted the need to overcome the
level of paper policy and communication; the health portfolio must be enriched with new thinking, involving
not only governmental agencies, but also public health institutions and associations, as the civil society. The
900 million people in Europe need a real progress, and coherent actions to allow them to live healthy in a
healthy environment.
The Political Declaration of Rio de Janeiro on social determinants of health (October 21st, 2011) brought
together decision makers from around the world, for a comprehensive inter-branch approach in this respect,
with leitmotifs “all for fairness” and “health for all”. Emphasizing the principles and provisions stated in the
Constitution of WHO, as well as in statements from Alma-Ata (1978), the Ottawa Chart (1986), and during
numerous international health promotion conference, reaffirmed that “health standard is one of the
fundamental rights of every individual, regardless of race, religion, political, economic and social
conditions”.

4. CONCLUSIONS
Social determinants of health include all societal conditions in which people are born, grow, live, work
and age. There is required much more speed and increased aspirations for the establishment of “Millennium
Development Goals”, under the powerful changes caused by global economic and financial changes.
There are five key action critical areas to address inequities in health, as follows:
- adoption of better governance for health and development by increasing attention to vulnerable and
high risk areas;
- promoting participation in the development and implementation of policies, by strengthening the
role of community, civil society and private sector;
- continuing to reorient the health sector to reduce inequalities, comprehensive and integrated action
of primary health care;
- reinforcement the overall governance and cooperation by supporting actions under the terms of
social protection, addressing the needs of each country, accelerated implementation of measures to
reduce tobacco use, strengthening of North-South cooperation and South-South in the areas of
technology transfer, health and pharmaceutical production;
- monitor of progresses and increase accountability by tracking indicators, ensuring transparency of
results, access to information, taking into account the advice of Mother and Child Health and the
exchange of good practice internationally.
Due to the economic and cultural differences between countries, the policies approach may present
specific features, and the healthcare indicators may vary significantly. For example, Sweden is one of the
countries that, through economic policies, reduced the unemployment, and downplayed the inequities caused
by income and individual health status, taking into account numerous important determinants of health. The
literature states that Americans are healthier than Canadians, and the latter are outrun by northern European
nations.
Considering the risk factors, there is necessary to enforce steps to reduce their influence:
- additional fees for alcohol and tobacco, even the governments are far more interested to increase the
sources for budget revenues, but to reduce alcohol and tobacco consumption. This represents an
indirect way to diminish the risk of associated diseases and treatment costs. Reduction of alcohol
consumption annually with a liter per capita, would reduce mortality in men by 1% in South and
Central Europe, and by 3% in Northern Europe (Peter Anderson and Ben Baumberg, 2006, page 18);
- promote education in the spirit of reducing consumption of alcohol and tobacco. Promoting of these
measures devolves not only to the states and the public health system, but also to other players such
as school, family, civil society, NGOs and to producers, which should have to clear specify, by
labeling, the risks incurred for consumers;
- people education to adopt healthy consumption habits, in order to reduce the incidence of
cardiovascular diseases, obesity and diabetes.
The analysis was based on official statistics, for which we can say that in some cases (alcohol and
smoking) the share of consumers for some countries may be even greater, since both alcohol and tobacco
products are subject to economic underground.
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Abstract
Purpose – Nowadays there is no any dominance observed among the different theoretical concepts describing
phenomenon of social entrepreneurship. Therefore the aim of the present article was to explore various theoretical
concepts of social entrepreneurship and to illustrate specific examples of their practical application in Latvia.
Design/methodology/approach – Literature studies, analysis of statistical data, logical and comparative analysis.
Findings – In the present article the authors expose their views on interpretation of term of social entrepreneurship,
supporting the idea that economically effective business incentives and commercially successful solutions create the
basis for gaining social benefits for the communities.
Originality/value – According to the most common approach applied for the analysis of social enterprises on the
base of qualitative assessment of their social and economic performances, the various types and activity of already
existing social organizations in Latvia is described.
Keywords: social entrepreneurship, social problems, business models.

