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FOREWORD 

  

Journal "Journal of Business Management", Issue No.3, consists of papers received in 

2010. 

 The majority of research papers were presented at the International Scientific 

Conference "Business competitiveness in local and foreign markets: challenges and 

experiences", complemented and improved after the Conference. 

Researchers, PhD students and practitioners from 4 countries sent in their papers in 

2010. Each paper was reviewed by two reviewers and in some cases (if there were 

contradictory reviews) – by a third reviewer, usually from abroad. 

 50% of papers received were acknowledged as appropriate, which indirectly testifies 

the increase in quality of research papers. 

 The range of topics is very wide - from research on business environment to issues 

concerning evaluation methodology of specific enterprises. 

 2009 was one of the most difficult years in current Latvian business history. The 

overall profit of all enterprises was negative and the number of insolvency cases increased 

considerably with the decrease in turnover, increase in tax burden and problems in the 

political situation that impeded the implementation of the necessary structural reforms. 

Therefore several papers included in journal describe the overall situation in Latvia. 

  The authors of research papers through their contribution have attempted to provide 

solutions to basic problems plaguing businesses over the last few years. 

 The results published in journal may be useful for researchers and practitioners. 

 

 

Head of Editorial Board  

Vulfs Kozlinskis 

 

 

  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

5 

 

ACQUISITION VERSUS GREENFIELD INVESTMENT – THE IMPACT ON THE 

COMPETITIVENESS OF POLISH COMPANIES 

Malgorzata Szalucka  
Nicolaus Copernicus University, Poland 

Abstract 

There are many entry modes which help companies to develop overseas markets. Foreign direct 

investment (FDI) is one of them, usually described to be the most advanced choice.  Foreign expansion by FDI 

requires two strategic decisions regarding the organizational form of its foreign activity. Firstly, the company 

has to choose the level of control over its overseas operation, such as full ownership or joint venture. Secondly, 

the company has to determine the mode of entry, whether to acquire an existing local company (acquisition) or 

to set up a new venture (greenfield investment). Undoubtedly the selected entry mode determines benefits which 

foreign operations generate. The purpose of this paper is to show essential issues referring to the role of 

international activities in the form of foreign direct investment in developing the competitiveness of companies. 

Special attention is drawn to the issue of the impact of two alternative entry modes of foreign direct investment 

on the competitiveness of investors and the identification of the main fields of internationalization advantages. 

The results prove the existence of the differences of FDI impact on competitive potential dependent on the form 

of FDI. They also show that nature of benefits from the international expansion by acquisition differs 

considerably from the other selected groups. 

Key words: foreign direct investment, acquisition, greenfield investment, competitive potential  

Introduction 

The globalization and technological revolution is taking place, shaping the new 

competitive landscape. The nature of the forces in the new landscape requires from the 

company a continuous focus on the growth and development. One of many growth strategies 

is overseas expansion. The company can enter foreign markets through different entry modes. 

It may choose between non-equity entry modes such as export, licensing, franchising, and 

equity entry modes which assume the form of joint-venture or wholly owned enterprise. Both 

joint-venture and wholly-owned subsidiary constitute the mode of foreign direct investment 

(FDI) usually considered as the most advanced and complex example of foreign expansion. 

Entering into foreign market by FDI requires two strategic decisions regarding the 

organizational form of its foreign activity. Firstly, the company must decide on the level of 

control over its overseas operation. It comes down to already mentioned two alternative entry 

modes such as joint-venture and wholly-owned subsidiary. Secondly, the company must 

decide whether to acquire an existing local company (acquisition) or to set up a new venture 

(greenfield investment). This is known as diversification mode choice (Yip, 1982).  

The purpose of this paper is to show the essential issues referring to the role of 

international activities in the form of foreign direct investment in developing the 

competitiveness of companies. The paper starts with a brief discussion of a theoretical 

approach to the issue. After it the author intends to show the results of the research carried out 

in years 2007-2008 among Polish direct investors by a team of researchers from Nicolaus 

Copernicus University. Special attention is drawn to the issue of the impact of two alternative 

entry modes of foreign direct investment on the competitiveness of investors and the 

identification of the main fields of internationalization advantages. 

Acquisition versus Greenfield Investment – theoretical framework 

The choice of the entry mode is one of the crucial decisions which determine the future 

growth of the company. The company entering a foreign market may initiate its activities 

abroad in two alternative ways. Firstly, the enterprise may set up a completely new venture 

(establishment), which is being described as greenfield investment. Secondly, it may acquire 

an existing local firm, which is known as acquisition (Hennart & Park, 1993; Larimo, 2003; 

Slangen & Hennart, 2007). Naturally both modes may assume the form of either joint-venture 

or wholly-owned subsidiary. Greenfield investment is an example of an internal growth 

strategy which means that the company‘s development is based on its own internal resources 
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(Romanowska, 2009). It results in the internal growth process being considered as sequential 

and gradual. The entirely new production plants and commercial and service facilities are the 

direct results of investment from scratch. While the acquisition comes down to acquiring a 

part or the entire shares of existing local company (the limit of at least 10% ownership 

according to OECD benchmark definition of foreign direct investment (OECD, 1996)). In  

contrast to greenfield investment, acquisition represents external growth strategy. It leads to 

the development of the enterprise, but the development is based on resources from outside the 

company (Romanowska, 2009). The growth process has an abrupt nature. Two methods result 

in different benefits and costs as well as demand different initial requirements for the 

company to perform international operation. They are contingent on characteristics of the 

investing firm, the industry entered and the host country (Larimo, 2003). 

Greenfield investment is regarded as the mode which allows the company to optimize 

the size and structure of employment and adopt a new entity to technical and economic 

characteristics of the parent company. Start-ups are often used to exploit firm-specific 

advantages (Dunning, 1988). Especially those firm-specific advantages which are difficult to 

separate from the organization (Hennart & Park, 1993). Greenfield investment allows the 

company to select and train a new labour force which enables to incorporate firm-specific 

advantages transferred from the parent company (e.g. management practices, firm-embedded 

technological knowledge). Moreover, greenfields, unlike acquisitions, allow to avoid 

problems with integration and control of merging companies because they reduce the 

possibility to duplicate assets and to acquire established labour force with different culture 

(Slangen & Hennart, 2008). The company doing investment from scratch has the possibility 

to correct the project, but at the same time it is considered to be more risky because as a start-

up it is at the beginning of the learning curve and suffers from liability of newness (Slangen & 

Hennart, 2008). In contrast, when the company acquires an existing local firm, it acquires 

already developed infrastructure operating on the local market including knowledge of the 

foreign market. The acquiring company buys a bundle of assets which encompasses 

technology, employees and the company‘s image and brands which are essential from the 

perspective of competitive advantage (Barney, 1991). Some of them constitute so called 

strategic assets understood as ―the set of difficult to trade and imitate, scare, appropriable and 

specialized resources and capabilities‖ (Amit & Schoemaker, 1993, p. 36). The purchase of 

value and unique resources substitutes their internal development. With a new firm the 

company buys a fully-formed group of consumers, suppliers, employees with knowledge of 

the local economy/market and established position on the market, which lower the level of 

operational risk. Moreover, acquisition allows also to enter the market and get back invested 

capital in relatively short time. Buying a going concern takes less time than building from 

scratch, so the faster the growth of the entered market is, the higher the opportunity cost of 

start-ups will be. Finally, it eliminates or weakens the competition and helps to reduce the risk 

of hostile response of the players on the market, where the competition is severe (―follow-the-

leader‖ and ―exchange of threat‖ strategy).  

Characteristics of both entry modes presented above inspired to formulate two 

following hypotheses: 

H1: There are differences in the fields of the FDI impact on competitive potential of the 

company depending on the FDI form.  

H2: Entering into the market through the acquisition of local enterprises results 

particularly in getting access to strategic assets.  

Methodology  

The research was carried out in the years 2007-2008 among those Polish companies 

which had started their business activity abroad in the form of foreign direct investment. The 

research covered the whole group of companies that had their seats within the Polish Republic 
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and had made foreign direct investment
1
. The data base of Polish companies dealing with 

direct investment was provided by the National Bank of Poland (NBP). The main research 

stage was realised by means of direct interview and questionnaires sent by mail. The 

questionnaire contained predominantly closed and multi-variant questions. They enabled the 

respondents to provide their own option. Respondents marked the selected answers with an 

‗X‘, or indicated their order of impact by granting marks corresponding to a specific level of 

impact. During the work on the research results, the number of respondents that had answered 

a specific question was always taken as the basis for the calculation. 

The structure indices and arithmetical average were used during the work on the 

research results. In the case of the questions requiring setting a certain hierarchy by indicating  

evaluation based on the impact criterion, the author applied the impact index in the following 

form (Karaszewski & Sudoł, 1997, pp. 17-18):  

Nk

wn

W

k

i

ii

1  

where: W – influence index; i – evaluation index; n i  – number of indications of a factor 

in the i-position; k – a maximum mark on the scale ranging from 1 to k (indicating the order 

of factors meant giving them marks in the reverse order); N – number of respondents who 

have answered this question; w i – evaluation reflecting the position of the i factor.  

Direct interviews and questionnaires were directed to senior level managers who were 

most likely to be involved in international operations. A total 486 subjects were invited to 

participate in the research. Overall 102 correctly completed questionnaires were received 

which means that the return rate reached the level of 20.6%. 

Table 1 summarizes the number of respondents and foreign investment project by the 

entry form. Greenfield investment was the dominant method of entering into foreign markets 

by Polish companies. Out of the total number of 275 investment projects 79% of them took 

the form of investment from scratch. Analysis based on the number of companies confirms 

the dominance of greenfield investment. Among the surveyed subjects as much as 64% of 

them indicated investment from scratch as the only way of entering the market. Both methods 

of entering the foreign market were used by 20% of subjects and 16% declared acquisition as 

the exclusive growth strategy.  

Table 1: Number and structure of respondents and foreign investment project by the 

used entry form 

Specification 

Numb

er of 

investment 

projects 

Struct

ure of 

investment 

projects (%) 

Numb

er of 

respondents 

Struct

ure of 

respondents 

(%) 

Greenfield Investment 217 78.9 64 64.0 
Acquisition 58 21.1 16 16.0 
Greenfield Investment & 

Acquisition 

- - 20 20.0 
Total: 275 100.0 100 100.0 
Source: compiled by the author on the basis of the research results. 

Research results 

There is no doubt that the distinct nature of alternative forms of entering foreign 

markets through FDI brings about different results in terms of competitiveness. A substantial 

number of studies have investigated the effects of diversification mode choice on the firm 

                                            
1 The research was carried out as a part of the research project granted by The Ministry of Science and Higher 

Education No. 1 H02C 044 30. The research team composed of W. Karaszewski (a director), M. Jaworek, M. 

Kuzel, A. Szóstek, M. Szałucka, K. Długołęcka. 
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performance. However, there have been few empirical studies exploring the issue from the 

perspective of developing countries and no studies based on Polish companies‘ experience 

(Karaszewski & Jaworek & Kuzel & Szałucka & Szóstek & Długołęcka, 2009). The indirect 

reason for neglecting the topic is still low-level international involvement of Polish 

enterprises in the form of FDI. 

According to the Polish National Bank, at the end of 2008 Polish direct investors 

invested 22,520 million dollars abroad (NBP, 2009). The annual outflow reached the level of 

3,011 million dollars. Polish investors have been locating their capitals primarily in European 

countries (92%).  The largest recipients of Polish outflows are the EU-15 countries. Almost 

44% of Polish FDI outward stocks were invested in the old European countries at the end of 

2008. Less popular among Polish companies are the EU-12 countries which have attracted 

16% of Polish FDI outward stocks in Europe (the EFTA countries – 24%). However, 

analyzing FDI outward stocks from the individual countries‘ level Switzerland (22%), 

Luxembourg (21%), and The Netherlands (8%) drew Polish investors attention. 

The research results revealed that FDI has contributed to a positive change in the firm‘s 

competitive potential in relation to both main competitors on the domestic market and foreign 

markets (Table 2). However, the force of FDI impact was only slightly dependent on the entry 

method into foreign market (considering general positive change as sum of evaluations 

reflecting slight and considerable improvement).  

Table 2: Evaluation of the influence of the surveyed companies‟ foreign direct 

investment on their competitive potential in relation to major competitors on the domestic 

and foreign markets by entry form 

Specification 

Evaluation in relation to major competitors 

on the domestic market 

Evaluation in relation to major 

competitors on foreign market 

Entry form 

Greenfield 

Investment 
Acquisition 

Greenfield 

Investment & 

Acquisition 

Greenfield 

Investment 
Acquisition 

Greenfield 

Investment 

& 

Acquisition 

Number of indications (%) 

Considerable 

improvement 27.9 13.3 25.0 36.1 26.7 40.0 

Slight 

improvement 39.3 60.0 35.0 39.3 53.3 45.0 

No change 31.1 20.0 40.0 23.0 13.3 10.0 

Slight 

worsening 1.6 6.7 0.0 1.6 6.7 5.0 

Considerable 

worsening 0.0 0.0 0.0 0.0 0.0 0.0 

Source: compiled by the author on the basis of the research results. 

Drawing attention to the situation on the domestic market it can be noticed that the 

largest percentage of the companies which observed the positive impact on their potential as 

the result of FDI is found among subjects which chose exclusively acquisition as an entry 

mode. Nevertheless, the difference in the percentage of indication of the positive FDI impact 

between the groups selected on the criteria was relatively little differentiated. It varies from 

73% of responses of companies which decided to acquire a local company to 60% of 

companies which used both methods of entering the foreign markets
2
. However, only 13% of 

respondents which acquired an existing local company on the foreign market declared 

considerable improvement. It is the lowest percentage among the selected groups.  Significant 

improvement in potential was indicated most frequently by the companies which took only 

                                            
2 Understand as total sum of evaluations reflecting slight and considerable improvement. 
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greenfield investment. Almost 28% respondents of the selected group indentified the 

improvement in the potential as a considerable one.  It is consistent with the theory. It is 

assumed that FDI will have more significant impact on the potential on the domestic market 

in the case of greenfield investment because the investor has then the possibility to 

adjust/optimize the business abroad to the operations located at the home country. 

The research allowed also to take a closer look at change in the competitive potential in 

relation to major competitors on foreign markets (Table 2). Referring to general positive 

impact, it might be noticed that generally the differences between the selected groups of 

companies are very slight. The largest benefits from internationalization were observed by the 

companies which used both entry methods. The research result indicates that 85% of 

companies using mix strategy evaluated the changes in their potential in relation to major 

competitors on foreign markets as positive
3
. Additionally, almost 40% of them found them 

significant. It is the largest percentage among the selected groups. In turn, the companies 

which decided to enter into the market through investment from scratch the least frequently 

indicated that FDI contributed to improvement in their potential (75% of the companies). 

However, relatively lowest benefits from entering the market by FDI were identified by 

companies which used only acquisition as diversification mode choice. Only 27% of 

respondents from this group observed considerable improvement in their potential as the 

result of FDI. The largest benefits from internationalization by FDI were observed in the 

group of companies which used both greenfield investment as well as acquisition as the entry 

mode. It seems to be a natural consequence of the optimal entry mode adapted to external 

conditions of a host country and company‘s resources.  

Interesting conclusions can be drawn also from the detailed analysis of the the FDI 

impact on individual elements of the potential. Companies were asked to evaluate the FDI 

impact on 41 elements of competitive potential. The positive FDI impact was found in all 

evaluated elements (Table 3). However, the force of FDI impact on specific elements was 

relatively little differentiated. Regardless of the selected entry mode the highest evaluations 

were given to the impact of FDI on the access to a market. It was evaluated by the 

respondents as strongly positive in all selected groups of companies. Nevertheless, the highest 

force of the impact was reported by the subjects which entered into the market both through 

greenfield investment and acquisition (0.65).  A very positive impact was observed by the 

group‘s respondents also in  ‗knowledge of customers‘ needs and preferences‘ (0.60),  

‗company‘s market image‘ (0.58), ‗relations with customers‘ (0.53), ‗knowledge of 

competitors‘ activity‘ (0.53) and ‗ability to respond quickly to market changes‘ (0.53). It 

means that as many as 6 elements were affected by FDI with the force evaluated as strongly 

positive. These are the best results comparing to the other two groups of companies. It 

confirms that subjects which use mix strategy entering into the market benefited from FDI the 

most. However, what seems surprising comparing to the other two groups of companies is 

that there are no elements from research and development in the first ten elements with the 

highest FDI impact. Generally, the FDI impact concentrates on elements related to a market. 

Out of ten elements with the highest FDI impact as many as five belong to the sales and 

marketing area. Two represent immaterial assets. 

Significantly different fields of the impact were indicated by the respondents who 

decided to acquire a local company. In comparison to the other groups FDI contributed the 

most to ‗innovation in products and services‘ (0.47 - second position), ‗knowledge and skills 

in the area of innovation creation‘ (0.44 – third position ex aequo) and ‗access to raw 

materials and semi-products/supporting services‘ (0.44 – third position ex aequo). Undertaken 

FDI also influenced particularly strong elements such as ‗ability to allocate resources 

effectively‘ (seventh position ex aequo), ‗technology advancement‘ (seventh position ex 

aequo), ‗knowledge and skills in the area of logistics‘ (ninth position ex aequo) and ‗access to 

                                            
3 Understand as total sum of evaluations reflecting slight and considerable improvement. 
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labour resources‘ (ninth position ex aequo). Moreover, in the first ten elements with the 

highest FDI impact ‗knowledge and skills in the area of organization‘ (ninth position ex 

aequo), ‗risk diversification‘ (ninth position ex aequo) and ‗ability to coordinate resources 

effectively‘ (ninth position ex aequo) were recorded. What seems surprising is the relatively 

low evaluation given to the impact on product and service brand (sixteenth position), 

knowledge of competitors‘ activity (twenty fourth position ex aequo) and relations with 

customers (twenty fourth position ex aequo). In other two groups those elements were placed 

in the first ten potential elements of highest FDI impact. 

Table 3: Influence of the surveyed companies‟ foreign direct investment on the 

competitive potential elements (The Impact Index)  

Specification 

Index Value - 

Entire 

Population 

FDI Entry strategy 

Greenfield 

Investment 
Acquisition 

Greenfield 

Investment 

& 

Acquisition 

The Impact Index 

Research and Development 0.29 0.27 0.39 0.27 

Research and development 

facilities 
0.21 0.19 0.34 0.18 

Knowledge and skills in the area 

of innovation creation 
0.31 0.29 0.44 0.28 

Innovations in products and 

services 
0.39 0.39 0.47 0.35 

Innovations in production 

processes 
0.25 0.23 0.31 0.28 

Production 0.30 0.28 0.35 0.33 

Production (service) facilities 0.34 0.29 0.38 0.48 

Technology advancement  0.28 0.26 0.41 0.25 

Knowledge and skills in the area 

of technology 
0.28 0.29 0.31 0.25 

Employees‘ qualifications 0.40 0.44 0.34 0.30 

Access to labour resources 0.31 0.29 0.38 0.33 

Access to natural resources 0.20 0.19 0.31 0.15 

Access to raw materials and semi-

products/supporting services 
0.28 0.26 0.44 0.25 

Knowledge and skills in the area 

of logistics 
0.28 0.23 0.38 0.35 

Relations with suppliers 0.32 0.28 0.34 0.45 

Quality assurance system  0.30 0.28 0.25 0.40 

Knowledge and skills in the area 

of quality 
0.32 0.31 0.34 0.38 

Sales and Marketing 0.43 0.42 0.36 0.54 

Access to a market 0.58 0.56 0.53 0.65 

Knowledge of customers‘ needs 

and preferences 
0.48 0.44 0.44 0.60 

Knowledge of competitors‘ 

activity 
0.42 0.42 0.31 0.53 

Ability to assure reliable supplies 0.31 0.28 0.28 0.43 

Knowledge and skills in the area 

of marketing 
0.37 0.35 0.31 0.50 
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Relations with customers 0.45 0.47 0.31 0.53 

Finance 0.27 0.26 0.26 0.29 

Own capital 0.30 0.31 0.31 0.25 

Access to external capital 0.16 0.15 0.19 0.18 

Level of costs 0.28 0.30 0.09 0.40 

Knowledge and skills in the area 

of finance management 
0.26 0.25 0.34 0.23 

Risk diversification 0.33 0.31 0.38 0.38 

Organization and Management 0.29 0.27 0.31 0.32 

Company size 0.35 0.33 0.28 0.45 

Company culture 0.27 0.28 0.25 0.28 

Organizational structure 0.28 0.25 0.31 0.33 

Knowledge and skills in the area 

of organization 
0.33 0.30 0.38 0.38 

Employee relationships in the 

company 
0.22 0.21 0.34 0.15 

Immaterial assets 0.36 0.35 0.33 0.43 

Company‘s market image 0.47 0.45 0.44 0.58 

Product and  service brand 0.43 0.44 0.34 0.50 

Other intellectual property rights  0.17 0.15 0.22 0.20 

Other 0.28 0.25 0.30 0.33 

Ability to gain advantages of the 

scale 
0.34 0.31 0.38 0.43 

Ability to respond quickly to 

market changes 
0.40 0.38 0.34 0.53 

Ability to allocate resources 

effectively 
0.36 0.34 0.41 0.38 

Ability to coordinate resources 

effectively 
0.33 0.30 0.38 0.38 

Location advantage resulting from 

legal norms and economic 

conditions for business activity 

0.31 0.27 0.31 0.40 

Other relations with environment 0.19 0.15 0.28 0.20 

Other 0.02 0.03 0.00 0.00 

Comments: the impact index ranges within  -1 to 1, where the index value: -1≤ w <-0.5 

means very negative influence, -0.5≤ w <0 – negative influence, w=0 –no influence, 0> w 

≥0.5 – positive influence, 0.5> w ≥1 – very positive influence; by bold font were marked the 

first ten elements of the potential with the highest FDI impact force. 

Source: compiled by the author on the basis of the research results. 

Analysing the answers of companies which chose greenfield investment as the 

diversification mode choice it might be observed that the FDI influence focused mainly again 

on elements related to a market (similarly to companies which used mix strategy). Out of ten 

potential elements with the highest impact as many as five derive from the sales and 

marketing area. Two elements belonged to the field of immaterial assets. However, FDI 

contributed to a significant improvement only in case of ‗access to a market‘. Other elements 

obtained just a positive impact. The relatively high evaluations comparing to the other 

selected groups were also given to the impact on relations with customers, employees‘ 

qualifications (fourth position) and product and service brand (sixth position). ‗Relations with 

customers‘ were located on the second place and ‗company‘s market image‘ took the third 

place in the order of the impact force. 
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The analysis of the general areas of the FDI impact provides also some interesting 

outcomes. The evaluations made by the companies which used greenfield investment and mix 

strategy entering into a foreign market are similar. Undoubtedly there is high concentration of 

the impact on the field of sales and marketing. On the second place in both groups of 

investors there was evaluated the impact on immaterial assets. However, significant 

differences were observed in evaluations made by subjects who acquired a foreign company. 

The highest FDI impact was attributed to research and development area. The field of sales 

and marketing was found on the second place. It confirms assumptions about different 

motives are realized by various entry modes.  

Conclusions 

This paper offers the first whole population empirical studies of the FDI impact on 

Polish companies‘ competitiveness. Most of the international business literature approaches 

greenfield vs. acquisitions issue from the point of view of the highly developed countries. It 

studies for the first time the fields of the FDI impact depending on the entry mode in case of 

Polish investors. 

The review of the research results referring to the detailed analysis of the FDI impact on 

the competitive potential allows to draw the following conclusions. Firstly, regardless of the 

entry mode into a foreign market FDI influences company‘s competitiveness positively. 

However, the dominance of ‗slight improvement‘ answer in all selected groups of companies 

may confirm that Polish companies do not fully use the opportunities provided by the 

internationalization. The largest benefits from internationalization on foreign markets by FDI 

were observed unquestionably by companies using both greenfield investment as well as 

acquisition as the entry mode. Those companies evaluated the most frequently the changes in 

their potential to major competitors on foreign markets as positive and significantly positive. 

It proves that the mix strategy allows the company to optimize the entry mode to external and 

internal factors which determine the impact on competitiveness of the company. The 

companies which enter into the market by both entry modes - greenfield investment as well as 

acquisition - flexibly adopt the strategy to encounter conditions in the environment and the 

organization. Although the evaluations of the FDI impact on the potential in relation to major 

competitors on the domestic market were not so explicit as in the relation to competitors on 

foreign markets, the research results provide a coherent statement with the theory. The 

companies which took only greenfield investment indicated most frequently ‗the significant 

improvement‘ in the potential as the result of realized FDI among the selected group. 

Greenfield investment allows the investor to optimize the business abroad to the operation 

located in the country. Hence, this entry mode is assumed to have a more significant influence 

on competitiveness of the subject at the home country than in the case of acquisition. These 

results might support the first formulated research hypotheses. However, it must be 

remembered that there are some limitations of the study and problems with clear and 

consistent conclusions concerning general and significant positive impact
4
.  

The paper shows also that regardless of the entry mode into a foreign market, FDI 

contributed to the improvement of all 41 components and 7 areas of the competitive potential. 

The largest benefits from realized investment were observed again among the companies 

which decided to use the mix strategy entering the host country (in 6 elements indentified 

impact was evaluated as very positive). The research results indicated that the FDI impact 

focuses mainly on the components referring to the market and sales area. A significant 

concentration of the highest impact on the elements from this field was particularly visible in 

the group of companies which undertook greenfield investment and those respondents which 

used both entry modes. It might imply that Polish investors are still in the initial 

                                            
4 The general positive impact includes a total sum of evaluations reflecting slight and considerable improvement. 
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internationalization stage and benefit only from easily reached advantages accompanying 

FDI. 

Different evaluations were provided by the subjects which entered into the market via 

acquisitions. It seems to be consistent with the theoretical assumptions about different goals, 

motives and benefits which accompany external growth strategies and internationalization 

through these strategies. The high position in the order of the FDI impact in the area of 

research and development may indicate that the companies use acquisitions as a tool for 

providing access to new and complementary resources and capabilities. Those resources are 

examples of strategic assets which are acquired usually through acquisitions. The higher level 

of diversification in the first ten elements with the highest FDI impact is considerably evident. 

The research proves the existence of differences of FDI impact on competitive potential 

dependent on the form of FDI. The most distinctive group were unquestionably the companies 

which entered into a foreign market by acquiring a local existing firm. It might support the 

second formulated research hypothesis. Their board spectrum of benefits which nature differs 

considerably from the other selected groups indicates various goals and motives lying behind 

the international expansion by acquisitions. 
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ACQUISITION OF ICT BY BUSINESS IS A TOOL FOR IMPROVEMENT OF 

COMPETITIVENESS 

Anatolijs Zabašta  
Euro Data, Latvia 

 
Abstract 

The paper contains the characteristics and analysis of degree of acquisition of information and 

communication technology by business in Baltic Sea region states. European e-Business Readiness Index is 

applied with the purpose to compare ICT acquisition by business in the countries and to evaluate achievements 

and weaknesses. Regression analysis is applied to prove connection between degree of development ICT and the 

country’s competitiveness rank and also between ICT adoption and its usage by business. Particular attention is 

devoted to problem areas of ICT application by business in Latvia. The paper provides recommendations aiming 

to improve competitiveness of business in Latvia. 

Key words: information technology, European e-Business Readiness Index, broadband, internet, 

enterprises, competitiveness. 

Introduction 

Information and communication technologies are a powerful driver of growth and 

employment. Differences in economic performances between industrialised countries are 

largely explained by the level of ICT investment, research, and use, and by the 

competitiveness of information society and media industries. ICT services, skills, media and 

content are a growing part of the economy and society (―i2010 – A European Information 

Society for growth and employment, 2005). ICT accounts for half of the rise in EU 

productivity and available high-speed broadband is a key to new jobs, new skills, new 

markets and cutting costs. It is essential to businesses, public services and to making the 

modern economy work (―Europe‘s Digital Competitiveness Report, 2009). 

The aim and tasks of the research 

The author of the article have chosen 27 UE countries and particular seven Baltic Sea 

region countries (BSR) with the purpose to analyse the extent of acquisition of ICT by 

business, to analyse the impact of ICT to competitiveness of business and to make certain 

conclusions regarding improvement of competitiveness Latvians business.  

The following tasks were set: 

 To analyse, how ICT facilitates competitiveness of the country. 

 To analyse, how ICT adoption by companies stimulate commercial activity 

 To make conclusions regarding opportunities of Latvian companies to improve 

acquisition of ICT and therefore to improve competitiveness of Latvians business. 

Materials and Methods: monographic method, statistical analysis of data and expert 

method. 

 ICT improves competitiveness of countries economies 

Nowadays both public and private sector leaders now accept the important role of ICT 

in stimulating growth and enabling the development of economies by significantly increasing 

productivity across sectors and industries. Many economies have been able to leverage the 

extraordinary power of ICT as a driver of change, modernization, and competitiveness (Irene 

Mia, Soumitra Dutta, 2009) 

The Global Information Technology Reports (GITR) series provided by World 

Economic Forum since 2001 have evolved into one of the world‘s most respected 

international assessments of countries‘ capacity to leverage technology for increased 

competitiveness. 
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Figure 1: Networked readiness and GDP per capita for 134 countries, 2007. (The 

chart is drawn by Irene Mia, Soumitra Dutta, “Gauging the Networked Readiness of Nations: 

Findings from the Networked Readiness Index 2008–2009”) 

Networked readiness index (NRI) composed of three subindexes, assessing respectively 

ICT environment, readiness, and usage, is evaluated by annual GITR. The regression in 

Figure 1 shows that GDP increases, if grows the NRI of the country.  

The evidence of impact of ICT to economics of the countries is a correlation between 

Readiness component of NRI and the Global Competitiveness Index of 134 countries. In its 

turn the regression in Figure 2 demonstrates a very high value for R2 and shows that Global 

Competitiveness Index (Claus Schwab, Xavier Sala-i-Martin, 2009) increases significantly, if 

grows the readiness to use ICT means. 

 
Figure 2: Global Competitiveness Index dependence of Networked readiness index 

for 27 EU countries (drawn by authors using data of The GITR 2008–2009”, INSEAD and 

Global Competitiveness Report 2009–2010”, World Economic Forum) 

Usage ICT by businesses provides positive effect at commercial activity 

The e-Business Watch defines e-business as ―automated business processes (both intra 

and inter firm) over computer mediated networks‖, following a definition proposed by the 

OECD. Automation means that formerly manual, paper-based processes or exchanges are 

partly or fully replaced by digitally processing or exchanging the same data. 
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Therefore E-business is not primarily about systems and technology. It is about 

optimally managing relationships with customers, suppliers and business partners in a 

complex and often global competitive environment (Selhofer, Lilischkis, Woerndl, Alkas, 

2008). Although companies use ICT mostly with the purpose to improve process efficiency 

(mainly conceived as ICT for cost cutting), ICT are increasingly recognised as an important 

tool for innovation and increasing revenues by enabling new services and new ways of 

working within value networks. 

Making studies in 2007/08 e-Business Watch revealed such main e-business trends: 

From transactions to service provision: Companies are increasingly devoting 

attention to using e-business for better service to their customers, with the goal of creating 

sustained relationships with them. Significant improvements in connectivity serve as a base 

for this trend. For example, connectivity has increased strongly, with the percentage of 

enterprises having a broadband connection climbing from 62% in 2005 to over 81% in 2008. 

Less progress, on the other hand, has been made in the area of electronic transactions. Only 

12% of total enterprise turnover is made online, an improvement of only 2 points with respect 

to 2005. Therefore, while connectivity is now high, the actual implementation of use of ICT 

in business processes, especially those involving relations with customers and suppliers, 

remains limited (i2010 - Annual Information Society Report, 2009). 

ICT for information management and transparency of processes: The trend towards 

focusing on customer services, increasing the efficiency of internal processes remains an 

important objective for ICT. While having a webpage is quite common among EU businesses 

(64% penetration in 2008), availability of services through the internet is limited and this 

applies especially to those offering a high value added to customers. In particular, while 57% 

of websites contain product catalogues and/or price lists, 26% allow for online 

ordering/booking and a mere 10% for payment (i2010 - Annual Information Society Report, 

2009). 

Outsourcing and e-intermediaries: ICT and e-business open up new opportunities for 

outsourcing specific business processes. The study on ICT, innovation and firm performance 

concludes that outsourcing is probably a key factor for growth in labour productivity. ICT has 

a double role to play in this context. A good ICT infrastructure facilitates the outsourcing of 

business processes, while parts of the ICT infrastructure and maintenance itself can be 

outsourced. 

In 2007/8 e-Business Watch conducted a total of 89 case studies in 38 countries. The 

studies demonstrate pervasive examples of successful implementation of e-business.   For 

example, e-banking use has risen from 70% in 2005 to 78% in 2008 (i2010 - Annual 

Information Society Report, 2009). Nowadays e-banking is supported by advanced ICT 

solutions, which enable most everyday banking services to be conducted online. Thus, most 

of the traditional manuals banking services are performed by customers online, while more 

sophisticated services are still performed in the branch bank. The customer takes advantage of 

the low-cost nature of e-banking and the face-to-face advisory services of the branch bank. In 

Latvia in 2009 the number of e-banking clients increased by 32% in comparison with 2007. 

The number of electronic transaction exceeded 90% of all transaction, but in some leading 

banks, for example, in Swedbank it was 97% in 2009 (Euro Data, 2009). 

The other example is deploying RFID (Radio Frequency Identification) by a number of 

enterprises. RFID is used in logistics and freight transportation from vehicle tracking to 

warehouse processes optimisation and reusable assets tracking, but also in passenger 

transportation, due to the increasing deployment of RFID in contact less smart cards for 

payments. Take-up is also high in retail trade (27%) and in manufacturing 25% (i2010 - 

Annual Information Society Report, 2009). The studies reveal that RFID implementation 

payback within 3 years is achievable. For small-scale scenarios and niche business process 

optimizations, for example IT asset tracking and logistics asset tracking applications, a 

payback period of 1 year is possible (RFID Adoption and Implications, 2008). 
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Considering the ways, how to promote ICT uptake by enterprise and especially by 

SME, the e-Business Watch derives suggestions for policy actions.  The policies playing a 

particularly important role are as follows:  ICT standardisation policy, ICT skills policy, and 

promoting industry value chains and SME (Selhofer, Lilischkis, Woerndl, Alkas, 2008). The 

importance to stimulate ICT adoption by SME and to motivate the integration of SME into 

digital value chains was highlighted by ―A cross sector e-Business Watch study‖ provided in 

2008 (Erber, Keser, Nepelski, Swaminathan, 2008). All named policies are also important for 

Latvian enterprises, because without common standards computerised systems remain stand-

alone and unable to exchange data with each other in house or externally. Educating ICT 

professionals, educating ICT users, and providing adequate information about ICT and e-

business to managers is also the actual issue for Latvian companies. Thus it is necessary to 

undertake efforts at European level, nevertheless, Latvian policy makers also can contribute in 

promotion of mentioned policies.  

Latvian companies have opportunities to improve acquisition of ICT means  

The e-Business Readiness Index has been developed aiming to use a universal measure 

or index that allows to rank member states and to make comparisons among them and with 

the advanced world countries. The e-business readiness index is one of the policy sub-

indicators selected by the Council Resolution of 28 January 2003 (5197/03) of the European 

Union to monitor progress in the implementation of the e-Europe 2005 Action Plan 

(Castaings, Tarantola, 2008). The goal was to reduce the complexity of the underlying 

concepts of electronic business by condensing different aspects into one final metric (A guide 

to ICT Usage Indicators, 2005). 

Eurostat and National Statistical Institutes developed "e-Commerce and ICT usage of 

enterprises‖ survey, a comprehensive statistical yearly data collection exercise, which was 

endorsed by the legal basis EC (2004)808 in April 2004. This annual survey aims to produce 

harmonised and comparable statistics on the European enterprises use of ICT systems. The 

survey measures the level and the type of the ICT used by European business.  For this reason 

the indicators of the e-Business Index are grouped into two categories measuring the various 

components of a country‘s technological development: 6 basic indicators for the group 

―Adoption of ICT by business‖ and 6 basic indicators for the group ―Use of ICT by business‖ 

(Castaings, Tarantola, 2008). (See table 1 and table 2) 

Table 1: 2008 e-Business readiness Index: list of basic indicators for adoption of ICT 

(the source William Castaings, Stefano Tarantola, (2008)) 

Code Adoption of ICT: basic indicators 

a1 Percentage of enterprises that use Internet 

a2 Percentage of enterprises that have web/home page 

a3 Percentage of enterprises that use at least two 2 security facilities at the 

time of the survey 

a4 Percentage of total number of persons employees using computer with 

their normal 

work routine 

a5 Percentage of enterprises having broadband connection to internet 

a6 Percentage of enterprises with LAN and using an Intranet and Extranet 

 

Table 2: 2008 e-business readiness Index: list of base indicators for use of ICT (the 

source William Castaings, Stefano Tarantola, (2008)) 

Code Use of ICT: basic indicators 

b1 Percentage of enterprises that have purchased products / services via the 

internet, EDI or any other computer mediated network where these are >1% of 
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total purchases 

b2 Percentage of enterprises that have received orders via the internet, EDI 

or any other computer mediated network where these are >1% of total 

turnover 

b3 Percentage of enterprises whose IT systems for managing orders or 

purchases are linked automatically with other internal IT systems 

b4 Percentage enterprises whose IT systems are linked automatically to IT 

systems of suppliers or customers outside their enterprise group 

b5 Percentage of enterprises with Internet access using the internet for 

banking and financial services 

b6 Percentage of enterprises that have sold products to other enterprises via 

a presence on specialised internet market places 

The components indicators (CI) in the article are aggregated using a participatory 

weighing scheme described in ―The 2007 European e-Business Readiness Index‖, where 

weights were assigned to the indicators according to a ―budget allocation scheme‖. More 

comprehensive description of method for calculation of CI one can find in the joint 

OECD/JRC handbook (Michela Nardo et al, 2005). 

