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FOREWORD
Nowadays growing instability of the socio-economic system is evident. Scholars of social
sciences attempt to explain this by examining multiple, very diverse, reasons. Economists often
refer to the debit crisis, long cycles, swelling resource prices; political scientists and economists – to
the shifting centres of economic gravity; demographers – to changes in the demographic structure,
sociologists – to the crisis of value system, etc.
All these explanations, however, seem to have a significant common drawback, which is the lack
of a systematic view. One of the most viable hypotheses asserts that it is the political sub-system in
the socio-economic system that lags behind in its development from the economic and
technological subsystems in the hierarchy. We must be dealing with the system crisis, which is
inevitably long-term and, as history shoes, can span multiple generations.
In conditions of growing instability entrepreneurs must find quick and insightful decision. We
can identify two main approaches to dealing with this situation. The first option is to have a certain
number of ready, previously tested, recipes that proved working well (e.g. financial management,
fiscal regulation, personnel training). The second is to prepare entrepreneurs to be ready for spotting
new opportunities and decisions in unexpected situations and uncertain environments. For
successful implementation of these solutions substantial changes are necessary in business and
enterprise education at the higher and lifelong learning levels. Education and training must be
refocused towards development of creativity and other non-cognitive skills. Papers selected for the
new issue of the Journal of Business Management address both approaches with the first being
prevalent.
The publications portfolio of the 8th issue of the Journal of Business Management comprises
studies presented at the 7th annual International Scientific Conference “Business and Uncertainty:
Challenges for Emerging Markets” hosted by Riga international School of Economics and Business
administration in April 2014. The conference attracted scientists from eleven countries (mostly
Eastern and Northern European).
Head of the Editorial Board,
Professor Dr. Vulfs Kozlinskis
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Abstract
Purpose of this field study is examining the effect of managers’ sense of humor on employee’s perceived
supervisory support and wiliness to involve in work.
Design of research – two source of data collection: managers complete sense of humor measures, their subordinates
– sense of humor and two psychological climate scales – perceived supervisory support and wiliness to involve in work.
Because of weak factor structure of Latvian version of sense of humor measures and clause focus, this measures was
combined together, made new scales: social, coping, aggressive and self-defeating humor, dislike of humor. To prove
first hypothesis about manager’s sense of humor association with employee’s perceived supervisory support and
involvement, correlation was carried. To answer second hypothesis about differences among manager’s and employee’s
sense of humor, controlling gender and age, analysis of covariance was used (ANOVA).
Findings – association among manager’s sense of humor and their subordinate’s perceived supervisory support and
involvement, was found. Was found that manager’s in sense of humor score higher then employee’s do.
Limitations of research, first, managers’ sense of humor were collected by self –report, more precise, if subordinates
rate them. Second, didn’t the controlled gender composition within work teams, could be differences how female
(males or mix) subordinates rate their managers – females or males.
Social implications – to develop managerial tools, by which manager can influence subordinates in soft, indirect
manner, what work environment makes more positive and employees will be more motivate to bring their best to
getting team goals done.
Originality, comparing with other studies, in this one covariates – age and gender are controlled. Second, research
done in real work environment, people involved – real managers and their subordinates.
Keywords: Sense of humor, Leadership, Psychological climate, Supervisory support, Involvement
Classification: research paper

1. INTRODUCTION
Humor is recognized that serves a number of important and “serious” psychological functions.
Martin (2007) classifies these functions into three categories: (1) cognitive and social benefits of the
positive emotion of mirth (e.g. Isen, 2003); (2) uses of humor for social communication and
influence (e.g. Mulkay, 1988); (3) tension relief and coping (e.g. Kuiper, Martin and Olinger, 1993;
Martin et al., 1993). These alleged benefits of humor have led some scholars to look closer at
organisation context, to focus their attention upon major traditional organisational themes, such as
leadership, job satisfaction, and team work in relation to humor. Research, so far mostly of the
qualitative variety, has shown the importance of humor’s role in management, for example, by
demonstrating that managers can use humor as a tool for many purposes: to strengthen social norms
and thereby indirectly exert control over others’ behaviour (Langa and Lee, 2010), to convey
implicit messages in an indirect manner, to influence people toward reaching the team target
(Mulkay, 1988; Tingley, 2002), and to facilitate employees’ creative thinking and problem solving
(Morreall, 1991). Even though research is limited, within the contemporary industrial organisations
there is a growing belief that managers’ sense of humor, along with other abilities, can promote
effective leadership (e.g. Avolio et al., 1999; Lemer, 2003; Decker and Rotondo, 2001). Leaders
play a major role in group regulation and influence upon group members (Peterson and Behfar,
2005), and research demonstrates the impact of leadership on the psychological climate in work
groups (e.g., Kozlowski and Doherty, 1989; Scott and Bruce, 1994, Dragoni, 2005). Moreover, a
leader’s personality potentially plays an important role in the team, for example through the
relationship of leader’s emotional intelligence with the unit’s psychological climate (Klem and
4
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Schlechter, 2008), which in turn suggests a possible relationship between managers’ sense of humor
and the psychological climate within work units, because sense of humor is closely related with
emotional intelligence (Yip and Martin, 2005). This research concentrates on one of psychological
climate dimensions, that of workers’ perceived supervisory support. Supervisor support can be
defined as the degree to which supervisors value subordinates’ contributions and care about
subordinates’ well-being (Kottke and Sharafinski, 1988). Research has demonstrated that higher
supervisor support can enhance employees Organisational Citizenship Behaviour (OCB) (Podsakoff
et al., 2000), which can be defined as an employee’s behaviour that is beneficial for the
maintenance of the organisation’s social system (Organ, 1997). Thus, group climate in general
shows association with some important organisational features, such as accident rates (Zohar,
2000), customer satisfaction, and financial performance (Schneider and Bowen, 1985; Schneider,
White and Paul, 1998).
Past studies of humor in organization tended to be qualitative, which has limited interpretation.
As Martin (2007) noted, “little psychological research of any kind has been conducted on the
general topic of humor in the workplace” (p. 361). This study tries to fill this gap by examining the
connection between the manager’s sense of humor and the workers’ perceived supervisory support.
It is expected that managers’ use of the more adaptive types of humor in communication with
subordinates would increase employees’ perceived supervisory support, and that negative sense of
humor would decrease the perception of support by supervisors.
It’s known that emotional intelligence is related to leadership (Parvesh and Gopal, 2010), but
theoretically and practically important to understand how humor relates to aspects of leadership,
such as emotional intelligence. Therefore, in this study we measure emotional intelligence of
managers and employees to determine humor and emotional intelligence relation and difference
between managers and employees in these relations.
Finally, the existing research on humor in leadership has for the most part been conducted in the
United States and other English- speaking cultures. This research extends the study of humor and
leadership to a diriment cultural context, that of Latvia in East Central Europe.

2. HUMOR RESEARCH IN THE WORKPLACE
The Oxford English Dictionary defines humor as “…quality of action, speech, or writing which
excites amusement; oddity, jocularity, facetiousness, comicality, fun.” It goes on to say that humor
is also “the faculty of perceiving what is ludicrous or amusing, or of expressing it in speech,
writing, or other composition; jocose imagination or treatment of a subject” (Simpson and Weiner,
1989, p. 486). Humor scholars and researchers (e.g. Martin, Kuiper, Ruch) have focused on
humor’s benefits for health,– in stress management, enhancement of well-being, and counteracting
depression, but little attention has been paid to humor in work environment, especially in its
possible benefits for management.
Humor research in the workplace is a relatively new topic that has only recently begun to be
investigated (Duncan and Feisal, 1989; Duncan et al, 1990; Hatch and Ehrlich, 1993; Collinson,
2002). In the past two decades, there has been a growing interest in potential applications of humor
in a variety of workplace domains, especially in interpersonal communication and in particular,
relationships between managers and employees.
Davis and Kleiner (1989) stated that managers use humor to achieve three aspects: 1) stress
reduction in the workplace, 2) helping employees understand management concerns by enhancing
communication patterns, and 3) motivating followers. Orben (1985) suggested that the use of humor
has a direct effect on the level of satisfaction experienced by individuals.
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2.2. HUMOR IN LEADERSHIP
What is the effect of humorous conduct on the effectiveness of leadership? Effective leadership
involves the ability to influence others and maintain communication, and guidance in striving to
reach the organization’s goals (Daft, 2000; Yukl, 2006). Humor does not make a leader effective per
se, but somehow leaders with higher sense of humor are perceived differently from those with a low
sense of humor. For example, supervisors with a high sense of humor were rated by their
supervisees as having generally more positive leadership characteristics compared to supervisors
whose ratings of sense of humor were low. Employees whose supervisors had a high sense of
humor also reported greater job satisfaction (Decker, 1987). Similarly, Priest and Swain (2002)
found that military cadets rated particularly good leaders as having a significantly warmer,
competent, and positive style of humor, whereas poor leaders were rated as having a colder, inept,
and mean-spirited humorous style. Decker and Rotondo (2001) reported that managers’ use of
positive humor was associated with more successful task and relationship behaviours and with
greater overall effectiveness whereas use of negative humor was related to lower ratings on these
measures of managerial competence.
In relation to gender differences, male managers were rated as using humor, both positive and
negative, more than female managers, but associations between humor and leadership competence
were found to be stronger for female than for men (Decker and Rotondo, 2001). Female’s positive
humor, compared to that of men, was more strongly positively associated with leadership skills, as
perceived by employees, and the use of sexual or offensive humor was more negatively related to
perceived leadership in female than in men (Decker and Rotondo, 2001).
2.3. MANAGERIAL SUPPORT AND INVOLVEMENT
Managerial support is a part of psychological climate. Psychological climate, in general refers to
the shared perceptions by the members of an organization of the types of behaviour s and actions
that are rewarded and supported by the organization’s policies, practices, and procedures
(Schneider, 1990). Some scholars distinguish organisational climate, referring to organisational
attributes in a collective description of organisational practices and procedures, from psychological
climate, pertaining to individual attributions in describing the same environment (James and Jones,
1974). Others state that both kinds of climates are based on perceptions that individuals have of
their environment which they believe to be factual and intersubjective (Joyce and Slocum 1982).
Psychological climate possesses measurable, enduring qualities, which influences the behaviour of
individuals in the organisation (Field and Abelson, 1982). Knowledge an organisation’s climate is
important as it allows one to understand an individual’s behaviour so that he or she can be managed
effectively and efficiently (Tustin, 1993).
To measure psychological climate scholars have identified a variety of overlapping dimensions,
which, according to Litwin and Stringer (1968), share the following features: (1) structure
(perception of formality and policies in the organization), (2) challenge (perception of challenge
and opportunity for sense of achievement), (3) reward and support (focus on positive reinforcement
rather than punishment), and (4) social inclusion (sociability, belonging, and group membership).
Campbell et al. (1970) suggest: (1) autonomy/control; (2) degree of structure; (3) rewards, and (4)
consideration, warmth and support. As can be seen, Supervisory support is a constant feature that
has been incorporated into the newest measures (Kopelman, Brief and Guzzo, 1990; Koys and
DeCotiis; Patterson et al., 2005), which is – why it was chosen for this research, the other reason
being that this research is focused on humor’s effects in communication, and perceived supervisory
support can only occur in leader-follower communication. Managing subordinates by giving
support through a positive, constructive and helpful attitude, managers keep in mind and convey the
organizational goals that they want to reach. Supervisor support can be defined as the degree to
which supervisors value subordinates’ contributions and care about subordinates’ well-being
(Kottke and Sharafinski, 1988). A number of scholars have suggested that supervisor support may
6
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enhance employees’ job satisfaction. For example, Eisenberger and Rhoades (2002) maintained that
supervisor support may increase employees’ job satisfaction through the mechanisms of satisfying
employees’ socioemotional needs, raising employees’ performance– reward expectancies, and
signalling the availability of needed help.
2.4.

THE RELATIONSHIP BETWEEN
MANAGERIAL SUPPORT

LEADER’S

SENSE

OF

HUMOR

AND

In the nineteen-sixties it was suggested that leaders transmit their values and goals through the
climate they create (Likert, 1967; McGregor, 1960), which was demonstrated in more recent
research on leadership’s impact on organizational climate (e.g., Scott and Bruce, 1994). Naumann
and Bennett (2000) have referred to managers as “climate engineers”. Leaders influence
individuals’ perceptions of organizational climate in two ways, first - through a social learning
process – in the course of which group members interact with the leader and observe what
important for him or her and what his or her focus is (Bandura, 1986). Thus, group members’
behaviours are transmitted by leaders to group members through signals about what is expected and
valued in the organization (Guzzo and Noonan, 1994; Schein, 1992).This mode of influence is
inherent in the fundamental management functions, those of organizing, leading/controlling and
motivating (e.g. Yukl, 2006). The second mode of influence pertains to – how a signal is sent. That
feature is related to the leader’s communicative abilities and thereby to the manager’s leadership
style. Thus, the quality of leader-member communication is sensitive to the psychological climate
dimension of supervisory support. House (1989) (cited in Cilliers and Kossuth, 2002) divided
managerial support into four components: informational, appraisal, instrumental and emotional.
Recent research (Klem and Schlechter, 2008) supports the idea of importance of managers’
communication skills whereby leaders with higher emotional intelligence promote higher
organisational psychological climate. In the same manner, sense of humor may be linked to
psychological climate and especially to perceived supervisory support because – humor improves
communication. Moreover, sense of humor has been found to be related with emotional intelligence
(Yip and Martin, 2005), which is why it is important to disentangle the triad of psychological
climate, sense of humor, and emotional intelligence,– In this study humor’s effect on supervisors’
support is investigated by controlling for managers’ emotional intelligence.
This Study Tested hypothesis
(H1): Managers with higher positive sense of humor, subordinates rate higher perceived
Managers support and Involvement to work.
(H1): There are differences between managers, employees, gender and age in a styles of sense of
humor.

3. METHOD
Participants
Two sources of data were collected, from front line managers and their subordinates.
Managers: all together 259: females (n = 136, age M – 40,33, SD – 10,07) and male participants
(n = 123, age M – 38,90, SD – 8,88). Data collection was restricted to front-line managers who
actually supervise employees, and only employees with no supervisory responsibilities were
included in the study.
Employees: data on the psychological climate were collected from 802 employees, with
approximately 3 to 4 from each unit, females (n = 588 age, М=37,53; SD=11,30) and males (n =
214, age М=37,18; SD=11,86). Some employees (n = 594) as well, filled sense of humor
questionnaires.
Organizations: in research include 259 organizations, only one unit from each organization was
chosen for inclusion in this study. All of the companies were located in Riga, the capital of Latvia,
7
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and were engaged in service.
Procedure
First, organizations were selected from address book, end asked for participation in research by
telephone with short explanation of focus – psychological climate with motivation to give feedback
of results in it.
Two sorts of data were combined: first, in organization selected manager completed the humor
questionnaires (Humor Styles Questionnaire and the Multidimensional Sense of Humor Scale).
Second, after manager complete questionnaire, his(her) subordinates was asked to participate in
research, after agreed, completed Organisational psychological climate measure scales – the
Supervisory Support and Involvement, as well sense of humor and emotional intelligence measures.
Third, data from workers, belongs single unit was calculated by Cohen's kappa coefficient of
agreement Supervisory Support Scales was median taken and put against manager’s data, so against
concrete managers’ data (sense of humor and EQ) were median of Supervisory Support of his(her)
work unit.

4. MEASURES
Humor Styles Questionnaire (HSQ) was developed by: Martin, Puhlik-Doris, Larsen, Gray,
and Weir (2003) and was translated into Latvian and adapted for the Latvian population by Roze
(2007). The HSQ consists of a total of 32 self-report items assessing four different styles of humor,
two of which are adaptive and two of which are maladaptive. Each dimension is assessed by 8
items, rated on a 7-point Likert scale that ranges from (1) “totally disagree” to (7) “totally agree.”
The four humor styles are:
1) Affiliative humor (adaptive other-focused) taps the tendency to say funny things, to tell jokes,
to engage in spontaneous witty banter to amuse others, to facilitate relationships, and to reduce
interpersonal tensions. It is exemplified by the item: “I laugh and joke a lot with my close friends.”
2) Self-enhancing humor (adaptive self-focused) assesses a humorous outlook on life and the
tendency to be frequently amused by the incongruities of life, and to maintain a humorous
perspective even in the face of stress or adversity. An example of self-enhancing humor is: “Even
when I’m by myself, I am often amused by the absurdities of life,”
3) Aggressive humor (maladaptive other-focused) involves the use of sarcasm, teasing, ridicule,
derision, ‘‘put-down,’’ or disparagement in humor , all of which are seen as means of enhancing
oneself at the expense of one’s relationships with others. The following item provides an example
of aggressive humor: “If someone makes a mistake, I will often tease them about it,”
4) Self-defeating humor (maladaptive self-focused) attempts to amuse others by doing or saying
funny things at one’s own expense as a means of ingratiating oneself or gaining approval, allowing
oneself to be the ‘‘butt’’ of others’ humor, and using humor as a form of defensive denial. “I will
often get carried away in putting myself down if it makes my family or friends laugh” is an example
of this style of humor.
Testing factorial structure of Latvian version of HSQ, find out, that it is somehow different from
original (3 items filed another factors).
Multidimensional Sense of Humor Scale (MSHS) was devised by Thorson and Powell, (1993)
and was translated and adapted for the Latvian population by J.Roze (2007) .The MSHS is a selfreport scale consisting of 24 statements rated by respondents on a five-point Likert scale from 1
(strongly disagree) to 5 (strongly agree). Eighteen statements are positively-phrased and six are
negatively-phrased to control for response-set bias. The MSHS has four subscales that distinguish
between 1.) humor production (overt use of humor in social situations), 2.) coping humor (trying to
see the funny side of things), 3.) humor appreciation (liking humor ), and 4.) humor attitude
(approving of humor).
Develop new Sense of Humor measure. In this study, factorial structure of both measures not
satisfied, especially – MSHS, what is appear in other studies (e.g. Kuiper N.A. et al., 2004). HSQ
8
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Latvian version of questionnaire structure is somehow close to original, but, because of both
measures close in structure (has two scales in common – social and coping humor), it gives
possibility to combine them together with Exploratory factor analysis five factors was discovered.
Somehow they similar privies scales, but have series changes, for example – Social humor scale
mostly formed by MSHS, what means that items from HSQ, which privies form Affiliative humor
scale, didn’t get wait enough, to form this factor. In result, was developed new 5 scales: Social
humor (MSHS 11 items, α = .92), Coping humor (HSA 8 items, MHIS – 5, α = .86), Aggressive
humor (HSA 7 items, α = .72), Self-defeating humor (HSA 6 items, α = .71), and Dislike of humor
(MHIS – 2 items, HSA – 3, α = .74).
Organizational Climate Measure (OCM) was developed by Patterson with colleagues (2005),
and was translated and adapted for the Latvian population by J.Roze (2010). OCM consists of a
total of 82 items with 17 items per scale, each of which was rated on a Likert scale from 1 (strongly
disagree) to 5 (strongly agree). It assesses the psychological climate in a social unit by means of the
following two scales –Supervisory Support (SS) (consisting of 5 items, α =.85, example:
“Supervisors here are friendly and easy to approach”) and Involvement (I) (consist 6 of items, α
=.86, example: “Management involve people when decisions are made that affect them”).

5. RESULTS
To answer on hypothesis (H1), was made correlation between the managers’ five styles of sense
of humor and employee’s perceived SS. and I. ascertained for male and female managers
separately.
As we can see (see 1 table), the relationship between the manager’s sense of humor scales and
SS and I scales exist, and correlations somehow different between gender. For female – managers,
employee’s perceived SS negatively associated with manager’s Dislike of humor (r = - .18, p =
0.05) – as female – leaders more like humor, the higher subordinates perceived SS from female
manager. Employees wiliness to involve (I. scale), don’t correlate with any of female - managers
sense of humor style.
For male managers, employee’s perceived SS, is associated with manager’s Social humor (r =
.19, p = 0.05) and employees I scale positively associated with manager’s Social humor (r = .21, p
<0.01) and negatively – Dislike of joking (r= - 0,21, p < 0,1) – employees who higher rated
perceived supervisory support and willingness to engage in the work, their managers rated higher
their social humor and more like of humor (for employees I).
Table 1
Correlation between Humor styles, Supervisory Support and Involvement
Gender
Scales
Female (n=136)

M
SD
1. Support

1
32.91

2
5.81

2. Involvement
3. Social humor
4. Coping humor
5. Dislike of joking
6. Aggressive humor
7. Self-defeating humor

30.28
3.88
44.46
8.82
53.03
10.79
20.04
7.23
21.01
7.25
20.46
6.97
1. Support

.53
- .11
-.05
- .18
- .01
-.07
32.41

- .10
-.14
.01
.02
-.05
5.56

2. Involvement
3. Social humor
4. Coping humor
5. Dislike of joking
6. Aggressive humor
7. Self-defeating humor

29.83
45.19
51.60
19.43
23.81
19.27

.70
.19
.07
- .11
.03
.03

.21
.08
- .21
.04
.10

Male (n=123)

4.49
8.51
11.02
6.94
7.36
7.74

9

3

4

5

6

.61
- .54
.18
.36

- .54
.06
.34

- .05
- .14

.10

.61
- .60
.07
.32

- .42
.02
.49

- .01
- .23

.36
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To answer second hypothesis (H2), an analysis of covariance was used to asses difference
among employees and managers level of sense of humor styles (Social humor, Coping humor,
Aggressive humor, Dislike of humor and Self-defeating humor), controlling gender and age. The
assumption of homogeneity of variance was checked and it’s met (Leven’s test for dependent
variation from p = .11 till .93). Box's Test, assumption of Equality of Covariance Matrices, as tested
and it’s met (p = .16).
Results indicate (see table 2 and 3) that after controlling age, interaction Position x Gender, no
difference were found among sense of humor styles. Its mean, that necessary to look on subeffects
separately. First of all – age, its right, that we use it as covariate, because it shows in three sense of
humor style. Younger people higher estimate their Social humor (F(1,853) = 5.33, p < .02), more
like humor (Dislike of joking, F(1,853) = 6.46, p < .01), more use aggressive humor (F(1,853) =
2.72, p < .00).
Results show gender difference in two sense of humor style – females score higher in Coping
humor (F(1,853) = 4.20, p < .04) and lower on Aggressive humor (F(1,853) = 9.68, p < .00), than
males do.
And managers estimate their sense of humor higher in Social humor (F(1,853) = 12.54, p < .00),
Coping humor (F(1,853) = 7.07, p < .01) and more like humor (F(1,853) = 7.94, p < .01), than
employees do.
Table 2
Means and standard deviation groups of employees, managers, age and gender for sense of
humor style
Social humor

Position
Employees

Gender
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male
Female
Male

Managers
Coping humor

Employees
Managers

Dislike of joking

Employees
Managers

Aggressive humor

Employees
Managers

Self-defeating humor

Employees
Managers

10

Mean
43,20
40,71
44,56
44,98
51,17
47,16
53,16
52,49
20,50
22,11
19,84
19,62
23,02
25,27
21,19
23,64
20,79
20,62
20,46
19,64

SD
9,31
9,74
8,74
8,49
10,24
11,34
10,88
11,04
6,96
7,65
7,22
6,98
7,22
6,84
7,13
7,19
6,28
6,27
6,84
7,36

N
451
143
136
123
451
143
136
123
451
143
136
123
451
143
136
123
451
143
136
123
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Table 3
Difference between managers’ sense of humor styles and employees, controlling for age,
gender
Source

df

Age

Position

Gender

Position x
Gender

Error

a.

M

F

Observed
Powera

eta2

Sig.

Social humor

1

430,41

5.33

.02

.01

.63

Coping humor

1

172,73

1.51

.22

.00

.23

Dislike of joking

1

322,38

6.46

.01

.01

.72

Aggressive humor

1 1017,99

2.72

.00

.04

1.00

Self-defeating humor

1

123,89

2.79

.10

.01

.39

Social humor

1 1013,24

12.54

.00

.03

.94

Coping humor

1

807,43

7.07

.01

.01

.76

Dislike of joking

1

396,06

7.94

.01

.02

.80

Aggressive humor

1

25,12

.51

.47

.00

.11

Self-defeating humor

1

90,15

2.03

.15

.00

.30

Social humor

1

99,27

1.23

.27

.00

.20

Coping humor

1

479,93

4.20

.04

.01

.53

Dislike of joking

1

45,44

.91

.34

.00

.16

Aggressive humor

1

475,80

9.68

.00

.02

.87

Self-defeating humor

1

20,65

.47

.50

.00

.10

Social humor

1

162,95

2.02

.16

.00

.29

Coping humor

1

267,59

2.34

.13

.00

.33

Dislike of joking

1

61,29

1.23

.27

.00

.20

Aggressive humor

1

0,30

.01

.94

.00

.05

Self-defeating humor

1

6,62

.15

.70

.00

.07

Social humor

469

80,81

Coping humor

469

114,24

Dislike of joking

469

49,90

Aggressive humor

469

49,13

Self-defeating humor

469

44,35

Computed using alpha = ,05

6. DISCUSSION
Association between managers’ sense of humor and employees perceived supervisory support
and wiliness to involve, is not strong as, but is usual for two source correlation, compare with one
source. But nonetheless, it’s proven that managers’ sense of humor is associated with subordinates’
perceived supervisory support and involvement, which, with caution, could be applied on
psychological climate in general. That’s supports of opinion and privies research about humor
importance as one of the aspects of organizational social environment “health”. These results are
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compatible with the findings that support and understanding by supervisors tends to be associated
with higher scores on positive indicators of life quality by employees (Moen and Yu, 2000), and
with their greater job satisfaction (Decker, 1987).
Found age and gender differences in sense of humor not new on research field (e.g., Dyck and
Holtzman, 2013; Martin et al., 2003). Even in everyday life we can notice, that younger people
more involve humor in communication and man more like putting down humor.
That’s interesting finding, that managers more often use humor, then employee’s dose. In quasi
experiment design it’s difficult to define influence direction, e.g., workers put on managerial
position because of they have higher sense of humor or they develop it, when they get the position,
but it’s more likely second version. Many authors mentioned that humor is good tool to control
situation and show status (e.g., Hoption, Barling and Turner, 2013).
Female managers sense of humor association with psychological climate not as strong as it for
male managers. Findings are inherently inconclusive, although they may suggest possibilities and
stimulate productive speculation. According to Eagly and Karau (2002) and Garcia-Retamero and
Lopez-Zafra (2002), managers’ role tends to be perceived and described in terms of traits that are
closer to the male than female stereotype. Men tend to gravitate to roles which allow them to
exercise authority, power and domination. As a possible result of this trend, male managers are
perceived as more dominant, which in turn gives males more influence in the group, compared with
female managers (Carli, 2001, Rudman and Kilinski, 2000). Meta-analytic research demonstrates
(Eagly and Karau, 2002) that subordinates tend to undervalue their female managers’ abilities and,
possibly may not appreciate their communication and humor skills. As a result, subordinates may
not register the effect of female managers’ humor upon the psychological climate of their company.
Consequently, employees may not perceive female as leaders because they expect leaders not to
limit themselves to positive humor (Decker and Rotundo, 2001), but to use a direct and even
humiliating style of humor. For example, humor may be used to indicate that an employee has
stepped out of line and that this kind of behaviour is unacceptable in the work group (Terrion and
Ashforth, 2002). This may be the reason why there is relationship between humor and
psychological climate in men; men’s level of aggressive humor is significantly higher, which is in
accord with the results of other investigators (for example, Martin et al., 2003; McGhee, 1979;
Pollio and Edgerly, 1976). It follows that humor is an auxiliary means for men to be more
authoritative and charismatic, which is supported by the results of leadership research (for example,
Priest and Swain, 2002) that found that leaders endowed with a sense of humor are perceived as
more effective.
The effect of the leaders’ sense of humor effect on employees may be traced to the following
facets:
(1) At the psychophysiological level, laughter activates brain centres associated with the
experience of pleasure (Gervais and Nelson, 2005);
(2) As an indirect mode of influence, humorously couched critical and other negative comments
are more readily accepted and less likely to be resented (Mulkay, 1988); and
(3) Persons with a higher sense of humor are perceived more favourably than persons whose
sense of humor is low. There is research support for these expectations, for example, in
demonstrating that goal attainment is facilitated by humor (Decker and Rotondo, 2001).
Further research needed to pinpoint the mechanisms of humor that affect management – humor
effect on perceiver.

7. CONCLUSION
At the most general level, it can be concluded that managers’ sense of humor matters in
promoting the positive aspects of psychological climate, especially supervisory support, as
perceived by employees. However, the impact of the sense of humor is neither uniform nor simple,
and its effect upon the psychological variables is mediated, above all, by gender, age and possibly –
12
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experience. The style of humor is also important, with positive and negative humor producing
different and often divergent effects. The nature of the present study, which employed a quasiexperimental design, does not make it possible to determine causality, but it does appear that the
role of the sense of humor in shaping the psychological climate of the workplace is noteworthy.
Thus, the findings of the present study both corroborate and extend the results on the role of the
sense of humor in male managers (e.g. Dragoni, 2005) and its contribution to more effective
leadership (Decker and Rotondo, 2001).
This result underlines the importance of giving authority and credibility to emotions within the
leader-followers dyadic relationship within the organizational context.

8. LIMITATION AND FURTHER RESEARCH DIRECTION
First, in this research data about managers’ sense of humor were collected only by means of self
-report measures. Employees’ ratings of managers’ sense of humor should be obtained in
continuing this line of investigation. Second, the gender composition within work teams and in the
entire pool of employee participants should be ascertained and included in the research design of
future investigations. Specifically, four groups should be constituted: male employees rating female
managers, female employees rating male managers, female employees rating female managers, and
male employees rating male managers. Mixed gender composition within the work group may also
be relevant to include as a variable in future studies.
Third, it should be kept in mind that the present study was conducted in Latvia, but most of the
research findings and theoretical formulations on which the present project is based originated in
Western Europe and North America. International replication and extension of the procedures and
findings of this study is highly desirable, eventually followed by hypothesis-driven cross-national
comparisons.
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Abstract
The movements in financial markets have been modelled and interpreted through the history by various disciplines.
All the economist, the psychologist, the sociologist but also the anthropologist, can provide an interesting vision useful
to a better understanding of the financial phenomena. The most actively mathematical models and numerical data have
been used. But even though quotations seem objective for investors, they face of overwhelming uncertainty. As the
market is above all a social institution with social interaction and despite the fact that financial economics is one of the
social sciences where the empirical data is the most numerous, it cannot reduce market to a set of figures. Quotations
still remain social constructions and therefore the quotation does not summarize the actors communicative action but is
only a reflection of it.
As an example of semiotical approach the purpose of the article is to analyze whether using Google Trends as one of
the most widely used online search methods, would it have been possible to forecast the beginning of the ongoing
financial crisis. In other words: would it have been possible to predict that there is a bubble in the real estate market in
the USA since the beginning of 2006.
The analysis is based on online data for the period 2004-2010 and is based on the T-Statistics and regression
analysis. We had an assumption that at the time when real estate prices were moving up people had suspicions about the
possibility of having bubble in the prices. Our assumption found proof and all statistically significant relationships were
in line with the theoretical foundations though some aspects of the results may be debatable. Nevertheless, we found
that this method may be a good tool for having the indication of people´s moods and views.

1. INTRODUCTION
As it is well known, business cycles, financial cycles and economic cycles are extremely
irregular in duration and timing. Over the last decades, the world economy has experienced
numerous crises. First, the Wall Street crash of October 1987, a little more than two years later
Japan´s stockmarket bubble collapsed, Europe´s exchange rate mechanism had its debacle on 199293, then in 1994 the bond market crashed, same year, a bit later, the Mexican crisis occured, in 1997
East Asia went into turmoil, a year later Russia´s default and associated shockwaves shook the
world until recent 2008 crisis. Economists have used a lot of time to study what are the causes for
these cycles and experts continuously readjusting their interpretations and estimates to crisis
trajectory, speed and causes.
Recent events remind us how vulnerable are financial institutions and markets to financial
contagion, where one failing institution takes many others down and starts a cascade of failures.
Same happened in the second half of the 2008 when Lehman Brother field to bancruptcy. This
event was a sign which symbolic meaning caused panic in financial markets and in global economy
as well. Large financial institutions came under stress; banks, faced with fears about infection,
rationally sought to protect themselves from other banks and restricted their lending policy.
Because of the uncertainity and fear banks caused persistent stress in financial markets. The same
phenomena characterizes stronger, financially stable countries as well, where apparently healthy
fundamentals and praised policies were not left unaffected.
This paper tries to show that analysing and predicting causes of the large fluctuations and crisis
is a result of human behaviour and often irrational. As mathematical models are imperfect taking
into consideration human factors and social reality then interdiscilpinary approach is needed.
The purpose of the paper is to improve the necessity of new methodological approach in
explaining and considering human behavior, collective factor and social reality as well as sign
process, semiosis and action mechanism itself. In order to better grasp the influence and contagious
effect of the irrationality the paper gives an example of the spread of U.S recent crises which would
have been predictable by using an alternative measure of economic uncertainty based on the
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frequency of internet searches.
The paper is divided into five parts. First one explains the phenomenon of semiotics in the
context of financial markets. The other gives an example of using alternatiive method for getting
information about the ngoing situation and predicting the futuure. Third one presents empirical data
about the real estate bubble and explains the methodology used. The next section provides results of
regression analysis and the discussion of the results. The paper ends with conclusion.

2. SEMIOTICS IN THE CONTEXT OF FINANCIAL MARKETS
History has proved that market habitually overreacts and underreacts to events that has influence
to human emotions and behaviour. So is the history of markets seen as a complex set of recurrent
human errors. As it is seen, human thinking and behaviour is the key element in financial markets
that collectively acting similarily causes the fluctuations of the markets because the psychology,
rationalization and investing behavior of a individual investor is directly related to the thinking,
feeling and acting of all investors.
Financial markets represent a very complex social reality that may take various forms. Elements
and sets of figures with esoteric meaning base in representations. Markets represent a unique
playground that performs an enormous role in global economy and our everydays´ life. This
complexity may be reduced to qualitative or quantitative explaining frames but none of them gives
no satisfactory results. An ultimate explanation of the financial markets does not exist.
As reality is very complex phenomena that consists of texts and contexts and is dependent in
time and space on interaction and other variables then, based on logic and logical models, every
object of research dictates its´ approach.
Semiotics researches the reality and the relationship between human mind and its reality. Julia
Kristeva, a philosopher, sociologist, psychoanalyst and literary critic, defines semiotic research as
activity during which new models with similar structure to research object will be constructed.
„Semiotics uses linguistic, mathematical and logical models, demystifying through them assumed
objectivity of the scientific discourse“ (Kristeva 1969: 196-204; Nöth 1992).
A semiotics in the context of financial markets assumes that we analyze the quotation and its
meaning in a particular surrounding world. For each financial market, a pluralist study of the
interaction structure would deserve to be carried out. It means studying the factors that determine
the quotations in a particular financial market. Because of the fact that financial interaction is
directly inserted into the complexity of the social world, a semiotics of the financial market assumes
an interdisciplinary study of the quotation determination process.
Financial markets are described by inadequate prior information; they include many variables
and are characterized by fuzzy elements. Market structures are extremely difficult for analytical
description, and their dynamics is hard to predict. Therefore the study of the financial markets
behavior is a very actual question. When investors approach the financial markets, they find they
need to make decisions in the face of overwhelming uncertainty. Even though the quotations seem
objective for investors, they remain social constructions and therefore the quotation does not
summarize the actors communicative action but is only a reflection of it. As an example we analyze
the result of the agents reactions to the real estate prices in U.S. from 2004-2010 and their
suspicions for having bubble in the prices.

3. AN EXAMPLE OF USING GOOGLE TRENDS FOR PREDICTING
THE FUTURE
The goal of the experiment was to investigate whether it would have been possible to forecast the
ongoing financial crisis by using Google Trends database. The analysis is based on online data for
the period 2004-2010 and is based on the T-Statistics and regression analysis.
The theoretical motivation bases on findings that agents respond to increased uncertainty by
17
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intensifying their information search. We had an assumption that at the time when real estate prices
were moving up people had suspicions about the possibility of having bubble in the prices. Our
assumption found proof and all statistically significant relationships were in line with the theoretical
foundations. So the research proved that using Google Trends as one of the additional tools for
getting information or indication predicting the present is an alternative mechanism for getting more
information about people´s thoughts and moods.
The purpose was to investigate whether it would have been possible to foresee the housing
market sharp drop in prices by using the search term “Housing bubble” frequency in one of the
most used online search engine Google Trends. Google Trends is a real-time daily and weekly
index of the volume of queries.
Theoretical considerations are following: as the prices in real estate market had for long time
risen, there could have been suspicion that prices are reaching or have already reached to a higher
level than the houses actually worth are. In other words, there could have been the suspicion that
part of the price is so called a bubble. In this situation it is natural looking for the further
information for getting better picture about the situation and most probably people use internet and
different search engines. As Google is the most widely used search engine people put relevant
keywords into searching window and they´ll get information about the topic they´re interested. So
there is an assumption that because of fear or greed or just curiosity the frequency of the search
terms like “Housing market bubble” or “housing bubble” most likely increased just before the real
bubble in U.S. real estate market.

4. METHODOLOGY AND DATA
Data:
• The average real price of the housing market in U.S., 2004-2010, quarterly data
• The frequency of the keyword “Housing bubble” entered in United States into Google Trends
search engine, 2004-2010, weekly data
Dependable variable in the model is the average real price (PRICE) in the U.S. and independent
variable the frequency of the keyword “Housing bubble” (FREQUENCY). Therefore we have a
model in the form of:
PRICE = a0+a1*FREQUENCY+u
Graphic survey of the data confirms the initial hypothesis.
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Figure 2. Search frequency of the “Housing bubble”
As it is seen in the results and figures, after relatively stable value in real estate sector in 2004 the
frequency of the “housing bubble” is rising rapidly in the 2005. This is an indication that investors
did have doubts about the sustainability of such growth and they begin to suspect that they might
invest into the bubble. As a major part of the agents were not rational and they expected the
tendency of the growth to be continued, the prices of the houses followed their rapid upward trend.
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The frequency of the ´housing market bubble´ remained at a very high level until the end of the
2006 and started to decline after the burst of the housing market bubble when the prices began to
fall rapidly.
It is important to mark one peculiarity of the model. The link between the variables PRICE and
FREQUENCY is not expected throughout the whole period but especially at a very high level of a
variable frequency value. We assume that the high value of the FREQUENCY will result in a
delayed decrease in the variable PRICE. Therefore there is included an additional variable dummy
D which has a value of 1 when a variable frequency value is more than 1.5 times the arithmetic
average of the variables, and otherwise it is equal to 0. The model thus acquires a shape:
PRICE = a0+a1*FREQUENCY+a2*D+u
By theoretical considerations the parameter a2 could thus be negative. Parameter a1 should come
as positive because there is an assumption that people will search more when the prices are high and
when the prices are falling they search less. But it is quite difficult to assume the causal link
between the values of the same period. Rather there is assumption that the frequency affects the
price. The impact of the frequency to the price should be unfold rather at a certain time lag which
means that it is necessary to include the lags of the variable FREQUENCY.
As we have the data where FREQUENCY is given by weekly data and PRICE as quarterly then
the value of the variable PRICE values each week by the corresponding quarter of its average value
which means that the variable values are changing after every 13 period.
Taking into account the mentioned issues, there is switched into model the lag of the
FREQUENCY in the time periods of 13, 26, 39 and 52.
PRICE = a0+a1*FREQUENCY+a2*D+a3*FREQUENCY(-13)+a4*FREQUENCY(-26)
+a5*FREQUENCY(-39)+a6*FREQUENCY(-52)+u
This means that the impact to the price is tested quarterly, by half-year period, three-quarter
period and yearly.
Since we are dealing with time series there is a risk that there may be included the trend in the
data. By controlling it we have included into model the time as additional variable where each value
corresponds to the sequence number of the each observation in chronological order. Thus the model
acquires a shape:
PRICE = a0+a1*FREQUENCY+a2*D+a3* FREQUENCY(-13)+a4* FREQUENCY(-26)+a5*
FREQUENCY(-39)+a6* FREQUENCY(-52)+a7*TIME+u

5. RESULTS AND DISCUSSION
As it is seen from the table below the evaluated model is statistically important and significant
level (93%) and with a good level of description. Both, the frequency and D (the significance level
of the latter is 0.1) are statistically significant variables with logical signs. When the frequency of
the ´housing market bubbles´ is very high (D=1) then the price of housing is lower. Also, all of the
remaining variables in the model are statistically significant.

Thus, we can write the model as:
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Negative sign of the trend is not very logical. Most probably it is not a linear trend. Since the
figures were rather similar to hyperbole, we tried to bring into model the trend taken into squares
but anything significant changed and the variables of the trend causes the multicollinarity.

Diagnostics:
Multicollinarity is tested by based on VIF and 1/VIF. If the VIF is larger than 10 or 1/VIF
smaller than 0,1 then there is a multicollinarity in the model. In our case there is no multicollinarity
in the model.

Testing the autocorrelation we have used the Durbin-Watson statisticians and the test of
Breusch-Pagan. Both indicators indicate the presence of the autocorrelation in the model.

The Ramsey test gives no good results which might indicate to specification errors in the model.
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The ARCH-LM test provides the evidence that there is also an autoregressive heteroskedastivity
in the model.

Thus we can say that there still has a possibility for improvements but on the positive side the
model is statistically significant and with a good level of description and it is also consistent with
the logic of the signs of the parameters in the model and there exists no multicollineary. We tried to
improve the model in the following way. Since it is assumed that there is relation only with the high
frequency and with the lag, then it is reasonable instead of ordinary dummy variable and lags to
bring into model accordingly the lags of 13, 26, 39 and 52 dummy variables. We got the model:
PRICE = a0+a1*FREQUENCY+a2*D13+a3*D26+a4*D39+a5*D52+a7*TIME+u, where D13,
D26, D39 and D52 are accordingly dummy variables of the period lags of 13., 26., 39. and 52.

Now we carry out a regression analysis. Additionally to the searching frequency of the housing
bubble is added an independent variable with 4 lags and dummy (High_bub_sf) with the value of 1
when the frequency is very high or significantly increased and in other cases with the value of 0.
Housing price (realhomeprice) with the first-order difference:

Housing price (realhomeprice) with the second-order difference:
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We can see that none of the variables in the model is not statistically significant. Thus it seems
that it is not relevant to describe with the frequency of “housing bubble” the prices of the housing. It
means that we need additional variables. However, leaving out the model the lag of the 4th variable
we got the results where dummy variable becomes important (if the dependent variable is in a
model as first-order difference):

6. CONCLUSION
Uncertainty governs our lives. The expectations and actions of markets rely not just accurate
calculation of probabilities about the future but are the result of the collective action that is directed
by social or mass media, personal experience, expert opinion, social convention etc. Besides, the
calculations of probabilities based on past history may be misleading or even radically inaccurate.
We studied the predictability of search trends using most popular Google search queries and
based on the event of the U.S real estate bubble which has caused the global financial crisis. We
assumed that long before the bubble had burst, people should have had suspicions about the
sustainability of the high prices of the houses. Therefore we expected them for getting further
information about the relevance of the prices and first place is to find some news and articles about
the topic with typing into Googles´ search window relevant keywords. We found that peoples´
interest about the housing bubble was extremely high in the years of 2005 and 2006 and our
assumption found improvement. Still our model is not giving any perfect results and there is still
possibilities for improvements. However the research question and the model gave us a good
additional indication about the people´ mood and suspicions which may help us in the future by
predicting the trends and short-term movements in different spheres.
As human behaviour influences market, it could be besides fundamentals and technical analysis
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useful to analyze the causes what and how influences human behaviour and how individual
behaviour becomes collective. It could be useful not only in prospective but in retrospective as well.
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Abstract
Purpose: The purpose of the research paper is to present a real option valuation model that will help to identify the
value drivers of the JSC Rietumu Banka: one of the biggest Latvian banks that specializing in private and investment
banking as well as measure the value of its strategic flexibility.
Design/methodology/approach: The empirical research appears to be correlational one as it is to study and describe
issues related to Real Options Valuation – both general: application and comparison to DCF method and specific: value
of JSC Rietumu Banka and the value of strategic flexibility. The rationale behind choosing a commercial Bank as a unit
of research has a number of reasons. The model of Black-Scholes of option pricing is very topical for valuing
companies, assets and liabilities of which are relatively comparable and continuously change in value. Thus, JSC
Rietumu Banka was chosen specifically, because it is known for being more active in corporate investing activities than
other commercial banks in Latvia.
Findings: The research outcomes of the paper were divided into three parts accordingly to the research questions.
The first part was dedicated to estimating the value of the Bank through traditional DCF approach. The second part was
answering the research question by identifying the equity value of the bank using Real Options Valuation through
Black-Scholes option pricing model. The third part was dedicated to identifying implications behind valuation of a
commercial bank using ROV. The main drivers that determine value of a bank and its strategic flexibility were
explained and discussed.
Research limitations/implications: The main data needed for the research are financial statements for JSC Rietumu
Banka. Financial reporting for company includes statements for the Bank and not for the Group. Limitation of this
approach is the quantification. Real option evaluation of strategies can get lost in the mathematics.
Practical implications: There are few academic works on the topic, yet none of the major companies in the Latvia
have publicized ROV application. However, the value of strategic flexibility appears to play a pivotal role nowadays,
given the transition condition of Latvian economy. Furthermore, bankers can benefit from using ROV methods when
analyzing and selecting the strategic alternatives.
Social implications: The paper is to sketch the outlines of a more differentiated approach towards the contribution
Strategic Management and Financial Management which can help to most managers and their needs to replace
traditional approaches to strategic planning and company valuation with a more aggressive one in transition economy
settings.
Originality/value: Surprisingly, very few paper and books have discussed the valuation of the bank. Even in
bestselling book on valuation of companies written by Koller et al, 2010, there is no example of Real Option Valuation
for a bank valuation.
Keywords: real option valuation, bank valuation, strategic flexibility, transition economy
Classification: research paper
All business decisions are real options, in that they confirm the right but not the obligation to take some initiative in
future. Judy Lewent, CFO, Merck

1. INTRODUCTION
Real Options methodology advantage is that it allows to value company equity taking into
account the flexibility to adapt to the changing market conditions and make decisions into fast
changing market settings. The purpose of the paper is to present a real option valuation model that
will help to measure the value of strategic flexibility as well as identifies the value drivers of the
JSC Rietumu Banka: one of the biggest Latvian banks that specializing in private and investment
banking. Surprisingly, very few paper and books have discussed the valuation of the bank
(Dermine, 2010). Even in bestselling book on valuation of companies (Koller et al., 2010), there is
no example of Real Option Valuation (ROV) for a bank valuation. The needs to value any asset,
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whether this asset is financial security, a firm or a bank, have been long recognized (Myers, 1977;
Damodaran, 2002). While there are numerous valuation methods developed, Discounted Cash Flow
(DCF) approach to valuation is predominantly and consistently applied to derive the value of any
asset (Koller et al., 2010). The main advantage of ROV is that it accounts for strategic flexibility
and deals with uncertainty, which are crucial factors in banking business, whereas DCF methods are
static and do not reflect them. Real options as tools are mostly suitable for identifying the strategic
capabilities of a bank to react to arising challenges successfully and profit from them. Such
challenges are waiting for the banking sector in Latvia, which is one of the most developed sectors
in the country. What we want to know is what market opportunities exist for maximizing the bank
value? ROV would help identifies the various value drivers of the Bank and demonstrate how to
capitalize of new opportunities of latest changes of Latvian legislation.

2. LITERATURE REVIEW
The originator of the theory of the DCF analysis was Williams in 1938 who wanted to find a
better way of valuing stock following the 1929 crisis. The work was “rediscovered” by Shapiro and
Gordon in 1956. Lately, in the changing business environment, Damodaran in 2005 states that both
academics and practitioners have made an argument that conventional the DCF methods do a poor
job of capturing and reflecting the value of the options that are embedded in many corporate
decisions making by management. A very important limitation of DCF methods is its failure to
account for the value of strategic flexibility, which is inherent in the strategic decision (Brandao et
al., 2004). ROV takes it’s offset in the progression in the 1970s, where Fischer Black and Myron
Scholes in 1973 successfully developed models that could value financial options. It is possible to
view almost any asset in an option pricing framework as pointed out Black and Scholes in 1973.
Given the model’s power, there have been many recent attempts to translate the models to corporate
valuation technique commonly known as real option (Koller et al., 2010).
To stretch the understanding of option pricing to corporate valuation technique we can ask
ourselves what the graph of call option’s value relative to intrinsic would like of, hypothetically, an
option were written that never matured. First answer is it would be like owning the stock itself,
except the investor would receive neither dividends nor have voting right. “This is an interesting
view on equity itself, which is that, as a claim against the value of the levered firm. It is rather like
an option itself in which the debt represent the exercise price. It may be pointed out that optionpricing framework can provide insight to valuation of real investment opportunities as well as
pricing of financial securities of all sort” (Kester, 1997).
Second answer is it would be equity that can be viewed as a call option of the bank where
exercising the option requires that the bank be liquidated and the face value of the debt (which
corresponds to the exercise price) paid off. If the debt in the bank is a single issue of zero-coupon
bonds with a fixed lifetime, and the bank can be liquidated by equity investors at any time prior, the
life of equity as a call option corresponds to the life of the bonds (Damodaran, 2002) as shown in
Figure 1.

Figure 1. Payoff Diagram for Equity of Bank as a Call Option
Source: Damodaran (2002)
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The most comprehensive answer has been given by Giamarinno et al. in 1988. Bank’s equity can
be interpreted as a call option on the bank’s assets, where spot price (S) is to the total value of
bank’s assets and strike price (X) is the face value of total debt liabilities including deposits.
Shareholders of a levered bank can, at maturity of the outstanding debt; either “repurchases” the
bank from depositors by making the required principal repayment and interest payment or walks
away from their liability and thus relinquishes ownership of the bank to the creditors. Thus, equity
value of the bank is a value of call option.
Undoubtedly, the option valuation model is feasible for usage in bank valuation, since operations
on both assets and liabilities are significant for the banking business structure. Banks manage assets
in a dynamic environment that is always subject to change and bankers have the options to modify
strategies to adapt to the change and to capitalize a new opportunities or respond to new challenges.
ROV framework recognizes that future growth opportunity value deriving from the bank’s strategic
flexibility that must explicitly accounts for adaptability and competitive responsiveness and gain
competitive advantage via time-to-market and first- or second-mover advantages (Smith and
Trigeorges, 2006). However, ROV is still not a recognized a bank valuation technique. It might be
because of ROV analytical approach used is subject to certain limitations as well. One should be
stressed that due to the mathematical complexity involved, ROV application might get lost in the
building of mathematical models and computation.

3. RESEARCH QUESTIONS AND HYPOTHESIS
Dependent variable is the value of equity of the Bank. Independent variables are inputs and
factors, which influence the dependent variables (Sekaran, 2003) and they are as follows in current
research: valuation method; volatility; risk free rate; time to maturity; total assets and liabilities; net
income; cost of equity; market risk premium, beta and economic and legislation influences. Further,
independent variable will be described in details. Depending on the valuation approach applied, the
value might vary as different methods share both same and different input variables. Volatility is
one of the most important factors of ROV. It is one of the independent variables that distinguish it
from DCF analysis; therefore it is a key component to identifying viability of application of ROV.
Risk free rate is used by several valuation theories to determine additional risk that should be
rewarded with a rate higher than it or the rate at which market participants are able to borrow. Time
to maturity is another unique factor of ROV. According to the model, it will affect the value of a
business as debt liabilities financially give managers room for investing, thus potentially increasing
value of the whole firm. Total assets and liabilities are variables that lie in the basis of ROV. Net
income is inputs to calculating free cash flows, therefore will affect the dependent variable when
calculating it through DCF methods. Cost of equity in the DCF model addresses the time-value of
money and a market risk. The most common way to estimate the cost of equity within corporate
finance is by use of the Capital Asset Pricing Model (CAPM). The CAPM states a linear
relationship between the return on a stock and its beta, the market risk premium and the risk-free
rate. Out of these, only one is individually defined for an investment: beta that measures the
sensitivity of the movement in returns of a stock (dividend adjusted) relative to the movement in
returns on some measure of the market. Economic and Legislation Influences: Above-mentioned
dependent variable is also subject to macro and micro economical influence as well as changes in
the Latvian legislation. As a result of variables review involved in the theoretical framework, the
author has figured out first research questions: what is the value of JSC Rietumu Banka through
application of DCF? The first research question deals with evaluation of the bank using traditional
DCF approach. The second research question accounts for valuing the bank employing ROV
application on the basis of Black-Scholes option-pricing formula: what is the value of JSC Rietumu
Banka through application of Real Options Valuation? The value of the call option (in the research
a value of bank equity) would be hypothetically bigger using ROV comparing to DCF models
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taking into consideration the value of strategic flexibility. Thus, third research has been posted as
follows: what value drivers would maximize the value of the bank over the next five years
according to Real Options Valuation method? The third research question will be devoted to
exploration of strategic opportunities of ROV application on the basis of Black-Scholes optionpricing formula.

Figure 2. Volatility of NASDAQ OMX Riga
Source: V-Lab of the Volatility Institute of NYU Stern, USA (2013)

We deliver a hypothesis: Real Options Valuation is relevant in Latvian stabilized market as
volatility is almost consistent according to V-Lab of the Volatility Institute of NYU Stern, USA as
shown in Figure 2.

4. RESEARCH DESING
The purpose of the paper is to present a real option valuation model that will help to measure the
value of strategic flexibility as well as identifies the value drivers for the JSC Rietumu Banka.
Correlational investigation is one that is focused on outlining one or more factors associated with
the problem by Sekaran, 2003. Thus given research appears to be correlational one as it is to study
and describe issues related to Real Options Valuation – both general: application and comparison to
DCF method and specific: value of JSC Rietumu Banka and the value of strategic flexibility. The
rationale behind choosing a commercial Bank as a unit of research has a number of reasons. Firstly,
it is very difficult to identify cash flows correctly for financial institutions by outsiders, which
makes it difficult to fairly evaluate the firm. Secondly, the model of Black-Scholes of option pricing
is very topical for valuing companies, assets and liabilities of which are relatively comparable and
continuously change in value. Thus, JSC Rietumu Banka was chosen specifically, because it is
known for being more active in corporate investing activities than other commercial banks in
Latvia. The main data needed for the research are financial statements for JSC Rietumu Banka.
Financial reporting for company includes statements for the Bank and not for the Group. For this
study results are taken from separate reporting for the Bank: Income Statement; Balance Sheets,
Statement of Cash Flows and Risk Management. The research is to consist of in-depth financial
analysis and valuations. To answer first research question and to identify future free cash flows,
income statement for future period has been projected for next 5 years based on the interview data
with the Head of Risk Control Department of the Bank conducted and collected by Aleksandrs
Sorokins, EBS program final year student of RISEBA, in May, 2013. To answer the second
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research question, specially designed financial software will be used when Black-Scholes formula is
applied. Regarding to volatility that should be estimated, it is advised to use fluctuations of
company’s shares prices for the calculations. However, in this particular case of JSC Rietumu
Banka, the company is not listed on the stock exchange; the analyst may take the local stock
exchange index for estimations as recommended by Golovina, 2010. Weighted average duration of
debts will be taken from the banks financial statements’ part of risk management to assess a time to
maturity following Golovina, 2010, recommendations. Risk free rate is taken according to yield of
governmental securities – such as bonds, Latvian 5-year bond will be used for this purpose. Assets
and liabilities of the bank will be gathered from the bank’s balance sheets. Answering third research
question, the author will determine which components of the Black-Scholes formula are crucial to
define the value of the Bank and study their meaning when estimating the value drivers of a
commercial bank in the case of JSC Rietumu Banka.