1. INTRODUCTION
Social entrepreneurship as a separate theoretical concept has started developing in the second half of the
20 century. The reason was the presence of many unresolved social problems in different parts of the world.
In Latvia, social issues are also urgent, but traditional programmes of state support and assistance currently
are not efficient enough. This leads to the need of seeking for new forms and ways of solving social
problems.
Therefore the aim of the present article was to explore various theoretical concepts of social
entrepreneurship and to illustrate specific examples of their practical application in Latvia.
In order to fulfil the aim the following tasks were carried out:
1. To determine the core of social entrepreneurship and to point out its distinguishing features from the
traditional business;
2. To identify the main prerequisites for start-up and development of social entrepreneurship;
3. To summarize the practical experience and contribution of social enterprises in the solving of social
problems in Latvia;
4. To identify the main types of business models of social entrepreneurship.
The hypothesis of the research: summarizing the theoretical concepts and practical experiences on the
field of social entrepreneurship creates a basis for identification of main business models of social
entrepreneurship in Latvia.
th
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This article provides an overview of studies on international experience of social entrepreneurship, as
well as presents opinions of various authors (Gregory Dees, Janelle Kerlin, Kim Alter, and others) on issues
of essence and forms of social entrepreneurship, prerequisites for its successful development. Also, the
article summarises the views of authors on the interpretation of the term “social entrepreneurship” basing on
idea of self-financing. A separate part of the study is dedicated to Latvia’s experience of social
entrepreneurship and problems of its development. In the study of Latvian examples of social enterprises,
major emphasis was placed on characterisation of social problem solved by a particular enterprise and
description of mechanism chosen for solution of given problem.
During the carrying out of the study the following research methods were applied: monographic
descriptive method, the method of analysis and synthesis, analysis of statistical data, logical and comparative
analysis, generalization. As the informative basis of the article data of Central Statistical Bureau of Latvia
(CSB) and Global Entrepreneurship Monitor as well as other scientific publications were used.

2. THEORETICAL BACKGROUND OF THE RESEARCH
It should be noted that no common approach currently exists towards the definition of social
entrepreneurship. Despite many existing definitions, even the European Commission did not shape a unified
concept when launching an initiative for the development of social entrepreneurship.
Gregory Dees, co-founder of the Centre for the Advancement of Social Entrepreneurship at Duke
University's Fuqua School of Business, gives a brief enough definition of social entrepreneurship, seeing it
as
a
solution
of
social
problems
by
“entrepreneurial”
means
(Dees,
2001).
Janelle Kerlin, Assistant Professor of Public Management and Policy at Georgia State University, has an
opinion that “social enterprise — the use of market-based, civil society approaches to address social issues”
(Kerlin J. A., 2009).
A more extended definition is delivered by founder and Managing Director of Virtue Ventures, Ltd., a
company for promotion of social entrepreneurship practice in the United States, Kim Alter, who believes that
“a social enterprise is any business venture created for a social purpose - mitigating/reducing a social
problem or a market failure - and to generate social value while operating with the financial discipline,
innovation
and
determination
of
a
private
sector
business”
(Alter
K.,
2007).
If to take into consideration that social problems are solved, as a rule, by non-commercial organisations: nonprofit, charitable NGOs through fundraising, sponsorship, special state funds - then social entrepreneurship is
a different way to implement social activities. It is the entrepreneurial activity, with all its inherent elements
(use of production resources, establishment of manufacturing processes, market behaviour, involvement in
competition, achievement of financial viability, etc.), but extended towards solution of socially important
problems.
This
is
the
meaning
and
mission
of
social
entrepreneurship.
Social entrepreneurship is based the functioning of the so-called social enterprises. An enterprise is
considered social when it is involved in business activity with a social purpose (Public-Private Partnership
Association, 2011).
The shortest definition of social enterprise is given the coalition of UK social enterprises: “a socialpurpose enterprise” (Social Enterprise UK, 2011). In other words, it is a business of which profit is directed
mainly to the social needs or solution of most pressing social problems.
Social enterprises provide social services and/or produce goods and services for socially disadvantaged
persons, as well as produce goods or provide services for the ordinary market, but at the same time solve
social problems of employing people previously alienated through their insufficient qualifications, social or
professional problems, etc. (Global Entrepreneurship Monitor, 2009). The examples of social problems
successfully solved by social enterprises in different countries are presented in Table 1.
Above examples of successful social entrepreneurship differ from each other both in economic and social
environment by problems to be solved, target groups, magnitude and results of activity. But there is what
they have in common: first, they all produce the common weal, i.e. solve some pressing social problem, help
a particular group of people; secondly, they are efficient, that is, they solve social problems, skilfully using
available material, human and financial resources.
A special role in the development of social entrepreneurship is played by entrepreneur Bill Drayton,
founder of the “Ashoka” Global Association of Social Entrepreneurship Leaders in the United States. He has
figuratively and most clearly described the purpose of a social entrepreneur: “Social entrepreneurs are not
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content with just giving people fish or teaching how to fish. They will not stop until they revolutionise the
very fishing industry" (Batalina, 2008).
Table 1
Examples of successful social enterprises
Social objective / social
problem