The data used throughout the analysis refer to the European businesses of different sizes 

and sectors of economic activity covered by the 2008 Community Survey on ICT Usage and 

eCommerce in Enterprises. The model of survey was developed by Eurostat in close 

collaboration with Member States and the OECD. 

The scores for the Adoption and Use of ICT (see table 4) provide a relative assessment 

of e-business progress in 27 EU Member States. The indices for Adoption and Use for the 

aggregate EU27 are calculated from component indicators estimated by Eurostat. One can see 

that quantitatively the countries scores are much lower for Use than for Adoption. 

Table 3: 2008 e-Business Readiness ICT Adoption and Use scores. (Drawn by 

authors using data of Information Society statistics, Eurostat) 
Country 
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The countries from the northern part of Europe steadily occupy the top ranks and have 

consistently done so for the last 3 years. The leading position of Denmark for ICT use is 

really outstanding. Together with the Mediterranean Member States, most of the states from 

the Eastern part of Europe, which joined the EU recently (2004 and 2007), are still in the 

developing stage of their e-business environment. 
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For an appraisal of the variability of the performances achieved by the different 

countries, an estimate of the probability density function using the Member States for ICT 

Adoption is provided by Figure 3.  The distributions is characterised by a negative skew 

(elongated tail at the left) that pronounces an important and heterogeneous group of countries 

lagging behind (increase of the mass of the left tail of the distribution) for ICT Adoption. 

. 

 
Figure 3: Probability density estimates for Adoption country scores. (Drawn by 

authors using data of Information Society statistics, Eurostat) 

 
Figure 4: Adoption scores vs. Use scores 2008.  (Drawn by authors using data of 

Information Society statistics, Eurostat) 

A graphical representation of Adoption versus Use scores for the 27 countries is 

proposed by Figure 4. The correspondence between the country codes with the full names is 

given by Table 3. Using the EU27 aggregate, the plane is divided in 3 parts characterising the 

practical use of the adopted ICT infrastructures. Mentioned above the 3 clusters categorize the 

performances of the countries with respect to the EU27 average estimated by Eurostat. 
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The figure 4 reveals considerable correlation between Adoption and Use scores (r = 

0.697). Looking at the previous studies good performances in ICT Adoption are coming along 

with a satisfactory level of ICT Use (Castaings, Tarantola, 2007). With respect to the EU27 

average, Portugal can be distinguished for its efficiency in using ICT infrastructures given the 

investments made. 

Nordic countries are essentially composing the cluster of countries leading for both 

Adoption and Use of ICT (cluster 1) together with the Netherlands, Germany, Belgium, 

Ireland, UK, Austria and Luxemburg. The second cluster composes countries with rather 

similar performance, which is close to EU27 average, but nevertheless is below of it. The 

cluster 2 form some countries member of the former EU15 (mostly Mediterranean countries 

Greece, Italy, and Spain), also Estonia, Slovakia, Check Republic and Slovenia, who joined 

the EU in 2004 and reached a relatively fair level of ICT Adoption and Use.  

The third cluster is composed of countries that recently joined the EU (2004 and 2007), 

which have performance ICT Adoption and Use significantly below EU27 average. Lithuania 

and Cyprus are the leaders of that group, Latvia takes place in the middle, but Romania and 

Bulgaria lag behind. 

Comparison Adoption of ICT by 7 Baltic Sea Region (BSR) states reveals that variable 

―Percentage of enterprises that use Internet‖ (a1) shows the highest result and is almost 

similar among the BSR states (see figure 5). The largest diapason of performance appears for 

the “Percentage of enterprises that have web/home page‖ (a2), where performance of Latvia 

is two times less than result achieved by Denmark.  The lowest results BSR countries show 

regarding variable ―Percentage of enterprises with LAN and using an Intranet and Extranet‖ 

(a6), were the result of the leader, Finland, is 30%, but performance of Poland is only 7%. 

Latvian enterprises show the worse results almost in all cases excepted variables ―Percentage 

of enterprises having broadband connection to internet‖ (a5) and ―Percentage of enterprises 

with LAN and using an Intranet and Extranet‖ (a6).  

 

 

Figure 5: Adoption of ICT by 7 Baltic Sea Region states in 2008. (Drawn by authors 

using data of Information Society statistics, Eurostat) 

The figure 6 demonstrates considerable progress achieved by Latvian enterprises in Use 

of ICT in last 2 years that permitted to reduce a gap with the neighbors. Nevertheless Latvia 

still remains the laggard among BSR countries thus having opportunities for improvements. 

Despite the steady progress in Adoption of ICT Latvian companies did not diminish 

backwardness, but the gap with Estonia and Lithuania even increased. 

A recent study ―Latvian Entrepreneurship Environment‘s Appraisal and Reform‘s 

Report‖ provided on behalf of Ministry of Economics of Latvia pointed at some drawbacks in 

adoption of ICT by government institutions and in application ICT means for communication 
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with enterprises. While tax electronic declaration demonstrates significant progress (57% in 

2009 in comparison with 27% in 2007), the customs electronic declaration did not progress 

since 2005 still remaining only 3%. Moreover willingness of state and local administration to 

communicate with business by e-mail has diminished so, if in year 2007 75% of respondents 

received the answers on their e-mails, but in 2009 that figure reduced by 67% (Animus 

Account, 2009). 

Thus the author of the study made several proposals. One of them recommends ―to 

develop e-government services, information exchange, submitting and exchange of 

documents‖, but the second one: ―to extend the list of procedures, which would be possible to 

implement in electronic way (Animus Account, 2009). Therefore likely use ICT by public 

administration for communication and for provision of services encourages adoption ICT by 

business hence saving of time and resources becomes obvious.  

 

Adoption of ICT Use of ICT 

 

Figure 6: Adoption and Use of ICT by 7 Baltic Sea Region states in 2006-2008. 

(Drawn by authors using data of Information Society statistics, Eurostat) 

Conclusions 

The article provides an evidence of positive correlation between application of ICT in 

both public and private sector and economics growth. Moreover use of ICT facilitates 

competitiveness of the country. 

Usage ICT by businesses provides positive effect at commercial activity by 

improvement in customer services, by increasing the efficiency of internal processes and by 

employing the opportunities for outsourcing specific business processes. The use of modern 

technologies such as RFID opens new opportunities for firms in different industries, for 

example, for business process optimizations and for IT or logistics asset tracking applications. 

The e-Business Readiness Index has been used by the article author with the purpose to 

assess use ICT by Latvian companies and to clarify Latvia position among EU countries and 

particularly among Latvia neighbours. Analyses of e-Business Index reveals that Latvia takes 

place in the middle of the third (weakest) group of EU countries. Despite considerable 

progress achieved by Latvian enterprises in Use of ICT in last two years that permitted to 

reduce a gap with the neighbors Latvia still remains the laggard among BSR countries thus 

having opportunities for improvements. 

The author of the article recognizes that Latvian policy makers can contribute in 

acquisition of ICT by business in two ways: first, by development of policies that promote 

more effective application of ICT and, secondly, by promotion of e-government services, 

exchange of electronic documents and electronic exchange of information with business. 
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Abstract  

Economic and financial crisis that has hit the Republic of Latvia is of unprecedented strength. Moreover, 

socio-economic systems are changing worldwide so that measures for reviving of national economy that were 

working previously, might not work anymore. Hence, wise and timely action needs to be taken to improve the 

development prospects of Latvia and contain the damage to the national economy, which will be caused if 

decisive action to strengthen the economic revival of Latvia is not taken. This needs to be done bearing in mind 

the changing global environment and understanding trends that will affect it in the foreseeable future. Authors 

offer a new approach of structuring the tasks for economic recovery: efficiency of use of state budget resources, 

increasing of state budget revenues, and improving the political system. Authors also take a look at similar 

crises that have taken place in the world previously and point out to similarities and differences, as well as 

derive suggestions for policymakers.  

Aim: the aim of the research is to elaborate measures to be taken for economic revival of the national economy 

of Latvia as well as provide the policy makers of Latvia with and inform the society of the said measures to be 

taken to bring back the development of Latvia on a sustainable footing.  

Materials and methods: literature analysis, focus group method, expert method.  

Main results and conclusions: the research finds that there are many possibilities to increase efficiency of state 

budget as well as increasing revenues in state budget. The main tasks lie with reforming of the public 

administration and streamlining its functions as well as with improving of the existing political system. Current 

crisis in Latvia is only partly similar to past crises in the region, but some lessons from the past crises can be 

derived.  

Key words: state budget expenditure efficiency; political system; crises; crisis remedies 

Introduction 

Financial and economic crises in the world and in some particular national economies 

tend to be cyclical and hence repeat over time. Crises also can be local, regional or global. 

The global financial crisis officially starting in 2008 and the domestic situation in Latvia has 

made Latvia one of the most adversely hit countries in the recent global and local financial 

and economic crisis. Since crises have occurred in the world many times before the current 

crisis, it is educational and worthwhile looking at the historic crises and how they have been 

handled. This paper gives account of some past crises as well as compares two similar crises 

that have taken place in the region with the one in Latvia to see the similarities and 

differences and to derive conclusions and suggestions for Latvia.  

By having looked at the past crises, the current global and local financial and economic 

crisis, and having seen the performance of countries during the crisis, the paper provides a 

framework for trying to solve the existing problems in Latvia.  

Methods employed for writing of this paper are as follows. Analysis of existing 

literature and analysis of experience of other countries in overcoming economic crises has 

been performed. Moreover, proposals for the revival of the national economy of Latvia have 

been discussed in a focus group comprised of high level experts and managers at the Riga 

International School of Economics and Business Administration. The aforementioned 

proposals have also been discussed with a number of high level managers both in public and 

private sector. This approach gives possibility to analyse the situation in Latvia from the 

business point of view too.  

This paper is organized as follows. Next section looks at the definition of crisis as well 

as some past crises. The third section looks at the impact of the recent financial and economic 
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crisis on Latvia. The fourth section compares crisis in Latvia with similar crises from the past. 

The fifth section provides a framework for thinking of how to put the national economy back 

on track. The final section concludes and provides suggestions for further research.  

Crisis and some examples of past economic and financial crises  

The term ―crisis‖ has a number of definitions, just as do other commonly met terms that 

have their application on a wide scale all over the world. WordNet (a lexical database for 

English at the Princeton University) defines the term crisis as ―an unstable situation of 

extreme danger or difficulty‖. There are many other definitions to the term, and most of them 

contain the most important characteristics of the term – instability and unpredictability of the 

situation, danger and risks that the situation can turn into, and difficulties of getting out of the 

situation. Crises, however, can take place in various domains, inter alia in economics and 

finance.  

Many economic and financial crises have taken place in different places all over the 

world during last decades as well as earlier. The Bank of Latvia (Latvijas Banka, 2010) 

provides some overview of the crises that have taken place before the current financial and 

economic crisis, i.e. between years 1994 and 2005. Information on these crises is briefly 

contained below.  

Crisis in Mexico (1994-1995) was a typical currency crisis, which was spurred by the 

overvalued national currency (peso), which was pegged to the U.S. dollar. Drying up foreign 

reserves and significant current account deficit caused substantial devaluation of the national 

currency. Loan rates rose sharply, which lead to many insolvencies and even closures of 

banks. Consequently, floating exchange regime was introduced, activities for stabilising of the 

macroeconomic policy were instituted, and bank system was reformed. Mexico had to take 

significant international loans to stabilise the situation. Pace of reforms, however, was 

criticised for being slow and ineffective.  

Southeast Asia crisis (1997-1998) struck a whole region. In a short period of time, the 

region lost investor confidence and capital started leaving it. A number of countries saw their 

currencies devalue and loan rates rise. Consequently, share prices in stock exchanges started 

falling, spreading the crisis to Latin America, the U.S., and Europe. Countries affected 

directly had to take loans for stabilisation of the situation.  

Russian crisis (1998) was largely caused by decreasing international investor 

confidence in carrying out reforms in the Russian Federation, and was complemented by 

falling oil prices, caused significant outflows of capital. International debt of the Russian 

Federation soared, and the attempts to keep the pegged currency regime proved to be 

unsuccessful. Consequently, controlled floating exchange regime was introduced together 

with some capital controls. Rising oil prices helped Russian Federation to recover.  

Crisis in Brazil (1998-1999) was accelerated by the crisis in the Russian Federation, 

which made investors cautious. Overvalued exchange rate, huge external debt, and inadequate 

macroeconomic policy were the main drivers of the crisis. Brazil received significant 

international loan and banks agreed to restructure the loans.  

Turkey crisis (2000-2001) was spurred by acute liquidity crisis, caused by weak 

banking sector. Consequently, floating exchange rate was introduced, and the national 

currency devalued by one half.  

Crisis in Argentina (2000-2002) was a combination of currency and banking crisis. 

Fixed exchange mechanism against the U.S. dollar and overvalued national currency was 

largely responsible for causing of the crisis. Lack of fiscal discipline in combination with 

rising external debt had weakened the national economy of Argentina. Consequently, 

currency peg was abandoned and capital controls and freeze of bank deposits was instituted. 

The country received significant international loans for stabilisation of the situation. The 

crisis has not been completely averted even by nowadays.  
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From the aforementioned, it can be seen that there are some common characteristics of 

the crises described above – overvalued national currency, fixed currency regime, which due 

to foreign reserve tensions is abandoned in favour of floating currency regime, and increased 

international borrowing (often – inter alia from the International Monetary Fund) for 

stabilisation of the situation and putting the national economy back on track.  

Crisis of year 2008 and its impact on Latvia   

September 2008 and the breaking news of the well-known investment bank Lehman 

Brothers filing for Chapter 11 bankruptcy protection formally started the recent and still 

ongoing economic and finance crisis. The crisis and its causes had been building and 

aggravating over time, and the aforementioned event just started breaking out of loss of 

investor and consumer confidence all over the world, leading to drop in global output, loss of 

confidence, closure of banks, fiscal stimulus packages of governments, international lending 

to countries suffering the most etc.  

All of the aforementioned factors and many more caused the world economy to weaken 

significantly already in 2008 and even more so – in 2009 with modest recovery foreseen for 

the coming years. According to the World Bank publication (World Bank, 2010), the real 

GDP over the last years has been changing as follows: 

Table 1: Real GDP growth in the world, high-income countries, and developing 

countries.  
 World High-income 

countries 

Developing 

countries 

Developing 

countries excl. 

China and 

India 

2007 3.9% 2.6% 8.1% 6.2% 

2008 1.7% 0.4% 5.6% 4.3% 

2009 (estimate) -2.2% -3.3% 1.2% -2.2% 

2010 (forecast) 2.7% 1.8% 5.2% 3.3% 

2011 (forecast) 3.2% 2.3% 5.8% 4.0% 

Source: the World Bank.  

As can be seen from the table 1, the world GDP decreased slightly above 2% in 2009 

with high-income countries leading the decrease. Although the real GDP in the world is 

expected to raise both in 2010 and 2011, the numbers are still projected lower than they were 

in year 2007. The same applies also to countries if assessed in the three groups shown in table 

1.  

Latvia was struck particularly hard by the global and domestic economic and financial 

crisis. During the years of economic expansion Latvia was building twin deficits – the 

government budget deficit as well as the current account deficit. Negative real interest rates 

and excess availability of cheap credit resources lead to excessive crediting, especially in the 

real estate sector. This, inevitably, lead to increase in asset prices, driven by increase in real 

estate prices. Latvia also witnessed double digit inflation over the boom years. The 

Government of Latvia already in 2007 introduced the so-called Inflation Combating Plan, 

which foresaw that banks could give out loans only when the income of the loan taker has 

been verified with the State Revenue Service. This already introduced some slowing down in 

the crediting market. The Lehmann Brothers filing for bankruptcy in 2008 and the resulting 

consequences of liquidity shortage, global mistrust etc. hit Latvia adversely. Loans suddenly 

became non-available, investment flows almost ceased and in some quarters even reversed. 

Hence, economy of Latvia experienced significant liquidity shortage, insolvencies, 

deleveraging etc. The Government also had to bail out the biggest domestically-owned 

commercial bank, which ran into serious liquidity shortage in the end of 2008. To bail out the 

said bank and to ensure the activities of the public administration, the Government of Latvia 

was forced to ask for financial and technical assistance from the International Monetary Fund, 
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the European Commission, the World Bank, the European Bank for Reconstruction and 

Development, and a number of bilateral donors. These efforts resulted in a EUR 7.5 billion 

external assistance (loan) package assigned to Latvia to cover the financing gap that had 

emerged in the wake of the crisis for the coming years. In return for that, the Government had 

to introduce strict austerity for the coming years. It was agreed that the austerity package as 

well as other activities for the recovery of the economic activity will be centred around the 

fixed exchange rate of the national currency (LVL) against the euro (EUR). As a result of the 

crisis, Latvia witnessed its GDP falling both in 2008 and in 2009, when the GDP fall reached 

18% year on year. The Government debt rose sharply, the inflation went down, the 

unemployment rose sharply, the domestic demand went down, the current account went into 

surplus etc. However, additional austerity measures are still going to be introduced to put the 

economy of Latvia back on track at least for the year 2011.  

Similar crises to that of Latvia 

When looking at the brief description of previous crises in the world as well as the 

situation in Latvia over the past years, the question arises as to if there have been any crises 

similar to those of Latvia and if there are any lessons that can be learned from them. There 

have been at least two crises similar to that of Latvia, which have not been described above. 

One of them took place in Sweden, the other one – in Finland. 

According to Lars Jonung (Jonung, 2009), the crisis in Sweden started in late 1980s 

with the financial deregulation that took place in Sweden. This financial deregulation set good 

grounds for financial innovation, which drove credit boom, which in turn fuelled the rise in 

asset prices, especially housing prices. At the same time, the monetary policy pursued foresaw 

fixed exchange rate. Furthermore, this was supported by lax financial and monetary policies, 

which all in all resulted in private individuals as well as business entities being heavily over 

indebted. Financial supervision has also been blamed for adding to the severity of the crisis. 

As a result of the crisis, credit became virtually unavailable, asset prices fell, deleveraging 

took place, and distress of the financial system threatened the existence of a number of big 

financial institutions. The financial crisis spurred deep recession. However, as opposed to 

today‘s crisis, Swedish crisis was local, not global.  

Jonung et al (2008) state that situation in macroeconomic development of Finland in the 

1980s was almost identical to that of Sweden described above. Financial liberalisation took 

place also in Finland, resulting in cheap and readily available financial resources despite 

pegged national currency. This inevitably increased lending to all sectors of the national 

economy, but especially driving up prices in the real estate sector and on the stock exchange. 

Both countries faced increase in real interest rates, which set in the fall of value of assets, 

unavailability of credit resources, decreasing domestic consumption etc. Both countries could 

not stand their pegged currency rates and were forced to float the currencies together with 

significant depreciations in 1992. According to Jonung et al, ―the process demonstrates the 

difficulties inherent in a policy of pegged exchange rates in a world of free capital markets 

during a debt deflation process. Falling asset prices, financial instability, widespread 

bankruptcies and banking crises can not be countered successfully as long as the defence of 

the pegged exchange rate requires high domestic interest rates‖. During recovery, both 

countries had to let their currencies depreciate, had to adopt fiscal austerity measures to 

contain the budget deficit and government debt, some public benefits were decreased, 

restructuring of industries took place etc.  

Table below summarizes the common and different characteristics of the crisis in 

Sweden, Finland, and Latvia. For Latvia – situation is depicted according to authors‘ own 

assessment.  
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Table 2: Comparison of crises in Sweden, Finland, and Latvia.  

 Sweden Finland Latvia 

Major deregulation of 

the financial system 

Yes Yes Yes 

Foreign currency 

borrowing due to 

deregulation 

Yes Yes Yes 

Low/ negative real 

interest rates during 

boom 

Yes Yes Yes 

Soaring inflation 

during boom 

Yes Yes Yes 

Peg as monetary 

policy anchor 

Yes Yes Yes 

Countering policies 

too late 

Yes Yes Yes 

Austerity package 

instituted by the 

government for saving 

the situation 

Yes Yes Yes 

Austerity package and 

other government 

actions saved the peg 

No No Yes – up to now 

Restructuring of 

businesses to increase 

competitiveness 

Yes Yes Yes – but not very 

evident 

Political unity for 

countering crisis 

Yes – very strong Yes No 

Local crisis as a part of 

a global crisis 

No No Yes 

Source: various sources, authors’ composition. 

As can be seen from the table above, the difference arises in how the austerity packages 

have worked in the three countries. In Sweden and Finland they did work together with the 

restructuring of the business sector. Although this did not save the monetary policy anchor – 

the peg – it helped the economies of Sweden and Finland to recover in the course of time. In 

Latvia, austerity package has been put in place since the end of 2008; however, additional 

austerity activities need to be put in place for the coming years as well to reduce the budget 

deficit and decrease government borrowing. The business sector is also restructuring in 

Latvia, although there are many cases when companies cannot restructure and go insolvent – 

especially in the real estate and trade sectors.  

One very significant difference between situation in Sweden and Finland and that of 

Latvia is that in the case of the former the crisis was mainly of regional character. Hence, part 

of recovery after the crisis took place with increased exports of the involved countries. At the 

same time, other activities for recovery from the crises were also available. In the situation of 

Latvia, the local crisis has occurred almost simultaneously with the crisis in the world. This 

means that it is way more difficult to find solutions out of the crisis, since export markets 

have decreased, there is liquidity and financing strains in the rest of the world, the confidence 

of buyers is falling worldwide, thereby not giving too much chance of quick recovery etc. For 

Latvia as for a small open economy global recovery is significant precondition for local 

recovery, since the domestic demand is low and is barely recovering and the impact of global 

financial flows is high on the country. Although the world economy has been predicted to 

rebound to growth already in 2010 (as can be seen in table 1), the question still remains what 

will be the most important global drivers of growth and what type of recovery will the world 
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enjoy in the years to come. Although there are signs of economic recovery in the world and in 

Latvia, many economists still worry about the W-type economic development, which foresees 

another drop in economic situation after the initial and fragile signs of world economy 

recovering.  

The last remarkable difference between the situation in Sweden and Finland and that of 

Latvia is that in the case of the former, the political decision makers made their best effort to 

agree on the way forward and on the activities to be taken to find a resolution of the crisis. In 

the case of Latvia, though the crisis is as severe, but the global conditions are far worse, the 

political parties cannot agree on the way forward beyond words. The nonexistent political 

agreement on the crisis solutions even caused the dismissal of the government in the first 

quarter of 2009 when the situation was particularly tense and the political unity was very 

necessary. Foxley (2009) in his paper, however, states that austerity packages that should at 

least partly put the overheated economies back on track would be difficult to justify for the 

politicians where ―politicians must face frequent elections and where poverty and income 

inequalities are still hard facts of life‖. As of writing this paper, the Parliamentary elections of 

the Republic of Latvia of the year 2010 are just some months distant in the future. Yet, there 

is no political party or union of political parties that has proposed a clear plan (with tasks to 

be done, their economic impact, and their financial and fiscal impact calculations) of how to 

put the economy of Latvia back on sustainable footing.  

Actions to be taken to put the national economy back on track 

In the light of the existing economic and financial situation in Latvia, a working group 

(focus group) comprised of high level experts and managers at the Riga International School 

of Economics and Business Administration convened a number of times over the first half of 

2010 to discuss the existing situation and the possible remedies to counter it. The group 

discussed a number of possibilities on: (1) how to raise the efficiency and effectiveness of 

state budget expenditures, (2) how to increase the state budget income, and (3) how to reform 

the political system that governs the economy. Additionaly in focus group was analised 

situation in some important (with high expert potential) branches for instance wood 

processing, transit, etc. 

The authors of this publication then derived a framework for reviving of the national 

economy of Latvia. This framework is centred on the growth revival of the national economy, 

which is located in the centre of the framework. Then there are two domestic aspects that 

determine the revival of growth of the national economy. On one hand, economic recovery is 

grounded in the adequacy of state expenditure, efficiency of state expenditure, and pre-

conditions for rising of state income. This presumes state as an actor in the national economy 

and prescribes both regulatory and economic role to the state. On the other hand, economic 

recovery is significantly dependent on the changes in the political system. These changes are 

of pivotal importance for any targeted activities to be undertaken by those in power for 

putting the national economy back on track. Please see graphical depiction of the proposed 

framework in picture 1 below.  

This framework deliberately focuses on the domestic factors, since the authors argue 

that domestic policies and environment needs to be put in order at the outset. The authors, 

however, do not aim to diminish the importance of development of the global economy on the 

national economy of Latvia.  

 

 

 

 

 

 

Figure 1: National economy growth revival framework. Source: authors‟ proposition.  
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At the outset, one needs to take a look at the public administration to understand the 

left-hand side of the framework. The existing situation in the public administration can be 

described by the fact that currently there are more than 300 policy planning documents in 

Latvia that are organised in a hierarchical system. However, there is no single document that 

lays out the following about the policy planning and how the national economy is supposed to 

develop: (1) what results are to be attained and when, (2) what activities are being planned 

and with what resource endowment, (3) how results are to be attained and how will the inter-

sector coordination work, and (4) what will be the impact of the aforementioned on the 

society and individual members of the society. The current public administration system does 

not assess deliverables against the funds spent, although some marginal activities in this 

regard are being undertaken, which, however, do not allow seeing the whole picture with the 

state budget expenditure.  

 If one looks at the efficiency of the state budget spending, it is straightforward that due 

to lack of performance indicators in the public administration, it is also difficult to assess the 

efficiency of the administration, since there is no plan against which to assess the 

performance. To provide some proof of that, reports of the State Audit Office can be used. 

One of the reports (State Audit Office, 2009a) reveals that the cost for bringing back one 

unemployed person to the job market costs the state around LVL 22,636 (EUR 32,208), while 

one budget place for one student costs just LVL 1,303 (EUR 1,854) per annum. In addition to 

that, LVL 1 million (EUR 1.42 million) from LVL 13 million (EUR 18.5 million) or 7.7% has 

been spent without reason. Moreover, three ministries are involved in requalification of 

unemployed – Ministry of Welfare, Ministry of Education and Science, and Ministry of 

Economics, which implies unnecessary coordination activities and bureaucracy.  

Another report (State Audit Office, 2009b) states that only administrative expenses in 4 

healthcare institutions were used inefficiently in the amount of LVL 2.8 million (EUR 3.98 

million). Yet another report (State Audit Office, 2009c) suggests that some benchmarks for 

setting a cap on administrative expenses when calculating tariffs for utilities need to be set, as 

central heating tariffs include administrative component ranging from 4.1% to 22.5% of the 

end-user tariff in different municipalities, which is a significant variation. There are also 

many other striking cases of how state budget income could be increased by reforming the 

system of how state enterprises pay dividends to the state, how the state uses and oversees its 

immovable property, which it has a lot of, assessing of lease and rent agreements before their 

signing etc. Instead of that, the tax base is being broadened and tax rates are being raised, 

which does not contribute positively to the revival of the national economy.  

On the right-hand side, which is the political system, as already described earlier, there 

is no political party or union of political parties that has proposed a clear plan of how to 

revive the national economy. Nor there is any policy document that clearly spells out the 

activities to be taken to bring the economy back on track as well as their fiscal and financial 

impact. To the contrary, additional fiscal austerity packages to correct the economic 

imbalances are being instituted within the annual budget cycle.  

Authors propose that any reform that is supposed to help the country in the revival of its 

national economy should: (1) have pre-defined results to be achieved within the budgetary 

framework, (2) include assessment of various options on how results can be achieved, both 

involving the public and the private sector in doing that, and (3) have measurable goals so that 

the impact of any reform can be understood. These steps are in essence based on the classic 

scheme of planning, executing, and reporting and correcting/ following up. Bearing in mind 

the aforementioned, there are activities that need to be instituted in the shortest possible 

period of time. For the left-hand side of the framework, the public administration has to have 

well-defined goals, has to follow attainment of those goals, and has to control the situation 

and correct for errors, if any occur, as well as strive for continuous improvement. For the 

right-hand side of the framework, influence of corporate ties needs to be diminished in the 

policy making as well as normative base needs to improved to account for the results 
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achieved. Moreover, sector development strategies and goals need to be integrated in a 

broader framework of development of the national economy. 

Conclusions and suggestions for further research 

This paper has taken a look at the global financial and economic crisis that broke out in 

2008, at the concurrent crisis in Latvia, as well as at some past crises that have some 

resemblance with the current crisis in Latvia. The paper concludes that there are many 

similarities between the current crisis in Latvia and the crisis that took place in 1990s in 

Sweden and Finland. The common characterising aspects of these crisis is major deregulation 

of the financial system, foreign currency borrowing due to deregulation, low/ negative real 

interest rates and soaring inflation in the run-up to the crisis, peg as monetary policy anchor, 

countering policies being introduced too late, and austerity packages being introduced by the 

governments to try to put the national economies back on track. The differences, however, are 

also remarkable. Neither Sweden, nor Finland managed to save the currency peg. However, 

crisis of Sweden and Finland was a part of regional, not global crisis. Sweden and Finland had 

a positive example of political unity when countering the crisis, which is not the case of 

Latvia. Political unity and sound economy revival package remains the main challenge of the 

national economy of Latvia.  

To counter the economic difficulties of Latvia, authors propose a framework for 

economic growth revival of Latvia. This framework foresees improving the public 

administration sector as well as the political system. The framework deliberately excludes the 

impact of global factors on the national economy of Latvia, since the authors argue that 

dealing with domestic factors is important at the outset. Nevertheless, authors do not 

disregard the very strong impact of global economic developments on the national economy 

of Latvia.  

There are numerous institutions and publications that assess performance of countries 

over time in terms of competitiveness, doing business etc. Inter alia, some of them are Doing 

Business by the World Bank
5
, the Global Competitiveness Report by the World Economic 

Forum
6
, and World Competitiveness Yearbook by IMD

7
 etc. Information provided in these 

reports if compared with actual economic performance of countries does not necessarily 

correlate positively. Hence, suggestion for further research is made in the form that it could be 

analysed whether the quality and efficiency of public administrations has any impact on the 

actual economic performance of countries assessed and whether it has positively or negatively 

affected the performance of the said countries at the times of crisis. This could be done by 

using the proportion of public administration in the total GDP of the country so as to take 

account of the size of the public administration. In this regard, public administration could be 

analysed to test if it has created the crisis, contributed to deepening of crisis, both or neither of 

the aforementioned.  
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INCREASING OF CAPITAL FLOWS TO THE REPUBLIC OF LATVIA: 
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Abstract 

Ssmall open economies, such as the Republic of Latvia, are dependent on financial and capital flows to 

the economies to ensure their development. Due to the existing financial and economic crisis, capital flows to 

Latvia have significantly decreased in some times even reversed. In such circumstances, new ways of attracting 

investment flows to the country must be sought.  

Aim: the aim of this paper is to illustrate the possibilities of attracting financing, including exemplifying 

an alternative way of attracting financing for business projects in the private and public sector, by joining them 

in a project portfolio, undertaking an initial due diligence, and presenting them to international investors in a 

structured and cost-efficient manner.  

Materials and methods: analysis of existing literature on achievements of other countries in the domain 

of investment attraction and use of investment project portfolio, analysis of available information on countries, 

focus group method, expert interview method.  

Main results and conclusions: fostering of investment to the country is necessary, especially in the wake 

of global economic and financial crisis. Although investment is being promoted already, more can be done in 

this domain. The paper illustrates the possibility of institution of investment project portfolio, which would show 

the demand for investment that is currently unknown and which would enable investment promotion actors 

promote investment to Latvia proactively.   

Key words: investment, FDI, investment promotion, investment project, investment project portfolio.  

Introduction 

Development of a country can take place based on internal development stimulus or its 

development can be fostered by external development momentum. Internal development can 

be grounded in inter alia abundance of production resources, abundance of workforce, its 

knowledge and skills, geographic position, historic heritage etc. External support, in turn, can 

take the form of investment into a country, thereby fostering its development. There are 

various types of investment, among which foreign direct investment (FDI) deserves special 

attention due to a number of its positive characteristics such as the positive spillover effects, 

transfer of knowledge and know-how, increasing of other capital flows to the country and 

others. For small and open economies, such as Latvia, investment flows play an important 

role in the development of their national economies.  

 Over the last years, Latvia has suffered economically and financially from the global 

economic and financial crisis. Since FDI is one of the profound ways of levelling up the 

development of the national economy of a country, the situation with attraction of FDI to 

Latvia needs to be examined. It is necessary to understand the current situation with FDI in 

Latvia, the plans of increasing FDI flows to Latvia, and the possibilities to improve the 

existing situation. Comparison with other countries in this regard is viewed as important, 

since it might disclose effective and efficient means of working with investment, with 

particular emphasis on FDI.  

 Methods employed for writing of this paper are as follows. Analysis of existing 

literature and analysis of experience of other countries in promoting investment has been 

performed. Moreover, institution of investment project portfolio and investment attraction in 

general has been discussed in a focus group comprised of high level experts and managers at 

the Riga International School of Economics and Business Administration. The issue of 

investment project portfolio has also been discussed with a number of high level managers 

both in public and private sector. Representatives of the focus group and the high level 

managers have positively recognised the project portfolio idea and have come up with a 

number of useful suggestions that have been employed in the course of writing of this 

publication.   
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This paper is organized as follows. The next part describes the importance of FDI in a 

national economy. The third part describes the situation with foreign investment in Latvia, the 

fourth part sheds light on the investment promotion plan of Latvia, and the fifth part shows 

some examples of investment attraction in other countries. The sixth part explains a novelty in 

investment attraction, a project portfolio. The last part concludes the paper and provides 

suggestions for further research.  

Importance of FDI  

Importance of FDI in development of national economy can hardly be overestimated. 

Empirical work on the role of FDI in host countries seems to suggest that FDI is an important 

source of capital, complements domestic private investment, is usually associated with new 

job opportunities, in most of the cases is related to the enhancement of technology transfer 

and overall boosts economic growth in host countries (Chowdhury et al, 2003). According to 

Borensztein et al (1995), FDI is an important vehicle for the transfer of technology, and there 

are strong complementary effects between FDI and human capital on the growth rate of 

income. As stated by Lim (2001), FDI contribution to growth comes through its role as a 

conduit for transferring advanced technology from the industrialized to the developing 

economies. Knowledge diffusion (often referred to as externalities or efficiency ―spillovers‖) 

can lead to improvements in productivity and efficiency in local firms in several ways, firstly, 

a spillover can occur when a local firm improves its productivity by copying the same 

technology used by multinational affiliates, and secondly, when local firms are forced to use 

existing technology and resources more efficiently, or to search for more efficient 

technologies, because entry of multinational affiliate has increased competitive pressure in the 

local market. In addition, spillovers can occur when an affiliate demonstrates new techniques 

to and trains local workers, who later accept employment in local firms or start their own 

firms. FDI appears to have ―crowding-in‖ effect on domestic investment (Lim, 2001), having 

two potential effects on domestic investment: by competing in products and financial markets, 

multinational corporations may displace domestic firms, however FDI may also facilitate the 

expansion of domestic firms through complementarity in production and productivity 

spillovers. Available studies find the latter effect to be dominating (Borensztein et al, 1995). 

The attraction of FDI to the host country happens mostly by creating favourable 

investment climate and exploiting appropriate investment promotion.  

Moran (1998) states, that important determinant of FDI caused spillovers magnitude is 

the type of host investment climate. Liberal investment climate would tend to generate 

stronger spillovers because it is more likely to attract more dynamic FDI that have a number 

of attractive qualities in that they are large, enjoy economies of scale, exhibit best 

management practices, are at the cutting edge technologically, and highly efficient. On the 

other hand, a restrictive investment climate with conditions such as mandatory joint 

partnership, licensing, or domestic content requirements tend to attract FDI that are likely to 

be less efficient and exhibit older technology, as well as experience slower rates of new 

technology transfer and lags in the utilization of advanced management systems.  

Purpose of investment promotion is to reduce the costs of FDI by providing information 

on the host country, helping foreign investors cut through bureaucratic procedures, and 

offering fiscal or other incentives to international investors. Investment promotion activities 

lead to higher FDI inflows to developing countries (Harding et al, 2007). 

Investment promotion includes several components (Wint et al, 2000):  

 National image building: aims to build a perception of the country as an attractive 

location for foreign direct investment; 

 Investment generation: involves identifying potential investors, developing a strategy to 

contact them and starting a dialogue with the purpose of having them commit to an 

investment project; 
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 Investor servicing: assisting committed investors in analyzing business opportunities, 

establishing a business and maintaining it; 

 Policy advocacy: initiatives aiming to improve the quality of the investment climate and 

identifying the views of private sector in this area.  

Opinions differ regarding what is most important for effective FDI attraction – 

investment climate or investment promotion. As stated by Harding et al (2007), on the one 

hand, investment promotion may be more important in the developing world where 

information is more difficult to access. On the other hand, it is possible that investment 

promotion may be ineffective due to deficiencies of the business environment, or even 

unnecessary, if low labour costs alone are powerful enough to attract foreign investors. The 

data suggests that investment promotion efforts are more effective in developing countries 

with a good business climate. This is consistent with the view that marketing a country works 

only if there is a ―good product‖ to sell. We share the view that investment climate and 

investment promotion are inter-dependant composites of a successful FDI attraction strategy. 