5. RESEARCH RESULTS
In order answer the first question and to estimate cash flows that are needed to apply the DCF
models, the researcher has to produce pro forma financial statements for the bank. Forecast will be
made for a 5-year period, as projections for a longer term are considered inaccurate. The growth
rates have been acquired through an in-depth interview with Head of Risk Department of the Bank.
The technique for identifying the discount rate used will be CAPM.
Inputs:
• 5 year detailed growth rate forecast developed by Rietumu Banka analysts
• Market variables: Risk free rate, Banking sector beta, Latvian market rate
• Terminal value with application of constant growth rate of free cash flow beyond 2018 year 3.6
%
• Betas of Scandinavian Bank working in Baltic States: SEB Beta=1.66; Danske Bank Beta
=2.02; DnB Beta = 1.54; Swedbank Beta = 2.05; Nordea Beta =1.60.
• Bottom up Beta for JSC Rietumu Banka =1.77
• CAPM application for JSC Rietumu Banka, Cost of Equity 20.83%
Result:
• Thus, value of the Bank has been calculated and equals LVL 192,046,000.
Second research question aims at identifying the value of the Bank using ROV techniques. In
order to apply ROV model to valuing a firm, Black-Scholes model should be applied. The BlackScholes model is aimed to calculate a call price (c) or put price (p) using the 5 key determinants of
an option's price: current market (spot) price of share (S0), future exercise (strike) price (K), time to
expiry (in years) (T), risk-free rate (r), and variance in stock price ( ). Additionally, intermediate
values are using as N(x) is the probability that a normally distributed variable with a mean of zero
and a standard deviation of 1 is less than x (cumulative normal distribution function of d1 and d2), e
is mathematical fixed constant = 2.718…, and ln is natural log. Thus, the value of a call option for a
non-dividend-paying underlying stock in terms of the Black–Scholes parameters is:

(1)
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The formula for calculating bank equity value (C) is as follows: value of underlying assets of
bank (S0), value of outstanding debt (K), time to maturity (bank debt duration) (T) (in years),
government treasury bond rate corresponding to option life cycle (r), variance in stock exchange
index ( ). After, written the formula would represent the numerical result of bank equity.
Therefore, the bank is being computed as follows.
As for all the calculations risk-free rate equals Latvian governmental bond rate, which is 5.25%
(2012). For evaluating a firm using option-pricing techniques, we take assets as the spot price and
liabilities as the strike price. A very important step is to estimate debt duration for the bank. For this
case, having used Excel program SUMPRODUCT function, time to maturity has been calculated as
weighted average duration of debt liabilities (Golovina, 2010) as it shown in the Table 1.
Table 1
Analysis of the duration of financial liabilities (contractual undiscounted cash flows)
Financial liabilities

2012
LVL

'000

2011 '000
LVL

2010 '000
LVL

2009 '000
LVL

Average time to
maturity, years

Total gross amount

1,499,071

1,312,490

996,294

777,320

Demand and less than 1 month

1,222,891

997,607

745,013

548,340

0.042

From 1 to 3 months

24,557

40,687

50,047

43,296

0.168

From 3 months to 1 year

92,918

109,285

131,965

169,665

0.633

113,496

120,203

68,439

15,510

3.000

45,210

44,708

830

509

5.000

Aggregate liabilities :
Demand and less than 1 month

0.816

0.760

0.748

0.705

0.042

From 1 to 3 months

0.016

0.031

0.050

0.056

0.168

From 3 months to 1 year

0.062

0.083

0.132

0.218

0.633

From 1 year to 5 years

0.076

0.092

0.069

0.020

3.000

More than 5 years

0.030

0.034

0.001

0.001

5.000

Weighted average time within one
financial year

0.474

0.535

0.334

0.240

From 1 year to 5 years
More than 5 years

Average time to debt maturity within
four financial years

0.391 year or 141 days

Source: prepared by authors based on Risk Management chapters of Annuals Reports of the JSC Rietumu Banka for the period
2009-2012 years

Volatility is another important value driver of the ROV model. Because JSC Rietumu Banka is
not listed on a stock exchange, the author takes OMX NASDAQ Riga index for our calculations
again in according with recommendations of Golovina, 2010.
Now,
Inputs:
• NASDAQ OMX Riga Volatility 22.47% (NYU Stern)
• NASDAQ OMX Stockholm 21%; OMX Tallin 25.25%; OMX Vilnius 25%; OMX Helsinki
20.99% (NUY Stern)
• Latvian risk free rate 5.25%
• Bank Debt duration 141 days
• Bank asset value according to Balance Sheets
• Bank Liabilities according to Balance Sheets
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Result:
• Value of JSC Rietumu Banka: LVL 242,495,866
Volatility of OMX NASDAQ Riga is 22.4% according to Volatility Institute of NYU Stern
School of Business, May 2013 constantly updated data using GARCH model and that has been
applied for the computation. Having used Black-Scholes formula (1), the bank equity value was
estimated by the author to: LVL 242,495,866 respectively (see table 2).
Table 2
Black Scholes option-pricing formula for valuation of JSC Rietumu Banka (30th May,
2013)
Inputs :
ASSETS: S0 =

LVL1,638,967,000

LIABILITIES: X =

LVL1,441,730,000

Annualized variance =

0.05

Debt duration: days to option maturity = 141 days
Annual risk-free rate =

5.25%

Results:
S0*N(d1) =

LVL1,426, 576,590

X*e-rT*N(d2) =

LVL 1,184, 080,700

C : Value of Equity
of JSC Rietumu Banka =

LVL

242,495,000

Source: prepared by authors

As a result, applying ROV the bank equity is more valuable up to LVL 50.5 M due to a value of
strategic flexibility embedded in ROV formula.
What strategic decisions would maximize the value of the bank value over the next years
according to Real Options Valuations? The main value drivers that make ROV unique and allow it
to reflect strategic flexibility are volatility and time of duration. Due to stabilizing of Latvian
economy in terms of volatility of OMX Riga index decreasing and stable forecast of GDP growth
rate as 4.1% for forthcoming years according to European Commission Spring 2013 report as well
as introduction of Euro in Latvia as from 01.01.2014 that would smooth volatility also, the time of
duration of debt liabilities of the bank is the most significant value driver as shown in the Table 3.
Table 3 has summarized strategic and financial issues as follows.
Important influence on the Bank equity value has given in terms of ROV application approach a
following strategic decision. Starting from December 7, 2012, bonds of the Bank are listed on the
NASDAQ OMX Baltic Bond list. The listing of the bonds issued by the Bank at NASDAQ OMX
has significant influences on the value of the bank in accordance with Real Options method. Bonds
add long-term debt that increase time of duration of liability, thus, increase strategic flexibility and
consequently banks value. Listing Bank’s bonds on the NASDAQ OMX Baltic Market will enable
investors to assess the current value of their investments, as well as promote trading of these
securities on the secondary market. Thus, duration of liabilities in ROV formula will rise and thus
the value of equity will rise as shown in Table 3 (short term scenario).
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Table 3
Scenario planning: a change of debt duration as a value driver
Scena
rios

Debt duration
(days)

Vari
ance

Equity value
(LVL)

1

144

0.05

LVL242
495,886

2

252

0.05

LVL 278
867,044

3

360

0.05

LVL 310
966,062

Source: prepared by authors

A volatility changes is not important value drivers as shown in Table 4.
Table 4
Scenario planning: a volatility changes as a value drivers
Scenarios

Debt
duration
(days)

Variance

Equity value (LVL)

NASDAQ OMX
(Riga)

144

0.050

LVL 242 495,886

S&P 500 (US)

144

0.023

LVL 230 016,452

CAC40 (France)

144

0.020

LVL 237 499,543

RTS (Russia)

144

0.096

LVL 264 076,589

Source: prepared by authors based on V-Lab of the Volatility Institute of NYU Stern, USA data (2013)

What is more, foreign companies may benefit from using Latvian holding companies for shortterm investments following latest amendments to the country’s Corporate Income Tax Act. From
2014, withholding tax will not be levied on dividends, interest and royalties paid to foreign
companies, except for those paid to tax haven entities. Latvian government’s proposed amendments
may encourage multinationals to use Latvia as a regional mini-holding company jurisdiction for
Eastern Europe.
Then, latest Latvian legislation on Latvia Temporary Resident Permit (Latvia TRP) through
investments in Subordinate Capital would also give excellent opportunities for the Bank in long run
period within next 5 years. This is the shortest and the quickest way of obtaining Latvian TRP for
investors. Investors who are interested in TRP just need to make a financial investment in tune of
200000 LVL (286000 Euro) in subordinated capital of a credit institution (debt or debentures) or a
term deposit. The deposit term is irrevocable 5 years investment carries an annual rate of interest at
4.0-5.0%. Interest on the investment is transferred half yearly. The agreement signed is irrevocable
and investors do not have privilege of terminating or carry out premature withdrawal of this deposit.
Duration of liabilities in ROV formula will rise and thus the value of equity will rise as shown in
Table 3 (long term scenario). New legislation amendments would lead to increasing of time of
duration of liabilities in ROV formula and thus the value of the Bank equity will rise within long
term strategic horizon. The Bank should be able to capitalize a new amendments of legislation
opportunities by attracting new long term investors and thus to maximize a value. Thus Real
Options Valuations usage would help the Bank management on combine strategic thinking and
financial valuation.
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6. CONCLUSION AND FUTURE WORK
Our research paper contributes with identification of strategic opportunities that exist in Latvian
contemporary political and economical settings for maximizing the bank equity value. We have
identified the various value drivers of the Bank and show using Black-Scholes option pricing
formula (1) how to exploit new economic realities to capitalize of latest changes of Latvian
legislation.
The research outcomes of the paper were divided into three parts accordingly to the research
questions. The first part was dedicated to estimating the value of the Bank through traditional DCF
approach. For this purpose, the cash flow of the bank was forecasted and discounted for the next 5
years. According to the DCF method applied, the value of the bank is LVL 192,046,000. The
second part was answering the research question on identifying the equity value of the bank using
Real Options Valuation through Black-Scholes option pricing model. The value of JSC Rietumu
Banka using ROV is LVL 242,495,866. The third part was dedicated to identifying implications
behind valuation of a commercial bank using ROV. The main drivers that determine value of a bank
and its strategic flexibility were explained and discussed.
Strategic flexibility is valuable. As a result, applying ROV the bank equity is more valuable up
to LVL 50.5 M due to a value of strategic flexibility embedded in ROV formula. This difference
suggests that real option valuation provide value of strategic flexibilities not found in other
methods. We also derive that recent convertible bond issued by the bank as well as new
forthcoming Latvian legislation’s amendments have resulted in significant value drivers in short
and long terms perspective.
The research results imply that option-based methods have empirical relevance in the bank
valuation analysis. Following theoretical and practical research outcomes have been derived from
the research paper. First, for banks that are not listed on an exchange, volatility of local stock
exchange index can be used as a proxy. Second, time to maturity is a very significant value driver of
the Bank and the indicator of strategic and financial flexibility of a bank. Third, recommendation
for practitioners and the Bank management has been formulated as follows: attract more long-term
investors to maximize strategic flexibility and thus increase the Bank value.
Hypothesis has been confirmed: ROV is relevant in Latvian transition economic settings.
Furthermore, bankers can benefit from using ROV methods when analyzing and selecting the
strategic alternatives. By using of ROV method, the Group of companies of JSC Rietumu Banka
would be able to select the best strategic alternatives dealing with uncertainty, coping with
competitive pressures and enhancing their competitiveness. Limitation of this approach is the
quantification. Real option evaluation of strategies can get lost in the mathematics. Future work is
to be considered to apply ROV for valuation of whole Group of companies of JSC Rietumu Banka.
That would help to identify of new Real Options by exercising which the Group would be
dynamically capable achieve new financial resources configuration and thus extend competitive
advantages period in Baltic banking sector.
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Abstract
Purpose: three main research questions in the paper are: what is characteristic for risk management in business
cluster? What factors influence on the decision-making process in the cluster under conditions of risk and uncertainty?
Which mental abilities of cluster managers, highlight their decisiveness, and are conducive in cluster management
under conditions of risk and uncertainty?
Methodology: methods of analysis and synthesis have been applied, within theory of management (mainly the
theory of decision) and systems theory.
Findings: in the article, the essence of risk and uncertainty was characterized, highlighting that uncertainty, contrary
to risk concerns the alternations which are difficult to be assessed, or events whose probability due to the lack of
information cannot be entirely estimated. This paper highlights the fact that the risk is present in all areas of the cluster.
The need to manage the risk (identify, measure, analyse and control it) is inscribed in the nature of strategic decisions in
a cluster. Features like: self-direction, self-discipline, simultaneity, and resistance are conducive to decisiveness of
managers. Decisiveness is mental ability to “move” between extremes in the fields of: power, time and cultural
diversity – which is especially important under conditions of risk and uncertainty.
Originality: An interdisciplinary approach to the problems constitutes the added value of this article.
Keywords: business cluster, environment, strategic decision-making, decisiveness, risk, uncertainty

1. INTRODUCTION
Cluster constitutes one of the contemporary forms of an organization that exhibits the ability to
maintain the development, as well as gain, and maintain competitive advantage under conditions of
a turbulent environment. It is an example of a flexible organization based on the knowledge of high
innovative potential that enhances efficient development and effective use of resources. The
organization is comprised of a group of specialized entities (companies, universities, business
support institutions, representatives of local authorities), working closely together, but also
competing in some areas, located in the immediate vicinity, linked by formal and informal relations,
horizontal and vertical relationships, creating the value added within the established partnership.
Clusters that may be established in all sectors of economy, not only in those technologically
advanced, are nowadays considered a way to develop entrepreneurship, and a mechanism of regions
economic activation.
Considerations included in this article point out that clusters are established in order to meet
particular needs of their members, using material and immaterial resources being at their disposal. It
is therefore necessary to manage the cluster efficiently that is, decisions that are made by the
decision-makers of an organization should aim at the implementation of established goals, including
the rational use of resources. The decision-making in a cluster occurs in various circumstances and
conditions, under dynamic environment alterations that obstruct this process. Such a situation
brings about an increased risk. Additionally, managing the increasingly complex structure of a
cluster that changes in particular stages of its existence, also increases the risk level.
The objective of this article is to present the influence of risk and uncertainty in the process of
making strategic decisions in a cluster. Management in such conditions requires considerable
decision-making abilities (decisiveness) from managers, as exemplified by the aptitude to make
choices in view of rational (rules, principles, methods) and irrational (emotions and intuitions)
factors. The process of making strategic decisions under conditions of risk and uncertainty is
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therefore complicated – complex to a great extent, dynamic, with numerous feedbacks and
encompassing a network of interdependent processes. Within defined subject of article, the authors
focus on three main research questions:
▪ what is characteristic for risk management in business cluster?
▪ what factors influence on the decision-making process in the cluster under conditions of risk
and uncertainty?
▪ which mental abilities of cluster managers, highlight their decisiveness, and are conducive in
cluster management under conditions of risk and uncertainty?
Taking into account the fact that the research subject matter tackled by the authors is still young
and developmental in the world, the article focuses primarily on the results of theoretic studies. The
authors take the view that this very study will constitute a basis for their further empirical studies in
the scope of the analysed research problem. It will most certainly be conducive to further
knowledge development within the framework of the widely understood cluster management
process, including scientific discussion as regards new challenges associated with clusters
development.

2. ENVIRONMENT OF A CLUSTER AS THE SOURCE OF RISK AND
UNCERTAINTY
Business cluster constitutes an example of territorial concentration of specialised companies,
mostly micro, macro, and middle ones, functioning in the same and/or related economy sectors,
cooperating and competing, using mutual resources, infrastructure and fully-fledged providers,
associated in market and non-market terms with the network of public and private institutions
supporting their activity. Similarly considers M. Dan. She stresses that clusters are geographic
concentrations between enterprises, universities and research institutions and local or regional
authorities, and due to this they attract specialized suppliers, can select from a pool of work force,
and have an easy access to knowledge and information (Dan, 2012). Organizational learning and
knowledge creation among cluster participants can improve cluster efficiency and effectiveness,
and may act as a spur to innovation (Braun et al., 2005). P. Maskell argued that the co-located firms
within related industries enhance the ability to create knowledge by variation and a deepened
division of labour (Maskell, 2001). Therefore numerous governments use business clusters as an
important policy tool for regional economic development on account of their capacity to attract
talent, which results in a variety of information and knowledge exchange modes (Lai et al., 2014).
A business cluster is also a form of a network that occurs within a geographical location, where
the proximity of firms and institutions ensures certain commonality, increases the impact and
frequency of communications and interactions (Kuah, 2002). M.E. Porter has described clusters as a
kind of new spatial organisation form placed in between the “arm’s length markets” and “vertical
integration” systems (Porter, 1998). Furthermore, basic indicators of cluster structures encompass:
commonality – the businesses are operating in common fields or related industries with a shared
market focus or sphere of activity; concentration – there is a grouping of businesses that can
cooperate and interact; connectivity – interconnected/linked/interdependent organisations, with a
range of different types of relations (Lyon and Atherton, 2000).
Contemporary clusters more frequently constitute historically established entities of a business
that is run conscientiously, stimulated by the ongoing drive to obtain particular benefit, associated
with the permanent fulfilment of external and internal stakeholders’ needs. They constitute a system
category, that is an organised, orderly set of material and immaterial elements, related in mutual,
various, indirect and direct relations. The system creates a qualitatively new whole, distinguished in
a changeable environment. Clusters as artificial systems constituted by man, show an attribute
peculiar to natural systems, namely striving for survival and development. As open systems, they
may function and develop through creating beneficial relations with an environment. It is often
pointed out that business clusters exist primarily because some places offer a superior business
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environment in comparison with others (Duncan et al., 2013). The clusters working environment
was rated by many researchers as having the greatest influence on innovation, which points to some
of the intangible attributes and motivators of creativity that exist by simply being in a vibrant and
active geographical area (Fallah, 2005).
Clusters could be handled as open systems getting influences from the environment where they
act, but the influence is not only unilateral – organizations also target shaping and reshaping the
environments for themselves (Reino et al., 2007). Cluster environment is most frequently defined as
the general positive and negative conditions that influence cluster functioning and the behaviour of
its members. Cluster environment consists of internal environment and external environment,
wherein the internal environment factors are easily controllable and manage in the organization,
while the external environment factors are the uncontrollable factors due to changes in the legal,
social, economic, technical in business enterprise (Hiriyappa, 2008). In entity terms, cluster
environment includes a set of “actors” and interest groups represented owners, managers,
customers, suppliers, etc., known as stakeholders, who are directly or indirectly affected by the
organization work and have the means to control it (Voiculet et al., 2010).Cluster environment is
defined as a sum of complex factors that influence or may influence any aspect of cluster
functioning, its objectives, size, structure, acting results and methods, and is a subject to continual
changes (Davis and Powell, 1992). The factors that cause constant changes encompass: demographic
changes, social changes, changes in the lifestyle and cultural trends, technological changes, changes
in an ecological environment. On the other hand, non-constant changes may concern: a state of
political and economy system transformation, changes in economy law, changes in a state attitude
towards entrepreneurs, changes in the inflation level, size of products, rates of change, interest rates
(Grant, 2003). Contemporary clusters through functioning in a complex environment and competing
in a global market have to take new dimensions into account, in which their objectives, functions,
processes are conducted e.g.: global competition, mega-concentration of ownership and capital, new
value systems, intensification of the enterprises cooperation between enterprises, the ICT
technology development, changes in innovative policy, and increase in the significance of
information and knowledge. Simultaneously, Europe needs to reinvigorate traditional clusters, but
also needs new emerging industries and clusters (Ketels et al., 2012).
Under conditions of risk and uncertainty a “strategic surprise” may occur. The notion was
defined by H.I. Ansoff as a decisive situation determined by the following factors (Ansoff, 1997;
Kipley and Lewis, 2009):
▪ the problem appears unexpectedly,
▪ as a result of a particular problem appearing suddenly, other problems come up, and the entity
has little experience in solving them,
▪ lack of reaction to the problem means either the loss of considerable financial resources or a
chance to develop,
▪ reaction to the problem is urgent, however the problem cannot be solved immediately, applying
the systems and procedures used so far.
The author of the “strategic surprise” concept deem that managers should gather possibly the
most information on the problem, hence on the “surprise” essence and immediately start to filter,
process and analyze them, in order to determine the scope and then the strategic ways to solve the
problem. This massive information inflow on the problem and their excess create conditions that are
not conducive to conduct the cognition processes rationally and to make a decision in a short term
(Kipley and Lewis, 2009).
The increasing complexity and dynamics of a cluster environment, constitutes the basic source of
risk and uncertainty, that is ubiquitous in running a business. It poses simultaneously a challenge for
the decision-makers in a cluster, in order to treat the conditions of permanent uncertainty as a
chance, not as a threat, including an additional force that creates new development opportunities.
Uncertainty describes the quality of our knowledge concerning risk because uncertainty may
affect both the probability and consequence components of the risk (Willows and Connell, 2003).
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Uncertainty and variability, both often referred to as uncertainties, are present in and affect every
risk assessment, where the risk assessment itself can be further divided into different stages: hazard
identification and characterization (dose-response assessment), exposure assessment and risk
characterization (Filipsson, 2011). A. De Meyer proposed four types of uncertainty (Rabechini et al.,
2013):
▪ variability: random variations, however predictable and controllable around the known
objectives of cost and time-frame;
▪ foreseeable uncertainty: a few known factors will affect the project in a predictable way
allowing therefore that contingency plans be established to deal with the consequences of an
eventual occurrence;
▪ unforeseen uncertainty: one or more significant factors that influence the project that cannot be
predicted, thus demanding solutions when and if they occur;
▪ chaos: completely unpredictable factors entirely invalidate the objectives, planning and
approach to the project, requiring its repeated and complete redefinition.
Risk is generally defined as the combination of hazard and vulnerability, where hazard
represents the probability that a potentially detrimental event of given characteristics occurs in a
given area, for a time period and vulnerability is the degree of intrinsic weakness of the system
(Darbra et al., 2008). The risk determining final effects of a cluster activity may have both the
positive and negative dimension. The risk in a cluster poses a threat, danger, a possibility to sustain
a loss, uncertainty of functioning in more or less foreseeable future, but also – a chance, an element
that is integrally associated with the conducted business, influencing positively the cluster
objectives implementation process. It should be highlighted that running any kind of business by
clusters and in clusters is not possible without sustaining risk. The risk is associated inter alia with
processes of investing one’s own resources (material and immaterial) in the mutual activity in a
cluster, the involvement of particular members in order to conduct mutual project, and other
decisions, the strategic ones in particular, whose effects will be finally known in the time
perspective. The main risk factors in clusters result from changes occurring in the cluster internal
and external environment and may be both identified and unidentified by a decision-maker.
Changes made in a cluster are most frequently comprised of (Maslyk-Musial, 2003): adaptation,
revitalization, transformation and revolution. In every case, the change of a character of a cluster
relation with the environment brings about the need to redefine one’s own barriers or to re-identify
the organization and build a new sense of identity.

3. THE NEED FOR RISK MANAGEMENT IN A CLUSTER
In view of the fact that risk, its typology, sources, and estimation methods constitute a complex
notion, there are still many various definitions, as regards risk management. According to J. Adams
risk management involves making choices in the face of uncertainty (Adams, 1999). H.P. Berg
considers that risk management is a continuous, proactive and systematic process to understand,
manage and communicate risk from an organization-wide perspective. It is a systematic approach to
set the best course of action under uncertainty by identifying, assessing, understanding, acting on
and communicating risk issues (Berg, 2010).
Cluster managers are faced with many different types of risk (individual, market, internal,
external, objective, subjective, clean, speculative, operational, strategic, static, dynamic, financial,
non-financial etc.). Particular kinds of risk are closely related to one another, thus as a result one
kind of risk may serve as a basis for another one. Comprehensive approach is currently an essential
element of efficient cluster risk management. This type of management, is, in general terms,
determined as making right decisions targeted at conducting actions that lead to achieving by a
cluster an acceptable risk level. These are generally understood managerial actions, whose task is to
identify, assess risk and uncertainty, and prevent their negative impact on current and future cluster
development. Risk analysis includes: risk assessment, risk evaluation, and the identification
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management alternatives. It is the process by which knowledge concerning the probabilities,
uncertainties and magnitude of future events is brought together, analysed and organised by the
decision-maker in a cluster (Willows and Connell, 2003).
The process defined in such way aims at providing maximal and permanent benefits in particular
areas of cluster activity and making right operational, tactical and strategic decisions towards the
materializing risk. The aim concerns both reducing the risk level and protecting oneself against its
possible negative results. Managing the cluster risk as a domain of a cluster manager’s actions,
should be closely connected with the cluster management and relate to rational actions in a risk
situation, including permanent risk: getting familiarized with priority risk factors, both the
endogenous and exogenous, as well as with rules that control their changes, solving decision
problem associated with risk, monitoring the risk itself, as well as active and passive attitudes of
heterogonous members of the organization towards any risk form.
Managing risk in a cluster should be treated as a fundamental element of its organizational
culture and a sub-process of strategic management. Cluster manager who deals with risk in a cluster
should be able to identify the risk duly quickly, when it is considerable and requires certain
decisions, reactions and determining when it may be skipped in analyses, hence disregarded.
Decision-making process on the basis of risk is relatively straightforward if several conditions are
met (Willows and Connell, 2003):
▪ the analysis includes all significant hazards and impacts that could affect and be affected by a
decision,
▪ decision-makers want to identify the best options of risk, and choose the option that best
meets their objectives and criteria,
▪ likelihoods and consequences are known or can be calculated for all significant outcomes for
all decision options (now and in the future),
▪ costs of implementing all decision options are known,
▪ consequences can all be expressed in a common unit of “currency” that is comprehensible to
all stakeholders,
▪ the decision-maker is “risk neutral”, or if not risk neutral is able to specify a preference for
particular types of risk.
Risk management is about making decisions that contributes to the achievement of organization
objectives by applying it both at the individual activity level and in functional areas (Berg, 2010).
Therefore, a successful process of risk management in a cluster may generate numerous tangible
benefits that may be reflected in: paying more attention by decision-makers in a cluster to issues of
key importance, shortening the response time to crisis situations, reducing the risk costs. Manager
of a cluster, thanks to the proper risk management, is able efficiently to use the arising
opportunities/chances, as well as build and permanently strengthen the resistance of the
organization to the effects of unfavourable events, occurring in environment.

4. DECISION-MAKING PROCESS IN A CLUSTER UNDER CONDITIONS
OF RISK AND UNCERTAINTY
The decisiveness implies fluency of the manager in making right decisions in various situations –
mainly under conditions of high risk and uncertainty, which from the cognitive viewpoint are most
difficult situations. “Decisive manager has the ability of reaching daring decisions, feels
comfortable about it and works expertly and relatively rapid. The decisiveness indicates character
constancy, willingness to learn, considerable tolerance of ambiguity and high stress resistance. It is
an attribute of the charismatic leader, which is also associated with following features: activity,
commitment, conscientiousness and an ability to overcome the reluctance of subordinates as for
changes. Furthermore, the decision-making ability is an asset derived from the manager’s
personality. Moreover, it is an effect of their intellectual development, as a result of solving
39

Journal of Business Management, 2014, No.8

ISSN 1691-5348

numerous, new and complex problems under conditions of uncertainty, namely in a situation of
considerable information gap, obsolescence of information and information chaos” (JankowskaMihulowicz, 2014).
The decisiveness of a cluster manager and the rest of its main decision-makers – who may be
treated as a cluster decision-making system – determines the rightness of strategic decisions, and
results in the increase in competitiveness of the organisations setting up a cluster and their ability to
develop and increase the strategic potential of the entire cluster structure. In cognitive terms, the
following features are in favour of the decisiveness of cluster managers, under conditions of risk
and uncertainty:
▪ self-direction (inner-direction) – independence while making choices, a sense of having
control over the cluster; setting and changing goals in order to obtain intended changes of the
course of processes in an open system. The relatively stable self-direction constitutes the
essence of managers’ decisiveness. It requires internal motivation – reinforcement from the
inside (coming from the cluster), which is stronger than the external one (coming from the
environment). When other factors have an equal impact, self-direction leads to the increase in
cluster decision-makers’ self-esteem, and a sense of being independent and self-sufficient,
▪ self-discipline – an ability to apply the point strategy that consists in controlling activities
conducted in a cluster and achieving its objectives in a particular moment – it results in an
advantage of positive emotions over negative ones in managers, an increase in energy, positive
self-esteem, the control of the level of simultaneity and resistance, analytical (linear, sequential,
cause-effect) approach to problem-solving, precise assessment of situation, and small tolerance
of ambiguity (Wieczorkowska-Wierzbinska, 2011). Self-discipline determines rational decisionmakers’ approach to problem-solving, according to the model comprised of the following
stages: defining a problem, identifying the solution options, assessing the options and choosing
the best one, implementing it, and assessing the results of the actions. It is equally necessary to
provide numerous feedbacks between particular stages of the indicated model,
▪ simultaneity – an ability to apply the interstitial strategy that consists in conducting
simultaneously many tasks in a cluster that have different aims. Simultaneity results in an
increased flexibility and adaptability in acting, synthetic (multifaceted, generalizing, intuitive,
visionary) approach to problem solving, considerable tolerance of ambiguity (WieczorkowskaWierzbinska, 2011). As far as features of a turbulent environment are concerned, cluster
managers’ simultaneous approach causes that strategic decisions are made in a way that is
different from the model one (rational, sequential). Drivers are driven by their own emotions,
experience, intuition, they simplify the decision-making process in a stage of problem analysis,
creating choice options, and assessing them. Introducing a decisions is usually to and greater
extent based on tests and experiments than on plans and constitutes a response to current
actions of internal and external stakeholders,
▪ resistance – constitutes entity’s decisiveness necessary condition, hence their relatively stable
self-direction. Resistance also means a cluster decision-makers' ability to regulate emotions
reciprocally through an optimal selection of combinations as regards various types of
stimulation and excitement levels. Sustaining the resistance is a sign of the organization
management’s emotional intelligence.
In order to fulfil the aforementioned demands: self-direction, self-discipline, simultaneity, and
resistance – it is essential for decision-makers to continually “move” mentally between the extremes
in various spheres of a decision-making process. Power constitutes one of such areas.
In the cluster there are numerous centres of power. Leader of cluster creates a vision, a manager
is responsible for the strategy implementation. Moreover, each entity constituting a cluster has its
own management and strategies, and it aims at making the cluster strategy conducive to its
development. Different positions and functions of the decision-makers in such a type of structure
cause different perception of the risk and uncertainty, time perspective, object, scope, scale, or
significance of problems (Bembenek et al., 2014). Furthermore, managers frequently consider
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decisions of great importance, whilst there are no or few objective and clear rules as regards making
a decision, as well as the choice criteria are subjective and ambiguous. It hampers reaching a
common ground by the entities involved in the cluster. Formal power is therefore not sufficient in
order to finalize the undertaking, and one may talk about a decision when it is already made. It is
therefore not enough to have authority or even be right – one needs to have an ability to force
through what they consider right. Strategic decisions in a cluster are then a result of negotiations,
compromises and interests confrontations – they rarely constitute a result of objective values
maximization. Successful negotiations constitute an interactive process that is informational,
communicative, and decisive, and in which two or more parties achieve a satisfactory solution
(possible to be adopted, satisfying) for the problem that is subsequently put into practice at the time
agreed. While negotiating, decision-makers cannot make decisions independently. They need to
make concessions to one another and offer benefits to achieve a consensus. The power of main
cluster decision-makers is therefore not an absolute value. There are extreme situational conditions,
when one should adopt an autocratic way of making a decision – hence centralize the authority or
use a group style and make a decision on the basis of a consensus, or decentralize the authority.
Most frequently however, decisions in a cluster result from negotiations, hence from a managers’
applied combination of extremely different cognitive approaches targeted at an objective, namely a
consensus as regards ways of fulfilling cluster mission. Therefore in a cluster in different periods of
time, relations and decisive areas may dominate: competition, cooperation or co-opetition
(Bembenek et al., 2014).
Time is another sphere – in which it is essential for managers to accept and apply extremely
different approaches to making strategic decisions.
In a situation, when time constitutes a basic factor in achieving a competitive advantage by a
cluster, decisions should be made quickly. Then the decision-maker should apply the work
enthusiast style – represent an attitude full of belief and motivation, be interested in the idea of
solving problems, gaining progress and making transgression in a cluster, identifying with
problems, sustain an optimal excitement relatively long (intellect stimulation and high level of
interest in task), and quickly respond to changes.
The procrastinator style is an extremely different style, at the end of the continuum in question
(Lat. cunctari – to procrastinate, put off, hesitate). The style is represented by a manager knowingly
(conscientiously, on purpose), who acts slowly, defers (prolongs) making a decision and is cautious.
The reasons for deferring are: a need to widen the scope of information and knowledge on the
decisive problem, a necessity to persuade the allies to decide, postponement of an enterprise
investment or restructuring in order to wait until the unfavourable economic situation is over etc.
In the practice of cluster management, both the styles are essential, and when applied
conscientiously and in a controlled way, require leadership’s considerable intelligence. However,
throughout the ages, a tendency to accelerate the decision-making processes is easily noticeable.
This civilization change progressing evolutionarily and its impact on management was described by
the historian S. Kern in the following way: „To survive in the future, you’re going to have to make
decisions on the run (Lebow and Simon, 2007):
▪ most organizations have the capacity to be fast. But very few have figured out how to stay
fast. You’ll see short bursts of acceleration, then they fade. Management hasn’t caught on that it
has to make the company hard-core rapid in a way that endures;
▪ the fact is, speed requires sacrifice. We have to manage more intuitively. There is less time
for deliberation, less payoff from planning;
▪ instead of digging in and dissecting situations thoroughly before deciding what to do, we
must rely more on analysis by action;
▪ problem solving has to happen in real time. This means managers need to become adept at
“calling audibles” – that is, changing the play at the last moment to exploit new information and
to fit constantly fluctuating circumstances;
▪ our peripheral vision must become better;
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▪

the historical records show that humans have never, ever opted for slower”.
Entering a cluster structure by an enterprise is equivalent to the necessity of moving from the
culture that is of little diversification (frequently a mono-culture) to the one of considerable
diversification (multi-culture). The level of organization diversification constitutes another factor
that essentially influences the managers’ mentality and their decision-making processes.
In general (simplified) terms, one may assume that a mono-cultural organization comprises the
following features: simplicity, uniformity, consistency, small tolerance, impenetrability, lack of
openness, lack of trust towards strangers, stability, stagnation, certainty, limitation, and recession;
as far as a multi-cultural organization is concerned, the features are as follows: variety, complexity,
lack of consistency, contradictions, conflicts, high tolerance, instability risk, uncertainty, openness,
great trust towards strangers, expansion, development, transgression, and progress.
Clusters associate non-economic and economic organisations, in which there are groups of
stakeholders from various organisational cultures. Their blending in a cluster cause the necessity to
take the social and cultural aspects (age, sex, professional group, position, education, creativity,
qualifications and experience of members) into account in the management. Taking into
consideration such a diversity to a considerable complicates decision-making process (Bembenek et
al., 2014). Making strategic decisions results brings about a necessity to communicate as regards
managers representing various organizational cultures. It results in mingling and the diffusion of
various values, standpoints, positions, visions, intentions, motives, needs, attitudes, behaviours etc.
represented by them – which is a sign of multicultural organization (House et al., 2004) forming in
which a cultural cooperation occurs. Such an organization has a substantial strategic potential,
resulting from the abundance of differences, including holistic thinking, unique methods, multiple
disciplines, wide range assessing, and disparate types of information that will need to be integrated
to achieve a credible risk-weighted estimate of value in management of cluster (Koller, 2005),
which when used skilfully, may become an essential source while obtaining competitive and
strategic advantage by the entities setting up a cluster.

5. CONCLUSION
Risk and uncertainty, both of the multidimensional and multifaceted character, are present in
every stage of a cluster development, in every stage of conducting mutual actions, ranging from the
design to the implementation stage. One may talk about risk when there occurs a real possibility to
determine (estimate) the probability of the results of the choice options in question. However, in
case of the lack of such a possibility, the decision-makers have to face uncertainty. In the case of
advanced investment projects in technological clusters, associated with innovative research and
development works, strategic decisions in a cluster are burdened by high risk, as regards meeting
the established goals in a particular time. Furthermore, turbulent environment increases the
investment risk. In many cases, the decision-makers in a cluster are familiarized with this kind of
risk, however they belittle it. It is of considerable significance therefore to make the stakeholders in
this group aware that cautious, professional approach to the risk problem, becomes nowadays not
only a need but a necessity.
Implementation of the complex risk management appears to be the key solution from the
viewpoint of further development of this organization, assuming that almost every socio-economic
undertaking conducted in a cluster is burdened with risk. It may be treated as a plan formulating
process as regards actions aiming at lasting optimization of a particular kind of risk, associated with
cluster existence, including making rational decisions that are targeted at minimization , elimination
of negative risk results, as well as maximization of favourable risk effects in particular areas in
which a cluster functions. It is essential to determine, where the risk occurs, what size it is, how it
can influence the processes conduced in a cluster, and what approach (active of passive and
revolutionary or evolutionary) to identified risk is more beneficial from the survival and
development standpoint. In the face of turbulence and globalisation it is obvious that without
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efficient tools of risk management, one cannot stand permanently against the competition.
Features like: self-direction, self-discipline, simultaneity, and resistance are conducive to
releasing decisiveness of cluster managers. In order to obtain them in the management practice, it is
essential to develop decision-makers’ mental ability to “move” between extremes in the fields of:
power (centralizing and decentralizing the power, and an ability to negotiate), time (from quick
decision-making to consciously defer making a decision) and cultural diversity (being aware of
features of a mono- and multicultural organization and an ability to make deliberate changes
towards multiculturalism). Described mentality of the decision maker in cluster is especially
important under conditions of risk and uncertainty.
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Abstract
Purpose: Scandals around world famous companies as well as local business practices question the abilities of some
business leaders to critically evaluate own moral judgements and be aware of the results of own moral choices. This
research paper argues that although the external mechanisms of ethical regulations dictated by compliance to law,
fashion for CSR (Corporate Social Responsibility), ‘other’ marketing good-image activities are to a some degree
shifting leadership decisions towards enhancement of the ethicality of business, without internal regulation such as
shame, they are not emphasising enough the value of personal choice and moral maturity. The rationale of this research
paper is highlighting the meaning of shame to ethical leadership, specifically in Latvian business context.
Design/methodology/approach The research investigates the social representations of the word “shame” in
understanding the phenomena of ethical leadership among employees of banking and gambling sectors in Latvia. These
sectors were chosen due to their ambiguous relation in regards to societal ethicality. Associations of the word shame
and those connected to shame in leadership were analysed on the sample of 200 employees in both industries.
Findings The paper prepares theoretical platform for discussing shame as leadership category, and the study reveals
in the minds of Latvian employees the concept of shame as referred to leadership reminds of ‘responsibility’ and of ‘a
lost value’.
Research limitations/implications the study was conducted in Latvian business context, and a cross-cultural study
would make a more rigorous look at the phenomena of shame as referred to leadership. The sample consisted of just
200 employees, a bigger survey would be needed for generalisation of the results.
Practical and social implications The paper argues that shame should become an operational category for the
business, and take its part among the virtues of leadership. This can raise the question of raising such quality for the
leaders of tomorrow, in its “healthy dosage”. Previous studies demonstrate this would benefit the society and increase
the social responsibility and moral awareness of the companies.
Originality/value Shame as an important internal mechanism of self-regulation (Nebylitzyn, 1991, Freud, 1937) has
not been in the scope of scholars’ attention in the field of management and ethical leadership; negative connotations of
this word might be a reason for it. Here the rationale for highlighting the meaning of shame to ethical leadership
specifically in Latvian business context is addressed. This study contributes to our understanding about how shameful
business leadership practices can be reduced. Additionally, some problems in these regards are observed.
Keywords: shame, ethical leadership, social representations, Latvian business context

1. INTRODUCTION
For many years the response of Nestlé to critique of their marketing policy in developing
countries and health dangers of their infant product was to blame mothers’ education and the
conditions of water… Bob Diamond at Barclays charmingly smiles in his interview being
convinced that his “pay for performance” is worth of 20 million pounds a year…
As Bradley and McDonald (2011) state that world-known companies by employing ‘some of the
smartest business people not only in the room but in the world’, came close to causing a collapse of
the U.S. and European economy. Indeed, the global economic crisis in 2008 have demonstrated
that ignoring shame in business can have significant negative consequences to national economies
and global development. The examples of exceedingly irresponsible leadership at such famous
companies as Enron, AIG, Parmalat, Allied Irish Bank, WorldCom, Bear Stearns, Shell, Nike,
Barclays Bank and many others, question the appropriateness of the usage of term “leadership” as
such.
If business creates its strategies without concerns for the complications they might bring for
society, culture and planet, there is a serious danger for everybody. Business leaders do not lead in
the vacuum. Using their competences, leaders define sense for others and bring business to the
needs of society and planet. It seems feasible to connect leadership with the concept of
sustainability and “triple-bottom-line ” approach, according to which leading means raising the
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well-being of society (Elkington, 2002), meeting the “needs of the present without compromising
the ability of future generations to meet their needs” (Brundtland report, 1987:8). Leadership in
business can also be observed from the One Planet – One Health standpoint, which dictates a selfassessment question to the leader of whether his/her own actions are contributing to the health and
longevity of stable society or rather to the deformation of the health of employees, customers,
partners, and the planet.
Can such self-conscious leadership be nurtured by compliance? In two experiments of Froming
and Cooper (1977) compliance was found to be negatively related to the level of moral judgment.
Kohlberg (1973) was also cautious about the usage of external regulations in developing moral
judgements. He has argued that the highest, post – conventional moral abilities, are demonstrated by
the individuals who have developed internal mechanisms of moral regulation; compliance in his
model was interpreted as a trend away from moral decisions. Despite of the fact that compliance
gives the necessary orientation in the system of the common ethics of society, it nevertheless
hinders individual’s moral development (Kohlberg 1973), as it encourages conformity, but does not
activate the moral doubts and feelings of confusion so necessary for the growth of morality. Indeed,
compliance is often considered to be a ‘kind of a cost of doing business’; it creates value by
protecting the company’s reputation and reducing the risk of litigation. For example, in food
industry “health” is interpreted as the avoidance of legally unacceptable “non-health.” Although
compliance to law creates corridors of “allowed” and “not allowed”, without internal regulations,
such as shame, compliance can turn into blind obedience, and fashion’s following (also fashion
socially responsible activities in order to build a good image).
Shame is adjusting individual to moral laws (Lewis 1992); it disciplines and guides the
decisions; till now it is not however mentioned as a unit of analysis in business practice. The
purpose of the article is not to shame or blame the business; neither it is a call for the constant
experience of shame or remorse by the leaders. It stresses that leadership should be aimed towards
the health of society and planet in general by building healthy communications within the
organisation and healthy collaborations with other stakeholders by not being involved in shameless
practices. Some theoretical grounds for discussing shame in leadership will be introduced in the
next paragraph. This paper tackles basically two questions in the context of the function of shame in
leadership process:
1. Why should we speak about shame in leadership?
2. How shame in regards to leadership is understood in Latvian context?
Theoretical platform for discussing shame in leadership will be demonstrated in the brief
literature review section; the results section, followed by the major findings of the theoretical
analysis and the study of social representations of the employees of gambling and banking sectors
will state the need for further studying of shame in leadership. The conclusion part draws the main
results of the study; it also contains limitations of the current study and some perspectives for the
future research.

2. LITERATURE REVIEW
As a self-conscious emotion, shame informs one of an internal state of inadequacy,
unworthiness, dishonour or regret about which others may or may not be aware (Psychology
vocabulary, 2012). Given that shame makes one to feel as though the whole self is flawed, bad, or
becomes a subject to exclusion, it makes the person to want to withdraw or to hide him/herself.
Although shame is often confused with guilt, the connotations with the self-worth are different;
shame does not separate “bad” behaviour from the “bad” subject who has conducted this behaviour
(Waller’s psychological vocabulary, 2012). Briefly the difference between two emotions is
summarised in the tab below.
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Table 1
Brief differentiation and summary of shame and guilt
Shame

Guilt

A failure to meet own standards of
behaviour

A failure to meet other's standards of
behaviour

Shame is personal

Guilt is public

It tells “I am bad”

It tells “I did something bad”

Results in internal sanctions: “I feel badly”

Results in external sanctions: “I will be
punished”

Source: the psychological vocabulary by Wallers AP, 2012, extracted by the author

In the Western tradition shame has a negative connotation; for a long time shame was associated
with restricting, prohibiting, punishing instance which hinders free creative spirit of personality, its
spontaneity (Wettlaufer, Yasuhiro, 2013), and this could be the reason why it was not studied in the
scope of leadership research. At the first glance, shame does not benefit the leader, as a “heroic”,
“successful leader” is the one who does not need to be weak; the topic therefore does not seem to
cause a motivating discussion.
Indeed, as described by Darwin (1872), shame is an affect which consists of the confusion of
mind being expressed in downward cast eyes, a slack posture, a lowered head, and blushing.
Fossum and Mason (1986) state that shame is a painful feeling of dissatisfaction about oneself as a
person; shame is connected with self-esteem, and the person realising own wrong-doings arrives to
the conclusion that he/she is a bad person (Broucek, 1991). Other studies of shame demonstrate that
it is genuinely associated with dis-honour, disgrace and condemnation, the person experiencing
shame feels being un-covered, unprotected and vulnerable (Lewis, 1992).
The ‘utility’ of the discussion is hindered however in the changed look on the nature of
leadership (Browne and Mitchell, 2010). Following the normative perspective, which states that
‘how’ is as important as ‘what’ in evaluating achievements, leadership today implies the process of
trials and errors, re-evaluation and growth; it becomes “quiet” and less heroic one. (Badaracco,
2006, Kellerman, 2004). Provided there is a shift in a leadership paradigm, this study is concerned
if there also appeared a space for shame among the virtues of leadership and possibilities to add to
the discussion of what ethical leadership is.
Studies suggest that leaders “matter” when it comes to organizational ethics and organisational
decisions (Mayer et al., 2011). As to Ciulla (Ciulla, 2005), the more power leaders have, the greater
is their responsibility for what they do and do not do. Treviño, Hartman and Brown (Treviño,
Hartman & Brown, 2003; Treviño & Brown, 2004) research demonstrates that executive leaders
play an important role in communicating ethical standards, and the values of leaders get
transformed into organisational values (see also Mayer, Davis & Schoorman, 1995).
According to 58 per cent of workers surveyed by Ernst & Young (The CPA Letter, 2002),
unethical behaviour at workplace would be diminished, if managers were better role models and
leaders. The other study suggests that it is only 15% of the organisational leaders who realise their
role in organisational culture (Institute of Business Ethics report, 2003). How can we reduce
shameful business practices if leaders do not consider the impact of their believe system and
behaviour on organisational culture? And yet another point – how can we raise the issue of shame
in business, if there is limited volume of studies in these regards, and shame as an important internal
mechanism of self-regulation has not been addressed in managerial literature?
“Having shame” means to maintain a sense of restraint against offending others; on the contrary,
“having no shame” is associated with excessive pride, hubris, lies and other a-moral qualities,
which appear when such restraint is absent (Broucek, 1991). Psychiatrist Herman (2007)
concluding her observations, suggests that shame is an acutely self-conscious state in which the self
is 'split,' imagining itself in the eyes of the others.
According to Lewis (1992), shame is connected with a self-conscious state in which the self is
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imagining itself in the eyes of the others. Lack of shame than means either inability to be selfconscious or to be self-critical (Lewis 1971), or directs on un-willingness to use the same ethical
standards as those ‘existing for others’ (Marx, 2000; De George, 1999; Price, 2005). In all cases it
does not lead to a positive dialogue and healthy relationship.
Interestingly, although there is practically no literature which would stress shame as an important
condition (virtue/emotion or cognition) for leadership, literature reveals the concept “lack of
shame” when it comes to leadership. It stands in line with selfishness, short-term orientation, lying,
hubris, manipulativeness, and the lack of empathy, and is referred to “toxic” (Lipman-Blumen,
2005), “psychopathic” (Boddy, 2011) or “narcissistic” (Symington, 2004) leadership, being
opposed to “ethical” and/or “responsible” leadership (Ciulla, 2005, Maak and Pless, 2006).
Boddy (2011) blames leaders – psychopaths for the problems of capitalism, as such shameless
leaders make decisions, which shake world financial stability and longevity. Leaders - psychopaths
do not empathise to others, they are prepared to lie and are very disorganised in their management
(Boddy, 2010). Their selfish leadership attracts similar narcissists or dependent personalities
(Lipman-Blumen, 2005) and ruin others around them by creating the atmosphere of intrigues and
despotism (Kellerman, 2004), which destroys organisation in a long run. Symington (2004) believes
that pathological organisations are not able to differentiate narcissistic characters and, instead of
excluding them from the key positions, are promoting them. A success factor of ‘good-enough
organisations’ according to him is linked to the ability of sensing shameless and ego-centric
personalities and ‘keeping them under control’.
Sharing opinion with Wettlaufer and Yasuhiro (Wettlaufer & Yasuhiro, 2013), shame affects a
person’s identity and is in the fundamentals of the social competence. Company can be more stable,
its employees can have higher self-esteem (Witmer & Sweeney, 1992), if they don’t need to
experience shame for themselves and/or their leader. It should not be achieved however on the
account of a loss of shame, this fundamental self – regulating ability. Further studies are need to
address the role of shame for leadership in its “healthy dosage”.
The purpose of this study is to prepare the platform for further work in this sphere. The social
representations of shame among the employees were studied in order to address which connotations
has this word in Latvian context, specifically among the employees of gambling and banking
sectors.
One of the basic society reasoning elements is the formation of social representations.
Moscovoci following Durkheim (1982) idea that people in order to communicate have to share
common understanding of reality, has developed the theory of social representations According to
Moscovici, social representations are systems of communication and they provide a certain social
influence that constitutes social reality with its common knowledge, practices, and affiliations. Due
to this shared knowledge the members of a certain group can identify themselves and others, and it
constitutes the basis of ego – concepts of individuals. S.Moscovici (1993) has proved that humans
choosing activity do not refer to the stimulus of objective reality but rather to the perceptions and
imaginations of what this reality is. Being in the basis of self-awareness and abilities to make
conclusions about the world, social representations are socio–psychological phenomena, which
contains all cognitive functions, i.e. thinking, imagination, knowledge, and they are shared by all
the members of a certain society (Moscovici, 1995). In other words, by giving meanings to different
phenomena such as shame human beings make interpretations of their social world.
Abric (1994) distinguishes among the core and peripheric elements of social representations. The
core elements conventionalise objects, persons and events in such way that they hardly get
questioned and they become of an utmost importance for the orientation in social reality. Duveen
(2007) states that principles of rationality are contextually determined, and if one studies particular
responses of individuals to the particular stimulus, one has to learn what were the conditions
provided; in other words, what is the historical, technological, professional, social, religious,
economical, etc. context. Social representations are the results of social construction, but they also
form new social representations.
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3. METHODOLOGY
This research investigates social representations of the word “shame” in understanding the
phenomena of ethical leadership among employees of banking and gambling sectors in Latvia.
These sectors were chosen due to their ambiguous relation in regards to societal ethicality, as it has
been
discussed
in
a
recent
academic
literature
and
in
press
(e.g.
http://www.scu.edu/ethics/practicing,
www.ethicscentre.ca,
www.telegraph.co.uk,
http://bizgovsociii.wordpress.com). It is argued that historically the banking sector had no ethical
concerns for the society and made its business in an unethical way, overcharging the clients and
imposing values of low morality (Jeucken, 2002). In Latvia there are 27 banks and all together it
employs 4000 people (www.csb.gov.lv ). As to the gambling sector, it has been a long discussion of
its business philosophy, and many countries impose serious restrictions to this industry, while in
others it is a forbidden business as such. In Latvia the gambling sector employs over 3,500 people
and 17 companies of this industry bring 51,7 mln euro in taxes according to the data of 2013
(www.leta.nozare.lv).
Associations of the word shame and those connected to shame in leadership were studied
through the answers of the 200 respondents sample (100 employed in gambling industry and 100
people who work in the bank sector), aged 29–63. Three major banks’ (in financial terms)
employees and two major casino employees participated in the survey by being selected randomly.
Initially there were 226 respondents sample but some answers on the latest stage were not taken
into consideration as they did not demonstrate the comprehension of the terms. Participants were
approached personally, in a separate room at their working place, applying the method of free
association analysis, which is widely used in the research of social representations (e.g. Di
Giacomo, 1980; Doise, Clémence, Lorenzi – Cioldi, 1993; Tsoukalas, 2006; Zakrizevska, Bulatova,
2012). The sampling was not stratified by gender, age or national differences in regards to
distinguish social representations but the sample nevertheless was homogenous consisting of 55%
of men and 45% of women with the medium age of 34 of both Latvian and Russian nationals
working in Latvian business context.
The following research question was formulated: What are the social representations of shame in
understanding ethical leadership among Latvian employees in gambling and banking sectors? Each
respondent was asked to produce three associations with the word shame and then three
associations connecting shame to ethical leadership.

4. RESULTS
Association field analysis demonstrated that shame has generally high frequencies of its
association field. There was not found a statistically significant difference among the answers of
employees of gambling and banking sectors.
Highest frequency associations were embarrassment, being disappointed about oneself,
conscientiousness; these associations composed 52% of the total amount of the associations. The
associations with a high percentage were respectively self-awareness (38%) and remorse (31%).
When shame was asked in connection to ethical leadership the associations of responsibility (27%),
courage (18%) and good leadership (11%) appeared mostly. Among a frequency of 8 - 10 x, there
were the following associations: moral, duty, must, self-control, guilt and the lost value. A
frequency of less than 7 x was found with the associations of lost face, quiet, punishment, pressure,
humiliation of others, wish to be hidden. There were 82 words in total research which appeared only
once, and the major part of them did not open up the meaning of the construct but were nevertheless
interesting for the association field analysis, for example, stupid, slow, darkness, lost, gift,
reimbursement, Bible, suicide, justice.
Results have demonstrated that shame is understood as an internal punishing instance, connected
to self-awareness and a humiliating opinion of others; it involves embarrassment and
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disappointment about oneself. In connection to ethical leadership it has a connotation of
responsibility and courage as well as duty and self-control. A nostalgic call for a good but lost value
for leadership appeared in the answers of respondents in creating associations with shame and
ethical leadership. This suggests that employees in bank and gambling industries are missing
leadership practice which would reveal the respect for shame.

5. CONCLUSIONS AND ENDING NOTES
The study is a work in progress, and it contributes to the argument that although the external
mechanisms of ethical regulations dictated by compliance to law, fashion for CSR, marketing goodimage-creation activities are shifting leadership decisions towards enhancement of the societal
ethicality, without internal regulation (such as shame) they are diminishing the value of personal
choice and moral maturity. The study argues that shame should become an operational category in
business and find its place among the virtues of leadership.
The topic of shame for leadership seems to be controversial. Theoretical analysis revealed many
unanswered questions as to the relationship among the concepts of leadership and shame, due to
ambiguous nature of both concepts. Interestingly, practical examples demonstrate the topic’s
rationality in a clearer manner. Shame can restrict and limit personality, but it can also serve as a
resource for new ethical challenges and necessary moral growth. Leadership free of shame proves
to be amoral and devastating.
The study of social representations has revealed that shame has the connotations of
‘embarrassment’, ‘conscientiousness’, ‘self-awareness’, ‘responsibility’, and a ‘must’; in the minds
of Latvian employees the concept of shame as referred to leadership reminds of ‘responsibility’ and
of ‘a lost value’.
Further research is needed to study “healthy” and “unhealthy” manifestations of shame for the
process of leadership. Further studies are also needed to test the hypothesis of its connection with
leaders’ ethicality and courage, also in different cultural contexts. The purpose of this article was to
raise awareness towards the concept of shame in leadership and to demonstrate that there are
grounds for its studying as well as necessity for so doing, which is dictated by the demands of
theory and practice.
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Abstract
Purpose Aim of this research is, firstly – to define and analyze the most important processes that need to take place
in the innovation system to lead successfully to innovation. Secondly – to create a framework for analysis of
functionality of national innovation system (NIS), for detecting system failures that an innovation policy should
approach to foster innovative entrepreneurship.
Methodology The research is organized in three sections. Introduction has explained the background and necessity
of this research. The three sections include description of the development of NIS approach, description of functions
and methods of analysis of NIS and description of proposed framework of analysis. The last section contains main
conclusions.
Proposed framework of analysis of NIS is based on the analysis of literature carried out by author of this research. It
is tested on the analysis of Latvia’s innovation system and includes interviews with experts of NIS and survey of
innovative companies.
Findings Developed framework includes combined use of functions approach and system failures approach. It
focuses on the most important processes that need to take place in innovation system to lead successfully to innovation,
to capabilities of actors to fulfill these functions and to interaction between them.
Originality There is a lack of academic research in the field of scientific and innovative activities that analysis
causality and interaction between knowledge creation and commercialization and focus on the whole innovation process
in the Latvia’s NIS.
Proposed scheme of analysis may be used by scholars as well as policy makers to measure the functionality of the
NIS, to investigate the mismatch between policies and problems, identify policy gaps and devise better policies
addressing failures in their NIS with the aim to foster innovative entrepreneurship.
Category of paper: research paper.
Key words: national innovation system, innovation, functions, systemic problems.

1. INTRODUCTION
Innovation as a topic is old as humankind itself but scholarly attention to it is of much more
recent origin – starting from 1960s. From 1960s to early 1990s scholarly publications on innovation
were few and their major focus was on innovation at the level of the company and /or industry. In
the late 1980s and early 1990s arrived a new branch of scholarly work that was more focused on
policy and had a stronger emphasis on the interdependencies between the actors, organizations and
institutions that influence the innovation. This new branch of the literature emerged under the brand
name “national innovation systems” (NIS) and was mainly developed by three scholars:
Christopher Freeman, Bengt-Ake Lundvall and Richard Nelson. (Fagerberg and Sapprasert, 2011)
Although NIS approach has gained wide attention from various researchers and policy analysts
no single definition of NIS has been yet adopted not speaking about common classification of
functions or instruments of analysis. Recent surveys of the literature have acknowledged the lack of
comparability between these studies as well as conceptual heterogeneity in the innovation system
approach that has led to the critique of the innovation systems approach. Therefore there is need for
practically useful analytical framework that allows assessing the performance of the system as well
as identification of the factors influencing performance (Bergek et al, 2008).