Social enterprise

Results achieved

Grameen Bank, engaged in microcrediting, provision of medical,
telecommunication services, manufacture
of food products, etc.
Founded by Professor Muhammad Yunus
in 1976.

- alleviation of poverty,
unemployment, illiteracy of rural
women;
- 12 thousand people are employed
in the network;
- ensures 1.5% of GNP.

Creation of jobs and
economic development
opportunities in Basque
territory (Spain)

Mondragon Cooperative Corporation
(МСС) – wide social network engaged in
vocational training, manufacture and
distribution of domestic goods, automobile
spare parts, equipment for supermarkets,
etc., provision of financial services.
Founded in 1950-1960.

- about 70 thousand jobs
established;
- the region has achieved highest
income per capita and lowest
economic disparity level;
- ensures 3.7 % of GDP.

Availability of medical aid
and drugs for destitute
social groups

The Institute for One World Health
(IOWH) – pharmaceutical non-commercial
company.
Founded by Victoria Hale in 2000.

- methods are found for efficient
production of cheap medical drugs
for treatment of diseases neglected
in society.

Recycling of
postconsumer plastics;
Employment of garbage
collectors

Conserve India – recycling of
postconsumer plastics into a new material:
“handmade recycled plastic”.
Founded by Anita Ahuja in 1998 in Delhi

- employment of non-qualified,
poor group f population ;
- mitigation of ecological
problems.

Eradication of poverty and
women’s support in
Bangladesh

Source: (Batalina 2008), summarised by the authors

From the above it follows that social entrepreneurs need to be good professionals, able for innovations in
business and radical changes in society.
Summing up the views of various researchers allows singling out the following characteristic features of
social entrepreneurship, which detail its essence:
1. Setting of social objectives;
2. Development of entrepreneurship on innovative basis;
3. Achievement of sustainable commercial effect ensuring self-repayment and competitiveness;
4. Utilisation of profits for the development of social enterprise.
Authors of this paper have analysed the differences between the idea of doing traditional business and
functioning of social enterprise basing on features such as mission of enterprises, their utilisation of profits,
existence of target groups, and consequences of economic activity (see Table 2).
The main distinctive features of a social enterprise are:
1. Superiority of social mission over business. Social enterprise is intended to solve a real social
problems or substantial alleviation thereof, while the social effect is not a by-product of the activities
like in business but a targeted direct result.
2. Profits are reinvested into implementation of social mission. The income earned does not change the
nature of the organisation since it does not become a target of business but significantly extends the
capabilities of already undertaken mission (Batalina, 2008).
3. Target groups, the beneficiaries of social goods, are the least protected and least well-off segments
of population having no financial resources or political tools to meet their basic needs by their own
(Batalina, 2008). In case of traditional business the target groups are owners, employees, recipients
of goods and services, society or only the owners.
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Table 2
Principal differences between social entrepreneurship and traditional business activities
Distinctive features