Investment promotion in a country is usually performed by investment promotion 

agency (IPA) or by number of small interrelated agencies and institutions. IPAs are 

potentially key institutions for delivering increased levels of welfare through the attraction of 

FDI (UNCTAD, 2008). IPAs‘ fundamental purpose is to act in the national interest by helping 

to bring into the country needed capital, technology, advanced managerial skills, and access to 

international markets. IPAs are therefore expected to develop mechanisms designed to attract 

foreign investors and to facilitate their setting-up business in the country (FIAS, 1999). 

Necessity of FDI attraction to Latvia  

The economic situation in Latvia has worsened since the beginning of the global 

financial and economic crisis that broke out in 2008. The GDP decrease in 2009 amounted to 

18% year-on-year (Central Statistical Bureau of Latvia - CSB). The 1
st
 quarter of 2010 

witnessed 13.8% decrease of GDP compared to the same period in 2009 (Bank of Latvia, 

2010). In the meanwhile, the registered unemployment kept rising and stood at 16.2% in May 

2010 (Bank of Latvia, 2010). State budget deficit saw significant increases from 0.3% of GDP 

in 2007 to 4.1% of GDP in 2008, to 9% of GDP in 2009. Although state budget income in 

2009 was lower than both in 2007 and 2008, the state budget expenditure in 2009 was above 

its 2007 levels, though lower than in 2008. The government debt level in 2009 kept rising and 

according to the May 2010 ECB Convergence Report (p. 43), the government debt is 

expected to reach 48.5% of GDP in 2010 (European Central Bank, 2010).  

Aforementioned macroeconomic indicators show the general outcomes of the global 

financial and economic crisis. The said crisis has also had its impact on the investment flows 

to Latvia. Year 2009 was the first year since Latvia joined the European Union in 2004 when 

it witnessed drop in total accumulated investment in the country. Although the drop was 

around 2.4% (CSB), it still showed the change in trend. Total accumulated FDI, in turn, 

remained almost at the level of 2008 with less than half a percent increase in 2009 over 2008. 

The whole picture of total accumulated investment can be seen in Graph 1.  

However, a completely different graph can be created when comparing incoming/ 

outgoing FDI over years since Latvia joined the European Union. In year 2009 the incoming 

FDI was LVL 36.3 million, which is 94% less than in 2008 when it stood at LVL 604.4 

million, and incoming FDI in 2008 was already 49.2% lower than in 2007. Graph number 2 

depicts the trend for years 2004-2009 as a percentage of GDP.  
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Figure1: Total accumulated investment in Latvia, by types of investment, year-end, 

mill. of LVL (source: CSB).  

 

Figure 2: Annual FDI inflow to Latvia, as percentage of GDP (source: CSB).   

As was seen in the previous part of this paper, FDI is a major catalyst to growth. Hence, 

the fact that FDI inflow to Latvia has almost been put to halt in 2009 is arguably 

compromising the future growth prospects of Latvia. The aforementioned facts call for action 

to promote investments and FDI in particular to Latvia.  

Investment attraction plan of Latvia 

Problems with investment attraction have been also recognized by the Government of 

Latvia, and some of them have been laid out in the Plan of fostering of exports of products 

and services made in Latvia and attracting investment for the years 2010-2011, which has 

been adopted by the Government of Latvia on March 31, 2010. The goals of the plan are to 

0

5000

10000

15000

20000

25000

30000

2004 2005 2006 2007 2008 2009

LV
L 

m
ill

io
n

Total accumulated investment, year end

Foreign investment

Other investment (not 
classified)

FDI

Portfolio investment

Investment in derivatives

0,0%

1,0%

2,0%

3,0%

4,0%

5,0%

6,0%

7,0%

8,0%

9,0%

2004 2005 2006 2007 2008 2009

Annual FDI inflow to GDP



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

36 

 

foster the competitiveness of exporters by providing export support activities as well as 

fostering attraction of FDI.  

The aforementioned plan foresees specific activities for fostering of attraction of FDI (p. 

24-27). Almost all of these activities are to be carried out by the Investment and Development 

Agency of Latvia (IDAL). The activities foreseen are:  

 responding to potential investors‘ requests, organizing of visits of foreign investors to 

Latvia, technical support for investors that want to start doing business in Latvia;  

 integrated marketing campaign for attracting of investment in specific sectors, 

participations in exhibitions and conferences, incl. within the scope of methodology of 

Polaris system;  

 preliminary research for potentially significant investment projects;  

 formulation of active investment attraction methodology;  

 provision of support for innovative business ideas and high value-added 

entrepreneurship, thereby creating new businesses capable of exporting;  

 organization of or participation in investment or trade promotion seminars;  

 proactive involvement of representations of Latvia abroad in FDI promotion.  

The plan does also contain some other measures that can stipulate FDI attraction 

indirectly by having implicit positive impact on the business environment in Latvia. The 

activities foreseen above, however, do not substantially differ from the activities that are and 

have been carried out by the IDAL. Moreover, the necessary budget for these activities, 

according to the plan, for 2010 is LVL 146,087 and LVL 141,000 for 2011. Not only the 

budget is slightly lower for 2011 than for 2010, but the budget as such is very low compared 

to the activities foreseen. Hence, the plan does not seem to provide for a real solution for 

increasing of FDI flows to Latvia.  

Country experiences 

As a result of worsening economic situation, almost all countries had to accept and 

implement some actions and programs aimed at increasing economic stability of the country. 

The new methods and strategies for attracting FDI were also considered, IPAs often being the 

main body responsible for development, implementation and supervision of more intensive 

investment attraction strategies. The main steps made towards increase and maintenance of 

FDI flows to the particular countries can be mainly divided in two groups: 

 short term oriented activities, aimed at creation of even more positive image of a 

country as a place to invest comparing to the rivals, thus increasing FDI flows to the 

particular country in the nearest future and this way softening the negative impact of the 

crisis to the national economy; 

 long term strategies, aimed at development of certain investment attraction instruments 

or specific industries, that may be considered as crisis resilient, thus way increasing FDI 

flows in the long and medium run, and protecting national economy in case of possible 

future crises.  

The aforementioned groups of activities will be supported by some examples.  

As one of the immediate measures that can be undertaken to increase competitiveness of 

a country is provision of more timely and accurate information to the potential investors. This 

is the classic element of investment promotion, which can be used both if there are changes in 

the investment environment of the country, or if the environment is unchanged and just to 

better promote existing investment opportunities and look more competitive than the rivals 

with less intensive investment promotion. Active investment promotion techniques as a 

response to crisis were undertaken by Turkey (Erdilek, 2009) and Ukraine (InvestUkraine, 

2009). Even if provision of timely and accurate information to investors does not 

automatically make country very attractive to possible investors, positive signals are being 

sent that increase the likelihood of attracting investments to the particular country.  
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Another example of immediate investment attraction activities is immediate 

involvement in development of actual and projects important for everyday use, such as road 

and railway infrastructure, modernization and construction of facilities and other 

infrastructure that is of everyday importance. It might seem obvious that in times of scarce 

financial resources the development of infrastructure projects might be stopped or slowed 

down till better times, but the example of Armenia (Armenian Ministry of Economy, 2009) 

shows that the crisis might be a triggering factor to raise efforts to attract foreign financing for 

development of practical and needed state infrastructure, this way increasing total FDI flows 

to the country and employment. Poland also is expecting to maintain high level of FDI by 

involving foreign investors in development of country infrastructure that is still not so good as 

compared to European developed countries (Brownell, 2010a). 

Increasing responsiveness and availability of the government to potential investors is of 

crucial importance for successful investment attraction, and if countries were not maximally 

hospitable and approachable, so the crisis was the right moment to re-evaluate the proximity 

of the government to investors. The government of Rwanda, for example, has significantly 

reduced bureaucratic procedures, enforced anti-corruption legislation and changed the way of 

„doing business‖ in governmental sector, treating investors as clients are treated in private 

sector, and providing high quality services to them in terms of fast service delivery (Brownell, 

2010b). As a result of aforementioned activities and due to impressive improvements of 

investment environment, Rwanda rose 76 places in the World Bank‘s ‗Doing Business 2010‘ 

report, from 143rd in the world to 67th; rose 144 points from 171st to 27th in terms of 

protecting investors; and was named as the world‘s biggest reformer across all indicators. 

New investment attraction technique that can be considered as immediate, but also with 

lasting effect, is change in the way investors are approached. In the period of crisis many 

countries have realized that it might be not enough just to provide information to interested 

investors, but it might be worth to search for investors themselves, offering interesting 

investment opportunities and specific projects to carefully selected potential investors. The 

situation changed from principle „investors search for countries‖ to principle „countries 

search for investors‖. Although usage of aforementioned technique has not witnessed 

dramatic increase in FDI flows, still it can contribute to the investment promotion by 

successful combination of it with other investment attraction techniques. Some countries that 

have changed the way foreign investors are approached are Moldova (OECD, 2009a) and 

Ukraine (InvestUkraine, 2009).  

Regarding the long-term oriented investment attraction tools, as one of the main and 

general proposals made by OECD to the countries where investment attraction policy is still 

in development phase, was definition of country specific investment promotion strategy, 

based on core competences and available resources of the country. Creation of common 

strategy is a cornerstone for successful development of the investment policy of the country in 

a centralized, structured and clearly defined way.  

The experience of economic downturn showed that less hit by the crisis were those 

countries or regions where crisis resilient industries are more developed. As an example, 

Navarre started to recover from crisis much faster than any other region of Spain, Navarre‘s 

GDP rose 0.5% in the third quarter of 2009, compared with a decline of 0.3% for Spain. 

Renewable energy is one area in which Navarre can be considered to being a world leader. 

Navarre is also a leader in medicine and medical research, and agribusiness and wine is also 

vital to its economy. As future plans to maintain high competitiveness in terms of good place 

to invest is development of manufacturing in high value added industries, as well as 

development of green energy industry (Stewart, 2010). Rwanda, for example, set up the ten 

year plan to develop such sectors as tourism, ICT, business services, agro-business and 

infrastructure, as well as use country‘s natural resources and produce energy (Brownell, 

2010b). 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

38 

 

Another way how to use the scarce resources of the country effectively is undertaking 

sector approach and concentrating on core competences of the country. Czech Republic has 

proved to be a successful example in implementing cluster approach (Peterkova, 2009), and 

this approach has gained much attention in the crisis period. Sector specific approach helps to 

understand few core competences of the country, and to concentrate the scarce investment 

promotional resources on those sectors, that are likely to bring the most benefit to the 

development of the economy. The sector approach is already widely used in Poland 

(Mezynska, 2009), but such countries as Moldova (OECD, 2009a) and Ukraine (OECD, 

2009b) are just on the implementation stage of this approach. At the same time, concentration 

on few core competences of the country should not mean „putting all eggs in one basket‖, but 

must be well diversified and go in line with aforementioned development of crisis resilient 

industries. 

Development of free economic zones and industrial parks is considered as long term 

investment attraction strategy, aimed at creation of convenient infrastructure and investors‘ 

supportive environment. Creation of free economic zones enables possibilities to develop 

some particular regions of the country, increasing employment by creation of more job places. 

Concentration of particular type of enterprises in one place also means convenience in term of 

infrastructure, supply services, and possibilities to develop common R&D. Good example of 

free economic zones and industrial parks development show, for example, Turkey (Mum, 

2009) and Czech Republic (Pokorny, 2009). Development of free zones is recommended by 

OECD, to countries that have a potential to do it or where free zones do exist but are 

underdeveloped, in order to increase attractiveness of the country for foreign investors 

(OECD, 2009b).  

 Even an excellent investment promotion on its own can not attract many investors if 

the investment environment is not as good and simply understandable as that of rivals. 

Removal of specific policy barriers is considered to be an important and strategic factor 

oriented towards increase of FDI flows. If the countries have not been improving their 

investment environment before the crisis, the period of dramatic drop in FDI has actually 

enforced revision of own policies and implementation of all possible improvements and 

simplifications. Removal of policy barriers is also suggested by OECD to countries with still 

complex and non-transparent regulations and high level of corruption and bureaucracy. 

 To sum up, briefly the investment attraction techniques implemented (or planned to be 

implemented) as a response to the economic downturn, the techniques mainly touch upon 

following issues: 

 Concentration on specific sectors that reflect the core competences of the country; 

 Diversification of investment supported industries, and developing crisis-resilient 

industries and those with high value added; 

 Changing the way the investors are approached 

 Understanding of drawbacks of existing investment environment and removal of 

identified policy barriers. 

Investment project portfolio 

Previously, from what has been done thus far in Latvia and what is planned for the 

nearest future, it can be seen that all of the existing and planned activities tackle the supply 

side of investment attraction, i.e. what infrastructure the country has, the promotion of its 

investment climate etc. However, the demand side also needs to be tackled, i.e. what specific 

projects can be offered for investment. Hence, as a novelty, at least hardly found described in 

the contemporary literature on investment attraction or explicitly used by any known country, 

this paper offers the approach of institution of a project portfolio for investment attraction.  

What can be concluded from the information above, is that at the present situation a 

specific tool for financing of projects in the times of crisis is needed. Financing needs to be 

available for projects that cannot be regarded as regular, i.e. where either the project is 
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sophisticated or the financing mechanism is so. Moreover, the funds need to be sought 

proactively with swift and focused way of reaching potential investors. The funds would be 

used for implementation of investment projects, financing of development efforts of 

companies, restoration of solvency of companies, and on a higher level – development of the 

national economy.  

Project portfolio would be comprised of a number of projects ready for implementation 

but lacking financing. The projects should conform to a number of important criteria, such as 

but not limited to: being important for the national economy, being attractive to investors, 

already commenced or ready to be commenced, with clearly defined modes of collaboration 

etc. Projects included in the portfolio would have undergone at least initial due diligence to 

ensure their conformity with good praxis of doing business. Project portfolio would create the 

possibility of knowing the investment-ready projects and providing the opportunity of sorting 

them according to industry, type of investment, amount of investment, means of collaboration 

etc. Such a tool would actually provide investment promoters and IDAL at the forefront with 

an instrument that would help doing the investment promotion proactively, since the pool of 

available projects would be known as opposed to the current situation. Practical institution of 

investment project portfolio would ensure exploitation of several important investment 

promotion elements that were identified as useful by the experiences of other countries in 

times of crisis, such as identification of core competences of the country, sector specific 

approach, active investor targeting, and realization of long term sustainable investment 

strategy. According to the information available, Ukraine has recently started to implicitly use 

investment project portfolio approach, every year accepting set of projects at the level of 

government (InvestUkraine, 2009). However, this paper provides more specific approach to 

institution of project portfolio, putting specific attention on selection, financing, and 

promoting of financing of projects included in portfolio. 

One focus group and some expert interviews carried out on the research subject show 

positive appreciation of the proposal to create portfolio of investment projects. Focus group 

results and results from the interviews show that the idea of creating the said portfolio needs 

to be elaborated more in detail as well as the benefits achieved need to be compared with the 

additional costs incurred. Proactive seeking of investment has been emphasized as necessary, 

and project portfolio has the potential in helping this task to be accomplished.  

On the practical side, institution of an aforementioned project portfolio is neither 

prohibitively difficult, nor expensive. The ideological founders of the project portfolio idea 

could well be public sector institutions that work or deal with projects in different domains: 

IDAL with business projects, Ministry of Regional Development and Local Governments or 

Association of Regional and Local Governments with municipal projects, Societal Integration 

Fund with non-governmental projects etc. Users of the project portfolio would be numerous 

public sector institutions domestically and abroad, which deal with investment promotion to 

Latvia and its economic units. The crucial issue is keeping sufficient confidentiality of private 

proprietary information about the projects.  

Conclusions and suggestions for further research 

The current global financial and economic crisis has hit Latvia severely, which can be 

seen by a number of macroeconomic indicators that have worsened significantly since the 

breakout of the crisis. Latvia is also witnessing decreasing investment flows, with some 

quarters even witnessing reversing investment flows in some types of investment. Investment 

and FDI in particular help countries prosper, which in the particular case of Latvia would also 

mean recover from the crisis. However, the global competition for investment is rising, which 

means that countries need to be more proactive, more sophisticated in their investment 

attraction efforts.  

Many countries around the world, some of which have been considered in this 

publication, undertake different tasks to promote investment from abroad. Some of them are 
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more similar to those of Latvia than the others. When analyzing the existing and foreseen 

activities for investment promotion of Latvia, it can be seen that they are minor and mostly 

concerned with the supply side for investors.  

Considering the best foreign praxis of attracting foreign investment in conjunction with 

the existing foreign investment attraction activities in Latvia, this paper suggests taking 

another approach in investment attraction, which has not been widely used up to now. The 

paper proposes creating a project portfolio that would consist of projects ready for operation 

but without necessary investment. Availability of such an investment project portfolio would 

allow investment promoters to act proactively when promoting Latvia abroad and be aware of 

the demand side of the investment seekers. Moreover, institution of the project portfolio is 

neither overly difficult, nor expensive or impossible time-wise.  

Since this paper describes the idea of investment project portfolio on a general level as a 

not widely used phenomenon, the suggestion for further research is to go deeper into devising 

the possible architecture of the project portfolio and the stakeholder analysis for its institution. 

Further research could also involve creation of a pilot-model and testing it in real life situation 

through, for instance, IDAL or some other institution that works with investment promotion.  
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DEVELOPMENT OF THE TECHNOLOGICAL COMPONENT OF THE MACRO 

ENVIRONMENT IN BALTIC SEA REGION COUNTRIES 

Liene Riekstiņa  
Ventspils University College, Latvia 

Abstract 

During the period of economic crisis, the development of production economy has a crucial role in the 

promotion of the states national economy’s competitiveness as a whole. The world’s strongest states have shifted 

from process efficiency driven economies to innovation driven economies, so the business macro environment 

(BME) has the important part in the development of production economy’s technological component that would 

ensure the achievement of sufficiently high production level 

The purpose of the research is to perform the contrastive analysis of BME technological component in 

the countries of the Baltic Sea Region in the period from 2003 to 2009, and identify the factors that have a 

significant influence on the development of technological component and promote rapprochement/disassociation 

between the states. 

To accomplish the purpose the methodological bibliography was overviewed and the analysis of 

countries of the Baltic Sea Region macro environment’s statistical data were made, as well as performed the 

analysis and calculations of technological component and its sub-index.  

The results of research lead to conclusions that in almost all BME technological component related 

spheres, Latvia is in the lowest position among countries of the Baltic Sea Region, so to provide the 

competitiveness for Latvian companies, it need to be immediately improved in the latest technology related 

fields.  

Key words: business macro environment, ttechnological component. 

Introduction 

During the period of economic crisis, the development of production economy has a 

crucial role in the promotion of the states national economy and competitiveness as a whole. 

The world‘s strongest states have shifted from process efficiency driven economies to 

innovation driven economies, so the progress of business macro environment‘s (BME) 

technological component is the important part of the production economy that would ensure 

sufficiently high level of production.  

The purpose of this paper – perform the contrastive analysis of business macro 

environment‘s technological component in the countries of the Baltic Sea Region in the 

period from 2003 to 2009, and identify the factors that significantly influence the 

development of technological component and promotes the rapprochement/disassociation 

between the states.  

During the process of paper accomplishing the following economic research methods 

have been used: logically − constructive, graphical – analysis and synthesis, statistical 

analysis, etc.  

Results 

1. The Calculation Methodology of Technological Component Index (further 

technological index) and Sub-index.  

The calculations of technological index (TI) and its sub-index are performed according 

to the Latvian Council of Science (LCS) funded research ―The Monitoring of Business 

Environment Progress in Latvian Regions and Improvement of its Methodological Basis‖ (9) 

within the framework of business macro environment methodology for evaluation and 

analysis of component. This methodology is based on International Chamber of Commerce‘s 

and Ifo Institute‘s performed World‘s economies inspection within the framework of 

developed and in the annual World‘s Economic forum presented Reports of Global 

Competitiveness Growth Index (GCI) formation principles.  

There are three principles in the basics of economic competitiveness calculations, i.e. 

GCI is formed as an aggregative index from three components: macro economical stability 

(the macro economic environment index – MEEI), the quality of public institution activities 
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(the public institutions index − PII) and technological progress (the technological index – TI). 

However TI as an aggregative index is formed from three sub-indexes – innovation index (II), 

technological transfer index (TTI) and information and communication technological index 

(ICTI). Each of these sub-indexes is calculated using both official statistical data (hard data - 

HD) and data, which are the result of specific, international surveys (survey data - SD). The 

results of surveys are being written in scale starting from 1 (being the lowest assessment) to 7 

(the highest assessment). Also all the officially statistical data are put in the scale from 1 to 7. 

Almost all data used in calculations can be found in annually published Global 

Competitiveness Reports (2).  

The technology index is calculated for the core innovators and none-core innovators as 

follows: 

TI for core innovators = ½ II + ½ ICTI 

TI for non-core innovators = 1/8 II+ 3/8 TTI + ½ ICTI 

The innovation subindex (II) is calculated as follows: II = ¼ survey data + ¾ hard data, 

where: 

Innovation survey questions: 

II sd (1) – What is your country's position in technology relative to world leader? 

II sd (2) – Companies in your country are not interested/aggressive in absorbing new 

technology? 

II sd (3) – How much do companies in your country spend on research and development 

(R&D) relative to other countries? 

II sd (4) – What is the extent of business collaboration in R&D with local universities?  

Innovation hard data: 

II hd (1) – US utility patents granted per million popilation; 

II hd (2) – gross tertiary enrollment rate in most recent available year. 

The technological transfer subindex (TTI) is calculated as unweighted average of two 

technology transfer survey questions. 

TTI sd (1) – Is foreign direct investment in your country an important source of new 

technology? 

TTI sd (2) – Is foreign technology licensing in your country a common means of 

acquiring new technology?  

Information and communication technological subindex (ICTI) is calculated as follows: 

ICTI = 1/3 survey data + 2/3 hard data, where: 

Information and communication technology survey questions: 

ICTI sd (1) – How extensive is Internet access in schools? 

ICTI sd (2) – Is there sufficient competition among internationaly sold products in your 

country to ensure high quality, infrequent interruptions and low price? 

ICTI sd (3) – Is ICT an overall priority for the government? 

ICTI sd (4) – Are government programs successful in promoting the use of ICT? 

ICTI sd (5) – Are the laws relating to ICT (electronic commerce, digital signatures, 

consumer protection) well developed and enforced? 

Information and communication technology hard data: 

ICTI hd (1) – cellular mobile subscribers per 100 inhabitants; 

ICTI hd (2) – internet users per 10,000 inhabitants; 

ICTI hd (3) – broadband internet users per 10,000 inhabitants; 

ICTI hd (4) – main telephone lines per 100 inhabitants; 

ICTI hd (5) – personal computers per 100 inhabitants. 

2. The Progress of Technological Index and Sub-index within the States, and their 

affective factors 

In the Picture 1 are shown the changes of technological index in the period from 2003 to 

2009, to each of countries of the Baltic Sea Region, and the change of average value of these 
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eight countries‘ technological indexes. The four Nordic countries – Sweden, Finland, 

Denmark and Norway are the key innovation countries (core innovators), and their 

technological indexes exceed the average value of the all eight countries together, the other 

group of four countries – Estonia, Lithuania, Latvia and Poland – are viewed as the less 

innovative countries (non-core innovators), because their technological value does not meet 

the average values of all eight countries, and within the framework of this paper these 

countries will be called − Baltic States.  

 

 
 

Figure 1: The Progress of Countries of Baltic Sea Region Indexes from 2003 to 

2009 

Source: The calculations made by the author, on the basis of the Report of Global 

Competitiveness’s Data (2.-8.) 

Analysing the progress of technological index for each country, Sweden‘s value of 

technological index from 2003 to 2006 have increased by 4%, but then follows the decline 

that by 2009 have reached 8% in comparison to value of 2006. The decline of the 

technological index from 2006 to 2009 is the reason of innovation sub-index‘s II decline that 

was caused by the decrease of the amount of presented patents in USA (per one million of the 

national inhabitant), and the introduction of gross in the rate of highest education‘s decrease.  

In Finland the technological index from 2003 to 2005, when its value started to 

decrease, has increased only by 1.2%. From 2006 to 2009 the technological index of Finland 

has decreased by 4.4%, the capacity of Finland to establish innovations during the last years 

have significantly declined. Nevertheless Finland, in comparison to other Nordic countries, 

has a very strong and unique educational system, but according to the research, the companies 

of Finland use very little of their employee creativity and innovation, i.e. Finland do not use 

all potential of its distinguished educational systems and investments of new knowledge. It 

must be noted that Finland‘s educational instances are among the world‘s progressive in the 

sphere of digitalization. To facilitate the innovation of Finland‘s capacity progress, the greater 

part of investments must be placed in research and development, so the Finland‘s employers 

would able to receive benefit from the knowledge produced by the educational institutions, 

and also to ensure the growth of recently founded companies (1).  

Denmark‘s and Norway‘s value of technological index from 2003 to 2008 have 

increased, in 2009 the same as for other countries of Baltic Sea Region, the value of 

technological index have declined − in Denmark by 4.8% and in Norway by 3.9%. The 

decline of both countries is due to the decrease of the value of information and 

communication technology sub-index ICTI. Denmark has the greater decrease compared to 

previous year, in the usage of broadband Internet per 10,000 inhabitants (-34.1%), the number 
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mobile phone subscribers per 100 inhabitants (-21.6%), users of personal computers per 100 

inhabitants (-19.9%) and users of the stationery phone lines (subscribers) per 100 inhabitants 

(-13.8%). Norway − broadband Internet users per 10,000 inhabitants (-30.2%), and mobile 

phone subscribers per 100 inhabitants (- 27.1%).  

Comparing the progress of four Baltic States, Estonia and Poland have positive progress 

of technological value from 2003 to 2009, in Poland the index of technological progress from 

2003 to 2009 has increased by 13.2% (sub-index of innovation by 4.3%, the sub-index of 

technological transfer by 3.6%, and information and communication sub-index – 26.8%), and 

in Estonia by 11.8% (sub-index of innovation by 2.3% and sub-index of information and 

communication technologies by 21.3%).  

In Lithuania and Latvia the value of technological index from 2003 to 2008 have 

increased, in Lithuania the increase was 16.8%, but in Latvia only 2%, in 2009 the 

technological index of both countries have decreased – in Lithuania by 1.2% (the sub-index of 

innovation and sub-index of technological transfer have not decreased, but the sub-index of 

information and communication technologies decreased by 2.4%), in Latvia by 2.4%.  

In the period from 2003 to 2009 in all countries of Baltic Sea Region, except for Poland, 

Finland and Sweden, the maximum value of technological index have been reached in 2008, 

however Poland reached it in 2009, Finland − in 2005, and Sweden − in 2006. The rapidest 

growth was in Lithuania, its technological index have increased by 16.8% compared to 

minimal value, then comes Poland with 13.2%, Estonia with 11.9%, Denmark with 7.3%, 

Norway with 4.9%, Sweden with 4%, Latvia with 2% and Finland with 1.2%. 

3. The Development of Technological Index and Sub-indexes in the Comparison of 

States, and their influencing factors. 

By looking at the progress of technological sub-index in the level of state group (Picture 

2), in the Baltic group of states from 2003 to 2009, the rapidest growth is in the information 

and communication technologies sub-index ICTI – 22.3%, innovation sub-index II has 

increased by 4.5%, the technological transformations sub-index TTI has decreased by – 1.2% 

(the increase from 2003 to 2006 – 2.1%, the decrease from 2003 to 2006 – 3.2%). The 

technological transfer sub-index TTI in Nordic group of states has increased by 2.5%, but the 

innovation sub-index II and the information and communication technologies sub-index ICTI 

has increased only by 0.3% and 0.9% in comparison to 2003, the reason of this is the decrease 

of this sub-index in the period from 2006 to 2009 (II by 1.8%and ICTI by 4.7%). Comparing 

the value of sub-indexes the difference between Baltic and Nordic States shows that the less 

differences are in the progress of TTI, then – II, and the greatest − in the progress of ICTI.  

 

 

Figure 2: Group of States average technological sub-indexes in 2003, 2006 and 

2009 

Source: The calculations made by the author, on the basis of the Report of Global 

Competitiveness Data (2.-8.) 
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Analysing the development of technological indexes within the framework of Baltic 

group of states, in 2003, 2006 and 2009 the greatest TI value has Estonia (Picture 3). In 2003, 

Latvia was at the second place of technological development after Estonia, then came 

Lithuania and Poland. In 2006 Lithuania outpaced Latvia; Poland was the last in this group of 

states. Also in 2009 Lithuania was at the second place after Estonia, but Poland outpaced 

Latvia, and left it in the last position. 

 

 

Figure 3: The Development of Baltic States technological index in 2003, 2006 and 

2009. 

Source: The calculations made by the author, on the basis of the Report of Global 

Competitiveness Data (2.-8.) 

The superiority of Estonia among other Baltic States – Lithuania, Latvia and Poland, 

was determined by the development of information and communication technological sub-

index ICTI, more specific – the access to the Internet at schools, the protection of intellectual 

property, laws that apply to ICT sphere, the number of the Internet users per 10,000 

inhabitants, broadband Internet users per 10,000 inhabitants, the stationery phone lines 

(subscribers) per 100 inhabitants, personal computers per 100 inhabitants.  

Several factors, which in 2006 determined that Lithuania outpaced Latvia, in the sphere 

of technological index progress. Firstly, Latvian government decreased the usage of ICT 

programmes to promote work efficiency (-17.1%), in Lithuania it was preserved in the level 

of 2003. Secondly, the number of laws that were applying to ICT and its quality were 

decreased (-14%), in Lithuania this factor was increased by 10.8%. Thirdly, in Lithuania the 

number of mobile phone subscribers per 100 inhabitants increased faster than in Latvia (in 

Lithuania + 45.1%, in Latvia +21.4%), and the broadband Internet users per 10,000 

inhabitants (in Lithuania + 45.1%, in Latvia 21.4%).  

In 2009 Poland outpaced Latvia, and was in the third position of four Baltic States, 

leaving Latvia in the last position, in the progress of technological index, which was 

influenced by the transfer of technological sub-index TTI, the progress of information and 

communication technologies sub-index ICTI. The increase (changes) of TTI is significantly 

connected with the direct foreign investment flow into companies that use new technologies. 

However ICTI progress was due to, firstly, increase of scientific institutions‘ quality in 

Poland (+7.9% in 2006, in Latvia decrease by 2.6%). Secondly, the international distribution 

and marketing quality in Poland increased by 15.8%, but in Latvia it decreased by 7.7%. 

Thirdly, the protection of intellectual property that was increased both in Poland and Latvia, 

however the increase in Poland was greater – 19.4%, but in Latvia only 5.9%. Fourthly, the 

government‘s programme of ICT usage as the promotion of work efficiency in Poland have 

risen by 16.7%, but in Latvia decreased by 5.9%. Fifthly, the number of mobile phones per 

100 inhabitants in Poland has increased (+13.9%), yet in Latvia it has decreased (-4.1%). And 
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the last, the number of broadband Internet users per 10,000 inhabitants in Poland has grown 

faster than in Latvia, in Poland by 40.9% and in Latvia by 15.2%.  

Conclusions 

1. Value of technological index of important innovation flow states is higher compared with 

less intensive innovation states, which means that the latest technologies and innovations 

have a crucial role in state‘s national economy in order to ensure sustainable progress.  

2. Comparing the differences of technological index‘s sub-index between Baltic and Nordic 

states, the less difference is between the values of technological transferring indexes, then 

follows the values of innovation sub-indexes, and the greatest difference is between the 

values of information and communication technological sub-indexes.  

3. In almost all technological component spheres applying to BME Latvia is in the lowest 

position among the countries of Baltic Sea Region, so this needs to be immediately 

improved, in order to provide the competitiveness for Latvian companies in the spheres 

that are based on the usage of the latest technologies.  

4. The calculations done within the framework of this paper shows that countries of Baltic 

Sea Region have shifted to new, modern and efficient information and communication 

technologies (WAP, internet solutions through mobile connection operators, etc.), so the 

data used in these calculations of IT and its sub-index that was formed within the 

framework of LCS funded research of BME assessment and methodology of analysis, are 

no longer suitable.  
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DYNAMICS OF LABOUR INCOME SHARE IN LATVIA AND THE EU 

Olegs Krasnopjorovs  
University of Latvia, Latvia  

Abstract 

This paper provides quantitative evidence that during the recent economic expansion the wage growth in 

Latvia as well as in other Baltic States, by far exceeded the productivity increase. First, we construct a real 

wage–labour productivity relation and demonstrate that a positive gap is still evident by the end of 2009, 

although decreased markedly during the recent year. Second, we calculate employee compensation to gross 

value added (GVA) ratio and labour income share composites for each EU country and show how their 

dynamics is related to time and economic cycle. It was found that the labour income share is a cyclical in the old 

EU countries on average but procyclical in Latvia and Estonia. Third, we decompose employee compensation to 

GVA ratio into changes of economic structure, composition of employment and true wage–productivity effect 

and show that only the latter two effects were significant in Latvia.  

Key words: labour income share, compensation of employees, labour productivity, wages  

1. Introduction  

According to the mainstream view regarding current imbalances in the Latvian 

economy, wages grew too rapidly while labour productivity merely stagnated during the past 

boom; therefore, in order to restore competitiveness, both wage cuts and structural policies to 

enhance productivity are needed. The most recent IMF country report on Latvia (2008) stated 

that "wage growth above productivity improvements exerted upward pressure on consumer 

price inflation and eroded competitiveness" (p.61), and further, "the program includes strong 

incomes policies to reduce inflation and improve competitiveness, and structural policies that 

should boost productivity growth" (p.97). To paraphrase, nowadays labour receives "too 

much" compared to the level which could be derived from its productivity resulting in a 

deterioration of competitiveness.  

The aim of this paper is to assess wage–productivity dynamics both directly, by 

constructing a cumulative wage and labour productivity graph, and indirectly, by studying the 

evolution of employee compensation to GVA and labour income share in Latvia in 

comparison with other EU Member States. The methodology involves constructing of the 

employee compensation to GVA ratio and labour income share composites for Latvia as well 

as for other EU countries; interpreting its dynamics relative to the economic cycle; 

decomposing employee compensation to GVA changes into economic structure, employment 

composition and true wage-productivity effects; evaluating whether wage–productivity 

relation is dependent on economy's structural effect.  

The data for empirical calculations are taken from Central Statistics Bureau of Latvia 

and Eurostat databases. All necessary values are calculated using computer software programs 

Microsoft Excel and EViews 6.  

This research paper is primarily based on foreign studies published by the staff of 

academic institutions and policy related institutions. However, this paper provides evidence 

that the unique experience of the Baltics contradicts to some stylized facts of labour income 

share posted by other researchers, possibly because their papers were based on the OECD 

countries. In particular, the author found that the labour income share was procyclical in the 

Baltics while Gomme and Rupert (2004) report the countercyclicality of the labour income 

share as one of the stylized facts. Regarding Latvian researchers, the labour income share 

analysis has not been considered so far in academic papers in Latvia; moreover, the wage–

productivity relation was not analyzed quantitatively in a similar way. The author's pioneering 

construction of labour income share composite in Latvia was published in Bank of Latvia‘s 

Monetary Review (2008) while the first quantitative estimations of the gap between 

cumulative hourly real wage and labour productivity levels were recently published by the 

author in the Bank of Latvia report (2009).  
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The paper is structured as follows. Section 2 reviews the wage–productivity dynamics 

in Latvia during the last 10 years and shows the accumulated positive gap between these 

variables and the recent progress to restore competitiveness. Section 3 presents a technique to 

construct the labour income share by adjusting compensation of employees share in GVA by 

the proportion of self-employed in total employment, while section 4 provides empirical 

evidence on its dynamics in the EU and in the Baltic States in particular. Section 5 

decomposes the variation of the labour income share into changes of the economic structure, 

composition of employment, and the true wage–productivity effect, while section 6 

concludes.  

2. How Far We Moved from Wage–Productivity Tradeoff  

First, we construct a real wage–labour productivity relation. The Central Statistics 

Bureau of Latvia (CSB) publishes real wages only net of taxes; the drawback is that its 

dynamics is influenced by taxation changes (for example, a decrease of personal income tax 

rate from 25% to 23% as of January 2009 reduced the gap between gross and net wages, so 

the net wage y-o-y growth rate increased as compared to gross wages). Therefore, gross real 

wages were calculated by dividing gross nominal wages by consumer price index (both 

obtained from the CSB). Wage growth could be regarded as a wage per hour increase as the 

CSB publishes monthly wages in full-time equivalent units. Further, we calculated hourly 

labour productivity by dividing the Gross Value Added (GVA) by the number of hours 

worked. Both variables are from the CSB database.  

To estimate the present gap between real wages and labour productivity, we need to 

know the equilibrium wage to productivity ratio or, alternatively, define a base period when 

the wage level was commensurate with labour productivity and then to draw a cumulated 

wage and productivity graphs. The latter strategy is implemented, inter alia, to show the 

effective exchange rate dynamics particularly by the Bank of Latvia in its effective exchange 

rate statistics database (2009) since defining equilibrium exchange rate level is subject to 

similar subjectivity as equilibrium wage to productivity ratio. A reliable option for the base 

period is the first quarter 2004 (just before the EU entry); however, the results are similar if 

any other base period is chosen during 2000–2005 when the real wage rise was broadly in line 

with the labour productivity increase. Assuming that in the first quarter of 2004, wages in the 

country were commensurate with productivity, and representing the cumulative seasonally 

adjusted wage and productivity levels from this time, it becomes obvious that the gap between 

wages and productivity appears in the third quarter of 2006 and expands until the third quarter 

of 2008. The real hourly wage grew faster than productivity up until the first quarter of 2008, 

and during the following two quarters the difference between these indicators increased 

mainly as a result of dropping productivity. Then, by the end of 2009, about 84% of the 

difference between wages and productivity has been eliminated reflecting considerable 

competitiveness gains during 2009 (see Figure 1). However, real productivity – real wage 

assessment assumes full and instantaneous inflation. At the opposite extreme, assuming zero 

inflation pass-through, one should assess nominal wage – real productivity relation. Although 

the gap between nominal wage and real productivity is clearly on the downward path, only 

37% of the gap was eliminated by the end of 2009 as compared to its peak in 2008 Q3. In 

reality, there is a partial pass-through of inflation, and it is believed to be relatively high in 

Latvia due to high price flexibility assessed by Melihovs and Zasova (2007).  
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Figure 1: Labour productivity and wage cumulative level in Latvia (2004 Q1 = 100; 

seasonally adjusted data).  