2. WHAT IS A NATIONAL INNOVATION SYSTEM?
2.1. DEVELOPMENT OF THE NIS APPROACH
Freeman (1987) was the first person who used the term “national innovation system” (Suriyani,
2012; Edquist and Holmen, 2008; Archibugi and Michie, 1997; Lundvall, 2007). In early 1990s,
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two important books on NIS were published, edited by Lundvall (1992) and Nelson (1993). Also
Porter (Porter, 1990) in his work on the national competitive advantage indirectly uses the concept
of innovation system emphasizing the feedback mechanisms between local suppliers and users as a
factor that creates national competitive advantage. Thereupon NIS spread rapidly and became
widely used in the academic circles as well as in policy context of national governments and
international organisations. (Fagerberg and Sapprasert, 2011; Niosi, 2008)
Although no single definition has yet imposed itself and despite some differences between the
definitions, there is a semantic core that appears in most of the definitions used (Niosi, 2002).
Freeman defined an innovation system as “the network of institutions in the public and private
sectors whose activities and interactions initiate, import, modify and diffuse new technologies”
(Freeman, 1987).
For Lundvall, an innovation system is “the elements and relationships which interact in the
production, diffusion and use of new, and economically useful knowledge... and are either located
within or rooted inside the borders of a nation state” (Lundvall, 1992).
Nelson and Rosenberg considered an innovation system “a set of institutions whose interactions
determine the innovative performance of national firms” (Nelson and Rosenberg, 1993 in OECD,
1997).
Meanwhile, for Metcalfe an innovation system is “that set of distinct institutions which jointly
and individually contribute to the development and diffusion of new technologies and which
provides the framework within which governments form and implement policies to influence the
innovation process. As such it is a system of interconnected institutions to create, store and transfer
the knowledge, skills and artefacts which define new technologies” (Metcalfe, 1995 in OECD,
1997).
Basic characteristics of NIS are the institutional set-up related to innovation and the underlying
production system (Edquist, 1997 in Niosi 2002).
National innovation system like any other system consists of objects and their inter-relationships
which are focused on the achievement of a common goal. It is composed of organizations,
institutions and relations between them. Organizations are deliberately set up formal structures with
an explicit objective. In the scientific literature organizations are referred to as players, actors or
agents. As important organizations of the innovation system companies, universities, venture capital
organizations and government departments could be mentioned. Institutions are common habits,
routines, established practices, rules or a set of rules governing the relations and interactions
between individuals, groups and organizations. (Edquist, 2005).

2.2. FUNCTIONS WITHIN A NATIONAL INNOVATION SYSTEM
A fundamental problem confronting analysts of national innovation systems is the danger of
expanding the concept to the point where it includes virtually all aspects of a country’s social,
economic, political, and cultural activities (Feinson, 2003). One way to avoid this risk is to identify
functional boundaries of NIS.
Work of several authors (Liu and White, 2001; Johnson and Jacobsson, 2000; Rickne, 2000;
Edquist, 2005; Galli and Teubal, 1997; Hekkert et al, 2007) shows that there is still no agreement
regarding which functions or activities should be included in the innovation system.
Liu and White (2001) state that a system-level analysis should begin with an understanding of how
fundamental activities of the innovation process are organized distributed and coordinated. They
identify five fundamental activities:
1. research (basic, developmental, engineering);
2. implementation (manufacturing);
3. end use (customers of the product or process outputs);
4. linkage (bringing together complementary knowledge;
5. education.
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Johnson and Jacobson (2000) suggest that performance of an innovation system can be evaluated
by assessing how well its functions are served. They present a list of five functions, which are to:
1. create new knowledge;
2. guide the direction of the search process;
3. supply resources, i.e. capital, competence and other resources;
4. facilitate the creation of positive external economies (in the form of an exchange of
information, knowledge and vision);
5. facilitate the formation of markets.
Rickne’s (2000) functions are to (in Suriyani et al, 2012; in Feinson, 2003):
1. create human capital;
2. create and diffuse technological opportunities;
3. create and diffuse products;
4. incubate in order to provide facilities, equipment and administrative support;
5. facilitate regulation for technologies, materials and products that may enlarge the market and
enhance;
6. market access;
7. legitimize technology and firms;
8. create markets and diffuse market knowledge;
9. enhance networking;
10. direct technology, market and partner research;
11. facilitate financing;
12. create a labour market that the new technology-based firms can utilize.
Edquist (2005) presents a provisional list of activities that can be expected to be important in most
NIS:
1. provision of R&D, creating new knowledge, primarily in engineering, medicine and the
natural sciences;
2. competence building (provision of education and training, creation of human capital,
production and reproduction of skills, individual learning) in the labour force to be used in
innovation and R&D activities;
3. formation of new product markets;
4. articulation of quality requirements emanating from the demand side with regard to new
products;
5. creating and changing organizations needed for the development of new fields of innovation,
e.g. enhancing entrepreneurship to create new firms and intrapreneurship to diversify existing
firms, creating new research organizations, policy agencies, etc.;
6. networking through markets and other mechanisms, including interactive learning between
different organizations (potentially) involved in the innovation processes. This implies
integrating new knowledge elements developed in different spheres of the SI and coming from
outside with elements already available in the innovating firms;
7. creating and changing institutions, e.g. IPR laws, tax laws, environment and safety regulations,
R&D investment routines, etc., that influence innovating organizations by providing incentives
or obstacles to innovation;
8. incubating activities, e.g. providing access to facilities, administrative support, etc. for new
innovative efforts;
9. financing innovations processes and other activities that can facilitate commercialization of
knowledge and its adoption;
10. provision of consultancy services of relevance to innovation processes, e.g. technology
transfer, commercial information and legal advice.
Galli and Teubal (1997) distinguish hard functions requiring hard organizations (i.e., equipped
with laboratories and performing research and development), and soft functions, which may be
operated within soft organizations. Hard functions include:
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1. research and development, involving universities and public (governmental, local, mixed) and
non-profit organizations;
2. supply of scientific and technical services to third parties (business sector and public
administration) by industrial firms, technological centres, technical service companies,
universities, governmental laboratories, and ad hoc organizations.
Soft functions include:
1. diffusion of information, knowledge, and technology towards economic and public operators
acting at the interface between knowledge suppliers and users; such bridging organizations
include various forms of innovation centres and liaison units universities and public labs, etc.;
2. policy-making by government offices, technology assessment offices, academies,
universities, ad hoc fora, national committees and councils, etc.;
3. design and implementation of institutions concerning patents, laws, standards, certifications,
regulations, etc.; these functions are usually performed by public or intermediate organizations;
4. diffusion/divulgation of scientific culture through science museums, science centres, etc.;
5. professional coordination through academies, professional associations, etc.
Hekkert et al (2007) define functions as processes that are highly important for well performing
innovation systems. They outline seven primary functions:
1. entrepreneurial activities;
2. knowledge development;
3. knowledge diffusion through networks;
4. guidance of the search;
5. market formation;
6. resource mobilization;
7. creation of legitimacy/counteract resistance to change.
In this research as main or direct functions of NIS implemented by primary actors are proposed:
1. development of new knowledge;
2. knowledge use (commercialization),
and as support or indirect functions:
3. influence on the direction of search;
4. supply of resources;
5. creation and change of the „rules of the game”;
6. formation of markets;
7. facilitation of information and knowledge exchange.
Development of new knowledge is implemented through combination of new and existing
knowledge in an innovative way. As sources of new knowledge research and development, research
and experimentation, learning in connection to everyday activities – learning-by-doing, learning-byusing and imitation can be mentioned (Johnson, 2008). This function also includes development of
ideas, research studies, and creation of prototypes.
Knowledge use (commercialization) relates to the production of products or development of
services.
Influence on the direction of search meaning influence the direction in which actors of NIS
employ their resources. This function can be served by the knowledge creators – companies,
universities or government, for example, in form of standards and regulations.
Supply of resources. The most mentioned resources are finances and human capital or
competence. Resources are necessary as a basic input to all activities within the innovation system.
The allocation of sufficient resources is necessary to make knowledge production possible.
(Hekkert et al, 2007)
Creation and change of the „rules of the game” (that is – institutions). The creation, abolition
and change of institutions are crucial to maintain the dynamism of the innovation system.
Institutions can either facilitate or hinder the interaction between actors of an innovation system.
For example, governments may support collaborative programs, remove barriers to cooperation and
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facilitate the mobility of skilled personnel between different kinds of organizations. Institutions
created by public agencies are often formal (codified) ones. Those formal institutions are policy
instruments. Others (informal ones) develop spontaneously over history without public
involvement. (Chaminade and Edquist, 2005)
Formations of markets since markets do not develop spontaneously. New technology often has
difficulty to compete with previously existing techniques. Therefore it is important to create
protected space for new technologies either by formation of temporary niche markets for specific
application of technology or creating a (temporary) competitive advantage by favourable tax
regimes. (Hekkert et al, 2007)
Facilitation of information and knowledge exchange. This function is important for providing
feedback between system performance and goals and for diffusion of technology and products on
the market. This function is related to promotion of cooperation between actors and to division of
labour between them when the cooperation is established, and also to coordination of information
and knowledge exchange within companies (Johnson, 2008).

3. OVERVIEW OF METHODS OF ANALYSIS OF THE INNOVATION
SYSTEMS
There are three the most problematic methodological issues which arise in the application of
innovation system approach. The first is the level of analysis to which a system approach is applied.
A second is how the boundaries of the innovation system are defined, i.e. how to delineate the
system and identify the actors. A third is how to measure the performance of the system. (Carlsson
et al, 2002)
Similarly as there exist different definitions of NIS, there have been proposed also different
approaches to evaluate performance of the innovation system (Woolthuis et al, 2005; Hekkert et al,
2007; Bergek et al, 2008; Guan and Chen, 2012; Chaminade et al, 2012). The short overview of
these methods is provided further in the text.
Woolthuis et al (2005) after reframing the system failure framework by distinguishing between
actors (players) and rules (institutions) design an innovation system framework that enables policy
makers to analyse and address systemic failures in their innovation systems (whether they are
national, regional or e.g. a cluster). The functioning of the framework is illustrated on the basis of
two cluster initiatives in the Netherlands.
Hekkert et al (2007) suggest to connect events in the innovation system with its functions and to
show the development of each of the function over time in the picture. A non-linear model is
proposed with multiple interactions between seven functions, which will either positively or
negatively affect the overall performance of the system. This mapping gives a quick and strong
visible presentation of which functions perform well and which do not. For the example biomass
digestion in Netherlands is used.
Bergek et al (2008) provide a six step scheme to analysing innovation systems, describing and
assessing performance and identifying key policy issues. This framework not only captures the
structural characteristics and dynamics of an innovation system, but also the dynamics of a number
of key processes (functions), that directly inﬂuence the development, diffusion and use of new
technology and, thus, the performance of the innovation system. As an illustrative case “IT in home
care” is used.
Guan and Chen (2012) propose a relational network data envelopment analysis model for
measuring the innovation efficiency of the NIS by decomposing the knowledge innovation process
into a network with a two-stage innovation production framework – a knowledge production
process and a knowledge commercialization process. The hybrid two-step analytical procedure is
used to consider 22 OECD (Organisation for Economic Co-operation and Development) countries.
Chaminade et al (2012) provide a framework – two stage hierarchical factor analysis to identify
systematic problems (institutional, science and technology (S&T) infrastructure, support services
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and network) in national innovation system. The framework is tested on the evaluation of Thailand
innovation system.

4. DEVELOPED FRAMEWORK FOR THE ANALYSIS OF NIS
Framework developed in this research rests on the synthesis of research of Bergek (2008),
Chaminade et al (2012) and Hekkert et al (2007).
Identification and analysis of the NIS is based on the analysis of theory, strategic documents and
regulations, studies, indexes and statistics, case studies, interviews with experts (actors of NIS or
representatives of participants of NIS) as well as survey of innovative companies.
Proposed scheme of analysis of NIS consists of four steps (figure 1).

Figure 1. Scheme of analysis of NIS
Source: Author’s illustration

The first step involves setting the starting point for the analysis, i.e. defining the national
innovation system in focus and identifying structural components of NIS – actors, networks
institutions. In the second step functions of NIS are analysed describing what is actually going on in
the NIS in terms of the seven key processes (two main or direct functions and five support or
indirect functions) and their fulfilment is assessed – how well they are implemented. In the third
step mechanisms that either induce or block the NIS and system problems are identified. In the
fourth step – key policy issues related to these inducement and blocking mechanisms are defined.
First step: identifying structural components: actors, networks, institutions.
After analysis of strategic documents, regulations and different researches actors of the Latvia’s
NIS were determined and divided into categories covering primary and secondary actors (table 1).
Second step: identifying and analysis of functions.
Based on the literature analysis author of this research has developed a model that maps the
interaction of actors and proposed seven functions (figure 2). These functions have been described
in the sub-chapter No.1.2. of this paper.
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Figure 2. Model of NIS using functions approach
Source: Author’s illustration

To plot a complex picture of the innovation system and innovation system problems not only
viewpoint of companies but also of representatives of all actors of the NIS should be taken into
account.
From 21 February 2014 to 26 March 2014 there were carried out face to face interviews with 45
experts representing all actors of the Latvia’s NIS with the aim to evaluate the functionality of NIS
and to identify the main obstacles to innovative entrepreneurship in Latvia (table 1).
Table 1
Structure and number of interviews of experts
1.1.1.State universities

Number of
interviews
3

1.1.2.Universities

3

1.1.3.Private universities

2

1.2.1.Public research institutes

2

2.1.1.Political level

2

2.1.2.Advisory level

5

2.1.3.Operational level

6

Type of actor

1.Primary actors

1.1.Universities
1.2.Research institutes
2.1.Government

2.2.Financial
organizations
2.Secondary actors

support

2.2.1.Credit institutions (banks)
2
2.2.2. Seed, startup and venture capital
3
funds
2.3.1.Business incubators, technology 4
centers
2.3.2.Industry clusters
3

2.3.Other
support 2.3.3.Technology transfer contact points
organizations/activities 2.3.4.Competence centers
2.3.5.Public interest research centers
2.3.6.Other
Total
Source: Composed by the author
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4
3
2
1
45
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Interviews were carried out following twelve pre-prepared open ended questions (there have
been also different additional questions during interviews) from which one question was to evaluate
the main barriers or obstacles to innovation for companies (table 2). Experts were asked to use fivepoint scale, 1 having no impact, 2 – small impact, 3 – average impact, 4 – significant impact, and 5
– large impact.
Interviews of experts showed that not all the experts have comprehensive knowledge about NIS
and its main processes/functions. However dominant opinion was that NIS in Latvia does not work
and the weakest link in the system is legislation. There exists no common innovation strategy in the
country and without strategy stronger innovation system cannot be developed. Actions between all
the actors are coordinated weekly and there are created no tools to facilitate cooperation between
actors. It has been also marked that for a small developing country like Latvia it is important to
enumerate also these innovations that are not based on the patents. According with the evaluation of
the main barriers to innovation for companies experts considered internal factors slightly more
important than external factors (average evaluation 3,5 for internal factors and 3,1 for external
factors). Limited financial resources (average score 4,2) and costs related to the introduction of
innovation (average score 3,7) were evaluated as the most impedimental factors for innovation.
This corresponds with the assessment of external factors where as the main barriers to innovation a
lack of qualified personnel (average score 4,0), a lack of financial support (average score 3,7) and a
lack of government support (average score 3,4) were chosen.
Table 2
Main barriers to innovation for companies: factors and average evaluation from experts
No

Factor

Average
evaluation

1.

INTERNAL FACTORS

3,45

1.1.

Too high risk of failure

3,42

1.2.

Too high costs related to the introduction of innovation

3,73

1.3.

Limited financial resource

4,20

1.4.

Lack of information on technology

2,88

1.5.

Lack of information on market demand

3,19

2.

EXTERNAL FACTORS

3,07

2.1.

Lack of qualified personnel

4,00

2.2.

Lack of support services

3,19

2.3.

Support services do not meet the companie’s needs

3,20

2.4.

Lack of financial support

3,68

2.5.

Too expensive financial support

3,31

2.6.

Lack of government support

3,35

2.7.

Lack of customer’s interest in innovative products or services

2,77

2.8.

Lack of competition in the domestic market

2,40

2.9.

Need to meet the legislative requirements of the Republic of Latvia

2,60

2.10.

Need to meet the requirements of EU and other international organizations

2,69

Source: Composed by the author
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Survey of innovative companies was conducted within three months – from May 7, 2014 until 7
August. The survey was conducted via electronic mail (e-mail). 71 questionnaires were received:
fifty-six from the micro and small companies, eleven from medium-sized companies and four from
large companies.
Evaluating of the main barriers to innovation owners and/or managers of micro and small
companies considered internal factors more important than external factors, but owners and/or
managers of medium and large companies – on the contrary (table 3). For the micro and small
companies the main barriers for innovation were limited financial resources, lack of financial
support and lack of government support, for the medium and large companies – support services do
not meet the needs of company, lack of support services and lack of qualified personnel. It means
that there should be developed different kind of support instruments for micro and small companies
and different ones for medium and large companies.
Table 3
Main barriers to innovation for companies: factors and average evaluation from
entrepreneurs
No

Factor

1.

Average evaluation from
companies
micro and
small

medium
and large

INTERNAL FACTORS

3,23

3,04

1.1.

Too high risk of failure

2,96

2,79

1.2.

Too high costs related to the introduction of innovation

3,70

3,36

1.3.

Limited financial resource

4,07

3,50

1.4.

Lack of information on technology

2,46

2,64

1.5.

Lack of information on market demand

2,93

2,93

2.

EXTERNAL FACTORS

3,15

3,06

2.1.

Lack of qualified personnel

3,32

3,64

2.2.

Lack of support services

3,23

3,64

2.3.

Support services do not meet the companie’s needs

3,36

3,79

2.4.

Lack of financial support

3,79

3,50

2.5.

Too expensive financial support

3,71

2,93

2.6.

Lack of government support

3,79

3,57

2.7.

Lack of customers’ interest in innovative products or services

2,66

2,93

2.8.

Lack of competition in the domestic market

2,23

2,14

2.9.

Need to meet the legislative requirements of the Republic of 2,66
Latvia

2,07

2.10.

Need to meet the requirements of EU and other international 2,73
organizations

2,36

Source: Composed by the author

If to compare answers of experts with the answers of companies the conclusion is that providers
of support activities are rather well informed about the main problems of innovative companies that
allows predicting that appropriate policy instruments will be at least developed if not implemented.
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5. CONCLUSION
This paper aimed at designing a policy framework based on the innovation system approach
because in accordance of opinion of author of this research there still lack a practical framework for
assessment of functionality of national innovation system, identification of system failures,
consequently – key policy issues, and for setting policy goals. Based on the review of the
innovation system literature, a framework was designed that enables a clear cut distinction between
the system functions, the different forms of system failures and the actors that should be involved to
address these failures. This enables policy makers to analyse, evaluate and design innovation policy
measures. The functioning of the framework was illustrated by evaluating Latvia’s national
innovation system.
Assessment of the NIS using this framework provides insight of the system that is relevant for
policy. According with the Hekkert et al (2007) when policy initiatives aim to influence the
direction of technological change, insight in the current functioning of the innovation system is the
first step in determining the optimal policy strategy. The next step is to develop policy initiatives to
stimulate the weak functions and remove system failures with the aim to improve functioning of the
innovation system and raise the level of innovative entrepreneurship.
There is a need for more research on how to assess NIS functionality. The illustration of the
framework on the basis of analysis of one NIS is not sufficient to draw conclusions on the
usefulness of the framework. This needs a further study, whereas the framework could further be
used as a tool to analyse system failure and design and evaluate innovation policy measures.
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Abstract
Purpose- on the basis of VIMP, its application analysis, the situation with the innovative solution development
tendencies and VIMP perspective assessment in Latvia, to develop a basic VIMP application model and make
suggestions on VIMP application and its enhancement in Latvia.
Design/methodology/approach- research is based on both, theoretical and empirical research methods, which include
literature review, the interviews with experts and the survey results of 1111 respondents, the data analysis of 20 VIMP,
20 case studies of VIMP use globally and in Latvia, as well as an overview and data analysis of two main Latvian
VIMP producers.
Findings- the results of the research show that in basic VIMP application model and its elements there is interest which
is strictly determined by its role and aim, but to make the process more successful the choice of VIMP is to be based on
20 factors. There is a perspective application of VIMP in all sectors and it can be enhanced by not only VIMP
representatives, but also academic, public and private sector.
Practical implications- the results of the research can be used by organizations from academic, private and public
sectors (potential researchers, users or VIMP supporting organizations).
Originality/value- the research emphasizes the basic application model of VIMP and suggestions on how to apply
VIMP more effectively and how to enhance its application.
Keywords- Innovation tools, Innovative solution development, Idea management, Virtual idea management products,
Virtual, Networking
Paper type- Research paper

1. INTRODUCTION
In the world there is an obvious, gradual shift to knowledge based society model (Karnitis, 2006)
and due to that, development of information society significantly changes production, economic,
social and legal processes as well as the role of an individual in a society (Rifkins, 2004). The
transition to knowledge based economy has also started in Latvia, which was initiated by Lisbon
strategy and later was followed by Europe 2020 strategy (Ministry of Economy, 2012). These
changes have also become more important because there is attention paid to immaterial resources
(Shukla, 1997). Application of immaterial resources - intellectual capacity and innovative activity,
determines the shift to a new economic era (Archibugi et al. 2002). Successful and effective
enterprises start recognizing that the basis of growth and success is knowledge, its development and
application (Straples et al, 2011), which coincides with the essence of information society – gaining
more benefits from information, knowledge and information technology application (Vitols, 2006),
as a result there is a rise in necessity of the tools, which can ensure it (Oster, 1999). One of such IT
novelties which help to get, create and apply knowledge and develop innovative activity is virtual
idea management products, which comprise systematic process – idea generation, evaluation and
development, that helps the best ideas turn into real innovations, as a result becoming the most
topical modern tool in the new era.
The problem of the research- ongoing changes in the world put the central focus on beneficial
application of knowledge and information. Such focus makes virtual innovation solution
development tools a crucial mean in optimal use of knowledge and information, because
information technologies and their tools are among the elements which enhance innovation process
(INSEAD, 2012). Different innovation solution development tools that help to apply knowledge are
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widely described in researches, but there are much fewer virtual products that can ensure functions.
In Latvia, in comparison with other countries, the internet technologies and the opportunities they
provide are not used to a full extend which is shown by global innovation index research, where,
although Latvia generally takes the 31st place, in the most important figures connected with the
internet technology opportunity application to create innovation, Latvia occupies only the 72nd
place. In the figure connected with its integration in company activities, such as creating virtual
orders and so on, it is only in 92nd place (INSEAD, 2012). Firstly it is important not only to
overview idea management products and their application tendencies, but also to make
recommendations on successful application of such products. Secondly, in the world virtual idea
management product (VIMP) application has already become an integral part of company
innovation culture, but in Latvia virtual idea management products are applied at a comparatively
low level. So, it is important to overview opportunities which application of these products can
enhance in Latvia both in idea management enterprises and among academic, private and public
sector representatives.
The aim of the research- on the basis of VIMP and its application analysis, innovative solution
development tendencies and VIMP perspective evaluation in Latvia, develop VIMP application
basic model and make suggestions on VIMP application and its enhancement in Latvia.
To achieve the aim the following enabling objectives have been formulated:
(1) To summarise theoretical materials and scientific literature on innovative solution development
tools and VIMP;
(2) To compare 20 most popular VIMP according to 5P method;
(3) To develop VIMP application situation analysis in Latvia describing leading enterprises “Stakeholde.rs” Ltd and “Ludere” Ltd, determining companies’ characteristics and application
areas where VIMP was applied more often. Research period January, 2011- November, 2012;
(4) To analyse 20 VIMP application cases in different sectors (public, private, academic) in Latvia
and abroad;
(5) To develop VIMP application basic model for VIMP successful application;
(6) To conduct survey of 1111 people (chosen randomly) at working age (with work or apprentice
experience in Latvia) on innovative solution development experience and their opinion on
virtual idea management product perspective;
(7) To conduct three expert interviews;
(8) To describe the situation of innovative solution development tendencies and VIMP perspectives
in Latvia, as well as to make suggestions on VIMP application and promotion within the frames
of ICT Triple Helix model.
Idea management systems, products and their efficiency in different countries and different spheres
were widely researched (Bothos et al., 2009) (Franke, 2003) (Franke, 2004) (Walcher, 2007) and
the results obtained give the possibility to use them while researching virtual idea management
product use and potentialities.
Research restrictions – in Latvia and abroad there is no single idea management definition. At
the moment, there are only two VIMP developers in Latvia, but all VIMP available in Latvia are
viewed as potentially possible to apply.

2. INNOVATIVE SOLUTION DEVELOPMENT TOOLS AND VIRTUAL
IDEA MANAGEMENT PRODUCTS (VIMP)
Innovation is considered as one of central elements in creating base for knowledge economy, so
different sector representatives are searching for sophisticated approaches to make innovation
process more effective. In the 21st century, modern researchers focus on the ways of getting
knowledge, its creation and application. Knowledge as an important element of a company has been
emphasized by researchers T. Devenport and L. Prasec, who define it as a company asset, which
requires continuous investment and support (Bounfour, 2005), P. Draker points that knowledge
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becomes the only competitive advantage (Dawson, 1996). While shifting to knowledge based
economy, a new notion has emerged – the company that controls existing knowledge, creates it
systematically and continuously and applies it in its activities (Shukla, 1997). It results in the
necessity for intellectual resources and their application motivation tools (Oster, 1999). One of such
innovation resources is company employees and the parties involved (Goyal et al., 2007). Because
of this, company’s human resources are taking a more important role as innovation and idea
management developers and promoters. Generation, evaluation and development of ideas require
special methodologies to make the process more effective (Bothos et al., 2012). Therefore,
nowadays the view that idea can be generated not only inside the company, but also outside it, is
becoming topical. Such targeted knowledge flow process management accelerates inside
innovation, but it is more crucial to ensure the flow of virtual tool application. Different virtual
tools in innovation processes start playing an important role (Nelson et al., 2001). They ensure a
new type of cooperation and innovation process activities without geographical borders (Dahlaher
et al., 2010). A lot of organizations start using such virtual tools because they help to ensure
requirement for inner and outer knowledge resource application to create innovation. One of such
methods is VIMP application which is used by many well known companies, for example, by
Adidas, Henkel, IBM, Bombardier, Cisco Dell, 3M, Spar, Detecon, Google, Lego, Toyota, BMW,
Melitta, Microsoft, Starbucks, Ideo, Samsung, Rocher, Tchibo-is applied to involve their customers
and employees in innovation processes (Roebuck, 2011) with the aim to enhance idea development.
In the world new tools for innovative solution development are emerging, by means of which
one can ensure fulfilling different functions, starting from idea generation to concept, product and
system launch in reality. These tools help organizations to develop competencies, technologies,
ideas and concepts, transferring them into innovations (Mikel, 2012). Majority of these tools have
been developed in the last decade (Tidd, 2001), (Phaaletal., 2006), for example, some of them
ensure creativity enhancement (DeBono, 1999) (Kristensen, 2004), knowledge management
(Nevoetal., 2007), intellectual capital management (Rivetteetal., 2000), open innovation realization
(Chesbrough, 2003), (Dahlaheretal., 2010), but during the same period new solutions have been
developed, such as virtual idea management products (VIMP).
VIMP are tools that comprise systematic process, idea generation, evaluation and development,
which helps the best ideas turn into real innovations. VIMP development started in the beginning of
1990-ies, when the first VIMP were created (“passive” VIMP or products which offer to get
suggestion boxes based in electronic environment, without additional evaluation or topic division
opportunities), eventually VIMP market developed and in about 2005 the first “active” VIMP were
created, which provided support for more effective idea management or the opportunity to submit,
evaluate and develop ideas. At the moment, “passive” VIMP spread simultaneously with “active”
VIMP or promotion of “passive” VIMP has stopped because “active” VIMP have become more
effective and give more benefits to their users.

3. VIMP OFFER AND APPLICATION ANALYSIS
In 2013 VIMPs were distributed by more than 50 companies, including two of them in Latvia.
Researching the offer, it was concluded that VIMP market in Latvia is at its introduction, but in the
world - at its growing stage. It was concluded that, according to Porter five force model, in 2012
competition core in Latvia was fairly low, new comer threats were fairly high, replacement threats
were average, supplier bargaining power was fairly high, but customer bargaining power was
average, but in the world competition core was average, new comer threats were average or fairly
low, replacement threats were average, supplier bargaining power was average, but customer
bargaining power was average or fairly low.
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3.1. TWENTY VIMP COMPARISON AND VIMP APPLICATION ANALYSIS IN LATVIA
Summarizing the information on twenty VIMP according to “5P” method, it was concluded that
although VIMP is universally applied for different solutions by different users, there are factors
which are important to assess while choosing it. In the research, 20 factors have been discovered –
(1)possible idea creation sources, (2)format of questions solved, (3)idea evaluation mechanisms,
(4)possibility of idea distribution into groups, (5)possibility to attach documents, (6)game
mechanics, (7)awards, (8)possible award types, (9)time from order to product application, (10)idea
comments, (11)process control mechanisms, (12)possibility to link to social networks, (13)language
options, (14)design adjustment possibilities, (15)possibility to attach additional tools,
(16)authorization possibility with social networks, (17)consultations, (18)training, (19)match of
price and (20)promotion.
After the research it was concluded that, although all VIMP perform one function, they are
different which gives an opportunity to find the most appropriate VIMP for every case.
From twenty VIMPs analysed, in Latvia there are only two used. Those are Academy of Ideas
created by “Ludere” Ltd in 2011, which is used by enterprises, and organizations, and VIMP
created by “Stakeholde.rs” Ltd in 2012, which is used by local authorities (in 2012 by about 9, in
April, 2013 by about 25) and is aimed at getting ideas for local authority development. “Ludere”
Ltd VIMP application and user characteristic are wider, so those are going to be viewed in detail (in
the period from January, 2011 to November, 2012), to determine users and VIMP application. It
was concluded that VIMP had been used by companies (52.8%), organizations/establishments
(39.2%), but comparatively low by farmers (4%) and private customers (4%). Summarizing the
results, it can be concluded that VIMP mainly was used for innovative solution development in
marketing questions, but not so widely in other spheres.
The authors believe, that taking into account world practice when VIMP is used in different
spheres, in Latvia as well, users should be encouraged to use those in wider range of question
solution. Authors suggest that it VIMP developers in Latvia could develop interactive campaign in
which determine the definite spheres where VIMP has been used successfully in Latvia and in other
countries.
3.2.

CASE ANALYSIS IN DIFFERENT SECTORS - IN LATVIA AND ABROAD

VIMP are successfully used in public, private and academic sectors, which proves their universal
nature. In all the cases a common thread is that there are clearly determined parties, their roles,
benefits and strictly determined authors’ rights. In Latvia, all the opportunities provided by VIMP
are not used to a full extend, for example, wide idea generator network development, because
mainly society involvement is applied, not that of employees and determined groups (partners,
customers, and so on). Abroad, VIMP application has become a part of company’s corporate culture
and the authors foresee that this tendency will also develop in Latvia since company managers are
searching for process management types which would not be resource consuming (human
resources, financial resources), but would be creative and ensure effective activity results. In private
sector, both in Latvia and abroad, there are many successful VIMP application examples at
enterprises. Academy of Ideas products have been used by many companies - “Prakse.lv” Ltd got
ideas for virtual practice at enterprises, “Laima” plc. and “Pure Chocolate” Ltd have developed
product and marketing campaign ideas, “Pareiza kimija” Ltd ideas for events, “Birojnica” Ltd for
different improvements and so on. Abroad, there is a tendency to apply VIMP independently, for
example, within a year “Bruce Power” Ltd. increased its profit by 12% using Idealink Open
product.
In public sector as well, there are successful examples both in Latvia and abroad. The product of
“Stakeholde.rs” Ltd has helped to create innovative solutions for local authorities (Iļjinska, 2013).
VIMP Academy of Ideas created by “Ludere” Ltd in 2012 was used by Latvia’s Ministry of
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Environmental Protection and Regional Development on six different occasions, for example, to
promote remigration of citizens of Latvia. Outside Latvia, Idealink Open products have been used
by both International Olympic Committee and Ontario public authorities, which used VIMP for cost
reduction ideas and lay the grounds for business incubator (Brain Banking Inc., 2012a).
In academic sector there are also a few cases of VIMP application. There is no such example in
Latvia, but in US Duke University applies Web Board products for inner purposes (AKIVA, 2013).

4. BASIC APPLICATION MODEL DEVELOPED ON RESEARCH RESULTS
On the basis of theoretical aspects, VIMP offer and application research, VIMP basic application
model has been developed, parties involved have been identified as well as application process
basic elements. In the model, the main VIMP application involved elements are VIMP, users, idea
creators (sources). In the model, a simplified VIMP application process is reflected. It includes
product choice element as an essential factor. In the model, according to VIMP choice, three most
essential elements of VIMP application process are presented; VIMP practical application to
develop a definite solution, process closing and benefits (its evaluation, identification). The model
is shown in Figure 1.

Figure 1. VIMP basic application model
Source: Developed on the basis of Marjanovic, 2012

In the application model there are three important elements or parties involved, they are VIMP
(C1); VIMP user (C2); idea/solution creators (C3). For C2 or VIMP user it is essential to choose the
most appropriate C1 or VIMP, by means of which to get the best results from the process or C3 to
create the idea, evaluate and develop it. The research results show that the elements involved in the
application model have to be interested in the result and with strictly separated roles and determined
objectives (this process fits A1). Therefore one of the most essential stages is A1 (or B1) – VIMP
choice, which in its turn if realized successfully provides effective application process (A2 or B2B4). At stage A1, the author suggests VIMP evaluation against twenty factors (see Chapter 3.1.).
From twenty factors mentioned in Chapter 3.1, it is the most important to draw attention to the
sources involved, or, in other words, it is essential to identify participants. The most successful
cases of analysed VIMP application showed that there were always clearly determined parties in
them. It is also important to identify roles of the parties involved and their benefits. A1 stage is
followed by A2 stage or VIMP application stage, in which the first process element is B2-VIMP
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application (idea creation, evaluation, development). This process is going to be successful if B1
stage has been fulfilled successfully. It is followed by a not less important stage element B3-closing
(the best idea evaluation, acknowledgement (financial, non-financial) to idea creators. It is possible
to enhance by means of appropriate choice of VIMP, which includes award (financial, nonfinancial) possibilities. It is also possible for the company to realize it by means of additional
activities, for example, awards for the best idea author, and so on. A closing stage is B4-benefits
and their evaluation (more effective innovative process, high society involvement, wider market,
and so on). In its sense this stage shows how effective the previous process has been run (B1-B3).
4.1. POSSIBLE BENEFITS OF APPLICATION

Economic

On the basis of VIMP and VIMP application analysis, possible VIMP benefits have been
determined. As the main benefit it should be mentioned that VIMP offers new cooperation
opportunities both for inside and outside idea creators. All the ideas created are kept for years,
which gives an opportunity for new market penetration, income increase and cost reduction. A full
list of benefits and beneficial parties is presented in Table 1.
Table 1
Benefits from VIMP application
Benefits

Beneficiaries

Income increase.

Virtual idea
management product
users (representatives
of public, private,
academic sectors)

Cost reduction.
The ideas created are kept and wait for the best moment for their realization.
New cooperation opportunities (with inner, outer idea creators).
New market penetration (new products and so on).
Possibility to involve people from other countries.
Opportunity to accelerate the processes (get the ideas quickly).
Opportunity to develop competitive advantage.
Opportunity to involve all level and structure employees in idea management, opportunity to
create “combination chemistry”.
Opportunity to involve experts who comment or develop ideas.
Increase in employees’ loyalty (evaluate and apply more extensively their potential).

Social

Increase in customer loyalty (by involving those in idea creation, by showing that their opinion is
important. If employees create the ideas, then customers get better final product).
Opportunity to influence final product/service/overall development and so on (if the society is Society
involved in an idea creation process).

Technical

Idea evaluation from other idea creators, possible acknowledgement (if the society is involved in
an idea creation process).
Opportunity to cooperate effectively with people who live in different time zones and on different Virtual idea
continents.
management product
users (representatives
Attractive virtual environment for idea creation.
of public, private,
academic sectors)

The authors concluded that VIMP application offers economic and technical benefits in every
sector. They are also beneficial for the society, since it is involved in idea creation processes.
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4.2. MAIN APPLICATION HURDLES AND OVERCOMING THEM
It is important to identify not only benefits of VIMP application, but also possible hurdles and
problems while applying VIMP. The authors have researched them and have analysed those in
Latvia by means of interviews and surveys, as well as developed the main application hurdle and its
description of evaluation possibility. Both inner and outer factors were viewed as essentially
important and the main hurdles and their elimination ways are presented in Table 2.
Table 2
Hurdles and their elimination
Inadequate information/
do not understand its
application
opportunities to a full
extend

Possible actions to eliminate hurdles

Responsible party

Special offers to different sectors.

Product creators.

Informative materials – printed materials (for example, booklets on VIMP application and given
opportunities), material in e-environment (for example presentations on VIMP opportunities and
application and so on). To find new unusual ways to provide information to potential users and to
society, for example, creating VIMP users.
To create “Interaction centre” in the virtual environment as a platform where the information on Product creators,
VIMP opportunities, application and tendencies, as well as the site which provides opportunities to volunteer initiatives.
cooperate with VIMP creators and share experience.
To offer consultations on VIMP, as well as include further publications on innovative solution Innovation
development tools, as well as introducing into home pages the parts which explain innovative solution institutions.
development tools.

support

Lack of time to acquire To offer solutions to introduce into organizations, offering one month free trial period or the Product creators.
a new tool
representatives who can teach and introduce VIMP.
To organise training (application trials) within the frames of different seminars and sessions.
Seems too complicated To use direct sales for different informative materials which would show this tool user friendliness, for Product creators.
example, by developing advertising ‘one minute step to million ideas’, where it is possible to register
and get access for one minute using the resources for free or also to develop short videos to present the
process.
Offer does not satisfy

To make regular e-surveys (sending through e-mails and placing on home page), on what Product creators.
improvements the users (existing and potential) need.
To research VIMP offer in Latvia and around the world.
Product users.
To cooperate with VIMP creators with definite needs and to find out if these needs can be met and
what financial investment is necessary.

Weak cooperation
between parties
involved in VIMP
application

To inform on successful practice examples in cooperation sphere, for example, worldwide experience Product creators.
which is organized in a meeting once a year to award the most active VIMP parties, and so on.

Perception barrier
(unbelieving in oneself
as in one who can
create ideas – as an idea
creative being)

Enhance the belief in an individual as an innovation creator by means of different creative sessions, Product users.
and so on, for example creating a creative CV.

To make regular meetings (real and virtual), to organize additional forum in which to share experience Product users.
and suggestions to improve cooperation within the frames of VIMP application process. Possibly try
to develop VIMP user community elements.

To popularize good practice examples, for example, Academy of Ideas opportunity to create idea Product creators.
portfolio which could be seen by other interested parties and even get a job offer.
To organise meetings for idea creators, to develop informative materials on idea creators and their
inspiration sources, allowing to see that there are creative people everywhere starting from universities
and finishing with state institutions, they are of different ages, and so on.
To do research and popularise the data of the research conducted on individual knowledge and power Academic sector.
to influence the innovations.

Lack of motivation for Awards (possibly additional for those involved in VIMP process, for example, money awards for the Product users.
participation
best users, and so on), feedback, which is linked directly to participation process.
To popularize good practice examples in VIMP application when additional motivation events are Product creators.
used.
Innovation
discouraging
environment

To try to create the environment to enhance creativity.
Product user.
To develop organization structure mechanism which supports creativity (also if ideas are
unsuccessful).
To research good practice examples (through the internet resources, through literature, through
seminars and other sources), how innovation environment is encouraged, to choose the most
appropriate ways and to realize those.

Finance

To search opportunities and popularise financial attraction through good practice examples.
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5. INNOVATIVE SOLUTION DEVELOPMENT TENDENCIES AND VIMP
PERSPECTIVE ANALYSIS IN LATVIA
To determine the situation in idea management sphere and VIMP opportunities in Latvia, 1111
survey and expert interviews have been undertaken. Research results reflect that there is potential
for VIMP application in Latvia, since both entrepreneurs and society are willing to use them. Main
conclusions about innovative solution development tendencies and VIMP perspectives are
presented in Table 3.
Table 3
Innovative solution development tendencies and VIMP perspectives
Factor

Situation

Comments

General type of
organizations after
count of generated and
realized ideas

Mainly there are
organizations where a small
amount of ideas are
generated and small amount
of them are realized.

It was concluded that only 4% of organizations create a lot of ideas and a
big part of those are realised. These enterprises are recognised as
innovation leaders. It shows that in these companies innovation processes,
including idea management, are managed well.

Habits of idea
generation in
organizations

There is a tendency to create
ideas within the frames of
the same group of people.

Well- considered idea management system is in only 4% of organizations
where works respondents of survey.
52% of respondents noticed that the general idea creators in their
organizations are managers or specific department.

Innovative solution
development methods

There are used different
types of innovative solution
methods, but the most
applied are brainstorming
and creative thinking
methods.

It is concluded that 97% of respondents had experience of innovative
solution development only in real environment, but in virtual only 3%.
The respondents in innovative solution development generally are involved
in it at their work places and only 3% outside work.
Only four respondents (of 1111) admitted that they had used VIMP.

VIMP perspective

General respondents would 86% of respondents pointed that they would like this tool to be used at their
like that organization where organizations. Previous researches show that also entrepreneurs in Latvia
they work would use VIMP. would welcome the use of VIMP and use it to spread business
opportunities, to enhance innovation and increase loyalty level in the
organization (Mikelsone, 2012, 42.lpp.).
71% of the respondents pointed that they would like to apply VIMP
because this is an opportunity to develop innovation process, 57%
recognise that it is an opportunity to widen their knowledge, but 55%
emphasize that it is an opportunity to apply their knowledge.

Motivating factors to
use VIMP

Main motivators are
immaterial awards and
financial rewards.

The main motivator to become involved in idea management processes
among the surveyed was immaterial award (79% of respondents marked as
motivating force) and financial reward (76%).

Most perspective idea
generators

Company managers,
cooperation partners and
employees.

The most appropriate idea generating sources in the survey were stated:
company managers (92% of respondents noticed as appropriate),
cooperation partners (87%), employees (81%) and customers (71%). In its
turn, society was considered as appropriate by 52%.

Most appropriate types
of organizations to
involve society in idea
management

Locals and state authority
institutions, private
enterprises.

Research results reflect that it is perspective to involve society in idea
management with VIMP by different organizations- 61% of respondents
marked as appropriate state and local authority institutions, higher
education institutions- 31% and 60% of respondents as appropriate
appointed private enterprises.
Entrepreneurs in previous research as the most appropriate VIMP
applicators noticed- information technology and communication, catering
and accommodation service companies (Mikelsone, 2012, 49.lpp.).

Information and communication technology influence on innovation processes is undeniable
(Oladipo, 2012). Following the situation and perspective evaluation, application and opportunity
enhancement evaluation in Latvia has been developed. It was concluded that VIMP application is
influenced by not only market situation and product marketing, but also by public, private and
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academic sector activities. It is best reflected in “ICT Driven Triple Helix Innovation Model”
(CGIAR Inter-Center Working Groupon INRM, 2000), in which information technologies and
society mutually influence each other because all elements can be used and can directly or
indirectly influence product application, popularity and so on. The model for private sector is
presented in Figure 2.

Figure 2. Opportunities to use VIMP in private sector
Source: Developed on the basis of CGIAR Inter-CenterWorkingGroupon INRM, 2000

A1A indicates that it is possible to use VIMP inside the company as idea creator and
evaluator by involving its employees. Such practice is widely spread in the world and it is becoming
more and more popular in Latvia as well. A1A2 indicates that VIMP is possible to be used within
sector frames, in cooperation with other sector representatives. A1A3 reflects commonly spread
practice to involve society in idea management processes. A1A4 indicates the possibility to
cooperate with academic sector representatives, but A1A5 with public sector representatives. The
authors believe that private sector representatives have to evaluate what application opportunities
are necessary to use for the company. The described sub elements show direct application
opportunities between private sector representatives and definite possible idea creation source.
There are possibilities and it is even advisable to develop a wider idea creation circle, for example,
for a company (A1) to create ideas involving employees (A) and society (A2). There are many such
possible combinations and they are different for every private sector representative who wishes to
use VIMP, but the appropriate partners must be chosen. It should be emphasized that identical
version is also possible in cases of public and academic sectors.
The authors have developed suggestions not only for potential application, but also for its
enhancement in Latvia.

6. CONCLUSIONS
•

VIMP application basis are made by three involved parties and four application process stages.
The involved parties are VIMP, its user, idea/solution creators, but application process stages appropriate VIMP choice, its practical application, application closing, benefits and its
evaluation.
• The elements (parties) involved in VIMP application model have to be interested in it with
clearly separated roles and determined objectives/results.
• There are potential opportunities for VIMP application in Latvia, since both entrepreneurs and
society are willing to use them. Entrepreneurs see the opportunity to develop business,
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enhance innovations in it, but the respondents-to develop innovation process, widen and apply
their knowledge.
• Academic, public and private sectors can significantly influence VIMP use, by applying it
both inside and outside their sector frames, and developing cooperation between sectors,
enhance and promote innovative solution development tool application, as well as VIMP
application.

7. SUGGESTIONS
To representatives of institutions of higher education: to people responsible for research
processes at academic institutions: motivate academic forces and students to conduct research on
VIMP and present the results, but to faculty representatives in programmes (on innovation,
communication) to introduce topics on VIMP so that future specialists know those.
To VIMP creators in Latvia (“Ludere” Ltd and “Stakeholde.rs” Ltd): to develop marketing
strategy, including situational analysis on appropriate communication types for the parties involved
to avoid wasting resources on inappropriate marketing activities; to develop personal offers to
perspective customers; to found “Interaction Centre”-the platform on VIMP opportunities,
application, tendencies-the site where one can contact with VIMP creators.
To VIMP users (in academic, public and private sectors): to create ideas not only within the
framework of their own sector, but also to develop idea creation networks; to solve not only
questions within marketing frames, but also questions concerning financing, procurement and so on.
To potential VIMP users (in academic, public and private sectors):
• To get acquainted with the developed VIMP application model, that way to understand
essential factors of VIMP choice better.
• To potential VIMP users (micro and small enterprises): by applying VIMP to involve
society in different innovative solution development, because they open opportunities to get
access to additional creative resources since inner resource number within these enterprises is
limited.
• To potential VIMP users (educational establishments): to use it for education linked
solutions, as well as to draw the attention of the society to significant issues.
• To potential VIMP users (non-governmental organizations and small enterprises): to apply
VIMP to involve a wider circle of idea creators (inner and outer), since idea creation process is
not restricted by time or geographical borders.
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Abstract
Purpose – Many organizations currently have looking for Lean methodology implementation. The causes of this are
different - to increase profitability, expand into new markets, meet new business requirements or other reasons. The
purpose of the paper is twofold. Firstly, to develop methodological approach – evaluation matrix, to exam
successful/unsuccessful Lean implementation projects, and secondly to review collected cases through evaluation
matrix, which has been designed by the authors.
Design/methodology/approach – Relevant databases was taken to search for case studies of Lean implementation
under certain criteria. Literature sampling method – case studies demonstrate successful or unsuccessful results of Lean
implementation, with 5 or more literature sources references, and was published in one of the peer reviewed journal. In
total were checked 150 articles for taxonomy definition, and chosen 17 papers for evaluation.
Findings – The taxonomy of organisation attributes with the level of changes was developed to build-up a scale for
Lean implementation measurement and dependences definition. The taxonomy later on was used for selected case study
evaluation. This article summarizes a number 16 of organisations where Lean is working throw evaluation matrix
previously designed. Most common application and outcomes are discussed on the case study examples.
Research limitations/implications – This research reviews case studies published from 2009 and focused on Lean
implementation in various types of organizations. Systematization and classification was used for reviewed literature
analysis.
Practical implications – The research can be used by business units for goals definitions, expectations management
and assumptions tracking.
Practical value – This is the first paper to make a multi-level taxonomy of layers and problems for successful Lean
applications. A new classification can be used for pre- and post-implementation phase comparisons, goals definitions
and assumptions tracking.
Keywords: Lean production, Lean Implementation, Case study, Lean philosophy, Implementation measurement.

1. INTRODUCTION
In recent years, many companies have adopted Lean in an effort to improve processes and
reduce costs. The background for this research was the authors’ investigation into building a new
controlling framework to serve as a powerful and cost efficient tool for performance measurement
in international organizations. During the controlling framework reviews several contradictions in
current practices were founded. The Lean concept has a visible potential to obtain solution of these
contradictions and inconsistencies.
The concept of Lean has a long history going back to the 1940s to Japan Toyota factories
(Holweg, 2007; Shimokawa and Fujimoto, 2009), but in its current understanding the concept has
been used only since the 1980s (Krafcik, 1988; Womack and Jones, 1996). The Lean methodology
in itself has been thoroughly discussed in recent years in various publications (Hines, et al., 2004;
Hopp and Spearman, 2004; Shah and Ward, 2003; Shah and Ward, 2007; Moyano-Fuentes and
Sacristán-Díaz, 2012) and is not included in discussions of this paper. The implementation of this
methodology is gaining a focus more often in the last 5 years. There are many possibilities to
understand Lean methodology, that each company implement Lean absolutely unique way. It is
important to differentiate this ways accordingly its potential benefit.
One special research, which needs to be pointed at the beginning, was done by Malaysian
researchers (Wong et al., 2009) for Malaysian electrical and electronics industry. There were
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surveyed 58 different size companies with follows statement. Half of the 14 SMEs and 44 large
companies showed as results inadequate understanding of the complex Lean approach. A majority
of the respondents accepted that Lean was a time and cost reducing performance tool. Around 6%
of respondents mentioned Group Technology as a relevant tool, but all of them was used Lean more
than 10 years. As the main obstacles during Lean implementation processes was pointes - budget
issues, employee resistance and cultural issues, such as company culture, or backsliding to the old
ways of working.
The aim of this paper to develop methodological approach – evaluation matrix, to exam
successful/unsuccessful Lean implementation projects, and secondly to review collected cases
through evaluation matrix, which has been designed by the authors. The objectives of the paper are
threefold. Firstly, analyze case studies and accumulate best practices. Secondly, develop
organizational taxonomy based on MECE principle (mutually exclusive and collectively
exhaustive) and cross it on matrix base with level of changes. Thirdly, evaluate with this matrix
selected case studies to show the trends and benefit analysis.

2. METHODOLOGY
Literature review was in use to summarize previous knowledge and development – as
theoretical background, proof of topicality and definitions. This allow to find theoretical based for
the research, detect main variables, describe terms and condition. Taking into consideration, that
there are a lot of secondary information sources, with are not structured for this research but give
broader view on problem, makes so important to choose right analytical methods. Evaluation of
secondary information can cover incompletes of data and other limitation.
Case study was in use to analysis of real examples described by literature and practical cases,
and leads to model development. This important step was chosen due to lack of relevant statistical
information, in order to look on the problem broadly, and take-out some geographical and
economical limitations. Case study, by itself, not enough quantitative, and request additional
development of evaluation matrix, to conduct research on a high theoretical level. Especial
modelling technologies could be in use for particular case, as namely: Ontology and Taxonomy
development was in use as approach to create common vocabulary for model, processes and
interactions. Outcome of this are several evaluation matrixes, which was applicable to convert
chaotic case study description to measurable and quantitative dimension. The develop scale was in
use to future development, as well, can be useful for similar studies, or viewed with respect to
management field studies. Utilisation of this matrix provides a proper way to evaluate selected case
studies. This approach gives a possibility to make analyses and comparison of selected cases based
on one common scale. Taxonomy factors are described in the next chapter. Evaluation matrix was
shown in Figure 1, and case-study analysis in the Tables 1 and Table 2.
Relevant databases were taken to search for case studies of Lean implementation under
certain criteria. Literature sampling method – case studies demonstrate successful or unsuccessful
results of Lean implementation, with 5 or more literature sources references, and was published in
one of the peer reviewed journal. In total were checked 150 articles for taxonomy definition, and
chosen 17 papers for evaluation. The revised bibliography includes peer reviewed journal articles
and paradigmatic books with managerial impact on the subject; dissertations, text-books,
unpublished working papers and conference papers were excluded. The following databases were in
use – Springer Link; Business Source Premier; Elsevier Science Direct; Emerald Database and
Anbar International Management Database. As a search criteria “case study” and most relevant key
words: Lean production, Lean manufacturing, Lean implementation, Lean methodology, Lean
management; Lean thinking, Lean enterprise and others, we used. The search was done for the
period between 2009 and 2013.
Articles were examined and reworked according to the basic breakdown structure, described
in the next chapter. The relevant sources examination procedure adopted was as follows:
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a description of the implementation,

· Peer reviewed,
· Description

of internal and external parameters of the organization,
· qualitative or quantitative description of the implementation results,
· Factor impact is described or can be deducted,
· 5 or more citations,
· Year range is between 2009 and 2013.
Several previous studies have examined the impact of 6 Sigma quality practices on financial
and operational results (Aboelmaged, 2010; Pepper and Spedding, 2010; Hasle et al., 2012; Stone,
2012; Moyano-Fuentes and Sacristán-Díaz, 2012). Most of them focused on production companies,
with the timeframe up to 2009. This study therefore was focused on the case studies published after
2009.

3. MULTI-LEVEL TAXONOMY OF ORGANIZATION’S ATTRIBUTES
However Lean implementation has been in focus for huge amount of management researches,
it was founded only one study with try to present any breakdown structure for evaluation by Zayti
(2010). There is a proposed taxonomy of the key company attributes for scaling and measurement
developed by authors and has similarities to previous mentioned source. The upper level was
divided into Industrial context, Business layer factors, Process layer factors and Service layer
factors. In the ‘Industrial context’ factors were grouped SUPER-System factors – macro level,
which can’t be directly changed by the organization and depends on industry traditions and
environment. The ‘Business layer factors’ incorporate an organizational position and external
interactions (System). ‘Process layer factors’ describe the style of internal processes on the decision
making level (SUB-System – micro level). And finally, the lowest – ‘Service layer factors’ –
deducts most changeable, internal factors (SUB-SUB-System – nano level). Successfully addressed
challenges on each layer can be represented via the 4 types of impact (contradiction range):
Strategic contradiction, Conceptual problem, Technological problem, and Organizational problem
(authors’ adaptation of several authors (Zayati et al., 2010, Chen, 2006, Daclin and Chapurlat,
2008) ontologies). The next chapter discloses more precise definitions of each, and offers
discussion.
3.1.

FOUR LAYERS OF ATTRIBUTES, PROBLEMS AND CHANGES

To build up the matrix for case evaluation, there will be represented and discussed axes and
values on them.
3.1.1. CHANGE LAYER DIMENSION
Industrial context.
There are not so many industries where examples of Lean implementation case studies can be
found. Historically, most common examples are shown in the auto industry. This is logical, when
we remember that Lean originated at Toyota. This means one-by-one knowledge transfer during
implementation. One of the best reviews for this type of implementation was done by MoyanoFuentes and Sacristán-Díaz (2012). They reviewed literature and made references to more than 120
cases of Lead implementation in the auto industry. To determine application sector various
industries was take into consideration. Different industries have different product change
requirements; product life-cycles also vary from case to case, as well product customization levels.
These differentiations linked to customer segment of each observed company. Some sectors have
big competitions, some have specific barriers, and these specificities also need to be taken into
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consideration.
The second challenge in this factor group is geographical location. Cultural traditions, country
development level and availability of qualified human resources can visibly impact on the success
or failure of the Lean process. Off-shore outsourcing possibilities should also be mentioned. From
cost point of view off-shore outsourcing may be acceptable, but an example of call centre Lean
implementation (Piercy & Rich, 2009) shows this approach does not yielding desired results in
certain industries.
Business layer factors
Business layer factors include the size of the organization (in respect to turnover, people
employed, customers and aggregate gross assets), its age, Outsourcing, Strategic plan and Supplier
type. This factor is a legacy of growth and development of the organisation, and changes to this
layer will have a waterfall impact on other layers. From the Lean philosophy point, this is the main
layer of changes. This type of project will definitely be time and cost consuming, involving
consultants, additional analysis, strategic plan adjustment, cultural change, employee training,
process reengineering, infrastructure, reporting and accounting changes.
Process layer factors
Organization management style, rewarding systems, autonomy, internal resistance - are the
components, logically attached to this layer. These can cause some of the major challenges for the
Lean implementation and have the biggest risk impact. There were two papers published in recent
years (Johansson and Abrahamsson, 2009, Pedersen and Huniche, 2011) analysing this layer, where
was represented that Lean processes is not accepted by unions and workers. Looking for a balance
between maximal utilization of human resources and employee internal negative feeling about this.
As well as internal resistance against change will be part of the layer challenges.
Service layer factors
Organizational infrastructure, HR quality, and are collection on this layer. Many simple and
quick initiatives labelled as “Lean” associated with the layer. In most cases, it is enough to use one
or two simple tools to get required improvements in this layer.
3.1.2. CONTRADICTION DIMENSION
Strategic contradictions
This contradictions appear, during or after the strategy of the organisation is redefined, or core
target is adjusted, without proper waterfall change application. As outcome, the underlying
processes are no longer support the new strategy, or existing mismatch between them. A
decomposition approach should be adopted to address this challenge to lower levels, and an impact
of every layer adjustment should be controlled. Processes will be drilled down till last independent
variable, which have impact in the result, and aligned to targets. The critical point is to re-design all
processes and get a balance in the new structure. To address infringe this situation, a new type of
problem should be defined.
Conceptual problem
This problem types are responsible for the inconstancies of created processes to a higher layer
solutions or decisions, which are detected during the testing or post-implementation phase.
Associated problem solving methods can be met with resistance from employees, or management.
Only outcome with high added value would raise a question - to rebuild stable solutions, or change
some previous decisions.
Organizational problem
These are the problems associated with authority and responsibility of work conditions. These
problems are always very sensitive, and resistance to change and/or sabotage should be expected.
Possible solutions always are time consuming and at times uncomfortable for those involved.
Technological problem
In most cases this is a question of performance. With speedup of the observed process or
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increase data/work of volume - existing solutions cannot cope and perform to the required quality,
or within the requested time. Changes of technological solutions can often solve these challenges
easily. From a human perspective this is quite a simple case: identify the problem, find technical
solutions, and implement them with personal training. Costs associated with new technology
implementation can potentially cause issues. We can now assemble a matrix for layer and problem
type detection for Lean implementation. Visualization is shown on the Figure 1, which is developed
by the authors.