Social enterprises

Traditional business

Mission

creation and maintenance of common weal

various commercial objectives of
specific business

Utilisation of profits

reinvested into carrying out of social mission

spent for needs of owners

Target groups
(beneficiaries)

least protected and least successful groups of
population

owners, employees, society (if
business is socially responsible)

Economic consequences

entails some social transformations, increases
aggregate economic efficiency by introducing
new resources into circulation

can cause harm to health,
environment, well-being of people
in order to please owners receiving
super-profit

Source: summarised by the authors

4. Social entrepreneurship increases the economic efficiency as it introduces into economic circulation
the resources (material and labour) which previously were not used in such quality. Solidarity and
trust of people becomes stronger when they share a common goal. As to the results of traditional
business, they can be both positive (if the business is socially responsible), and negative for society.
Since commercial law does not specify social responsibility for business activities, some of them
only increase the number of social problems. For example, banks and crediting companies transfer
all risks upon their clients and in case of unfavourable market situation people are deprived of all
their property. Some companies in order to receive super-profits can use environmentally hazardous
materials and dangerous technologies thus causing harm to human health and nature.

3. SOCIAL ENTREPRENEURSHIP IN LATVIA
A prerequisite for creating the conditions for the emergence of social entrepreneurship in Latvia is the
existence of social problems, such as unemployment, low level of employment among older people and
youth, poverty of particular population groups, isolation of people with special needs and disabled persons,
uneven development of regions, etc.
Growing unemployment in the country negatively affects the welfare of different age and social position
groups of population. Data of Latvian statistics demonstrate the decrease in employment of population.
Employment among the economically active population has dropped from 68.3% in 2007 to 59.3% in 2010.
Moreover, employment among senior people has decreased within this period from 57.7% to 48.2%,
respectively (Central Statistical Bureau, 2011).
Loss of job or earning additional to pension means the increased risk of poverty. Statistical data
demonstrates that the fastest growth in risk of poverty takes place among people of active working age (from
18 to 64). Thus, percentage of people of active working age exposed to this risk has increased by 3.9%
between 2009 and 2010. Women being most vulnerable to poverty risk (4.3%) (Central Statistical Bureau,
2011).
Uneven development of regions in Latvia is evidenced by data on GDP per capita where years 2007 and
2009 were chosen for comparison selected, corresponding to periods of greatest economic boom and
recession, respectively (see Figure 1). The highest level of this indicator is observed in the Riga Region (over
9.7 thousand lats per capita) and a significantly lower in Vidzeme Region (3.8 thousand lats), Zemgale
Region (3.7 thousand lats) and Latgale Region (3.1 thousand lats) (Central Statistical Bureau, 2009).
Analysis of government expenses for social protection shows that their major part is made up by pensions
paid. In 2010 they accounted for 51% of total expenditures (see Figure 2) while less than a half of funds
allocated by government is left for solution of other social problems (Central Statistical Bureau, 2010).

183

Journal of Business Management, 2012, No.6

ISSN 1691-5348

12000

GDP per capita, LVL

10000
8000

Riga region
Pieriga region

6000

Vidzeme region
Kurzeme region

4000

Zemgale region
2000

Latgale region

0
2007

2009
Years

Figure 1. GDP per capita in Latvian regions in 2007 and 2009, LVL
Source: CSB data
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Figure 2. Structure of expenditures on social protection in Latvia in 2010, %
Source: CSB data