Sources: Central Statistics Bureau of Latvia data [3], author's calculations.  

Although the wage–productivity differential is evident, it does not necessarily point to 

macroeconomic imbalances. The wage–productivity gap could accumulate also from 

structural changes in the economy. Let's consider a hypothetical example and assume that 

initially economy consists of two sectors, namely A and B, and the share of each sector in 

GVA is 50%. Next, let us assume that the labour remuneration share in each sector's value 

added is 30% and 70% respectively (real-world prototypes could be agriculture and financial 

intermediation for sector A and education for sector B). Then the labour remuneration share 

in GVA is 30%*0.5 + 70%*0.5 = 50%. Further, we assume that the share of sector B in GVA 

increased from 50% to 70%. Therefore, the labour remuneration share in GVA increased to 

30%*0.3 + 70%*0.7 = 58%. In this case, we will graphically obtain a permanent and positive 

wage–productivity differential, although the competitiveness of the economy as a whole as 

well as competitiveness in either sector has not deteriorated. Therefore, a further assessment 

is needed, and we now turn to the employee compensation ratio to GVA and labour income 

share analysis.  

3. Deriving Labour Income Share  

Further, we analyze the wage–productivity relation with the compensation of employees 

and labour income share in gross value added (GVA), which could be regarded as an indirect 

assessment of wage–productivity relation.  

The GDP income approach decomposition shows which part of GDP is allocated to 

labour income, capital income, and indirect taxes. If a buoyant economic growth brings the 

labour share down, as was the case during the recent expansion in the United States (Gomme, 

Rupert, 2004) and since the mid-1980s in West Europe, political debates emerge with trade 

unions demanding pay increases, governments justifying increased taxation of profits 

(Bentolila, Saint-Paul, 2003). Furthermore, economists  try to explain this pattern by a rise in 

rents accruing to firms owing to rising imperfection in goods markets, unions' weaker 

bargaining power, labour market deregulation, stronger bargaining power of firms or 

globalization which pushed industrial countries to adopt labour-saving technologies (for a 

review, see the European Commission report, 2004).  

In this paper, the labour income share is defined as a ratio of labour compensation to 

value added, where labour compensation consists of compensation of employees (national 

accounts component D1) and adjustment for imputed labour compensation of self-employed. 

Adjustment reflects the fact that income of self-employed is tabulated in national accounts as 

mixed income rather than compensation of employees. For example, if the proportion of the 

self-employed in total employment increases, the compensation of employees to GVA ratio 

will fall but the labour income share should remain the same. For details of computation of 
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labour income share given the employee compensation to GVA ratio see (Arpaia, 

Pichelmann, 2008).  

We denote employee compensation to GVA ratio as and labour income share as . It 

could be calculated as  

GVA

D1
   (1)  

1    (2)  

where D1 stands for compensation of employees, GVA is gross value added, and  is 

proportion of self-employed in total employment. For example, if  = 0.5 and  = 0.9, then 

 = 0.55.  

It should be noted that various labour income share measures exist and some analysts 

may prefer one over other. For example, one of the most often used measures for the US is 

labour share for the nonfarm business sector, which, compared to the measure used in this 

paper, excludes the government, nonprofit institutions, farms, housing and private household 

services sectors (for details see Gomme, Rupert, 2004).  

4. Cyclicality and Convergence of Labour Income Share in the EU  

The employee compensation to GVA ratio during 2000–2009 varied on average from 

0.39 in Greece to 0.64 in Denmark. The corresponding numbers for the labour income share 

in GVA were 0.45 for Slovakia and 0.88 for Luxembourg. In order to address the relation 

between these two measures and the income level, a ten-year period has been selected to 

eliminate the possible effect of economic cycle on the share of labour income in GVA. The 

relation between the employee compensation to GVA ratio and income level is positive and 

statistically significant at 1% level (see Figure 2); moreover, the relation between the labour 

income share and income level is also positive and significant at 5% level. One possible 

explanation for this positive relation could be that the higher the income level, the more 

important the role of human capital in production process is. Another explanation could be a 

greater role of labour unions and higher collective bargaining coverage in Scandinavian 

countries which also exhibit a relatively high income level. It should be noted that the relation 

was stronger at the beginning of the period and weakened somewhat thereafter. In particular, 

the labour income share in the Baltic States converged to EU average even faster than per 

capita income level.  

 

Figure 2: Correlation between income level and employee compensation to GVA ratio 

(on average, 2000 – 2008; Luxembourg omitted as an outlier
1
. 

Sources: Eurostat data, author's calculations. 

                                            
1 Country notation: BE – Belgium, BG – Bulgaria, CZ – the Czech Republic, DK – Denmark, DE – Germany, 

EE – Estonia, IE – Ireland, GR – Greece, ES – Spain, FR – France, IT – Italy, CY – Cyprus, LV – Latvia, LT – 

Lithuania, LU – Luxembourg, HU – Hungary, MT – Malta, NL – the Netherlands, AT – Austria, PL – Poland, 

PT – Portugal, RO – Romania, SL – Slovenia, SK – Slovakia, FI – Finland, SE – Sweden. 
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 Both the employee compensation and labour income share in GVA were broadly stable 

in the medium-term in the EU15 and EU9 countries, and only short-term fluctuations around 

equilibrium were recorded (see Figure 3). This confirms the views of supporters of 

neoclassical economics that the labour income share is broadly stable in the medium term 

(Gomme, Rupert, 2004). However, as to the Baltic States, the labour income share recorded 

considerable fluctuations in the medium-term, and the dynamics can be analyzed in three 

periods. During 1995–2001, it decreased gradually in Estonia while fluctuating in Latvia and 

Lithuania. In the second period (2002–2004), the share of labour income stabilized in all 

Baltic countries (at a somewhat lower level in Latvia). In the third period starting with 2005, 

the share of labour income grew rapidly, with Latvia demonstrating the fastest growth in the 

entire EU. Thus, in 2008, the employee compensation to GVA ratio in Latvia and Estonia 

surpassed the EU15 average and was close to that in Scandinavian countries. However, during 

the period of labour shortage, employees share in total employment increased and the rise in 

labour income share was not as steep: in 2008, Latvia and Estonia exceeded the EU9 average 

level and were still below the EU15, whereas Lithuania was even below the EU9 average. 

Overall, in the Baltic States, both the employee compensation to GVA ratio and labour 

income share were procyclical (with the notable exception of Lithuania for the latter), thus 

opposing the empirical evidence for the OECD countries by Gomme and Rupert (2004).  

Though, on average, in the EU15 and EU9 countries the employee compensation to 

GVA ratio and labour income share fluctuated only in the short run, over time they changed 

significantly in individual countries (see Figure 4). EU countries converged somewhat during 

the past ten years regarding the employee compensation to GVA ratio. Overall, employee 

compensation share in GVA tended to decline in countries were it used to be high (except for 

Denmark) and to rise (e.g. Latvia and Lithuania) or decrease (Poland and Slovakia) in 

countries where it used to be relatively low. Overall, there is a statistically significant (at 10% 

level) negative relation between the employee compensation to GVA ratio and income level; 

nevertheless, the relation between labour income share change and its initial level is not 

statistically significant, implying that self-employed share in total employment react to the 

income level as well.  

 

 

Figure 3: Labour income share in GVA  

Sources: Eurostat data [6], author's calculations.  
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Figure 4: Employee compensation to GVA ratio in 2000 and changes over 2000–2008  

Sources: Eurostat data [6], author's calculations.  

5. Decomposition of Employee Compensation to GVA Ratio in the Baltic States  

Intuitively, when real wages grow faster than productivity, employee compensation to 

GVA ratio increases. However, there are two extra factors that influence changes in the 

employees' compensation to GVA ratio. One is the changes in the structure of national 

economy. For example, even if there is not a single sector in national economy where the 

employee compensation to value added ratio has risen, the total share would go up together 

with an increasing weight of labour-intensive sectors.  

In order to evaluate the effect of structural changes in national economy on the share of 

labour income in GVA, a breakdown in six industries according to the Eurostat classification 

(NACE 1.1.) has been applied (AB: agriculture and fishing, CE: industry in its broad 

definition including mining and quarrying, manufacturing and energy, F: construction, GI: 

trade, hotels and restaurants, transport and communication, JK: financial intermediation, real 

estate and business activities, LP: public administration and defense, education, health care, 

other services).  

Figure 5 shows that during 2000–2008 the employee compensation to value added ratio 

in the Baltic States increased in all sectors except manufacturing. The notable exception of 

manufacturing reflects that the buoyant rise in physical capital made manufacturing more 

capital–intensive despite pressures to increase wages. In Latvia and Estonia, the steepest 

increase was in construction; while in Lithuania it was rather modest, reflecting the less 

pronounced real estate boom in this country.  
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c )                                                                  d )   

Figure 5: Compensation of employees share in value added by sector in: a)b) Latvia 

(LV); c) Estonia (EE); d) Lithuania (LT) 

Sources: Eurostat data, author's calculations.  

The other additional factor that affects the employee compensation to GVA ratio is the share 

of self-employed in total employment. The income of self-employed is a part of mixed 

income; therefore, an increase in the self-employed share in total employment decreases the 

ratio of compensation of employees to GVA. In Latvia and Lithuania, the proportion of self-

employed in total employment was on a downward trend during recent years but in Estonia it 

was broadly stable.  

Assessing the effects of the three factors on the dynamics of employee compensation to 

GVA ratio, it is concluded that the increase during 2000–2008 was affected by different 

factors. In Estonia, it was mainly on account of the increase in the share of employee 

compensation in each additional sector value added, whereas in Lithuania a significant fall of 

the proportion of self-employed in total employment contributed most. In turn, in Latvia both 

factors were important. It should be noted that structural changes in the economy were not 

very important in any country (see Figure 6). Note also that a fall of employee compensation 

to GVA ratio in Latvia in 2009 is by about ¾ explained by a "true wage-productivity effect", 

i.e., by employee compensation share decrease in each sector value added.  

 

 
Figure 6: Decomposition of employee compensation changes in Latvia, Estonia, and 

Lithuania  

Source: author's calculations. 
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Despite significant changes in the economic structure in the Baltic States, Figure 6 

shows that they had only minor impact on the employee compensation to GVA ratio 

dynamics. In particular, the share of agriculture diminished as the share of financial 

intermediation increased, while both sectors have similarly low employee compensation to 

GVA ratios (about 0.3). Furthermore, the share of manufacturing decreased, whereas the 

share of trade went up, but these two sectors had similar ratios as well (about 0.5 – 0.6).  

The finding that the employee compensation to GVA ratio is almost unaffected by 

economic structural changes means that the structural composition of economy has almost no 

impact on the wage–productivity relation presented in Figure 1. Therefore, Figure 1 shows 

that internal imbalances were still in place by the end of 2009 in the Latvian economy 

although competitiveness rebounded markedly during 2009.  

6. Conclusions and Suggestions for Further Research  

There are several conclusions that can be drawn from the research as well possible 

directions for further research.  

1. In Latvia, the gap between real wages and productivity became apparent in the second half 

of 2006, it widened until the mid-2008, to decrease by about 84% by the end of 2009. Both 

the wage decrease and the labour productivity growth contributed to narrowing the gap 

between the two.  

2. There is statistically significant positive relation between the labour income share and the 

income level. However, it weakened somewhat during recent years when the rise of labour 

income share outpaced income convergence to EU-average level in the Baltic States.  

3. The labour income share is broadly acyclical both in EU15 and EU9, and strongly 

procyclical in Latvia and Estonia.  

4. The labour income share in the Baltic States is still lower than in EU15 on average, despite 

the employee compensation ratio of GVA exceeding the EU15 average level in 2008. This 

is attributed to a fall in the proportion of self-employed in total employment during the 

recent expansion, especially in Lithuania and Latvia. However, the labour income share in 

Latvia, Estonia and Lithuania surpassed the EU9 average level in 2008. In 2009, Latvia 

was the only Baltic State that experienced a decrease of labour income share.  

5. The employee compensation ratio to GVA increased in all sectors except manufacturing 

during 2000–2008 in the Baltic States. In Estonia and Latvia, the steepest increase was in 

construction while in Lithuania it was rather modest, reflecting the less pronounced real 

estate boom in this country.  

6. The primary factor of increasing employee compensation ratio to GVA was the rising 

compensation/value added ratio in each individual sector ("true wage-productivity effect") 

in Estonia and a decrease in the proportion of self-employed to total employment in 

Lithuania. In Latvia, in turn, both factors were significant; however, about ¾ of adjustment 

that took place during 2009 is attributed to the true wage-productivity effect.  

7. Possible directions for further research:  

a) Analysis of the compensation to value added ratio dynamics using 31 sector breakdown 

according to the Eurostat classification, possibly including the grouping of tradable and 

non-tradable sector.  

b) Estimation of labour contribution to the production process by a growth accounting 

exercise and comparing it to the labour income share derived from national accounts in 

order to evaluate whether the current labour income share is too high or low for the Baltic 

countries.  

c) Use of quarterly rather than annual data when analyzing the labour income share and 

compensation of employees to GVA ratio to incorporate short-term dynamics into analysis.  
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Abstract 

Purpose - the purpose of this paper is to examine the experience of the Latvian IT cluster and the Forest 

industries cluster to evaluate their capacity for innovation and competitiveness.   

Design/methodology/approach - theoretical and empirical research methods, including an extensive 

literature review, the IT Cluster company data analysis, the survey of the Latvian Information technology (IT) 

cluster analysis, and the data analysis of the Latvian Forest industries cluster.  

Findings - the analysis of the both Latvian clusters shows that they have established effective co-

operation platforms for improving competitiveness and innovation capacity. Companies can achieve practical 

use and benefits employing the concept of clusters. Thus, this is important to promote the development of 

clusters in different industries using state support, as well as private initiative.  

Originality/value – This paper argues that cluster environment can positively influence development of 

companies facilitating their competitiveness and innovation capacity. The analysis of both Latvian clusters 

reflect the business environment in Latvia, as well as cooperation among enterprises.  Findings of the research 

could be useful for already existing clusters, newly developing clusters, policy makers, as well as researchers. 

Article Type: Research paper 

Key word(s): Cluster; cluster initiative; information technology; forest industries; competitiveness; 

innovation. 

Introduction 

The discussion on business clusters has become very active during the last two decades, 

especially taking into account globalization processes and their impact on economic 

development. The knowledge and technology intensive economy is increasingly becoming an 

engine for economic growth of many countries promoting discussions focused on 

competitiveness and sustainable development, including the development of business clusters, 

among economic policy makers and researchers more than ever. Today promotion of the 

development of business clusters or networks of companies, education institutions and other 

related organisations is an internationally recognized form for improving competitiveness and 

innovation of companies, especially for those searching for entry into international markets.    

There are more than dozen cluster initiatives in Latvia undertaken by business 

associations of certain industries, as well as ongoing activities for creating new cluster 

initiatives. The understanding of the cluster's concept differs in Latvia. Mostly, the business 

clusters are regarded as organized cooperation networks including interconnected companies, 

related industries, research and education institutions and other institutions concentrated in 

certain geographic area. Taking into account that there are historically developed strong 

associations of industries in Latvia those are usually undertaking a coordinating role related to 

cluster development and networking. 

The purpose of this paper is to examine the experience of the Latvian IT cluster 

initiative and the Forest industries initiative through evaluating their capacity for innovation 

and competitiveness. The research is based on both, theoretical and empirical research 

methods, which include an extensive literature review, the IT company data analysis, the 

survey of the Latvian Information technology (IT) cluster analysis, and the data analysis of 

the Latvian Forest industries cluster. The data analysis in this paper is based on data of the 

Central Statistical Bureau of Latvia, data of the Enterprise Register of Latvia and  information 

provided by Latvian IT cluster and Forest industries cluster companies. Findings of the 
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research could be useful for already existing clusters, newly developing clusters, policy 

makers, as well as researchers. 

Conclusions support the main hypothesis that companies can achieve practical use and 

benefits employing the concept of clusters and emphasize benefits which can be achieved 

from clusters development and stresses importance of  policy support for cluster development. 

Thus, this is important to promote the development of clusters in different industries using 

state support, as well as private initiative. The innovative experience of Latvian clusters could 

be useful for a practical application by other countries and companies looking for increased 

competitiveness and innovation capacity. 

Practical application of clusters concept, as well as research findings  indicate that  the 

emergence of clusters is often a result of a specific initiative. This leads to the hypothesis that 

the management of cluster plays an important role in facilitating co-operation, co-ordination 

and free information flow from inside and outside of cluster. In this respect the quality and 

professionalism of cluster management matters in measuring the performance of the cluster. 

On the other hand, the national policy fostering cluster development can advance the 

development of cluster initiatives and influence their performance. 

The paper is structured as follows: a literature review summarises the relevant literature 

and presents the discussion on benefits of localization and specialization of industries. In 

―Methodology‖ section, the  methods used in research are presented. The findings of the data 

analysis and survey are presented in the following sections. Finally, the paper concludes with 

main finding of the research, as well as observed impacts of a cluster framework conditions 

on company performance. 

Literature review on the development of cluster's concept 

The benefits of localization of industries or geographic proximity have been widely 

discussed among researchers and practitioners. Many researchers, such as O'Brien (1992), 

Cairncross (1997) and Gray (1998), tried to justify that concentration of economic activity in 

certain areas as a result of globalization is becoming less important with the rapid 

technological development. Others, such as Krugman (1991), Krugman (1994), Ohmae 

(1995), Porter (1998b), Coyle (2001), Scott (2001), Solvell (2008), prove exactly the opposite 

– that globalization increases the importance of localization and regional economy or 

concentration is becoming more important than national level economic development for 

international trade and added value creation. With the development of knowledge economy in 

the beginning of 21st century the discussion on achieving long term economic 

competitiveness has become even more active. In this respect the discussion on specialized 

regional clusters as a tool for promoting economic development and improving 

competitiveness has increasingly become in the focus of economic policy debate and 

academic research. 

The concept of clusters in the business management and practice was actualised by 

Prof. Michael Porter of the Harvard Business School (HBS) in his book ―The Competitive 

Advantage of Nations” (Porter, 1990).  The initially established concept of cluster by 

M.Porter describes an industrial cluster as unification of several industries based on buyer-

supplier relations, similar technologies, distribution channels or similar qualifications of 

employment. M.Porter in his book offers two cluster definitions on vertical and horizontal 

clusters, but does not take into account the importance of geographic location. After further 

development of the clusters concept in his numerous following publications, including Porter 

(1998a), Porter (1998b), Porter (1998c), Porter (2000), Porter (2001), Porter (2003), clusters 

are described as groups of interconnected firms, suppliers, related industries and institutions 

that arise in certain locations. These clusters are geographical concentration of interconnected 

companies, specialised suppliers, service providers and associated institutions in particular 

field. Specialized regional clusters have been arising in locations with enough resources and 

competence, where companies can fully explore competitive advantages over other places. 
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Academic discussion on benefits of economic specialisation and localisation started long 

before Prof. Porter developed his concept – at the end of 19th century by Alfred Marshall 

(Marshall, 1980) who has described his observations on concentration of specialized 

industries in his book ―Principles of Economics‖. Later studies by Brusco (1982), Piore et all 

(1984), Czamanski et all (1979) and others on industrial districts and research on industrial 

and regional economics were describing clusters as groups of industries related by flows of 

goods and services.  

During 1990ies Porter's first cluster concept was used as a basis by other researchers, 

such as Enrait (1992), Redman (1991), Rosenfeld (1995), Rosenfeld (1997), Jacobs et all 

(1996), as well as others in discussing and further elaborating the concept of cluster. There 

has also been a criticism of Porter's cluster concept by Rosenfeld (1995), Rosenfeld (1997) 

and Martin et all (2003), and others emphasising lack of precise formulation of most 

important concepts used in the cluster definition, such as regional proximity or collaborative 

and competitive linkages, as well as expressing different concerns – for example that cluster 

industries might become overspecialized. 

Despite frustrations around the concept of cluster it has become an important tool for 

promoting economic development and competitiveness of enterprises. Firstly, clusters are 

important because they allow companies to be more productive and innovative than they 

could be operating in isolation. Secondly, clusters are important because they can reduce  

barriers to entry and promote new business creation relative to other more dispersed locations. 

(Porter 2000, pp. 253-274) As a result, clusters have increasingly become in the focus of 

economic policy debate and academic research. 

An elastic approach of clusters concept has promoted its practical application. The 

Clusters' Greenbook (Solvell 2003)
 
comprises and analyses 250 cluster initiatives from the 

whole world. The following so called  Clusters' Bluebook (Ketels et all 2006) comprises 1400 

cluster initiatives and extended analysis on 450 cluster initiatives. These extensive studies, as 

well as the Clusters' Redbook (Solvell 2008) and the Clusters Whitebook (Andersson et all 

2004) can serve as handbooks for every clusters researcher and practitioner.  

Methodology 

Data analysis 

Quantitative or data analysis includes the Latvian Enterprise Register data on 18 out of 

19 Latvian IT cluster members
1 

from 2006 to 2008 considering that the IT cluster has 

established an independent management structure in 2005. Data of one company Oracle 

Latvia is not available at the Latvian Enterprise Register since this is the representative office 

of Oracle in Latvia and can not represent the whole company.  

The data on IT cluster companies is available from the year 2000 and they are used to 

compare the growth of the IT cluster with the whole IT sector. The data collected and 

provided by both, the Latvian IT cluster and the Latvian Forest industry cluster, are used in 

addition to the company data. In addition, data from Central Statistical Bureau of Latvia and 

the Latvian Ministry of Agriculture are used to evaluate the overall performance of the IT 

sector of Latvia analyse the performance of the Latvian Forest industry.  

Cluster survey 

The qualitative analysis is based on the expert survey and interviews including the data 

of 16 out of 19 Latvian IT cluster companies (response rate 84%). The purpose of the IT 

cluster expert survey was to evaluate cluster performance indicators and the impact of cluster 

specific conditions on company performance. The expert survey data is not available on two 

companies established only a year ago and for the Oracle representative office in Latvia.  

 

                                            
1
The data analysis does not include ―Oracle Latvia‖, which has a representative status in Latvia. 
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The IT cluster expert survey includes more than 20 indicators which helps to 

characterise cluster framework conditions in 5 main areas:  

1. access to human resources with specific skills and competences;  

2. entrepreneurial activity;  

3. impact of the state regulatory framework;  

4. promotion of innovation;  

5. cooperation between companies.  

The survey is designed to support hypothesis that co-operation of cluster companies in 

areas of innovation and knowledge transfer is an important factor which has direct impact on 

innovative capacity of cluster. In this regard the survey includes questions which permit to 

evaluate opinion of enterprises on their participation in the cluster, impact of cluster on 

company performance and level of co-operation within the cluster. In turn, cluster support 

policy has indirect impact on co-operation between companies and importance of cluster 

activities.    

The Latvian IT cluster initiative 

According to the definition of the Latvian IT cluster it is a long term collaboration 

project between geographically united ICT sector firms of Latvia. The goal of establishing the 

IT cluster is to enhance co-operation between members of the cluster, to promote IT related 

export and to facilitate the creation of favourable business environment for promoting 

investment and innovation. 

The initiative of the Latvian IT cluster was started with the support of the ES PHARE
2
 

program in the year 2000. In the beginning the IT cluster was established at the Latvian 

Information and Communication Technologies Association (LICTA) which supported its 

activities. However, the cluster members understood that it can not operate independently for 

the benefit of its members without own management structure. In 2005 the Latvian IT cluster 

members decided to establish an independent management organisation represented by the 

Cluster Members' Meeting, Cluster Board and the Executive Director. 

In fact, in 2005 the Latvian IT cluster was fully re-established and it became legally and 

organizationally independent structure. The IT cluster still has close relationship with LICTA. 

Several members of the Latvian IT cluster are also members of LICTA. The Latvian IT cluster 

acts as a cluster initiative uniting  only those IT companies which have shown initiative to 

establish the cluster and to co-operate within the cluster. 

In 2005, the agreement to establish the IT cluster was reached between 10 companies 

(Lattelecom Technologies, Tilde, Rix Technologies, Micro Links, Exigen Services, DZC, 

Exigen Latvia, Exigen Services DATI, SAF Tehnika, Data Pro). In 2006, another three IT 

companies (DPA, ZZ Dats, FMS) joined the cluster.  

In 2007, the non-profit organization ―The Latvian Information Technology Cluster‖ was 

founded by 17 IT companies. 

In 2009, another three new members (Complete Payment Systems, Blue Bridge 

Technologies, AA Projekts) joined the IT cluster and one company (SAF Tehnika) decided to 

leave the cluster. 

In 2010, the Latvian IT cluster was represented by 19 leading Latvian IT companies.  

The Latvian IT cluster is actively cooperating with academic partners – universities, 

research centers and scientific institutions, professional associations and state institutions.  

The data analysis of the IT cluster confirms that participation of the Latvian leading IT 

companies in the cluster has an important impact on conditions of cluster co-operation. 

Turnover, profits and number employees of five leading IT cluster companies during the 

period of time from 2006 to 2009 constituted on average 70-80% of all IT cluster companies 

                                            
2
 PHARE – Poland, Hungary, Assistance for Reconstructuring  Economies, the European Union assistance program for the 

former Soviet Union block countries which regained their independence at the end of 1980ies and beginning of 1990ies. 
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respective indicators, except for profits in 2008 as shown in Figures 1 and 2.  Profits of the 

five leading IT companies constituted 132% of total profits, because loses of one company 

were extremely high and influenced decrease in total profits. 

This should be noted that the overall profitableness indicator of IT cluster companies 

rapidly decreased from 9,29 to 2,31 during the period of time from 2006 to 2008. However, 

decrease in the overall profitableness has not influenced productivity  of five leading IT 

companies, where it was much higher than in other companies and during 2006 – 2008 

constituted on average 20-23% which testify efficiency of these companies. Please, see Figure 

2. 

Based on the report data of 2008 the IT cluster turnover constituted 85 million Lats 

which were distributed between 17 IT cluster enterprises in the following proportions:  one 

company - over 20 million; 3 companies – 10-20 million Lats; 4 companies – 2-10 million 

Lats; 5 companies – 100-300 thousand Lats. IT cluster data analysis indicates that the cluster 

total turnover constitutes around one third of the whole Latvian IT market.  

In 2007 the increase of the IT cluster turnover constituted 133% comparative to 2006. 

Increase in the total IT cluster turnover could be also explained by the fact that additional 4 

companies joined the IT cluster in 2007. In 2008 the increase in cluster turnover was only 

103,6% comparative to 2007. According to the IT cluster data 52% of turnover was made by 

IT services, 36% by software and 12% by hardware sales.  

The IT cluster growth reflects the growth of the whole IT sector which has increased 

fivefold from 2000 to 2008 or from 52 million Lats to 270 million Lats respectively. During 

the period of time from 2005 to 2008 the IT sector profits increased from 9,3 million Lats to 

17,7 million Lats
3
. 

In 2008, there where 18 members in the IT cluster, of which 6% were established less 

than one year ago, 6% of all companies were in business 1-3 years; 11% - 3-5 years; 33% - 5-

10 years, but most of companies or 44% had experience in the IT business more than 10 

years. This testifies that companies of the IT cluster are well experienced and operate on the 

Latvian IT market from the beginning of its development. Positively, that there are also very 

young IT companies in the IT cluster which recognize a need for co-operation to create 

competitive products and services for national and international markets.  

In 2008 the average number of employees of the whole IT cluster (18 companies) was 

2200 which is distributed between companies as follows: over 100 employees – 6 companies; 

50-100 employees – 3 companies; 10-50 employees – 4 companies; less than 10 employees – 

5 companies. In comparison, there were 2017 employees in the IT cluster in 2007, but in 2006 

- 1578 employees. Increase in the number of employees of the IT cluster from 2006 to 2008 

can be explained by increase in the number of companies of the IT cluster, as well as by the 

total turnover increase in absolute numbers. However, during the same time (2006-2008) the 

total profits per one employee and overall productivity of the IT cluster have fallen. The 

decrease in turnover per one employee can be explained by more rapid increase in number of 

employees, but profit reduction per one employee is related to decrease in total profits, which 

in 2008 constituted only 34% of the profit indicator reached in 2006.   

Most of the leading Latvian IT companies are members of the cluster. Their 

participation in the cluster indicates that IT companies acknowledge importance of the cluster 

and associate themselves with the cluster. The survey results indicate that all companies, 

except one, recognize that participation in the cluster is important for company development. 

According to the IT cluster survey results more thank 60% of cluster companies (10) 

work in the area of software and applications development, 3 companies work in the are of IT 

                                            

3
The information and communication technology (ICT) sector is defined according to the Organization for Economic Co-

operation and Development (OECD) according to NACE 1.1. red. economic activity classification (NACE 1.1 red). The IT 

sector data analysis is based on the following: NACE 7133;7210;7221;7222;7230;7240;7250;7260 – computer related 

services and computer related activities.  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

62 

 

infrastructure solutions, 2 companies work in the area of IT education and training.   

More than 80% of respondents consider that companies have good chances to attract 

highly qualified employees, except one company which thinks that such chances are small. 

This indicates that in most of the cases Latvian IT companies can attract highly qualified 

labour force quite easy. 

The export promotion is one of the most important goals mentioned in the IT cluster 

conception. According to the information provided by the Latvian IT cluster, in 2007, the 

export of the Latvian IT cluster reached 32,4% of its total turnover, but the average annual 

export growth in 2007 comparative to 2006 was 7,15%
4
. 

The results of IT cluster survey reflected in the Figure 3 testify that 70% of all IT cluster 

members export their products and/or services. However, 50% of all IT cluster companies 

export only 25% of their total output. 36% of IT cluster companies export more than 50% of 

their products or services. According to the Figure 4 most of the IT cluster companies are 

planning to increase their export volumes over the next 5 years. Around 44% of all companies 

are planning to increase their exports from 25% to 50% of total output, and another 44% are 

planning to export more than 50% of their output. These results indicate that around a half of 

all IT cluster companies work only for the local market, but large proportion of cluster 

companies have a great potential for export development. Clearly, the export promotion will 

be one of the most important tasks of the IT cluster in the near future.  

The results of IT cluster survey testify that investment in research and development 

(R&D) is recognized as an important factor for successful and innovative performance of IT 

cluster companies. According to the data of the Latvian IT cluster the average R&D 

investment of the IT cluster companies in 2007 was 10,5% of their total turnover which is 

higher that in the whole IT sector (7%-9%).  

According to the IT cluster survey and Figure 5, in 2008, 8 companies have invested in 

R&D up to 10% of their annual turnover, 4 companies have invested in R&D from 11% to 

20% of their annual turnover, but 3 companies have invested in R&D over 30% of their 

annual turnover. 90% of all respondents have indicated that co-operate with other IT 

companies in R&D and innovation. At the same time, all respondents indicate that they have 

implemented innovation related activities during the last 2 years to improve their performance 

by the following extent: 4 companies – 0-25%; 6 companies – 25-50%, 3 companies – 50-

75%; 3 companies – 75-100%. These findings indicate that innovation and improvements 

made the IT cluster companies are very much related to their own targeted investment in 

R&D activities. Co-operation in the R&D area with other IT cluster members might be less 

significant considering that IT cluster companies are natural competitors which can  very 

much influence decisions by companies to co-operate with others on such an important aspect 

in business development as the innovation. This is significant factor of development that the 

most innovative IT companies are members of the cluster. However, in the case of the Latvian 

IT cluster the cluster specific business conditions might have stimulating effects, but they do 

not play a major role in fostering innovation of cluster enterprises. 

One of the most important achievements of the Latvian IT cluster in co-operation with 

the University of Latvia is the establishment of the National Board of the International 

Software Testing Qualification Board (ISTQB® www.istqb.org). The main objectives of the 

National Board are providing high level certification according to ISTQB® standards in 

software testing, developing testing certification in Latvia, promoting testing as a profession 

in Latvia, exchanging ideas and concepts with international software testing experts. The 

Latvia ISTQB is the only one of its kind in the Baltic States
5
. 

Despite very positive indicators of the Latvian IT cluster in the area of innovation less 

than half of survey respondents (44%) evaluate the co-operation with R&D institutions as 

                                            
4
 Latvian Information technology cluster, http://www.is.lv 

5
 Latvian Information technology cluster, http://www.is.lv 

http://www.istqb.org/
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good, 28% of respondents think that co-operation with R&D institutions is insufficient, but 

19% do not have an opinion on this issue.   

Positive, that 75% of all survey respondents consider that achievements of the Latvian 

IT cluster are compatible with the world level achievements. 

The unique IT cluster feature is co-operation between competitive and export oriented 

companies which are natural competitors in the internal market of Latvia. Results of the IT 

cluster survey show that all companies of the IT cluster, except one, recognize that they 

compete with other companies of the cluster. In addition, 80% of all IT cluster companies 

compete with IT companies in the Baltic Sea Region.  

However, companies of the IT cluster acknowledge that they will be able to compete on 

the global market only by joining forces. According to the information provided by the 

Latvian IT cluster the cluster companies have started practical co-operation in the areas, such 

as introduction of common standards for ensuring quality and project management, working 

out a common model of competence, collecting information on potentially accessible human 

resources for ensuring effective implementation of joint projects, co-operation between 

enterprises, professional education centres and universities, co-operation with state 

institutions to promote IT sector development, joint strategic planning, joint market research, 

joint marketing activities to promote the image of the Latvian IT sector in international target 

markets, joint co-ordination activities with potential clients and joint activities for attracting 

new clients. 

One of the most important goals of the IT cluster survey was to evaluate the impact of 

the IT cluster on its member companies. In fact, the survey results indicate that participation 

of the IT cluster companies in joint activities could be more active. According to Figure 6 IT 

cluster companies mostly co-operate in purchasing activities (56%), marketing and branding 

activities (22%), as well as activities related to the development of business friendly 

environment (11%), market research activities and activities related to accessing new markets 

(11%). Opportunities to co-operate on operation developing activities, such as subcontractor 

initiatives, development of new logistic opportunities and new productions methods, are not 

yet exploited. 

To some extent, resistance of IT cluster companies to co-operate on different joint 

activities could be explained by very low policy priorities regarding facilitation of the 

business friendly environment and very low state support for clustering. Results of the IT 

cluster survey testify that most of companies negatively evaluate the work of state 

institutions:  

1. 37% have expressed opinion that work of the Competition Council is of a poor quality; 

2. 56% of survey respondents have expressed opinion that the process of issuing permits and 

licences for different business activities is of a poor quality; 

3. 56% have evaluated that the process of reviewing applications and complains by state 

institutions is of a poor quality; 

4. 68% have evaluated the State Revenue Service work as of a poor quality; 

5. 68% have evaluated that court procedures are of a poor quality; 

6. 76% have expressed opinion that the procurement procedure is of a poor quality; 

7. 80% have consider that activities related to granting state support are of a poor quality; 

8. 81% have evaluated the protection of personal data and confidentiality of information as 

of a poor quality; 

9. 87% have considered that distribution of the EU funds is of a poor quality; 

10. 94% have evaluated that the process of adoption or amending normative acts is of a poor 

quality; 

11. 94% have expressed opinion that activities related to creation of a business friendly 

environment are of a poor quality. 

The IT cluster survey results reflecting very negative attitude towards work of the state 

institutions, Parliament and justice system with regard to promotion of entrepreneurial activity 
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testify that legal framework and state policy conditions are not favourable for 

entrepreneurship. 

Positive that even despite unfavourable business conditions 31% of survey respondents 

have indicated that there are quite many IT company start-ups in Latvia. However, most of 

respondents (70%) think that chances for foreign companies enter the Latvian IT market are 

low. Most of the survey respondents (87%) recognize that the most important precondition for 

starting a new enterprise in Latvia is the start capital; 48% consider that business incubators 

and technology parks are important preconditions for starting a new business; 40% think that 

assistance of a consultant from the state institution is quite important factor for those 

interested to start a business; 25% have indicated that the assistance of a private consultant is 

important. 

In addition, around 80% of survey respondents have indicated that state support is very 

important for cluster creation and development.  

Forest industries cluster of Latvia 

Similarly as in the case of the Latvian IT cluster, also the Latvian Forest industry cluster 

launched its first initiative in the framework of the EU PHARE program, in the year 2000.  

The Forest industry of Latvia includes forestry, woodworking, furniture production, as well 

production of paper and paper products. There are ~2000 interrelated companies working in 

the Forest industry, specialised suppliers, service providers and other related institutions. In 

2008, there were 48 000 people or more than 5% of all labour market participants working for 

the Forest industry of Latvia
6
.  

Since 2000, the Latvian Forest industry achieved very rapid development, especially 

during the period of time from 2004 to 2007, when the Forest industry output increased by 

54% and the added value of the Forest industry increased by 34% respectively. Taking into 

account global economic recession and worsening of economic conditions in Latvia since the 

end of 2007, also the added value of the Forest industry has reduced by 14% in 2008 

comparative to 2007. 

In 2008, the Forest industry contribution in the Latvian GDP was around 4%
7
. The 

largest sector of Forest industry is wood processing (woodworking, furniture, paper and paper 

products) which contributes around 2% in the GDP of Latvia
8
. 