Figure 1. Evaluation matrix
Source: designed by authors based on chapter 3 described factors

4. CASE STUDY REVIEW BASED ON DEVELOPED EVALUATION
MATRIX
The matrix was used to evaluate selected cases, and highlight the most common trends in Lean
implementations. The results are represented below in Table 1 and the discussion of is following.
Table 1
Case studies’ review
Nr

Reference

1

Singh, B., Garg, S.
Components for diesel traction
K., Sharma, S. K., & fleet, railway maintenance,
Grewal, C. (2010)
Thailand, Middle or small size,
local - one city - Pattaya

D4 – infrastructure
adaptation

Reduction in lead time - 83.14 %, in
processing time - 12.62 %, in work-inprocess inventory - 89.47 %, and in
manpower requirement - 30 %. Rise in
productivity - 42.86 %.

2

A. Laureani, J.
Antony, A. Douglas,
(2010)
Nahmens, I., &
Mullens, M. (2009,
2011)

D4 – infrastructure
adaptation

Increase in first-call resolution ratio,
reduction in operator turnover and
streamlining of processes
New and old products at lower costs, no
real measurement (total improvement
was shown in the 2011 case study)

3

Company profile

Service industry,
Call centre,
Big competition, fast-growing area
USA, Construction industry, HUDcode homes for a moderate market
segment, Small size, local,
change supplier, change products

Organization layer,
Results
problem and changes
according to the matrix
classification A-D vs 1-4

D4 - infrastructure
adaptation according to
new processes
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5

6

7

Ray, S., & John, B.
(2011)

India,
D4 - infrastructure needs
business process outsourcing (BPO) to be adopted to new
services provider for European
work load, a simple
finance service industry, Middle
technological problem
size company, local
solving
Stoiljković, V.,
CIM Group and bioMérieux
D3 & D4 - one process
Trajković, J., &
Belgrade Office, Sample analysis was affected
Stoiljković, B. (2011) process in a microbiological
laboratory
HalwachsAustria, laboratory of Central
C3
BaumannG. (2010). Hospital. Hospital consists of 2
sites. The larger - 700 beds (in a
town of 40,000 inhabitants), 21
clinical departments. A laboratory
is available 24/7 and supports a lot
of internal processes.
Villa, D. (2010)
Italy, hospital laboratory Lean
C3
implementation

8

LaGanga, L. R.
(2011)

9

Acharya T.K. 2011

10

11

12

13

14

15

16

17
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USA, outpatient community mental C3
health centre with 18 outpatient
clinics located throughout Denver,
large, non-profit

Increase processing speed from 600
records per hour to 2400.
Reached the target SLA.

On average a 25% improvement in
working time

Workload increased by >30%, cost
reduction of 9%, and 2 FTE reduction
keeping SLA

Some operations were improved
twofold or more, other only by 20-50%.
Overall results are presented
qualitatively, not quantitatively
27% total improvement

India, assembles Medium Voltage C3
Switchboards and Circuit Breakers
Sarkar, A.,
India, life insurance, Middle size
C3 - management style
Mukhopadhyay, A. company, head office and branches change, Infrastructure
R., & Ghosh, S. K.
adaptation to new work
(2013)
load
Martinez, D., &
USA, part of organization,
C3 - management style
Gitlow, H. S. (2011) purchasing department at the
change, Infrastructure
University of Miami
adaptation to new work
load
Arumugam, V.,
UK, Airport security check, Middle C3 - change leadership
Antony, J., &
size company, local with
style, training people
Douglas, A. (2012) international dependencies
Nepal, B. P., Prakash USA, Lean product development
B2 - full range of
Yadav, O., &
project for a moderately large and changes according to a
Solanki, R. (2011)
complex product used in office
full Lean methodology
buildings

Process time reduction of 56%, Material
handling reduced by 39%
Increased claim transparency and
processing speed, matched SLA.

Eriksson, P. E.
(2010).

Biggest result in supply chain, but
mostly in cooperation, than in Lean
implementation

Reduced processing time for a service
request from 168 hours to 2.27 hours

Improved airport security check process

Real achievement of Overall
improvement 32% reduction of time
and resources on the 1st project phase,
and goals to increase this reduction for
up to 50%.
Song, W., Tan, K.H. OCBC Bank, international, very
B2 - full range of
Manpower requirement reduced by
and Baranek, A.
large international company
changes according to a 27%, unit processing time improved by
(2009)
full Lean methodology 27%, internal defect rate reduced by
50%, unit processing cost reduced by
16.5%, productivity increased by 35%.
Song, W., Tan, K.H. Building service provider based in B2 – a full range of
Improved process quality by 43%,
and Baranek, A.
China, founded in 2002, Large local changes according to a reduce processing time by 38%,
(2009)
provider
complete Lean
employees utilization by 29%,
methodology
operations cost by 50%, supply chain
management by 30%
Piercy, N., & Rich, UK, call centre
Training and analysis for No positive results, implementation had
N. (2009)
off-shore outsourcing
cultural and economical barriers
EU, Sweden, Scania is a
manufacturer of heavy vehicles
(trucks and buses), five connected
partners DynaMate

Change in cooperation,
lean pilot project based
on a full range of Lean
principles

Source: designed by authors

The top of the table presents the most common cases bases on various Lean tools and
methodologies where adjustments are only affect one process in the organization, but never the less
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- gives a big impact to particular operation, as shown in the laboratory case (Stoiljković et al.,
2010), or the SLA effort arising from the extreme increase in received document volumes (Ray,
2011). As the most important Lean tools application on this level, should be pointed - the visual
problem searching method. It also allows define the target, which not always achievable, but
potential benefits are ready for analysis stage. Several authors (Singh et al., 2010, Laureani et al.,
2010, Nahmens and Mullens, 2009, Nahmens and Mullens, 2011) have demonstrated this approach
perfectly in different industries.
In the process layer of the organization typically organizational solutions are implemented, as
shown in the case study for non-profit organization in the health industry sector (LaGanga, 2011).
In the laboratory Lean implementation case (Halwachs-Baumann, 2010) bigger improvements and
problem solutions for more complex cases are illustrated. There was provided possibilities for
bigger improvements in one particular department of the organization. Another example of
technical and organizational problem solving in the laboratory was described based on the Italian
experience by Villa (2010). This case study showcases wasted movement and the inadequate
technical solution, as well as presenting separate process results. Typical manufacturing case by
Acharya (2011) presents good results in Indian Electric Switchboard assembly firm for a standard
production example.
Life insurance case (Sarkar et al., 2013), is the next example of the process layer changes susses a solution for organizational problem which yields quality and time improvement outcomes.
Both factors are definitively important for service oriented companies. A purchase department case
by Martinez in 2011 for University of Miami shows a huge improvement – a reduction from 168
hours to 2.27 for service request processing. The last example of this layer’s solution
implementations is an airport security check (Arumugam et al., 2012). Shorter waiting times at the
security control positive impacts the airport’s branding and reputation.
Business layer changes are not so commonly described. There are few examples of success
stories in Lean philosophy implementation. Solutions in this layer are time and budget consuming.
The implementation stage contains training phase, and Customer Value Stream development and
adjustment. Such complex approach has a higher risk and requires a lot of efforts, but outcomes are
much more detailed and notable. Nepal, Prakash Yadav, and Solanki (2011) describe manufacturing
company improvements as a complex case. Starting from a target definition “In 2006, the senior
management of ABC Manufacturing challenged its product development organization to reduce
their time- to-market cycle time by 50% in the next development cycle.” this process chain includes
7 steps: need recognition, design specification, concept development, detail design, testing and
refinement, production, and marketing. For the other target for achievement - “increasing the
number of ideas with high market share and payback potential by driving “big win” innovation and
understanding market needs”, when comparing this to the previous layer the production time is
reduced.
The next relevant case study describes an international Bank, founded in Singapore (Song et
al., 2009). Several processes were restructured, and conceptual, organizational and technical
problems were solved. At the same time headcount reduction with process time improvement was
achieved, along with quality and productivity increase and cost reducing. The additional complexity
of this case is its geographical location - time and cultural differences, languages, and other aspects,
which were taken into consideration. The same article shows another full Lean implementation case
- building services provider based in China, founded in 2002. As a large local company with a high
layer of implementation and various problem solving techniques, the company achieves perfect
results - big impact was realised in resource utilization, supply chain management and costs.
Last two case studies are provided to show failures in Lean implementation. Piercy and Rich
(2009) describe a call centre case, where during a Lean methodology analysis, outsourcing
operations to India was found to be the best solution from a cost point of view. This approach held
several service quality problems, and as a result Customer Value was lower. This went against the
current adopted methodology, thus the project was rejected. Eriksson (2010) observes a project in
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Scania, where during a pilot project cooperation between partners were improved, but really Lean
process wasn’t implemented. This is a temporary situation - project needs more time, more training
and involvement. Both these cases illustrate Lean project implementations that are not deep enough.
In the Table 2 below the summary of case studies analysis is shown.
Table 2
Case studies’ review summary
Industrial context

Business layer

Process layer

Service layer

Strategic contradiction 16, 17 can be disused
here
Conceptual problem
Case 13 to 15 overall
increase 30-40%
Technological
Case 6 to 12 40 – 50%
problem
increase in particular
part
Organizational
Case 1 to 5 – increase
problem
of productivity in
particular process
Source: designed by authors

5. CONCLUSIONS
From originally being a production philosophy of Japanese car manufacturers, Lean is fast
becoming a new panacea to improve productivity, quality, and employee satisfaction in the public
sector, private and non-profit organisations. This methodology promises a lot, but only in a case of
full implementation and acceptance. However, Lean implementation is not a trivial task. It is easy
to slip into a simple technical improvement of one particular business process, without over-arching
business logic to validate it. An organisation’s full potential can only be achieved with a thorough
change to business processes.
This article investigates multi-level taxonomy of the organisation’s layer of Lean changes,
and problem types. The matrix classification of these bi-directional variables offers a scale to
measure implementation. 17 implementation cases from 2009 till 2013 were evaluated as examples
using this matrix. Based on these observations, the following trends can be deducted:
1. Many companies simplify Lean to a separate tool from the full range of methodology. This
approach leads to shallow Lean methodology implementation, and limited future improvement.
2. In the process layer of organisation, challenges incorporate not only technological, but also
organisational. Relevant implementation often includes training and management style change.
The biggest risks in this layer include resistance to change and lack of management support.
3. International and large local organisations show perfect results following full Lean philosophy
adoption and implementation. Starting from the business layer and going through all layers, the
implementation of changes, under each of them to address various problems can yield a balanced
approach for the whole system. This case is time and cost consuming, but the relevant outcome
gives a big strategic advantage.
4. The next step for Lean philosophy is the industrial context change. Currently only auto
industry can be described as Lean-full industry, but this trend is expected to expand into other
sectors. Most attractive for Leanness are service sectors - health, finance and similar.
5. Based on two unsuccessful implementation cases - Industrial context layer, as well as Strategic
contradictions is most challenging field for Lean implementation.
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Abstract
Purpose Risk management is a decisive part of project and corporate management. The first process of risk
management is to frame a risk typology which needs a uniform risk approach and terminology. We assume that
economic actors detect exogenous (external) and endogenous (internal) processes and related risks differently. These
dissimilarities and differences generate heterogeneous risk approach and terminology in construction risk management
literature and in practice, too.
Methodology As a part of a long-run research project, an enquiry on the literature and on the Hungarian construction
industry was made, to identify the differences and dissimilarities between theory and practice and to frame a relevant
risk typology for construction projects. Deep interviews with some of the key actors of the industry and with different
actors of construction projects such as lenders, insurers and investors were made. After sealing of interviews, we also
made an online survey in the Hungarian construction industry in order to assess the way the stakeholders of the industry
think about different risks and how these risks are evaluated.
Findings We could collect information about the risk perception, explanations, the accuracy of risk assessments, risk
management experiences and techniques and tools of different actors and about the relations of construction companies,
identifying different patterns, typologies, practices and learning processes.
Practical implications In this study we present a heterogeneous risk approach and terminology of different actors
based on our research, with an attempt to make a risk typology which is adequate for project risk management processes
in construction risk management.
Keywords: Risk management, project management, construction industry, risk typology, Hungary

1. INTRODUCTION
In this paper relationship patterns and risk-taking strategies of Hungarian firms related to the
construction industry are examined and described. Our main goal was to create a solid empirical
foundation to create a service that can deal with risk analysis and predict the influence of certain
risk types on a project. In order to create the methodology to the inputs to such software we had to
broaden our theoretical research and review the literature on uncertainty, risks and risk probability
(Sasvári-Rauch-Szabó, 2014).
The theories related to the above mentioned three concepts are rather young in Hungarian
literature. In the last decades several researcher and theorist discussed risk exploration and
management and the history of risk theories were also written down. The first practical handbook
dealing with the problem of risk management of enterprises in Hungary was written by Szilveszter
Farkas and József Szabó is an in depth resource of conceptual basis, risk management processes and
risk management tools (Farkas-Szabó, 2005). It is clear that this Hungarian approach fits into a
trend as the last decade has several comprehensive work on risk and risk management but mostly
from the field of practical side of management and project management (Coleman 2011, Crouhy84
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Galai-Mark, 2001, Hopkin, 2012)
As a result of the global economic crisis in 2008 more and more scholars turned his head toward
this field in order to dig up some new information and solution to financial problems. It means that
risk research and risk management methodology is focused only on risks bundled to financial
matters. This field is a well-known part in Hungarian literature but not filled with homogenous
thoughts (Bélyácz, 2011). Péter Medvegyev (2011) explains that most scientific theories are at most
complementary, possibly conflicting, or more or less loosely related with each other, therefore
logical consistency can only be found within one model, a universal model cannot be built.
Medvegyev adopts Knights approach (Knight, 1921) from the several risk and uncertainty concepts.
In this case uncertainty is a case when determinative parameters cannot be explored using statistical
methods, on contrary when statistical methods are useful one must talk about risk.
Erzsébet Kovács's study differs from this idea as her opinion is that risk is a latent concept which
is cannot be measured therefore statistical approaches are useless (Kovács, 2011). We also used
Knight’s theory in our research and tried to conceptualize a complete set of factors related to risks
in constructing. This means that not only the financial risks but all type of risks had to considered
and measured in our research.

2. METHODS
2.1. QUALITATIVE RESEARCH METHOD
As the first method for our research, and also, as the first part of a long-run research project and
to help the development of the later, widely distributed online questionnaire, in order to get more
precise information on the Hungarian construction industry, structured interview was chosen. The
questionnaires contained a general section, studying the basic characteristics of the sample, and a
specific section, focusing on risks and their managements. Our aim was to show the particularities
of the actors’ participations in construction investments. Focusing on the group of contractors, using
interviews as a method for a qualitative research, we were interested in the opinions and reflections
on the other relevant players of industry such as lenders, insurers and investors. The interviewees
were asked to draw their definition of risks and risk management, based on their own experiences.
The questioned groups of risk factors were collected from the previous scientific literature.
The interviews were carried out between May and September in 2013. Most of the interviews
were recorded in July. This part of the survey was completed with a 28 successful interviews. As
shown in the 1. Table, more than the half of these interviews was made with contractors. The other
category covers different experts of the industry, including a market-leading real estate company
dealing with distribution of real estates, having a deeper insight into the processes and trends of the
industry. Where it was possible or there was a position related to the examined topic we made the
interviews with these employees, if such position wasn’t existed we contacted the CEOs.
Table 1
Orientation and size of the interviewed contractors
The average value of work undertaken (thousand Euros)
Segment
Structural architecture
Civil engineering
Both
Total

>30000
8

30000-30000
2
1

8

3

30000-300000
3
1
4

Source: based on the data of construction companies participating in the interview
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Total
10
4
1
15
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The majority of interviewees are seated in Győr and in its agglomeration or in Budapest. On one
hand, it is proven by the fact, that these geographic areas have a relevant construction output. On
the other hand, a significant increase can be observed in Győr-Moson-Sopron County, while as a
contrast, in Budapest and Pest county, high production values are associated with mild downturn,
which was proven as an interesting background process, concerning the answers in the interviews.
We did not want to make a representative sample out of these interviewees as this phase of the
research was undertaken in order to establish a solid scientific ground for the e-survey.
In the interviews, 9 respondents of the 15 contractors were concerned in civil engineering
projects, five businesses represented firms from structural architecture, and one firm is involved in
both segments. Nine companies considered themselves a general contractor. Among them, there
were some that are also prime contractors for large projects. The rest of the respondents belonged to
the group of smaller subcontractors. The value of projects managed in general showed a high
standard deviation at the surveyed contractors, with a spread from 30000 up the multi-million
Euros. The three investors covered actors like market-based investors, municipalities, and financial
institutions, managing high value EU investments.
After sealing of interviews, in order to refine and complement our primary information, we made
an online survey in the Hungarian construction industry which was inspired to assess the way the
stakeholders (investors, property developers, construction firms, financers and insurance
companies) of the construction industry think about different risks, and how these risks are
evaluated by them. With the help of this process, we could collect information about the risk
sensation and risk management tools of different actors. We were also interested in risk
explanations, the accuracy of risk assessments, risk management experiences and techniques, and
the relations of Hungarian construction companies, in order to identify different patterns,
typologies, risk management practices and learning processes.
2.2 QUANTITATIVE RESEARCH METHOD
We sent out e-mails weekly between September and December in 2013 with the calling for
filling out our online questionnaires to the collected 6755 e-mail addresses. These callings were sent
out 7 times. The potential respondents had the opportunity, to unsubscribe from these e-mails.
Before each sending, the e-mail list had to be manually updated (cleaned) according to the
following criteria; remove the unsubscribed ones, remove ones who had filled out the questionnaire
before, delete the e-mails of recipients that we got error messages from.
As a result of the sending of questionnaires, a complete group of the domestic, active, online
reachable construction business had been addressed. In an industry, in which nearly 90,000
businesses are registered, of which there are only 23, where more than 250 people are employed. As
a result of the sendings, with a closing date of December 20 of 2013, 99 fillings occurred.
According to the size of the companies and geographic location of their seats, the fillings developed
as follows; from companies employing more than 250 people, only one replied to the questionnaire.
From the business category with 101-249 employees five, from the category of 10-49 35, from the
category of 0-9 58 filled out the questionnaire (Table 2). These rates are a fairly good
approximation of the structure of the supply-side of the industry, which reminds of phenomena of
the dominant and competing edge companies models.
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Table 2
The number of employees and number of fillings of the questionnaire based on the
geographical location
Number of employees
more than
250

NUTS 2 region

101-249

10-49

0-9

Total

Northern Hungary

0

0

1

2

3

Northern Great Plain

0

0

4

4

8

Southern Great Plain

0

1

5

9

15

Central Hungary (Budapest included)

0

4

10

22

36

Central Transdanubia

0

0

2

5

7

Western Transdanubia

1

0

6

8

15

Southern Transdanubia

0

0

7

8

15

Total

1

5

35

58

99

The majority of the respondents were the members of senior management or the owners of the
businesses, due to the method of the inquiry, and -on the other hand - also to the content of the
sample, small businesses dominated. The number of lower-level managers and employees was
negligible among the respondents (Figure 1).

Figure 1. Function of the respondents at the businesses1

3. FINDINGS
3.1. RISK ASSESSMENT IN THE STAGES OF PLANNING
Among the participant companies, fundamental differences can be found in the number and sorts
of possibilities, appliances and opinion of the importance of risk assessment in the planning stage.
The first fault line can be perceived along the constraints of applications/tenders. For many
respondents, it’s not possible to carry out risk assessments, or they just don’t have the resources,
competence or authority for these activities and tasks. According to their opinions, in several cases,
the unstable regulatory environment is a major obstacle to risk planning. Generally, at companies
where tenders have a highlighted role, the legal side of this type of planning is being promoted
increasingly. The relative weight of the planning and construction phase of the risk assessment and
1

One could choose more than one option, therefore percentages does not sum up to 100%.
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management practices appear somewhat contrary, too. The bottom line of one of the approaches is
that processes, that couldn’t have been assessed - or the company couldn’t insured against to - will
be out of their hand in the later phases. In contrast, according to others’ opinions, opportunities for
carrying out risk assessments in the planning stages are very limited, so they are rather a proactive
practice in the implementation phase.
3.2. THE SIZE OF THE COMPANIES AND RISK TAKING BEHAVIORS
Before the discussion of the participant’s risk taking behaviors, it’s important to emphasize, that
the size of companies and their position in the construction chain can show a strong correlation. In
addition to the required production equipments, major construction firms, typically present in most
parts of the construction chain, also have possession of adequate human resources, networks, and
furthermore, they have had accumulated a significant presence in a wide range of knowledge
capital. They have a significantly greater awareness in the management of risks, particularly in the
case of technical risks. They can professionally and deliberately respond to the risky fields and
explored risks. On the basis of interviews, the employment or assignment of the staff, dealing with
legal issues and problems, can be particularly important, because the co-operation of legal
representatives and / or claim groups can be of key importance for legal proceedings, brought by or
against the company.
Examining the human resources, it can be observed, that the degree of diversification can be
increased by the involvement in other areas in addition to the main operating profile (like special
staff dealing specifically with financial investments). Certain risks - eg. exchange rate risks –
thereby can be reduced substantially. In the content of human resources, larger companies have
more freedom in decision-making – whether we’re talking about a project or the whole company –
so, through the appropriate vehicles, proper formation 2 of these structures can contribute to the
management of risks. In a matrix organization structure, each project leader, from the foundation of
the whole process, can call for assistance from the representative of different specialties,
significantly reducing industry-specific problems and related plan-fact differences.
Regarding the management of risks, there are essentially two possibilities present in the minds of
the interviewees, used side by side. One of these is the pricing of risks, or the enforcement of risks
in their pricing, which results in the payment of the expected value of the damages by the investors.
The other option is to pass these risks to the subcontractors. It should be also noted, that the social
capital of larger companies can be risk-reducing, which can have a positive influence on them in the
different phases, from the selection of partners and the contraction of assignments to the follow-up
stages of the projects.
Typically, smaller companies are only able to perform less complex assignments, that don’t
require specialized knowledge and / or technology. The majority of these companies, in the absence
of specialized knowledge, corresponding assets and human capital, can only work as a necessity or
forced businesses and able to undertake specialized or auxiliary assignments. Obviously, they won’t
occupy general contractor positions in projects. In addition to the less favorable conditions, it’s
more difficult for them to raise external sources and to collect claims or debts, and they have to
fulfill their liabilities on time. In managing liquidity, especially in the absence of major financial
knowledge and contacts, they have hard work to do. In many cases, they are working with outdated
equipments; failures are frequent by these, compromising the timely completion of the tasks. It’s
also not a negligible factor that smaller businesses, in terms of material price have less bargaining
power, due to the lower volume of their purchases and they are less able to pass unfavorable
changes in the prices on their clients. Smaller companies have insurances only on smaller scales and

2

The ability a group of risk management or risk manager to analyze and manage the risks of multiple projects can have
a great importance.
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on fewer scopes, so they are observing and managing their risks instead3.It’s also worth mentioning,
that during the planning processes4, smaller companies typically tend to see their specific, technical
risks, rather than economic risks. One main reason for this is that in terms of human resources,
smaller companies tend to shift considerably towards professionals of directly specific activities and
from this perspective we can often encounter disadvantageous rates. One of the potential results can
be the observance of the purely technical risks, without an adequate perception of the other
economic or indirect risks. In addition to the above, it can be also a significant risk factor for
smaller businesses, whether they expand their organization appropriately, correspondently to their
potential growth as a company. Failing that, they may face the undertaking of a new set of risks.
Typically operating at the end of the production / business chain, smaller enterprises are more
likely to be delayed in the payments or will receive reduced fees. Therefore, their activity is
accompanied by greater financial risk. On the lower levels of the chain, in many cases, delayed, or
no payments are made, in cases when the client does not, or not fully pays to the contractor.
Companies in the higher levels of the chain can plan better, since they are closer to the procurer;
costs incurred at them are more likely to be compensated at the right time and degree. Its
determinative for smaller construction firms, that their number on the market is high, they’re using
the same, or nearly the same production technology, their products are close or perfect substitutes
for each other, and for these reasons, they’re price takers. In most cases, pricing of their risks would
result in non-competitive offers by them. According to the literature, their situation corresponds to
the main characteristics of the distinguished phenomenon of price-taking firms, using the same
technology, and struggling with information asymmetry. In addition to the price-taking behavior,
they are also taking tasks and schedules correspondently. They typically undertake too many
projects, overwork, to ensure a continued realization of revenue, and such phenomena, compared
with the undertaking of an ideal amount of tasks, will result in taking additional risks.
The use of black labor is a common phenomenon by them; it also involves additional risks to the
long-term operation. It’s also not negligible, that contrary to the terms and conditions, it’s usually
required the contractors to do additional tasks, to get their work accept or taken over by the client.
These phenomena can be very harmful for smaller companies in terms of their operation, because
carrying out additional tasks can tie up serious amount of resources that can not be operated for
other ongoing projects.
Risky behavior is not a bad decision, or a result of a series of decisions, it’s a fact for smallersized businesses. Their role in the project can significantly determine the size, amount and nature of
the risks they run. It’s also important, that in a significant portion of cases, they’re not protecting
themselves adequately, even against identified risks. Hindered by the lack of resources, both
directly and indirectly, they aren’t able to take protective measures, services or mechanisms
appropriately. It is also not negligible, that generally businesses can defend themselves against
endogenous risks, concerning the role of the business in the project, are usually less efficient.

3

There are usually financial reasons behind this, but the fact that the companies in question operate without them,
assumes, that they are willing to accept the orders under such conditions. The retention of their treatment does not
necessarily mean risk management, since in many cases the respondents do not know their own subjective and objective
risks either, so in these cases there’re extra risks, which is kind of equal to “gambling” in the world of risk management.
4
The planning activity in this case is defined broadly, including the organization of work processes as well.
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Table 3
Types of risks and their perception by the players of the industry
Type

Inherent criteria

Inherent throughout the interviews

legal

1.
2.

exogenous
1. tight margin in the signing a contract process
articular in case of governmental
2. it is hard to manage failures of investors because
investments where the EU funds have
contractual conditions
an important role
3. significant inelasticity in case of EU projects

political

1.

the instability of political
environment
moral hazards in political
environment

1. there is a connection with legal risks
2. the inconsistency of political decisions

1. the industry became more competitive
2. the unconditional bank guarantee indicate high
financial liquidity risk for constructors
3. weak payment subordinacy
4. reverse VAT makes finance dearer
5. debits chains
6. capacity planning is very hard in unstable
environment
7. financors become more conscious and it jeopardize
the positions of constructors
1. the general contractor-subcontractor
2. relationships are not always ideal
3. potential risks in the selection of the sub-contractor
and consortium partners are significant
4. the supplier's capabilities can falter
5. in case of a lot of participants, there’s a lack of
proper coordination

2.
financial

1.
2.
3.
4.
5.

the characterization is very alterable
the most frequent attributes:
growing role of own funds
unconditional bank guarantee
censorious and post financing EU
projects

communicationcooperation

1.

significant in construction phase

technical
(engineering)

1.

the actual design phase is typically
shorter and stretched

technical
(construction) risks

1.
2.

Technical-economic
(human) risks

1.

heterogeneous,
1. material supply disruptions
can be refined along the sub2. premature secession of contractors from the
processes of the construction process
construction processes
3. premature secession from the process of the
consortium
fundamentally affected by the market 1. the assessment of own resources, or expertise are
environment
not always appropriate,
deficiencies can be observed in the of specialist
training from construction workmen to the
engineering project manager
2. in many cases, there is no human resources for risk
management, mainly due to financial constraints

Deadlines

1.

primarily resulting from the nature of 1. tendering can stretch long time, which takes away
the industry
time from the detailed design and construction
phase
2. not meeting the deadlines is considered to be an
almost certain event

Weather, vis maior
risks

1.

difficult to assess and manage

1. quality of the plans becoming weaker
2. the lack of risk assessment, is a risk itself even in
the design/planning stages
3. old, large design offices eliminated

1. difficult to handle deadline amendments due to
weather conditions
2. difficult to predict at certain activities, there’s no
previous experience, everything is determined by
the physical environment (especially in civil
engineering)
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Based on the categories of risk-taking and gambling behaviors, we can get to the conclusion, that
company size and the place and role in the subcontractor chain can fundamentally determine the
belonging of the actors to the categories above. Larger companies with more market power and
freedom of choice, which can be partially derived from the former, and to some extent, they are
more able to enforce the expected damage in their prices. Smaller companies, as a result of their
lower lobbying capacity and sweeps and the existence of limitations in the recognition of their risks,
they are less able to put across the expected value of the damage suffered, which can have a
significant effect on their operation in the long run.
As a matter of fact both the interviews and the survey results underlined the fact the even though
each stakeholder told us that there is an immanent risk in the industry their whole attitude toward
risk and risk taking represent a low-key attitude. As it can be seen on Figure 2 90% of the answers
represent this attitude but more than half of the answers are related to a risk-taker attitude and only
one third of the answers are related to risk avoidance. Only 10 percent of the answers are related to
extremities, where the risk avoidance has a much bigger share.

Figure 2. The companies attitudes toward risk-taking (%) N=99
3.3. RISK MANAGEMENT PROCESSES IN THE CONSTRUCTION INDUSTRY
Interestingly, even large construction firms have no separate risk management organization or
organizational unit. Duties of the person managing projects includes the exploration, assessment,
analysis of risks and the launch of necessary risk mitigation measures, and in many cases, the
management of these, too. Risk management is usually a part of project management, taking place
parallel with the time and cost planning of the projects. At players, working in a matrix
organization, the project manager will organize a support team, consists of specialists from different
functional areas and will conduct, monitor the project and manage the risks with their help. The
project manager is a person who is absolutely concerned in the successfully accomplishment of the
project because that is the key factor of the next mandate (Banaitiene and Banaitis; 2012; Zhi, 1995;
Jannadi – Almishari, 2003; Kangari, 1988; and Zou – Zhang – Wang, 1985).
By well-operating, dominant players of the industry, project managers are supported by the top
management and the shareholders, particularly in the introduction and implementation of risk
mitigation measures. It can be also observed, that even the really big players have no regulated Risk
Management System (RMS), a separate organization, or organizational unit operating these system.
Risk management, operating as a part of the controlling and / or the project management processes
is not insulated. It is typically treated as a drag and a necessary part of the administrative tasks.
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Some interviewees even do not believe that a staff or organization, not being the merits of the
certain project, could do anything to risk management. Investor-contractor battles, related to
additional works, emerging in the after-care phases, the increase of bank guarantee requirements
and unconditional bank guarantee institution and their drawdown, brought to life claim groups at
large enterprises, consisting of qualified legal professionals, managing subsequent claims. Claims
are important subdivisions of risk management, in several cases identified by the respondents
simply as risk management. Activities related to the management of risks will be held together by
the management. In the case of small, competitive edge companies, where economic activities are
mainly limited to accounting, without controlled process systems, employees or departments who
deal with the management of risks. Issues and phenomena related to the topic would converge at
owner and or managing director, who would make ex post decisions, based on his or her experience
and social capital.

4. THE DEVELOPMENT OF RISK MANAGEMENT
Some of the surveyed and interviewed, big companies, the developers believe that processes,
tasks, currently operated and the applied principles at them are not entirely satisfactory, they should
be improved, although they’re not too bad. The biggest problem is believed to be the project
manager, left to his own resources, unbacked, forced to make his own, individual decisions. In the
past and today, there have been continuous efforts and pulses in this direction, especially by the
owners. The interests of the management may differ, they would withhold when something goes
wrong because they’re afraid of loosing their jobs. According to the expressed opinions, the area
should be developed. The result of these developments should be a simple, digestible methodology
that sums up, provides guidance and can be taught and introduced easily. Training courses, related
to the deployment, as well as the development of software, suitable for quantified information have
a major role. It’s s essential for the management to require a consistent implementation and
application of the processes and tasks. According to key opinions, searching for exogenous
solution, the education of these above should start at schools; an emphasis should be placed on
strengthening the economic approach in the architect and civil engineer training.
The longing participants believe that the settlement of legal and economic regulators of the
sector would bring to a solution, with normal prices, transparent and predictable regulatory
environment and control. As a result of these, everyone could deal with the profession. As a longing
and exogenous, but as a less passive solution, or as a part of, professional forums for sharing
experiences and institutionalized solutions for these were also present among the answers. Smaller
actors don’t plan to undertake developments because according to them, these would be beyond
their means. The pressure of survival enhances the weight of short-term planning; these actors,
adopting follower strategies, applying asymmetric information and exposed to the strong adaptation
of constraints, are encouraged to look out for solutions, coming from outside. Small firms hope that
the solution will be embodied in the improvement of external conditions.

5. DISCUSSION
In our study, we have tried to show which group of risks can be interpreted and measured in the
world of construction projects. We found that the company's size and position in the supply chain
significantly determine the perception and practice of risk taking. Most companies take risks,
because it's an inherent part, the industry itself is based on risk. While smaller companies
emphasize financial and legal background when talking about risks large firms are also mention the
human and human relation and organizational factor. Small companies risk management is based on
minimizing external effects while large companies try to avoid the mistakes and risks of internal
factors. The Hungarian construction elements outlined in the international trends blend into national
difference could be made to the specific Hungarian legal situation as unique background factors.
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Abstract
Recently, the studies of the problems and opportunities of sustainable development have become increasingly
important. In the face of increasing competition the ability to develop long-term strategic decisions gives companies the
competitive edge. Sustainable development allows to "meet the needs of the present without compromising the ability
of future generations to meet their needs" (Brundtland Commission, 1987).
This particular research is devoted to the study of the environmental issues of sustainable development focusing on
the companies that operate in the Freeport of Riga. The paper is based on the results obtained during an applied research
project conducted as part of Erasmus Intensive Programme “ ECO-sup-Port: Sustainable Business for SME’s in
European Harbours”. The study can be considered as an intermediate stage of ECO-sup-Port project and it offers the
analysis of the sustainability problems faced by the companies in the port sector.
The research problem can be formulated as follows: port-related companies do not have or do not fully implement
their sustainable development strategies. Therefore the overall objective has been set to investigate the problems of
sustainability of the Latvian organisations, which activities are related to the Freeport of Riga. The paper identifies the
following three research questions:
1.What is the level of knowledge about sustainability and ways of achieving it among port-related organisations?
2.Are the initiatives about air pollution, waste management, and energy efficiency viewed by the companies as
drivers or barriers to business development?
3.What do organisations expect from Higher Education Institutions (HEIs) with regard to sustainable development?
The main conclusions of the study state that the companies have no clear understanding of the concept of
sustainable development and ways of achieving it. The main objectives of the companies are focused on economic
development and pursuit of short-term goals, while environmental problems are not considered as high-priorities. The
companies have different perceptions of the importance of the European environmental initiatives. HEIs are expected to
provide qualified experts capable of working in specific company-related fields as well as to supply information about
doing business in the international environment.
Keywords: sustainable business, environmental sustainability, Latvia, port-related companies

1. INTRODUCTION
Until the mid-twentieth century the economic development could be characterised by rapid
depletion of non-renewable natural resources and use of reproducible resources (soil, forests, etc.)
at the rate that exceeds the possibility of recovery. Organisations were involved only in goods
production and service provision, not taking into account the environmental and social aspects,
which could negatively affect the interests of future generations. Today natural resources continue
to deplete, but governments, organisations, and the society have been trying to minimise and avoid
the negative effect through application of sustainable development practices.
Various international organisations and groups have been addressing the issue of sustainable
development in certain regions or even worldwide. The legislation in many countries has been
changed to promote sustainable development of companies. However, while governments and
international organisations see the urge of switching from the traditional economic development
toward sustainable, businesses (especially the local ones) often see no point in adopting these new
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policies, as the latter incur high costs in the short-run. But, if the company is involved in sustainable
development, it works towards long-term goals, which can comply with the company’s core
activities and strengths, motivate employees and bring benefits to other stakeholders.
According to Human Development Report Office (2013), Latvia ranks as having a very high
human development index. However, in 2012 it was ranked 44th among all the countries. Most
European countries had higher positions – Latvia was ranked 30th in Europe and 25th in the
European Union. Latvia holds 74th position in the world with GDP per capita of 15,900 US$ in
2011 (Index Mundi, 2013), while the average in the European Union was 34,500US$ for the same
year. These facts as well as various other indicators show a lag of Latvia’s overall development
compared to Europe. Due to the above stated facts it can be assumed that many companies in Latvia
lack the knowledge about business sustainability or possibilities to achieve it (resources, legal
allowances, etc.). As Latvia is perceived as a transit country, port-related businesses play an
important role in the country’s development and, therefore, the issues on sustainable development
are extremely important for both the port sector and the whole economy of Latvia.
The Port of Riga plays and important part in the Pan European transport corridor and EuropeanAsian transport corridor networks. The Port is continuously developing. In 2012 the cargo turnover
at the port reached 36.05 million tons and it has been growing on average by 8 % per year since the
middle of the 90-ies. The mission statement of the Freeport of Riga Authority states that it is
essential to “develop a sustainability framework to ensure environmental and social issues are fully
integrated in our business”. In order to become one of the environmental friendliest (and thus
sustainable) ports in the North-Eastern region of the Baltic Sea, Riga Seaport developed its
environmental policy (ROP, 2009), which covers the following aspects:
• Improving service technologies and lowering the resource consumption;
• Ensuring compliance with environment protection regulations and requirements;
• Introducing environment friendly raw materials to the companies operating in the port;
• Reducing and preventing pollution;
• Increasing awareness of society and other stakeholders on environment policies, aims, tasks
and
achievements.
The Port of Riga had been developing and following the Port Development Programme in 19962010. Today the Freeport of Riga has prepared its new development programme for the period of
2009-2018. The programme includes strategic objectives in various areas, such as general
management, tariff policy and financial management, development of the port’s access
infrastructure, development of the port terminals, navigation safety, security in the port,
environmental protection, reputation as a socially responsible entity, and marketing strategy
(Freeport of Riga Development Programme 2009 - 2018, 2009).
Assistance in environmental protection and sustainable development activities is provided not
only by the Freeport of Riga or the Latvian government. As stated by the Baltic Course (2011), the
Swiss government is providing financial support to Latvia in different environmental projects,
including the liquidation of environmental pollution effects in Sarkandaugava. Until 2017 it is
planned to detect oil residues’ exact locations (as during the last decades it was absorbed by the
soil), eliminate pollution, and provide sanitation works in port terminals and nearby routes. Thus,
the Port of Riga is not the only party that contributes to the development of the port sector,
environmental, social and economic development in the country. The companies operating in the
port or having port-related business also affect the overall development of the port, as well as whole
economic situation in Latvia.

2. LITERATURE REVIEW
In the 6th Environmental Action Programme (European Commission, 2002) four environmental
areas that require immediate improvement were identified: climate change, environment and health
and quality of life, natural resources and waste, as well as nature and biodiversity.
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The action guidelines were also included in the 6th Programme, i.e.:
• Necessity to create a common legislative baseline for all EU Member States, ensuring
effective implementation of environmental laws and actions;
• Decision to deal with environmental problems at their source;
• No specific instructions on the choice of instruments to deal with environmental problems:
all types of instruments need to be considered and the most efficient and effective has to be used;
• All involved parties (businesses, NGOs, citizens, etc.) should be stimulated to participate in
dealing with environmental problems through improvement of information flow and
communication between parties (joint forces).
Harris (2003) states that “an environmentally sustainable system must maintain a stable
resource base, avoiding over-exploitation of renewable resource systems or environmental sink
functions, and depleting non-renewable resources only to the extent that investment is made in
adequate substitutes. This includes maintenance of biodiversity, atmospheric stability, and other
ecosystem functions not ordinarily classed as economic resources.” The European Parliament and
Council adopted a directive (2004) that established a system of environmental responsibility to
prevent and remove cross-border pollution. Following the principle “polluter pays”, a company,
whose activity has caused or may cause damage to the environment, is responsible for the faultbased damage to the environment, protected species or natural habitats and has to remedy the
environmental damage. “Remediation has to consist in the remediation of the damaged natural
resources (nature, water, soil) to or towards the "baseline condition" (restoration in kind or - if not
or not completely possible - by recreation of similar resources)” (European Commission’s
Directive, 2004). Vanderbeeok (2006) in his study of Port of Long Beach states that port
contribution to environmental sustainability is detrimental while it should be positive in the perfect
way. Since 2006 it has been working with the Port of Los Angeles (the biggest port in USA) in
order to reduce emissions and other environmental impacts through exchange of knowledge on
environmental issues and adaptation of the latest „green technologies”.
According to Sinitsyna (2012), the social aspect of sustainability is “aimed at maintaining the
stability of the existing social and cultural systems and the reduction of destructive conflicts
between people”. An important part of social sustainability is the fair distribution of resources and
opportunities among all members of the human society, the preservation of cultural capital and
diversity. Hodgson (2008) asserts that “socially sustainable communities are equitable, diverse,
connected and democratic, and provide good quality of life”. The social sector is highly regulated in
Europe. The first traces of regulations on the social aspect can be found in the Maastricht Treaty
(1992) and the Treaty of Amsterdam (1999). The regulations (combined into a labour law) affected
the health and safety of workers, communications, workers’ rights and working conditions. “Today,
labour law also has a key role in ensuring that a high level of employment and sustained economic
growth is accompanied by continuous improvement of the living and working conditions
throughout the European Union” (European Commission – Labour Law, 2013). Large organisations
go beyond simply following the directives and engage themselves into societal development. For
example, Bayer invests heavily in the areas of science and education, health, social needs and
community projects. From 2012, the company concentrates its commitment on three fields of
action: health and social needs, education and research, and sports and culture (Bayer, 2013).
Cleveland (2010) states that the goal of economic sustainability is “supporting ways for people
to create wealth without harming natural systems or human beings”. Economic development
focuses on wealth generation, business attraction, development, and retention. Economic
sustainability has strong connection with innovation processes. Tactical (short-term) and strategic
(long-term) sustainability is dependent on the size of the innovation activity. Tuktarova (2008)
thinks that tactical sustainability decreases with an increase in innovative activity, as the allocation
of resources to innovative actions (i.e., actions with results available only in future) significantly
reduces the level of economic development in the present. Strategic sustainability decreases when
innovative activity is low, because reduction of the level of innovation from a certain average level
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in the field of activity inevitably leads to lagging behind the competitors in one or more aspects of
the business. In order to have sustainable economic development, the company’s tasks and
strategies must be “located in a zone of optimal sustainability”, taking into consideration both
tactical and strategic sustainability.
Darnton (2006) has identified 9 key barriers and 8 drivers of change that has to be considered
during the development of an action plan for the sustainable development:
BARRIERS TO CHANGE
Willingness to act – companies might just refuse
or not be willing to act sustainably;
Low-level behaviours – companies might not be
aware of the actions undertaken;
Norms and habits – it is difficult to switch from
usual practices towards others, more sustainable;
Convenience –companies tend to reply that
previous behaviour choice was more convenient;
Cost – usual barrier for most of the sustainable
options;
Psychological effects – apathy, fear and other
feelings that influence the decision;
Agency – people/companies do not believe that
their behaviour can make a difference and bring
the change;
The terminology of 'sustainable development' –
majority of people lack clear understanding of
“sustainable development” and sustainable
initiatives;
Relative sustainability – behaviours of the
companies are not being single, they are grouped
into the clusters, which hinder the innovation in
sustainability.

DRIVERS OF CHANGE
Norms and habits – habits usually are depicted as barriers;
however, norms are usually viewed as drivers;
Key influencers – role models, benchmarks and key influencers
motivate organisations to behave in a certain way (adopt
sustainability practices) in the community;
Groups – trusted groups, as voluntary organisations, play a key
role in supporting the change of “business-behaviour” towards
more sustainable. Additionally, different sectors/groups of
society should be treated differently (targeted approach) to
motivate them to change their behaviour;
Infrastructure –physical provision should be developed
accordingly ;
Saving money – cost and quality are usually the main criteria for
people in decision making;
Financial instruments – tax reductions or other financial actions
can motivate businesses/people to change their behaviour
towards more sustainable;
Information – information flow should be targeted, precise and
combined with other measures in order to motivate companies
change their behaviour;
The role of government – despite people thoughts that
governments pursue only economic interests, the government
actions can influence businesses and society a lot.

Scott (2013) in his book „The sustainable business. A practitioner’s guide to achieving longterm profitability and competitiveness” identifies ten trends that impact businesses and shift them
towards more sustainable business development:
• Volatile energy prices: As stated in BP’s Statistical Review of World Energy 2012, 87% of
energy use comes from fossil fuels and oil prices are not stable and increasing due to the
growing demand (40% increase in the price per barrel in 2011compared to 2010). Companies
install more efficient equipment and machines to fight against higher fuel costs, invest in more
sustainable energy sources (solar, wind, etc.), force employees to use energy more efficiently
(such as policies on saving electricity).
• Growth in raw material prices: Due to the same reasons or oil prices, raw material prices
are only growing. Scott (2013) offers a solution of „extended product life” in order to reduce
costs on raw materials and reuse waste. Popular in Europe, the extended product life directs to
recycle and reuse plastic bottles.
• Increment in waste and disposal costs. As mentioned in Scott’s previous work (2009), on
average a person generates 2 kilos of waste per day (and this number is growing). Waste that is
not recycled is a loss to the business, furthermore, the company has to pay for disposing it. The
bigger the business, the greater are the waste and disposal costs. Even insignificant reduction of
the package size may save a large company millions in disposal costs.
• Changes in waste legislation: The European Energy Commissioner Oettinger (2012)
explains that the EU’s ban on old-style light bulbs of 100W or higher allows consumers and
companies to save money (by switching to a better energy-saving type) and lower negative
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environmental impacts. Through Directives 2002/96/EC and 2002/95/EC the European Union is
taking measures against generation of waste and is promoting reuse, recycling and other types
of recovery. The goal is to reduce the amount of waste, improve environmental performance of
businesses and protect human health (by restricting the use of hazardous substances). There are
many other acts and directives that mitigate waste issues.
• Enforcement of environmental laws: Scott (2009) mentions the US Securities and
Exchange Commission (SEC) that „forces companies to reveal their actions they are taking to
prepare for a climate change”. According to SEC, investors should be able to avoid investing in
companies that ignore rising costs of waste and changing environment. „Most environmental
laws are made with the intention of strengthening in the future. Regulations are tightening to
such a degree that crimes against the environment committed by negligent company directors
can now result in heavier fines (of over $1million) and jail time up to 10 years” (Scott, 2009).
• Changing consumer demands and expectations: Kanal (2009) provides an example of
customers’ reaction to sustainability initiatives – in 2007 a major telecom manufacturer received
50 (out of 400) requests for proposals, asking for information about sustainability issues and
developments in the company. In 2008 the number of similar requests for proposals reached
125, while in 2009 it exceeded 200. „Many customers care whom they buy from, whether they
are consumers or multi-billion-dollar corporations” (Kanal, 2009).
• Competitive advantage: Many companies are now placing sustainable development high in
their priorities as no commitment to low-cost sustainable operations might lead to being unable
to compete with other „greener” businesses.
• Transparency of business: Winston (2009) says that transparency may come in two ways:
voluntary (when information is provided by the company to the public), or involuntary
(information is spread by dissatisfied customers or regulatory bodies). The company should just
decide whether it wants to act proactively (not letting the problems/discontent appear) or
reactively (addressing the issues after they happen).
• Acquisition, motivation, and retention of keen employees: „In the competition for the
best business-school graduates and other high-flyers, especially once the economy starts to
recover, companies that show that they were not mere fair-weather friends of sustainability will
be at an advantage” (The Economist, 2008). Being sustainable motivates the employees and
attracts new workforce.
• Costs of procrastination: The later company’s management decides to deal with
sustainability issues, the more damage is done to the business. According to United States
Environmental Protection Agency (EPA), not only chemical contaminants from indoor/outdoor
sources and biological contaminants, but even inadequate ventilation can cause „the sick
building syndrome”, when people in the building experience health and comfort problems due
to the time spent in the building, while no specific illness/cause can be identified. This decreases
productivity of employees and thus damages the company’s productivity and profit. The more
unsustainable business companies have, the more radical actions they will have to take in the
future in order to cut costs and develop sustainably.

3. RESEARCH
According to Sekaran (2003), at least two types of variables have to be identified and discussed:
the dependent independent variables. The aim of the research is to analyse how the dependent
variable can be affected by independent variables. The dependent variable is formulated as the
sustainability of a business. Independent variables are the factors that affect the value of the
dependent variable. Independent variables (see Figure 1) for this research were identified from the
preliminary literature survey. All independent variables are classified into three groups –economic,
social, and environmental aspects of the sustainable development.
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Figure 1. The link between dependent and independent variables
Due to the extent and limitations of the research, the number of independent variables analysed
in this paper is reduced to three independent variables, classified as the environmental aspect of
sustainable development: air pollution, waste management, and energy consumption (see Figure 2).
The selected variables are considered as the most significant variables from the „environmental
aspect” group. Knowledge/skills and legislation are classified as “social aspect” variables (see
Figure 1); however, they are associated with all independent variables and affect sustainable
development from different perspectives. The company needs to have the knowledge about all
social, environmental and economic aspects in order to understand the problems and find solutions
to remedy the issues. Legislation is also interrelated with all aspects of impact on the sustainable
development of organisations – laws govern environmental and social issues, as well as control the
economic situation and development.
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Figure 2. Relationship between dependent and independent variables

4. GENERAL INFORMATION ABOUT THE PROJECT
A three-year Erasmus Intensive Programme (IP) “ECO Port: Sustainable Business for SME’s in
European Harbours” (ECO-sup-PORT, grant agreement reference No: CF8017 - ERA/IP/11/28)
was created and is supervised by Rotterdam Business School (the Netherlands). Six higher
education institutions (HEIs) from five different countries across Europe are the main project
participants. Generally, all these HEIs specialise in providing education in business administration,
economics, logistics, and international business. The aim of the project is to discover the sustainable
development issues of companies working with/in the port and find out how HEIs can help portrelated small and medium enterprises (SMEs) to foster sustainable development. Therefore, the
main research problem can be formulated as follows – how can HEIs help companies develop
sustainably?
The project implementation planned in 2012-2014, is divided into three phases. The first phase
was completed in 2012 – international student teams from five European universities developed the
research methodology and questionnaires to assess the sustainability level of port-related
organisations in specific countries (where the HEIs are located) and determine how HEIs can help
companies develop sustainably. In 2013 the second phase of the research was completed by student
teams from six European universities. The Latvian research team approached 60 companies that had
business connected with Riga or Ventspils ports. 25 companies agreed to participate in the research.
During the research the respondents were divided into three groups: stevedore SMEs (Group 1),
SMEs not involved in stevedoring (Group 2), and companies that could not be classified as SMEs
(Group 3). Such a wide range of organisations was chosen in order to meet the project requirements
(at least 10 companies for one specific sector), and it became possible to find 10 or more
companies-respondents for the main sector (stevedore companies) only near the end of data
collection period. On the other hand, participation of organisations from various sectors gave the
possibility to conduct a higher calibre study and assess the overall situation with the port-related
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companies in Riga and Ventspils ports. After conducting the interviews with the management of
selected companies and analysing the situation in the chosen ports, student teams met in Finland
and held a two-week working session at Haaga-Helia University of Applied Sciences (Helsinki,
Finland). The third phase of the research is planned to be conducted in 2014, when student teams
will work on the implementation of the tools.

5. INTERPRETATION OF THE RESULTS
Few stevedore companies mentioned that sustainability initiatives are limited to following the
rules (meeting health standards, complying with laws), some companies only mentioned expansion
of their business (acquisitions of new equipment, development of infrastructure), which can be
viewed as economic development, but not necessary sustainable (the economic aspects are only one
part of sustainable development). While it was mentioned that companies have taken sustainability
initiatives (running projects on sustainable development, reducing expenses, implementing costsaving policies, improving IT), only few initiatives were indicated (100% manufacturing waste reusage/recycle, adoption of a special snow technology to prevent dust dispersion, planting forests by
one timber industry company). At the same time all stevedore companies realised that sustainability
initiatives lead to success in the port area: for the companies (reduction of energy costs leads to
company’s welfare), for the port (increased level of activity), and for the nature (less
pollution/waste and lower resource consumption). Suppliers of the respondents from Group 1 do
not ask for more than it is required by government/regulatory bodies – the suppliers are only
interested to know if the company has certain certificates and if the work processes are transparent
enough. Customers are more willing to know about environmental protection policies and actions of
companies-respondents, especially when these are long-term business projects/contracts.
Several companies in Group 2 identified staff training and career guidance as sustainability
initiatives taken by the company. Adoption of policies on air pollution, recycling, and environment
protection were among popular answers to the question about implemented initiatives, as well as
development of CSR activities (did not specify which ones). Only one organisation described
specific initiatives implemented by the company (adoption of the closed cycle of production and
usage of water cleaning equipment that allows re-using the water later). Only one third of Group 2
companies admitted that they see some business value from sustainability initiatives, one company
mentioned that initiatives can generate business value only if large enterprises adopt initiatives on
sustainability and promote them to SMEs. Two other companies stated that sustainability initiatives
are mostly for creating better image to stakeholders and thus increasing investments/income. Few
respondents from Group 2 admitted that their suppliers show interest in some of the environmental
issues, particularly in the availability of labour with the required skills, working conditions and
long-term contact establishment. Other companies either claimed that no interest is shown by
suppliers or hesitated to give an answer. Clients of the majority of companies-respondents showed
interest in sustainability issues, such as availability of skilled professionals in the market and
compliance with legislation. Some of the respondents were uncertain if their clients show interest or
replied negatively.
Large companies from Group 3 have taken various sustainability initiatives in-house:
replacement of equipment with less resource consuming, decreasing the pollution and the level of
CO2, investments in sustainability projects, use of wind energy and other alternative energy
sources. While one company in Group 3 believed that the impact of sustainability initiatives is very
low, other respondents saw opportunities to minimise financial, technical, and personal risks,
improve the economic situation in the country and increase the country’s overall competitiveness.
Most of the suppliers for large organisations show overall interest in sustainability issues, like
company’s long-term productivity. Customers showed only general interest in sustainability issues.
Initiatives on air pollution were not perceived equally by all companies – despite all companies
claiming that air quality is important or even very important priority, some companies identified
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priorities as barriers for doing business, while others recognised them as drivers (if the company is
able to stay ahead of its competitors).
Unexpectedly, large companies did not perceive general waste and port waste priorities as
important ones, but SMEs mentioned crucial importance of the priority, while the theme
“recycling” was not perceived important for the business. Several companies did not even request
any knowledge on recycling, while valuing “general waste and port waste” as an important priority.
All companies think that energy consumption priorities are very important. Stevedore
companies perceive it as a barrier (or driver-barrier), large companies – as a driver, while nonstevedore companies are divided into two groups, thinking of priority as a driver and as a barrier.
However, only few companies (members of the stevedore group) identified “focus on
renewable/sustainable energy production” as an important aspect for the business. It was also
noticed that when non-stevedore and large organisations think that priorities on energy are
important for the business, they require much knowledge on energy aspects from their employees.
Such tendency was not observed among stevedore companies.
Analysing information obtained during the research on the level of knowledge about
sustainability and ways of achieving it among port-related organisations, it was found out that
companies do not fully understand what sustainability is and what actions can lead to sustainable
business development. Companies pursue economic growth opportunities, putting minimum efforts
to maintain a positive image in the society, while environmental issues are not considered as
priorities to businesses. Non-stevedore SMEs and large companies identified lack of knowledge as
one of biggest non-environmental barriers to generating more business opportunities related to the
port. Employee’s ability to contribute to sustainable development in a company was not ranked as a
very important skill by the majority of respondents. Employees were not requested to have
extensive knowledge in the areas that might lead to sustainable development through environmental
or social aspects, only in the areas related to economic development and coping with laws and
regulations. Companies gave preference to the problem-solving skill, rather than the ability to plan.
It can be assumed that companies prefer reactive actions when dealing with the problems, rather
than proactive. Most SMEs associate with sustainability initiatives only following the rules, while
large companies “go an extra mile”, having projects that will benefit the company in the long-run.
Non-stevedore companies did not even see the benefits that could be gained if their business were
developing sustainably.
From Higher Education Institutions companies want the provision of specialists in various areas
(specific technologies, logistics, law, finance, engineering, communication) and the knowledge in
the following fields: general management (human resources management and motivation, planning,
networking and negotiation skills), strategic management (business diversification and development
through innovations), operations management (efficiency and effectiveness issues, supply chain
management), marketing (market analysis, public relations and customer attraction, product launch
and development), international relations (cross-cultural business communication and establishment
of international networks), as well as various professional skills (technical knowledge, knowledge
of languages, knowledge for specific professions, like chemists, engineers, logistics specialists,
legal professionals, and the ability to raise finance).