Economic problems in the country have led to a strong migration. People are leaving the countryside for
towns and cities or outside Latvia in search of work and more decent life, which in the future can only
aggravate social problems in Latvia.
Existence of many economic and, consequently, growing social problems contributed to development of
various social initiatives in Latvia. Report on global monitoring of business activity gave the assessment for
development of social entrepreneurship in Latvia as on 2009 compare to other world countries. Only 1.9% of
adult population in Latvia is engaged in social activities, which is the mean value compared to 22 analysed
countries. The highest level of this indicator is observed in the USA (4%) while the lowest one in Spain about 0.6% (Global Entrepreneurship Monitor, 2009).
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Figure 3. Types of social entrepreneurship in Latvia in 2009, %
Source: Global Entrepreneurship Monitor (2009)

Social activity is combined with business only in 0.2% of cases in Latvia, which is relatively low figure
compared to countries such as Switzerland, Hungary, Iceland, China, Croatia, France, Romania, Norway, etc
(Global Entrepreneurship Monitor, 2009).
Structure of social activity in Latvia by types of enterprises is presented in Figure 3.
Hybrid social enterprises dominate among participants of social activity (35.8%), which have purely social
purposes and additionally conduct some business activity. Also, a significant proportion belongs to nonprofit social organisations: traditional NGOs – 18.9%, and innovative - 20.8%. The share of social
enterprises engaged in business activity and oriented to receive profit utilised for social purposes was 22.6%.
Social initiatives turned out to be implemented in Latvia mainly via non-governmental organisations at
the expense of funds received from sponsors or from various charity organisations. The share of such
organisations in Latvia is higher compared to other countries. At the same time, the share of social
enterprises conducting business activity and focused at making profits is by almost 2 times less compared to
other countries (Global Entrepreneurship Monitor, 2009). Consequently, it can be concluded that social
entrepreneurship in its modern understanding is developed in Latvia even less than in other above-mentioned
countries.
Collection and summarisation of data on social entrepreneurship in Latvia allowed finding out that the
first social enterprises having a social mission and conducting business activity only have appeared within
2009 and 2011.
Table 3 lists Latvian social enterprises, which was possible to identify according to accessible
information in the Internet as well as according to their own declaration about themselves as social
enterprises. Additionally the enterprises mentioned were eager to get sufficient level of income in order to be
independent on any kind of governmental support according to their social mission declared.
The following social initiatives can be singled out from enterprises presented in Table 3:
1. Employment of socially disadvantaged or insufficiently protected groups of population (such as
young mothers, schoolchildren, teachers);
2. Training and assistance in developing skills in people of different ages (the organization of the Film
School -“Kinoskola”);
3. Combining in a single employment project with environmental orientation (implementation of
“Buteljons” and “Foldlife” projects);
4. Helping people with limited mobility - manufacture and sale of special mobility aids at privilege
price (Dizz, Ltd.)
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Table 3
Activity of the Latvian social entrepreneurs
Name of social enterprise

Activity
Enterprise provides various business services (consulting. accounting, etc.)
directing its profits for charity projects sponsored by Ziedot.lv

Ltd. Ziedot.lv

(http://www.socialaisuznemums.lv/2323)

“MAMMU Production” Ltd.
(better known as “Mammu
salles”)

Provides young mothers with possibility of earning by performing various orders at
home, such as scarf knitting (http://www.mammu.lv/)

“Foldlife”, Ltd.

Furniture making of cardboard, ecological design

THE CARDBOARDERS

(http://www.foldlife.lv/lv)

“Majas svetiba” Ltd.

House plants exchange station, plant care consultations, hotel for plants
(http://www.majassvetiba.lv/)

“Buteljons”

Making of design articles from glass container: drink glasses, vases, candlesticks
(http://www.facebook.com/Buteljons)

“Hopp”, Dizz, Ltd.

Manufacture of vehicles for people with physical disabilities (www.hopp.lv)

Fondation ” Kinoskola”,
Cinema School Formation

For people of various ages: training in basics of professions associated with cinema
industry. Providing possibility to demonstrate amateur films, etc.
(http://www.kinoskola.lv/)

“Flag workshop”,
Riga History Company, Ltd.