The structure of Forest industry cluster, which is established and operates in the 

framework of the Forest industry federation, is reflected in the Figure 7. The Forest industry 

federation acts as the cooperation platform for 6 sectoral associations representing the Forest 

industry. The Forest industry federation works in the triple helix approach which is typical for 

cluster organisations. However, members of the Forest industry federation do not associate 

themselves with a cluster, but mostly perceive the Forest industry cluster as a business 

project. In 2009, with the support of the Forest industry federation, the Furniture and related 

industries cluster was established to apply for state support for promotion of the Latvian 

furniture export and for increasing international competitiveness of the Forest industry.  

According to the Latvian Forest industry federation the main purpose of the Forest 

industry cluster is to promote and strengthen co-operation between forest sector and all 

related industries taking into account important aspects for improving competitiveness of this 

industry – woodworking and wood processing enterprises, associations of industries, 

institutions of education and research, related and support sectors (construction, trade, energy, 

transport, logistics, IT, etc.). Activities of the Forest industry cluster are targeted at 

competitive and sustainable development of its companies to promote their export capacity 

and to increase proportion of added value in their output.    

                                            
6
 Ministry of Agriculture of the Republic of Latvia (2009) Forest industry in Latvia (Meža nozare Latvijā), Riga, Latvia, 

pp.4-5 
7
 Ministry of Agriculture of the Republic of Latvia (2009) Forest industry in Latvia (Meža nozare Latvijā), Riga, Latvia, p.3 

8
 Ministry of Agriculture of the Republic of Latvia (2009) Forest industry in Latvia (Meža nozare Latvijā), Riga, Latvia, p.4 
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The co-operation partner of the Forest industries cluster is the University of Agriculture 

– the only university in Latvia which provides education for specialists in woodworking and 

forestry. 

The scientific co-operation takes place within the cluster to develop new innovative 

products. This co-operation is facilitated by well-developed dialogue between the Latvian 

Forest Industry Federation, the State Institute of Wood Chemistry and the Institute of Forestry 

Science. In result of the co-operation the Institute of Forest and Wood Products Research and 

Development with accredited and notified testing laboratories has been established.   

In 2008, the Forest industry contributed 19% of the total export volume of Latvia. 

Starting from 2003 the share of Forest industry exports has been decreasing, because of faster 

increase in exports of other industries, especially machine building and metalworking. Also, 

the demand for Forest industry products on domestic market has been increasing which has 

slightly reduced exports. However, the Forest industry is the only industry in Latvia which 

has had stable and positive export and import balance in the long run
9
. 

Wood processing is the biggest export sector in Latvia with two-thirds of its output 

being exported. Main export markets for this sector are in the European Union member states 

(Sweden – 17%, Great Britain – 12%, Germany – 11%, Estonia – 10%)
10

. Considering that 

external competitiveness is an extremely important factor for the wood processing sector 

having improved access to international marketplace, as well as knowledge and information 

on external markets is extremely important for the competitiveness of companies of this 

sector. Competitors of the Forest industries cluster are not local companies, but other 

European regions. Therefore, this is very important for the Latvian Forest industries cluster to 

assess situation on external markets regularly, especially in markets of the Nordic region.  

The Latvian Forest industry federation is providing necessary assistance for companies 

helping with necessary market research, market prognosis, statistics and information on local 

and international markets. Recent diversification in product range, and the desire to improve 

profit margins, have seen Latvian producers increasing their direct presence in more remote 

markets like the USA and Japan. In addition, the Latvian Forest industries cluster closely co-

operates with Lithuanian forestry sector enterprises which are partly represented by this 

cluster. 

Members of the Forest industry cluster are benefiting from the creation of network of 

associations and enterprises which represent the platform for cooperation and information 

exchange involving higher education and research institutions. In addition, companies of the 

Forest industry cluster are benefiting from the support of the Federation, joint marketing and 

international cooperation activities, human resource development and knowledge 

management.  The creation of the Forest industry cluster or the cooperation network has 

helped to strengthen the all sub-sectors of this industry, which, in turn, has positively 

influenced competitiveness of companies and increased the contribution of forest industries in 

GDP of Latvia. 

Considerable opportunities to increase the added value of produced goods to be 

exported still exist because a detailed analysis of wood processing sector shows that it is 

dominated by enterprises of primary wood processing and the sector in total is insufficiently 

integrated. Current topical issues recognized by the Latvian Forest industry federation are: 

increasing efficiency of forestry and its resource base; increasing proportion of value added 

products; investment in increase of energy independence. Also, promoting the concept of 

cluster in practice could help to strengthen cooperation between firms which quite often do 

not perceive themselves as a cluster.  

  

                                            
9  Ministry of Agriculture of the Republic of Latvia (2009) Forest industry in Latvia (Meža nozare Latvijā), Riga, Latvia, p.3 
10  Latvian Forest industry federation, http://www.latvianwood.lv  
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Conclusions 

The research of the Latvian IT cluster and the Latvian Forest industry cluster supports 

the hypothesis that companies can achieve practical use and benefits employing the concept 

of clusters, because they stimulate competitiveness, as well as export and innovation capacity. 

In addition, the cluster can provide a platform for interaction and exchange for companies 

with similar business interests which are natural competitors.  

Development of clusters quite often is associated with specific initiatives. In this 

respect, the cluster management has an important role for providing necessary co-ordination, 

co-operation, and information exchange, both, within the cluster and in co-operation with 

external partners. Therefore, quality and professionalism of the cluster management are 

significant factors for analysing cluster performance indicators. The Latvian IT cluster and 

Forest industry cluster structures and organizational systems are completely different, but 

both of them ensure effective cluster management.  

The Latvian IT cluster and Forest industry cluster research was performed to evaluate 

cluster performance indicators, as well as the impact of cluster framework conditions on 

company performance. The main results of the Latvian IT cluster analysis are the following: 

1. Participation of most of the leading Latvian IT companies in the IT cluster testify that these 

companies recognize the importance of the cluster for their business activity. 

2. Positive that there are mature companies, as well as very young companies participating in 

the cluster, which signifies that both, well-experienced and also newly created companies, 

recognize the importance of co-operation for creating competitive products and services, 

and for accessing foreign markets. 

3. Participation of the Latvian leading IT companies in the cluster and their comparatively 

large share in the total turnover, profits and employment of the IT cluster (78%-80%) 

considerably influence business conditions of the IT cluster. Profitability indicators of the 

leading IT companies testify the efficiency of these companies. 

4. Main activity of around a half of IT cluster companies are on the local market, but most of 

IT cluster companies have a considerable export potential. Therefore, export promotion 

will be one of the most important tasks of the IT cluster in the near future.   

5. Innovation and different improvements of IT cluster companies are very much related to 

their own well targeted investment in R&D. Considerable amount of R&D investment by 

the IT cluster companies indicate that IT cluster members are leading companies in 

innovation of the whole IT sector. Cluster framework conditions are stimulating for 

promoting innovation, but they do not play the major role for innovation. Considering that 

IT cluster companies are also competing with each other undertaking joint projects in such 

a sensitive area as innovation could be complicated. 

6. Participation of IT cluster companies in different joint activities does not happen very 

actively. The sceptical attitude towards participation in joint activities could be an indicator 

for a very low state support for cluster development and for promoting business friendly 

environment. 

7. Most of IT cluster companies negatively evaluate work of state institutions, parliament and 

court system in relation to facilitation of business activity which testify that currently the 

state policy framework is unfavourable for business development.  

8. Around one third of all respondents have indicated that there are quite many IT company 

start-ups in Latvia, but chances for foreign IT companies to enter the Latvian market are 

considered as low. IT cluster companies consider that the most important factor for starting 

a new company is the start capital to establish a company. Also, business incubators and 

technology parks, state institution support and assistance of a private consultant are 

considered as quite important factors.    

The important achievement of the Forest industry cluster is the creation of co-operation 

network of companies and related associations which provides a platform for collaboration 
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and information exchange involving education and research institutions. Companies of the 

Forest industry cluster can optimize their expenses by exploiting an opportunity to participate 

in joint international activities, to implement joint marketing activities, to benefit from an 

access to specialized labour force, to receive regular specific information important for 

activities in domestic and international markets. The establishment of the Forest industry 

cluster has helped to strengthen the whole forest industry which, in turn, has positively 

influenced competitiveness of enterprises and increased the proportion of the forest industry 

added value in the GDP of Latvia.    

The main benefits of the IT cluster and the Forest industry cluster from the cluster 

framework are the following: 

1. Possibility of co-operation between similar companies which are natural competitors, 

possibility to find new partners. 

2. Possibility to participate in co-operation networks with other competitive export oriented 

companies, related associations, institutions of education and research, as well as other 

related institutions. 

3. Possibility for practical co-operation and for joining forces in bigger projects than it would 

be possible if acting alone. 

4. Effective cluster management system which facilitates and speeds up access of companies 

to new technologies. 

5. Improved access to new information. 

6. Improved knowledge and information on external markets, possibility to participate in 

joint marketing and branding activities which helps to reduce individual costs. 

7. More friendly business environment, as well as support for creation of new companies. 

8. Possibility to increase turnover and income, as well as to improve export capacity. 

9. Improved access to specialised labour force and specific knowledge. 

10. Improved competitiveness of all respective industry and individual companies which 

provides greater benefits for companies themselves, as well as for the national economy. 

Opposite from the IT cluster the Forest industry cluster companies do not associate 

themselves with the cluster. Thus, introducing the cluster concept in practice could help to 

strengthen co-operation between companies which often do not perceive themselves as a part 

of cluster.  

Knowledge and practical experience of Latvian business cluster initiatives could be 

useful for policy makers, as well as for entrepreneurs in different countries looking for 

improved competitiveness and long-term sustainable development. 

 

  

Figure 1: Changes in IT cluster turnover (million Lats) and number of employees (2006 - 

2008) 

Source: Latvian Enterprise Register, authors' own calculations 
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Figure 2: Changes in IT cluster profits (million Lats) and profitableness (2006-2008)  

Source: Latvian Enterprise Register, authors' own calculations 

 

 
Figure 3: Share of export from total products and services of the IT cluster (2008) (%) 

Source: IT Cluster expert survey data 

 

 
Figure 4: Expected share of export from total products and services of the IT cluster after 

five years  

Source: IT Cluster expert survey data 
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Figure 5: Share of R&D expenses from the total turnover of the IT cluster (2008) (%) 

Source: IT Cluster expert survey data 

 

 

Figure 6: Participation in joint activities, projects and initiative with other IT cluster 

companies (%) 

Source: IT Cluster expert survey data 

 

 

 

 

 

 

 

Share of R&D expenses from the total turnover of 

the IT cluster (2008)

53.33%

26.67%

20.00%  0-10%

11-20%

more than 30%

Participation in joint activities, projects and initiative with other IT cluster 

companies 

22.2%

10.0%11.1%

27.7%

22.2%

14.4%

33.3%
28.7%

11.1%

65.2%

10.0%

29.8%

20.0%

50.0%

34.4%

10.0%

0.0%

10.0%

20.0%

30.0%

40.0%

50.0%

60.0%

70.0%

Often Partly or rarely Dont have

information

Purchasing

Marketing and branding activities

Attraction of specialized labour force

Promoting business friendly environment

Activities related to entering new

markets
Development cooperation



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

70 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 7: Structure of the Forest industry cluster.  

Source: Latvian Forest industry federation, http://www.latvianwood.lv  
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 Abstract 

 Purpose – the aim of this paper is to develop an extended view on the broad applications and 

perspectives of design as a significant element of innovations in creating a sustainable competitiveness of the 

businesses and generating wealth of the region. 

Design /methodology/approach – the study is based on literature review and activity observation of 

design industry.   

Findings – the main findings of the study show that concepts such as strategic design, design 

management and design thinking are notably entering business environment by having conceptually new 

applications. Innovation policies, support, and education systems, have not yet caught up with these 

developments and these are the problems for further research in this emerging area. 

Research limitations/implications – the study limits partially closed statistical data of companies’ 

activity analysis.  

Practical Implications – this work is useful for executives,   who search for development of new 

innovative   business models in highly competitive   and fast changing business environment  

Originality/Value – this work is the first attempt to highlight the latest trends in the development of 

design, conceptual changes and further perspectives of the industry in the development of Latvia economy 

Paper type – Research paper. 

Key words: design, sustainable competitiveness, radical innovations, innovation methods,  Latvia 

Introduction  

Thinking of design, the first comes in mind the stylish high-end products mostly in 

fashion, automotive and high-tech industry. When executives think of design ―they ask 

designers to make products look beautiful‖ (Verganti, 2009) e.g. differentiate   their products 

from the competitors in the matured markets when competition becomes severe. What is 

design - is it a stylish element of luxury goods or is it a supplementary attribute for 

differentiation of the products?  A ―lack of predetermined outcomes‖ (Boland and Collopy, 

2004) is characteristic for the traditional view on the design process.  

As a business activity, design is not only a tool to modify form and function of the 

products but ―directly influences commercial constraints such as manufacturability, safety, 

and marketability. By creating new concepts, simplifying process to reduce cost, streamlining 

product function, or transforming business practice, designers create new experiences, add 

value, and sometimes give birth to new markets‖(Heskett, 2004). Design activities, linked to 

the objectives, form three major design usage levels: ―design as a product, design as a process 

and design as a transformation‖ (Friis, 2006). Depending on the design development level or 

formulated objectives to design, understanding of design use and significance completely 

differs.  

The aim of this paper is to develop an extended view on the broad applications and 

perspectives of design as a significant element of innovations in creating a sustainable 

competitiveness of the businesses and generating wealth of the region. Our purpose is to 

highlight the latest trends in the development of design, conceptual changes and further 

perspectives of the industry in the development of Latvia economy.   

Materials and methods of the work.  The study is based on academic and research 

literature readings and design industry activity analysis.   

Main results. Meaning of design, definition and development trends. In order to 

understand an entire meaning of the design, authors propose to look at its generic definition  
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proposed by Krippendorff (1989): ―The etymology of design goes back to the latin de + 

signare and means making something, distinguishing it by a sign, giving it significance, 

designating its relation to other things, owners, users or gods. Based on this original meaning, 

one could say: design is making sense [of things].‖ Distinguished design scholars have 

emphasized a link between design and meanings, for example Margolin and Buchanan states 

that ―products embody notions on identity that are socially recognized and thus become 

tokens in the symbolic exchange of meaning‖ (Margolin, Buchanan, 1996).Taking into 

account this standpoint when design is considered as an element what helps to bring value and 

usefulness of things, or in other words, to make them meaningful for the humans, design 

addresses much broader perspectives in applicability then single stylish element of luxury 

goods. Furthermore, innovation scholar Clayton Christensen has emphasized the importance 

of targeting meanings and understanding what people are really trying to achieve when they 

buy products. Thus, ―the dialectic therefore is not between function and form, but between 

function and meaning‖ (Verganti, 2009).  

Transferring these statements and meanings of design in our today‘s business 

applications, the design process has to deal with main goals: 

 satisfaction of business requirements and customer needs, 

 solution of social problems. 

Therefore, design is a socially responsible process what combines esthetic appearance, 

functionality, ergonomics, technologies, market and research in order to achieve economic 

value and increase wealth. 

In our interviews with design practitioners in Latvia and accordingly to Mollerup 

Designlab research (2006), we came to conclusion that the understanding of design directly 

correlates to the stage and level of development of design process. In the early stage, design is 

considered by executives of companies only as a stylish element of a product, what solves 

some problem of the product and professional designer is required to participate at the end 

part of production cycle. This is a common application form of design in Latvia. More 

advanced development stages are design as a process when broad understanding of the 

business process is integral, multi-disciplinary approach of the production process giving 

clear vision what and how design is integrated in the entire system. As a future target is a 

design thinking transfer to modify entire culture of the organization to form a platform for 

innovations, strengthen long-term competitiveness in the global marketplace. 

The ―old‖ business models (table 1) with former strategic thinking patterns can‘t bring 

sustainable competitiveness in the changed business, political and social environment. The 

fundamental changes do require transformed strategic thinking of any business in any 

industry. 

Table 1: Changes in business thinking models  

Former thinking model Thinking model of sustainable competitiveness 

Continuous cost cuttings, lowering all 

expenses and prices; model based on: 

Creating products with added value; model based on: 

 mass production  customization, understanding of identity and 

cultural requirements 

 emphasis on products meaning and its value, 

 low material and labor costs  environmental materials and qualified labor, 

waste elimination 

 reliance on RD investments as 

sole solution 

 open innovations in various from through 

culture of the organization 

 design increases costs and can be 

used only as differentiator in 

mature markets 

 design integrates technology, commercial 

functions and human identity 

 protection of IPR  successful commercialization of IP 
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―The potential of design lies partly in its broad nature, allowing a wide range of 

considerations to be taken into account in the development of products, services and systems, 

and its bridging capacity, connecting technology with the user, engineering with the 

commercial, and transforming creativity into innovation‖ (Commission of the European 

Communities, 2009).   

In macro-economic level there is a strong correlation between use of design in the 

country and its overall competitiveness (NZIER, 2003 and WEF, 2002). Among the 20 

nations ranking highest in terms of design, 17 are also among the 20 nations ranking in terms 

of competitiveness.  

Design gradually becomes an integrated part of European innovation policy, a building 

block of a policy model that encourages innovation driven by social and user needs, thus 

developing further European strengths such as heritage, creativity and diversity. EU 

Innovation Strategy and new European innovation plan by 2010 develops general political 

agreement that ―all forms of innovation need to be supported and that the progressive shift in 

emphasis of the demand and user-based innovation strategy from exclusive reliance on 

―technology push‖ to more demand- and user-driven innovation must continue‖ (Commission 

Staff Working Document, 2009) 

The significance of design in innovations and achievement of sustainable 

competitiveness of the business. ―Good design is an increasingly important means for 

businesses to hold their own in international competition. Design has the power to make 

products and services more attractive to customers and users, so they are able to sell at a 

higher price by being differentiated from the competition virtue of new properties, values and 

characteristics‖, Design Denmark (2007). The principal role of design is to create an 

economic value to products, services, and organizations. Furthermore, the added value has to 

be seen and appreciated from the client‘s perspective as an experience value. When the 

technical quality of any product or service has become a standard requirement the emotional 

factors like play increasingly significant role in a process of choice of particular products and 

services. Added value and positive emotions don‘t arise themselves. They are planned and 

developed by research, business and design professionals in an integrative process. ―Applied 

effectively, design does more than improve the single product or service. Design is a strategic 

development process, and it is a way of seeing problems and their solutions‖ (Mollerup 

Designlab, 2004). 

There are two generic innovation methods: 

1) user centred innovation method when existing products or services are changed by design 

process to satisfy the needs of the current customers of the industry. This method is based 

on incremental changes in the value chain of process and dealing with the current context 

of use; it has a relatively short life-cycle due to easy way to copy modified product; 

2) design-driven radical innovation method gives completely new innovative solutions what 

creates a new industry and gives proposal of the new product to people. ―Radical 

innovators don‘t go too close to current consumers, instead, they step back and investigate 

the evolution of society, economy, culture, art, science and technology‖ (Verganti, 2009) 

In a composition with radical technology innovation, design-driven innovation proposes a 

product with envisioned context of life, thus, longer life cycle, first mover advantage, 

higher profits and sales volumes, increases brand equity, reputation and more sustainable 

economic value. 

By bridging designers and executives, media, suppliers, universities and design schools, 

consultants and researchers in sociology and anthropology in continuous fruitful networking 

and long-term efforts can be developed design-driven innovations what gives powerful 

competitive advantage in the global market place.  

Research papers of some leading design development countries like Denmark (Danish 

National Agency for Enterprise and Housing, 2003) and Sweden (SVID, 2008) clearly 

indicate why and how design brings economic value in micro-economic level: 
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 companies investing in design have increase in profit of 22 % compare with the ones 

which don‘t invest; 

 companies that have increased the investments in design have increase in profit of 40 % 

compare with those which haven‘t increased; 

 companies which both employ in-house designers and outsource design services export 

40 % of their turnover while other companies only export 18% of their turnover; 

 companies on the upper level of design development have greater profitability then the 

ones on the lower level.  

 Furthermore, Innobarometer (2007) survey identifies that: 

 innovative companies across EU found that over 27 % considered that design staff had 

been a major source of ideas for their innovative activities, what is slightly ahead of RD 

staff (25%) 

 in more than 50 % of the innovative companies the innovation process comes from non-

RD functions; 

 non-technological innovation enterprises are smaller in sizes, with limited resources of 

investments and basically acts in low-tech industries; 

 non - technological innovations tends to develop at the same rate as technological 

innovations. 

Additionally, design integrated into development processes or design as a key strategic 

element has a potential to lower costs, such as production, assembly, packaging, 

transportation, warehousing and disposal costs preventing investments into usage of 

inappropriate materials, wasteful processes with lack of compatibility with user needs, tastes 

or abilities.  

It is particularly important and acute in economic down-turn to realize an open nature 

and various complementary sources of the innovations. A vital challenge is to comprehend 

full spectrum of relations between design, innovations and competitiveness.  Design acts as 

fundamental bridge connecting science, technology and users, creating sustainable 

competitive advantage and long-term profitability for the business. ―Great designs share 

characteristics: They seem simple but also complete; they involve users at an emotional level 

beyond function; they contain a reassuring familiarity while eliciting surprise; and they appear 

timeless and innovative at the same time‖, Liedtka J. and Mintzberg H. (2006) 

Development of design in Latvia, its barriers and potentials. If design as a driver of 

innovations delivers what it promises either in its user-centered form or design-driven radical 

innovation form, at the advanced levels of integrated design into entire business model of 

organization, why does it attract so far rather limited attention and followers, particularly 

design-driven innovation method? As a part of the answer to the question is that design is 

nothing new but design‘s role in the context of innovation, competitiveness, social and 

environmental sustainability is linked to recent changes such as global competition, 

increasingly sophisticated consumer demand, increased social and environmental awareness 

and therefore the understanding of full spectrum of this new role of design is just emerging. It 

takes time for institutions (political, educational etc.) and commercial organizations to adapt 

to new thinking model and to implement crucial changes in current policies and models.  

 Evaluating design development level, Latvia is still in the very basic stage where 

design is treated as stylish addition and differentiation solution to some certain maturity 

products. In countries like Finland, Denmark, Sweden, UK design is at the much higher 

development level, having clear design policies and it is increasingly integrated as a key 

element into business processes, strategy and new business models. These countries 

successfully are implementing design policies that will enable them to reap the benefits of 

design in its broad application perspective and in long-term. Commonly, design policies 

address issues in six key areas: research and education, design industry, business, public 

sectors, general public and international audiences. ―National design policy for Latvia must 
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bridge the gap between the current situation and preferred situation….To realize a more 

competitive Latvia, many people must learn new skills and practices, and they must use 

current skills and practices more effectively. For this to happen, they need motivation and 

learning‖(Mollerup, 2004). 

 To realize the key steps how to move forward into ―preferred‖ situation, authors had 

determined the basic barriers which prevent further development of design integration into 

business processes.  

1) the gap of common understanding of design‘s integrated role in innovation process 

between design professionals and companies, 

2) business executives don‘t have a broader understanding of the role of design and how it 

can be applied in their business processes; they treat design as a stylish element and cost 

source;  

3) they same for design professionals  - they lack understanding of business requirements and 

processes to integrate them and use in innovations 

4) research of design‘s broad nature is only emerging; specifically in a consolidated 

perspective of design and innovation 

5) although some EU countries has successful design and innovation policies in action (like 

Finland, Denmark), in Latvia this process is still in the very basic stage. 

Furthermore, authors have identified six key target groups to address the basic tasks in 

order to develop design integration in more successful way: 

1) Research and education. Artistic sensibility, material sensitivity and craft skills are not 

enough in today‘s professional designer‘s education portfolio. Modern design education 

requires research, international orientation, integration of design and business education 

2) Designers. Skilled design professional must be able to work and compete internationally. 

Domestic products and services have to compete successfully with imports and must be 

competitive in export markets, creating reputation of the designer and general nation‘s 

reputation as a country with high design standards. Life-time education, continuous 

networking with researchers, international experience and understanding of business 

requirements lead to excellence in design.  

3) Business and industry. Awareness of design as integrated element of innovations, 

competitive advantage and long-term profitability. Long-term demand for design services 

requires a business sector what believes that design pays. Motivation, learning and 

experience are the key-stones of this. Although economic incentives and motivation can 

be developed through national design policies, authors proposes that  experience should 

be  built on ―learning-by-doing‖ principle: launching creative laboratories together with 

professional designers, design studies integrated into business education, learning courses 

and seminars with professional design consultants.  Business people require information, 

knowledge and understanding about broad application of design. This would let them feel 

comfortable and ―speak the same language‖ with professional designers.  

4) Public sector. If business sector requires private initiatives, public sector needs political 

decisions. Demand for professional design in public sector would be positive signal for 

the business environment and important driver for a national design development. As a 

positive example would be demand of good design in public procurements, social and 

environmental programs. 

5) General public. Nation has to have a certain level of public design awareness to have a 

strong design industry. This demand for high design standards also stimulates young 

people to seek for career in design or integrate design into their future businesses.  

6) International audiences. A nation‘s international reputation for delivering excellent 

products and services requires that these products and services are having a superior 

design. Furthermore, international reputation increases potential demand for the design 
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services. Proficient use of design becomes an integral aspect of the nation‘s image abroad 

and indirectly stimulates also other export potentials. 

Conclusions 

Design in its development and linked objectives, have dramatically  changed from the 

narrative understanding as a form and style, through the design in process when application is 

related to basic questions ―what is designed‖ and ―how it is designed‖ to the new advanced 

level of design usage as transformation. It has happened due to economic reasons of 

continuously shortening product life cycle, product differentiation problems, increasing 

requirements of ―heavy investments‖ in traditional RDs, economic slow-down, challenges of 

global competitiveness, and changes in social and environmental awareness. Traditional 

methods business methods based on ―old‖ strategic thinking don‘t bring anymore expected 

results. With all that changes, economy enters innovation phase. In this challenging time new 

business models should be evaluated and one of the potentials what is still not used in full 

spectrum is design. The results are compelling: companies that invest in design tend to be 

more innovative, more profitable, and more competitive in the global markets than those who 

do not. At macro-economic level there is a strong positive correlation between the use of 

design and national competitiveness. 

Design as a strategic tool for innovation has developed rapidly in recent years and the 

research in this area is just emerging. Concepts such as strategic design, design management 

and design thinking are notably entering business environment by having conceptually new 

applications. Innovation policies support, and education systems, has not yet caught up with 

these developments and these are the problems for further research in this emerging area.  
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QUALITY MANAGEMENT IN HEALTHCARE 

Uldis Eglītis 
Riga International School of Economics and Business Administration, Latvia 

Abstract 

Purpose. In the article the research is looked upon which has been carried out in Latvia health care 

institutions, higher educational establishments, sports clubs and other places with an intent to find out Latvia 

people’s opinion about the service quality of the provided health care and also what is understood by a 

qualitative service. The peculiarity of the health care system is that the healthy ones are paying for the unhealthy 

ones indirectly with the help of taxis. Even though the service is received mostly by the unhealthy people right 

now, the opinion of these consumers has not been analysed properly yet. During the research 449 respondents 

were questioned. According to A.Patwardhan1 the following factors are important in the health care provision: 

technical and clinical, communication between people, and physicians’’ accessibility and their provided 

services. The research analyses directly the doctors’ communication abilities with the patients and the 

accessibility of the provided services, for right now it is not quite clear how to assess objectively the doctors’ 

clinical competence, although the respondents also have to assess  the competence. The goal of the research is to 

study the service and quality of Latvia health care system which is offered to the clients. 

Design /Methodology /Approach. The client-patient is the one who the medical institutions provide their 

services for and who the services are meant for. If it were like that, then it is very important to focus on the client 

as it is in most of the business. However, the research reveals a totally opposite picture that the doctors do not 

appreciate their clients so highly. It is proved by using questionnaires of 449 respondents in 8 different places in 

Latvia. 

Research Limitations. The questionnaire as the means to acquire the information about the quality of the 

provided service is the only way how to obtain the clients’ opinion. However, it is hard to standardise and 

validate this approach. In order not to have a query about the obtained results, it is necessary to make a 

selective set which reflects the social content more closely. It is important to take into account that quite often 

the person’s health and the attending physician are a closed topic, for the people are not often willing to express 

themselves, which is shown by the results of the questionnaires, where a surprisingly big number of respondents 

consider themselves as practically healthy ones, even though they are in the medical institution.   

Originality/Practical Implications. The research gives an opportunity to get to know what the 

respondents think about the quality of the treatment process and what the most important components are. The 

obtained outcomes will be used in the formation of the quality assessment model in health care which will be 

useful for the managers of the clinics.  

Findings. The most important thing for the clients in cooperation with the doctors is the communication 

and its most significant factor is complete information about the things going on and the manipulations done to 

the client.  

Type of Research. Survey 

Key words: Quality of health care, organisational efficacy, output measurement   

Introduction  

The health care in Latvia during the writing process of the article is in the anticipation 

of serious reforms. The budget consists of ten millions deficit, hospitals are in huge debts, 

practically in the country there is introduced the paid medicine and a lot of doctors, hospitals 

and practices are struggling for their existence. However, the ones who can offer their service 

and themselves as the qualitative ones will survive in these times, for gone are the times when 

a person was considered as a patient. Now more and more the person is like a client for the 

clinic who brings in some money. The competition also increases in medicine more and more 

often and this fact brings its corrections into the doctor-client‘s relationships, for even the 

most professional ones will lose lots of money unless being able to listen into their clients. 

The situation was formed along time ago when all the resources were directed towards the 

maintenance of the system on the people‘s account. The knowledge and equipment have to be 

used in a way that the patient‘s benefits would be increased and risks decreased
2
. Recently a 

                                            
1 Anjali Patwardhan, Prakash Patwardhan, Are consumer surveys valuable as a service improvement tool in 

health services? A critical appraisal, International Journal of Health Care Quality Assurance, Vol. 22 No. 7, 2009 

UK, 2009, p. 2  

2 Avedis Donabedian,  The Quality of Medical Care Methods for assessing and monitoring the quality of care for 

research and for quality assurance programs,1978, p.1 
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rapid increase of medical costs has been noticed and thus it is very important to assess the 

quality aspects and optimise the resources, and it is being done in the whole world. In the 

European countries the so called EFQM model is used to assess the quality of policy which 

consists of nine criteria: leadership, policy and strategy, people, partnerships and resources 

and processes; customer results, people results, society results, key performance results. The 

introduction of the quality management in hospitals has been compulsory in Germany
3
 since 

1989, in Ireland since 1994. The goal of the quality management is to make a system which 

gives a possibility to measure and manage the patients‘ care, to guarantee an optimal medical 

service to all patients
4
. Quite often the argument is that the quality costs more, but it would 

not be quite right to define the quality of health care as a modifiable measurement depending 

on the money accessibility. It would be rather expressible as the equation: 

value=quality/costs
5
. 

Knowing the patients opinion the organisation can change its approach and start 

focusing on the patient and its needs and possibilities. Nowadays there appear more and more 

competition in the health care and the Internet plays a more significant role as well, for the 

clients share their impressions online. According to BMJ
6
 the most important aspects of the 

medical work quality are: 

 Professional values 

 Accessibility 

 Clinical competence 

 Ability to communicate 

 Equity 

 Effectiveness for everyone individually 

 Social acceptability 

 Efficiency and economy 

This paper analyses more the professional values, accessibility, clinical competence, 

ability to communicate. The attitude of other staff (nurses, receptionists) has not been studied 

separately, even though it is important in the organisation research, for the clients are just 

more sensitive towards that
7
. In hospital environment the shortage of nurses is assessed very 

negatively. (Vicky Papanikolaou at all, 2007)
8
.  

Analysis 

The questionnaire consists of 23 questions. The questions are divided into three groups: 

1 Passport data about the respondent 

2 About the institution in general 

3 About the particular person  

                                            
3
 Johannes Moller, Jochen Breinlinger O‘Reilly, John Elser Quality management in German Health care- the 

EFQM excellence model., 2000, International Journal of health care quality assurance, 13/6, 254-258, p.1 

4 Kay Ennis, Denis Harrington Quality management in Irish health care, , 1999, International Journal of health 

care quality assurance, 12/6, 232-243, p. 3 

5 Molla S. Donaldson  Measuring the Quality of Health Care, Editor; The National Roundtable on Health Care 

Quality, Institute of Medicine, ISBN: 0-309-57068-9, 42 pages, 6 x 9, (1999),  National Academy press, 

Washington, D.C. 1999, p. 15 

6 R. J.Maxwell, Quality assessment in health, British Medical Journal, volume 288, 12 May 1984, p. 2 

7 Kui-Son Choi, Hanjoon Lee, Chankon Kim, Sunhee Lee The service quality dimensions and patient 

satisfaction relationships in South Korea: comparisons across gender, age and types of Service Journal of 

Services Marketing 19/3 (2005) 140–149, pp. 7  

8
 Vicky Papanikolaou and Spyridoula Ntani, Addressing the paradoxes of satisfaction with hospital care, 

International Journal of Health Care Quality Assurance, Vol. 21 No. 6, 2008, pp. 548-561, pp. 9 
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In the questionnaire the respondents were divided into four age categories from 18-25, 

from 25-45, 45-65, 65-100. The information about the respondents‘ income was also obtained 

which was divided from <LVL 285; LVL 200-400, LVL 400-1,000, LVL 1,000-5,000. 

Professional interviewers were used to complete the questionnaires. In total 449 people were 

questioned, forming various age and income groups starting from mothers with small 

children, students, middle aged people and elderly respondents (see Table No 1). The places 

for the interviews were chosen SSC Accident and Orthopaedic Hospital (80 respondents), 

Doctors‘ Surgery ARS (94 respondents), Liepāja Regional Hospital (70 respondents), Old 

Liepāja and New Liepāja Primary Health Care Centres (70 respondents), a sports club (29 

respondents), Rīga Stradins University (51 respondents), a random selection at workplaces 

and on streets (55 respondents). 

Table 1: Age, Sex, Income Distribution  

 0-200 200-400 400-1000 1000-5000 Other TOTAL 

female 175 93 32 3 3 306 

18-25 55 18 3  1 77 

25-45 44 45 26 2  117 

45-65 31 27 3 1 2 64 

65-100 45 3    48 

male 72 26 31 8 6 143 

18-25 20 5 3  1 29 

25-45 12 10 18 4 2 46 

45-65 12 9 10 3 1 35 

65-100 28 2  1 2 33 

TOTAL 247 119 63 11 9 449 

In total the women prevail with 68.15% from all the respondents, men 31.85% 

respectively. 

The distribution of nationalities can be seen in Table No 2. 

Table 2: Nationalities 

American 0,23% 

Armenian 0,23% 

Byelorussian 0,45% 

Greek 0,23% 

Russian 26,02% 

Latvian 69,68% 

Lithuanian 1,58% 

Polish 0,90% 

Ukrainian 0,68% 

Total 100,00% 

People with low income prevail, respectively 247 respondents in the income group up to 

LVL 200. The income distribution reflects the reality. The visitors of the Doctors‘ Surgery 

ARS and also gyms have got the highest income that can be explained with the care of their 

own health, which is more characteristic for a well-off person. 
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Table 3: Income Distribution 

Income in LVL % 

0-200 56,14% 

200-400 27,05% 

400-1000 14,32% 

1000-5000 2,50% 

Total 100,00% 

When analysing the self-assessment of the respondents‘ health condition, it is possible 

to make a conclusion that it gets worse with the age and income, respectively, the less they 

earn, the worse the self-assessment is. These facts are logical and in this case they obtain a 

quantitative assessment. 

The Most Important Quality Factors 

When analysing the respondents‘ answers, where it was asked to choose the most 

important health quality factors, the answers can be divided into three groups according to the 

respondents‘ answers (see Figure 1: Important quality factors).  

I Communication Factors 

 The most important is the detailed information about treatment (276 respondents and 

 the doctor‘s attitude during the visit (269 respondents), as well as the information 

 about competency (190 respondents). 

II Organization Factors 

   They more describe the organisation work as an individual person. Here the reputation 

 of clinic (181 respondents), price (171 respondents), quick result of treatment (168 

 respondents), privacy (103 respondents) are divided. 

III Other Factor‘s (less important) 

 An obviously smaller importance is paid to such things as the prescribed drugs and 

 manipulations (42 respondents), long waiting lists as a result of physicians‘ 

 competency (33 respondents), expensive interior and equipment (29 respondents), and 

 sickness rate decrease (16 respondents) as well as others (15 respondents). 

A clear tendency can be seen that due to the income increase the significance of the 

service prices decreases, and also the importance of the prescribed drugs and manipulations. 

However, the significance of the treatment outcome and privacy increases. 

 

 

Figure 1: Important Quality Factors 
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Assessment of the Physician’s Competence 

Patients assess the physician‘s competence subjectively (see Figure 2: Physician‘s 

Competence), respectively by the acquaintances‘ recommendations (318 respondents); 

moreover, this factor is assessed 3.5 times higher than the following two more objective 

factors such as certificates (89 respondents) and participation in the congresses (59 

respondents). It is worth to take into account that people pay very little attention to the PR fact 

as a regular appearance on mass media, which I think is paradoxical. It is possible that the 

long-term outcome is more important for the respondents.  If the income level increases, the 

people pay more attention to the acquaintances‘ recommendations and PR activities on mass 

media and also the existence of expensive medical equipment in the clinic. However, the 

significance of certificates decreases. Apparently the ones who earn more are more intelligent 

and they assess these factors more objectively. 