6. CONCLUSIONS
Air pollution, waste management, and energy efficiency priorities are generally considered
important; however these are labelled as both barriers and drivers to business development by
different organisations. The lack of information about the benefits of sustainable development does
not encourage the management of the companies to promote sustainability ideas among employees.
Not all companies require their employees to have in-depth understanding and knowledge of the
environmental aspects. The surveyed companies prefer to pursue short-term goals that lead to
economic growth and their actions are mostly reactive rather than proactive to sustainable
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development business initiatives.
Organisations can raise knowledge on sustainable development though participation in projects
like ECO-sup-Port or through cooperation with Higher Education Institutions and advisory
agencies. From Higher Education Institutions organisations mostly need the provision of specialists
in various areas: specific technologies, business administration, economics, finance, and
international business. In order to satisfy companies’ needs and develop the country’s economy,
Higher Education Institutions should cooperate more closely with port-related companies and
provide internships within those companies. The port should develop sustainability initiatives,
support compliance with them and inform companies on possibilities of sustainable development.
Besides helping specific companies, such types of research projects can positively affect the
economic growth of the whole country and provide useful insights for both port-related and nonport-related businesses around the world.
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Abstract
The matter of bank capital adequacy evaluation is of great importance, and ensuring the relationship between risk
and capital is one of the main conditions of financial stability of banks. Financial stability of the banking system is
provided for at international level by means of Basel Committee rules. Due to introduction of new regulatory capital
requirements banks are required to pay great attention to capital adequacy, analysis of its sources, structure and consider
possibilities to ensure their compliance with the new Basel III rules until the set deadline.
The aim of the study is to evaluate capital adequacy in Latvian commercial banks, reveal existing problems, related
with evaluating of bank capital adequacy and to develop suggestions on improving bank capital adequacy according to
the effective and the planned Basel Committee requirements.
Methodological, analytical materials and publications of the Bank of Latvia, the Financial and Capital Market
Commission and the European Parliament, and Basel Committee on Banking Supervision regulatory documents on
commercial banks' capital adequacy evaluation were used in the research process. Publications in periodicals, statistical
information of the Association of Commercial Banks of Latvia, the Republic of Latvia Credit Institutions Law and
regulations of the Financial and Capital Market Commission were taken into consideration. The capital analysis of
Latvian commercial banks was performed mainly based on financial information of banks: annual financial reports,
balance sheet and notes to it, bank's capital flow and capital adequacy reports, capital adequacy and risk management
methods, official audit reports on financial standing of commercial banks available with annual reports of banks.
Analytical and business publications, opinions of specialised agencies (Moody’s Analytics, PricewaterhouseCoopers)
and financial publications in mass media - were used as well.
Key words: Capital adequacy, Risk-weight assets, Credit risk, Market risk, Operational risk, Capital buffer, Tier 1
capital, Total capital.

1. THEORETICAL ASPECTS OF BANK CAPITAL ADEQUACY
EVALUATION
A bank's capital is a mandatory and integral part of its financial resources, and its development
in the form of core capital is a required step even before establishing a commercial bank
(S.Saksonova, 2006).
The capital also serves as an indicator of the bank's credit solvency, since the total amount
of its assets may not exceed a certain capital adequacy limit, which means that the maximum
amount of the bank's assets depends on the size of its capital. The size of capital greatly determines
the bank's competitiveness (H.Greuning and S.Brajovic Bratanovic 2009).
Foreign economics professor O.Lavrushin (О.Лаврушин 2009) and economist O.Sviridov
(О.Свиридов 2010), believe that capital adequacy ratio reflects an overall evaluation of a bank's
financial stability, and exposure of a commercial bank to possible risks. So in this case capital
adequacy is based on stipulation that a bank's capital must correspond to the amount of assets of the
commercial bank considering balance sheet assets' degree of risk as well.
Several economists have examined the concept of capital adequacy, including Russian scientists
M.Vahrameyeva (М.Вахрамеева) and V.Salin (В.Салин) (2002). In their scientific articles they
express the opinion that capital adequacy ratio reflects a bank's own funds net share in liabilities.
Thus according to them a bank's capital performs diverse and important functions aimed at ensuring
a commercial bank's viability on the financial market.
O.Sviridov (О.Свиридов) (2010) maintains that a commercial bank needs sufficient capital to
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provide adequate cover for risks assumed in due course of its business.
Russian economist A.Kopitova (А.Копытова, 2009) interprets capital adequacy as a factor
reflecting a bank's overall stability and connects the concept to potential risks of a bank, with a
comment that the greater the specific weight of risk-generating assets on a bank's balance sheet, the
greater the bank's capital should be.
The American scientist D.Chorafas (2004), in his turn, believes that the main function of a
commercial bank's capital is generation of bank's income and profit respectively, and provide for a
possibility to cover unexpected operating losses of a commercial bank.
American scientists H.Schooner and M. Taylor (2009) in their book „Global Bank Regulation:
Principles and Policies” offer an identical definition, but in addition to that they stress the
possibility to use capital of a commercial bank to cover possible losses caused by credit risk.
American economists H.Greuning and S.Brajovic Bratanovic (2009) hold a view that capital
adequacy level must be consistent with the risk level of the bank's operations.
Latvian economist M.Kudinska (2005) and American economists H.Greuning and
S.Brajovic Bratanovic (2009) holds a view that capital adequacy reflects resources of a bank's
capital required as protection against credit risk and similar risks related to a bank's assets' portfolio
and off-balance sheet items.
In the Financial and Capital Market Commission's regulations capital adequacy is defined as the
amount of provisions to cover a bank's operating losses. (FCMC, 2014).
Table 1 shows, which regulated and unregulated risks inherent to a bank's activities must be
taken into consideration in capital adequacy evaluation by a bank.
A bank's capital structure consists of Tier 1, Tier 2 and in special cases Tier 3 capital
components, from which the calculated capital reduction items are deducted.
Table 1
Legal regulation of risks of commercial banks (FCMC, 2014)
Risks, for which minimum regulatory
Risks, for which no minimum regulatory
capital requirements are established
capital requirements are established
Credit risk
Market risk
Operational risk

Interest rate risk
Liquidity risk
Laundering of proceeds from criminal
activity and terrorism financing risk
Concentration risk
Other risks

Basel II rules offer the following structure of capital division and relations ratios between its
constituents (see Figure 1).

Figure 1. Division of capital and relative ratios between its constituents (FCMC, 2012)
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As early as in 1995 Basel Committee proposed a concept of Tier 3 capital allowing banks to
resolve and overcome market risk problems by issue of short-term subordinated obligations
(FCMC, 2013).
In 2010 Basel Committee announced the Third Basel Accord under the title "A Global
Regulatory Framework for More Resilient Banks and Banking Systems”. The aim of introducing
Basel III requirements is strengthening of financial system and avoidance of financial practice
leading to new global crises. The new regulations require increase of size of capital of banks,
improving its quality and reducing interest in using financial instruments with high leverage. The
changes are aimed at increasing capital quality of banks, coherence and transparency of capital
basis, and strengthening of capital cover ratios for risks. Basel III rules are scheduled for
implementation starting from 2013. The implementation process of began in 01 January 2011. The
observation stage lasted until the end of 2012. The implementation was divided into several stages,
with the deadline in 2019 (BCBS, June 2011).
The new Basel III requirements change in essence the definition of capital and establish stricter
requirements for components included into equity capital. Tier 1 capital is comprised of Tier 1
common equity, and Tier 1 additional capital, which includes capital market instruments satisfying
certain requirements - the aforementioned instruments must be undated and should not contain any
components facilitating their repurchase, they must offer a possibility to write off their principal in
certain cases or be convertible into Tier 1 equity capital. Basel III specifies requirements for
including components, for example, subordinated capital, into Tier 2 capital. Tier 3 capital, in its
turn, is excluded from the calculation of equity capital. Basel III establishes that components
included in Tier 1 capital must cover losses from the institution's operating activities, but
components of Tier 2 capital must cover the institution's losses in case of its liquidation. In addition
Basel III provides for amendments in regard to components of equity capital reduction calculation
and their deduction procedure. As it introduces stricter equity capital definition requirements under
Basel III, it simultaneously requires larger equity capital, because it introduces higher Tier 1 equity
capital and Tier 1 capital ratios. According to the new requirements the minimum Tier 1 equity
capital adequacy ratio in the final year should amount to 4.5 % of risk-weighted assets, but the
minimum Tier 1 capital adequacy ratio – to 6 %. The minimum Tier 1 and Tier 2 equity capital
adequacy ratio remains unchanged - 8 % of risk-weighted assets. But in addition to that Basel III
introduces the capital buffers system, requiring the banks to maintain capital adequacy at a level
exceeding the aforementioned minimum ratios to ensure compliance with the minimum capital
ratios whenever necessary during stress periods. Basel III introduces two types of capital buffers:
capital conservation buffer in the amount of 2.5 % and counter-cyclical buffer 0 – 2.5 %, thus Tier 1
equity capital ratio has to be 7 %, including the buffer, but the minimum Tier 1 capital ratio – 6 %
of the risk-weighted assets, which means that capital adequacy ratio also increases to 10.5 %. The
competent supervisory institutions will be entitled to request banks to create the counter-cyclical
buffer 0 – 2.5 % during periods of high credit growth. The purpose of the aforementioned capital
conservation buffer is to cover losses under stressful circumstances, so that the minimum Tier 1
equity capital ratio and the minimum Tier 1 capital ratio under stressful circumstances would not
drop under 4.5 % and 6 % respectively. In case of failure to satisfy the aforementioned capital
buffer maintenance requirements Basel III stipulates a restriction on distribution of profit (for
dividend payments, share repurchase and bonuses) (BCBS, 2011).
Basel III requirements with regard to counterparty credit risk become considerably stricter
for banks using internal models. They are aimed at transactions with derivative instruments,
repurchase transactions and securities' financing transactions. Basel III introduces stricter
characteristics for use in calculation models of risk transactions' value. Basel III also envisions
introduction of leverage ratio. The ratio provides additional level of protection against model risks
and evaluation errors. Its immediate purpose is to limit rapid growth of bank assets at the cost of
attracted funds and ensure sufficient amount of high quality capital in the system (BL, 2011).
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2. ANALYSIS OF FACTORS INFLUENCING CAPITAL ADEQUACY BY
MEANS OF BREAKDOWN OF LATVIAN BANKS IN GROUPS
Before performing analysis of Latvian banking sector's capital adequacy level, evaluation of
capital adequacy of Latvian banks in comparison to other European countries should be made.
18.94%
17.60%

19.00%

17.32%

15.25%
14.25%
9.50%
4.75%
0.00%
12/31/12
Tier 1 capital
adequacy ratio

12/31/13
Capital
adequacy ratio

Figure 2. Capital adequacy ratios of Latvian commercial banks (31.12.2012 / 31.12.2013)
Source: prepared by the authors based on FCMC data, 2013 / 2014

In 2013 capital adequacy of Latvian banking sector at the level of consolidation groups of banks
exceeded the average level in EEZ member states (CAR – 15 %). In 2013 in EEZ states the
aforementioned ratio reached only 15.0 %, whereas in Latvia it amounted to 18.94 % (see Figure 2)
(FCMC, 2014).
For further analysis of capital adequacy, the authors split all Latvian commercial banks into 4
groups in accordance with the capital belonging criterion:
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.
Belonging of banks was determined taking into consideration the most specific weight of the
investor’s country (more than 50% in equity).
At the beginning of 2014 the number of banks in the country shrank to 17. As a comparison, at
the end of 2013 20 banks and 9 branches of foreign banks operated on Latvian market. The number
of commercial banks in Latvia for the most part shows a growth tendency and since 2001 has
increased by 11.11 %. The data of 2013 does not indicate such positive tendency any more, since
the number of banks during the year shrank by 15 % (or by three banks). Interest of foreign
investors in Latvian market in the long term remains at the same level, illustrated by the increased
concentration of investments of non-resident shareholders in equity capital of banks registered in
Latvia (see Figure 3).
During the period of time from 2001 to 2013 concentration of foreign capital in Latvian banking
sector on the average exceeded 56.69 %, and in 2013 reached 58.83 %. The majority of banks
registered in Latvia have foreign (East and European) capital. In 2013 investments of investors from
East in Latvian banks' capital reached 41.18 % of the market (2012 - 30 %). Banks with qualifying
holdings of European shareholders, in their turn, have 17.65 % of Latvian banking market.
Compared to 2012 their specific weight has dropped by 7.35 %, because AS UniCredit Bank
(withdrawal of licence at the beginning of 2014) and AS Norvik bank left the East capital group of
banks (strategic investor changed and a resident of Russia became the main shareholder of the
bank) (see Figure 3).
Predominance of foreign investments in Latvian banking sector is also shown by changes in
capital and reserves broken down in groups of banks (see Figure 4).
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This data also shows prevalence of banks registered in Latvia with foreign (East and European)
capital. In 2013 the specific weight of capital and reserves of the group of banks with East capital in
the banking sector amounts to 9.34 % (in 2012 - 7.37 %), the specific weight of capital and reserves
of the group of banks with European capital, in its turn, amounted to 62.29 % (in 2012 - 63.64 %)
of the market. Capital and reserves of groups of banks with Latvian and Latvian state capital
amounted to 28.36 % (in 2012 - 28.99 %), (see Figure 4).

Figure 3. The structure of Latvian banking sector based on the number of banks broken down in
groups of banks by capital ownership
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2001 – 2013

Figure 5 illustrating the result of evaluation of risks inherent to activities of Latvian banks shows
the specific weight of each group of risks, which must be evaluated, in the total capital requirement
for risks. The most significant risk for banks still is credit risk, and at the end of 2013 credit risk
capital requirement amounted to 89.24 % of the total amount of capital requirements (at the end of
2012 – 89.6 %). Market and operational risks make up a small part of capital requirement of banks
(10.76 % - in 2013, 10.4 % - in 2012) and have no material impact on capital adequacy ratios.
Each group of banks optimized costs of attracted resources and partially repaid subordinated
investments, thereby reducing by 119 846 thousand EUR (in 2012 – 123 364 thousand EUR) Tier 2
capital of Latvian banking sector and ensuring a rather small specific weight of it in equity capital
15.22 % (in 2012 - 13.89 %).

109

Journal of Business Management, 2014, No.8

ISSN 1691-5348

Figure 4. Latvian banking sector’s structure according to the specific weight of capital and
reserves broken down in groups of banks by shareholders' country
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2001 – 2013

Figure 5. The structure of capital requirements for risks in Latvian commercial banks in 2013
Source: prepared by the authors based on FCMC data, 2014

Evaluating equity capital distribution with the aim to determine the specific weight of foreign
capital on Latvian market one should group of banks with European capital holds on the average
54.25 %, the group of banks with Latvian capital – 27.75 % and others (groups of banks with East
and Latvian state shareholders) – 18.0 %. The capital structure of Latvian banks in each period is
dominated by Tier 1 capital and at the end of 2013 constituted 85.53 % (in 2012 - 87.15 %) of the
total amount of capital in groups of banks. Comparing the present value of capital to the data of
2001 the total equity capital of banks at the end of 2001 amounted only to 432 054 thousand EUR.
The specific weight of foreign capital in the equity capital of Latvian banks was already
considerable at the time - 61.48 %. Groups of banks with European (56.36 %) and East (5.12 %)
capital made up the indicated percentage share. The state of Latvia, in its turn, in 2001 was the sole
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shareholder of AS Mortgage and Land Bank of Latvia, and the bank's equity capital accounted only
for 4.17 % (see Figure 6).

Figure 6. CAR breakdown in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2001 – 2013

The greatest risk of Latvian banking sector is credit risk caused mainly by credit portfolio size
increase. The group of banks with East capital was able to achieve the highest capital adequacy
ratio (on the average during the period 23.91 %), because the specific weight of loans on balance
sheets during the analysed period (2001 – 2013) was small compared to all other groups of banks.
Accordingly components of the total amount of credit risk had little impact on amounts of riskweighted assets. In the last quarter of 2013 the capital requirement for credit risk in the banking
sector amounted to 1 041 715 thousand EUR or 89.24 %, with dispersion using breakdown in
groups of banks from 52.27 % (the group of banks with European capital) to 10.02 % (the group of
banks with East capital) (see Figure 7).

Figure 7. Breakdown of distribution of mandatory capital requirements for risks in groups of
banks, 31.12.2013
Source: prepared by the authors based on FCMC data, 2014
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In 2013 only the group of banks with European capital attained the greatest share of credit risk
52.27 % of the market. Banks of this group are more focused on providing services to local
customers and especially lending, thus a significant part of their credit portfolios constitute loans to
residents. That explains the great specific weight of credit risk in these banks. In addition banks
focused on non-resident business do not engage to such extent in lending activities, the specific
weight of their credit portfolio in their assets is roughly half as big as that of universal banks. The
credit risk capital requirement of the group of banks with Latvian capital in 2013 amounted to
270 469 thousand EUR (2012 – 246 305 thousand EUR), 50.33 % (2012 - 63.82 %) less than that of
the group of banks with European shareholders. The credit risk capital requirement of the group of
banks with East capital was insignificant compared to all other groups of banks and amounted to
104 358 thousand EUR (2012 – 53 806 thousand EUR), (Figure 8).
Capital adequacy ratio is tightly bound to the amount of profit or loss, because the result of
operating activities must be included in capital calculation as shows Figure 9. Profit may be used to
increase Tier 1 capital. Losses of a bank, in their turn, deteriorate the total capital adequacy result.
Analysis of the group of banks with State capital illustrates this tendency. In 2012 losses of the
group amounted to 44 670 thousand EUR and the group's capital adequacy was the lowest
(13.43 %) compared to other groups. In 2009 the group of banks with East capital suffered losses in
amount of 35 738 thousand EUR, which also caused reduction of capital adequacy by 1.61. In 2009
and 2010 losses of the group of banks with Latvian capital caused reduction of capital adequacy by
1.50 %. But profit in amount of 269.707 thousand EUR in 2013 had a positive effect on capital
adequacy ratios, which increased by 0.70 %. Losses of the group of banks with European capital
caused reduction of capital adequacy by 1.43 % in 2012, but profit in 2013 in amount of 106 195
thousand EUR increased capital adequacy ratio by 2.37 % (Figure 9).

Figure 8. Breakdown of compliance indicators with mandatory capital requirements for risks in
groups of banks, 31.12.2013
Source: prepared by the authors based on FCMC data, 2014 (000’EUR)

112

Journal of Business Management, 2014, No.8

ISSN 1691-5348

+

Figure 9. Breakdown of relation between profit and capital adequacy ratios in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2001 – 2013

Relation between provisions for problem debts and capital adequacy ratios shows the direct
relationship, because provisions have impact on reduction of profit, but deterioration of credit
portfolio quality causes increase of provisions and respectively increase of credit risk, all of which
results in reduction of CAR ratios. The relation is illustrated by Figure 10.

Figure 10. Breakdown of relation between provisions for problem debts and capital adequacy
ratios in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2001 – 2013
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3. EVALUATION OF THE NEW BASEL III REQUIREMENTS IMPACT ON
CAPITAL ADEQUACY OF LATVIAN BANKING SECTOR
After introduction of Basel III rules Latvian banks will also have to satisfy stricter equity capital
quality and capital adequacy requirements. To avoid being taken unaware by the problem in 2019
banks should make estimates and evaluations already at the beginning of the process to establish the
reaction of the banking sector to changes and make evaluations and decisions about stabilizing the
capital of Latvian banks. The study performed by Basel Committee about the quantitative impact of
Basel III requirements on the need to create provisions for strengthening the common equity of
banks in 27 different countries proves that 94 evaluated banks with equity capital exceeding 3 bln
EUR will require additional investment of 577 bln EUR in Tier 1 capital to ensure the regulatory
minimum adequacy ratio at 6 %. The rest of banks with equity capital up to 3 bln EUR need an
investment in amount of 25 bln EUR to ensure the required Tier 1 capital ratio. Latvian banking
sector could be put in the second group of banks and therefore results of Basel Committee study
could be used as a starting point for evaluation. The new rules also introduce changes to treatment
of risk-weighted assets. The research data of Basel Committee's study shows that the second group
of banks (including Latvian banks) will experience increase of risk-weighted assets only by 4 %
(BCBS, 2010).
Examination of impact of introducing Basel III requirements on capital adequacy ratios of
Latvian banks, first of all, includes evaluation of increase in risk-weighted assets of banks. Analysis
was performed using quantitative change ratios published in the Basel research.
Figure 11 reflects changes in the value of risk-weighted assets after introduction of Basel III
requirements in 2019 applying the ratio of changes in risk-weighted assets (4%) to the current 2013
risk-weighted assets of Latvian banks. The most significant increase in risk-weighted assets will be
experienced by banks with European shareholders' capital, they will grow by 300 140 thousand
EUR. Banks with Latvian shareholders' capital, the respective position will increase by 163
560 thousand EUR. Increase of this position for banks with Latvian state and East capital, in its
turn, will be small, the total amount of risk-weighted assets will grow by 125918 thousand EUR.

Figure 11. Breakdown of changes in the value of risk-weighted assets in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2013 (‘000 EUR)

Changes in risk-weighted assets affect also capital adequacy of each group of banks. Figure 12
shows breakdown of changes in Tier 1 capital adequacy in groups of Latvian banks after
introduction of Basel III requirements.
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Figure 12. Breakdown of Tier 1 capital adequacy changes in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2013

Evaluation of Tier 1 capital adequacy changes shows that Latvian banks in general will be able
to ensure sufficient capital adequacy. The group of banks with European capital Tier 1 capital
adequacy will drop by 0.77 %, thus ensuring the highest result 19.14 %. The result of the group of
banks with Latvian state capital adequacy ratio will decrease only a little, by 0.32 %, but adequacy
of Tier 1 capital will be at critical level 8.06 %. Groups of banks with East and Latvian capital will
loose on the average 1.13 %. Thus each group of banks will be able to ensure Tier 1 capital ratio of
6 %, maintaining also a considerable reserve on the average over 7.87 %, and ensure compliance
with the common equity adequacy standard in the mount of 7 % (including 2.5 % buffer).
Examination of changes in equity capital adequacy helps to evaluate fully changes in capital
adequacy ratios after introducing Basel III in the banking sector. The group of banks with European
capital will be able to ensure the highest capital adequacy level (19.14 %) with reduction ratio
0.77 %. The group of banks with Latvian state capital will be critical as their capital adequacy after
introduction of Basel III will decrease by 0.40 %, thus the group's capital adequacy will be at
9.89 % (the standard is 10.50 %). Capital adequacy of groups of banks with Latvian and East
capital will decrease by 1.40 % on the average, and their capital adequacy ratio will exceed 17 %.

Figure 13. Breakdown of equity capital adequacy changes in groups of banks
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2013
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In 2019 according to new regulations equity capital adequacy ratio of every bank must be at least
10.50 %. Respectively, after applying the new regulatory standards to the current indices of
financial activities (2013) Latvian banks will be able to satisfy this ratio as well. Changes of each
ratio in each group of banks are dispersed differently, but it is clear that as a result of introducing
the new Basel III requirements capital adequacy of banks will drop (see Table 2).
Table 2
Breakdown of changes in Tier 1 capital and equity capital adequacy ratios of Latvian
banks in groups of banks
Grouping of Latvian banks by the
capital's origin country

Changes in Tier 1 capital adequacy
after introducing Basel III

Changes in equity capital
adequacy after introducing Basel III

Latvian banks with European
shareholders' investments in their capital

-0,77%

-0,77%

Latvian banks with Latvian
shareholders' investments in their capital

-0,52%

-0.67%

Latvian banks with State
shareholders' investments in their capital

-0,32%

-0,40%

Latvian banks with East shareholders'
investments in their capital

-0,61%

-0,73%

Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2013

Regardless of the conclusion made as a result of the performed analysis that each group of banks
already is in a position to satisfy Basel III requirements for capital adequacy, results of the analysis
show that two Latvian commercial banks presently will not be able to ensure the required capital
adequacy indices (see Table 3).
Table 3
Conformity of capital adequacy ratios of the commercial bank ABC (State capital) and the
commercial bank XYZ (East capital) to Basel III requirements
Name of the bank
Commercial bank ABC
Commercial bank XYZ
(State capital)
(East capital)
Reported period (year)

2013 Basel III requirements

2013 Basel III requirements

Tier 1 capital (000 EUR)

94920

23527

Equity capital (000 EUR)

116492

34273

Risk-weighted assets (000 EUR)

1177580

444562

Tier 1 capital against riskweighted assets, standard (%)

6,00%

6,00%

Tier 1 capital against riskweighted assets, actual (%)

8,06%

5,29%

2,06%

-0,71%

Equity capital against riskweighted assets, actual (%)

9,89%

7,71%

Equity capital against riskweighted assets, standard (%) (the socalled buffer)

10,50%

10,50%

Reserve (%)

Reserve (%)
-0,61%
-2,79%
Source: prepared by the authors based on consolidated annual reports of Latvian banks, 2013

Evaluation results of the commercial bank ABC (State capital) indicate that the bank's equity
capital adequacy would not exceed 9.89 %, respectively 0.61 % under the new capital adequacy
standard (10.5 %). Upon evaluation of the commercial bank XYZ from the East group one must
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conclude that this bank fails to satisfy Basel III capital adequacy regulations as well. Tier 1 capital
adequacy ratio does not reach the standard by 0.71 %, the total capital adequacy ratio, in its turn, is
2.79 % lower than the standard (10.50 %).

4. CONCLUSION
Capital adequacy of Latvian commercial banks evaluation study has led to the following
conclusions.
1) In 2010 Basel Committee on Banking Supervision developed stricter equity capital adequacy
requirements for commercial banks to enhance stability of commercial banks.
2) In the long-term introduction of Basel III recommendations shall have a positive effect on the
financial stability of the banking system, because commercial banks will choose more balanced
growth strategies. The authors conducted a study based on an evaluation of readiness of Latvian
commercial banks to fulfill Basel 3 requirements towards the capital adequacy in 2019 and
authors did not aim to quantify the capital adequacy in the period from 2014 to 2018.
3) Capital and reserves of Latvian commercial banks for the most part consist of foreign
investments. The specific weight of state investments in the capital of Latvian commercial
banks does not exceed 5.28 % (2013), which indicates prevalence of private investments in
Latvian banking sector.
4) The average capital adequacy ratio of Latvian commercial banks satisfies Basel Committee's
requirements (at the end of 2013 equity capital adequacy amounted to 16.70 % (2012 – 18.16 %)).
5) At the end of 2013 the amount of risk-weighted assets in Latvian commercial banks had
increased by 12 166 322 thousand EUR compared to the beginning of the analysed period.
6) The analysis of the impact of Basel III requirements on capital adequacy ratios of Latvian
commercial banks showed that banks already maintain them at the level of new standards taking
into consideration the additional mandatory capital reserve (10.5%). The group of banks with
Latvian state capital was only partially able to satisfy the new Basel III standards and ensure
equity capital adequacy only at 9.89 %.
7) One should also note that based on data of 2013 the ability of two Latvian commercial
banks (State capital and East capital) to comply with the new Basel III requirements is under
doubt. This can be explained by insufficiency of own funds in the capital of commercial banks to
cover the increased volume of risk-generating assets.
8) The authors suggest that a sufficiently important role in increasing the capital adequacy in
the future will play a profit. It is known that in 2013, compared with 2012, the size of profit of the
banking sector in Latvia increased by 40% (or 1.4 times). It is expected that in the period from
2014 to 2019 the profitability of the banking sector of Latvia will rise considerably. The average
annual growth rate of profit since 2014, could reach more than 20%. This means that profits will
replenish the banks’ capital.
Based on results of the study and conclusions made the following proposals have been prepared.
For Latvian commercial banks:
1) Commercial banks should ensure constant supervision of the volume of risk-generating
assets and tighten the control of introduced capital ratios and their adequacy changes based on
Basel III requirements.
2) In present time banks should calculate each month Tier 1 capital and equity capital adequacy
ratios to ensure thorough control of their capital adequacy levels according to the present (Basel
II) and future (Basel III) regulatory requirements.
3) Use possibilities to increase the core capital by means of share issue for public offering and
to be offered to the existing shareholders.
4) With the increase of profit of commercial banks use the possibility to increase the equity
capital from internal sources of the commercial bank, for example, by means of capitalisation.

117

Journal of Business Management, 2014, No.8

ISSN 1691-5348

5) Banks should ensure evaluation of their capital adequacy by means of stress situation
modelling according to their internal procedures and procedures of supervisory institutions
(FCMC and Basel Committee) to identify weaknesses in the bank's capital and assets' structure.
6) Reduction of provisions made for problem debts reviewing the initial (stricter) terms of
agreements with customers, offering restructuring of loans and other problem assets.
7) To reduce the credit risk, which has the greatest impact on capital adequacy ratios, the
quality of credit portfolio management should be improved by strengthening the credit
monitoring and introducing stricter evaluation requirements of borrowers' creditworthiness.
8) To achieve consistency between a bank's risks and capital required to cover them,
commercial banks as they accumulate historical data must develop and approve risk evaluation
methods based on internal ratings of the commercial bank.
9) Commercial banks operating actively on the non-residents market, especially in countries
with high country risk, should perform detailed analysis of such regions and increase the capital
reserve, if necessary, depending on the country risk level of placement country of assets.
Additionally for the commercial bank ABC from the group of banks with State capital:
10) To achieve the minimum capital adequacy level, including the mandatory capital reserve
(10.50 %), bank ABC must increase its equity capital by at least 7.1 million EUR. The increase
can be attained using the following methods:
1)1) Attracting a new strategic investor (shareholder), selling the bank;
1)2) Attracting subordinated capital resources;
1)3) Partially (to an insignificant extent) by capitalizing the profit to increase the capital under
the condition that its stable growth will be maintained.
Additionally for the commercial bank XYZ from the group of banks with East capital:
11) Based on results of the study indicating that the bank XYZ could be unable to satisfy the new
capital adequacy requirements (Basel III) the author would recommend for the bank to perform
on a constant basis analysis of the balance between capital and risks. As the balance approaches
the minimum critical mark the bank should use certain sources to increase the capital and
implement policies aimed at reducing the amount of risk-generating assets to achieve
compliance with capital adequacy standards.
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Abstract
Non-bank lenders have always been part of Latvian lending sector. During economic downfall, when commercial
banks significantly decreased volumes of lending, fast loan companies gained momentum, benefiting from wide
marketing campaigns. Non-bank lenders were not regulated by local financial supervision authorities, and also were not
subject to state licensing. Although the fast loan portfolio is much less then total volume of bank loans the rising public
interest is caused by the great number of people using fast loans and enforcement of government institutions to protect
the interests of consumers. Topicality of the research also lies within the fact that operations of non-bank lenders in
Latvia have not so far been practically studied.
The market regulation was introduced in November 2011 so the main purpose of the research is to study influence
of financial market regulation introduced by state authorities on operations of non-bank lenders, incl. operations of fast
loan companies.
Research methods used: analysis of statistical data, content analysis of internet sites, calculations of financial ratios,
survey of fast loan companies and structured interviews with professionals involved in market regulation process.
The number of fast loan companies before introduction of regulation was found and compared with new licensed
ones. The research showed that introduction of regulatory measures significantly decreased number of non-bank lenders
and fast loan companies and therefore – the competition. It was established that introduction of financial market
regulation does not leave negative impact on financial indicators of market leaders, but significantly decreased number
of smaller fast loan companies.
Limitation of the research is study period from the first quarter of 2007 till the second quarter of 2012.
The research has practical implications for financial market regulation, fast loan companies and potential
improvements in relation to non-bank sector.
Social implications of the research lies under promotion of socially conscious consumer lending that could help
develop fair lending and drive environmental and economic sustainability.
Originality and value of the research lies under structured and well established operating characteristics of the nonbank lenders, using quantitative and as well qualitative indicators, including also moral and ethical implications.
Key words: financial markets regulation, non-bank credit market, non-bank lenders and fast loan companies.

1. INTRODUCTION
Lenders follow market situation and needs of consumers offering new credit products including
consumer credits and adjusting these to the economic situation in the country. One of those are fast
loans offered by non-bank lenders or fast loan companies. Fast loans could be compared to
consumer credits offered by commercial banks but the disbursement is very quick (starting with 15
minutes) and creditworthiness assessment procedure – very simple for the customers and generally
indirect – via internet (fast loan). It was public belief that sector of non-bank credit market is
insignificant therefore non-bank lenders as non-deposit taking institutions until 2011 were not
regulated and licensed by state authorities. In order to control non-bank credit market and
development of fair lending, the Cabinet of Ministers regulation entered into effect only on
November 1st, 2011, which was the last day for submission of licence applications by non-bank
lenders. Licensing conditions caused wide dissatisfaction within a sector of non-bank credit market
due to high license fees and equity capital requirements. Due to absence of market regulation even
an actual number of fast loan companies was unknown and become available only after introduction
of financial market regulation and licensing. Detailed information on credit market shares, volumes
of liabilities and size of companies’ assets is still not available. No studies were performed before in
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Latvia on influence of market regulation and implementation of licensing system on non-bank
credit market, which covers not only fast loan companies, but also companies offering pawnshop
services, leasing and pledge based loans. This paper shows the role of non-bank lenders in Latvia
credit sector and the impact of financial market regulation on the operation of fast loan companies
and derives conclusions and suggestions for non-bank credit market. The authors performed
analysis of statistical and literature data, content analysis of internet sites, practical survey of fast
loan companies, calculations of financial ratios and the structured interviews with industry
professionals.

2. ROLE OF NON-BANK LENDERS WITHIN FINANCIAL SYSTEM
Main objective of the financial system is to promote flow of financial means and efficient spread
of financial means within the economic system (Kidwell et al., 2003).
Financial institutions promote flow of financial means thus providing funds for financing and
investing activities of businesses, government and households (Kidwell et al., 2003). Financial
institutions which are defined also as financial intermediaries (these two terms can be mutually
substituted) are banks, credit unions, insurance companies, pension funds and non-bank lenders,
which dominate financial environment worldwide and which are the institutions with whom
majority of consumers handle their financial matters.
Financial markets and financial institutions operating in financial markets are subject to
regulation. In determination of regulatory requirements for any kind of financial organisations the
regulator should strive to set up regulation sufficient in order to ensure safety of market at the same
time avoiding excessive requirements that could obstruct competition and decrease efficiency.
Overall financial system is made of financial intermediaries, financial regulators, governmental
authorities and central bank, which operate in financial markets (see Fig.1.).
Financial System
Finance
Intermediaries

Central Bank

Finance Regulators
Non-deposit-taking
institutions (NDTIs)

Deposit-taking
institutions (DTIs)

Commercial Banks

Credit Unions

Government
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Pension Funds

Insurance companies

Life Insurance Companies

Private Pension Funds

Non-life Insurance
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State-funded Pension Funds

Non-Bank Lenders

Investments Funds
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Investment Brokerage
Firms

Mortgage Loan Lenders

Investment Mgmt
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Leasing Companies
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Figure 1. Position of fast loan companies within the financial system.
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Figure 1. shows participants of the financial market or financial intermediaries, which are mainly
classified by (Madura, 2006) as deposit-taking institutions (DTIs) and non-deposit-taking
institutions (NDTIs).
DTIs are capital companies authorised to accept deposits from depositors and they can be
considered as the safest institutions where depositories can deposit their free financial means
(Mules, 2011). Commercial banks and credit unions are classified as DTIs (see Fig.1.) offering
various kinds of saving accounts and term deposits, thus to finance various kind of consumption
and entrepreneurial activities and lending.
NDTIs include insurance companies, pension funds, investment funds, investment management,
broking companies and non-bank lenders like fast loan companies, mortgage loan companies,
leasing companies and pawnshops (see Fig.1.).
Non-bank lenders is defined as financial institutions offering banking services, however no
bank’s licence is required because such financial institutions do not take deposits (Kidwell et al.,
2003).
Non-bank lenders mostly specialised in issuing short-term loans to consumers with quick lending
procedure are classified as fast loan companies. Traditionally fast loan lenders offer small amount
short term loans, undertaking higher risks and taking much higher interest. However non-bank
lenders specialised in issuing business loans also fall under this classification. They offer
international trade financing, short-term financing for production needs, loans for re-financing of
liabilities, as well as other types of loans not offered or not supported by commercial banks.
Contrary to consumer loans, lending to business is usually secured by inventories, trade receivables
or other kind of securities (Kidwell et al., 2003).
Non-bank lenders specialised in lending against real estate mortgage are classified as nondeposit taking mortgage loan lenders (Madura, 2006). While unsecured short-term loans often are
not repaid and are in general difficult to recover, mortgage loans provide security to loan
institutions in case of non-repayment of the loan. Therefore losses from such loans are low in
comparison to unsecured short-term loans.
Non-bank lenders specialised in factoring and leasing are classified as leasing companies. Use of
leasing services allows businesses to ensure flow of current assets in the company without sharp
increase of funding required for acquisition of means of production or equipment (Kidwell et al.,
2003). Factoring improves corporate cash flow and provides financing of current assets against
trade receivables (Kidwell et al., 2003). Use of factoring and invoice discounting services provides
businesses with even cash flow and facilitates its planning, decreases administration expenses, as
well as lowers risk associated with trade receivables, thus allowing entrepreneurs to allocate more
resources for its core activities.
Non-bank lenders specialised in issuing of pledge covered loans are classified as pawnshops.
Theory defines pawnshops as lending institutions issuing loans to private individuals against pledge
of property, i.e., pledge of tangible goods, e.g., jewelleries, and other kind of property, receiving
such a property for storage (Kutuzova, 2001). Interest rates of pawnshop loans are much higher then
for short-term credits issued by commercial banks. Interest rates of the pledge covered loans are not
regulated, so the pawnshops are free to set level of interest at their own lending terms and
conditions.
In order to be able to offer loans, non-bank lenders gain financing by borrowing funds from
commercial banks. Some non-bank lenders set up their own equity basis using retained earnings,
other ones issue shares (Madura, 2006).
Non-bank lenders are subject to regulation of financial markets set by the country of their
operations. In Latvia sector of non-bank credit institutions started to be regulated by the Cabinet of
Ministers Regulation No 245 (Latvijas Vestnesis, 2012), whereby Consumer Rights Protection
Centre (CRPC) is nominated as a regulatory authority. CRPC is a state administration body
supervised by the Ministry of Economy safeguarding protection of consumers’ rights and interests
(CRPC, 2012)
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3. ANALYSIS OF NON-BANK CREDIT MARKET BEFORE INTRODUCTION OF
FINANCIAL MARKET REGULATION
Following research of information provided by the Central Statistical Bureau of Latvia (CSB) on
non-bank credit market before introduction of financial market regulation, the authors concluded
that number of fast loan companies cannot be extracted from the total number of non-bank lenders.
According to data of CSB 422 non-bank lenders were operating in Latvia in 2010 within the
following lines of statistical classification (NACE) (see Fig.2.): 64.20 “Activities of holding
companies”; 64.30 “Merging of financing in trust, fund and similar financial entities”; 64.91
“Financial leasing”; 64.92 “Other credit granting”; 64.99 “Other financial service activities, except
insurance and pension funding”.

Figure 2. Number of companies within non-bank credit market before introduction of financial
market regulation according to NACE classification (year 2010) (CSB, 2010)
Figure 2. shows that according to division of NACE classification above, non-bank lenders
granting fast loans could conform only to NACE 64.92 classification “Other credit granting”.
Before introduction of non-bank lenders licensing system only 213 did fall within this category.
Unfortunately this classification covers not only fast loan companies, but also companies offering:
fast loans, SMS loans, pawnshop lending, leasing, mortgage secured loans, etc. Before introduction
of financial market regulation these companies were not licensed and all the above services did fall
within the same NACE category, unfortunately it was not possible to extract exact number of fast
loan companies out of these data.
In order to estimate actual number of fast loan companies and to determine market spread of
non-bank lenders according to type of lending services offered, the authors performed manual study
of web-pages of each of these companies and carried out analysis of services provided by them. All
of 213 non-bank lenders classified under NACE 64.92 classification “Other credit granting” were
studied and companies were grouped according to type of offered loans (see Fig.3.).
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Figure 3. Spread of non-bank lenders classified under NACE 64.92 classification “Other credit
granting” by type of lending services offered (year 2010) (CSB, 2010)
Such analysis showed that in 2010 fast loans in Latvia was issued by 93 companies (which is
43% from total number of non-bank lenders). 102 companies falling within this NACE 64.92
classification (or 48%) were pawnshops; 4% (8 companies) were leasing companies; 2% (4
companies) were active in real estate mortgage secured lending; 3% (6 companies) were other
companies offering other lending services, e.g., corporate credit card services.

4. ANALYSIS OF NON-BANK CREDIT MARKET AFTER INTRODUCTION OF
FINANCIAL MARKET REGULATION
Licensing of non-bank lenders started after introduction of market regulation allowed to discover
an exact total number of legal fast loans companies by licences issued. It was concluded that total
number of non-bank lenders has decreased significantly. Out of 213 companies operating before
introduction of market regulation, in 2012 only 51 company have received special permit (licence)
for consumer lending services (see Fig.4.) (CRPC, 2012). 45 companies have received licence for
consumer credit services in 2011 and 6 new ones – in 2012 (CRPC, 2012).

Figure 4. Number of non-bank lenders after introduction of financial market regulation according
to NACE classification (year 2012) (CRPC, 2012).
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It was established that out of 51 non-bank lender only 20 companies (39%) are fast loan lenders,
while 31 companies (61%) are other non-bank lenders.
Licensed non-bank lenders include companies providing following types of consumer credits:
fast loans and SMS credits or short-term loans, consumer credits, loans for purchase of goods or
services, real estate mortgage secured loans, mortgage loans, loans secured by pledge of movables,
loans secured by pledge of vehicle of transportation, loans for purchase of motor vehicles, leasing,
etc. (see Fig.5.).

Figure 5. Spread of non-bank lenders by type of lending services offered (year 2012) (CRPC, 2012)
Analysis shows that 36% of non-bank lenders grant fast loans, 22% offer loans secured by a
pledge, 15% offer leasing services, 8% were active in real estate mortgage secured lending; 5%
offer loans for purchase of goods or services, 5% offer loans secured by pledge of vehicle, 4% –
consumer credits and only 1% offer loans for purchase of motor vehicles.
Within framework of practical research the authors established that before introduction of
financial market regulation in Latvia 213 non-bank lenders were providing lending services, out of
which 93 were fast loan companies (see Fig.6.) The authors also concluded that after introduction of
financial market regulation only 51 company out of former 213 have received special permit
(licence) for consumer lending. Out of these only 20 companies were fast loan companies
specialised in granting of short-term or fast loans.

Figure 6. Number of non-bank lenders before and after introduction of financial market regulation
(years 2010 and 2012).
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The authors conclude that introduction of financial market regulation has significantly reduced
number of non-bank lenders, incl. number of fast loan companies.

5. FINANCIAL OPERATIONS OF NON-BANK CREDIT MARKET
Introduction of financial market regulation (November 1st, 2011) resulted in certain corrections
in the market. Thus only licenced non-bank market participants were permitted to provide consumer
lending. This trend is reflected also in total volumes of loans issued by non-bank lenders from year
2007 to Q2/2012 (see Fig.7.). As it was indicated in previous sections, the authors succeeded a quite
accurate number of fast loan companies before and after introduction of market regulation.
Unfortunately due to shortcomings of CSB classification system, volumes of loans issued by fast
loan companies currently cannot be separated from loans issued by other non-bank lenders, e.g.,
consumer credits, pawnshop loans, mortgage loans for purchase of real estate. Turnover of all these
non-bank lenders is classified under one joint group. Only turnover of leasing companies can be
separated, as these are classified separately under the NACE 64.91 classification “Financial lease”.
Therefore Figure 7. reflects total amounts of loans issued by non-bank lenders (except leasing
operations).

Figure 7. Loans issued by non-bank lenders (NACE 64.92) for the period from 2007 to Q2/2012
(CSB, 2012)
As of 2007 amounts of loans issued steadily increased until Q3/2008, reaching 458 million LVL,
benefiting from favourable economic situation in the area of lending in Latvia. However starting
from Q4/2008 the volumes started to decrease, in Q4/2009 reaching the level of Q1/2007 or 258
million LVL, which can be explained by deterioration of Latvian economic situation, further
aggravated by global financial crisis, contributing to further decrease of amounts of loans issued in
coming years. The lowest level of loans issued during the study period was reached in Q4/2011,
when it fell down to 156 million LVL, which is caused by introduction of financial market
regulation of non-bank lenders. But already in Q1/2012 the amount of loans issued had almost
returned at the level of Q3/2011 and continue this growth trend also in further periods, reaching 176
million LVL in Q2/2012.
Figure 8. shows the volume structure of loans issued by non-bank lenders from long term and
short term perspective.
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Figure 8. Structure of loans issued by non-bank lenders (NACE 64.92) for the period from 2007 to
Q2/2012 (CSB, 2012)
One can see that in total volumes of non-bank loans only 25-33% are short term credits.
Licensing of non-bank lenders caused brief decrease of total and short term volumes down to
historically the lowest volume of short term loans – 33 million LVL in Q4/2011. Starting of
Q1/2012 the market of non-bank lenders rather quickly normalised and ever since the amounts of
short-term loans demonstrate growth trend.
Analysis of non-bank lenders offering fast loans revealed that majority of clients of fast loan
companies are private individuals taking out mostly short-term loans (less often – mid-term),
therefore it can be assumed that volumes of short-term loans granted as seen in Figure 8. in great
extent are characteristic for volumes of consumer credits issued to private individuals by fast loan
companies (fast loans).
Comparison of volumes of short-term loans issued by non-bank lenders (see Fig. 8.) with
volumes of short-term loans (up to 1 year) issued by banks for the period from 2007 to Q2/2012
shows (see Fig.9.) that volumes of short-term bank loans tend to decrease.

Figure 9. Volumes of short-term loans issued by commercial banks for the period from 2007 to
Q2/2012 (Financial and Capital Market Commission, 2012)
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Figure 9. shows that volumes of short-term bank loans after Q3/2008 started decreasing until the
lowest point of 217 million LVL in Q2/2012. Although the volumes of short-term loans issued by
non-bank lenders show upward trend starting from Q4/2011 (see Fig. 8.).
Figure 10. shows that not only short term loans but all consumer loans issued by commercial
banks have a trend to decrease.

Figure 10. Volumes of loans issued by commercial banks to private individuals for the period from
2007 to Q2/2012 (Financial and Capital Market Commission, 2012)
While volumes of bank consumer loans steadily decreased from Q1/2009, in the non-bank credit
market volumes of short-term loans started to increase from Q4/2011 (see Fig.8.).
It is believed before that volume of loans issued by non-bank lenders are negligible compared
against loans issued by commercial banks. It is true in comparison with total volumes of bank loans.
Therefore non-bank loans are not treated as significant part of the consumer credit market. This is
one of the reasons why before 2011 no supervision and regulation was introduced in non-bank
credit market. However, comparison of volumes of loans issued by non-bank lenders (see Fig.7.)
with volumes of consumer loans issued by commercial banks to private individuals (see Fig.10.)
allows to conclude that in this market segment volumes of loans issued by banks and non-bank
lenders are comparable. Volumes of consumer loans issued by commercial banks for the period
from 2007 to Q2/2012 in average were only 2-3 times higher than volumes of loans issued by nonbank lenders (Kreituss and Neimane, 2011). This proves that non-bank lenders play significant role
in the consumer loan sector, and it continues to strengthen lately.
The authors analysed also volumes and structure of loans received by non-bank lenders. As it
can be seen from Figure 11. largest share of resources attracted in the form of loans was in 2008
and mainly as long-term loans (see Fig. 11.).
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Figure 11. Spread of borrowing of non-bank lenders (NACE 64.92) for the period from 2007 to
Q2/2012 (CSB, 2012)
Over the period from 2008 to 2012 the amount of borrowings of non-bank lenders has decreased
almost 3 times. The authors had not studied in this research to what extent the changes driven by the
supply of loans and to what – by the demand for fast loans. The share of short-term loans has
decreased even more rapidly and currently non-bank lenders attract resources mainly in the form of
long-term loans. This indicates certain financial stabilisation and strengthening of the sector.
The authors have analysed also profit and losses of non-bank lenders. Quarterly profit or losses
of non-bank lenders have fluctuated from 5 273 000 LVL profit in Q2/2012 to
9 606 000 LVL losses in Q4/ 2009 (see Fig.12.).

Figure 12. Quarterly profit or losses on non-bank lenders (NACE 64.92) for the period from 2007
to Q2/2012 (CSB, 2012)
Over the period from 2007 to Q1/2008 the non-bank credit market operations were profitable,
however starting as of Q2/2008 the sector started experiencing losses, reaching the peak of 9 606
000 LVL in Q4/2009. Starting of Q4/2010 the non-bank credit market returned to profit until
Q4/2011, when introduction of financial market regulation caused losses of 3 733 000 LVL. It
could be assumed that losses suffered of this sector in Q4/2011 are in great extent associated with
high fees of receiving licences. In Q4/2011 45 licences were issued causing 2 250 000 LVL
expenses to licensed companies of non-bank credit market.
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From 2012 the sector shows stabilisation and returning to profit, reaching the highest level of
profitability of 5 273 000 LVL in Q2/2012, which could be explained by increasing of volumes of
loans issued starting from Q4/2011.

6. ANALYSIS OF FINANCIAL RATIOS OF FAST LOANS COMPANIES
In order to determine influence of financial market regulation on non-bank lenders, the authors
performed analysis of financial ratios of non-bank lenders and compared these with ratios of
competitive companies for last five available reporting years (from 2007 to 2011), using data
available from Lursoft data base. Since fast loan companies attract resources mostly from
commercial banks, analysis of financial ratios was based on criteria usually used by banks for
assessment of businesses creditworthiness. This should allow assessing ability of companies to
receive long-term loans to finance granting of fast loans.
Fast loan companies for analysis of financial indicators were chosen based on two main
parameters – market share of fast loan segment and availability of financial information of these
companies for sufficiently long period of time.
To perform analysis of financial ratios were selected all fast loan companies offering only shortterm loans from the list of 51 non-bank lenders licensed after introduction of financial market
regulation, for whom annual reports of past five years were available. The following fast loan
companies were selected: FERRATUM LATVIA SIA (www.ferratum.lv and www.skaidra-nauda.lv);
MCB Finance Latvia SIA (www.credit24.lv); NORDIC FINANCE SIA (www.e-finance.lv,
www.iespejukredits.lv and www.atrais.lv); 4finance AS (www.smscredit.lv and www.vivus.lv)
(annual reports available only for past four reporting years). Annual reports for past five reporting
years of other fast loan companies in the list of licensed fast loan companies were not available.
In order to assess the second companies selection criteria, market shares of fast loan companies
were studied by net turnover in 2011 (see Fig.14.).

Figure 13. Market shares of fast loan companies by net turnover in Latvia, 2011 (Lursoft, 2012)
Figure 13. shows that in 2011 stable market leader with turnover of 11.2 mil. LVL and market
share 65% was 4finance. Then follow VIA SMS SIA (www.viasms.lv and www.viacredit.lv) with
8% or 1.4 mil. LVL, MCB Finance Latvia with 7% or 1.1 mil. LVL, FERRATUM LATVIA with 5%
or 0.88 mil. LVL, and the fifth – NORDIC FINANCE with 3% or 0.49 mil. LVL. Other fast loan
companies cover less than 3% of market shares of fast loan companies by net turnover.
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Net turnover of fast loan companies offering only short term loans in 2011 was
17.2 mil. LVL. The companies selected for analysis of financial ratios are significant market players
covering total of 88% of the fast loan companies’ market.
The following financial ratios were used in financial analysis: liquidity ratios, activity rations,
capital structure ratios, profitability ratios and ratios of financial debt ratios. The objective of the
authors was not to decide, which of the given fast loan companies could receive the loan and thus
attract resources. This would even be impossible, as analysis of financial ratios is just a small part
of all factors to be considered within analysis of creditworthiness for purposes of making decisions
regarding granting of a loan. The authors used these financial ratios in order to assess financial
stability of companies and to analyse influence of new regulation of financial market. The financial
ratios of fast loan companies for last two years have shown in Table 1.
Table 1.
Analysis of financial ratios of fast loan companies in 2010 and 2011 (Lursoft, 2012)

Ratios falling below the set threshold are marked grey. Recommended value is the
approximate value that banks consider as acceptable.
From the analysis of financial ratios of fast loan companies the authors concluded that
after introduction of high licence fee and equity requirements in 2011 (see
Table 1.) the ratios of fast loan companies in general have not deteriorated but for some
companies (4finance) have even improved largely due to increasing of equity capital and net
turnover volumes. However, creditworthiness of all companies in general still cannot be
valued positively. This shows that not only MBC Finance Latvia, but other companies
studied also would struggle to receive long-terms loans from commercial banks.
Evaluating conclusions regarding influence of market regulation on overall financial situation of
non-bank lenders one can take into consideration some assumptions – e.g., only market leaders
were analysed, which remained in business also after introduction of regulatory measures. The
companies unable to meet new requirements were forced to leave the market. And, as it was
demonstrated before, majority of companies were among those ones dropping out. Out of 93 fast
loan companies only 20 were able to purchase licences, fulfil capital requirements and continue
operations in non-bank credit market. The introduction of strong state regulation of financial market
rapidly decreased number of market players and therefore – competition.
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Level of the competition can be varified by the Herfindahl–Hirschman Index (HHI), a
commonly accepted measure of market concentration. The HHI is calculated by squaring the
market share of each firm competing in the market and then summing the resulting numbers
∑

where si is the market share of firm i in the market, and N is the number of firms.
Agencies generally classify markets into three types (U.S. Department of Justice & FTC, 2010):
• Unconcentrated Markets: HHI below 1500;
• Moderately Concentrated Markets: HHI between 1500 and 2500;
• Highly Concentrated Markets: HHI above 2500.
After the implementation of market regulation the Herfindahl–Hirschman Index of non-bank
lenders market in Latvia almost twice exceeds the critical number and reaches 4451.
Analysis of financial indicators allows to conclude that regulatory measures of financial markets
did not leave significant negative impact on the main market leaders of non-bank lenders, but in
some cases even more – improved financial situation of the strongest companies due to increasing
of turnover and share of equity as required by new regulation but basically – due to reducing of
competition.

7. IMPACT OF FINANCIAL MARKET REGULATION
Authors consider, and it lies in agreement with opinions expressed by fast loan companies and in
structured interviews by industry specialists, that the newly introduced license fees for non-bank
lenders (50 000 LVL) and annual re-registration licence fees (10 000 LVL) set by the Cabinet of
Ministers Regulation No 245 are too high. Too high equity capital requirements (300 000 LVL)
also led reducing the number of market players.
Newly introduced terms of non-bank lenders market regulation in Latvia are in strong
disagreement in comparison with other EU countries. For example in the UK licence fee for
individual traders is 575 GBP (488 LVL), for companies 1 215 GBP (1 030 LVL) and fee for
annual re-registration of licence to individual traders is 208 GBP (177 LVL), for companies 505
GBP (428 LVL) (Office Of Fair Trading, 2012). In the Ireland licence fee consists of two parts:
minimum fee 1 250 EUR (975 LVL) and adjustable fee, which is calculated pro rate from total
value of loans issued, which in 2012 was set at 0.254507%, limiting maximum payable amount to
45 000 EUR (31 500 LVL) (Central Bank Of Ireland, 2012).
Our survey showed that majority of fast loan companies consider that optimal state licence fee in
Latvia for non-bank consumer lending services should be from 5 000 to
10 000 LVL, optimal state fee for re-registration of the licence – from 1 000 to 2 000 LVL. While
the optimal amount of equity capital should be set from 25 000 to 50 000 LVL. Davis Barons, Head
of Latvian Association of Fast Loan Companies (LAKDA) in structured interview confirmed that
opinion of the LAKDA to decrease these fees was ignored during the process of drafting the
Cabinet of Ministers Regulation No 245. This lead to majority of market players to leave the nonbank lenders market when the new terms came into force, thus narrowing competition with all wellknown negative consequences. It is quite doubtful whether relatively insignificant state budget
income from licence fees compensates the negative consequences of losing competition in nonbank lenders market.
As it can be seen from comparison with experience of other EU countries, licence fee set for
non-bank lenders in Latvia is about 50 times higher than in the UK or Ireland. Re-registration fee of
the licence in Latvia – 25 times higher. Irish experience of setting minimum licence fee and then
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adjusting it with the turnover of the company also could be considerable. In such a case leaders of
the non-bank lenders could make relatively higher contributions into state budget.