Making and sale of various souvenirs (middle-age flags, coats of arms, etc.).
Employment and training of pupils and teachers (http://www.rigahistory.lv/lv)
Source: summarised by the authors

Depending on method for funding of social programmes aimed at realization of the organisation’s social
mission, can single out different business models of social entrepreneurship having obtained a wide spread in
Latvia (see Figure 4).

Figure 4. Business models of social entrepreneurship in Latvia
Source: summarised by authors
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The present scheme does not consider the case when a social programme is implemented at the expense
of just the independent individual donors and grant programmes. According to the opinions of study group
engaged in present research, the principle of independency from individual donors and grant programmes is
one of essential characteristics determining the core of social entrepreneurship. Peculiar feature of the first
business model is that the business is created by people for whom a social program is provided for, such as
in case of “Mammu Production”, Ltd. and Riga History Company, Ltd. The second model for the
implementation of social programme creates a business that ensures its funding and implementation, Dizz,
Ltd. being such example (see Table 3).
The third model features the case where a social program is financed at the expense of profits gained
from other business. This model is realised by Ziedot.lv, Ltd (see Table 3). To implement social
programmes, individual organizations can be created whose activities may be non-profit.For achieve
maximum effect from introduction of social entrepreneurship in Latvia, just models based on the principle of
self-financing should be supported.
At present time various state and public organisations are involved in support of social entrepreneurship
in Latvia, such as Soros Foundation, State Employment Agency, European programme “Progress”.
Entrepreneurs themselves think that slow development of social entrepreneurship in Latvia results from the
absence of law on social entrepreneurship which would give the definition of this economic phenomenon,
define clear criteria for such activity as well as fix exemptions and preferences for enterprises carrying out
their activity for solution of social problems.
Researchers can also contribute to the development of social entrepreneurship in Latvia. The objective of
future research is to assess the degree of effectiveness of business models employed by Latvian social
entrepreneurs, study the obstacles to development of social entrepreneurship and working out of
recommendations for implementation in Latvia of most appropriate models of social entrepreneurship.

4. CONCLUSIONS
1. Theory of social entrepreneurship is still very young and many of its definitions and classifications
contradict each other making difficult to work out an appropriate regulatory framework conducive to its
development.
2. Main features of a social enterprise are the following: formulation of social goals, innovation-based
development of entrepreneurship, achievement of sustainable commercial effect ensuring self-repayment and
competitiveness, utilisation of earned profits for development, ethical perfection of the leader and culture of
organisation, ecological responsibility the enterprise.
3. Main differences of social entrepreneurship from traditional business are: a particular social mission;
direction of gained profits solely for the implementation of this mission; choice of target group of
beneficiaries consisting of least protected and least well-off segments of population, the results of activities
aimed at increasing aggregate economic efficiency and living standards.
4. Existing social problems and inefficiency of traditional social activities create preconditions for
development of social entrepreneurship in Latvia.
5. Types of social entrepreneurship used in Latvia distinguish in a higher share of non-profit
organisations compared to other countries and a significantly lower proportion of social-purpose enterprises
focused at profitable and self-financed business activity.
6. The first social enterprises that have developed for themselves a social mission and are conducting
business activity only appeared in Latvia within 2009 and 2011. Their activity is aimed at helping the poor
(Ziedot.lv, Ltd), employment of socially disadvantaged population categories (“MAMMU Production”,
Ltd), training and assistance in development of skills of different age people (Riga History Company, Ltd.,
Cinema School Kinoskola), helping people with limited locomotion ability (Dizz, Ltd.), assistance solution
of environmental problems (THE CARDBOARDERS Ltd., Buteljons).
7. Slow development of social entrepreneurship in Latvia is affected by the lack of social
entrepreneurship law that would provide the definition and clear criteria of such activities as well as fix
exemptions and preferences for enterprises carrying out their activity for solution of social problems.
8. To gain maximum effect from introduction of social entrepreneurship in Latvia, it is necessary to
support the development of social business models based on the principle of profitability and self-financing.
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