Assessment of the Physician’s Ability to Communicate 

Respondents assess the physician‘s ability to communicate by the explanation of the 

illness and examination procedure. The ones, who have received complete information about 

the treatment procedure, assess the physician‘s ability to communicate as excellent and vice 

versa. Exactly the same connection can be found between the assessment of the physician‘s 

competence and communication. 

In the age group from 18-25 a quick outcome is expected from the physician (see the 

Table 4: Ability to Communicate). If there is no outcome, the physician‘s competence is 

assessed and unsatisfactory. In the age group 25-45 the respondents accept the contact with 

the physician who is assessed unsatisfactory, in the group 45-65 there again can be observed 

the dependence on the result, respectively , if there is a contact, then the competence is 

assessed satisfactory and vice versa. In the group 65-100 the people become more compliant 

in their assessment and remain faithful to their specialist, even though the communication is 

not satisfactory 

 

 

Figure 2: Physician‟s competence 

Table 4: Ability to Communicate 

Ability to communicate Yes No Partially 

Very good 90,71% 0,71% 8,57% 

Good 66,82% 2,80% 30,37% 

Satisfactory 30,59% 5,88% 63,53% 

Bad 0% 50,00% 50,00% 

Total 66,22% 3,58% 30,20% 
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Choice of drugs 

The choice of drugs, physicians‘ amenability from the pharmacy business side has 

always been a topical issue for a discussion. In a lot of countries there is legislation which 

determines the physician has got the rights to prescribe the substance only and not a particular 

brand, thus decreasing the risk of corruption. In the questionnaire there was asked a question 

―Do you think the prescribed medicine for you could be replaced by another one, a cheaper 

one?‖ A surprisingly big number of respondents (32.59%) (see Table 5: Drugs) actually do 

not trust their physician and they think it is possible to get cheaper medicine. From the market 

point of view the pharmacy companies are interested in 4.91% of the respondents, who 

always choose the more expensive medicine. This figure in the low income group >200 is 

even higher 5.56%. Physicians‘ competence is also connected with the prescription of 

expensive medicine, i.e., the cheaper medicine is used, the higher the competence is assessed, 

and a similar situation is with the communication, i.e., the more expensive medicine, the 

worse assessment of the communication. A doctor, who is considered to be incompetent by 

the patients, is also assessed as inaccessible. This is a noteworthy phenomenon and it could be 

explained with the shortage of the qualified specialists in Latvia where the remaining doctors 

are working too hard and they actually do not have time enough to spend it with their patients. 

Table 5: Drugs 

Income LVL Yes No Don't know Always most expensive 

<200  31,30% 17,07% 47,15% 4,47% 

200-400  37,82% 13,45% 44,54% 4,20% 

400-1000  31,75% 15,87% 46,63% 6,35% 

>1000  18,18% 9,09% 54,55% 18,18% 

Other 22,22% 44,44% 33,33% 0% 

Total 32,59% 16,29% 46,21% 4,91% 

Interior and equipment 

 In the research there were also analysed the clients‘ thoughts about the influence of the 

interior and expensive medical equipment on the process quality and price. The result is that 

the respondents do not want to pay for the interior of the institution, and they also do not see a 

connection between the interior and the efficiency of the provided help. It means that less 

money should be invested into the interior when setting up private clinics. If the patient has 

received an effective help, then the attitude towards the interior as a reason to increase the 

price is more compliant. 

Future research  

As quality might be seen multidimensional, future research is needed for other 

dimensions, which hasn‘t been touched in this article. Very important would be to evaluate 

physicians attitude as they are creators of quality in medicine. Second potential research 

dimension is clinic management and other clinic stuff who are involved in real medical work. 

Conclusions 

When turning to a doctor, the patients believe that everything possible is done to improve the 

situation and result. However, due to various factors it is not always true. My research gave 

fallowing conclusions in regards to health care quality: 

1. The carried out clients‘ questionnaire truly shows that mostly people connect the treatment 

quality with the doctor‘s ability to communicate and in people‘s perception this means 

complete information about the treatment procedure and doctor‘s activities.  

2. The client-patient‘s involvement into the healthcare planning and formation would allow 

adapting the system to its clients and it would give a higher patients‘ level of satisfaction. 
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3. Currently quite a small number of respondents think of the data confidentiality (103 

respondents). However, the higher the income level is, the more attention is paid to this 

fact. 

4. The higher is the person‘s income level, the better his or her health self-assessment is, 

which could also be explained with the fact that more money can be given to health care. 

5. The people with a higher income more often choose private medical institutions for the 

work quality and accessibility there is on a higher level than in the state controlled 

institutions. 

6. The outcome of the process and references about the particular specialist become more 

important for the people when the level of income increases, but the price becomes less 

important. 

7. It is interesting to mention separate professions whose representatives are ill more often, 

but they are not insured (lawyers, waiters, and journalists) and professions whose 

representatives are not so often ill, but has insurance (receptionists, engineers, security 

guards, treasurers). 

8. The specialists are chosen mostly by the acquaintances‘ recommendations and regular 

appearance on mass media. Moreover, the higher the income, the more distinct this 

tendency is. This fact can be explained rather easily, for the appearance on mass media is 

―public relations‖ in fact. 

9. Paradox- 41.23% of respondents in the medical institutions consider themselves as 

practically healthy. The people‘s distrust to their specialist, who thinks their remedies 

could be replaced by cheaper ones, is quite a worrying phenomenon. However, the fact that 

4.9% of respondents choose the more expensive medicine is noteworthy and it could be 

used for the research in the pharmaceutical area. 

10. The physicians‘ competence and accessibility is also assessed by the ability of 

communication. 

 If the potential problems have been found out, then the organisations can use different 

methods to improve its work, e.g., Six Sigma, improving the patient‘s outcome, measuring the 

patient‘s perspective. Research gave clear evidence that as for patient physicians 

communications skills are the most important quality factor and improving this every indivual 

person as well as clinic in general will attract more customers. The research can be used in the 

health care institutions and also by individual specialists in order to improve the labour 

quality, communication; and the pharmaceutical companies as well in order to assess the 

market potential  
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COMPETITIVENESS OF LATVIAN MACHINERY AND METALWORKING 

INDUSTRY IN THE SITUATION OF GLOBAL CRISIS 
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Abstract 

Latvian Machinery and Metalworking Industry (the LMMI) is one of the key sectors of the processing 

industry. Its average share in total manufacturing output is 25%. Statistical analysis outlines that the downturn 

has affected LMMI more deeply compared to other manufacturing sectors. Within last year, its share of 

manufacturing output felt down to 19% and exports in 2009 compared to 2008 dropped by 43%, respectively, 

the biggest decline among all manufacturing sectors. This trend is extremely critical as export accounts average 

of 70% of the total LMMI output. The aim of this study is to determine the key aspects of the decrease of LMMI 

competitiveness in a situation of global downturn. One of the reasons might be sharp decline of productivity in 

2009 – by 42% compared to 2008, but substantial impact has had the EU industry downturn because LMM main 

export markets are EU countries. 

Keywords: Latvian Machinery and metalworking industry, competitiveness, productivity, added value, 

sustainable growth. 

Introduction 

Every country wishes to have a competitive economy in the global market. If we are 

considering twenty most competitive countries in the world according to ―The Global 

Competitiveness Report 2009-2010‖, they all have strong, high value-added manufacturing. 

LMMI is one of the most important Latvian manufacturing components. Its total output 

makes an average of 25% of the total manufacturing output. According to statistics, the crisis 

has affected LMMI more than other manufacturing sectors. During the year, its share in total 

manufacturing output has dropped to 19%. Following a strong growth over past five years, 

total export in 2009 experienced a drop of 42% compared with 2008. It is the biggest decline 

between manufacturing sectors. This trend is especially dangerous because exports average is 

70% of the total output of LMMI. Aim of this study is to clarify main aspects of LMMI 

decline in competitiveness in global crisis conditions. The main methods of the work - 

analysis of scientific literature, statistical data analysis, interviews with business executives. 

Background of LMMI 

Global crisis has seriously affected global economy and is a serious challenge to 

national competitiveness. After rapid GDP growth in period from 2003 to 2007, in 2009 

Latvia experienced the largest fall in GDP in the world: ―-17.8%‖ compared to 2008 (115
th

 

place – last between the countries that data are available about
1
). Just as quickly Latvia has 

lost its place in national competitiveness ranking. According to global competitiveness report 

―The Global Competitiveness Report 2009-2010‖ Latvia has fallen to 68
th

 place from total 

134 countries included in the ranking. Comparatively, in 2006 Latvia was in 36
th

 place. In 

Figure 1 we can see author‘s summary of Nordic countries, Finland and Baltic States places in 

the overall ranking according to Global Competitiveness Index (GCI) during time period from 

2007 to 2010. Author chose these countries because they are neighbouring countries and for 

last ten years have been between top twenty countries in the competitiveness ranking. 
From Figure 1 we see that the crisis has not seriously affected competitiveness of 

Nordic countries and Finland but it has a significant influence in Baltic States positions in 

overall ranking. So the Baltic economies have no strong competitive advantage. What are the 

main pitfalls of Latvia? 

National competitiveness is determined assessing their global competitiveness 

determining factors, or so-called pillars of competitiveness. There are twelve following 

                                            
1  GDP - real growth rate (%) 2010 Country Ranks, By Ran: 

http://www.photius.com/rankings/economy/gdp_real_growth_rate_2010_0.html 

http://www.photius.com/rankings/economy/gdp_real_growth_rate_2010_0.html
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Figure 1: Nordic countries, Finland and Baltic States layout in overall ranking 

according to GCI in time period from 2006 to 2010 – compiled by author
2 

factors (pillars of competitiveness) distributed in annual Global Competitiveness Report for 

years 2009-2010: Basic requirements (Institutions, Infrastructure, Macroeconomic stability, 

Health and primary education), Efficiency enhancers (Higher education and training, Goods 

market efficiency, Labor market efficiency,  Financial market sophistication, Technological 

readiness, Market size), Innovation and sophistication factors (Business sophistication, 

Innovation). 

In Figure 2 we see average rates of Latvian performance compared to other countries 

whose economy has reached a level that they can be considered as innovation-based 

economies. 

 

Figure 2: Average Latvian indexes of competitiveness factors compared to countries 

that can be counted as innovation-driven economies (Author prepared the information 

following “The Global Competitiveness Report 2009-2010”). 
From the above factors we can note those, in which we have practically reached the 

most competitive national averages. In basic requirements, despite low funding, it is level of 

                                            
2 http://www.weforum.org/en/initiatives/gcp/Global%20Competitiveness%20Report/PastReports/index.htm 

http://www.weforum.org/en/initiatives/gcp/Global%20Competitiveness%20Report/PastReports/index.htm
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health and primary education. Latvia has also made good progress in the following areas of 

efficiency enhancers – goods market efficiency, labor market efficiency and financial market 

sophistication. If we take into consideration not only the absolute index values but also 

position in national ranking, we can notice a large gap in innovations, business sophistication 

and macroeconomic stability, which was largely influenced by the governments destructive 

activities, resulting in unpredictability impression. For instance, in November 2008 

businessmen and investors did not know which taxes could be paid in 2009. At the end of 

2009 situation was the same. 

LMMI general description 

EU is the world‘s largest mechanical equipment manufacturer and exporter. Its role and 

importance in European growth context is precisely described in the European Economic and 

Social Committee opinion 2005 – ―Industrial changes in engineering‖: 

‖Mechanical engineering is a sector in its own right but, as a supplier of capital goods 

and common technologies used by different industries, it acts also as a cross-fertiliser, causing 

a knock-on effect on a much greater number of European sectors. It is a key innovative 

industry and, as such, any European industrial policy must consider mechanical engineering a 

strategic sector. The sector fits perfectly well into a concrete programme of fixed objectives at 

regional, national and EU level aimed at the realisation of the Lisbon agenda. This requires 

both horizontal and sector-specific policies, as well as an adequate mix of the two. Any such 

policies should help the sector to excel not only across Europe but also worldwide. 

Machinery and metalworking is a strategic sector (further MMS) with high added value. 

Its operations require wide knowledge and deep skills. MMS supplies all sectors of national 

economy with machines, equipment, spare parts and manufacturing systems and related 

services, as well as needed technologies and human capital and knowledge.
 3
‖ 

Following the general classification of economic activities, sector business activities 

correspond to listed NACE codes: 24. Metal Production, 25. Finished metal products, except 

machinery and equipment, 27. Manufacturing of electrical equipment, 28. Manufacturing of 

elsewhere non classified equipment, machinery and working machines, 29. Manufacturing of 

motor vehicles, trailers and semi-trailers, 30. Manufacturing of other transports, 32. Other 

kind of manufacturing, 33. Machinery and equipment repair and installation. 

NACE code 22 – manufacturing of rubber and plastic products, only partly refers to 

industry scope and is considered as industry operating margin. In fact, beneath these large 

NACE codes there are separate industries, therefore, in terms of competition, we can only 

partially look at LMMI as united form. That is because outlets for each industry according to 

NACE 2.2 have their own versions but sectors within each individual industry is competing 

between themselves for skilled labor, raw materials and financing. Unfortunately, for the 

same resources must compete with builders. 

Latvian statistical data collection system does not provide required information about 

individual industries, therefore macroeconomic forecasts of state institutions are quite 

incomplete due to lack of necessary information for specific industries. 

LMMI was one of the fastest growing industrial sub-sectors until 2008. After Russian 

crisis 1999, in the period from year 2000 till 2009, the output growth in current prices was up 

to 2008 (included) (see Figure 3). Largest relative increase was in 2004 – 35.6%.
4
  

LMMI represent about 80% of industrial value added (Latvian Mechanical Engineering 

and Metalworking Industry profile, 2007). 70% of industry‘s total production is exported. 

Industry is dominated by small and medium size companies. The products they offer are 

                                            
3 European Economic and Social Affairs. Opinion ―Industrial Engineering Changes‖, May 11, 2005. 
4  Latvia joined EU. 
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Figure 3: Latvian Mechanical Engineering and Metalworking industry output in 

current prices in time period from 2000 till 2009
5
 

specialized and individualized. Even small businesses successfully compete in the global 

market. Industry has a significant role in the supply of capital goods to other economic 

sectors. In the same time it is industry‘s problem, because, if the total volume of industry 

declines, there is no demand for LMMI production. In Figure 4 we see that in EU industry 

totally fell throughout 2009 and a slight growth only started in the January, 2010. 

 

 

Figure 4: EU industry total relative change in the period from April 2009 until 

January 2010
6
  

Manufacturing industry, according to data from 2009, constitutes ~ 15% of the Gross 

Domestic Product (GDP), which is little compared to other European countries where it forms 

                                            
5 Source: Association of Mechanical Engineering and Metalworking Industries of Latvia, 2010 
6 http://www.eurometal.net/index.php?option=com_docman&task=cat_view&gid=40&Itemid=31 

http://www.eurometal.net/index.php?option=com_docman&task=cat_view&gid=40&Itemid=31
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an average of 25%. LMMI makes ~ 4% of total Latvian GDP, what is a significant part, 

besides, one workplace in the industry provides at least three to five workplaces in other 

industries and service sector, indirectly resulting in creating approximately 15% of Latvian 

GDP. Up to 2008, including, productivity per worker continued to increase, however it was 

about two times lower than the EU average. 

 

Figure 5: Production per employee LMMI
7
 

In 2009 there was a dramatic drop in productivity because of decrease in total volume of 

production due to decrease of prices and output reduction. Specific features of the sector also 

have to be taken into account – businesses do not produce essential goods, sector employs a 

highly skilled workforce. Consequently, productivity has declined because production has 

decreased much faster than the number of employees in the sector. Companies seek to retain 

skilled staff because, restoring production levels, it would be difficult to find equivalent 

professionals. 

However, industry trends, such as growth of innovative business number, change of 

assortment of products etc, shows that LMMI, like Latvia as a whole, gradually shift from 

competitiveness of the investment phase to innovation stage. This puts additional 

requirements for companies, as it is necessary to address the challenges more seriously that 

are focused on sustainable development of companies: 

 Enterprise ICT competence promotion; 

 Development of further education system for workforce; 

 Investments and comprehensive solutions for scientific and applied research; 

 Building of business corporate excellence. 

After Latvia joined EU, there was a significant increase in export volume, followed by a 

dramatic drop in 2009 for about 43% of total exports of 2008 (see Figure 5). Particularly 

strong growth was recorded in exports to the EU. 

Following the structure of export by countries (see Figure 6), we see that about 70% of 

total exports makes export to EU countries. Consequently, the industry recovery is possible if 

EU overcomes the crisis, as LMMI companies mostly provide outsourced services. 

                                            
7  Source: Association of Mechanical Engineering and Metalworking Industries of Latvia, 2010 
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Figure 6: Export dynamics of Latvian Mechanical Engineering and Metalworking 

industry in prices of FOB
8
and its share in total output per period from 2000 till 2009

9
 

 

Figure 7: Main export countries for Latvian Mechanical Engineering and 

Metalworking industry in year 2009 % of the industry‟s total exports in FOB prices
10

 

In a medium term (approximately 3-7 years) it can be predicted that 2/3 of all LMMI 

companies can become technologically uncompetitive because their used manufacturing 

equipment will be inadequate for today‘s competitiveness requirements or morally outdated. 

Therefore it is necessary to carry out very carefully the restructuring of enterprises, putting 

emphasis on specific skills needed to function in mechanical engineering and metalworking 

industry and create a competitive advantage. To ensure sustainable development of the sector, 

investments should be carefully evaluated. Advantage over companies that have made 

                                            
8 "FOB price" means the spot price paid or payable for the shipment of products contained in quantity, 

including the cost of the shipment loaded in the vehicle at the place of origin and other costs incurred in this 

country. FOB price does not include any costs borne by the seller from the moment the products are loaded on 

the vehicle. 
9  Source: Association of Mechanical Engineering and Metalworking Industries of Latvia, 2010 
10  Source: Association of Mechanical Engineering and Metalworking Industries of Latvia, 2010 
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investments in the past, lies in the fact that it is possible to buy and implement currently most 

advanced technologies in the world. 

EU carried out a study of 2004 ―Competitive Analysis of EU Mechanical Engineering‖. 

MMI put forward the following criteria for the future competitiveness - Ability to solve 

customer problems; Individualized knowledge; Technological excellence; Quality and 

reliability; Labor quality and costs; Education and training; Investments in capital goods. 

One possibility to improve these figures is successful acquirement of EU structural 

funds for the new programming period from 2007 to 2013, what is still hampered by 

government failure to co- or pre-finance this acquisition. Total amount acquired by programs 

―Entrepreneurship and Innovation‖ and ―Human Resources and Employment‖ draw up 230.5 

millions of LVL. The main emphasis is placed on developing new products, technologies and 

cooperation of scientific institutions with enterprises of applied research. Several businesses 

have gained support in programs for ―High added value investments‖, ―Development of new 

products and technologies‖: 

Development of new products and technologies – support to establish new products and 

technologies in production (contracts 17.2 mln. LVL (7,1 mln. LVL EU finance) LMMI 3.6 

mln. LVL (1,5 mln. LVL EU finance) or 21% of total funds); 

Development of new products and technologies – support to establish new products and 

technologies in production (contracts 6.1 mln. LVL (1,7 mln. LVL EU) LMMI 3.6 mln. LVL 

(1,5 mln. LVL EU finance) or 16% of total funds); 

High added value investments (contracts 179.4 mln. LVL (67.5 mln. LVL EU finance) 

LMMI 71.9 mln. LVL (27.2 mln. LVL EU finance) or 16% of total funding) 

Conclusions 

 Summarizing the above research results and analyzing the economic situation of the 

sector‘s competitiveness, we can conclude: 

 The factors were identified that LMMI companies can not affect or may affect a little, 

but which has a significant impact on the competitiveness of the sector – particularly in 

national economic policy. This relates also with ―The Global Competitiveness Report 

2009-2010‖; 

 Since 70% of total industry output is exported, industry recovery is possible only if 

industrial growth resumes in EU; 

 LMMI output is not priority  goods, so the volume increase is possible if demand of 

other industries increases; 

 Productivity decline is temporary, because LMMI sector workers require special skills, 

so the companies kept the number of employees, which in combination with the overall 

industry output price drop caused a significant drop in labor productivity; 

 Crisis might be used as an opportunity – there are EU structural funds available, that 

allow to invest in new technologies, research and development, and prepare for the 

moment the EU economy recovers (67% of sectors export in 2009 was to EU countries) 

and target markets become accessible.In 2007, many entrepreneurs of industry were not 

ready to think about innovation. The crisis is now forcing to act creatively. 
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EVALUATION OF BUSINESS‟S PERFORMANCE 

Marek Vochozka 
Vysoká škola technická a ekonomická v Českých Budějovicích, Czech Republic 

Abstract 
The paper deals with application of selected methods of comprehensive evaluation of the company. It 

aims to confirm usability of selected method during evaluation of a business’s performance. It derives the 

economic situation of a particular company, using only a few versions of two bankruptcy models (Altman’s 

analysis and Taffler’s test) and two credibility models (Credibility Index and Kralicek’s Quick test). It omits the 

traditional indicators of financial analysis and avoids the interpretation of sub-indicators. The paper values the 

company as a complex, as a system. In conclusion, it shows the possibility of prediction of the future 

development of the examined company financial situation. The main result is that used methods can really 

describe financial situation of a company. However they should be applied together. 

Key words: bankruptcy, credibility, comprehensive business evaluation methods. 

Introduction 

The financial analysis provides information of the financial health of the company. It is 

therefore a methodical device which looks at sub-activity of company, evaluates their effects 

and helps to predict the results. Kislingerová (2004) divided the financial analysis into 

horizontal (compares state value in time), vertical (values share of individual units) and ratio 

(values the individual units always in relation with other units). The disadvantage of 

horizontal, vertical and ratio financial analysis is mainly the possibility to clearly interpret the 

results. All results are partial. However, their interpretation cannot be separated. A financial 

manager can find their value just in the interaction with other partial units. Financial analysis 

requires an extraordinary practical experience to be obtained valid results.  

There are methods of complex valuating of the company in recent years which takes the 

value, there are "new" indicators for evaluating the company such as economic value added or 

market value added. Their contribution is mainly the possibility of simple interpretation 

(Kislingerová, 2001). 

This leads to a situation where we choose to use the tool of financial analysis, their 

calculations are very accurate but there may exist a huge possibility that the results can be 

distorted or misinterpreted by the author. On the other hand we can choose the method of 

comprehensive evaluation of the company whose calculation is based on patterns derived by 

using statistical methods from a sample selected in a particular territory and time. However, 

this interpretation of the results is very clear. Result is always the value of the specified 

period. Comprehensive methods of evaluating the company are very often used only as a 

supplement of the financial analysis derived by methodology so-called Schmalenbach´s 

companies or in the Czech Republic by professor Synek (Synek, 2003, Synek 2005). 

The paper deals with the second group of indicators, it means solving a specific 

application of selected value and bankruptcy models on a practical example of Pražské 

silniční a vodohospodářské stavby, Inc. in the years 2003 – 2007. 

Pražské silniční a vodohospodářské stavby, Inc. has been chosen mainly because of its 

returns are available to the public, the company is known and the results can be therefore 

easily confronted. 

Purpose 

The purpose of this work is evaluating the financial situation of Pražské silniční a 

vodohospodářské stavby, Inc. using only selected comprehensive methods of evaluating 

company, respectively selected credibility and bankruptcy models. 

Methodology 

There has been chosen two bankruptcy and two credibility models for the calculation. 

Bankruptcy models evaluate whether the company is able to survive any financial crisis. 

There has been chosen The Altman analysis as one of the bankruptcy models in a version for 
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companies traded on financial markets, not traded on financial markets and in the 

modification for the Czech environment and the Taffler index. Credibility models deal with 

the level of finance in the company. For this contribution there has been selected the Index of 

credibility and Kralicek Quick text in original version modified in 1999. 

The Altman analysis for companies traded on the stock markets is based on the 

relationship (Altman & Eisenbeis, 1978): 

 

Where Z means Z-score (Altman´s index), 

   EBIT Earnings Before Tax and Interest. 

Atlman evaluates the company in the following intervals: 

 Z >3: a company is able to survive any financial pressure, 

 1.8 < Z < 2.99: a company is located in the gray zone, 

 Z < 1.8: a company declines. 

In a version for businesses not traded on stock markets Altman changed the stress of 

used ratio indicators as follows: 

 

Altman evaluates the results of company analysis as follows: 

 Z >3: a company is able to survive any financial pressure, 

 1.8 < Z < 2.99: a company is located in the gray zone, 

 Z < 1.8: a company declines. 

The third version, which professor Synek modified for the Czech companies, has 

brought an unique qualities – it considered a liabilities ratio after payback period and yields. 

He set the stress as negative. This means that the indicator tasks the companies and it is an 

important factor leading the company into bankruptcy. The adjusted relationship is as follows: 

 

The evaluating is based on the original for companies traded on the stock markets of the 

modeled form: 

 Z >3: a company is able to survive any financial pressure, 

 1.8 < Z < 2.99: a company is located in the gray zone, 

 Z < 1.8: a company declines. 

The second selected model is Taffler index. It evaluates the results only in a statement 

whether the company is coming or not coming to bankruptcy. The gray zone is deleted: 

 0.2>T: a company is coming to bankruptcy, 

 0.3<T: a company is not coming to bankruptcy. 

Taffler index is constructed in a similar way as the Altman Z-score. There are few ratio 

indicators which are: 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

97 

 

 

Where T means Taffler index, 

   EBT Earnings before Tax. 

Index of credibility divides the evaluating scale into several intervals. Of course, there is 

a question whether the finer segmentation of the intervals does not cause in its effect an 

incorrect interpretation of results: 

 IB<-2: a company has an extremely bad value, 

 -2≤IB<-1: a very poor value, 

 -1≤IB<0: a poor value, 

 0≤IB<1: some problems, 

 1≤IB<2: a good value, 

 2≤IB<3: a very good value, 

 3≤IB: an extremely good value. 

Index of credibility has been compiled in the same or rather a similar way as previous 

bankruptcy models: 

 

The last model to be used is Kralicek Quick Test. This is not a purely credibility model 

but rather credibility-bankruptcy model. Original and modified version based on ratio 

indicators. The indicators are not balanced. Partial results are compared on the interval when 

belonging to a particular interval is the five-grade evaluation scale. 

Original Kralicek Quick Text is evaluated in two intervals: 

 2 points>QT: value company (QT means Quick Test) 

 3 points<QT: company in bankruptcy 

The method of calculating the value of original QT is shown in table number1. 

Table 1: Kralicek Quick Test – original (calculating process)  

Indicator 
Excellent 

(1) 

Very 

good 

(2) 

good 

(3) 

bad 

(4) 

Threatened 

insolvency 

(5) 

 

 
>30% >20% >10% >0% ≤0% 

 

 

<3 years 
<5 

years 

< 12 

years 

<30 

years 
≤30 years 

 >10% >8% >5% >0% ≤0% 

 

>15% >12% >8% >0% ≤0% 

 

Modified Kralicek text is softening the range of five levels: 

 4 or more points: this is a very good company, 

 3 – 3.99 points: a good company, 
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 2 – 2.99 points: an average company, 

 1 – 1.99 points: a bad company, 

 0 – 0.99 points: a very bad company. 

The method of calculating the modified Kralicek Test is shown in table number 2. 

Table 2: Kralicek Quick test – modified in 1999 (calculating process) 

Indicator 
Excellent 

(1) 

Very 

good 

(2) 

Good 

(3) 

Bad 

(4) 

Threatened 

insolvency 

(5) 

 

 
<20% <40% <60% 

<80

% 
≥80% 

 

 

<20% <40% <60% 
<80

% 
≥80% 

 

 
<20% <40% <60% 

<80

% 
≥80% 

 

or 

 

<20% <40% <60% 
<80

% 
≥80% 

At the end the statement parts of each method will be summarized in a single table to 

establish the last part of the text – Discussion of the results. 

Meanwhile, however, there will be made a scaling of the results and the graph will be 

set from their sum (without balancing), to able to derive a trend of the financial situation 

development of the evaluated company. 

Results 

The obtained results of comprehensive evaluated company can be summarized into 

several tables where we can find even a visible process of calculation and the partial results as 

well. All data for the calculation has been taken from the annual reports of Pražské silniční a 

vodohospodářské stavby, Inc. in the years 2003 – 2007. 

The results of Altman analysis in all its versions are shown in table number 3. 

Index in 2003 reached almost the value of 5. This period of an enterprise can be 

assessed as successful according to all applied variants of Altman analysis. In the positive 

zone, the company moved further in 2004. In later years, his results have worsened and the 

company got into a gray area. You're not quite able to objectively say whether the company 

will survive any financial crisis. The results indicate that modification of the original Altman 

analysis of the final statement had no effect. 

Results of the Taffler Index are shown in table number 4.  
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Table 3: Altman´s analysis – the result and statement part 

item/year 2003 2004 2005 2006 2007 

EBIT 100 215 74 884 91 152 94 251 83 783 

Assets 
512 001 666 845 

1 567 

570 

1 486 

825 1 726 708 

Incomes 
2 047 

616 

1 893 

084 

2 818 

839 

2 569 

392 2 730 655 

Market value equity 0 0 0 0 0 

Foreign funds 
507 681 687 148 

1 058 

030 912 613 0 

Retained profit 70 888 50 134 85 60 350 0 

Pure working capital 55 565 20 321 118 042 230 598 1 226 986 

Market value assets 0 0 0 0 0 

Liabilities after payback 

period 0 0 0 0 0 

Yields 
2 099 

213 

1 987 

452 

2 885 

532 

2 614 

401 2 785 757 

EBIT/Assets 0 0 0 0 0 

Incomes/Assets 4 3 2 2 2 

Market value assets/Book-

value of debt (foreign funds) 
0 0 0 0 0 

Retained profit/Assets 0 0 0 0 0 

Pure working capital/Assets 0 0 0 0 1 

Liabilities after payback 

period/Yields 
0 0 0 0 0 

Results for companies traded 

on financial markets 
4,97 3,35 2,08 2,18 2,59 

Statement 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is situated 

in the 

Grey zone 

Results for companies not 

traded on financial markets 
4,79 3,27 2,03 2,07 2,24 

Statement 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is situated 

in the 

Grey zone 

Modification suitable for 

Czech companies 
4,79 3,27 2,03 2,07 2,24 

Statement 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is able to 

survive 

any 

financial 

pressure 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is 

situated 

in the 

Grey 

zone 

Company 

is situated 

in the 

Grey zone 
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Table 4: The Taffler Index – the results and statement part 

item/year 2003 2004 2005 2006 2007 

EBT 96 628 71 626 88 221 93 922 79 617 

Short-term liabilities 420 708 551 314 982 583 813 918 0 

Short-term assets 484 517 643 286 1 110 312 1 059 007 1 268 557 

Foreign funds 507 681 687 148 1 058 030 912 613 0 

Assets 512 001 666 845 1 567 570 1 486 825 1 726 708 

Incomes 
2 047 616 

1 893 

084 2 818 839 2 569 392 2 730 655 

EBT/Short-term 

liabilities 0 0 0 0 0 

Short-term assets / 

Foreign funds 1 1 1 1 0 

Short-term liabilities 

/Assets 1 1 1 1 0 

Incomes/Assets 4 3 2 2 2 

Result 1,03 0,79 0,58 0,59 0,25 

Statement 

Company 

does not 

head for 

bankruptcy  

Compan

y does 

not head 

for 

bankrupt

cy 

Company 

does not 

head for 

bankruptc

y 

Company 

does not 

head for 

bankruptc

y 

Company 

does not 

head for 

bankruptc

y 

 

The Taffler Index is purely bankruptcy model. It is limited to determining whether or 

not the company can survive any financial crisis. In this case, all partial results confirmed that 

the company does not tend to decline. Differences in the results of years may not be 

significant and from the perspective of this method is possible to speak about a standard and 

maybe a stable development. 

Results of the Index of Credibility are shown in table number 5. 

Table 5: The Index of Credibility – the results and statement part 

item/year 2003 2004 2005 2006 2007 

Cash Flow -44 148 45 459 142 341 -72 764 102 743 

Foreign funds 507 681 687 148 1 058 030 912 613 0 

Assets 512 001 666 845 1 567 570 1 486 825 1 726 708 

EAT 70 886 50 213 63 437 66 129 60 241 

Yields 2 099 213 1 987 452 2 885 532 2 614 401 2 785 757 

Reserves 83 728 118 811 133 704 121 873 103 516 

Cash Flow/Foreign 

funds 0 0 0 0 0 

Assets/Foreign funds 1 1 1 2 0 

EAT/Assets 0 0 0 0 0 

EAT/Yields 0 0 0 0 0 

Reserves/Yields 0 0 0 0 0 

Yields/Assets 4 3 2 2 2 

IB 2,01 1,30 0,90 0,85 0,63 

Statement 
Very good 

value  

Good 

value 

Certain 

problems 

Certain 

problems 

Certain 

problems 
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The Index of Credibility doesn‘t evaluate only decline in business, but rather its ability 

to develop. The results, which the company achieved in this indicator is very similar 

numerical results to Altman analysis. The best evaluation is in 2003. After that it goes to a 

slight deterioration in 2004. Since 2005, there are identified some problems that the company 

may encounter. The company has assessed the tendency to decrease the profit, which must be 

clearly evaluated as a negative development. Although it made profits in all seasons, and in 

2007 even very interesting values of cash flow, a problem causes an increase in the assets 

financed by own resources. This is probably the assets, which are not used in business or are 

underused. It is also clear that there is an increase in total revenues, but the decrease in profit 

after tax. We can deduce the margin decline, therefore, added value and efficiency of all 

business. 

Results of the original Kralicek Quick Test are shown in table number 6. 

Table 6: Original Kralicek Quick Test – the results and statement part 

item/year 2003 2004 2005 2006 2007 

Equity 478 960 461 751 444 208 507 645 0 

Assets 512 001 666 845 1 567 570 1 486 825 1 726 708 

Foreign funds 507 681 687 148 1 058 030 912 613 0 

Operating Cash 

Flow 104 682 131 675 283 816 -39 772 -6 060 

EBIT 100 215 74 884 91 152 94 251 83 783 

Incomes 2 047 616 1 893 084 2 818 839 2 569 392 2 730 655 

Equity/Assets 94% 69% 28% 34% 0% 

indicator 1 (mark 

evaluation) 1 1 2 1 5 

Foreign 

funds/Operating 

Cash Flow 

4,84974494

2 

5,21851528

4 

3,72787298

8 

-

22,9461178

7 0 

indicator 2 (mark 

evaluation) 2 3 2 1 1 

EBIT/Assets 20% 11% 6% 6% 5% 

indicator 3 (mark 

evaluation) 1 1 3 3 4 

Operating Cash 

Flow/Incomes 5% 7% 10% -2% 0% 

indicator 4 (mark 

evaluation) 4 4 3 5 5 

Average mark 2 2,25 2,5 2,5 3,75 

Statement 
Bankruptcy 

company 

Bankruptcy 

company 

Bankruptcy 

company 

Bankruptcy 

company 

Bankruptc

y 

company 

 

The Kralick Test evaluates the situation in company very skeptically during whole time 

period. Always the firm is located in a zone that marks the bankruptcy threat. If we look at 

numerical results, we find out that Kralick Test result in 2003 is borderline. It lacks only a 

small step to the zone which might label it as trouble-free undertaking. Again, you can 

identify the cause of a substantial increase in volume of assets. A comparison of EBIT and 

EAT we confirm that the added value has dropped. As another possible cause, seems to be a 

big drop or even the elimination of external sources. If such a cause of development of 

external sources, it indicates that capital costs are significant. The company would have to 

consider re-engagement of foreign capital into the structure of their resources. The amount of 
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debt and equity capital should be derived not only by their price, but also by the risks 

associated with their use. The debt may be made to the risk of loan defaults, increase the cost 

of credit, etc. 

Results in 1999 of modified Kralicek Quick Test are shown in table number 7. 

Table 7: Modified Kralicek Quick Test – the results and statement part  

item/year 2003 2004 2005 2006 2007 

Equity 478 960 461 751 444 208 507 645 0 

Assets 512 001 666 845 1 567 570 1 486 825 1 726 708 

Liabilities 433 538 567 750 990 666 833 571 0 

Financial assets 103 917 239 876 649 792 218 734 239 774 

Cash flow -44 148 45 459 142 341 -72 764 102 743 

Incomes 2 047 616 1 893 084 2 818 839 2 569 392 2 730 655 

EAT 70 886 50 213 63 437 66 129 60 241 

Expense interests 3 587 3 258 2 931 329 4 166 

Income tax 0 0 0 0 0 

Equity/ Assets 94% 69% 28% 34% 0% 

Indicator 1 (mark 

evaluation) 5 4 2 2 1 

(Liabilities-Financial 

assets)/Cash Flow -747% 721% 239% -845% -233% 

Indicator 2 (mark 

evaluation) 1 5 5 1 1 

Cash Flow/Incomes -2% 2% 5% -3% 4% 

Indicator 3 (mark 

evaluation) 1 1 1 1 1 

(EAT+ Expense 

interests*(1-Income 

tax))/Assets 

15% 8% 4% 4% 4% 

Indicator 4 (mark 

evaluation) 1 1 1 1 1 

Average mark 2 2,75 2,25 1,25 1 

Statement 
Average 

company 

Average 

company 

Average 

company 

Bad 

company 

Bad 

company 

 

Modified Kralicek Quick Test evaluates the company in years 2003 – 2005 as average. 

And between 2006 and 2007, according to the evaluation method is deteriorating and the 

company is marked as bad. The reasons are essentially the same analysis already completed. 

An increase assets and decrease in value added. Moreover, growth of financial assets or their 

considerable fluctuations are accented. 