CONCLUSIONS
1. It was widely believed that non-bank lending plays negligible role in Latvia’s credit sector.
That is why till November 1st, 2011 non-bank credit sector in Latvia was not supervised and
regulated by any of local financial control authorities and non-bank credit operations were also not
licensed by state authorities. The non-bank lending market developed without any regulation.
Therefore no objective information was available on non-bank credit institutions. Even more –
exact number of fast loan companies was not known.
2. Using data from Central Statistical Bureau, Register of Enterprises of Latvia and carrying out
content analysis of non-bank lender’s web-pages authors found that there were 213 active non-bank
lenders
in
Latvia
before
introduction
of
financial
market
regulation.
93 of them were fast loan companies providing short term fast loans.
3. Authors shown that in short term consumer credit sector non-bank loan volumes were
significant and comparable with the short term credit portfolio of the banks. Volumes of loans
issued by non-bank lenders were only 2-3 times lower than done by commercial banks. Therefore
the introduction of regulation of non-bank lending market should be recognised as legitimate and
correct.
4. Authors concluded that regulatory measures introduced within non-bank lending market have
caused several positive effects. New requirements to increase the equity capital of non-bank lenders
strengthened the financial stability. Unified terms and conditions of credit agreements have been
approved and interests of customers have started to be controlled. On the other hand, introduction of
too high licence fees in Latvia (50 times higher than in the UK or Ireland), annual licence renewing
fees (25 times higher) and setting up high equity capital requirements for non-bank lenders equity
capital (300 000 LVL) caused negative consequences in non-bank lenders market.
5. Analysis of financial indicators of fast loan companies shown that introduction of strong
regulatory measures of financial market did not leave significant negative impact on the largest
non-bank lenders (in some cases even improved financial situation) but at the same time forced
most of the smaller market players to leave the non-bank credit market. Authors found that number
of non-bank credit institutions decreased significantly. From 213 non-bank lenders operating in the
market before, only 51 company has received licences for consumer lending services. Number of
fast loan companies decreased from 93 to 20. Furthermore – only 4-5 main of them basically shared
the market and continued to offer fast loans in significant extent. The Herfindahl–Hirschman Index,
characterizing the concentration of the market, in case of the non-bank lenders in Latvia almost
twice exceeds the critical number and reaches 4451. While the banks are not ready to substitute this
credit market niche due to high risks caused by fast lending procedure of the loss of competition
does not allow to form competition determined market prices of fast loans. And now state
authorities have to solve the problem – how to protect the interests of consumers.
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Abstract
Regional clusters are widely used tool to promote growth of local businesses that leads towards the growth of the
region and the nation. Regional clusters offer a platform for cooperation, collaboration and interaction between
enterprises working in the same industry, supplementary industries, research, science and other institutions.
Collaborative ties between cluster members ensure business growth in terms of efficiency, innovation capacity and
competitiveness. The main issue with promoting regional clusters is the identification of region specific cluster
industries developing in the specific industries naturally, that allows concentrating cluster support and establishing
formal clusters in the industries with high cluster potential. Therefore, the aim of the research is to identify regional
clusters and find industries with the highest cluster potential in regions of Latvia. The regional cluster identification
methodology is applied to identify regional clusters in the food industry in Latvia. Cluster potential in the food industry
in the regions of Latvia has not been researched before, although the food industry is fast growing industry in Latvia,
ensuring both local demand and export growth. The regional cluster identification methodology is based on ranking
four ratios- number, location quotient, specialization quotient and dominance, which are calculated for a number of
enterprises, number of employees and turnover. Also authors identify clusters using Elisson and Glaeser and Maurel
and Sedliot indexes. In each region, industries with the highest rank are identified as industries with the highest cluster
potential. The results show that clusters in the food industry are resource dependent, emerging close to natural resources
and ignoring formal borders of planning regions. Fish production and manufacturing cluster is identified in the coastal
region, covering three formal regions- Riga, Pieriga and Kurzeme. Meat production and manufacturing cluster is
identified in Zemgale and Latgale region, and milk production and manufacturing cluster is identified in Vidzeme
region. The findings of the research show that clusters in the food industry are emerging in region specific industries,
promoting local resources and establishing growth poles, therefore the need for cluster support to form formal clusters
is indispensable in these regional clusters.
Keywords: regional clusters, regional specialization, regional development
Category: Research paper

1. INTRODUCTION
Cluster concept in scientific literature arises from research of Michael E. Porter (Porter, 1990,
1998a, 1998b, 1998c, 2000, 2003) and since then cluster development is widely researched and
clusters are established to increase the competitiveness of enterprises, regions and nations (Garanti,
Zvirbule- Berzina, 2013a, 2013b). Although the concept of geographic concentration of enterprises,
cooperation and collaboration between enterprises and institutions have been discussed already by
Marshall in early 20th century (2009), wider discussions arose almost a century later. Since then
Italian school’s creative milieu theory (Becattini, 1979, 1989, 1990, 2004; Bellandi, 2003;
Lazzaretti, 2009) focuses on social and economical aspects of clusters; Californian school’s
transaction cost theory (Scott, 1988, 1994; Scott and Angel, 1987) focuses on cost reduction; new
economic geography (Krugman, 1991a, 1991b, 1993; Schmutzler, 1999) looks at positive
interactions between enterprises; regional innovation system theory (Cooke, 2001; Hae Soe, 2006;
OECD, 1999, 2001, 2007a, 2007b, 2007c) emphasize high tech innovative cluster development.
The recent trends in scientific literature show increasing interest in the regional dimension of
clusters. Regional cluster theory grew from Perroux (1950) and his growth pole theory and
nowadays it focuses on regional specialization, regional differences and regional development
issues (Porter, 1990, 2000, 2003; Rocha, 2004; Rocha and Sternberg, 2005; Delgado et.al., 2010,
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2011; Regional Clusters in Europe, 2002). Research findings suggests that regional cluster can be
defined as combination of five dimensions- single sector enterprises, that cooperate and compete;
supportive enterprises from wide range of sectors; public and government institutions, interested in
economic development of sector and region; other institutions, like research, education, finance and
others and fifth is regional dimension, which combines all four previously mentioned dimensions
into one region (Garanti, 2013a, 2013b; Garanti, Zvirbule- Berzina, 2013a, 2013b, 2013c, 2013d).
The present research is a first attempt to identify clusters in six planning regions of Latvia using
cluster identification methodology developed by authors in a specific industry. Authors are applying
cluster identification methodology in the food industry mainly because the food industry shows
signs of natural clustering (enterprise being close to natural resources) and export growth (12%
growth in 2013) which are important signs of cluster development. The main problem identified in
Latvia by several authors (Garanti, Zvirbule- Berzina 2013c) is a gap between naturally emerging
clusters and formal clusters established with EU and government support since 2009. Therefore
authors suggest using cluster identification as a tool to determine where to concentrate support, so
that clusters with high potential are supported and established. The research aim is to identify
regional clusters in the food industry and three research tasks are set up:
1) To describe regional cluster identification methodology,
2) To apply regional cluster identification methodology in the food industry,
3) To analyse results of regional cluster identification.
The main methods used in the present research are monographic method as well as regional
cluster identification methodology developed by the authors. The authors used data provided by
Lursoft database (Lursoft data, 2014) that include a number of enterprises, turnover and number of
employees for the year 2013.

2. REGIONAL CLUSTER IDENTIFICATION METHODOLOGY
There are two widely used methodologies to identify regional clusters (Garanti, ZvirbuleBerzina, 2013a, 2013b), the first being cluster mapping methodology and the second being cluster
identification with indexes. First attempt to map clusters was carried out in Harvard Business
School by leading professor M. E. Porter (2003) which was followed by cluster mapping in EU by
leading professor O. Solvell (2003, 2008). Cluster mapping methodology is based on calculation of
different indexes that shows localization and regional specialization, while indexes show the
geographic concentration of economic activities. The authors apply both methodologies to identify
regional clusters in Latvia. Data used for this research is obtained from Lursoft database.
Methodology is applied for data obtained about enterprises showing NACE C10 industry
(manufacture of food products) as their main industry.
Geographic concentration of economic activities is measured by Ellison and Glaeser's
agglomeration index (EG). EG index was developed by Ellison and Glaeser in 1994 to measure
geographic concentration of manufacturing industry in the USA (Ellison and Glaeser, 1994, 1997).
EG index is applied to identify regional clusters in Sweden (Braunerhjelm and Borgman, 2006),
New York (Gabe and Abel, 2010), Belgium (Bertinelli and Decrop, 2005), Belgium, Ireland and
Portugal (Barrios et.al., 2004), Turkey (Alkay and Hewings, 2012) and other countries. EG index is
calculated according to formulae 1.
j= 1,...,6
p=1,...,9

Where
G- coefficient of variance for locations of enterprises,
HHerfindahl index,
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xtotal employment concentration,
pfood processing industries,
jregions.
Interpretation of EG index is as follows:
• EG < 0- employment is distributed evenly and there is no evidence of geographic
concentration;
• EG > 0- there is the evidence of the geographic concentration:
o EG > 0.05- high concentration,
o 0.02 < EG < 0.05- average concentration,
o 0< EG < 0.02- low concentration.
Followed by EG index, Maurel and Sedliot (1999) suggest using Maurel and Sedliot’s index
(MS) that is a modification of EG index and is a slightly different index to measure geographic
concentration of economic activities. The main difference between EG and MS indexes are the
advantage of MS index due to it comes from a simpler probabilistic location model (Maurel and
Sedillot, 1999; Alonso- Villar et.al., 2004). MS index is used to measure the geographic
concentration in the UK (The Geographic Concentration..., 2012), Australia (Leahy et.al., 2007),
Spain (Alonso- Villar et.al., 2004), New Zeland (Mare and Timmins, 2006) and other countries. MS
index is calculated according to formulae 2.

j= 1,...,6
p= 1,...,9

(2)

where
HHerfindahl index,
sconcentration of employment of an industry,
xconcentration of employment of an industry,
pfood processing industries,
jregion.
Interpretation of MS index is as follows:
• MS < 0- enterprises from the same industry tend to locate as far from each other as possible;
• MS = 0- there is not geographic concentration;
• MS > 0- there is geographic concentration. As higher is the index, as concentrated are
enterprises.
Regional cluster mapping is done by applying both cluster methodologies- the methodology
developed by M. E. Porter for the USA (Porter, 2003) and Solvell’s methodology (Solvell et.al,
2003; Solvell, 2008) that was employed to identify clusters in the EU Member States. Both methods
use only the number of occupied jobs, but as the researchers conclude (Porter, 2003; Solvell et.al.,
2003; Solvell, 2008; Szanyi, 2012; Szanyi et.al., 2010) it is the main shortcoming of the method.
Also methods map clusters in state level (USA) or NUTS 2 level (EU), that in some cases cover all
countries (e.g. Latvia, Malta, Cyprus, Estonia). To resolve the two main shortcomings of the
methodology, the authors use wider statistical data covering a number of enterprises, number of
employees and turnover of the enterprises working in the NACE C10 industry in NUTS 3 level in
Latvia obtained from Lursoft database.
The clusters were identified based on four cluster mapping indicators.
Number of employees/ number of enterprises/ turnover. The number of employees and
enterprises is a significant indicator showing that a “critical mass” is achieved– a sufficient number
of employees are employed and a sufficient number of enterprises are working in the particular
industry concentrating high turnover, which leads to the emergence of a regional cluster. The
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number of employees, enterprises and turnover in the food industries was ranked, assigning the
highest rank to the regional cluster industries with the highest number of employees, enterprises and
turnover.
Location Quotients (LQ). LQ is used to find out whether there is a concentration of some
industry measured by the number of employees, enterprises and turnover in a region compared with
other regions. This method compares the activity of a local industry relative to the overall activity in
a country (Djira et.al., 2008). This method was developed by Florence (1939) for analyzing the
effects and economic basis of a regional economy. Location quotients reveal regional differences
based on both the availability of natural resources (for instance, in coastal areas) and the
comparative and competitive advantages, including the positive agglomeration effect of clusters of
a local industry (Guimaraes et.al., 2009). LQ is calculated according to Formula 3 that is developed
based on the methodology of the Cluster Mapping Project (Cluster Mapping Project, 2003).
j= 1,...,6
p=1,...,9

(3)

where
NODnumber of occupied jobs,
v- country,
j- region,
p- food processing industries.
For every region, industries are ranked based on LQ by giving the highest rank to the industries
whose quotient is the highest, thus showing the location of this industry in the region.
Specialization Quotient (SQ). This method is based on an assumption that if a region,
compared with other regions, has specialized in a certain cluster category, it is an indicator showing
that the economic effects of a regional cluster are strong enough to attract related economic
activities in this region from other regions and that cooperation links are stronger. This quotient is
calculated according to Formula 4, which is developed based on the methodology of the European
Cluster Mapping Project (Solvell, 2008).
j= 1,...,6
p=1,...,9

(4)

where
NOD- number of occupied jobs,
vcountry,
jregion,
pfood processing industries.
Dominance (D). If a cluster industry employs a greater proportion of the total number of employees
employed in the region, it has more opportunities to form a strong regional cluster. The same
applies for a greater proportion of enterprises and turnover. A dominance quotient (D) is calculated
according to Formula 5, which is developed based on the methodology of the European Cluster
Mapping Project (Solvell, 2008).
j= 1,...,6
p=1,...,9

(5)

where
NODnumber of occupied jobs,
j- region,
p- food processing industries.
In the present research, every region’s industry is ranked according to the value of quotients,
giving the highest rank to the industries whose quotient is the highest, thus indicating the highest
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proportion of this industry in the region.

3. REGIONAL CLUSTERS IN FOOD INDUSTRY
Regional cluster identification results based on calculation of indexes are shown in Table 1.
Table 1
Ellison and Glaeser's agglomeration index (EG) and Maurel and Sedliot’s index (MS) values
in food industry in Latvia in 2013
Industries

EG

MS

Processing and preserving of meat and production of meat products

0.21

0.21

Processing and preserving of fish, crustaceans and molluscs

0.03

0.03

Processing and preserving of fruit and vegetables

0.13

0.13

Manufacture of vegetable and animal oils and fats

-0.11

-0.11

Manufacture of dairy products

0.06

0.06

Manufacture of grain mill products, starches and starch products

0.15

0.15

Manufacture of bakery and farinaceous products

0.16

0.16

Manufacture of other food products

0.10

0.10

Manufacture of prepared animal feeds

0.04

0.04

Average

0.09

0.09

Source: Authors’ calculations

EG and MS index values in the food industry first of all allows to conclude that there is not a
significant difference between EG and MS index values (Table 1). Also authors that conducted
previous researchers and applied both indexes came to the same conclusion (Kominers, 2008;
Maurel and Sedliot, 1999). Secondly, the average value of the both indexes is 0.09 that shows that
food industy in Latvia are somewhere concentrated. The highest EG and MS values are in the meat
processing industry, showing high concentrations of this industry in some region compared with
other regions, leading to the high potential of regional cluster. Also, high potential to form regional
clusters is in other industries with high EG and MS values, e.g. grain mill product manufacturing,
fruit and vegetable manufacturing etc. The only industry with negative EG and MS values is a
manufacture of vegetable and animal oil and fats, showing that enterprises in this industry tend to
localize as far as possible from each other. Calculation of EG and MS indexes shows the existing
geographical concentration of economic activities, but it does not explain which region is more
concentrated than others. Therefore, further cluster mapping in each region is necessary.
The regional cluster mapping methodology is applied to identify regional clusters in each
statistical region in Latvia. Results of Riga region are summarized in Table 2.
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Table 2
Cluster mapping results in food industry in Riga region, 2013
Grouping

Industries

Identification using
number of enterprises
Identification using
total turnover
Identification using
number of employees

Industries with high cluster
potential

Industries with average cluster
potential

Industries with low cluster
potential

Manufacture of dairy products;
Processing and preserving of fish,
Manufacture of grain mill
Manufacture of prepared animal
crustaceans and molluscs;
products, starches and starch
feeds; Processing and preserving of
Manufacture of other food
products; Processing and
fruit and vegetables; Manufacture of
products; Manufacture of bakery
preserving of meat and production vegetable and animal oils and fats.
and farinaceous products.
of meat products.
High number of enterprises and Average number of enterprises and Low number of enterprises and
dominance; high LQ and SQ
dominance; average LQ and SQ
dominance; average LQ and SQ
(avg. 1.16)
(avg. 0.78)
(avg. 0.84)
High turnover and dominance; Average turnover and dominance; Low turnover and dominance; low
high LQ and SQ (avg. 1.44)
average LQ and SQ (avg. 0.75)
LQ and SQ (avg. 0.40)
High number of employees and Average number of employees and Low number of employees and
dominance; high LQ and SQ
dominance; average LQ and SQ
dominance; average LQ and SQ
(avg. 1.21)
(avg. 1.09)
(avg. 0.53)

Source: Authors’ calculations

Total 72 % of all enterprises are working in the three industries with the highest cluster potential,
employing 62% of all employees in the region and generating 56% of the total turnover. As a result
of the dominance of these three industries, average LQ and SQ coefficients are high (Table 2),
while for the rest of the industries number, dominance, SQ and LQ are lower. Industry with the
highest cluster potential in Riga region is processing and preserving of fish, crustaceans and
molluscs, that has developed in the Riga region mainly due to access to the gulf and Baltic Sea and
location of the main port of Latvia in Riga region. Because of the availability of the main resource
for the processing, fish processing has developed around the port historically and nowadays it has
high potential to form a regional cluster to force further development. Identification results for
Pieriga region are summarized in Table 3.
Table 3
Cluster mapping results in food industry in Pieriga region, 2013
Grouping

Industries with high cluster
potential

Industries with average cluster
potential

Industries with low cluster
potential

Industries

Processing and preserving of
Processing and preserving of meat
fish, crustaceans and molluscs; and production of meat products;
Manufacture of other food
Manufacture of bakery and
Manufacture of grain mill
products; Manufacture of dairy
farinaceous products; Processing
products, starches and starch
products; Manufacture of vegetable
and preserving of fruit and
products; Manufacture of prepared
and animal oils and fats.
vegetables.
animal feeds.

Identification using
number of enterprises

High number of enterprises and
dominance; high LQ and SQ
(avg. 1.09)

Identification using
total turnover

High turnover and dominance;
high LQ and SQ (avg. 1.48)

Average turnover and dominance; Low turnover and dominance; low
high LQ and SQ (avg. 1.43)
LQ and SQ (avg. 0.90)

Identification using
number of employees

High number of employees and
dominance; high LQ and SQ
(avg. 1.37)

Average number of employees
and dominance; high LQ and SQ
(avg. 1.33)

Average number of enterprises
and dominance; average LQ and
SQ (avg. 1.07)

Low number of enterprises and
dominance; low LQ and SQ (avg.
0.73)

Low number of employees and
dominance; low LQ and SQ (avg.
0.85)

Source: Authors’ calculations

Total 58% of all food processing industries of Pieriga region are working in the high cluster
potential industries, employing 62% of all employees and generating 42% of the total turnover. As a
result of the industry dominance, high cluster potential industries have higher LQ and SQ (Table 3),
showing that Pieriga region is specialized in fish, bakery and farinaceous product and fruit and
vegetable processing. Industries with average cluster potential are generating 37% of the total
turnover, while industries with low cluster potential generate 22%. The industry with the highest
cluster potential is processing and preserving of fish, crustaceans and molluscs, that has developed
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in the Pieriga region mainly due to access to the gulf and Baltic Sea and location of the small ports
in the region where the most active fishing takes place. Identification results for Kurzeme region are
summarized in Table 4.
Table 4
Cluster mapping results in food industry in Kurzeme region, 2013
Grouping

Industries with high cluster
potential

Industries with average
cluster potential

Industries with low cluster
potential

Industries

Processing and preserving of fish,
Manufacture of dairy products;
Manufacture of vegetable and
crustaceans and molluscs;
Processing and preserving of animal oils and fats; Manufacture
Processing and preserving of meat
fruit and vegetables;
of grain mill products, starches and
and production of meat products;
Manufacture of other food
starch products; Manufacture of
Manufacture of bakery and
products.
prepared animal feeds.
farinaceous products.

Identification using
number of enterprises

High number of enterprises and
dominance; high LQ and SQ (avg.
1.28)

Average number of enterprises
and dominance; average LQ
and SQ (avg. 0.83)

Low number of enterprises and
dominance; low LQ and SQ (avg.
0.59)

Identification using
total turnover

High turnover and dominance; high
LQ and SQ (avg. 1.70)

Average turnover and
dominance; low LQ and SQ
(avg. 0.33)

Low turnover and dominance; low
LQ and SQ (avg. 0.15)

Identification using
number of employees

High number of employees and
Average number of employees
dominance; high LQ and SQ (avg. and dominance; low LQ and
1.22)
SQ (avg. 0.49)
Source: Authors’ calculations

Low number of employees and
dominance; low LQ and SQ (avg.
0.20)

In Kurzeme region industries with high cluster potential show high dominance as 78% of all
enterprises are working in the three high cluster potential industries, employing 85% of all food
industry employees in the region and generating 88% of the total food industry turnover in the
region. High cluster potential industries show significantly higher LQ and SQ (Table 4), showing
that regional specialization in Kurzeme is high, and as a result of the specialization only 20% of all
enterprises work in the industries with average cluster potential, and 3% in the industries with low
cluster potential. Industry with the highest cluster potential in Kurzeme region is processing and
preserving of fish, crustaceans and molluscs, that has a deep historic roots in the region due to
access to the Baltic Sea and the location of several ports in the region. Identification results for
Vidzeme region are summarized in Table 5.
Table 5
Cluster mapping results in food industry in Vidzeme region, 2013
Grouping

Industries with high cluster
potential

Industries with average cluster
potential

Industries with low cluster
potential

Industries

Processing and preserving of fish,
Manufacture of dairy products; Processing and preserving of fruit
crustaceans and molluscs;
Manufacture of bakery and
and vegetables; Manufacture of
Manufacture of grain mill products,
farinaceous products; Processing
prepared animal feeds;
starches and starch products;
and preserving of meat and
Manufacture of other food
Manufacture of vegetable and
production of meat products.
products.
animal oils and fats.

Identification using
number of enterprises

High number of enterprises and
dominance; high LQ and SQ
(avg. 1.56)

Average number of enterprises
and dominance; high LQ and SQ
(avg. 1.37)

Identification using
total turnover

High turnover and dominance;
high LQ and SQ (avg. 1.50)

Average turnover and dominance; Low turnover and dominance; low
low LQ and SQ (avg. 0.38)
LQ and SQ (avg. 0.02)

Identification using
number of employees

High number of employees and
dominance; high LQ and SQ
(avg. 1.71)

Average number of employees
and dominance; average LQ and
SQ (avg. 0.86)

Low number of enterprises and
dominance; low LQ and SQ (avg.
0.37)

Low number of employees and
dominance; low LQ and SQ (avg.
0.07)

Source: Authors’ calculations

In Vidzeme region industries with high cluster potential form 71% of all food industry, 88% of
employees and 94% of the total turnover, leading to high LQ and SQ indexes (Table 5), showing
high localization and specialization. These industries showed high cluster potential also with EG
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and MS indexes (Table 1). 21% of all enterprises work in industries with average cluster potential,
and 8% in the industries with low cluster potential, and these industries show lower LQ and SQ
coefficients. Industry with the highest cluster potential in Vidzeme region is a manufacture of dairy
products, as the region has a high concentration of dairy cows due to favourable natural resources.
Identification results for Zemgale region are summarized in Table 6.
Table 6
Cluster mapping results in food industry in Zemgale region, 2013
Grouping

Industries with high cluster
potential

Industries with average cluster
potential

Industries with low cluster
potential

Industries

Processing and preserving of
Manufacture of bakery and
Manufacture of grain mill products,
meat and production of meat
farinaceous products; Manufacture
starches and starch products;
products; Manufacture of
of dairy products;
Manufacture of prepared animal
vegetable and animal oils and
Manufacture of other food
feeds; Processing and preserving of
fats; Processing and preserving
products.
fish, crustaceans and molluscs.
of fruit and vegetables.

Identification using
number of enterprises

High number of enterprises and
dominance; high LQ and SQ
(avg. 2.48)

Identification using
total turnover

High turnover and dominance;
high LQ and SQ (avg. 3.17)

Identification using
number of employees

High number of employees and
dominance; high LQ and SQ
(avg. 4.17)

Average number of enterprises
and dominance; low LQ and SQ
(avg. 0.89)

Low number of enterprises and
dominance; average LQ and SQ
(avg. 1.31)

Average turnover and dominance; Low turnover and dominance; low
low LQ and SQ (avg. 0.74)
LQ and SQ (avg. 0.63)
Average number of employees
and dominance; low LQ and SQ
(avg. 0.63)

Low number of employees and
dominance; average LQ and SQ
(avg. 0.90)

Source: Authors’ calculations

In Zemgale region high cluster potential industries employ 65% of the total number of
employees in food industry, generate 54% of the total turnover. 40% of the total number of
enterprises work in the high cluster potential industries, and LQ and SQ indexes are higher than
other regions, showing deep specialization. Processing and preserving of meat and production of
meat products industry was identified as high cluster potential industry according to EG and MS
indexes (Table 1) and cluster mapping methodology identifies its high potential in Zemgale region.
Meat production and processing industry has not only deep historic roots in the region, but also high
potential to develop due to natural advantages. Identification results for Latgale region are
summarized in Table 7.
Table 7
Cluster mapping results in food industry in Latgale region, 2013
Grouping

Industries with high cluster
potential

Industries with average cluster
potential

Industries with low cluster
potential

Industries

Processing and preserving of
Manufacture of prepared animal Processing and preserving of fruit
meat and production of meat
feeds; Manufacture of other food
and vegetables; Manufacture of
products; Manufacture of bakery
products; Processing and
grain mill products, starches and
and farinaceous products;
preserving of fish, crustaceans and starch products; Manufacture of
Manufacture of dairy products.
molluscs.
vegetable and animal oils and fats.

Identification using
number of enterprises

High number of enterprises and
dominance; high LQ and SQ
(avg. 1.24)

Average number of enterprises
and dominance; high LQ and SQ
(avg. 1.04)

Identification using
total turnover

High turnover and dominance;
high LQ and SQ (avg. 1.55)

Average turnover and dominance; Low turnover and dominance; low
low LQ and SQ (avg. 0.65)
LQ and SQ (avg. 0.01)

Identification using
number of employees

High number of employees and
dominance; high LQ and SQ
(avg. 1.43)

Average number of employees
and dominance; average LQ and
SQ (avg. 0.97)

Low number of enterprises and
dominance; low LQ and SQ (avg.
0.49)

Low number of employees and
dominance; low LQ and SQ (avg.
0.13)

Source: Authors’ calculations

In the industries with the highest cluster potential 75% of the total enterprises, 88% of turnover
and 85% of employees are concentrated, leading to high LQ and SQ coefficients (Table 7). The
industry with the highest cluster potential is processing and preserving of meat and production of
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meat products, that was identified as a high cluster potential industry also according to EG and MS
indexes (Table 1), and shows high cluster potential in Zemgale and Latgale mainly due to suitable
natural resources for meat production.

4. CONCLUSIONS AND RECOMMENDATIONS
In the present research, authors applied cluster identification methodology to identify regional
clusters in the food industry. The results of the research shows emerging clusters in region specific
industries based on each regions’ advantages and available resources.
• Clusters in the food industry emerge according to availability of natural resources, ignoring
formal borders of the regions. As a result of the cluster identification, fish production and
processing cluster in the coastal region (covering three formal regions Riga, Pieriga, and
Kurzeme) was identified. Fish processing tends to locate close to the coastline where the main
resource for the processing is located.
• Milk production and processing cluster was identified in Vidzeme region. Vidzeme region
shows high density of dairy farming that leads to high dominance, location of specialization of
milk processing.
• Meat production and processing cluster was identified in Zemgale and Latgale region. Meat
production has deep historic roots in these regions, as well as further potential to develop as the
lands and nature is suitable for it. As a result meat processing is localized in these regions,
showing highest cluster potential.
• When authors compare EG and MS indexes with the cluster mapping outcomes, the main
conclusion is that all the industries with the highest cluster potential identified with mapping
methodology have positive EG and MS indexes, indicating cluster potential. Both methods are
suitable for cluster identification.
• Present research shows that strong regional clusters are emerging in the food industry, therefore
in depth analysis is needed to determine potential of forming formal clusters in these industries.
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Abstract
The aim of the paper is to analyse preconditions of reindustrialization of Latvia’s economy, as well as potential
contradictions of this process. Economic development of Latvia since regaining national independence had been
featured by continuously declining share of manufacturing in national economy. In 1997–2007 no country in Europe
experienced as rapid deindustrialization as Latvia. Public recognition of urgent need for restoration of production sector
came essentially late. Ultimately, an official document, “Guidelines on National Industrial Policy of Latvia”, was
approved in 2013 by the Cabinet of Ministers. The first among the targets determined by the document is to raise the
share of manufacturing in Latvia’s GDP to 20% by 2020. As demonstrated in paper, Latvia’s National Industrial Policy
document is in line with worldwide renaissance of interest in industrial policy. Apprehension appears, however, that
this project of reindustrialization of Latvian economy may prove forgotten. Traditional statements concerning inverse
relationship between economic growth and share of manufacturing in GDP are verified in regard to the Baltic states. It
is argued in the paper that further decline of manufacturing’s share in national output is not unavoidable. In regard to
economic policy, need for a more active role of government in reindustrialization process is advocated. Simultaneously,
some questions on compatibility of reindustrialization with other goals of economic policy are raised. Research
methodology is based upon application of economic theory, analysis of literature and official documents, comparison of
statistical data, and author’s own calculations.
Keywords: industrial policy, manufacturing, industrialization, economy of Latvia, economy of the Baltic States,
GDP.

1. INTRODUCTION
In a decade only (1997 – 2007), the share of manufacturing in GDP of Latvia dropped from
25.3% to 13.6%. In no country of Europe had the share of manufacturing decreased so rapidly
within such a short time. As a result, the percentage share of manufacturing in GDP of Latvia
proved to be one of the lowest in Europe. Latvia had become also a country with one of the least
volumes of industrial output per capita among all EU member states.
There is every reason to believe that unjustified drastic deindustrialization was among the main
factors of extremely poor economic performance of Latvia during the global economic crisis.
Unfortunately, only then the need for restoration of production sector of national economy was
admitted. Calls to revive national industry came into fashion under the situation of economic crisis,
in pre-election campaigns in particular. The time came when economists and politicians returned to
admitting importance of the production sector (first of all, manufacturing) and pointed out its role in
ensuring international competitiveness of Latvia. With big delay it had been stated also in official
editions that the distorted pattern of national economy proved incapable of supporting sustained
economic development (Ministry of Economics, 2009). Ultimately, an official government
document, “Guidelines on National Industrial Policy of Latvia”, was prepared (Ministry of
Economics of the Republic of Latvia, 2012). In May, 2013, it was approved by the Cabinet of
Ministers.
Renaissance of interest in industrial policy can be observed worldwide in recent years (Warwick,
2012; Reis, 2012). National industrial policy documents have been produced and adopted in a
number of countries of the world, from India to Uganda and Rwanda. Latvia’s National Industrial
Policy document seemed to be in line with this global trend. It is appropriately therefore to consider
conditions, problems, and prospects of possible reindustrialization of Latvian economy.
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2. A NEW TURN IN ECONOMIC DEVELOPMENT:
REINDUSTRIALIZATION?
It is considered almost a commonplace conclusion in economics that share of manufacturing in
GDP and in total employment use to decline along with rise of a country’s economic development
level. This statement is supported by some research on correlation between GDP per capita and
share of manufacturing in GDP. In particular, one can mention a research by McKinsey Global
Institute published in 2012 and generalizing data on wide range of countries (McKinsey, 2012). The
research shows that before average development level is reached in a national economy (around
USD 10,000 per capita in 1990 dollars), industrialization and urbanization processes go ahead,
resulting in rapid increase in manufacturing’s share in GDP up to 30 – 40%. However, along with
further increase in per capita GDP, as high income level is attained, national economy turns into
services economy and share of manufacturing in it consistently declines, dropping to 10% or even
less (Figure1).

Figure 1. Relationship of GDP per capita and share of manufacturing in GDP (with income level
measured in 1990 US dollars per capita)
Source: McKinsey, 2012; Novie zakoni mirovoi indusrii, 2012

Questions may be reasonably posed: how long such a trend will continue, to what an extent the
share of manufacturing in national economy can decline, and can’t it start increasing again from a
certain point? Author tried to verify the above-mentioned conclusions of foreign research on the
basis of data on economies of the three Baltic states – Estonia, Latvia, and Lithuania. Table 1 shows
dynamics of GDP per capita in relation to the share of manufacturing in GDP of the Baltic states in
1997 – 2011. It must be noted, however, that for the period in question, data on manufacturing are
including energy sector. Comparison with earlier period proves more complicated since in years
preceding 1997 Eurostat data reflected manufacturing together with construction.
Initially, dynamics of manufacturing’s share in GDP of the Baltic states during 1997 – 2009 will
be observed (Figure 2). To remind, the period in question was for the three Baltic states a time of
rapid economic growth before severe global economic crisis. As can be seen, before the crisis share
of manufacturing in the Baltic states’ economies was consistently decreasing.
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Figure 2. GDP per capita and share of industry in GDP of the Baltic states, 1997 – 2007
Source: produced on the basis of Table 1

Decline of manufacturing’s share in national economies of the Baltic states began immediately
after regaining of national sovereignty in the beginning of 1990s. It does not prove possible to
directly link this process with changes in per capita GDP (as is demonstrated in the abovementioned McKinsey Global Institute research). Firstly, GDP per capita levels in the Baltic states
by the early 1990s had hardly reached 10,000 USD (in 1990 dollars). Secondly, the main direct
factor that determined destroying of industry in the Baltic states proved political one. Namely, it
was reorientation of the Baltic economies towards the West, combined with widespread hostile
attidude to big industry since the latter was perceived a heritage of the Soviet rule. Moreover,
Latvia was outstanding – not only among the other Baltic states, but even in Europe as a whole –
for especially rapid deindustrialization.
Table 1
Relationship between GDP per capita and share of manufacturing in GDP of the Baltic
states, 1997 – 2011
1997

2001

2006

9 306

15 993

24.5

23.9

10 919

18 927

Share of manufacturing in 24.9
GDP (%)
GDP per capita (USD, PPS) 6 163

22.2

21.0

8424

15 105

Share of manufacturing in
GDP (%)

18.3

14.6

Lithuania GDP per capita (USD, PPS) …
Share of manufacturing in
GDP (%)

23.5

Estonia GDP per capita (USD, PPS) 7 871

Latvia

25.3

2007
18 169
22.2
20 971
20.3
17 134
14.3

2008
19 212
21.5
20 672
20.3
17 018
14.1

Source: Europe in figures, 2012; Eurostat; www.imf.org
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2009

2010

2011

16 596

17 333

19 125

20.4

22.1

24.5

17 886

18 539

20 379

19.6

23.1

23.9

14 183

14 407

16 818

14.0

16.7

19.3
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Table 2
Share of industry in GDP, 1997 – 2011
Country

1997

2000

2002

2004

2005

2006

2007

2008

2009

2010

2011

Norway

32.5

37.8

33.4

35.1

38.2

39.9

36.8

39.8

33.4

35.1

36.4

Czech Rep.

33.0

30.4

29.2

30.7

30.1

30.5

30.8

29.6

29.2

29.3

31.1

Finland

27.4

28.4

27.5

26.3

25.8

26.8

26.8

24.8

21.1

22.5

20.9

Germany

25.1

25.3

24.7

25.3

25.4

26.1

26.5

25.7

22.4

23.8

26.2

Poland

26.1

24.0

22.3

25.2

24.7

24.7

24.5

24.3

24.3

24.5

25.5

Ireland

33.1

34.1

34.1

27.2

25.0

23.9

24.0

24.1

26.4

25.9

28.1

Sweden

25.1

24.5

23.3

23.2

23.3

23.2

22.9

21.6

19.3

20.9

20.5

Lithuania

23.5

23.6

23.3

25.7

25.2

23.9

22.2

21.5

20.4

22.1

24.5

Estonia

24.9

22.0

22.5

21.9

21.5

21.0

20.3

20.3

19.6

23.1

23.9

Denmark

20.9

21.3

20.4

19.4

20.1

20.4

20.0

20.1

17.5

17.6

17.5

Netherlands

20.6

19.3

18.4

18.5

18.8

19.1

19.1

19.8

17.8

18.5

18.7

Belgium

23.5

22.0

20.7

19.7

19.2

18.9

18.5

17.6

16.2

16.4

17.0

UK

24.9

22.1

19.4

17.3

17.1

17.1

16.5

16.2

14.9

15.5

16.5

Latvia

25.3

17.6

17.4

16.5

15.6

14.6

14.3

14.1

14.0

16.7

19.3

France

18.4

17.8

16.6

15.5

15.1

14.5

14.3

13.7

12.5

…

12.6

Greece

13.9

13.9

13.3

12.3

13.0

12.8

12.5

13.4

13.6

14.4

13.5

Source: Eurostat

In no European country had manufacturing’s share in economy dropped as drastically during
1997 – 2007 as it had in Latvia. To compare, in 1997 the share of industry in Latvian economy
(25.3% of GDP) was similar to that in most European countries or even exceeded it. In the
following decade, however, this share shrunk by one half. As a result, the share of manufacturing in
Latvia’s GDP has become one of the lowest in Europe. In fact, by 2007 only Luxembourg and
Cyprus had less proportion of manufacturing in their national economies. Furthermore, the share of
industry in GDP of Latvia continued to slowly decline and dropped to 13.5% (together with energy
sector) in 2009 (LR Ekonomikas Ministrija; LR Centrālā Statistikas pārvalde, 2010). Even
assuming that decrease of manufacturing’s share in national economy is in line with global trend, in
Latvia this process looked unnecessarily fast and too painful.
However, actual statistical data for recent years let to doubt the statement on inevitable decline
of manufacturing’s share in economy. As Table 2 shows, there are countries in which share of
manufacturing in GDP does not decrease (at least from 1997), e.g., Germany and Norway. In some
other countries, such as Ireland, the share of manufacturing had stopped decreasing and started to
increase just before the global economic crisis. And finally, during the crisis, in 2009 – 2011,
increasing share of manufacturing in GDP is observed in most European countries. In regard to the
Baltic states, this phenomenon is illustrated by Figure 3.

149

Journal of Business Management, 2014, No.8

ISSN 1691-5348

Figure 3. Share of industry in GDP of the Baltic states, 1997 – 2011
Source: produced on the basis of Table 1

Several explanations for such a phenomenon can be suggested:
1) under the crisis, services sector shrinked more drastically than industry; as a result, the share
of manufacturing in GDP somewhat increased;
2) interest for domestic production sector revived in some countries (including Latvia) under
the circumstances of crisis;
3) possible statistical tricks.
In any case, statistical data for 2009 – 2011 do not fit the simplified picture of consistently
declining share of manufacturing in GDP along with economic growth. Similarly, these data do not
support the conclusion about stable inverse relationship between GDP per capita and
manufacturing’s share in GDP. Returning to Table 1, it is possible to argue that in the Baltic states’
economies relationship between the two variables – GDP per capita and share of manufacturing in
GDP – after 2007 becomes chaotic and disputable. This can be seen in Figure 4, in which, as
compared to Figure 2, the observation period is expanded to 2011.
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Figure 4. GDP per capita and share of industry in GDP of the Baltic states, 1997 – 2011
Source: produced on the basis of Table 1

In the 1st half of 2012, share of manufacturing in GDP of Latvia was said to reach 15.3% (Pavļuts,
2012). The most essential question, remains, of course, whether it is just a short-term fluctuation or
an evidence of a turn in economic development? Will the share of manufacturing in GDP continue
to grow or the process will reverse when economic growth resumes and the services sector would
again grow faster than the production sector? Nonetheless, the continuous and unavoidable decline
of manufacturing’s role in national economy does not look now as fatal as it had been believed.

3. IMPLICATIONS FOR POLICY
The aim of industrial policy in Latvia promulgated in the “Guidelines on National Industrial
Policy of Latvia” was to promote structural changes in economy in favour of production of goods
and services with higher value added, namely by increasing the role of industry, modernizing
industry and services and sophistication of exports (Ministry of Economics, 2012).
In order to reach the aim, the following targets were set to be reached by 2020:
- to increase the share of manufacturing in GDP to 20%;
- to raise productivity in manufacturing by 40% as compared to 2011;
- to increase volume of output in manufacturing by 60% as compared to 2011;
- to increase investments in research and development to 1.5% of GDP (Ministry of Economics,
2012).
Latvia was not unique in respect to renewed attention towards industry. Resurgence of interest in
industrial policy is being observed worldwide in recent years, to great extent as a response to the
global economic crisis. National industrial policy documents have been prepared and adopted in a
number of countries of the world in recent years. For example, India’s National Manufacturing
Policy document covering time period until 2022 was adopted in 2011 (National Manufacturing
Policy, 2011); National Industrialization Policy Framework for 2011 – 2015 including vision of the
country’s industrial development to 2030 was published in Kenya (Ministry of Industrialization,
2010); National Industrial Policy Framework setting a goal to intensify long-term industrialization
process of the country, was produced and implemented in the Republic of South Africa
(Department of Trade and Industry, 2007); National industrial policy documents exist in Rwanda
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(Rwanda National Industrial Policy, 2011), Uganda (Ministry of Tourism, Trade, and Industry,
2008), and other countries. Thus, Latvia’s National Industrial Policy document seemed to be in line
with global trend.
Moreover, it seems interesting to point out some parallels appearing between National Industrial
Policy of Latvia and India’s National Manufacturing Policy. For instance, Latvia’s National
Industrial Policy envisages raising manufacturing’s share in GDP to 20% by 2020; in its turn,
India’s National Manufacturing Policy supposes to reach 25% share in 2022. Both programmes
point out creating industrial zones as one of major tasks; similarly, both include objectives of
increasing employment (Ministry of Economics of the Republic of Latvia, 2012; National
Manufacturing Policy 2011).
Undoubtedly, industrialization, if it takes place, has to be carried out under new economic reality
of the 21st century, on new technological basis and in other directions than industrialization known
in the previous centuries. Nevertheless, the main hopes related to industrialization remain the
traditional ones (McKinsey Global Institute, 2010; McKinsey Global Institute, 2012):
• economic growth (measured primarily by GDP growth);
• raising employment;
• growing productivity.
However, each of these expectations deserves special comments.
Economic growth. One should remember that under generally used statistical methodology the
main part (60 – 70%) of GDP in modern economy is represented by the terciary (services) sector.
Consequently, the services sector makes up the biggest fraction of GDP increase while
manufacturing’s contribution to overall progress of national economy looks much more modest.
This phenomenon displayed itself quite clearly in rapid economic growth of Latvia during the precrisis period when the bulk of economic growth in the country was provided by the services sector.
Therefore, expansion of the manufacturing sector would not result in drastic acceleration of GDP
growth, at least in the short run.
Raising employment. Similarly, the services sector is, as known, the main employer in modern
economy. Manufacturing, given its comparatively modest share in total employment, would not be
able to provide as big increase in number of jobs as one might expect (McKinsey Global Institute,
2010).
Growing productivity. One of essentially disputable assertions of modern economic statistics is
that productivity proves higher in the services sector than in manufacturing. Statements of such kind
were regularly repeating in Latvian statistics and official documents; moreover, advantage of the
services sector over manufacturing in this respect was believed to consistently increase. For
instance, one could find in the semi-annual “Reports on Economic Development of Latvia” that
productivity level in financial services in Latvia was 2 times higher than in manufacturing (Ministry
of Economics, 2007), 2.7 times higher (Ministry of Economics, 2008, June), and, ultimately, 4
times higher than in manufacturing (Ministry of Economics, 2008, December), In fact, even the
phrasing itself looks somewhat strange as productivity is measured in a sector producing no
tangible product. However, assuming the above-mentioned advantage of the services sector, it
implies that (reflected in statistics) productivity growth due to progress in manufacturing would not
prove as impressive as it could be from expansion of the services sector.
In addition, we should touch upon some other problems related to reindustrialization projects of
the Latvian economy.
Industrialization and SME. There is one more problem in view of attempts to encourage
expansion of manufacturing. Namely, it is a contradiction with one of the EU present-day dogmas –
support and development of small and medium-size enterprises. This support is declared in
numerous programmes at the EU and national levels. It is well known, however, that vast majority
of micro-, small-, and medium-size enterprises in the EU as well as in Latvia are operating in the
services sector and not in manufacturing. Hence, stimulation of further increase in number of SME
would not contribute to industrialization. It means that the two goals: industrialization and support
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to development of SME – may turn out mutually contradicting.
To intervene or not to intervene? Implementation of National Industrial Policy of Latvia
sharpens once again the eternal question of government intervention in economic development.
Should the government regulate the process of industrialization – in particular, by determining the
priority sectors and industries that deserve support? Historical experience of successful industrial
policies in many countries of the world, such as South Korea, Singapore, Malaysia, as well as
Ireland and Finland, and other, testifies to expediency and necessity of a purposeful deliberate
government regulation – even if it is not free of faults (McKinsey Global Institute, 2010; Petrin,
2012; Reis, 2012; Toh Kin Woon, 2013; Warwick, 2012). A differentiated approach to industries,
selection of the most promising areas for future development and support granted to them seem
especially needed at such a crucial moment as the intended reindustrialization of national economy.
Avoiding its regulatory role looks unjustified for government in this situation. Ministry of
Economics of Latvia, however, had chosen to evade direct regulation and pointing out priority
sectors.
Unfortunately, the National Industrial Policy of Latvia during its preparation and official
approval attracted only limited attention of scholars and public. The document had been several
times criticized in press as being insufficiently elaborated; nonetheless, it could become a good
starting point for further steps. After government change in 2014, official mentions of the document
tend to disappear. Information concerning the National Industrial Policy was just briefly repeated in
the “Report on Economic Development of Latvia” in December (Ministry of Economics, 2013); in
the website of Ministry of Economics the information has not been renewed since September, 2013.
Moreover, despite the declared commitment to reindustrialization, the government permitted
bankruptcy of “Liepājas metalurgs”, the only metallurgy plant in the Baltic states. The National
Industrial Policy of Latvia has not caused any interest in the European Union. Apprehension
appears therefore that the project of reindustrialization of Latvian economy may prove forgotten
just a year after it was born. Experience shows that there is no lack of good declarations and
officially approved government programmes in Latvia. Ability to implement these plans, however,
seems doubtful.

4. CONCLUSIONS
• Recognition

of urgent need for restoring production sector of national economy in Latvia has
come essentially late.
• Statistical data on European countries do not support the simplified view concerning inevitable
decline of manufacturing’s share in GDP.
• Latvia’s National Industrial Policy document proved to be in line with global resurgence of
interest in industrial policy.
• Despite its drawbacks, the National Industrial Policy document could become a starting point
for further steps towards reindustrialization of Latvian economy.
• Apprehension exists now that the National Industrial Policy document may prove forgotten by
the new government of Latvia.
• It looks unjustified for government to evade its regulatory role at one of the crucial moments in
development of national economy.
• Some problems may arise in regard to compatibility of reindustrialization with other goals of
economic policy such as economic growth, employment, productivity increase, and support of
small and medium-size enterprises.
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Abstract
Purpose. The main aim of the article is to present a preliminary recognition of the factors influencing the
development and growth of micro and small enterprises owned and run by students of managerial and economic majors
of studies in Poland.
Methodology. It was decided to specify 22 potential variables explaining the growth and development of enterprises.
The data was collected using CAWI. Logistic regression was used to test the significance of factors and models of
growth and development.
Findings. The results show that among students-owners of businesses that expand, there predominates the
conviction that “good luck and favorable coincidence” has nothing to do with the growth. Moreover, “human resources
and good relations with employees”, as well as “favorable location due to supply of workforce” are significant for the
growth. Significant stimuli for growth are: risk propensity and public support for small business. In view of the
development of the studied firms the following factors appear significant: untypical, innovative customer service and
favorable external conditions (infrastructure, the ability to lease, build or purchase facilities).
Research limitations. The sample is not representative of the national population. It is necessary to conduct future
research on a representative sample.
Practical implications. Factors connected with human resources, untypical, innovative customer service and
favorable external conditions seem to play a crucial role in micro and small enterprises.
Social implications. The phenomenon of student entrepreneurship is socially important, because it fulfills the
deficiency of work places, which came into existence after the collapse of many state-owned, large companies.
Originality. The paper presents authors point of view and makes contribution to the knowledge of the factors
influencing the development and growth of micro and small enterprises owned and run by students in Poland.
Keywords: student-run firm, small business growth, small business development, student entrepreneurship, success
of small business, business students

1. INTRODUCTION
Business activity run by students is an economically and socially important phenomenon since in
many cases it makes an introduction to entrepreneurship of people, whose personalities and
professional lives are fully formed. The companies such as Microsoft, Yahoo, Google, Facebook
(and many others) were set up just by students who were still in campuses (Stewart 2012). Studentrun business activity is an incubator of a fully-developed entrepreneurship – a stage at which
business-like behaviors are sculpted as a result of the clash between practice and the knowledge
gained at universities (McIntosh 2012).
In Poland, small business has an additional meaning attached to it: similarly as in many other
post-communist countries, the transformations in industry have led to the fall of giant state
companies, which substantially reduced the number of work places. Nowadays, small business
activity, as well as extensive investment of foreign subjects have begun to fill in this deficit.
Teaching business in colleges of higher education strengthens the inclination towards taking up
one’s own business activity (Patir and Karahan 2010). In small business, basing on personnel who
are professionally prepared to run business can, in the opinion of some researchers, have a positive
effect on firms’ survival and growth (Koczerga 2008).
Many students in Poland are employed themselves or run economic enterprises while pursuing
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extramural courses. Business activity run by students therefore is not exclusively the activity of the
youngest people, although in part of the cases this is just so. This paper deals with entrepreneurship
of students of business colleges of higher education. According to the Ministry of Science and
Higher Education as regards recruitment for courses of higher education in the academic year
2013/2014, the business-related majors were the third most popularly chosen major (informatics
ranking the first and law the second). It appears thus that the phenomenon of entrepreneurship of
the young is on a mass scale and economically and socially vital.
The inclination towards taking up and running one’s own economic activity by students varies in
different countries. For instance, in Singapore, 62% of the students declare the will to take up such
an activity, whereas in Norway it is only 3% (Wang and Wong 2002). Latest research conducted in
Croatia points to the rate of 67% (Bakotic and Kruzic, 2010). According to the data released by the
Central Statistical Office, one third of the companies currently functioning in the Polish market are
run by people who are still below 30 years of age. According to the research carried out by Initium
Foundation, as many as 78% of the students would like to set up their own firm and 4% of them
already have one (Initium 2013). Judging from the above-mentioned data, we cannot speak about a
simple dependence between the degree of economic development and the motivation to take up
business activity (the less people can depend on stable work places in large enterprises, the more
they have to rely on themselves). Even if such a dependence does occur, it is most probably
moderated by a series of factors, such as tradition of small business, the dominating mentality, and
the like.
The aim of this study is to investigate the determinants of growth and development of micro and
small firms run by students of managerial and economic majors. Logistic regression was used to
test the significance of factors and models of growth and development.

2. FACTORS OF GROWTH AND DEVELOPMENT OF MICRO AND
SMALL ENTERPRISES
There has been a long tradition of connecting the process of growth of small companies with
their entrepreneurial orientation (Davidson 1989). Entrepreneurial orientation (EO) means here
endeavors to implement innovative solutions which refresh and perfect the market offer, ability to
take risk of introducing untested solutions (products, services, activities in new markets), and also
of being more pro-active than the competition in the area of taking advantage of market-created
opportunities (Zahra 1993; Zahra and Covin 1995). A general reason why EO is of great importance
is shortening of the life cycle of both the very products themselves and business models (Hamel
2000).
The resource based view (RBV) can suggest a dependence of the process of growth of small
enterprises on having specific resources at their disposal not only in the material or financial sense,
but also in that of skills. Dynamic skills, being one of the growth factors consist in acquiring,
integrating, re-configurating and using resources adequate to the situation in the market (Eisenhardt
and Martin 2000). The carrier of these skills is the human factor, though. Therefore, de facto, one
needs to incline towards the statement that such growth factors as the quality of human resources
should be taken into consideration (Cressy 2006; Koeller and Lechler 2006).
The surrounding of small companies is an important growth factor in terms of localization,
branch, market or mean effectiveness of enterprises functioning in the given type of business
(Wilklund et al. 2009). It is also underlined that the inclination of the owners of small enterprises
towards the growth and, presumably – also certain of their personality traits – play a significant role
from the point of view of the effect in the form of the company’s growth (Wilklund et al. 2003). In
the research conducted in Spain, dealing with the growth of small enterprises within the framework
of entrepreneurial incubators it was found out that the main factors of growth are the following:
organization of a small enterprise, its position and innovativeness in the manner of acting (Medina
and Morales 2013). Studies conducted in Bosnia-Herzegovina (Delalic and Oruc 2014) additionally
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showed – in comparison with the previous settlements – that questions of the infrastructure in the
surrounding can make a significant growth factor of small enterprises.
The growth factors of companies classified as small and medium enterprises (SMEs) do not have
to be identical with the factors of their profitability (Foreman-Peck et al. 2006). On the basis of the
probit model the following variables, being stimulants of growth, were specified: possessing a clear
marketing plan, having computer equipment and informatics-related solutions at their disposal, a
belief in the sense of innovatory actions, as well as a high turnover. It is interesting to note that the
so-called Investors in People – owners of firms realizing the policy of human resources – do not
expand to any larger degree than those that do not invest in people, in a similar way as companies
which implement innovations. The last two growth factors are significant, though, and correlate
positively with the growth according to the research carried out in England (Smallbone 2000).
Membership of trade associations and the owner’s age over 46 years correlate inversely with the
growth. The variable connected with the functioning of the financial branch prove to be significant
as that relating to the surrounding.
Both from the point of view of growth and development, understood as improvement of
profitability, human resources, in particular their education and experience, prove to be important
according to the research on small enterprises run by women and dealing in services and trade in
Great Britain (Coleman 2007). Similar conclusions, indicating the paramount importance of
managing human resources result from the research conducted on a sample of clients representing
small business – a firm providing services in the sphere of HR (Allen et al. 2013).
A study conducted on a group of 262 Brazilian small businesses representing trade and services
proved that the EO (Naman; Slevin 1993), as well as marketing capability (Vorhies; Harker 2000)
play the essential role from the viewpoint of the level of obtained results – business performance
(Gonzáles-Benito et al. 2009) which can be associated with development of business.
It is highlighted that strictly external factors, such as public aid in the form of support programs
designed for small business can be of significance as regards obtained results and development of
this class of enterprises (Schayek and Dvir 2009). The research was carried out among small firms
covered with a coaching program by the Ministry of Industry, Trade and Labor of Israel. Beside the
already mentioned factor, also certain psychological features of the entrepreneur himself/herself can
exert an influence on processes of development of small business. One of them is locus of control
(LOC), that is a sense of exerting an influence on the situation and a feeling that the subject is
capable – thanks to their activity – of obtaining required results, yet also an inclination towards
taking risk. The significance of LOC is proved by the research conducted among owners of small
firms distributing clothing in Brazil (Maciel and Camarago 2010). In turn, as regards risk, the skill
of its recognizing and carefulness while taking risky decisions influence the success of the company
in a more positive way than the inclination towards taking risk itself (Willebrands et al. 2012). It
was also found out that decisiveness is correlated with improvement of results in small business
(Leaptrott and McDonald 2008). Pursuing the current business models, e.g., e-commerce, is also a
factor in the development of small enterprises in the time of dynamic changes (Rasheed 2009). The
improvement in the competitive position of a small company can be brought about by proactive,
anticipatory actions directed towards securing the quality of offer and activity within the
competitive surrounding of the enterprise (Environment Management Practices) (Llach et al. 2013).
A positive impact of incremental innovations in the area of sales and marketing upon the
development of small and medium-sized firms in the branch of trading in sea-food products was
pointed to as well (Bhaskaran 2006). Lastly, management practices: styles of leadership and
systems of managing development are not to be neglected as regards the growth and development
of small and medium-sized enterprises. The research was conducted on a sample of 5710
respondents representing small companies based in the UK (Wang and Poutziouris 2010).
A variable referring to the specificity of the study and the fact that the respondents were students
of economic majors was included in the research. This variable which describes knowledge and
competences attained in the course of studies is meant to recognize its significance from the point
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of view of development and growth of companies. There are studies which show that small business
entrepreneurs often do not hold formal education themselves, are skeptical of it or indeed have a
bad opinion of it. Moreover, they are too much oriented towards everyday problems of the inside of
their companies to take a trusting look at the environment in order to secure prosperity in the future
(Watkins 1983). On the other hand, education systems are changing. Already in 1987, Ch. Handy
argued that the systems of education designed to prepare managers in the UK were unsuited to the
needs, in contrast to those in the USA, Japan or Germany (Handy 1987). He distinguished then the
so-called managerial training as a shorter form, more oriented towards concrete needs and shaping
skills rather than developing formal education in the form of academic studies, which was more
popular in those countries. Motivation to take up training results also from the necessity of
continuous completion and updating of knowledge with reference to changes in the market. Some
noticeable shortcomings of the system of studies in this area in Great Britain were reported as early
as in the 1990s (Kirby 1990). Today they are still present in post-socialist countries, among others,
in Poland. In recent years attempts have been made to change higher education systems with respect
to effects of education and qualifications (the so-called National Qualifications Framework /NQF/).
Thus, educating for business will resemble manager’s training to a greater extent.