Statements of each used methods are different between. It is therefore necessary to 

make a summary, scale, results and to prepare the conditions for estimating the trend of 

developing financial situation with the evaluating company. In table number 8 there are 

summarized the statement parts of each used methods. 
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Table 8: Summarization of the statement parts of the used methods 

The graphics evaluation of the development of the financial situation of Pražské silniční 

a vodohospodářské stavby, Inc. in the years 2003 – 2007 is shown in the picture number 1. 

 
Figure 1: The graphics illustration of the development of the financial situation of 

Pražské silniční a vodohospodářské stavby, Inc. in the years 2003 – 2007 

In 2003 the company was in its best situation sorted by the majority of the used 

methods. This situation has been stated by all versions of the Altman analysis, Credibility 

Index, and modified Kralicek Quick test. On the contrary original Kralicek Quick Test 

identified company as a bankruptcy company.  

In 2004 is the situation nearly equal. Only the Credibility Index deteriorated from very 

good value to good value. Then the results got worse. The worst situation was in 2007. The 

company got only 27 points (against 39 points in 2003). Between years 2003 and 2007 there 

was an evident deterioration of the economic situation of the company. 
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Company is 
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the Grey 
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Company is 

situated in 

the Grey 
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Company is 

situated in the 
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1.2 Companies not 

traded on the 

financial markets 

Company is 

able to survive 

any financial 

pressure 

Company is 

able to 

survive any 

financial 

pressure 

Company is 

situated in 

the Grey 

zone 

Company is 

situated in 

the Grey 

zone 

Company is 

situated in the 

Grey zone 

1.3 Modification 

suitable for the 
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able to survive 

any financial 
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the Grey 
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Company is 
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Company 

does not head 
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Company 

does not 

head for 

bankruptcy 

Company 

does not 
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bankruptcy 
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bankruptcy 

Company 
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for 

bankruptcy 
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value  
Good value 

Certain 

problems 

Certain 

problems 

Certain 

problems 
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4.1 Original version 
Bankruptcy 

company 

Bankruptcy 

company 

Bankruptcy 

company 

Bankruptcy 

company 

Bankruptcy 

company 
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Average 

company 

Average 

company 

Average 

company 

Bad 

company 
Bad company 
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Discussion of the results 

Enterprises may be recommended, particularly to reduce the number and value of total 

assets. This will increase the effectiveness of remaining assets. This will reduce depreciation 

and increase margins and added value will be adequate. In no case, however, may experience 

decreased performance. If the total revenue remains at the level of 2007, profits increase 

dramatically. 

Whit respect to relevance of the used methods, the situation is not entirely clear. Some 

methods evaluated the firm on the basis of the same data differently. The question therefore 

arises whether the predictive value of each method is relevant. 

Essentially it is a method of undertaking a comprehensive evaluation based on a 

statistical basis, namely the multiple discriminant analysis. This allows you to identify the 

nature of their negative aspects, which affect the predictive value of the above methods of 

undertaking a comprehensive evaluation (Vochozka, 2010): 

 bipolar assumption of dependent variables, 

 methodology for collecting data set of sample firms, 

 assumption of stationarity and data instability, 

 selection of independent variables, 

 usage of annual financial statements of accounts, 

 time dimension. 

Regardless of evaluation the validity of the used methods we can state quite integrated 

results. It can thus be stated that the evaluation through the used bankruptcy and valid models 

has a significant explanatory capability. I must however recommend the use of a set of 

methods to be able to interpret the results with some rate of accuracy. I recommend referring 

to the results using the original Altman analysis, modified Kralicek Quick Test, Taffler Test 

and the Index of Credibility. 
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ORGANISATIONAL FLEXIBILITY AND POSSIBILITIES FOR ITS ASSESSMENT 
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Abstract 

Overall changing environment requests changes in organisation management, one of them being 

organisational flexibility.  

The aim of the paper is to characterise organisational flexibility and the advantages for its application, and to 

discuss different ways of its assessment. 

Materials and methods are content analysis, logical-constructive methods and analysis of survey results 

performed by the author. 

Main results – there are both advantages and disadvantages of organisational flexibility, however, in case it is 

properly applied advantages may be more. Different methods may be used for assessing organisational 

flexibility, none of them being superior over others. 

Conclusions – basing on the survey results the author concludes that there are still ways for increasing 

flexibility in most of the Latvian organisations. 

Key words: organisational flexibility, management, employees 

Introduction 

Flexibility is considered to be a necessary response to global competition (Peiro, et.al 

2002, Dyer, 1998) and has become a catchword in the discussions about the new 

organizations of the twenty-first century (Martinez-Sanches, et.al., 2009). Flexible working 

has emerged as a modern concept for managing office resources more effectively, efficiently, 

and economically (Khamkanya, Sloan, 2009). Companies have to deal with more flexible 

markets in which product life cycles are short and services must be provided 24 h per day, 

seven days per week (Wirtz, Giebel, Schomann, Nachreiner, 2008). Also the International 

Monetary Fund (IMF), the Organization for Economic Cooperation and Development 

(OECD), the European Union (EU), and various political leaders promote the merits of 

flexibility (Reilly, 1998a).  

Several authors (van der Meer, Ringdal, 2009, Wirtz, et.al., 2008, Knauth et al., 2006, 

Giebel, et.al., 2004, Slomp, Molleman, 2002, Peiro, etc., 2002, MacDermid, et.al. 2001, etc.), 

note the negative effects of flexibility as well. 

However, the author considers that in case properly applied positive aspects arising 

from organisational flexibility may prevail the negative features.  

The aim of the paper is to characterise organisational flexibility and the advantages for 

its application, and to discuss different ways of its assessment. Materials and methods are 

content analysis and logical-constructive methods. 

Results 

Flexibility, Its Definitions and Theoretical Concepts  

Flexibility presents something of a conundrum, a paradoxical concept where authors 

cannot agree on answers to even the most basic questions, e.g. What is flexibility? When 

should a company strive for it? How can it be measured? How can it be implemented? (Oke, 

2005). Despite the potential gains there is no clear definition of flexibility, and therefore no 

agreement on the extent of the hidden costs associated with flexibility (Dyer, 1998). 

Nevertheless, several definitions of flexibility exist. 

Flexibility reflects the ability to stay operational in changing conditions, whether they 

are predictable or not, completely different or not from conditions known in advance (Bucki, 

Pesqueux, 2000). Besides, it is seen as a means to improve a firm‘s competitiveness, by 

lowering labour costs per unit produced (van der Meer, Ringdaal, 2009) and has adopted 

several forms such as temporary and fixed term contracts, outsourcing, flexible time, part-

time working, overtime, job rotation, or functional mobility (Peiro, et.al., 2002).  

Labor flexibility lays the foundations for the flexibility pyramid (Karuppan, 2004) and 

has been defined as the possibility to vary the quality and the quantity of personnel to suit 
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changes in the market or the organisation‘s ability to adapt through the use of labour 

(Gouswaard, Kraan, Dhondt, 2001).  

Organizational flexibility in the broad sense includes different kinds of flexibility, 

among which managerial flexibility and flexibility as an organizational task are stressed 

(Verdu, Gomez-Gras, 2009). Organizational flexibility can also be defined as a managerial 

task, managerial capabilities that endow the firm with flexibility and; an organizational design 

task or the changeability of the organization (Volberda, 1996).  

There are least two ways to create flexibility. One way is numerical flexibility, that is, 

the ability to change the amount of labour quickly in response to changes in the market. A 

second way is functional flexibility that is letting the same employees perform different kind 

of tasks or jobs as needed (Atkinson, 1984a, van der Meer, Ringdaal, 2009). Atkinson (1984a) 

uses the term of financial flexibility as well, providing that it allows the cost of labour, as 

indicated by hourly rates and contract prices, to reflect the supply of, and demand for, labour.  

Atkinson (1984b) also groups different forms of flexibility using two dimensions: 

internal vs external, and quantitative vs qualitative. Internal refers to how organisations can 

vary their own labour they use, in quantitative (e.g. overtime) or in qualitative terms (e.g. job 

rotation). External is associated with the ability of the organisation to alter the staff employed. 

Numerical or contractual flexibility is external. It can be quantitative (e.g. seasonal 

employment to cover ―peaks‖ of work demands) or qualitative (employing supra-qualified 

people because the labour market situation is difficult). Temporal or time flexibility and 

functional flexibility are internal, but time flexibility is quantitative and functional flexibility 

is qualitative. Very often, human resources practices of organisations combine several 

flexibility types like time and location or functional and financial flexibility (Peiro, et.al., 

2002).  

Manufacturing system flexibility includes four identifiable types (Oke, 2005): 

 New product flexibility. The ability to introduce and manufacture novel products or to 

modify existing ones; 

 Mix flexibility. The ability to change the range of products being made by the 

manufacturing system within a given period; 

 Volume flexibility. The ability to change the level of aggregated output; 

 Delivery flexibility. The ability to change planned or assumed delivery dates. 

Taking into account the different concepts on organisational flexibility, the author has 

elaborated her own definition on organisational flexibility – possibility of institution (both 

private enterprise, state institution or non-governmental organisation) to adapt itself on 

changing conditions, by providing efficient use of labour force, technological and financial 

resources. Labour market flexibility incorporates term of organisational flexibility.  

There are several challenges organisations have to face in case they adjust flexibility. 

Flexibility enables firms to cope with this increasing uncertainty because it facilitates a quick 

response (Martinez-Sanches, et.al, 2009). Besides, organizations cannot be ―flexible only‖ 

and thereby lose contact with general rules binding them together. What is required is loosely-

coupled systems, i.e. systems with loose connections between different elements, rather 

similar to the human spine. It seems likely that a combination of very changeable ―hard‖ 

elements and very stable ―soft‖ elements is most likely to succeed (Mayrhoffer, 1997). The 

effects of flexible work schedules on self-reported data wane over time, which may be a direct 

consequence of employees becoming accustomed to the new schedules and accepting them as 

the norm (Kauffeld, Jonas, Frey, 2004). 

Flexibility is often associated with certain demographic groups, e.g., women. Today 

women aspiring to successful professional and managerial careers are increasingly eschewing 

the traditional organizational career. Instead, they are negotiating alternative work 

arrangements such as telecommuting, shared jobs, and reduced-load work for significant 

periods of time in order to gain some control over their work environments (Catalyst 1997). 
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However, labour market participants are often segmented in terms of flexible working 

times, since it is supposed that they all can benefit from such kind of work. Flexible work 

schedules have positive effects on employee productivity, job satisfaction, satisfaction with 

the work schedule, and employee absenteeism (Baltes, et.al, 1999). For employees, flexibility 

promises improved working conditions and more varied and interesting jobs (Dyer, 1998). 

Increasing productivity may be distributed in the form of reduced working times (that is a 

kind of flexibility) and higher income. Reduced working times (by forcing employers to 

reorganization) and higher income (by increasing demand) in turn have a positive impact on 

competitiveness and productivity (Buruiana, Ioan, 2009). For the most part, both managers 

and professionals (about 2/3) felt that the quality of their performance had been sustained or 

improved by working a reduced load, and in most cases their supervisors agreed (MacDermid, 

Lee, Buck, Williams 2001). Introducing a flexible work-time design changes jobs from being 

more passive to becoming more active and therefore fosters employees‘ learning 

opportunities in the job, improves communication as well as cooperation with colleagues and 

supervisors, and increases employees‘ .motivation and involvement (Kauffeld, Jonas, Frey, 

2004). Even more - most of the managers and half of the professionals were satisfied with the 

likely career implications of their reduced-load work arrangement. They felt good about both 

having a career and being able to place high priority on the quality of their family lives 

(MacDermid, Lee, Buck, Williams 2001). A study of six large American companies found 

that 70 per cent of managers and 87 per cent of workers reported that working time 

arrangements which allowed workers to adjust their work schedules in response to their 

individual needs, such as flexitime and telecommuting had positive or very positive effects on 

productivity (Boston College Center for Work and Family 2000). Increased change flexibility 

has the chance to influence the customer configuration shortly before start of production and 

possibly increase the profit (Voigt, et.al., 2008).  

Negative features of flexibility factors have to be considered as well. At least some 

kinds of flexible working hours are associated with impairment of health and well-being. The 

irregularity or variability of working hours seems to play an important role in this context. 

(Giebel, et.al., 2004). Flexible adaptation of working hours to the demands of companies 

and/or workers can lead to a shift away from regular daily working rhythms to a constantly 

alternating pattern of working hours and free time. In contrast, social and biological rhythms 

remain stable in their daily, weekly, monthly, and yearly periods. This can cause 

resynchronisation between working time and biological or social rhythms, an outcome that is 

well documented in the shift-work literature (Wirtz, et.al., 2008, Knauth et al., 2006). In 

frames of flexible working times the work load can be poorly-bounded and difficult to 

control; the worker feels unable to maintain boundaries around the work; or the worker has 

not learned to feel comfortable with the trade-off between time off and work pressure 

(MacDermid, et.al. 2001). Alternative work schedules can also include such unintended 

negative effects as increased need for managerial planning, inability of supervisors to be 

present at all times when employees are on the job, extra implementation costs, and interface 

and staff coverage problems with suppliers and customers due to different working hours 

(Coltrin, Barendse, 1981). The volatility of labour relations discourages workers and 

employers from investing time or money into strengthening or improving these relationships. 

Investments in general and firm-specific human capital will lag, which could harm the 

organization in the long run (van der Meer, Ringdal, 2009). As concerns functional flexibility 

the investments have to be earned back and it might happen that too many workers become 

too multi skilled to make the changes profitable (Slomp, Molleman, 2002). It is also possible 

that the level of education of the existing workforce is too low to make functional flexibility 

work (van der Meer, Ringdal, 2009). Organisational flexibility must be accompanied by 

personal flexibility, thus it may not be beneficial for all the labour market participants (Peiro, 

etc., 2002). 
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At the same time one should note that the employees working with the traditional 

design were worried about aspects of the flexitime design that employees working with it 

considered an advantage (Kauffeld, Jonas, Frey, 2004). Besides, flexibility will probably 

increase during future decades and will be one important feature of work and organisations in 

the times ahead (Peiro, et.al., 2002). The next chapter is devoted to reflection of different 

modes for flexibility assessment. 

Assessment Methods of Organisational Flexibility  

There are no adequate theoretical models that appropriately describe the essential 

characteristics of flexible working hours and enable a prediction of possible impairments 

(Wirtz et.al, 2008). In general, most commonly used methodologies are based on the goal 

approach. They measure the level of achievement of a specific goal or goals. Three commonly 

used indicators ask if work was completed on time, within budget, and if it met certain quality 

standards. Other indicators measure levels of achieved profits and/or levels of workers' 

productivity and compare these levels to specific levels that were established as goals (Addas, 

2000). The evaluation of different work-time models and the evaluation of their introduction 

are normally carried out by human resources managers, without feedback from employees. In 

most studies there is a lack of multiple data sources and no integration of both benefits and 

unintended negative consequences for the organization, customers, and the employees 

(Kauffeld, Jonas, Frey, 2004). 

Forms of assessment may involve level of numerical and functional flexibility within 

organisation. Indicators of numerical flexibility: the use of employees on a temporary 

contract, the percentage of temporary employees, the use of temp agencies to hire temporary 

employees, and flexible work hours. Indicators of functional flexibility: job rotation, if 

employees were allowed to organize their own work, teamwork, if employees had a reduction 

in control by others, or if employees could work at home (van der Meer, Ringdal, 2009). 

Other authors have introduced more detailed assessment of flexibility, concentrating on: 

internal functional flexibility: number of employees who are covered by the following 

practices divided by the total number of employees: job rotation, multi-skilled teams, total 

quality management, quality and problem solving teams, employees involvement in job 

design and planning. Internal numerical flexibility: number of employees who are covered by 

the following practices divided by the total number of employees: sharing week, part-time 

contracts, flexitime, workload reduction and overtime. External numerical flexibility: number 

of temporary, fixed-term employees, contingent employees, and layoffs, divided by the total 

number of employees. External functional flexibility: number of self-employees who work for 

the firm divided by the total number of employees. Financial flexibility: number of employees 

who are covered by the following practices divided by the total number of employees: 

performance-related pay, profit-sharing, employee-based financial incentives, and team-based 

financial incentives. Outsourcing: calculated by multiplying the percentage of activities 

outsourced in the firm and the sum of degree of outsourcing (measured on a seven-point 

Likert scale) of all outsourced activities.  Strategic flexibility. construction of three items 

(Cronbach‘s alpha + 0.865): (1) ―the firm reacts very quickly to new customer demands‖; (2) 

―the firm reacts very quickly to increases and decreases of demand‖; and (3) ―the firm has 

several options to face changes in the environment‖. The items were measured on seven-point 

Likert scale with endpoints ―totally disagree‖ = 1 and ―totally agree‖ = 7 (Martinez-Sanchez 

et.al, 2009).  

Kauffeld, Jonas, Frey (2004) suppose other forms of organisational flexibility 

assessment (1) The management designed a time framework based on customer counts, delay 

time measurements, local and temporal conditions, and the launch of new products. (2) The 

team members autonomously established a time plan for their work group and tailored the 

time plan according to their needs. (3) Short-term corrections of the plan were undertaken by 

the employees on the spot.  
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Other scientists have distinguished four steps of organizational flexibility: Stage 1 – 

Traditional working environment (e.g. cellular office) is used. Availability of shared 

equipment is very limited. Staff -work within an organisation‘s premises. Stage 2 – Shared-

office environment (e.g. hotdesking and open-plan working area) can be found. Staff can 

relocate within a limited area. Data can be electronically transferred via wired ICT network. 

Stage 3 – Informal support (e.g. breakout areas or informal meeting rooms) are provided for 

staff. More types of activity-based working areas can be seen in the office. Electronic data can 

be transferred from a distance. Various working-time schemes (e.g. flexitime, compressed 

hours, and annualised hours) may provide to staff. Stage 4 – Flexible working environment is 

generally available for staff. Staff may work anywhere within the office. Wireless ICT system 

may be provided in some working areas. Staff can work from distant offices under controlled 

environment security system (Gibson, V. and Luck, R. 2006).  

Koste and Malhorta (1999) proposed four elements to be used for measuring an 

organisation‘s flexibility: (1) Range-number (number of options – operations, tasks, products, 

etc.); (2) Range-heterogeneity (heterogeneity of options – differences between operations, 

tasks, products, etc.); (3) Mobility (transition penalties – time, cost, effort of transition); (4) 

Uniformity (similarity of performance outcome – quality, costs, time, etc.).  

Adas (2000) acknowledges that flexibility should be assessed in terms of organizational 

effectiveness, since the latter is the main force for driving organization. The competing values 

approach is based on the premise that there is no one criterion for evaluating effectiveness. It 

organizes, consolidates, and integrates multiple criteria in the domains of effectiveness into 

sets of incompatible dimensions. These are flexibility versus control, internal versus external 

focus, and means versus ends phasizing final outcomes and the short term. 

The models in the competing values approach and their effectiveness criteria are 

reflected in figure 1.  

 
 

Figure 1: Four Models in the Competing Values Approach and Their Effectiveness 

Criteria (Maloney and Federle, 1993) 

Some authors argue that the system flexibility comprises fundamental factors, shared 

factors and generic factors. The indirect source of flexibility is a strategy which plants use to 

obtain flexibility from external sources. There is also another category referred to as internal 

flexibility evaders or avoidance strategies. These are used to reduce the need for internal 

flexibility or when the plant simply cannot cope (Oke 2005). More detailed reflection is 

included in figure 2. 
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Figure 2: A Refined Framework for Achieving System Flexibility (Oke, 2005) 

Flexibility involves several factors, including possibility to adopt innovative solutions 

that is often not taken into account into organisational flexibility assessment. Thus for 

evaluating the flexibility level of organisation, the author suggests using a scheme that 

provides provides possibility for organisational flexibility assessment. The scheme is reflected 

in figure 3.  

 
Figure 3: Organisational Flexibility Factors (developed by the author) 

 

Since one of the most commonly used organisational flexibility factors is part-time 

employment, the author surveyed possibilities on part-time employment introduction in 

Latvian enterprises. Entrepreneurs‘ survey was performed in July – September 2009 and in 

frames of it 2 000 small and medium sized enterprises representatives were surveyed, out of 

them relevant answers were provided by 1 526 representatives.  
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One of the questions asked in frames of the survey was related to entrepreneurs reaction 

in case their financial resources are reduced by 10%. Detailed results are reflected in figure 4.  

 

 

Figure 4: Entrepreneurs opinion on their action in case financial resources are decreased 

by 10%, 2009 (results of the entrepreneurs survey performed by the author, 2009, n=1524) 

The survey results prove that most of the employers would reduce wage, without 

reduction of working time, regardless to the fact that it may reduce also motivation and thus 

productivity of employees. Concerning other possibilities the respondents indicated that 

number of employees in the enterprise is too small (1 – 3 persons) for deciding the kind of 

questions. Approximately 1% of the persons surveyed noted that they would decrease other 

costs but the ones related to wages. 

Taking into account the survey results, another question was related to further analysis 

on the entrepreneurs unwillingness to adjust part-time employment. Detailed survey results 

are reflected in figure 5 and out of them we conclude that work specifics is often names as the 

main reason for not applying part-time employment.  

 

 

Figure 5: Reasons for not applying part-time employment in Latvian enterprises, 2009 

(results of the entrepreneurs survey performed by the author, 2009, n=1384) 

Thus we conclude that part-time employment is not very much fascinated by Latvia‘s 

employers. However, taking into account that part-time employment (as well as other forms 

of flexible working time) is much more widespread in the EU, e.g. more than 40% of the 

Netherlands employees work part-time (EUROSTAT, 10.05.2010), than in Latvia, it may be 

considered that possibilities for increase of flexible working time (and part-time work) exist 

in Latvia, even more – other organisational flexibility forms should be considered.  

Introduction of part-time employment is related to certain specific indicators in 

management sphere, besides the costs for part-time employed on average are higher than for 

the full-time employed. However, employers may benefit in creating part-time employment 
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places, besides in case work is adequately organized – reach that employees are fulfilling the 

same amount of tasks in shorter time period. 

Introduction of part-time employment is related to certain specific indicators in 

management sphere, besides the costs for part-time employed on average are higher than for 

the full-time employed. However, employers may benefit in creating part-time employment 

places, besides in case work is adequately organized – reach that employees are fulfilling the 

same amount of tasks in shorter time period. 

Conclusions 

There are different definitions concerning organisational flexibility and the author 

considers it as possibility of institution (both private enterprise, state institution or non-

governmental organisation) to adapt itself on changing conditions, by providing efficient use 

of labour force, technological and financial resources. Labour market flexibility incorporates 

term of organisational flexibility.  

Flexibility is suggested to be applied within organisations‘ for providing more 

beneficial working conditions for employees and for remaining competitive in the global 

arena. 

Negative aspects of organisational flexibility involve such features as more difficult 

management system for flexible working schedules employees, possible problems with 

suppliers and customers due to different working schedules and in some cases even health 

problems of employees due to uncertain working schedules. However, in case properly 

adjusted, negative aspects arising from organizational flexibility may be easily decreased.  

Several organisational flexibility assessment models are related to functional and 

numerical flexibility modes developed by Atkinson (1984). Despite number of organisational 

flexibility assessment models, it is often forgotten that when measuring flexibility 

organisation‘s possibility to provide innovations should also be evaluated.   

Great part of Latvian entrepreneurs has not considered possibilities for part-time 

working places creation in their enterprises. Thus it may be concluded that there are 

possibilities in Latvia for increasing such kind of working places, by increasing free time for 

employed persons (compensating it with decrease in wages that is currently applied in many 

Latvian enterprises) as well as ensuring decrease in unemployment (by ensuring possibilities 

for not reducing employees in enterprises). 

Employers should consider possibilities for introduction of flexible working time in 

their organisations, since it allows productivity increase of work performed.  

The first possibility for measuring flexible working time is assessment of employers and 

employees opinions on the necessity to introduce the kind of working time. The more positive 

is the assessment, the more one can understand that there is necessity to increase flexible 

working time in Latvia.  
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RISK MANAGEMENT FOR SUSTAINABLE GROWTH. DO WE NEED A NEW 

APPROACH? 

Jekaterina Kuzmina 

BA School of Business and Finance, Latvia 
Abstract 

Sustainable development refers to the fulfilment of human needs through simultaneous socioeconomic 

and technological progress. This kind of progress is dependent upon continued economic, social, cultural, and 

technological progress. In the process mentioned an adequate risk management plays an important role. This 

evidence allows coming to the conclusion that sustainable development could be achieved thorough 

consideration of risks, uncertainties, and information and knowledge imperfections Each financial and 

economical crisis leads to insights and affirmation that we now recognize the causes, but on the other hand the 

question about appropriate risk management is asked very seldom, and now after the subprime crisis no 

evaluation of the existing approach is done. The aim of the paper is to give a survey of the development status of 

the Solvency II process. The article gives an overview, analysis and evaluation of the methods that are currently 

available in practice.  

Key words: sustainable development, risk management, Solvency II 

Introduction 

In recent years, risk management (see e.g. McNeil et.al. (2006); Gruendel and (2005)) 

and also appropriate and adequate risk measures (see e.g. Artzner et.al. (1999)) have gained 

importance due to Basel II requirements in the banking world and due to the current 

discussions about appropriate risk measures to be used for the computation of capital Perlet 

requirements in the Solvency II process in the insurance businesses. Risk management at the 

present time is used to optimize the solvency capital of a business. The aim is to determine a 

company-wide solvency capital value, which quantifies the risk of business activities. 

Therefore, the risks have to be summarized in a risk measure. Usual risk measures are 

variance, standard deviation, Value at Risk, Expected Shortfall, Lower Partial Moments and 

other risk measures. It is often assumed that the risks are stochastically independent, although 

e.g. many insurance risks are heavily dependent in the tails. Companies providing financial 

services have to compute premiums that are adequate to its risks. Therefore, the premium is a 

risk measure in general. In the insurance business, there are two applications of risk measures: 

the calculation of premium rates for the underwriting and of risk capital requirements for 

solvency (calculation of size of solvency capital). A proper premium rate enables a company 

to operate smoothly while making reasonable profits for its shareholders, and the capital 

requirements ensure that the risk of insolvency remains acceptable. After Chernobyl, Russian 

crisis, the E-business Hype, the Enron and Worldcom scandal, and now even after the 

subprime crisis we have the same ritual as every time after crisis – discussion about 

improvement of methods and tools, while no evaluation of the existing approach is done. The 

aim of the paper is to give a survey of the development status of the Solvency II process. The 

approach has been motivated by the recent developments in the insurance and finance 

business, where risk management and risk measures have become crucial to calculate capital 

requirements. The aim of the current paper to give an overview about the development of 

Solvency II and to provide an analysis of risk measures used in practice (in particular Value at 

Risk and Expected Shortfall are going to be discussed) in order to answer the question, if 

there is a necessity for new risk management approach or pre-crisis risk management system 

is still satisfactory. 

Solvency II – Mail Stones of the Development Process 

Over the past years, risk management and risk measures have gradually more gained 

importance. There is no doubt that managing risks is supposed to optimize the administration 

of the scarce capital of security in a way that on the one hand the risks are covered, but on the 

other hand the least possible capital of security is kept. The aim of this procedure is to define 

a corporation-wide objective criterion to determine the capital of security, which quantifies 
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the risk of business activity. Therefore, the complex risks have to be reduced to a one-

dimensional risk measure. Solvency II has been initiated by the European Community, and it 

will introduce a new solvency regime which will be characterized by an integrated risk 

management approach. In 2001 the European Commission started this project in order to 

review the European framework for the prudential supervision of insurers, and Solvency II 

Framework Directive was presented in July 2007, Europe wide implementation is scheduled 

to be completed by 2011 (follow Eling (2007)). Solvency II has a number of objectives, 

whereby the protection of policyholders is one of the most significant. While previous 

regulatory action regulated the industry on the product level to protect the policyholders, the 

focus has been shifted to the level of capitalization. But as there is no commonly accepted 

expression of risk in the financial statements – and therefore there is no possibility to rely on 

―general level‖ capital requirements and specific regulation is needed. The overall 

architecture of Solvency II (European Commission (2003)) follows a three – pillar structure 

and is analogous to Basle II in the banking sector. The first pillar includes the risk-based 

quantitative capital requirements, which are calculated by a standard model or a more 

detailed, specified internal model. Solvency II divides the capital requirements in two levels: 

the minimum capital requirements designate the ―level of capital below which an insurance 

undertaking‘s operations present an unacceptable risk to policyholders. If an undertaking‘s 

available capital falls below the minimum capital requirements, ultimate supervisory action 

should be triggered‖ (Committee of European Insurance and Occupational Pensions 

Supervisors (2005)). The Solvency Capital Requirements is the amount of capital, to which 

we will refer as economic capital, reflects the required capital to meet all obligations over a 

specified time horizon.  The second pillar reflects the qualitative risk management. Its key 

elements are the control of internal risk models, governance processes, stress tests or the 

quality of risk mitigation. The third pillar stands for disclosure and transparency to reinforce 

the market mechanisms and risk-based supervision. 

The basic concept of Solvency II have been developed so far, however, the details are 

not yet worked out. The aim of the European Commission is the commencement of the new 

solvency regulations in the year 2010 – 2011. And that is the first problem on the field on risk 

management - international and national regulations adaptation process takes too long period 

of time, but fast changing business environment can not wait too long for the new 

requirements or mechanisms that are supposed to prevent crisis. The requirements for a 

standard model in the Solvency II framework are complex. The function of the model is to 

optimize the present equity capital, to use the equity capital under yield return-risk-aspects 

and to deposit sufficient capital to cover the taken risks. The aim is to create an easy standard 

model which is transparent for the supervisory authority and needs only a few parameters. 

Furthermore, the model should evaluate all basic risks in the company homogeneously and 

should measure all basic risks through one quantitative factor, so that two periods or two 

businesses can be compared. However, the model can only be an early indicator and can not 

replace a detailed inspection. This idea should be taken into consideration while discussing 

the sufficiency of the international risk models. The development of risk orientated 

supervision and solvability systems began several years ago in the Netherlands, Great Britain, 

Switzerland and Germany. Even thought Switzerland is not a member of the European Union 

there is a necessity to include also this system in the comparison, while this particular country 

plays an important role on the financial market and in the business environment. The 

following table (see Table 1) presents main differences in the system among different 

European countries mentioned. It is worth to point out that Value at Risk is one of the mainly 

used risk measures, and that is why it is necessary to pay attention to this risk measure and 

evaluate it. 

  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

117 

 

Table 1: Comparison Among European Countries 

Criteria Germany Netherlands Great Britain Switzerland 

Valuation 

1. Assets: 

2. Liabilities: 

1. Market Value 

2. Market Value 

and/or Best 

Estimate 

1. Market Value 

2. Best Estimate 

1. Market Value 

2. Best Estimate 

1. Market Value 

2. Best Estimate 

Minimum and 

target levels 

Minimum 

Capital 

Requirements 

Solvency 

Capital 

Requirements 

European Union 

rules 

Solvency 

Capital 

Requirements 

Minimum 

Capital 

Requirements 

Enhanced 

Capital 

Requirement 

Minimum 

Capital 

Requirements 

Solvency 

Capital 

Requirements 

Solvency 

classification 

1. based on risk 

factors 

2. based on 

scenarios 

  

1. yes 

2. no 

1. yes  

2. yes 

1. yes  

2. Minimum 

Capital 

Requirements 

1. n/a  

2. yes 

Confidence level 99.5% 99.5% 99.5% 99.0% 

Risk measure Value at Risk n/a Value at Risk 
Expected 

Shortfall 

Time horizon (in 

years) 
One year 

One year 

+ multi 
One year One year 

Internal models 
Strongly 

recommended 
Recommended Recommended 

Strongly 

recommended 

Value at Risk 

One of the most popular risk measures is the Value at Risk (VaR), which is used due to 

regulatory reasons in finance and in the insurance businesses. In the literature the Value at 

Risk is also called ―Monetary at Risk‖ or ―Capital at Risk‖. The Value at Risk is a one - sided 

and monetary as well as future oriented and risk adjusted performance measure, which 

corresponds to the percentile principle of the premium principles for insurance businesses. 

The study of literature leads to the conclusion that many different definitions of VaR exist, 

which could be explained as a result of the inaccuracy of authors, as they do not make a 

distinction between lower and upper Value at Risk. In order to solve this problem let define 

the Value at Risk as the ε - quantile with ε = 1 – α, where α is a probability of default. Before 

taking further steps in the discussion about VaR some words should be mentioned about 

quantiles. Let X Є Z be a real valued random variable and ε Є (0;1). If q satisfies the 

following inequalities, then it could be called a ε – quantile: 

)q≤(≤≤)q(

1≤)q(P

≤)q(

        [1] 

The lower ε - quantile of X (usually defined as an occurring loss to the value that is 

monetary expressed) is to be defined as: 

≥)x(F∈xinf)X(q X        [2] 

where R is a real space and F – cumulative distribution function of X. In the similar way 

the upper - quantile of X could be defined:  
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)x(Fxinf)X(q X        [3] 

  

and therefore, q is a  - quantile in case the following inequity is satisfied: 

)X(qq)X(q         [4] 

For further information regarding this inequality follow considerations provided by 

Delbaen (2002). The following part of the paper is going to discuss VaR - risk measure. Let X 

be a real-valued random variable with X Є Z and F – the cumulative distribution function of 

the risk X and finally α Є (0;1) - be a confidence level. Taking into consideration the idea 

about lower and upper risk measure mentioned in the second part of the current paper; the 

lower VaR is given by the following equations and it is the lower (1 – α) – quantile of X: 

)1(F

)xX(Pxinf

)xX(Pxinf

1)xX(Pxinf

1)x(Fxinf)X(q)X(VaR

1
x

x1

      [5] 

The upper VaR is given by the following equitation and is the upper (1 – α) – quantile 

of X:  

 

)xX(Pxsup

)xX(Pxinf

1)xX(Pxinf

1)x(Fxinf)X(q)X(VaR x
1

     [6] 

The advantages of Value at Risk are simplicity, wide applicability and universality. As 

it was already mentioned VaR is the most widely used risk measure in financial institutions 

for market risk and credit risk due to historic and regulatory developments. Risk managers 

can control the default risk via the use of Value at Risk. However, the Value at Risk also 

possesses some serious weaknesses. The Value at Risk as a risk measure is heavily criticized 

for not being subadditive in general; see also the discussion by Embrechts et.al.(2002) and by 

McNeil et.al. (2006). In capital market models in most of the cases the normal distribution is 

used, which is a member of the elliptical distribution family. That is why it is an idealized 

situation, where all portfolios can be represented as linear combinations of the same set of 

underlying elliptically distributed risks. Thus, the Expected Shortfall and the Value at Risk 

are affine functions of mean and standard deviation. Therefore, it is possible to come to the 

conclusion that the Value at Risk provides the same information about the tail loss as the 

Expected Shortfall does. In the elliptical world everything is proportional to the standard 

deviation which in turn is subadditive. Therefore, in the normal world both Value at Risk and 

Expected Shortfall are subadditive for 0.5 < α < 1. The following theoretical example shows 

that this is no longer true outside the elliptical world. Suppose that the risks X1 and X2 follow 

a Pareto distribution, each having density function like: 

0x,
)x1(2

1
)x(f

3
        [7] 

and with shape parameter λ = ½ and form parameter β = 1. The cumulative distribution 

function is given by: 

0x,
x1

1
1)x(F         [8] 
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Then the density g and cumulative distribution function G of the aggregated risk S = X1 

+ X2 can be computed in the following case, among others: X1 and X2 are independent risk, 

then: 

z_for
z2

z1
21)z(G

z1

1
~

z1)z2(

z
)z(g

32

      [9] 

From the cumulative distribution functions the aggregated loss could be expressed as 

following for 0 < α < 1: 

)0(4
4

~

11

2
2

4
VaR

2

22

      [10] 

The VaR for both X1 and X2 is given for 0 < α < 1 by: 

1
1

1)xX(Pxinf

1)x(
1

Fxinf)X(VaR

2

1

x1

      [11] 

1
1

1)xX(Pxinf

1)x(Fxinf)X(VaR

2

2

2x2

      [12] 

It is obvious that the risk measure Value at Risk violates the property of subadditivity in 

general. Example shows that it is more ―dangerous‖ to have two independent Pareto 

distributed risks in the same portfolio instead of having the two identical ones. Therefore, a 

serious disadvantage is that Value at Risk does not consider the structure of the distribution of 

aggregate losses. Additionally, the risks at the tail of the distribution are not considered and 

therefore an underestimation of risks may appear. Thus, the Value at Risk does not consider 

the question of ―how bad is bad‖ (follow considerations by Artzner et. al. (2002) or Dhaene et 

al. (2004)). The Value at Risk is only related to a frequency estimate of a high claim. 

Therefore, it does not say anything about the severity (conditional expected loss) when that 

(rare) loss happens.  