3. DATA, METHOD, AND VARIABLES
This study made use of a CAWI-based survey (Computer-Assisted Web Interviewing). The
research was conducted in March 2014. Logistic regression (SPSS) was used to analyze the data
obtained from the study. The data file contained 92 observations from a sample of micro and small
enterprises run by students of managerial and economic majors (n=92), mainly form Dolnosląskie
/Lower Silesia/ and Opolskie Voivodships (the South-Western part of Poland).
Logistic regression is used to predict a binary variable from a set of predictor variables. The
predicted dependent variable is a function of the probability (p) that a particular subject will be in
one of two categories to model p, the logit transformation of p is used:

In terms of p, the logistic regression model can be written as:

The logistic regression model is constructed by maximum likelihood procedure (Collett 2003;
Hosmer and Lemeshow 2000). “The estimated regression coefficients in a logistic regression model
give the estimated change in the log-odds corresponding to a unit change in the corresponding
explanatory variable conditional on the other explanatory variables remaining constant. The
parameters are usually exponentiated to give results in terms of odds.” A stepwise procedure was
applied with a 0.05 entry criterion.
As a result of the literature review, 22 potential explanatory variables were selected. They can be
grouped into seven areas (Table 1).
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Table 1
Potential explanatory variables
Management
• Good organizational structure (X6)
• Knowledge of management tools attained in the
college (X7)

Knowledge
• Knowledge of legal regulations (X8)
• The owner’s and employees’ knowledge (X14)

Coincidence
• Chance, luck (X18)
• Hitting a good market in which one can earn
(X1)
• Current economic situation in my market (X15)

Market/marketing orientation
• Untypical, innovative approach to the market and customer (X2)

External support
• External support (means from the EU, support
for small companies, operation and regional
programs, etc.) (X17)

Favorable location
• Favorable location – friendly attitude on the part of
local/regional authorities (X19)
• Favorable location – a large market in the local/regional space
(X20)
• Favorable location – supply of workforce (X21)
• Favorable location – infrastructure, land developed for
investments, ability to lease/construct/purchase facilities (X22)

Personality traits
• The owner’s traits (e.g., intelligence,
cleverness, positive energy) (X3)
• The ‘knack’ of saving (X10)
• Carefulness making investment-related
decisions (X11)
• Inclination towards taking risky decisions (X12)

Material resources, non-material and human resources
• Personnel resources – employees and good relations with them
(X4)
• Reputation in the market, good opinion (X5)
• Good relations with the environment, cooperators, cooperating
firms, etc. (X9)
• Good equipment, property and fixed assets (X13)
• Possessing a strategic advantage of, e.g., location, trademark,
low prices (X16)

Source: author’s own elaboration

The growth of companies was operationalized by the following three phenomena: (1) rise in the
number of customers, (2) rise in the number of employees, (3) rise in the companies’ revenues. The
development of enterprises was operationalized by four phenomena: (1) rise in the company’s
value, (2) perfecting the management system, (3) perfecting market offer, (4) development of
cooperation with other subjects in the market. The question was asked if in the last three years the
respondents have had to deal with the above-mentioned phenomena. The questioned answered,
using a seven-item scale: strongly disagree – 1, disagree - 2, somewhat disagree – 3, neither agree
nor disagree – 4, somewhat agree – 5, agree – 6, strongly agree – 7. In the logistic regression, used
in this study as the method of analyzing the empirical material, the response variables are of the
binary character – zero-one (0-1). There was thus the need to make a conversion of the seven-item
scale to two values: 0 and 1. The response variables were transformed into binary based on the
authors’ opinion. For the first variable operationalized by three phenomena it was assumed that the
sum of values of the answers equal to 16 or more testifies to the fact that we come to deal with
growth of the company in the last three years. For the other dependent variable operationalized by
four phenomena it was accepted that a sum of responses equal to 21 or more testifies to the fact that
we come to deal with development of the company. The settlement results from the fact that
responses on level 5 only (somewhat agree) suggest growth or development in an ambiguous way.
It is exclusively responses on level 6 in at least one case that can – in the author’s opinion – testify
to the growth or development in a manner that raises lesser doubts.

4. RESULTS AND DISCUSSION
The data presented in the paper were tabulated according to firm size categories: firms with 0–9
employees (micro enterprises) and 10–49 employees (small enterprises). The group of micro
159

Journal of Business Management, 2014, No.8

ISSN 1691-5348

companies contains 64% of enterprises surveyed, and the group of small companies contains 36%
of enterprises. The group of companies operating on the market three or more years comprises quite
a high percentage (71%) of enterprises. 75 subjects function in the service sector (82% of all the
subjects), 13 subjects (14%) in the industrial sector, while 4 subjects in the agricultural one.
Our analyses of the data will focus on establishing relationships between:
- the growth (with “1” indicating “growth” and “0” indicating “no growth”) and enterprise
characteristics that might have affected the chances of the growth.
- the development (with “1” indicating “development” and “0” indicating “no development”) and
enterprise characteristics that might have affected the chances of the development.
The main questions of interest are:
- Which of the explanatory variables are predictive of the response, “growth” or “no growth”?
- Which of the explanatory variables are predictive of the response, “development” or “no
development”?
The parameter estimates (log-odds) are given in the column labeled “B,” standard errors of these
estimates are given in the column “S.E.”, exponentiated log-odds are given in the column headed
“Exp(B)” (Table 2).
Table 2
Result of multiple logistic regression analysis (growth as the dependent variable, n=92
student-entrepreneurs).
Variable

B

S.E.

p-value

Exp(B)

X4

0.472

0.235

0.045

1.603

X11

-0.491

0.205

0.016

0.612

X17

0.359

0.160

0.025

1.432

X18

-0.426

0.168

0.011

0.653

X21

0.383

0.178

0.032

1.466

-2.463

1.781

0.167

0.085

Intercept

R2Cox-Snell = 0.230; R2Nagelkerke = 0.308;
Hosmer-Lemeshow test p=0.400

Source: author’s own calculation (SPSS).

Growth is significantly related to X4, X11, X17, X18, X21 (p < 0.05). The classification table shows
us that this rule allows us to correctly classify 71.7% of the subjects (Table 3). In terms of p, the
logistic regression model for growth can be written as:

Among the five predictor variables, X4, which is “Human resources – employees and good
relations with them”, showed the largest point estimate of odds ratio (1.603) and was most
influential. Chances of growth are predicted to generally increase with the increasing X4. The 1.603
odds ratio for X4 indicates that with a one-point increase on the seven-point scale being associated
with the odds of growth increasing by a multiplicative factor of 1.603. The significance of human
resources, from the point of view of the company’s growth, is fairly commonly confirmed in studies
(see, for instance Smallbone (2000), Cressy (2006) Koeller and Lechler (2006), Coleman (2007)).
The significance of this variable becomes additionally strengthened by another vital factor of
growth, that is X21, which is “Favorable location due to supply of workforce”. So, expanding micro
and small firms seem to be investors in people. As regards small businesses, the significance of
human resources and inter-human relations is considerable and each error made in this sphere
provokes relatively graver consequences than in large enterprises.
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X11, which is “Carefulness in taking financial decisions” shows its effect in the opposite
direction (growth chances are predicted to generally decrease with the increasing X11). With a onepoint increase on the seven-point scale the odds of growth decrease by a multiplicative factor of
0.612. The respondents acknowledged thus that the growth of the company is also an effect of a
certain dose of entrepreneurial risk. This conclusion appears to stand in contrast with the results
cited in this work (Willebrands et al. 2012). It is probable that the obtained result is also influenced
by the fact that the research sample consisted of young people, who – habitually – tolerate risk to a
greater degree, including the financial risk (Morin and Suarez 1983). The significance of the
variable describing the inclination towards taking risk and its positive influence on the growth of
micro and small enterprises should therefore be treated with caution. Consequently, it needs to be
taken into account that this result does not have to be universal.
The significance of X18 variable is worth paying attention to. Along with an increase in the
significance of luck-and-chance factor, the probability that the company is growing decreases in a
substantial way. Growing firms are run by persons, who “take the matters into their own hands”, are
enterprising and have an internal sense of placing the control (internal locus of control).
Accordingly, the result confirms the significance of the factor of the so-called entrepreneurial
orientation (EO), well-known in the literature of the subject (see, e.g., Davidsson (1989)).
The importance of the factor of public support offered to small firms has become confirmed, too.
Many small companies in Poland were established thanks to various means and programs provided
by the EU, both operation and regional ones, regarding the latter. Studies conducted to date
(Schayek and Dvir 2009) have proved, in a somehow similar way, that public aid is vital from the
viewpoint of results obtained by small firms, although the notion of their growth has not been used
directly.
Table 3
Classification table (growth as the dependent variable)
Predicted
Observed

GROWTH
Percentage Correct
0

1

0

39

11

78.0

1

15

27

64.3

GROWTH

Overall Percentage

71.7

Source: author’s own calculation (SPSS)

The develpment of micro and small firms run by students is significantly related to X2 and X22 (p
< 0.05). The classification table shows that this rule allows us to correctly classify 71.7% of the
subjects (Table 5).
Table 4
Result of a multiple logistic regression analysis (development as the dependent variable,
n=92 student-entrepreneurs)
Variable

B

S.E.

p-value

Exp(B)

X2

0.440

0.178

0.014

1.552

X22

0.283

0.141

0.045

1.327

Intercept

-3.621

1.259

0.004

0.027

R2Cox-Snell = 0.115; R2Nagelkerke = 0.154;
Hosmer-Lemeshow test p=0.609

Source: author’s own calculation (SPSS)
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In terms of p, the logistic regression model for development can be written as:

Table 5
Classification table (development as the dependent variable)
Observed

Predicted
DEVELOPMENT

Percentage Correct

0

1

0

25

18

58.1

1

12

37

75.5

DEVELOPMENT
67.4

Overall Percentage

Source: author’s own calculation (SPSS)

Of the two predictor variables, X2, which is “Untypical, innovative customer service”, showed
the largest point estimate of odds ratio (1.552) and was most influential. Chances of development
are predicted to generally increase with the increasing X2. The 1.552 odds ratio for X2 indicates that
with a one-point increase on the seven-point scale being associated with the odds of growth
increasing by a multiplicative factor of 1.552. This result is in compliance with earlier
establishments relating to the significance of EO (Naman, Slevin 1993), marketing capability
(Vorhies, Harker 2000), but also the necessity to either follow current business models (Rasheed
2009) or even to forestall them in the form of proactive actions and outdistance the competition
(Environment management Practices) (Llach et al. 2013).
The significance of X22 variable, that is “Favorable external conditions due to infrastructure, the
ability to lease, construct or purchase facilities” can testify to the fact that material resources and
access to them are a considerable barrier to the development of small firms. If a company finds
itself in a favorable economic situation in this sphere, then the owner surely finds it easier to
concentrate on such areas of development as that of the product, management system or cooperation
with subjects active in the surrounding, and – in consequence – it is easier to achieve the goals. It
seems that infrastructural needs are a peculiar equivalent of biological needs of man – once they
have been satisfied, one can realize developmental needs of a higher level.

5. CONCLUSION
The results show, that human resources and good relations with employees, as well as favorable
location due to the supply of workforce, are significant for the growth of a company. Two factors
are thereby connected with human resources, which seems to play a crucial role in micro and small
firms in view of their growth. Luck and coincidence have nothing to do with the growth of the firms
that respondents run. Students who run expanding firms do not rely on luck, but are actual
entrepreneurs with an internal locus of control. Along with a growth in the values of the variable
“Carefulness while taking financial decisions” the growth chances are predicted to generally
decrease. A certain dose of risk and courage in taking financial decisions is – in the respondents’
opinions – necessary to make use of chances of the company’s growth. One of the reasons for such
a result can be the age of the examined entrepreneurs. The study has confirmed the significance of
such a factor from the point of view of the growth of micro and small firms as the public support for
small enterprises.
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In the present study, the most important stimulant of development turns out to be the untypical,
innovative customer service, which confirms the significance of entrepreneurial orientation,
marketing abilities and proactive actions from the viewpoint of success in small business. Another
vital factor in the development are favorable external conditions (infrastructure, the ability to lease,
construct or purchase facilities). It can be supposed that a good economic situation of companies in
this respect causes entrepreneurs to be able to concentrate their activity on other problems of the
firm (development of the product, management system, cooperation contacts with subjects based in
the surrounding).
An alarming thing can be the comparative insignificance attached to knowledge and skills
acquired in the course of economic studies, from the point of view of both the growth of a small
firm and its development.
Some potential limitations in the study should be mentioned. The study was primarily limited by
its small sample size. The sample consisted of only 92 micro and small enterprises run by students
of managerial and economic majors. A larger sample would have benefited results. Future studies
on the current topic are therefore recommended.
REFERENCES
1. Bhaskaran, S. (2006), “Incremental Innovation and Business Performance: Small and Medium-Size Food
Enterprises in a Concentrated Industry Environment”, Journal of Small Business Management., Vol. 44 Issue 1,
pp. 64-80.
2. Coleman S. (2007), “The Role of Human and Financial Capital in the Portability and Growth of Women-Owned
Small Firms”, Journal of Small Business Management, No. 45(3), pp. 303–319.
3. Collett, D. (2003), Modelling Survival Data in Medical Research, Chapman and Hall/CRC, London.
4. Collett, D. (2003), Modeling Binary Data , Chapman and Hall/CRC, London.
5. Cressy, R. (2006), “Why do most ﬁrms die young?”, Small Business Economics, No. 26, pp. 103–116.
6. Davidsson, P. (1989), Continued entrepreneurship and small ﬁrm growth, Stockholm School of Economics,
Stockholm.
7. Delalić, S.; Oruč, N. (2014), “Determination of Firm Growth: A Study of Rural SMEs in Bosnia-Herzegovina”,
Journal of Economic & Social Studies (JECOSS), Vol. 4 Issue 1, pp. 5-23.
8. Eisenhardt K.M., Martin J.A. (2000), “Dynamic Capabilities: What are They”. Strategic Management Journal,
No. 21, pp. 1105-1121.
9. Hamel, G. (2000), Leading the revolution, Harvard University Press, Cambridge.
10. Handy, Ch. (1987), The Making of Managers, N.E.D.O, London.
11. Hosmer, D. W., Lemeshow, S. (1989), Applied Logistic Regression, Wiley, , New York.
12. Kirby, D.A. (1990), “Management education and small business development: an exploratory study of small
firms in the U.K.”, Journal of Small Business Management, No. 28(4), pp. 78-87.
13. Koczerga, M. (2008), „Zasady budowania przewagi konkurencyjnej przez przedsiębiorstwa”, (in:) Mruk, H.
(ed.), Marketing – zagadnienia współczesne, Wydawnictwo Forum Naukowe, Poznań.
14. Koeller, C.T., Lechle,r T.G. (2006), “Economic and managerial perspectives on new venture growth: An
integrated analysis”, Small Business Economics, No. 26, pp. 427-437.
15. Landau, S., Everitt, B.S. (2004), A Handbook of Statistical Analyses Using SPSS, Chapman & Hall/CRC Press
LLC, London, New York, Washington.
16. Leaptrott, J.; McDonald, J. M. (2008), “Looking Before Leaping: The Effect Of Owner Decisiveness On
Small Business performance”, Academy of Entrepreneurship Journal, Vol. 14, Issue 1/2, pp. 1-12.
17. Llach, J.; Perramon, J.; Alonso-Almeida, M.; Bagur-Femenías, L. (2013), “Joint impact of quality and
environmental practices on firm performance in small service businesses: an empirical study of restaurants”,
Journal of Cleaner Production, Vol. 44, pp. 96-104.
18. Morin, R.A., Suarez, A.E. (1983), “Risk aversion revisited”, The Journal of Finance, No. 38, pp. 1201–1216.
19. McIntosh, J. (2012), “Cardinal Manufacturing: A Student-Run Manufacturing Shop”, Techniques, No. 87(6),
pp. 40-43.
20. Maciel, C., Camargo, C. (2010), “Locus Of Control, Entrepreneurial Behavior and Performance of Small
Businesses”, Revista de Administração Mackenzie, Vol. 11, Issue 2, pp. 168-188.
21. Medina, E.V.C.; Morales, L.E.I. (2013), “Growing Impact Analysis Of Pymes Developed Under
a BusinessIncubation Scheme: A Case Study”, Revista Internacional Administración & Finanzas (RIAF), Vol. 6
Issue 3, pp. 85-94.
22. Naman, J. L.; Slevin, D. P. (1993), “Entrepreneurship and the concept of fit: a model and empirical tests”,
Strategic Management Journal, Vol. 14, pp. 137-153.

163

Journal of Business Management, 2014, No.8

ISSN 1691-5348

23. Patir, S.; Karahan, M. (2010), “A Field Research on Entrepreneurship Education and Determination of
the Entrepreneurship Profiles of University Students”, Business & Economics Research Journal, Vol. 1 Issue 2,
pp. 27-44.
24. Rasheed, H. S. (2009), “Contrasting E-Commerce Business Models: Performance Implications for Small
Enterprises”, Journal of Developmental Entrepreneurship, Vol. 14 Issue 1, pp. 89-101.
25. Schayek, K.; Dvir, D. (2009), “Measuring the effect of public assistance programs on small businesses'
performance”, Journal of General Management, Vol. 35, Issue 2, pp. 3-20.
26. Stewart H. (2012), “Student 25 Utah’s Next Generation of Leaders”, available at:
http://www.thefreelibrary.com/Student+25+Utah's+next+generation+of+leaders.-a0288539594 (accessed 12
April 2014).
27. Vorhies, D. W., Harker, M. (2000), “The capabilities and performance advantages of market-driven firms: An
empirical investigation”, Australian Journal of Management, Vol. 25, No. 2, pp. 145-171.
28. Wang, Y., Poutziouris, P. (2010), “Leadership Styles, Management Systems and Growth: Empirical Evidence
from UK Owner-Managed SMEs”, Journal of Enterprising Culture, Vol. 18 Issue 3, pp. 331-354.
29. Watkins, D. (1983), “Development Training and Education for the Small Firm: A European Perspective”,
European Small Business Journal, No. 1(3), pp. 29-44.
30. Wiklund, J., Davidsson, P., Delmar, F. (2003), “What do they think and feel about growth: An expectancyvalue approach to small business managers’ attitudes toward growth”, Entrepreneurship Theory and Practice,
No. 20, pp. 247–270.
31. Wiklund, J., Patzelt, H., Shepherd, D.A. (2009), “Building an integrative model of small business growth”,
Small Business Economics, No. 32, pp. 351–374.
32. Willebrands, D.; Lammers, J.; Hartog, J. (2012), “A successful businessman is not a gambler. Risk attitude
and business performance among small enterprises in Nigeria”, Journal of Economic Psychology, Vol. 33, Issue
2, pp. 342-354.
33. Zahra, S. (1993), “Environment, corporate entrepreneurship, and ﬁnancial performance: A taxonomic
approach”, Journal of Business Venturing, No. 8, pp. 319–340.
34. Zahra, S., Covin, J. (1995), “Contextual inﬂuence on the corporate entrepreneurship-performance relationship:
A longitudinal analysis”, Journal of Business Venturing, No. 10, pp. 43–58.

164

Journal of Business Management, 2014, No.8

ISSN 1691-5348

LITERATURE REVIEW FOR SOCIAL CAPITAL IN SOCIAL NETWORK
SITES
Tom Sander
PhD student, University of Latvia in cooperation with University of applied science Kufstein Tirol,
Austria
e-mail: tomsander@hotmail.de
Teh Phoey Lee
Dr.,Sunway University, Malaysia; member of IEEE communication Society
e-mail: phoeyleet@sunway.edu.my
Abstract
The purpose of the paper is to describe a process to identify a research gap and a literature gap in the social capital
theory. The paper observed different databases to identify relevant literature for the research field. The method has been
quantitative, that means the articles with relevant key words are counted including the number of used keywords for the
article as an indication for importance of the article. The qualitative part has been reading the identified articles as “key
words” can have different meanings to avoid biases. The results of the paper are analyzed and give an overview about
the social capital literature in the research subject. This paper provides an answer to research gaps in the literature and
explains difficulties that have to be taken into consideration to avoid biases. The literature review is an important part of
the scientific work and helps researchers with their work.
The paper identifies many papers with social capital and human resources. This means social capital provides
explanations for the causal mechanism in the scientific field of human resources. A further finding is that social capital
and recruiting is a well-prepared field. The research field of social network members who are using their social network
sites to identify with their social capital employment opportunities is not available in important databases. The
conclusion is that the research gap exists.
Keywords: literature review, social capital, research gap, human resources
Classification: General Review

1. INTRODUCTION
This paper describes a method to identify literature for research topics under consideration of
social network sites and social capital as an example. Therefore, this paper gives an overview about
the related literature. At the end of the paper is a summary to describe the most important results
and findings of the example. The paper should assist researchers who have to identify research gaps
or have to evaluate the literature about social capital theory under consideration of social network
sites.
Further, the paper provides a framework within which to identify sources and databases for the
scientific work. This provides the opportunity to use the framework to get a general overview of the
research topic and an idea about the importance of the topic in the scientific world.
This paper concentrates on journal articles in online databases and illuminates a literature gap in
the social capital theory regarding social network sites under consideration of the employment
seeking process. The literature reviews articles of all available scientific fields and does not exclude
any discipline. That provides a broad overview of the topic (Caers et al. 2013).
The identified research gap is described with the missing scientific journal articles, the age of
social network sites and the new technologies to create networks. The research in this new field
explains phenomena in social network sites under consideration of the social capital theory for the
employment seeking process. This means further research in this field is needed because the
phenomena of social network sites is new and scientific publications are limited for the research
question. One more reason to take this research field under consideration is the permanent technical
development which creates new situations and opportunities that deeply influence the society and
change the behavior of individuals and organizations. The search in the databases done on the 21st–
23rdof December 2013 except the Scopus databases. The Scopus database has been added at 1st of
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May to confirm and to expand the result with a further source.

2. LITERATURE REVIEW
The literature review is the first step to explain a research gap and a scientific method for
scientific work. It is one of the most important tasks for scientific work and has to be done in all
scientific disciplines (Boell & Cecez-Kecmanovic 2010). The review summarizes existing findings,
gives an overview about the research field and related scientific literature. The literature review
extends the knowledge about a topic and enables the scientist to get an overview of the research
field. The literature review supports the creation of concepts and model, support to explain causal
mechanism with the theory and to formulate the research question. It is a summarization of the
literature which is needed to explain phenomena (Tziralis & Tatsiopoulos 2007)(Tranfield et al.
2003). The multidisciplinary makes it important to have a search in different research fields to add
valuable information to the research and to cover the whole field of research(Webster
2012)(Fawcett 2013)(Randolph 2009). Social capital provides concepts to describe social relations
and networks. The concept has different dialects but all concepts explain the exchange of
information and resources in a network. Some authors describe the structure and explain the causal
mechanism with the structure of the relationship like Burt or Granovetter. Some authors describe
the concept of social capital as a relationship and that trust and the resources which an individual
owns has a strong impact on social networks as Lin explained and some author describe the social
capital effect with the benefits and advantages of the network member or Putnam describes the
social capital with similar norms which reduce transaction costs for example(Granovetter 1973)(Lin
2001)(Dika & Singh 2002)(Helliwell & Putnam 1999).
It is useful to use a theory or concept as a basis for the literature review because the theory is
important to identify the relevant articles and gives selection criteria for the founded literature. The
concept or theory further leads to other interesting authors, concepts, models and theories. The
theoretical background supports the identification of keywords and searches terms for the literature
review. (Fawcett 2013)(Boell & Cecez-Kecmanovic 2010)(Tranfield et al. 2003)
The result of a review is to demonstrate a gap in the scientific field and to theorize the scientific
work. The value of the research is described by the literature review because a new field is explored
and this provides society with new knowledge and information. This provides solutions and
opportunities to develop the world (Webster 2012)(Randolph 2009).
Another task of the literature review is to scope the research field and to provide borders. The
task of the literature review is to specify the research field and to describe research so that it is
possible to explore the research field with valuable findings and to concentrate resources. The
literature review is further important to avoid “reinventing the wheel” and gives the opportunity to
use the existing knowledge to extend concepts or theories (Zorn 2006)(Tranfield et al. 2003).
The literature review started with the year 2002 because Lin describes cyber networks in 2001
and explains that the internet changes social capital. Further under consideration is the public start
date of Facebook (2006 open Facebook for everyone https://www.facebook.com/facebook) and
Linkedin (2002 source http://de.linkedin.com/about-us). This gives the period for the review as
Linkedin is the largest business network and Facebook is the largest private social network site. Of
course the history of social capital theory is older e.g. Colemans paper from 1988 (Coleman 1988)
but the focus for the research is social capital, employment seeking and social network sites (Dika
& Singh 2002). As mentioned is the theory which is used for the literature review social capital is
mainly under the direction of Lin and Coleman (Lin 2001).

3. METHOD TO IDENTIFY LITERATURE AND RESEARCH GAP
The first step is to identify relevant databases with a scientific background in different research
fields. The databases are evaluated based on the number of journals, Articles and scientific fields.
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Business administration / economics, sociology, information system and psychology journals are
mainly under observations as the topic is related to these scientific fields but to get a complete
overview without missing any source would it be important that as many journals as possible from
different scientific fields are included in the search (Tziralis & Tatsiopoulos 2007)(Randolph
2009)(Provan et al. 2007).
The impact factor of Journals is not under consideration as social capital theory under
consideration of social network sites is a multi-complex inter discipline research field. Impact
factors concentrate on one scientific field. The impact factor for journals for this literature review is
only secondary of interest as it is a multidisciplinary literature review with different scientific fields
and different impact factor categories This categories and standards are not comparable. Literature
for the social capital theory is available in many research fields and to concentrate only on one
research field or impact factor of a journal would bias the result. This paper starts to concentrate on
the relevant research subjects for the human resources and social media sectors and scopes the
research to social capital in social network sites. The paper has to concentrate on one topic to give
an overview of a specific field. The reason to explore a complete research field with the literature
review for the scientific topic is that other research fields can provide valuable input. This input
from other related research fields can be transferred and increases knowledge. This can be used to
explain the phenomena well and gives further insights in the specific field. The restriction to one
topic and to scope the research field is important to create a useful literature review to enable the
scientist to use this work as a basis for further steps and to give a frame for the scientific work.
Broadening the research fields does not add value as they do not give a specific answer to the
research question or are too unspecific.
The next step is to identify relevant articles for the research and to funnel the results. The
importance of the research topics are evaluated by the number of sources for this study. To get a
broad overview of the completely scientific environment field the literature review has to be started
with discipline and general main subject of the research field. The keywords have to be scoped until
the relevant literature is visible and accessible. The information to scope the keyword and to
identify the keywords is given by evaluation of the first relevant articles and guided by the research
question. These steps provide a good overview of the scientific topic (Alvesson & Sandberg 2013).
The search for the relevant literature uses the Boolean variable “and” and “or”. The Boolean
variable “or” is used if there are relevant short forms of a word e.g. hr for human resources. Further
“or” is used if one or more synonyms for the word gives further results e.g. “human resources” and
“personnel management”. The use of social network site company names provides further
beneficial results and avoid missing sources synonyms and short forms are recognized by
identification in articles on relevant topics that contain the used keywords. The different synonyms
are presented separately under the headline of the main word in the results. This gives the
opportunity to identify more relevant and related literature. This method also avoids the danger of
missing important information. Hair and other authors have done similar research to describe the
scientific field for example (Hair et al. 2012)(Boell & Cecez-Kecmanovic 2010).
The search explores sources with publishing periods between 01.01.2002 and 01.12.2013. The
first step is a quantitative search that means articles and keywords are counted. The search takes in
the full text including bibliography. The second step is a qualitative search by screening the
headlines and abstracts to identify relevant literature or to identify research gaps. This step has been
done for the mainly important research fields and keywords with only a few positive results in the
qualitative search
This procedure gives a good overview of the research field and helps to identify a gap in the
research. The final step is to compare the results with other research fields and studies about the
literature review for a specific research field.
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4. THE DATABASES FOR THE LITERATURE REVIEW
The databases for this paper are available at the University of Latvia or the University of
Kufstein. This allows full access to the databases and provides the opportunity to identify relevant
articles. The scientific relevance of the databases is given as the University of Kufstein or
University of Latvia provides these databases to their students. In addition, the databases for the
paper have to be available at other university libraries too. The paper takes under consideration only
databases if the database is available at a minimum of three further universities and available in
different countries. The databases have to provide double blind review journals and regular
published journals. The databases are scientific literature databases with scientific journals and
provide the norms for the scientific level of their journals. The number of databases and the ability
of the databases increase the number of journals and articles, which increase the likelihood of
identifying as many relevant sources as possible. The databases have strengths in different fields
and give a good overview of the scientific work in the related disciplines. The number of journals
increase the basis for the data and provide a good and representative overview for different research
fields.(Boell & Cecez-Kecmanovic 2010).
The databases are categorized as followed:
Table 1
Scientific literature databases
Name of
Database

Ebsco – Academic
search complete

Sciencedirect

Emerald

SAGE

Scopus

Number of
Journals

More than 9 100

More than
2 500

290

700

20 000

Further details

More than 13 690
indexed and
abstracted journals

11 Million full
text articles and
book chapter

Over 2000
books and
book series

298 journals
published on
behalf of learned
societies and
institutions

5.5 million conference papers

Peer reviewed
journals

More than 7 900

More than 2 500

290

700

20 000

Universities

University of Latvia
University of Hamburg
University of Mainz
University of Cologne

University of Latvia
University of Hamburg
TU Munich
Humboldt University Berlin

The information has been selected from the web pages of the databases. The two databases,
Ebsco and Sciencedirect are used for the first steps in the paper to get a general overview of social
capital, social network sites and human resources. SAGE and Emerald has been used to test the
result with the important keywords and to avoid biases in the study. Scopus as one of the largest
databases confirms the results and complemented the analysis.
The databases provide different search engines for sources. All databases provide the
opportunity to select a period, to search for keywords and to use Boolean search commands. Ebsco
further provides the opportunity to search for full text articles and to select only peer reviewed
journals. The different databases are important to have five different sources and to get a critical
mass to explain the research gap (Zorn 2006).

5. THE SEARCH SUBJECTS TO IDENTIFY THE RESEARCH AND
LITERATURE GAP
The search started in the selected databases with a broad subject to get an overview about the
possible number of available articles on the research topic. The relevance of the databases and the
research topic has been given by the number of articles. This is a first overview to get an impression
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of the research field. This paper uses only double blind peer reviewed articles to guarantee the
quality of the paper and to make sure that a scientific level is approached. These articles are used to
explain the scientific gap (Rumrill et al. 2010). Ebsco has in addition magazines and other public
publications. This result is used to explain the importance of the topic for the society. The results of
Ebsco are divided in scientific double blind peer review articles and other publications in table
2.The next step is to scope this search to the literature which is needed and gives specific
information to the research field. The paper takes articles in English and German language under
consideration. The author’s language skills are limited to German and English, in addition the most
important articles and most journals are mainly in English language. The case social capital in
social network sites under consideration of employment seeking process has two paths. The one
path is social network sites and human resources, the other path is human resources and social
capital and finally to conclude the scientific work we have social capital and social network sites
without human resources to complete the overview. The articles of interest are in the middle of the
diagram below and give an overview of the specific literature for the required research field. The
use of a single subject e.g. social capital would not be under consideration because the search has
too many results. High numbers of results makes it difficult to get a valuable overview and to
identify important articles or to analyze the result in such a way that the result can be used for
further research.
The most relevant articles with content about “social capital”, “social network sites” and
“employment seeking” / “recruiting” are checked by the headlines and abstracts regarding relevance
for the research e.g. to identify further keywords from related scientific fields e.g. human resources.
This article should be relevant for the scientific work concerning social network sites under
consideration of the social capital theory regarding the recruiting or employment seeking process.

„Human
Resources“
and “Social
Network
sites“

„Human Resources” and
“Social Media“
„Human
Resources“ and
„Social capital“
„Social Network sites“,
„Social capital“ and
„Recruiting“ /
“Employment seeking“

„Recruiting“ /
Employment
seeking“ and
“Social Network
sites“

„Recruiting“ /
Employment
Seeking“ and
“Social capital“

„Social Network sites“
and „Social capital“

1 Figure. Scientific field and related research fields
The literature review gives an outlook about theoretical and practical issues in the research field
and missing topics in the literature review has to be under consideration as a possible research field
as long as it is of interest for the society and the results provide a solution to improve or explain the
life of humans. Both, practical and theoretical articles in scientific journals are under consideration
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to give an overview concerning the research field.
The research starts with human resources and social media as keywords to identify the
environment of the research topic social capital, social network sites and recruiting / employment
seeking process. After that the search is more and more funneled and categorized under
consideration of the research field.

6. RESULTS OF THE RESEARCH
The first search has been done with Ebsco and Sciencedirect. Both databases have a high number
of sources available. This first step gives an overview for further steps and to scope the search with
the databases Scopus, Emerald and SAGE. The bold printed keywords are most important and of
interest for the research object.
Table 2
Results Ebsco and Sciencedirect
Ebsco – Academic search complete Sciencedirect
Number of Number of blind peer Number of
sources
reviewed sources
sources
862
270
499

Peer reviewed
articles in total

237

66

129

195

2263

2084

2795

4879

“Social capital” and “recruiting”

1436

1292

840

2132

“social capital” and “recruitment”

2924

2766

1696

4462

“Social capital” and “employment seeking”
“Human resources” and “social network sites”

10
36

10
26

4
78

14
104

10
133

23
129

33
262

1
236

0
334

1
570

Name of Database
Keyword (full phrases)
“Social media” and “human resources”
“Social media” and “human resources”
and ("recruiting" or "recruitment" or "employment
seeking")
“Human Resources” and “social capital”

“Human resources” and “social network sites” and
(“recruiting” or “recruitment”)
10
“Social network sites” and (“recruiting” or “recruitment”) 142

769

“Social network sites” and “employment seeking”
“social network sites” and “social capital”

1
251

„Social Network sites“, „Social capital“ and
72
(„Recruiting“ or Recruitment)
“social capital”, “social network sites” and “employment 0
seeking”

70 – 41 book reviews 55

84

0

0

0

The second step has to be to confirm the literature gaps with Emerald and SAGE as two
databases that are more specialized and Scopus as one of the largest database. The research will
concentrate on the relevant phrases regarding the research question “employment seeking
individuals”, “social network sites” and “social capital”. The results of these keywords are in bold
in table two. The results of the additional search are summarized in the table below.
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Table 3
Results SAGE, Scopus and Emerald
Name of Database

Emerald

Scopus

Peer
reviewed
articles in total

Keyword (full phrases)

Number of sources

“Social capital” and “employment seeking”

1

8

7

16

“Human resources” and “social network sites” and (“recruiting” or 5
“recruitment”)

5

1

11

„Social Network sites“, „Social capital“ and („Recruiting“ or 0
Recruitment)

0

0

0

“social capital”, “social network sites” and “employment seeking”

0

0

0

0

SAGE

After the first analysis of the results, the search has been improved to identify for relevant fields
further sources and to test if there is a research gap. The keywords were changed and keywords
added to identify more articles of relevance and to reduce the bias of synonyms which have been
used for the same relevant field e.g. “employment seeking” and “job finding” The search used for
social network sites Facebook and Linkedin for example. Further the phrase “job vacancy” has been
added to the search. The difference between the results is minimized and many articles overlap with
the first results. All articles with the bolt keywords have been screened by the abstract(Boell &
Cecez-Kecmanovic 2010).

7. ANALYSIS OF THE RESULTS
The general quantitative result is that social media is a big issue in the scientific field of human
resources. The results of the databases Ebsco and Sciencedirect identified more than 769 peerreviewed articles. In addition Ebsco have 333 magazines, 16 newspaper, 163 trade publications and
79 book reviews on the subject of social media and human resources. The result is scoped with the
findings for the keywords “social media”, “human resources” and recruiting / recruitment with 195
articles peer reviewed. This gives an indication that social media is an issue for the recruiting
process. The social capital theory gives the opportunity to explain the mechanism in the research
fields human resources (4 879 peer reviewed articles) and social network sites are under
consideration of the social capital theory (104 peer reviewed articles)(Payne et al. 2010).
The keyword recruiting and recruitment bias the result because articles use “recruiting” or
“recruitment” in their method section. These articles describe the recruitment of participants for
surveys or experiments for example. Another bias is the research of the full article including the
bibliography of the article. That means articles with sources that include “social capital” in their
reference are included in the search results for example. This has to be under consideration to
analyze the results. This bias further explains the high number of articles and is the reason to
explore the identified articles more deeply e.g. with the abstract scan as a qualitative method,
counting the number of keywords in the article and searching for missing subjects e.g. articles do
not have the word “recruit*” for example(Boell & Cecez-Kecmanovic 2010).
The main issue for this literature review is the question after the existence of a literature gap and
a scientific gap to understand the behavior of individuals using social network sites to identify
employment opportunities or to gather information about employment opportunities. The interest is
to explain the use of individuals of social network sites to identify positions under consideration of
the different kind of social network sites and the differences between individuals. This gap is
identified by the figures of the quantitative work. The keywords “social capital”, “social network
sites” and “employment seeking” are not mentioned in any source in Ebsco or Sciencedirect nor in
Scopus, Emerald or SAGE. This means this topic is not relevant in the literature and needs further
research efforts to explain the role of social network sites in the employment seeking process of
individuals. That social network sites are playing a role in the social capital theory and the
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recruitment process is demonstrated by the fact that there exist 84 peer-reviewed articles. These
articles are concentrated on the organizations perspective and not concentrating on the individual´s
or member´s perspective. Furthermore some articles in this field are not management or business
related e.g. “Factors for Employment: A Case- Control Study of Fully Employed and Unemployed
Heroin Users” from Koo 2007. This result is confirmed with the 44 articles for the keyword “human
resources”, social network sites and recruiting / recruitment.
The second step has been to test the most relevant keywords with Scopus, SAGE and Emerald
databases to confirm the results for the relevant fields for further research. The results for this
databases confirm the research and literature gap as seen in table three.
The frequency of the keyword counted provides a better understanding of the research
field(Rumrill et al. 2010). This procedure has only been done for Ebsco articles. This has been done
to get an indication for the quality of the articles and to find out more about the research topic. Here
is further expected that an article with many keywords is more relevant. Another positive effect has
been to identify biases in the results and to explain the quantitative results more clearly. This helps
future research to improve the search for articles with the collected results. This research has been
done for the relevant scientific environments where the first results demonstrate a gap. The tables
with the results are attached as an appendix. The analysis shows that the word “human resources”
and “recruiting” / “recruitment” can be used for many different terms.
The first keywords under consideration have been “social capital” and “employment seeking”.
The result is 30 article and one book review in the Ebsco database. There are four articles with only
on one occasion the keywords social capital and only two articles with social capital as a keyword
more than 40 times. All other articles have social capital less than 10 times. The second word
employment has a range of between four and 133 hits. The bias is that employment can be used for
many situations but again there are four articles with less than 10 hits and two articles with more
than 100 hits. The next step to identify any relevance has been to search for Human Resources,
recruiting and management related words. All the articles have gaps and do not use these words,
which are a further indicator that the articles do not have any relevance. The journals with the
identified articles are related to health, psychology and sociology. The abstract has been read and
the articles are not in relation to the research topic. An example of the results of the analysis of the
articles of the Ebsco databases are in the appendix. The results for the other databases are similar
and provide the same impression. The example demonstrates the analysis of the most important
keywords and gives an overview about the method to investigate research gaps for scientific work.
The next keywords of deeper interest have been social network sites, human resources and
recruiting. There are 10 relevant articles in Emerald and SAGE. Seven articles have social network
sites only once, seven articles with only one hit for human resources and one article with recruit*
only once. Recruit* has been used as search word to include in the search recruiting and
recruitment. None of the articles has human resources more than three times. This means the
relationship of the articles to the scientific field to human resources is not mentioned very often.
“Social network sites: a starting point for career development practitioners” from Strehlke 2010 and
“Examining students intended Image on Facebook: "What were they thinking?!"” from Peluchette
2009 do not miss the words “employment seeking” and “social capital” That means these two
articles have relevant information in general for the research topic. Further of general interest is
“Social Media: a method to recruit students into undergraduate nursing programs” from Lubbe 2013
and “The influence of economic and social factors on the choice of search procedures used by third
party recruiters” from Klehe 2012. Both articles show that organizations use social media to
identify candidates but the perspective of these articles are of the organization and not of the
member of the network. The scientific range of the journals is psychological, legal, medical,
sociological, and educational. This gives an indication that the topic is multidisciplinary and of
interest for society. The different kinds of journals have to be under consideration for further
literature research and scientific work because it would be easy to miss important facts.
The last group of deeper interest for the research are articles with social network sites, social
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capital and recruiting or recruitment. Ebsco has 70 sources with this word but 41 of these sources
are book reviews. The book reviews are not under consideration. Only “Examining students
intended Image on Facebook: "What were they thinking?!"” from Peluchette 2009 has had
“employment seeking” and “job hunting” as a hit. This article has been mentioned above and has
relevance for the research but this article concentrates only on Facebook. The second article of this
research field which is identified is the mentioned article above from Strehlke 2010. The research of
interest for this literature review has to determine if people use social network sites to seek
information about employment. Twenty-four articles have 10 or less than 10 times the phrase
“social network sites” included. Only two articles mentioned more than 15 times social capital and
the highest number for recruit* is seven. This gives an impression regarding the relevance of the
topic in the literature. The journals scientific field also has a wide band and gives the impression
that this research fields is of interest.
The sources at Sciencedirect have been screened the abstracts but the results are similar to
Ebsco. The main field of interest has been searched in Scopus, Emerald and SAGE to confirm the
results and to identify the research gap and gap in the literature.
8. CONCLUSION
The result of the paper is the gap in the literature regarding social network sites, social capital
and the employment seeking process. This research field do not have a strong visible presence in
the literature. The topic is very important for the future because the importance of social network
sites and other new technologies influence the daily life of individuals and has to be more explored.
In detail, the search for the keywords in different databases articles around the research topic
provides a clear answer that further steps are needed. Now the research helps to explain the
mechanism in social networks but the relationship to the employment seeking process is not given.
Further absent is the explanation regarding social capital and social network sites for the
management field human resources with the specific topic employment seeking process. It has to be
the behavior of social network site members identified for the employment seeking process. This
knowledge gives organizations the opportunity to provide the required information to employment
seekers and to use their resources in an appropriate way. Furthermore, there is a gap in the social
capital theory regarding the area employment seeking and social network sites. There is a lot of
information about employment seeking and social capital also for social capital and network sites
exist, some literature is available but the merger between social capital, employment seeking and
social network sites is not available.
The bias for a search with keywords is that keywords as in recruiting or employment can be used
in different ways. This has been under consideration. The use of other terms avoided the bias and
gives a deeper view in the research field. The search identified 25 articles (15 at Sciencedirect, 8 at
Ebsco and two at SAGE) which are in relation to the research field but there has not been identified
an article to give a complete answer to the research field because the perspective of the network
member as an employment seeking person or the employment seeking process for example is not
under consideration. This information has to be used to fill the gap and to describe mechanism in
social network sites under consideration of employment seeking process.
Further the band of journals is very large. The journals are from many different scientific fields
and there is a gap in the management / economic literature under consideration of the research field
human resources. This interdisciplinary area gives an indication that many research fields are
involved in this topic but the different research fields have their own objectives and do not
concentrate on management topics or providing explanations for management questions.
The next task is to fill this gap and to merge the different fields of research to answer the
research question and to provide organizations with information about the mechanism in social
network sites to be more successful and to make decisions. Society needs this information for many
fields to understand causal mechanism and to use the social network sites as a valuable tool for their
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daily life. The social capital theory is used for social networks extensively but the number of
different social network sites, the increasing use of social network sites in society and business and
the new behavior observable in social network sites appears to give many further opportunities to
research in this field.
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Abstract
The uncertainty within the business environment makes both companies and individuals reconsider traditional
employment practices. More and more employees are choosing to manage their professional careers on their own. In
UK the number of self –employed has increased from 7% during years 2008-2011, reaching the amount of 14% of total
labour force. The research in USA shows that number of self-employed may reach 40% of total labour force in the year
2020. Moreover research show that self-employed have higher job satisfaction, which leads to assumption that selfemployment is more efficient than traditional forms of employment.
This conceptual paper aims to examine the theoretical aspects of self-employed status – what does it mean – are
these people to be considered workforce or entrepreneurs? How and why people do become self-employed? What
happens further with their professional careers? What are the risks and benefits of being self-employed? And what are
the forms of entrepreneurship applied by the self-employed?
To answer the questions, the Author has reviewed theoretical papers on self-employed, and currently available
statistical data on the well-being of being self-employed.
The paper contributes to developing propositions on the forming of self–employed status, maintaining it and taking
the decision to discontinue self-employment by returning back to the organization or establishing own business. Also it
gives an insight for companies to better master the work relationship they have with self-employed workers.
Keywords: self-employed, labour market, career development, small entrepreneurship

1. INTRODUCTION
In the world of regular labour relationships there have always existed different forms of
employment. Artists, journalists and craftsmen have often chosen to work on their own – exploiting
different employment and entrepreneurial forms but generally maintaining self-employed status.
Nowadays the share of self-employed is increasing in the labour market according the data from
USA (expects 40% of self employed in 2020) and UK (number increased from 7,9 – 14,2 % during
2008-2011) [Freelance industry report, CIPD research report], and today people entering a selfemployed state come from very different backgrounds – accountants, lawyers, managers [Godin
2012].
Self-employment is the way for a person to secure work and income for themselves in time when
mechanization and automation of work processes in all industries are substituting manpower with
robots [Rifkin 1994].
Self-employment is attractive as it provides autonomy and self–direction [Felfe et al. 2008,
Benz, Frey 2008] in the times when the stability of any organization and any person working for
that organization is questioned. Also the natural willingness of people to spend more time for things
important to them like family, social work and hobbies is a strong argument for leaving traditional
employment [Handy 1996, Joel 2013].
Organisations face uncertainty in the external environment and increase flexibility by looking for
other ways of employing the people they need [Handy 1996, Cameron 2006, Wilthogen 2011, Joel
2013, Gray 2012]Methods include rented workforce, zero hour workers and contractors.
Organizations might also be more willing to attract self-employed workers as they demonstrate
higher job satisfaction [Benz, Frey 2008, Fuchs-Schundeln 2009, Schneck 2013]. This is believed to
be measure for being more productive.
This paper aims to reach two goals:
6. 1) to define the status of self employed in the modern world;
7. 2) to identify the critical parameters for a person to enter self-employed status, to maintain it
and to complete (exit) it.
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To answer the questions the Author has reviewed theoretical papers on self-employment, and
currently available statistical data on the well-being of being self-employed.
The paper contributes to develop propositions on forming of self–employed status, maintaining it
and completing. Also it gives insight for companies to better master the work relationship with selfemployed staff.
There is limited number of theory Journal articles focused on issues of self–employment (or
freelancers) in professions traditionally considered as in-house company professions. The recent
development of self –employment makes the statistics vague as many self-employed (freelancers)
use different forms of entrepreneurship to govern their new careers.

2. SELF-EMPLOYED DEFINED

Selfemployed

The term „self-employed” suggests that a person is employed by themselves, leaving quite a
space for further iterations of it.
Self-employment has been considered as an extreme form of employment next to unemployed
often because a person enters this state because there is no other reasonable employment choice for
them. [CIPD 2012, Park 2010, Beron et al 2011, Felfe et al 2008]. Therefore so far it has been
viewed as temporary solution for employment or an employment status used by people (mainly
women) who in meantime are engaged in parallel social work [Budig 2006, Handy 1996].
Organizations are taking advantage of this kind of workforce as it is cheaper and provides more
flexibility than traditional employment. UK organizations are using the form of so called “zero-hour
workers, which means that people are still working just for one organization, but they enter
terminated contracts without any social benefits (like insurance, vacation etc.) common for any
traditional employment module [CIPD 2013].
Looking from the perspective of employment, the definition by S. Sus and J. Becker [2012] that
a ”freelancer is a type of employment that is carried out independently and without any other
workers” is well described.
However the recent surveys show that self-employed (zero-hour workers) are not so unhappy as
it was originally suggested [CIPD 2013, Freelance Industry report 2012, Fuchs-Schundenl 2009].
More and more people are becoming self-employed by their own choice changing the meaning of
self-employment. Now self-employment embraces the individual taking responsibility for his own
employment, career and professional growth. And as such, it suggests that it could be that in future
person’s career might be perceived as a form of entrepreneurship [Korotov, Khapova et al. 2011].
On the other hand the trend of becoming self-employed might be the effect of the World
financial crises of 2008, as there is evidence that the share of self-employed increases during
economic recession [Gindling 2014]. Later the self-employed person either returns back to the
organizations or establishes their own companies becoming business owners [Berton et al 2011,
Gindling 2014, Fuchs- Schundenl 2009, Benz et al 2008].
This opens the space for discussion whether self employment is a form of employment of startup for business. See Figure 1 created by Author.

Figure 1. Self-employed positioning
Source: made by Author
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The self-employed positioning in this perspective is to be the subject of the further research. And
potentially may lead to more precise definition of what being self-employed actually is.
To reach the goals of this article The Author suggests that self-employed should be viewed like:
1) Self-employed v 1.0. – complying with the definition by S. Sus and J. Becker, that it is the
person securing a job for himself and not employing other people;
2) Self-employed v. 2.0. - close to the term “freelancer” for which the Author would suggest the
following definition „is an independent actor in the labour market selling their personal labour
(time, skills, competence) to number of employers”.

3. THE PARAMETERS TO BE SELF EMPLOYED
Who are the people who chooses to become self-employed? The author researching the topic had
paid attention to different parameters of self-employed – gender, age, income, procedural utility,
freedom, responsibility etc. The Author suggests to sort parameters into two categories:
1) Visible parameters - like gender, age, income, geographical location etc.
2) Psychological parameters – like freedom, autonomy, responsibility, challenge etc.
The most often evaluated visible parameters are income [Fuchs-Schundeln 2009, Budig 2006,
Sus, Becker 2013, Gindling et al 2014, Benz, Frey 2008, Clercq et al 2009], gender [FuchsSchundeln 2009, Budig 2006, Sus, Becker 2013, Gindling et al 2014, Park 2010], education [FuchsSchundeln 2009, Park 2010, Sus, Becker 2013, Clercq et al 2009], age [Fuchs-Schundeln 2009,
Park 2010, Sus, Becker 2013] and home ownership [Fuchs-Schundeln 2009, Park 2010, Gindling
et al 2014].
There is no such a unity when trying to find out the psychological portrait of someone who is
self-employed. The most often researched parameters are procedural utility (focusing rather on the
process more than on the outcome) – 3 articles [Fuchs-Schundeln 2009, Benz and Frey 2008,
Schneck 2013], independence [Fuchs-Schundeln 2009, Felfe et al 2008] and freedom [Felfe et al
2008, Benz, Frey 2008] each 2 articles.
The visible parameters are quite well described. The successful self-employed person is older
and has better education than average, and they are doing better f they are the household owner
[Budig 2006, Benz 2008, Fuchs-Schundeln 2009, Sus, Becker 2013, Gindling, Newhouse 2014,
Benz, Frey 2008, Clercq, Dakhli 2009].
The visible parameters demonstrate the structure of the self-employed world, but the value of
these data increases in comparison – the trend over years or the difference with other forms of
professional career. Currently there are contradictory findings - on one hand Gindling and
Newhouse argue that being self-employed is just slightly better than to be employed without salary
[Gindling, Newhouse 2014], on the other hand the research of freelance industry in USA shows that
the self-employed earn more and are happier than formal employees [Freelance Industry report
2012]. The Author suggests to further study the visible data by longitudinal studies and in
comparison with other forms of professional career to see if there are any trends related to the
change of generations.
When it comes to the psychological parameters of self-employed it turns out that self-employed
appear more process oriented than result oriented [Fuchs-Schundeln 2009, Benz and Frey 2008,
Schneck 2013]. The Author would question these findings because to sustain the status of selfemployed, a person has to achieve results. It is vital to build the income to maintain a desired
standard of living, and in order to do this they have to create value (results) so other people
(employers, customers) will be ready to pay for the service/products delivered by that person.
The Author could agree with these findings in a way that the resource of one person is limiting,
and more value can be created by people working together. In that sense it could be said that selfemployed are possibly more modest and humble towards their expectations of the value they create
and value they receive. However there appears to be yet no research on such psychological
parameters as modesty and humbleness in this regard.
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The self-employed are overcoming the obstacle of limited resources by collaboration and
network creation [Joel 2013, Godin 2012, Gray 2012], which also requires person to possess
adequate self-esteem, openness and co-working capabilities, which have not been on the research
agenda up to now.
The Author suggests that the list of psychological parameters of self-employed shall be
expanded to get broader and more precise description of people choosing the career of selfemployed. This also could allow elaboration of future predictions whether the self-employment is
the path everyone may eventually go [Clifford 2013] or just a solution to build a professional career
for specific type of people.

4. JOB SATISFACTION AND PRODUCTIVITY
It has been believed for years that a higher satisfaction of employees is a significant basis for
higher productivity [Herzberg 1959], and this makes organizations continuously work on tools to
maintain and improve satisfaction, motivation and engagement of employees.
The various researches demonstrate that the self-employed experience higher job satisfaction
[Benz and Frey 2008, Hundley 2001, Fuchs-Schundeln 2009, Schneck 2013, Freelance industry
report 2012] particularly stating that job satisfaction is higher for people valuing higher freedom
rather than necessity for hierarchy and that men have higher job satisfaction than women [Budig
2006, Gindling, Newhouse 2014]. In fact the same research suggests that despite women overall
having lower job satisfaction, they tend to stay as self-employed for longer periods of time [Budig
2006, Gindling, Newhouse 2014].
The Author believes that this paradox requires further research – why people who are less
satisfied (women) continue the self-employment for longer period than those who are more satisfied
(men)?
In addition there is distinction between job satisfaction and life satisfaction. Benz & Frey [2008],
suggest that the self-employed are perhaps more satisfied with the job they do, however their life
satisfaction is lower due to the regular uncertainty they experience.
Also the distinction between work commitment – a focus on being employed, occupational
commitment – a focus on being professional, and organization commitment – a focus on working
for a specific organization shall be recognized [Felfe et al. 2008]. The different commitments and
procedural utility of being self-employed opens up discussion of satisfaction here in three differing
perspectives:
1) Organizations – what are they striving for? Is this the highlighting excellence (could be
achieved through occupational commitment) or the loyalty of employees (organizational
commitment);
2) Employees could be more motivated by the fact that they are employed not so much caring
about the occupation of the organization [Felfe et al 2008], but opening the question about the
professionalism and efficiency of the self-employed worker
3) The Self-employed also focus on how procedural utility might lead to failure of the result
requirements of the organization; so – what kind of collaboration models are required to secure
the needs and the requirements for productive work on both sides.
This makes both the organizations and individuals pay attention to the beliefs and commitments
required when deciding on the best way to either employ full time or to purchase a self-employed
workforce. And definitely the further research is required to find if there is an evidence of
organizations experience higher returns when employing the work of self-employed.
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5. BECOMING SELF-EMPLOYED
The decision of one’s professional career is explored by research in psychology; suggesting that
if people are successful they attribute the cause of the success to something within themselves.
However when failure is experienced, people tend to find reasons for that in external circumstances
[Jones, Harris 1967]. Therefore the Author will look at people becoming self-employed both from
an individual point of view and from the external environment. The external environment within the
scope of this article consists of two parts – the overall business environment (economy
development, IT development (internet and social networks), globalisation) and the organizational
context.
Thus the increasing numbers of self-employed can be explained from three perspectives see
(Figure 2):
1) Economic development;
2) Organizational development;
3) An individual perspective.

Figure 2. The structure of factors about becoming self-employed
Source: made by Author

Gindling [2014] in his research argues that more people become self-employed when economy is
in the recession phase, and they return back as employees when economy is growing. On the other
hand the development of IT technologies and globalisation is opening completely new possibilities
for people to pursue their professional careers beside the traditional forms of employment within a
formal organization [Godin 2012, Joel 2013]. Therefore further research is required to identify
whether the current up-going trend to be self –employed [CIPD 2012, INTUIT 2010] is the passing
result of the global economy crises in 2008 or the permanent transformation of the workforce.
The dynamics of the external environment change the organizations. New IT technologies
provide further options of mechanization and automation of manufacturing processes substituting
employees with robots [Rifkin 1994, Clifford 2013]. This process creates more and more people
without a job in traditional industries. No job, means no income, which leads to weak purchasing
power. In the long term this can hurt wider business interests as they are configured today.
Therefore various forms of creative and social business are developing creating totally new types of
jobs and allowing the traditional business to distribute money for activities that up to now were
considered as voluntary work [Rifkin 1994, Handy 1996].
The other business environment factor which makes organizations change is uncertainty.
Research by Cameron and Quinn demonstrates that over time more and more organizations describe
their organizational culture as an ad-hoc culture. This is a culture where organizational activities are
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project based focusing on external environment and securing high flexibility [Cameron 2006].
It can be concluded that organizations facilitate self-employment by:
- Higher job satisfaction might suggest that self-employed are more productive [Benz and Frey
2008, Hundley 2001, Fuchs-Schundeln 2009, Schneck 2013];
- The changing market demand requires huge organizational flexibility [Handy 1996, Gray 2013,
Joel 2013, Wilthagen 2011].
This opens a new research area on the collaborative models between organisation and individual
which up to now were described conventionally as an employer-employee relationship. This is now
appearing closer to a customer – supplier relationship. A customer – supplier relationship today is
in the change process moving from business to business or a business to consumer relationship
more towards a person-to-person relationship [S. Godin 2013, M. Joel 2013]. This puts many more
psychological aspects on the table than before and demands new collaborative approaches.
When exploring this question from the individual perspective the overall business and social
environment still needs to be considered. We live in the age of individualism – since 1980-ies to
2010 the number of individual households has increases more than 60% both in USA and UK
[McCarthy 2013, Handy 1996]. It could be suggested that the trend of how people organize their
personal life effects the way they would like also to organize their work life. And current studies
show that the main reason for entering self-employment is more autonomy [Budig 2006, Feife et al.
2008, Benz, Frey 2008].
People might find themselves as self-employed because they just didn’t have any other
opportunity, escaping unemployed status [Park 2010], looking for higher job security [Budig 2006],
or a more interesting job [Benz, Frey 2008]. The research demonstrates two options of becoming
self-employed – by the choice or not of the individual. The self –employed by choice do better
(38% earn more than 70$/h) and are happier [Freelance industry report 2012]. However this might
lead back to the paradigm by Harris that if successful people tend to assign the merit to themselves
rather than circumstances [Harris 1967].
The Author suggests further research on the decision making processes used to become a
freelancer. What are the psychological parameters or external circumstances that make people to
favour someone to drive their own professional career rather than rely on the perceived stability and
security of being a part of an organisation [C. Handy 1996].

6. COMPLETING SELF-EMPLOYED STATUS
Self-employment up to now has been viewed as a temporary, passing state in an individual’s
professional career [Berton et al 2011] because of its failure to secure continuity, stability, security
and reliability [Felfe et al. 2008]. The majority of people entering self-employment after a few years
either establish their own company or return back to being an employee in an organization. This
especially applies to workers doing the job of unskilled or marginalized occupations [Park 2010].
So, self-employed can continue to stay as self-employed, become an employee or an entrepreneur.
See Figure 3.

Figure 3. The self-employed professional development options
Source: made by Author

Current evidence shows that people who are more hierarchy oriented tend to return to an
organization and people who are more freedom-oriented tend to establish their own companies
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[Fuchs-Schundeln 2009, Gindling 2014]. The probability that the person will develop their own
business is higher if the self-employed is a household owner [Budig 2006]. The Author would
explain this trend by further researching the internal motivation of self- employed. Self-employment
requires high self-motivation, which involves a lot of self discipline. For centuries people were
forced to work by the will of others (initially it was called slavery but more recently modern
management theories talk about engagement), and nevertheless there are big differences between
being a slave or being engaged. Still both place the responsibility for one’s working life to be put on
the employer’s shoulders. No doubt, the autonomy of self employment is attractive to many people,
however it brings all the responsibility for personal well-being to the person who has the autonomy.
Therefore it often turns out that it is more easy to be an employee rather than self-employed.
Paradoxically, the fact that the house owners are more likely to establish their own business
partially confirms the Author’s theory for a necessity of external forces for motivation – obviously
house owners have to take care about dependants. This then establishes the required framework for
self discipline.
So, the Author would suggest further research onto the psychological factors of self-employed in
the context of motivation, self-motivation and self-discipline.
Also the Author would view critically the non-stability of being self-employed. All authors
previously researching the issue have not taken into account the effect of the internet development
and the innovative business opportunities it provides in terms of crowdsourcing, social networks
and globalisation [Clifford 2013, Joel 2013]. So the study would be required to establish whether
the longitude of self-employed has increased during recent years. Can we expect more and more
people becoming self-employed, or is the current increase of number of self-employed just a
transient consequence of the 2008 financial crises.

7. CONCLUSIONS AND DISCUSSION
Being self-employed is becoming more and more popular option for somebody to pursue their
professional career. For long time self-employment was considered a desperate solution to be
employed but, now self-employed workers are reporting to receive higher incomes and lead happier
lives than employed.
It is required to revisit the definition of self-employed moving from “securing job for himself
and not employing other people” [Sus and Becker 2013] to an “independent actor within the labour
market selling their labour force (time, skills, competence) to a number of employers” proposed by
Author.
This opens the space for discussion if being self-employed is a form of employment more akin to
a start-up for business.
The reasons for the popularity of self–employed could be viewed from three different
perspectives:
1) Economic development – during a recession of the economy the number of self-employed
people increases, on the other hand the technology development also facilitates new forms of
business;
2) Organizational development – organizations are operating in the hostile external environment
and required more and more flexibility of workforce. On the other hand – surveys show that
self-employed tend to be more process oriented rather than result oriented, which might bring
new challenges for the management, and the productivity of self-employed can be questioned
nevertheless they show higher job satisfaction;
3) Individual perspective – is it the consequence of the age of individualism [Handy 1996] or
still self-employment is something just for a specific type of person seeking greater autonomy.
The current research examines the visual (income) and psychological parameters (procedural
utility), still the psychological aspects would require much more attention and further research to
181

Journal of Business Management, 2014, No.8

ISSN 1691-5348

understand the decision making process to become, stay and exit from being self-employed.

Further research
For the further research Author would identify four major topics.
1) Whether self-employment shall be considered a form of employment or a new form of
entrepreneurship;
2) the list of psychological parameters of self-employed shall be expanded to get broader and
more precise description of people choosing the career of self-employment. This could also
allow elaboration of future predictions whether self-employment is the path everyone will go
[Clifford 2013] or just a solution to build a professional career for specific type of people;
3) The job satisfaction of employees and self-employed shall be investigated further to identify
in which cases it is optimal to employ employees and when to subcontract work to selfemployed. The Author believes that this paradox requires further research – why people who
are less satisfied (women) continue being self-employed for longer periods than those who are
more satisfied (men)? And does an organizations experience higher returns when employing
self-employed?
4) Whether the current up-going trend to be self –employed [CIPD 2012, INTUIT 2010] is the
passing result of global economy crises in 2008 or the permanent transformation of workforce
created by globalisation and IT/IS development.
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Abstract
The impact of Information and Communication Technology (ICT) to business operations is crucial and unavoidable
especially considering introduction of new Information Systems (IS) or implementation of modern Information
Technology (IT) platforms and solutions. Migration to euro and appropriate customisation of Enterprises’ Information
Systems was the main challenge for Latvian companies in previous year for enabling operation in EURO currency from
the 1-st of January 2014. In this paper the author presents the research, which was the final stage of long-term research
done in 2013-2014. The finishing of the research was set of structured interviews with companies’ top management just
after euro introduction for comparing the expectations of Latvian companies with the real life.
Keywords: EURO Introduction, IT and business collaboration, empirical study, readiness self-assessment
coefficient.

1. INTRODUCTION
With the advent of new technological era in Information and Communication technology one of
the main issue facing organisations is globalisation that introduces a lot of changes. To be able meet
these changes organisations should become very innovative, introduce new ideas and adjust there IS
according to new business requirements. Many companies depend on their own resources or
external resources to meet their objectives and be better prepared for changes in their surrounding
environment (Karadsheh, et al., 2008).
The forecasted estimation of organizations’ readiness for the introduction of essential changes on
country level in their information systems (IS) is extremely important ensuring understanding to
what extent information technology (IT) could impact on economic growth and bring new business
values for the company.
This study addresses this issue by investigating the process of new currency EURO introduction
in Latvia in Y2014, assessing set of various aspects of adjusting IS at the organisations and
comparing the expectations of companies readiness to EURO currency with operation results in real
practice.
The author suggested an approach, which could be valuable when the country faces an essential
general change either in legislation or in other common area that have to be introduced in all
organisations strongly according to required conditions related to time schedule and content of the
change.
The research objective: to analyse data about the situation of business and IT collaboration in
the period of considerable country-level changes; identify the most important risks and influential
factors, calculate expected self-assessment readiness coefficient for analysed companies before
migration to EURO and compare it with live run parameters after migration to EURO.
The first research question was to investigate to what extent companies in Latvia believe are
ready for migration to new common European currency; what factors and managerial activities are
considered as the main drivers and what stages of IS customisation are assessed as the most risky
and propose the model for assessment the self-readiness level for company.
The second research question was to compare forecasted self-assessment readiness coefficient
with real life for understanding how well the companies assessed themselves in front of coming
event.
The research methods: critical analysis of literature sources, framework of Project
Management, quantitative analysis of the data gathered by the survey of respondents from
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corporative environment and qualitative analysis of the interviews with main stakeholders of
finance and IT companies in Latvia before and after EURO introduction in the country.
The following hypotheses were defined:
H1 – It is possible to evaluate companies’ readiness for essential national level changes in
business operation when appropriate changes in Information Systems are necessary by using selfassessment coefficient.
H2 – The level of readiness for EURO Introduction in Latvia was fully sufficient for successful
result.

2. THEORETICAL FRAMEWORK
Every Project definitely is facing the whole set of challenges and a lot of various kinds of risks.
Higuera and Haimes (1996) point out that risk management becomes an integral and vital part of
project management, influencing a project’s infrastructure and culture. Very often new projects that
are initiated for some business problem solving are conducted with restricted resources available
but asking for delivering Project outputs in time and with required quality. One of the most
challenging issue for Top Management of the company and the question “what project management
really comprises: is it primarily about delivering something ‘on schedule, in budget, to scope’ or is
it a much broader discipline concerned with the whole business of defining, promoting, and
executing projects” (Morris, 2006). Scientists and practitioners reasonably suppose that one of key
success factors for Project conducting in agreed schedule and with quality needed is proper
estimation of forecasted finance and human resource consuming. “Improving estimation techniques
so that sophisticated organizations can achieve project results within +-5% of estimated results
instead of +-10%” (McConnell, 2006). The research 74% of IT projects failed to deliver expected
value (Shpilberg, et al., 2007), study made by British Computer Society (BCS (British Computer
Society), 2004) stated that “only around 16 percent of IT projects can be considered truly
successful”. At the same time business practitioners are concerned about IT activities and Projects
to ensure proactively leveraging value from IT investments (Doherty, 2014; Silvius and Gilbert,
2009). Vast majority of the authors who are analysing organisations’ agility and concept of strategic
business and IT partnership state that only “a successful alignment of Business and IT increases an
organization’s competitive advantage, profit margins and growth” (Silvius, et al., 2013). Even
more, “strategic alignment refers to the degree to which the business strategy and plans, and the IT
strategy and plans, complement each other“ (Yolande, and Chan, 2007). The business and IT
performance impact of alignment and strategic performance of the organisation have been approved
by variety of academical and empirical studies (Cragg, et al, 2013; Saetang and Haider, 2012;
Mussa, et al, 2013). Both alignment and agility are recognized as critical and concurrent
organizational goals in a strategic perspective (Tallon, Pinsonneault, 2011; Hugoson, Pessi, 2011).
As one of key factors many authors point out the leading role of top management, stating that
“proactive IT leaders that lead in innovation with IT in relatively stable environments are found to
consistently outperform reactive IT leaders in overall performance” (Lu, Ramamurthy, 2010). As
essential internal driver influencing IT and business alignment a lot of authors consider
organisation’s culture stating that “strong shared culture at an organisation may be able to bridge
the gulf between holders of IT and business stakeholder roles” (Haigh, 2010; Silvius, et al, 2009).
The research model for given study takes into consideration the external environment influence
to the research object and internal interacting components of the enterprise: management, business
and information technology. These components collaborating on daily basic define the performance
outputs of the enterprise and determine the result of every project accomplishing within the
organisation (see Figure 1).
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Figure 1. Research model

3.

RESEARCH METHODOLOGY AND RESEARCH CONDITIONS

For understanding the situation in Latvia while waiting for migration to EURO, on the first stage
of the research an exploratory study with 49 organisations was conducted. Two methods for
gathering primary data were used.
The first method was an interview for qualitative research approach (Robson, 2011) taking into
account such kind of approach could allow focusing on information depth and investigating
complex data gained during the discussions with main stakeholders of the companies. Semistructured interviews were used; all questions were elaborated based on Pre-defined policy for
interview ensuring the research questions are answered. The interview’ questions were considered
as starting moment for further discussion, allowing the interviewer apply high level flexibility to
each person and his individual circumstances as well as his business area’s peculiarities.
The top managers from 13 companies located in Latvia were interviewed for identifying most
important factors impacting EURO introduction process. The interview structure practically
matches with the survey structure that was chosen as the second method for gathering the data from
organisations in finance and Information Technology areas. The respondents represented CFO –
responsible for organisation’ finances , CEO as strategic manager responsible for IT benefits
introduction and realisation within the business processes and general strategy, CIO as the main IT
Manager responsible for company-wide IT deployment, offering IT services and Information
System adoption.
The second method for collecting primary data was conducting strongly structured survey with
set of questions and pre-defined set of options for each question.
Design of the survey.
In accordance with the research questions the surveys questions were designed to investigate
various aspects of company’s profile.
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Table 1
Survey Questions
A

Organisational aspect

A1

Business direction

A2

Number of Employees

A3

Number of Top Managers

A4

Respondent position at the company

B

Project scope and Quality (Organisational aspect)

B1

In what way the company is planning carry out migration to EURO

B2

Whether appropriate Project for EURO migration is established

B3

When appropriate Project for EURO migration is established

B4

Whether appropriate detailed Plan for EURO migration is established

B5

When appropriate detailed Plan for EURO migration is established

B6

What Information Systems are included in the Project Scope (by types of Information System) (detailed
questions B6.1 – till B6.6)

C

Resources

C1

Whether particular financial resources are assigned for EURO migration

C2

Whether assigned financial resources are sufficient for successful migration

C3

Whether particular human resources are assigned for EURO migration

C4

Whether assigned human resources are sufficient for successful migration

D

IT Maturity
Assessment of the proportion of each stage of software development life cycle:

D1

Business requirements analysis and modelling

D2

Functional specification development

D3

Software development

D4

Software testing including User Acceptance Test

D5

Modified Information System Live Run support
Assessment of the risk probability for each stage software development life cycle:

D6

Business requirements were incorrectly defined and modelled

D7

Functional specification was incorrectly developed

D8

Software developed with bugs

D9

Software was improperly tested, User Acceptance Test was not done or done casually

D10

End users of modified Information System were trained insufficiently

D11

Backup (emergency) plan for EURO migration was not developed and/or not tested
Assessment of the proportion of human resources consumed for each type of software development task:

D12

Data input screens

D13

Reports

D14

Modification of algorithms

D15

Interfaces and integration with external Information Systems

D16

Other software development tasks

E

Business and IT collaboration culture

E1

How you estimate the involvement of business departments in the process of migration to EURO

E2

How you estimate the involvement of IT department in the process of migration to EURO

E3

How you estimate the collaboration of business departments and IT department in the process of migration to
EURO
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For adequacy and accuracy of responses, avoiding non-structured answers and for simplifying
the coding of the respondents’ responses, the options for answers in the survey were formalised so
the respondent could only choose one of possible option for each question. The author understands
that to some extent such approach restricts detailed reflection of the real situation but on the same
time it can ensure all responses in formalised way and possibility for processing the survey results.
Structured survey was submitted to 50 companies, as a result primary data about its 36 companies
were analysed. These 36 organisations have been operating in finance area, mostly banking,
insurance business, or are the companies engaged in IT development. Selected organisations from
finance area were mainly large Latvian banks or branches of foreign banks in Latvia; other
companies represented either large insurance companies or branches of foreign insurance firms in
Latvia; or they were new innovative companies, doing business in finance.
Selected organisations from IT area represented either young advanced innovative IT companies
or large IT software development firms. Taking into account these companies are serving tens of
enterprises providing the migration of enterprise’s Information System to EURO, their response
could be considered as the opinion of the majority of Latvian IT companies corresponding to at
least three times more number of respondents.
All respondent companies have been working in Latvia more than three years, are active in
providing a lot of appropriate services for customers and could be considered as characteristic
representative of the branch.
On the second stage of the research the top managers from 13 companies who were interviewed
during the beginning of the research, after migration to EURO were introduced with selfassessment readiness coefficient calculated for their own company. Top managers were interviewed
repeatedly with the same structured interview questions, asking to identify to what extent
expectation of particular aspect matches with the situation in live operation.
Governmental regulations in Latvia for migration to EURO were clearly defined in early 2012,
but even during 2013 summer there still were a lot of political and societal speculations about
possibility to revoke EURO introduction from year 2014 up to eventual possibility of cancelling
migration to EURO. Political parties and various social organisations were arguing a lot for
arranging a referendum for clarifying the situation in the country. As a result business enterprises
were forced for operating in particularly unclear circumstances not knowing the legislation
requirements practically till the 2013 autumn.
According to classical framework of Project management each Project is combination of three
competing parts: 1)project scope and quality; 2)project time, schedule of activities 3)dedicated
resources and finance. All kinds of resources were distributed by four components like managerial
and organisational aspects, financial resource, human resource and IT resources in terms of IT
maturity and culture of an organisation – see the Figure 2. The interview and survey structure was
developed fully according to figure below trying to assess every type or resource and level of
readiness to EURO adoption within the company.

Figure 2. The aspects for the analysis
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Considering the first component “Time Schedule” it should be mentioned that it is highly predetermined factor due to dead-line for absolute readiness to EURO adoption as the 1-st of January
2014. Every company was asked for strong following this date so this component is to be
designated as unchangeable parameter. Delay of the Project was unacceptable. Taking into account
new currency EURO had to be introduced in Latvia from Y2014 unconditionally, the companies
had no choice for project failure.
The second component “Scope and Quality” was highly pre-determined factor as every IS had to
be fully ready for operating in new currency according to governmental requirements. Cutting of
the quality or reducing some non-essential business requirements were not acceptable as companies
were asked to ensure smooth running of every business function in new currency. The project goal
for every enterprise was defined as ultimate overall goal so the scope of the project had to be
defined as detailed as possible and made absolutely clear to all project’ stakeholder either from
business or from IT representatives.
As a result the enterprises had some frequency in operating with their resources like project
finance budget, costs and human resources involved. Other parameter that could significantly
impact project process and outcomes was the level of IT maturity and culture within the
organisation in terms of following the best practice in IT area, policy and procedures for software
development life cycle.

4. THE RESULTS OF THE RESEARCH
As mentioned above, the study covered two types of companies; both finance and Information
technology, with respect to organisations’ size investigated enterprises varied from small ones
(under 50 employees) to very large, more than 1000 employees. Taking into account the
relativeness of the definition small and medium enterprise across the Europe, in Latvia an enterprise
with number of employees more than one thousand is considered as large one having considerable
impact to country economy.
Data collection period and process
The link with survey was disseminated in the end of November 2013 with request for filling in
not later than the 20-th of December 2013. Due to shortage of time and still some problems with
Information systems migration to EURO some IT companies had answered to the survey questions
only in early January 2014.
The semi-structured interviews at the first stage were conducted in early December 2013, the
duration of the interview was up to 60 minutes, an average duration of 45 minutes. All the
interviews were pre-agreed face-to-face discussions; the interviewers could afford bilateral
meetings as the majority of the respondents are located in the capital of Latvia. The semi-structured
interviews during the second stage were conducted in January – March 2014.
Interview and survey content validity
The authors the realised the eventual threads of validity the results achieved. With any empirical
research it could be very complicated to resolve all the issues appearing and to draw appropriate
accurate conclusions based on the research. For testing the interview and survey content and
questions one of the author conducted preliminary non-formal interviews with two top managers:
CFO and CIO of two different finance enterprises for identifying the trickiest questions that could
be unclear for top management. The author conducted also three pilot surveys sending it to three IT
managers for validation of question clarity and accordance to the research question. The authors
guided by (Ebert, et al., 2005) in drawing up the questions relating to the software process resource
measurement and evaluation. Sometimes, there were redundant questions for ensuring the
consistence of the answers.
Scope of the Project for enterprise migration to EURO
For identifying the business needs while migrating to EURO semi-structured questions about the
business functionality of the Information Systems (IS) were included in the survey. The analysis of
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collected data shown that the vast majority of the enterprises have Enterprise Resources Planning
System or Accounting IS (88%); Financial Information System (75%); Web-based customer
servicing IS (80%); other Web-based IS (72%). During the interviews it turned out that even home
page of an enterprise being extremely non-complicated from algorithmic aspect had to be included
in the migration Project scope as having a lot of adjustments due to EURO introduction in the
country; all of respondents had to adjust their home pages (97%).

5. KEY FINDINGS
The author apply the following approach: each question in the interview and in the survey
belongs to one of the analysed components meant at the Figure 2 and reflects one particular
parameter. For generalising the findings and due to space constraints some answers were grouped
by components and the appropriate aggregation of gathered data was made.
Managerial and Organisational aspects
During the discussions with practitioners several managerial and organisational aspects focused
on formal data about EURO adaptation were asked: about project plan, scope, detailed tasks
schedule etc. Figure 3A shows the illustration: 58% of respondents had established the formal
Project for EURO migration within the enterprise (blue colour); 22% had designed and approved
the detailed Work schedule with detailed precise tasks, responsible persons and dead-line (red
colour), while only 20% of respondents had no clear answer (green colour).
As particular issue was chosen the aspect to what extent the external vendors as IT service
outsourcers were involved in the Project of EURO adaptation defining several options for an
answer – see Figure 3B. Vast majority of enterprises stated exclusively usage of their own resources
(55% - blue colour); own resources with low involvement of external outsourced resources (17% violet colour); approximately equal workload for the external outsourcer and for the own resources
(3% - light blue colour). Only to small extent the enterprises were using exclusively outsourced
resources (8% - red colour) and mostly outsourced resources (17% - green colour). As a result more
than 2/3 of the respondents (75%) prefer using of the internal enterprise’s resources for migration.
This could be explained that the enterprises are extremely concerned about confidentiality of data
within migrated IS and are fully confident about own ability for getting successful adaptation.
Findings 1. In majority of enterprises Top management had paid the ultimate attention to the
organisational aspect of the process by establishing either particular Project or detailed Work
Schedule for ensuring smooth migration both of them supervised on regular basic. All respondents
were concerned about the sufficiency of the resources available having the possibility for assigning
additional forces like external outsourcers if needed.

Figure 3. A and 3B – evidence of Findings 1.
The next aspect of analysis was clarifying when the enterprises started the Project for adoption
of the EURO in there is and why it was done directly at this moment. In respect of particular time
period for starting EURO migration it could reflect the comprehensive business attitude and
concerns about the success of the Project result. On the other hand this aspect can gives clear
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evidence of finding out how seriously the enterprises perceived the governmental regulations and
statement for EURO introduction from the year 2014.
Due to the fact that migration to EURO should present several essential challenges to the
enterprise it was supposed that the majority of companies would have started the project in early
2012. Taking into consideration that the variables “number of employees” and “starting time for
EURO project” are not normally distributed, the author calculated Spearman’s rank coefficient for
assessing whether there is any statistical dependence between them.
Resulting rank correlation coefficient is 0,37 that testifies very weak positive but still positive
correlation between two variables and shows that large companies with high employees number
could be more concerned about EURO migration starting this project two years before 2014. It
turned out however that only small part 17% (blue colour) started the project two years before 2014
while 44% (red colour) of companies started one year before EURO introduction date; 17% (green
colour) started the project 6 months before 2014. As the most interesting discovery is the figure
showing that practically one-fourth part (22% - violet colour) of enterprises have started EURO
migration works only in three months before dead line for EURO in Latvia. Figure 4 depicts the
general distribution of Latvian companies by the time for starting EURO migration project.
Findings 2. Considerable part of Latvian enterprises postponed adoption of EURO and
appropriate adjustment of their IS to the very last moment when any delay was practically
unacceptable. These findings could have extremely significant meaning testifying either insufficient
trust to governmental regulations or unreasonable belief of companies’ management for being in
time with migration to EURO without taking huge efforts.

Figure 4. Distribution of companies by the time for EURO project.
Financial and Human resources aspect
The majority of respondents (72%) stated about particular financial resources assigned to the
project; 78% of companies are fully confident that assigned financial resources will be sufficient for
the project.
With regards to human resources the analysis of data generates entirely opposite picture giving
clear evidence of human resources (HR) shortage to be designated to one particular project. Only
44% of companies have assigned particular HR to EURO introduction project when half of
companies (50%) decided that employees could combine EORO migration tasks with other daily
jobs not assigning special personnel to the project.
As discussed with several interviewees, “it is more easy assigning heavy financial investments
and have the possibility of doing all necessary tasks rather than find out and hire additional human
resources able to carry out a lot of sophisticated jobs of adjusting information technology
applications to new environmental changes".
Findings 3. This management decision clearly confirmed widely known fact about the shortage
of qualified HR resources in Latvia and gives firm evidence about easiness for assigning financial
resources comparing with human resources.
191

Journal of Business Management, 2014, No.8

ISSN 1691-5348

Estimation of Risk Level for IS adjustment
For identifying the maturity level and culture of Information Technology’ usage at the
companies the series of questions were designed trying to investigate IT maturity level and
appropriate level of following best practice of IT processes and procedures established.
The main goal of the research in this respect was to gain a comprehensive understanding on how
the enterprises follow the best practice of Information System Development Life Cycle (SDLC)
while adjusting IS for migration to EURO; what level of risk they forecast for each phase of SDLC;
what proportion is expected for different types of software development tasks in terms of human
resource consumption. It was proposed to assess the proportion of expected efforts for each of five
phases: business requirements analysis; functional specification (FS) development; software
development; software testing and IS launch in live environment.
Findings 4. Gathered data analysis testifies that 35% of expected efforts (blue colour) will be
dedicated to business requirements identifying and modelling; large proportion of efforts (49% - red
colour) is expected to be spent for software development and testing; some efforts (16% - green
colour) are expected for IS launch. This result could be considered as very logical giving the clear
evidence of considerable attention Latvian enterprises are ready to pay for software testing taking
into account high importance of successful migration to EURO – as shown on the Figure 5 below.

Figure 5. Distribution of companies by the forecasted efforts to IS development phases.
With regards to risk forecasted for each SDLC phase the results are given in the Table 1.
Majority of enterprises expected medium risk level for incorrect or incomplete understanding of
business requirements and, hence, development of inadequate functional specification – 72% and
78% accordingly. A lot of companies – 83 % of the whole community forecasted that risk level for
existence of some bugs and errors in developed software could be medium thus assessing the
situation very deliberately. Practically nobody sees very high of extremely high risk for these three
phases of software development when the main role belongs to pure IT professional (software
analysts, designers and developers).
Findings 5. Considering risk level when business representatives as end users become an active
part of IS adjusting process, relatively large per cent of respondents forecasted very high (19,5 %)
or ever extremely high (11 %) risk level that newly developed software will not be tested properly
or some essential bugs could remain non-discovered during testing process. This aspect should be
of special attention while improving business and IT collaboration issues. Enterprises showed their
concerns about IS launch in live environment assessing the risk level as medium in 58 % cases. But
more exasperating seems the figure that almost 53 % of companies seeing medium risk of nonexistence of well-considered advised back-up and recovery plan that should be activated in case of
emergency with migration to EURO. Some enterprises (3 %) forecasted this risk even as high or
very high as shown in the Table 2. Development and existence of well-designed deliberative backup
plan approved by Top management of the company for each important IT related event like
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migration to EURO currency should be mandatory activity for every company supporting
successful introduction of any new technology.
Table 2
Risk level estimation’ forecast related to each phase of IS customisation
Risk level
estimation

Identification
of business
requirements;
business
needs analysis
and modelling

SystemSoftware
analysis,
development
functional
specification
development

Software
testing
including
User
Acceptance
Test

IS launch in Emergency
live
plan (Plan
environment for Backup
and
recovery)

Low

13,89 %

16,67 %

11,11 %

11,11 %

38,89 %

44,44 %

Medium

72,22 %

77,78 %

83,33 %

58,33 %

58,33 %

52,78 %

5,56 %

2,78 %

19,44 %

2,78 %

2,78 %

0

2,78 %

11,11 %

0

0

High or very
8,33 %
High
Extremely High 5,56 %

Findings 6. Analysis of expected proportion of consumed human resources efforts spent for
different types of software development tasks showed slightly unpredictable results. Human
resources consumption was forecasted as: 14% (blue colour) - for modification of input screens and
25% (red colour) for reports’ modification; unexpectedly high proportion -22% (violet colour) is
forecasted for changes in algorithms; equal part - 22% (green colour) for modification of various
interfaces and 17% (light blue colour) for other tasks. It seems such high proportion for changes in
algorithms is not reasonable while on the other hand considerably higher proportion was forecasted
for modification of interfaces with other external IS. These findings could demonstrate not very
good management’ understanding of content of tasks to be done for EURO migration – see Figure
6.

Figure 6. Distribution of forecasted efforts of human resources consumption
Analysis of business and IT collaboration during the process of migration to EURO included two
main questions: the first question was designed for estimation how business representatives assess
IT department’ involvement and contribution to EURO introduction at an enterprise; the second
question was designed for assessment of business and IT collaboration success.
Findings 6. Data analysis showed that business representatives estimate the involvement and
contribution of IT department extremely high. 83% of respondents found it fully sufficient, 11% not sufficient while only 6% were not able to assess.
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14% of respondents estimated business and IT collaboration during the Project as extremely
effective and successful; 58% - as successful enough; 22% - satisfactory; only 6% assessed it as
non-satisfactory.

6. THE APPROACH FOR COMPANIES’ SELF-ASSESSMENT
The research questions and the results of data analysis allowed elaborating the approach for
companies’ self-assessment in terms of readiness for essential changes in IT area. In the given
research special composite coefficient was used for measuring an enterprise “Forecasted Readiness’
Self-assessment”. This coefficient could provide an enterprise management the possibility for
estimating the internal readiness of an enterprise and its‘ resources availability in case an enterprise
must carry out considerably IT changes due to governmental or other external regulations.
Each of the above-mentioned managerial and organisational aspects (components) was assigned
the particular weight suitable to the importance of every component type. This weight was based on
the theoretical investigation of factors influencing the success of project; on the interviews with top
managers; on expects recommendations and partly on author assumption about components
notability and defined as:

, where

- a weight associated with i-th component,

.
In the given research i = 1, …, 8 and include:
– The existence of established particular Project for appropriate target;
– The existence of detailed Work Schedule with clearly defined tasks, assignments, dead-lines
and responsible persons;
– The estimation of Financial Resources dedicated to the Project;
– The estimation of Human Resources dedicated to the Project;
– The assessment of the proportion of each stage of software development life cycle;
– The assessment of the risk probability for each stage software development life cycle;
– The assessment of the proportion of human resources consumed for each type of software
development task
– The assessment of business and IT collaboration.
Coefficient “Forecasted Readiness’ Self-assessment” Rk for every company was calculated as:

where fi is the value of the appropriate answer from the survey, fi max – maximum possible value
for particular appropriate survey’ question.
Finally, calculated self-assessment coefficients for Latvian enterprises are given in the Table 3.
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Table 3
Forecasted Readiness Self-assessment coefficient
An enterprise

Self-assessment coefficient Rk

1

0,52

2

0,55

3

0,62

4

0,57

5
6

0,55
0,5

7

0,64

8

1

9

0,76

10

1

11

0,47

12

0,4

13

1

14

0,57

15

0,8

16

0,83

17

0,90

18

0,68

19

1

20

0,66

21

0,83

22

0,48

23

0,8

24

0,57

25

0,4

26

0,58

27

0,57

28

0,37

29

0,83

30

0,52

31

0,5

32

0,83

33

1

34

0,57

35

0,8

36

1

The results look very satisfactory clearly showing positive forecast from companies’
management assessing the readiness of their enterprises as very high.
The algorithm of self-assessment coefficient supposes that in the ideal case an enterprise
estimates a level of business and IT alignment and self-readiness for essential changes as the value
that is very close to 1.0 showing all aspects and issues have been well prepared and are in place thus
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considerably reducing the risks in project’s process. The analysis of calculated self-assessment
shows that vast majority of investigated Latvian enterprises has the assessment above 0.42 (92%);
while 55% of total number of investigated enterprises have the coefficient above 0.60. As a result of
research made it could be stated that the readiness of Latvian enterprises was sufficiently acceptable
for EURO introduction in our country.
The same migration process and the set of interviews made with top management after migration
to EURO approved that in reality EURO launch in Latvia happened in very smooth way and was
practically free of serious faults. During thirteen post-migration discussions the respondents that
were chosen by random mode from the same initial range of companies, clearly stated that premigration assessment was too reserved and low. It turned out that in reality readiness of enterprises
for so serious changes was even higher than forecasted before.

7. CONCLUSIONS
In accordance with the research objective stated like identifying the most important risks and
influential factors and assessing the readiness level of analysed companies for operating with
EURO by using self-assessment readiness coefficient, the following conclusions were found out in
the given research.
1. External environment influences an enterprise’s behaviour to very large extent. Any
governmental regulation related to changes in IT area as one of essential external environment
parameter should be clearly stated and approved very strictly as soon as possible leaving no space
for any speculations in this regard and reducing the level of uncertainty. In these circumstances an
enterprise is able operate in predictable environment for following regulations and accordingly
adjusting existing IT systems.
2. In case society is well-informed about changes expected, an enterprise is able to establish
either particular Project or compose detailed Work Schedule and assign dedicated financial, human
and other kind of recourses. One of the major impact factor that could significantly impact the
results of IS adoption, adjustment and implementation process within the company is the
strengthening the role of CFO and CIO at an enterprise who is responsible for timely establishing
the Project.
3. One of remarkable factor that could essentially influence the risk level and Project success can
be considered IT maturity and culture level at an enterprise. Detailed analysis of planned IT tasks
and following the best practice, processes and procedures in software development area could
seriously increase the enterprise’ confidence to be in line with governmental regulations and
appropriate changes expected.
4. It is recommended for enterprises using of Readiness Self-assessment coefficient for assessing
and forecasting own readiness to changes expected. The calculated coefficient for investigated
subset of Latvian enterprises as well as detailed interviews with Top management shows to some
extent valuable results for estimating companies’ self-assessment for changes expected.
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Abstract
Change of innovation paradigm in society leads to new tendencies in business and related education. Recently the
education paradigm has also changed and innovation came into education with introducing active learning, problembased learning and a new type of pedagogy – innovation pedagogy.
Open innovation topic is centred to the working life, and its teaching is practice based, requiring wide range of
knowledge and skills from the open innovation teachers.
The research question – are the universities and their academic staff ready to adapt to the change and which
competences are necessary to successfully teach open innovation? The research aim is to summarize information on
faculty skills for teaching innovation, to study the situation and tendencies in teaching open innovation in the higher
education (HE) institutions in Latvia and to make conclusions and proposals on the necessary improvements.
The theoretical part is based on traditional constructivism pedagogy, active learning methodology and the latest
innovation pedagogy research results of Turku University of Applied Sciences. Content analysis method has been used
to identify the necessary skills for open innovation. The article tackles a problem of teaching open innovation in Latvia.
Curricula of six HE institutions in Latvia have been reviewed and the faculty members interviewed on teaching open
innovation. Analysis of results shows that awareness and skills of faculty must be enhanced.
Based on former studies on innovation skills, active learning methods and innovation teaching, as well as personal
research experience and teaching innovation management, a set of open innovation teachers’ competences is proposed.
Keywords: open innovation, innovation pedagogy, active learning, higher education, faculty skills

1. INTRODUCTION
Since introduction of the open innovation concept by H. Chesbrough in 2003 in his book Open
Innovation, and presentation of new innovation paradigm in the book Open Innovation:
Researching a New Paradigm in 2006, the business and education world have reacted differently.
The research on the forecast of the mid0term and ling-term market requirements and future
profession, shows that open innovation related skills are of great importance (Ekonomikas
ministrija, 2013). Large companies dealing with innovation as a part of their everyday work have
rapidly incorporated the benefits of open innovation in their business models. At the same time,
universities providing innovation knowledge and skills for potential businessmen and researchers
have not been able to adapt to the new innovation paradigm so well.
Open innovation is a paradigm that assumes that firm can and should use external ideas as well
as internal ideas, and internal and external paths to market as they look to advance their technology.
Open innovation is a use of purposive inflows and outflows of knowledge to accelerate internal
innovation, and expand the markets for external use of innovation (Chesbrough, 2006). Open
innovation is definitely a collaborative innovation – for successful results involving innovation
players from whole ecosystem. In the new paradigm innovations have to consider the entire
ecosystem by broadening their lens to develop a clearer view of their full set of dependencies,
focusing to the innovation execution outcome, but at the same time co-innovating and adopting it to
other innovators’ and customer needs (Adler, 2012).
Universities have a double trouble – besides changing the subject (innovation) paradigm, also the
education is facing a paradigm shift - moving from subject-centred studies to student-centred
studies. In the new education paradigm, a human with its welfare, competence and willingness to
learn is in the centre (Anspaks, 2003). However, the paradigm change in education always goes
slowly and cannot catch the other changes (Belickis, 1994). Adaptation to the new education
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paradigm requires development of innovative approaches, methodologies, teaching methods.
In 2009 Juha Kettonen came up with a new concept of innovation pedagogy
(Innovaatiopedagogiikka in Finnish) (Kettonen, 2009). Innovation pedagogy is a specific learning
approach which defines in a new way how knowledge is assimilated, produced and used in a
manner that can create innovations (Putkonen, et.al., 2010). Innovation pedagogy as such is an
innovation in education – as it is based on a set of pedagogic approaches, and ensures production of
innovative product – competitive graduates with knowledge and skills required in the market, able
to innovate and create new values and markets. The novelty of innovation pedagogy lies in the
principle that knowledge should be accumulated and applied simultaneously - creating innovations
already while studying (Putkonen, et.al., 2010). Innovation pedagogy is based on a new outlook on
learning and utilizes new combinations of traditional methods in a new manner.
In innovation pedagogy social aspects and related skills on working and learning in
multidisciplinary teams are very important (Penttila and Kairisto-Mertanen, 2013). These are
conditions of real life situations where people with different background competences joining in the
team to solve community problems. This aspect is very similar also to paradigm of Open
Innovation.
Knowing that innovation is a driving force of economy, innovation management is important
topic for university students – both business and technologies. However, to provide innovation
studies according to the new innovation paradigm, the universities would require an army of skilled
academic staff. Also A.Putkonen mentioned, that one of the most interesting objects to study would
be specifying the factors of the innovation competence more closely (Putkonen, et.al., 2010). What
are the competences that should be provided to the students and what are the competences,
possessed by the academic staff?
The paper consists of three chapters: 1. Introduction; 2. Innovation pedagogy - combination of
traditions and novelties, including summary of research on the major directions of innovation
pedagogy: innovative learning methods and procedures, innovation competences and ability to
participate in innovation process; 3.Teaching of open innovation in Latvia, providing analysis of
survey carried out in six Latvian higher education institutions on their experience teaching open
innovation. The paper concludes with conclusions, questions for discussion and some
recommendations for further activities in teaching open innovation.

2. INNOVATION PEDAGOGY – COMBINATION OF TRADITIONS AND
NOVELTIES
According to the definition (Putkonen, et.al. 2010), innovation pedagogy is a learning approach
that defines in a new way how knowledge is adopted, produced and applied in a manner that
generates innovations. Innovation pedagogy is a purposive teaching and learning approach that
utilizes academic staff innovation competences and ensures students’ active involvement in
innovation processes. Innovation pedagogy aims to generate readiness to innovate in students by
integrating teaching, research and development as well as cooperation with working life players.
The core idea in the application of innovation pedagogy is to bridge the gap between the
educational context and working life (Penttila and Kairisto-Mertanen, 2013). Taking into account
its collaborative component, innovation pedagogy is directed to teach and learn open innovation.
Innovation pedagogy refers to three major directions: innovative learning methods and
procedures, innovation competences and ability to participate in innovation process.
2.1. INNOVATIVE LEARNING METHODS
Learning is a driving force which creates innovation: new things and new activities do not
emerge themselves, but by operating in the learning cycle (Bessant, 2003). Accordingly, innovation
methods and procedures should be related to full learning cycle – experimenting, experiencing,
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reflecting, conceptualizing or being actively involved in the learning process. Although theory of
the learning cycle is well-known and traditional, study of innovation brings new challenges for
teachers in its pedagogic application. The most important aspect of the learning cycle is the basic
principle of constructivism – learning by doing and construction of knowledge (Dewey, 1988).
Basically , the learning cycle consists of four elements, which all are crucial for learning and
involvement in innovation: concrete experience or experiencing (learning from specific
experiences, relating to people, being sensitive to feelings and people), reflective observation or
reflecting (carefully observing before making judgments, viewing issues from different
perspectives, looking for the meaning of things), abstract conceptualization or thinking (logically
analysing ideas, planning systematically, acting on an intellectual understanding of a situation) and
active experimentation or doing (showing ability to get things done, taking risks, influencing people
and events through action) (Kolb and Fry, 1975).
During reflection students learn from experience and construct new knowledge. The role of
reflection in the learning is crucial (Biggs, 2003), as it is important part of full learning by doing
and construction of new knowledge. Also, from the innovation theory, a targeted and structured
reflection or feedback is important for any innovation process. The academic staff should use their
pedagogic competences to initiate reflection, to teach how to reflect. There is a strong correlation
between the learning cycle and the innovator’s behavioural skills: associating, questioning,
observing, networking, experimenting (Dyer, et.al., 2011). Open innovation teachers should be able
to implement the full learning cycle, ensuring that students acquire the innovator’s basic skills.
All the learning cycle elements are closely related to the basic principle of the active learning –
learning by doing and active engagement in the learning process. In active learning process
learners are actively engaged in the learning process, rather than "passively" absorbing lectures.
Active learning involves also traditional learning methods like reading, writing and speaking, but its
form is discussion, problem solving, teamwork, experimenting, reflection, analysis, synthesis, and
evaluation (Bonwell and Eison, 1991).
According to innovation pedagogy, learning has several features. It applies knowledge, it is
multidisciplinary and communal, it involves research activities, crosses boundaries, focuses on the
problem and finally – it is not abstract – it is working life centred (Putkonen, et.al., 2010). It is
obvious that innovation pedagogy is built on traditional constructivism theory, but the novelty of it
lays in the specific, open innovation related features. Especially the open innovation features –
research and development, creating new values, internal and external cooperation, and combination
with traditional pedagogic methods - bring the novelty to innovation pedagogy.
In general, there are four broad categories of learning strategies (Learning strategies, 2014)
that one might use in an active learning. These can be individual activities, paired activities,
informal small groups and cooperative student projects. According to those strategies, every
teacher can choose relevant strategy or set of strategies in order to reach the intended learning
objectives, both pedagogical and topical. Intended learning objectives, or outcomes are defined,
listing a set of skills students will gain during learning process. Therefore, before choosing
innovation pedagogy methods, it is important to list the innovation competences.
2.2. INNOVATION COMPETENCES
When speaking about innovation competences, we usually think of the competences necessary
for people involved in innovation processes to perform innovation. In education context, these are
competences, included in the intended learning objectives – knowledge, skills and experiential
practice what the teachers intend to teach and students should acquire during the study process.
However, it is important to list also the competences of the teachers, teaching innovation –
knowledge and experience on innovation plus the specific innovation pedagogy competences.
Combining knowledge related to innovation activities on one hand and pedagogy on the other offers
the much needed theoretical foundation for improving expertise-based competitiveness. In addition
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to the central role of the learner, innovation pedagogy promotes practical activities such as creating,
constructing and cumulating knowledge. Innovation pedagogy also embraces the concept of
knowledge as being largely based on intuition and tacit knowledge (Penttila, et.al.2013). This way,
operation with innovation pedagogy requires special competences of innovation teachers. The
innovation teachers should possess a set of competences – innovation skills and innovation
pedagogy competences.
According to the OECD study (OECD, 2011), the skills for innovation and research can be
divided into five categories: basic skills, academic skills, technical skills, generic skills, soft skills
and leadership skills. Assuming that basic skills are usually acquired already during secondary
education, the academic skills are integrated in the study curricula, acquiring other skills is
responsibility and depend on the initiative of the teachers and their pedagogic skills. Technical
skills are the skills and knowledge of linking academic skills to practice. These skills can be
acquired by active leaning in real practice-based environment. Generic skills, like problem solving,
creative thinking, ability to learn and ability to manage complexity, can be acquired by training –
using specific methodologies, targeted to train these particular skills. Also acquiring of the soft
skills, like team work, motivation building, communication, violation and initiative, receptiveness
for innovation, ability to manage emotions and behaviour during interaction, as well as
multicultural openness, should be integrated in the teaching methodology. A special attention and
methods are necessary for acquiring leadership skills, like team building and steering, coaching and
mentoring, lobbying and negotiating, co-ordinating, as well as ethics and charisma.
As it is defined in the OECD study, there are different skills and knowledge necessary in
different stages of innovation process. At the beginning stage, most important are skills to identify,
collect and filter the ideas for innovation; ability to interpret data, evaluate the viability of new
ideas, and knowledge about application of intellectual property protection mechanism.
According to the research results un Turku University of Applied Sciences (TUAS), innovation
competences are learning outcomes that refer to knowledge, skills and attitudes needed for the
innovation activities to be successful. Following the European Qualifications Framework (EQF,
2014), and as a result of research and development work by TUAS, three categories of innovation
competences were defined (Penttila, et.al.2013):
1) Individual innovation competences,
2) Interpersonal innovation competences,
3) Networking innovation competences.
A summary of the innovation competences, defined by TUAS is presented in the Table 1.
Table 1
Innovation competences (TUAS)
• Innovation competences

• Innovation competences

category

• Individual innovation
competences

• Interpersonal innovation
competences

• Networking innovation
competences

•
•
•
•
•
•
•

independent thinking and decision-making
target-oriented and tenacious actions
creative problem-solving and development of working methods
self-assessment and development of own skills and learning methods
ability to co-operate in a diversified team or working community
ability to take the initiative and to work responsibly according to the targets of the community
ability to work in research and development projects by applying and combining knowledge and
methods of different fields
ability to work along the principles of ethics and social responsibility
ability to work in interactive communication situations

•
•
• ability to create and maintain working connections
• ability to work in networks; ability to co-operate in a multidisciplinary and multicultural
environment

• ability to communicate and interact in an international
• environment
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The learning and teaching process in university should be organized in the way that ensures the
development of all types of the innovation competences. From pedagogic point of view, in order to
ensure students personal and professional growth, the teachers should choose the correct active
learning strategies to ensure acquiring the innovation related skills.
In order to use the active learning strategies, meeting the open innovation skills, teachers should
possess a range of the pedagogic skills themselves, and should be able to deliver them through
active teaching in classes. Besides, knowing that innovation is target and result oriented, teaching
on open innovation should provide clear performance expectations – learning aims and objectives,
learning procedure, expected outcomes, assessment system.
Usually, when teaching in the class, the level, former learning experience of students and their
expectations are different. That requires creative flexibility from a teacher – ability to adapt to
different levels, experience and knowledge on innovation of the learners, ability to apply different
methods for different types of students to maintain learning motivation for all of them.
According to the innovation pedagogy principles the pedagogic skills of the open innovation
teachers can be divided into innovation competences, which are more related to the subject area of
open innovation, and innovation learning and teaching methods and procedures, that ensure
acquiring the necessary generic, soft and leadership skills for open innovation (Putkonen, et.al.,
2010). Teaching and learning of open innovation generic, soft and leadership skills are based in
active learning, and refer to the active learning strategies: individual activities, paired activities,
informal small groups, cooperative student projects.
From the pedagogic viewpoint, the open innovation teachers should possess personal skills,
active teaching skills and be aware of several methodologies how to apply active teaching in
practice to reach to intended learning outcomes, targeted to acquiring innovation skills for students.
Regarding personal competences, necessary for teaching open innovation, the teachers should
possess and be able to demonstrate the active teaching skills. Firstly, teachers should have ability
to motivate students for active learning and to involve all students in active learning process.
Secondly, the teachers should be able to and motivate students for new experiments and gaining
new experiences, ensure learning form from experience, questioning and reflection. The teachers
should have ability to require students’ feedback and promote their analytical skills, managing
discussion. And thirdly, teachers have to possess ability to recognize students’ learning methods
and habits and to teach students how to learn fast. Teachers have to be able to monitor the learning
process for each individual student and also for a student group in whole.
Besides active teaching skills, the open innovation teachers would be able to operate active
teaching and learning methodologies and to apply them in practice. These skills can be classified
according to the four broad categories of active learning: individual activities, paired activities,
informal small groups, and cooperative student projects. These are the methods the teachers have
chosen to reach the learning outcomes. These can be methods commonly known, as well as
individual methods, based on active leaning principles and applied in the study process.
The open innovation teachers would need also specific personal skills, including their own
behavioural skills, social skills, cognitive skills and organisational skills. Also the open innovation
teachers should continuously work on their self-development, deepen their knowledge, and adapt
teaching to new findings and theories
Summary of the personal competences of open innovation teacher is available in the Table 2.
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Table 2
Personal competences for open innovation teacher
• Competences related to open
innovation topic

• Behavioural skills

• Social skills

• Cognitive skills

• Organisation skills
• Methodological skills

•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

• Active teaching skills

•
•
•
•
•
•
•
•
•

• Knowledge and ability to use

•

active learning strategies

•
•
•

all subject areas of open innovation
passion on the subject – open innovation
positive thinking and attitude
tolerance and emphatic skills
honesty and fairness
respect for diversity
flexibility
punctuality and self-discipline
creativity and ability to view issues form different viewpoints
motivation and ability to motivate,
initiative
inspiration skills and charisma
observation skills
good communication and networking skills
openness
ability to listen
ability to speak in front of a big audience
presentation skills
appreciation of cultural differences (especially for work with international students)
negotiation skills
curiosity
experimentation skills
ability to learn from experience
logical and analytic skills
critical thinking
ability for constructive solutions
continuous learning and self-development
research skills
internal motivation for research
continuous deepening innovation and pedagogic knowledge, following the research
results and new findings
adaptation of teaching to new findings and theories
accuracy
ability for implementation plans
leadership skills
ability to set learning targets and learning outcomes
ability to keep to the education standards
knowledge and ability to use diverse teaching methods to reach intended learning
outcomes
ability to different approaches for students from different cultures/knowledge
base/characters
managing discussion
involvement of all students in active learning process motivating students for new
experiments and gaining new experiences
ensure learning form from experience
questioning
reflection - ability to require students feedback and analysis
ability to motivate students for active learning
ability to recognize students’’ learning methods and habits
ability to teach students how to learn fast
ability to monitor learning process
individual activities (e.g. individual tasks to reach intended learning outcomes, based
on observations, data analysis, structured interviews, case studies, etc.)
paired activities (e.g. role plays, peer review)
informal small groups (e.g. focus group discussion, structured discussion, team work,
creative thinking – brainstorming etc.)
cooperative student projects (e.g. learning business simulation games, development of
research or business projects, etc.)
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Implementing innovative learning methods, highly skilled academic staff provides innovation
competences to the students. However, the specific part or novelty of innovation pedagogy is
simultaneous accumulation and application of innovation knowledge and skills. In order to create
innovations already while studying, the students should train their skills by applying them in real
innovation process already during the study process.
2.3. ABILITY TO PARTICIPATE IN INNOVATION PROCESS.
There are several pre-requisites to provide students with the skills and ability to participate in the
innovation processes. Firstly, the innovation teachers should be professionals, who are participating
in innovation processes themselves, and have gained the tacit knowledge - experience based
knowledge on this topic. Secondly, the study process should be organized in a way that students
learn the ability to participate in the innovation process as a part of studies. In another words, there
should be organized either practical works, or study practice (internship), or development of
students own business.
When innovation pedagogy is applied, it is essential to give the students several opportunities to
engage themselves in different kinds of hatcheries during their studies (Putkonen, et.al., 2010).
In the case of Latvia, where innovation pedagogy is not popular yet, teaching innovation usually
is done in professional study programs. In the professional study program internship is a
compulsory part of the study process. It is up to the university program management to organize
how students can gain practical experience in innovation during the internship. For example, those
HE institutions, having students’ business incubators, and who have them integrated in the study
process, already have solved part of the problem. In business incubator students go through
innovation process by developing their new business. Participation in business incubator can be
organised as compulsory part of study process, but it can also be voluntary. In that case, students
require a special study practice, where they are supposed to go through innovation process –
develop a project, a business plan, a new product. In order to learn ability of participation in
innovation process, students have to go through whole learning cycle – perform experiments, gain
experience, reflect on their good and bad experience and conceptualize the conclusions. This way
the students are involved in active learning according to the best principles of constructivism
theories.
In order to organise active learning for participation in innovation processes, the innovation
teachers should implement their own pedagogic and innovation knowledge, experience and skills,
as well as creativity to gain the best results.

3. TEACHING OF OPEN INNOVATION IN LATVIA
In order to clarify, how mature are the innovation teachers for teaching innovation and what are
the methods currently used for teaching innovation in Latvia, a small survey was carried out, by
questioning academic staff members of six HE institutions in Latvia, having Innovation course in
their curricula.
The criteria of the choice of the HE institutions were - running business programs with
innovation courses, accessibility, availability and interest for the interview. The respondents were
faculty responsible for innovation courses or/and teaching them. Because of limited resources, not
all HE institutions in Latvia, teaching innovation, were covered. This is a research limitation, which
might not bring highly valid results. However, the interviews showed the tendencies and potential
directions for development. The interview questions originate from the EU project “The European
Academic Network for Open Innovation” (OI-NET, 2014). The interview is on-line and all the
respondents provided answers to the same questions. As the interviews were carried out in the
framework of a project, the time limit for answering the questions was one month, and in Latvia it
was organised in May 2014.
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A summary of the interview questions on teaching open innovation in six universities/higher
education institutions (HEI) of Latvia are available in the Table 3.

Table 3
Summary interview questions about teaching Open innovation
Title of the course (in the original language; in English if available)
Type of the class (mandatory or optional)
Number of hours (in total; per week)
Number of hours within the course specifically dedicated to the teaching of Open
Innovation
ECTS credits
Average number of students per class
Type of qualification (e.g. Economics, Engineering, etc.)
Year when the course has been introduced for the first time
Year when Open Innovation has been introduced within the course
Language(s) used for teaching
Background knowledge or prerequisite (if required)
Learning objectives & course topics
References and readings on Open Innovation used for teaching
Method of instruction (e.g. lectures, cases, on field training, etc.)
Is there any practical aspect of teaching innovation integrated into the course
Is there any information on the course/programme posted on the internet?
Notes and other information

Firstly, all institutions reviewed selected the courses on innovation. Two of the six institutions
teach innovation only in bachelor programs, three – both in bachelor and masters programs, one –
only in master’s program. During the interview, it was recognized that teaching innovation
management and innovation practical applications is more efficient on Master’s level, when the
students are more business mature, and have got some practical experience. Then their perception
for innovation topics is much higher.
In three of the interviewed institutions, there was identified only one course on innovation, in
one university – four courses, in one – five courses, and in one – 7 courses. In those HE institutions,
having four or more courses in the curricula, there is more than one teacher on innovation.
The courses on innovation were launched earliest on 2006 (one institution), others from 2008 to
2014. The topic of open innovation has been taught starting from 2011 to 2014.
In all six institutions, the innovation subject is taught to business, administration or economics
students. Only in one university it was taught also to the students of engineering sciences.
In all interviewed institutions, the classes are organized in a form of lectures. In some cases,
students have to do practical works and assignments related to innovation. Regarding teaching open
innovation, only three of the respondent institutions use group work in the classes. Also, there is no
major study practice on the innovation topic at any of the interviewed institutions.
The results were analysed also in the scope of proportion of open innovation related topics in
each course on innovation. Study load of all innovation courses is evaluated with 3 ECTS.
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Unfortunately, only three institutions mentioned open innovation topic as a part of the innovation
course, composing from 2% to 26 % of the course content. Only in one of the interviewed
institutions, there is a course, the title of which contains a term ”open innovation”. This course is
developed within EU project “E-Learning Innovation Management course for Vocational Training”
(2011-2012) (E-IM, 2010). The course content includes theory on open innovation, and the students
are encouraged to use active learning methods to link the theory to their working life practice.
During the course, the students have to provide feedback on the achievement of their learning
objectives (in a form of tests), they have to do dozens of exercises to strengthen their knowledge
and apply it in practice for development of new products and new ideas, as well as on the basis of
the theory and practical experience gained in the course, they have to develop an innovation plan
for their company. This course is a good example teaching open innovation, involving students in
innovation process.
From the interviews in the HE institutions in Latvia, it is obvious that the training of graduates to
participate in the innovation processes is not satisfactory. The main efforts are concentrated to
lecturing and providing general comprehension of innovation and open innovation. In order to
develop innovative specialists in universities, the study curricula, the qualification of the academic
personnel and the content of the innovation courses have to be reviewed and innovation pedagogy
should be introduced.

4. CONCLUSIONS AND RECOMMENDATIONS
1. Answering to the research question – are the universities and their academic staff ready to
adapt to the change and which competences are necessary to successfully teach open
innovation, the authors conclude, that not all universities are aware and ready to adapt. The
competences necessary for teaching open innovation are summarized.
2. Open innovation concept is new for HE institutions in Latvia. They do not appreciate the role
of open innovation course as an essential part of curricula. Promotion of open innovation in
Latvia is mainly organized with support of EU education and research projects.
3. The innovation teachers do not have enough knowledge and skills for teaching open
innovation. Only few teachers use active teaching methods, particularly a group work.
Innovation pedagogy in a new, perspective branch of pedagogy based on traditional
constructive pedagogy principles in combination with innovative pedagogic approaches.
Currently in Latvia it is not popular among pedagogy and innovation professionals.
4. Teachers’ skills necessary for teaching innovation (in particular, open innovation) are
summarized and presented for discussion. The set of open innovation skills should be
approbated in a wider research, in cooperation with innovation and pedagogy professionals.
5. In order to teach open innovation, universities should improve their study curricula, and
motivate teachers to develop innovative, active teaching methods. Teaching open innovation
requires new, innovative teaching methods, based on constructivism theory. Innovation teaching
methods should be active teaching methods, corresponding to full learning style, including
experiment, experience, reflection and conceptualization.
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