However, in the insurance business distributions of the elliptical distribution family are 

usually not used. Therefore, it is necessary to consider the property of subadditivity. Let 

understand subadditivity as mathematical equivalent of the diversification effect. For a 

subadditive risk measure, portfolio diversification always leads to risk reduction, while for a 

non-subadditive risk measure it may happen that the diversified portfolio requires more 

solvency capital than the original one. Several examples and references about this topic can 

be found by Langmann (2005). Another disadvantage is the absence of continuity of the 

Value at Risk as a function of the level α for a fixed risk X. The Value at Risk as a quantile 

function is only continuous from the right. Therefore, it is possible that for slightly different 

confidence levels one obtains highly different values for the Value at Risk. However, this 

disadvantage can be corrected by calculation of the Value at Risk for many levels. At high 

divergence of the confidence levels it is useful to regard economic considerations in the 

calculation of solvency capital. Hence, it is possible to say that the use of Value at Risk as risk 

measure requires caution and there is the necessity to look for other possibilities for other risk 

measures.  
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Expected Shortfall  

In the context of Solvency II a discussion resulted on how to quantify the actuarial risk 

using a qualified risk measure. The Expected Shortfall (ES) is the ―smallest‖ useful coherent 

risk measure above VaR. The Expected Shortfall became increasingly popular in connection 

with Solvency II. The Expected Shortfall is also called Conditional Value at Risk, Tail Value 

at Risk or Average Value at Risk, which refer to the same risk measure. However, there is a 

necessity of paying attention on how the authors define the risk measure in their papers. That 

is why the current part is going to start with definition. Let α Є (0;1) be a fixed confidence 

level and X Є Z be a risk within E(X
+
) < ∞, then the Expected Shortfall ES at level α of X is 

given by: 

0
u du)X(VaR

1
)X(VaRXXE)X(ESES     [13] 

The ES equals the arithmetic average of the Value at Risk over all risk levels up to α 

(for more details follow Acerbi (2004)). Attention should be paid to the fact that Expected 

Shortfall and the different versions of Tail Conditional Expectation do not give the same 

result in general. The relations between the different versions are examined in detail in 

Langmann (2005). The Expected Shortfall is a coherent risk measure, that could be proved as 

following: positive homogeneity and the translation invariance follow directly from the 

positive homogeneity and the translation invariance of Value at Risk and the linearity of the 

integral. Fix α Є (0;1) and X Є Z with equation  [13] we come to the conclusion that: 

c_all_for__c)X(ES)cX(ES

0__for__)X(ES)X(ES
      [14] 

The monotonicity can be derived as follows: let X≤Y for some X, Y Є Z. Then by 

monotonicity of the Value at Risk we get: 

)Y(ES)X(ESdu)Y(VaRdu)X(VaR
0

u
0

u      [15] 

The subadditivity of the Expected Shortfall can be proved with a modified indicator 

function:  

0)xX(P;0)xX(P

1
)xX(P

)xX(P
1;11 ]xX[]xX[]xX[]xX[       [16] 

Let Y Є Z with E(Y
+
) < ∞ and S= X+Y, then to complete the proof of the theorem the 

following could be done: 

0))(Y(VaR))(X(VaR

)
)S(

1
)Y(

1(E)Y(VaR)
)S(

1
)X(

1(E)X(VaR

)S(
1

)Y(
1(YE)

)S(
1

)X(
1(XE

)S(
1

)Y(
1Y)

)S(
1

)X(
1(XE

)S(
1S

)Y(
1Y

)X(
1XE

)S(ES)Y(ES)X(ES(*

VaRSVaRYVaRSVaRX

VaRSVaRYVaRSVaRX

VaRSVaRYVaRSVaRX

VaRSVaRYVaRX

 [17] 

The key advantage of the Expected Shortfall compared to the Value at Risk is that the 

Expected Shortfall does not only describe but also quantifies the fact of insolvency. 

Consequently, the Expected Shortfall considers the interests of policy in a stronger sense. 

However, the interests of shareholders are weaker considered in comparison to the interests of 

policy holders. This risk measure is the coherence of this risk measure in comparison to the 

Value at Risk. Furthermore, the Expected Shortfall is continuous with respect to the 

confidence level α and, hence, produces only little differing values for little modifications of 

the confidence level.  
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However, it does not only possess advantages. Expected Shortfall only reflects losses 

exceeding Value at Risk and therefore is sensitive mainly to extreme events. Hence the 

following problems are possible: (1) ES is calculated as the expected value of all worst losses. 

However, this ignores that every unlikely event will happen sooner or later given enough 

time. Therefore, the size of the losses will eventually exceed the existing solvency capital; (2) 

it reacts sensitively to an adjustment of the distributions, which is a problem, because often no 

sufficient data for extreme events is available; (3) the difference between Value at Risk and 

Expected Shortfall is in general large, and the additional capital invested compared to the 

Value at Risk only gives a small increase of the secured return period of 1/α. Hence, the gap 

between Value at Risk and Expected Shortfall, being a financial strain to the insurance 

business, is in practice disproportionably high compared to its gain and, therefore, not 

acceptable; (4) ES can be seen as the average loss above therefore, one justification of its use 

is the law of large numbers. However, this is not reasonable from an economic point of view, 

as insolvencies are singular events. Due to this perception, from an economical point of view, 

the use of this measure may lead to absurd risk capital allocations. Therefore, in the usual case 

risks are not reserved adequately.  

Conclusions 

Over the past years, risk management and risk measures have increasingly gained 

importance. Managing risks is supposed to optimize the administration of the scarce capital of 

security in a way that on one hand the risks are covered and on the other hand the least 

possible capital of security is kept. The aim is to define a corporation-wide objective criterion 

to determine the capital of security, which quantifies the risk of business activity. Therefore, 

the complex risks have to be reduced to a one-dimensional risk measure. The insurance 

supervisor‘s task is to ensure that the interests of the policyholders are protected and the 

security of the underwriters is guaranteed. Therefore, rules for a sufficient capital of security 

as well as associated methods of risk management have to be fixed.  

The current paper gave the overview of the development status of the Solvency II 

process. The approach has been motivated by the recent developments in the insurance and 

finance business, where risk management and risk measures have become crucial to calculate 

capital requirements. The article discussed main issues and evaluated the method – Value at 

Risk and Expected Shortfall that is currently used in practice. Several disadvantages of the 

approach have been discussed and in conclusion it is worth to say that new risk management 

tool is needed (that was indirectly proved by the current financial crisis).  

References 

1. ACERBI, C. (2004) Coherent Representations of Subjective Risk-Aversion. In: Szegö, G. (Ed.): 

Risk measures for the 21st century. Wiley Finance Series. Chichester: John Wiley & Sons, Ltd. 

2. ARTZNER, P., DELBAEN, F., EBER, J.-M. AND HEATH, D. Coherent Measures of Risk. 

Mathematical Finance. 1999 9(3), p. 203 – 228 

3. ARTZNER, P., DELBAEN, F., EBER, J.-M. AND HEATH, D. (2002) Coherent Measures of Risk. 

In: Dempster, M. A. H. (Ed.): Risk Management: Value at Risk and Beyond. Cambridge University 

Press., p. 145 – 175 

4. CONSULTATION PAPER NO. 4. Draft Answers to the European Commission on the First Wave 

of Calls for Advice in the Framework of the Solvency II Project. [online] [accessed 15 August 

2009]. Available from Internet:  <http://www.ceiops.org>  

5. CONSULTATION PAPER NO. 7. Draft Answers to the European Commission on the Second 

Wave of Calls for Advice in the Framework of the Solvency II Project. [online] [accessed 15 

August 2009]. Available from Internet:  <http://www.ceiops.org>  

6. CONSULTATION PAPER NO. 9. Draft Answers to the European Commission on the Third Wave 

of Calls for Advice in the Framework of the Solvency II Project. [online] [accessed 15 August 

2009]. Available from Internet:  <http://www.ceiops.org>  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

122 

 

7. DESIGN OF A FUTURE PRUDENTIAL SUPERVISORY SYSTEM IN THE EU. 

Recommendations by the Commission Services. [online] [accessed 15 August 2009]. Available 

from Internet:  <http://www.ceiops.org>  

8. DELBAEN, F. (2002) Coherent Risk Measures on General Probability Spaces. In: Sandmann, K. 

and Schönbucher, Philip J. (Eds.): Advances in finance and stochastics: essays in honour of Dieter 

Sondermann. Berlin: Springer Verlag,  p. 1 – 37 

9. DHAENE, JAN L. M., VANDUFFEL, S., TANG, Q., GOOVAERTS, MARC J., KAAS, R. AND 

VYNCKE, D. (2004) Solvency capital, risk measures and comonotonicity: a review. Working 

Paper. Katolieke Universiteit Leuven  

10. ELING M. (2007) The Solvency II Process: Overview and Critical Analysis. Risk management and 

insurance review 1, p. 69 – 86 

11. EMBRECHTS, P., MCNEIL, ALEXANDER J. AND STRAUMANN, D. (2002) Correlation and 

Dependence in Risk Management: Properties and Pitfalls. In: Dempster, M. A. H. (Ed.): Risk 

Management: Value at Risk and Beyond. Cambridge University Press, p. 176 – 223 

12. GRÜNDL, H. UND PERLET, H. (2005) Solvency II & Risikomanagement – Umbruch in der 

Versicherungswirtschaft. Gabler Verlag 

13. LANGMANN, M. (2005) Risikomaße in der Versicherungstechnik: Vom Value-at-Risk zu 

Spektralmaßen – Konzeption, Vergleich, Bewertung. Diplomarbeit an der Carl von Ossietzky 

Universität Oldenburg 

14. MCNEIL, A. J., FREY, R. AND EMBRECHTS, P. (2006) Quantitative risk management concepts, 

techniques and tools. Princeton University Press 

 

About the author 

Mc. Jekaterina Kuzmina 

Doctoral Student 

BA School of Business and Finance 

Risk Management, Portfolio Management 

E-mail: jekaterina_kuzmina@yahoo.de 

 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

123 

 

RISK MANAGEMENT IN BALTIC LOGISTICS 

Yuri Agafonov 
BA School of Business and Finance, Latvia 

Saulius Bitinas 
Coca Cola HBC, Lithuania 

Abstract  

The management of logistics risk in drink distribution, as in other business sectors of the Baltic States, is 

of great importance, especially in today's conditions of economic depression. Logistics risks have a significant 

influence on customer service level and profitability. Distribution of beverages and other commodities in the 

Baltic States is affected by present low consumption levels as well as the small size of the three countries' 

interconnected markets. 

The trends of the beverage market in the Baltic States have been established. The distribution and 

delivery systems of ―Coca-Cola Hellenic Bottling Company‖ have been analyzed, from the bottling plants to the 

retail customers and end users. The fluctuations of customer demand by seasons and days of the week have been 

determined. 

Solutions have been found for optimal logistics risk and for the ratio between the customer service 

levels and the logistics cost. In practice, the largest savings have been achieved by reducing the number of 

warehouses and the use of transportation outsourcing. 

Key words: Risk management, logistics, Supply Chain Management (SCM), daily products distribution 

1. Pan-Baltic distribution system for consumer goods 

Distribution of daily products in Baltic (Estonia, Latvia and Lithuania) has some 

specifics as compared with other EU countries (Handfield et al., 2009; Langley et al., 2009). 

International brand representatives mainly operate in the Pan-Baltic mode due to small market 

size – the total population of all three Baltic countries is 5.5 times smaller than in Poland – the 

country of similar GDP per capita. Sometimes International companies do not have one 

central legal body, but in all the cases coordination and cooperation take place. Usually 

management is of vertical structure, or at least with one leading institution.  We can see 

examples of Pan-Baltic business operations in trade, service, banking and in other business 

activities. Such management structure is more efficient; however it is more complicated due 

to a greater number of parameters to be controlled.  

 The Baltic distribution of various consumer goods has common features (Круминьш & 

Витолиньш, 2007). Distribution networks of International companies have direct interaction 

with production plants mainly located outside the Baltic region, at least in the supply of 

spares. The definition of Supply Chain Management (SCM) system is wider than that of a 

distribution system, by including more functional links. The aim of the study is to analyse the 

Pan-Baltic SCM of daily products, evaluate the operational parameters for the distribution 

system and find the solution how to reduce the business risks.  

Consider the consumption of non-alcoholic drinks in Baltic. Being quite small, Baltic‘s 

region is nonetheless highly complicated. It embraces three countries with different cultures, 

languages, legislation, taxes and consumption history. For example, Latvian wholesalers are 

not permitted to make payments in cash
1
, however in other countries the sales via cash make 

up a reasonable portion of all sales. Another example – it is forbidden to return empty packing 

to wholesalers in Lithuania, but is allowed in Estonia and Latvia. So far, plastic reusable 

package products are not much used to distribute the Coca-Cola products. 

There are two main beverage groups: with and without sugar.  

From Table 1 we can derive graphs of personal consumption - see Figure 1 and Figure 

2. The cause is that the market development was stable and predictable in the last six years. 

We also evaluated the effect of economic decline – decrease in the purchase power since year 

2008. The general tendencies now are stable consumption of soft drinks and moderate growth 

about 45% in six years of the ―non-sugar‖ drinks consumption. 

                                            
1 There are erratic changes in Baltic retail legislation. 
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Table 1: Consumption of beverages in Baltic, data from Eurostat 

 

Unsweetened water is used more in Latvia, but in Estonia waters with sugar are 

preferred. The Lithuanian consumption behaviour is of ―average‖ Baltic. We can also see the 

difference of beverage volumes consumed in the Baltic and in the EC. Unsweetened water 

consumption is growing twice as fast in Baltic, than in EU-27 and Poland. The reason is the 

lower Baltic absolute consumption level, now it is about half of the EU-27 average for 

unsweetened waters, and about three times less for waters with added sugar. Interesting, that 

soft drinks per capita are used in the same volumes in the EU-27 and in nearby Poland with 

similar economical development level. For proper supply chain management we have to take 

into account the behaviour and habits of population. 

The expectation is that the Baltic market of unsweetened drinks will be growing in 

volume and potentially have increased possibilities and risks. 

 

 

Figure 1: Consumption of unsweetened drinks in Baltic 

NACE code Rev.2 11071130

Area /Year 2003 2004 2005 2006 2007 2008

EE 27227 25890 25501 31772 37709 37634

LV 67994 70872 68280 81944 68041 55526

LT 65694 56080 82605 108627 122591 123584

Baltic 160915 152842 176386 222343 228341 216744

EU-27 45836487 45431238 43444343 49644479 54000000 48000000

Poland 1932085 1811295 2291862 2557591 2621668 2708438

NACE code Rev.2 11071930

Area /Year 2003 2004 2005 2006 2007 2008

EE 80358 77925 107974 130610 124003 112473

LV 29786 30242 35056 36103 42291 36567

LT 155368 139360 154222 138518 133667 107240

Baltic 265512 247527 297252 305231 299961 256280

EU-27 33300000 33077830 32298107 35000000 34800000 35266908

Poland 2404682 2478250 2419279 2711321.3 2806059 2955666

Statistics on the production of manufactured goods Sold Volume ANNUAL, 1000 litres

Waters, with added sugar, other sweetening matter or 

flavoured, i.e. soft drinks (including mineral and aerated)

Mineral waters and aerated waters, unsweetened
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Figure 2: Consumption of soft drinks in Baltic 

We will consider the Coca-Cola products distribution in the Baltic region as an example 

of the Pan-Baltic consumer goods distribution system. Founded in 1886, the Coca-Cola 

Company is the world‘s leading manufacturer, marketer, and distributor of non-alcoholic 

beverage concentrates and syrups used to produce more than 230 beverage brands in more 

than 200 countries. Coca-Cola concentrate produced in the USA is delivered to the licensed 

Coca-Cola bottlers throughout the world, where it is processed into the end products – soft 

drinks. The bottlers who hold territorially exclusive contracts with the company produce and 

package finished products into cans, glass and PET bottles from the ―concentrate‖ in 

combination with filtered water and sweeteners. The bottlers then sell, distribute and market a 

diverse range of ready-to-drink non-alcoholic beverages in the sparkling, juice, water, sport, 

energy, tea and coffee categories to retail stores and vending machines.  

The Baltic area is the territory under the exclusive operations of Coca-Cola Hellenic 

Bottling Company (CCHBC), which operates totally in 28 countries of Western, Central and 

Eastern Europe, as well as Nigeria and Russia - see Figure 3: ―Operation area of Coca-Cola 

Hellenic Bottler Company‖, where markets are highlighted by consumption (Baltic countries 

are in the ―developing markets‖ group). CCHBC is one of the world‘s largest Coca-Cola 

bottlers and as a multinational company, has well developed standards of business process. So 

we can find in the Baltic coke distribution system the general features of Coca-Cola SCM 

systems and distinguish the Baltic distribution specific points. The Supply Chain in Coca 

Cola HBC Baltic means manufacturing, warehousing, distribution, transportation, quality, 

planning and procurement. 

 

Figure 3: Operation area of Coca-Cola Hellenic Bottler Company. 
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2. Logistics risks  

Coca-Cola clients in Baltic are over 15,000 direct retail customers with full distribution 

services. The bottler takes orders, arranges delivery to the outlets and stocks the products. The 

measure of distribution system efficiency is service level - customer satisfaction.  Today 

Coca-Cola customers request for a delivery time within working day from the moment of 

ordering. Supply time cycle from retailer inquiry through production in Baltic plants to 

delivery to end users is about 1 week. So safety stock of beverages must be not less than week 

consumption. Now it is valued of 12 – 14 days consumption. Such stock level reduces the risk 

of stock out. Delivery plan is for a month with correction on weekly basis. CCHBC is an 

owner of goods and can operate the inventory with relative low costs. Coca-Cola beverages 

has expire duration times from 3 months (products for HoReCa) till 1 year. Long shelf life 

and absence of special storage requirements provide low risks of warehousing and product 

expiry.  

Assortment of CCHBC products is not wide – about one and half hundred product lines. 

Classical Pareto classification of products into groups A, B and C with various contributions 

to performance parameters helps to be concentrated on the most important products.  

Some of the main parameters of performance of Coca-Cola Baltic Logistics are as 

follows: 

1. Warehousing costs per case. 

2. Distribution costs per case. 

3. Picking efficiency in DC 

4. System stock losses. 

5. Truck day average. 

6. Not delivered cases due to Logistics faults. 

Delivery trucks with a capacity of 20 T do a haulage from plants to warehouses, 

distribution trucks of 10 T do a transportation to retailers. Only small part of plant output, less 

than 5%, is going directly to large users, big outlet chains, without storage at warehouse. So 

we can take into transport calculations only inbound and outbound from warehouses to 

customer. Transport costs are substantial part of all logistics costs and are depending on 

variable customer demand. Drinks demand fluctuation has two main influencers – weekdays 

and weekly. Let‘s consider the transport needs changes during the weekdays. As an example, 

in Figure 4 we can see the number of distribution trucks in three randomly selected weeks.  

 

Figure 4: Coca Cola HBC Lietuva distribution activities through a week.  

We can evaluate that the daily consumption of products is 30% up to the end of a week 

as compared with its beginning. Such relations are valid through all year, with weekly 

consumption changes due to seasonality (its influence is shown in Chart 4 for 2009). The 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

127 

 

number of weekly used distribution trucks is highly variable from week to week. We can 

evaluate the relation by comparing the annual average and the moving average for 4 weeks 

that is practically the month average.  

 

Figure 5: Coca Cola HBC Lietuva distribution activity in 2009 

Demand for drinks has seasonal peaks up to 100% at summer and is smaller at 

Christmas. As seen from Figure 5, the need for distribution trucks has the peak summer 

seasonality of 28.5%. The discrepancy between the actual goods delivery and the number of 

trucks in operation can be explained by smaller truck loads in non-peak seasons. Parameters 

of demand fluctuations are important for transport needs forecasting. 

The customers want high levels of service, so meeting their expectations is essential 

both to the customer loyalty and to creation of competitive advantage. However, such service 

cannot be rendered without regard to its costs. Basing the customer service levels (measuring 

the share of a retailer‘s orders completed on time and in full) on their segmentation would 

enable the tailored offerings.  

Currently, in Baltic the beverage trade risks can be divided into external and internal 

logistics risks (Damodaran, 2008). We have to take into account the firsts and have to manage 

the lasts. 

The main external risks are: financial, demand, legal and outsourcing. 

Financial risks. Baltic countries have fixed currency exchange rates to Euro, so there 

are no risks of the kind. Today financial risks are associated with financial stability of 

customers and suppliers, especially in today crisis situation. The financial risk also depends 

on the transport fleet conditions, drivers, fuel prices, fuel consumption control, etc. 

Unfortunately the international insurance for such risks (for example to outsourcing service) 

has gone out of Baltic‘s today.  

Demand risks related to unpredictable or misunderstood customer. Historical data of 

sales volumes allow evaluation of risks connected with seasonal variations in demand. So risk 

for out-stock due to seasonal peaks can be economically reduced by reasonable inventories 

and reaching a better match between the stochastic demand and the supply. It was revealed 

that the risks with the peak demand of extra-large orders are lower with a smaller number of 

warehouses – respectively, with lower probability of out stocking. 

Also, the average demand of trucks in summers and winters differs more than 50%. 

This makes distribution very difficult, with almost impossible management of the same level 

of costs during a whole year. 

Legislation risks in Baltic have increased due to quite often changes of terms and rules. 

In particular, changes of state regulations and laws, tax levels and transportation rules bring 

about additional costs and call for a careful monitoring of legal terms in all three countries.  
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Outsourcing risks are connected with the currently observed tendency to reduce the 

involved capital. The number of Contractors should be as big as could be managed without 

additional resources and loss in quality. At the same time, this number should not be very 

small. In the case of just a few contractors the Company is at risk of capacity shortage during 

a peak season and of possible rise in prices if the market changes are too swift. 

Advantages of the outsourcing distribution: 

1. Lesser number of employees. 

2. No demand to invest into the fleet management system. 

3. 95% of distribution costs become flexible. 

4. Simpler quality management. 

5. Smaller capital involved. 

Disadvantages of the outsourcing distribution 

1. No direct control of drivers 

2. Risk to have worse service 

Internal risks are driven by events within the CCHBC Baltic‘s control and are 

connected with facilities, inventory, internal processing of goods (warehousing and material 

handling), pricing and customer service. 

Risks with facilities are determined by the number of warehouses and plants, their 

capacity, utilization and labour force. The first factor of these risks has been studied and 

practical decision implemented. The simulations and calculations are described in Part 3. The 

manufacturing risks are caused by disruptions of internal operations or processes. These have 

become very critical after the Baltic remained with only one manufacturing plant. 

Inventory risks affecting the distribution system's performance are connected with 

regular inventory, safety stock and seasonal inventory. The basic point in determination of the 

inventory volume is the level of product availability. Proper operation of IT systems can 

reduce the needs for extra-ordinary stock replenishment. Planning of stock volumes in the 

Central warehouse reduces the risks caused by inadequate assessment and ineffective sales 

management. Forecasts should take into account the stochastic nature of demand and future 

changes of product assortment. An up-to-date SCM system should meet the rising demand for 

product variety. 

Risks of warehousing and material handling (MH) are internal risks connected with 

stock rotation of products through warehouse. Part of product flow, cross- docked at 

warehouse docks for large retailers, is not affected by these risks. One of the aggravating 

factors is obsolescence of goods. In our case obsolescence practically is not connected with 

expire dates, they are quite long for soft drinks in general. Only especial attention should be 

devoted to the HoReCa products.  

Pricing and customer service risks are closely connected. Pricing of SCM logistics 

costs affects the customer satisfaction. Today‘s level of IT systems allows us to manipulate 

price in the on-line mode, when the sales agent is at a customer‘s site. For example, it is 

possible to meet a retailer‘s request as to the specific price by changing the volume of order. 

3.  Reduction of risks in the distribution of beverages in Baltic 

The opportunities to reduce the logistics risks are hidden in changing the number of 

warehouses and using the outsourcing for transport (Chopra and Meindl, 2010).  

The CCHB Baltic has bottling plants in Tallinn (Estonia) and Alytus (Lithuania). The 

locations were selected during historical development of the business activities. Bottling 

plants for Coca-Cola do not involve very high fixed costs. So it is possible to locate a 

warehouse not far away from a bottling plant. 

In 2008, six CCHBC warehouses were located in Baltic. The reason for Central 

Estonian warehouse location in Tallinn is very simple – it is close to the Tallinn bottling plant 

and is in the biggest sales area. The same situation is in Latvia (the central warehouse is 

located in Riga ─ capital city with more than 70 % of the country sales).  
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The Coca Cola HBC Baltic changed its distribution all over the Baltics in 2009 by 

reducing the number of warehouses from 6 to 3, with only one warehouse per country left: in 

Tallinn, Riga and Kaunas. This led to reducing the product life cycle and affected the 

inventory level. The number of warehouses became the same as that for largest retailers in 

Baltic. By these changes Company reduced also the number of employees, trucks and MH 

fleet. However, the main advantage is that the Logistics setup has become more flexible to 

changes on the market.  

The Company made decision to move the central warehouse in Lithuania from Vilnius 

to Kaunas, located in the centre of country and having very good links with other regions. 

Apart from that, the sales in Lithuania are more evenly distributed among all regions, with no 

single dominated region. New premises near Kaunas are of modern warehouse design and 

have plenty parking spaces for freight transport and motor-cars. These premises, being located 

near the crossings of the main Lithuanian highways and Via Baltica, have a well-developed 

road infrastructure as well as has very convenient geographical position, with directions to 

Poland, Byelorussia,  the Southern part of Lithuania, Klaipeda, Vilnius, Riga and Kaliningrad. 

Another action to reduce the logistics risks was decision for a wider use of outsourcing 

transport. This important and large-scale procedure will be discussed in detail in another 

paper. The results of measures to reduce logistics risks are shown in Figure 6. 

 
 

Figure 6: CCHBC distribution infrastructure changes in 2009. 

The advantages of Baltic logistics restructuring are as follows. 

 Reduced complexity. 

 Logistics department ready for possible market changes. 

 Lower stock required for Finished Goods (FG).  

 Avoiding OOS (Out of Stocks) due to shortage of products in any of the warehouses, as 

it is not always possible to deliver FG to distribution centres from the Central 

warehouse in case of extra orders from Key Accounts. 

 Reduced costs due to smaller number of direct employees, machinery & supervisors. 

 Lower costs for utilities. 

 A smaller number of different contract types (forklift gas, stretch film, waste removal, 

etc) 

Due to the restructuring of logistics network good savings have been achieved. 

Warehousing costs were reduced almost 10 % in 2009 and ~15 % in 2010. The main share in 

savings comes from the reduced number of employees and shorter mileage between 

warehouses. 
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Conclusions: 

1. Decrease in the number of warehouses from 6 to 3 will better meet the market changes and 

reduce the risk of lowering the customer servicing level.  

2. Today the model of the central Baltic warehouse should be refused due to equalization of 

demand over all the three Baltic countries.  

3. The new SCM structure will lower the stock of Finished Goods required and make it 

possible to avoid the Out of Stock for Key Account Supply.  
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CONSUMER VALUES DRIVEN PURCHASING BEHAVIOUR: A PRACTICAL 

APPROACH FOR MARKET POTENTIAL ASSESSMENT 
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Abstract 

Consumer purchasing behaviour is driven by complex social behaviours which influence the choice of 

brands, products or distribution channels.  

The objective of the paper is to analyse consumer social value dynamics in Latvia and develop consumer 

values based approach to explain purchasing behaviour and assess future market trends and potential on a case 

of the Latvian insurance market. 

Analysis is based on empirical sociological data from representative national value surveys which is used 

to segment customers and identify the relationship between their values and future preferences for insurance 

consumption. 

The paper reveals an empirical evidence of values being a determinant in choice among propositions, 

describes a simple and practical approach of applying values based segmentation to explain consumer 

preferences and behaviour as well as suggests strategic directions for market players to gain competitive 

advantages. 

Keywords: consumer values, purchasing behaviour, insurance, marketing strategy 

Introduction 

The rapidly changing economic environment today is heavily driven by consumers. 

They represent the driving force behind the nature of demand not only from the traditionally 

acknowledged volume perspective but also influencing strategies of the market players via 

preferences for certain propositions. The demand is usually influenced by both rational 

aspects which might be explained from price, availability or certain product features 

perspective and factors beyond rational – like ones related to brand, customers loyalty etc. In-

depth understanding of consumer behaviour and factors influencing is becoming an important 

competitive advantage for consumer-driven organizations. This is one of the key reasons why 

consumer researchers attempt to relate purchasing behaviour to personality of the consumer. 

Last few decades have extended the limits of such research applying consumer social values 

theories to the explanation of purchasing behaviour. 

Social values are a subject of interdisciplinary research as they stretch over the 

boundaries of a single discipline. For instance, psychologists usually focus on the cognitive 

aspect of individual‘s values and the consequential impact on his/her motivation; sociologists 

emphasize the social-adjustive function of values; marketing and consumer investigators are 

mainly interested in actions as a result of certain attitudes of the individual, e.g. purchasing 

behaviour aspect. Social values concept has evolved gradually from wide and diverse 

understanding of the subject through numerous attempts to develop a common understanding 

of what the values are and a system for the classification and measurement of values which 

would support a practical application of the approach in research. 

Theoretical background for value studies 

First notable values classification system was offered by Spranger who defined values 

as ―beliefs upon which a man acts by preference‖ and developed a classification system with 

6 basic dimensions - theoretical, economic, aesthetic, social, political and religious values. 

(Spranger, 1914) Instruments to apply the system in research were later developed by Vernon 

and Allport in early 1930s. (Vernon & Allport, 1931) The approach enabled classification of 

in segments by their dominating social values measured via self-administrated survey. The 

methodology known as Study of Values was instantly updated and is considered one of the 

most frequently used in value research throughout the 20
th

 century. This approach has to be 

considered important due to its novelty at the time, simplicity in application and being the 

foundation of the later methodologies which reused some of the principles from the Study of 
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Values. However it featured the limitations set by dimensions and values themselves 

changing in relative importance over the time. 

A later methodology deserving a special attention is Rokeach Value Survey. Rokeach 

defined values as ―enduring belief that a specific mode of conduct or end-state of existence is 

personally or socially preferable to an opposite or converse mode of conduct or end-state of 

existence‖ which are developed by individual in cultural, social and personal 

interrelationship. Rokeach defined key values and suggested a classification system with two 

subsets of values: (i) 18 terminal values representing end-state of existence preferred by an 

individual, and (ii) 18 instrumental values representing preferred means of achieving the 

terminal values. (Rokeach, 1973) The approach was based on ranking separately terminal and 

instrumental values to assess the importance of certain values to an individual. Such an 

approach provided a wide set of data enabling to understand the individual‘s motivation better 

which was among the key aspects why the method gained popularity not only among 

sociologists but also marketing professionals and investigators. Rokeach also suggested a 

potential application of the approach in customer segmentation as ranking values higher in 

personal hierarchy indicates individual preferences which guide a consumer in his/her choice 

process. Rokeach emphasized the universality of the value concept which might enable to 

―unify the apparently diverse interests of all the sciences concerned with human behaviour.‖ 

(Rokeach, 1973) Some illustrations for Rokeach‘s concept like different preferences for 

certain car makes in different social groups later were supported by different empirical 

studies. (e.g. Scott & Lamont, 1973; Henry, 1976; Allen & Ng, 1999) 

Rokeach Values survey has been used across different areas of research and adapted for 

studies related to consumer behaviour in diverse industries. However some drawbacks of the 

approach were related to (i) complexity and time consuming task for respondent to rank a 

large subset of values, and (ii) certain degree of freedom to interpret what each of values 

present stands for. Some of alternative methods tried to overcome these deficiencies like List 

of Values (Kahle, 1983), Values and Life Style (Mitchell, 1983) and Personal Value 

Questionnaire (England, 1975) which all were influenced and inspired by Rokeach‘s 

approach. List of Values provided slightly simpler while equally precise measurement based 

on 9 value dimensions which were aligned with Maslow‘s motivation theory. (Maslow, 1954) 

Values and Life Style provided more practical values and was used by marketers in different 

industries to segment the consumers by similarity of their life style. Personal Value 

Questionnaire has been more applied in area of management development rather than 

consumer research. 

Another aspect of value research which has been important for explaining the consumer 

behaviour is the role of specific national or cultural differences in formation of value system 

which underlies behaviour which was emphasized already by Rokeach. The importance of 

cultural background and ethnical differences were later widely researched and proved by 

empirical studies across a variety of countries (e.g. Vinson et al, 1977b; Hofstede, 1980; 

Feather, 1984) This represented a serious challenge for investigators to develop research 

methodologies which could provide universality. 

Schwartz‘s universal value theory and related methodology (Schwartz Value Inventory, 

hereinafter - SVI) is the next advance in value research which suggested that values represent 

a universal in structure while possibly different in contents system. Schwartz defined values 

as ―beliefs pertaining to desirable end states or modes of conduct that transcends specific 

situations, guides selection or evaluation of behaviour, people, and events, and is ordered by 

importance relative to other values to form a system of value priorities‖. (Schwartz, 1992) 

The framework of SVI is based on 56-57 values in 10 dimensions or value domains. Contrary 

to Rokeach Value survey, SVI respondents are first asked to group the values in groups by 

personal importance to them with or without further ranking of values in each group. This 

allows easier and more precise evaluation of a large set of individual values. SVI has gained a 

respect and wide application in both social and consumer research lately. The method is one 
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of the cornerstones of European Value survey which is one of the most extensive regular 

researches. Empirical studies in over than 70 countries have proved the sustainability and 

applicability of the approach. (Schwartz, 2009) This supports a growing application of the 

method in consumer research across different industries and cross-cultural boundaries. 

Consumer research has been dealing with the issue of the influence of social values on 

selection of brand or product propositions in the market for several decades. Still the range of 

the methods and studies aiming to link social values to consumption preferences and 

behaviours are rather limited and basically most of the investigators have applied certain 

modifications of the abovementioned methods. The most practical application for marketers 

social values have gained in consumer segmentation (e.g. Vinson et al, 1977a; Pitts & 

Woodside, 1984; Kennedy et al, 1988). Most of the studies however are related to industries 

where the impact of values are empirically assumed to play a major role – e.g. fashion 

industry (Allen & Ng, 1999; Kim, 2005), choice of media  (Beatty et al, 1985) or travel 

decisions (Pitts & Woodside, 1986) – while attempts to explain behaviour in more complex 

industries using value approach are scarce. Furthermore, most of the studies are related to 

industrialized countries with sustainable value profiles over long period, while emerging 

economies could present a challenge due to the fast changing environment which might have 

a certain influence on values and consequentially consumer behaviour in much shorter time.  

This paper provides a brief insight in application of social values based approach in 

analysis of consumer behaviour in relatively challenging environment of Latvian insurance 

market. The paper aims to explain the methodology used, show its application by an example 

and suggest potential application in similar environments focusing on a practical application 

aspects for market practitioners. 

Methodology 

While there are different approaches to explain the impact of social values on 

purchasing behaviour, this study is based on ―value-attitude-behaviour‖ hierarchy which 

assumes that cognitions and hence values serve as prototypes for attitudes and guide the 

individual about his/her behaviour.  (Kahle, 1980; Homer & Kahle, 1988) This hierarchy as a 

general model equally may be applied to any purchasing decisions (Figure 1) where values 

serve as determinants to form consumer wants and attitude towards market propositions in 

when action (choice, acceptance/rejection) is being considered.  

 

Purchasing decision

ActionsWantsValues

 

Figure 1: Influence of values on purchasing decision 

Dataset was obtained with a help of the national value surveys (Data Serviss, 2002-

2009) covering annually on average 1500 sample representative to general population of 

Latvia. The survey was extended by incorporating insurance specific aspects as a separate 

section in the questionnaire along with general social values section, demographics and 

sections specific to other issues (such as general attitudes and non-insurance related 

consumption). Such an approach offers several advantages for the study such as: 

1. representative sample to general population of the country; 

2. opportunity to compare the values and attitudes of both current insurance consumers and 

non-consumers; 
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3. information on non-insurance consumption patterns for the same individuals applicable in 

cross-industry pattern tests and used by marketers to develop specific strategies (e.g. media 

consumption in specific segments etc.). 

Primary information used for the study are insurance consumption and consumer social 

values which are used to segment customers and interpret their behaviours. Other sections 

represent secondary information which provides practical value for marketers while 

developing market strategies and new propositions. (Figure 2). 

 

Consumer social values Insurance consumption

General demographics
Non-insurance 

consumption

Consumer Consumption behaviour

Secondary information

Primary information

 

Figure 2: Structure of value survey 

The key element of the survey is consumer social values section which employs 

proprietary Social Values model (Data Serviss, 2008-2009) which is based on adapted SVI 

approach. Considering values to be relevant for local consumers and based on their local 

cultural and social experience, 64 universal values are identified as the most relevant to Latvia 

and grouped in 8 value domains. This is visually represented by value circle of 8 values 

domains on 4 axes in respect to motivational similarities or dissimilarities. (Figure 3).  
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Figure 3: Social Values model (Data Serviss, 2002-2009) 
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Any of social groups represent a value profile which could be plotted on value circle as 

a radar chart representing consumers with dominance of a certain values as share of total in 

segment providing simple visual representation of customer segments. A segment descriptor 

is attributed to each of the value domains for easy interpretation and practical application. 

During the survey respondents group the values according to their individual 

importance for them. This baseline information is used later to segment consumers and 

explain their purchasing behaviour based on dominance of certain values within the group. 

Application example and results 

Value survey supplies the investigator with a large dataset enabling to interpret different 

aspects of purchasing behaviour and underlying motivation of insurance consumers. As this 

paper is developed to present the approach itself, the focus in this section is on potential of 

application of the methodology for market practitioners. Several examples are provided to 

illustrate aspects which could be important for marketers and visualization of the results while 

not focusing on in-depth statistical analysis and interpretation of the data which is subject to a 

wider study. 

Insurance purchasing behaviour in Latvian risk insurance market is analysed in the 

study thus a brief insight in market environment is provided first. Latvian insurance market 

highly competitive concentrated market dominated by foreign insurers. 54.3% of total 

insurance premiums (both life and general insurance) in 2009 were written by insurers with 

over 50% stake of foreign capital. This figure, adjusted by premiums written by branches of 

foreign insurers under EU Freedom of service rules, is even higher reaching 60.6%. (Financial 

and Capital Markets Commission, 2010) There were 11 operational insurers in risk insurance 

market. Four leading risk insurers control 64.5% of Latvian risk insurance market. After 

double digit growth for several years, the market has been heavily hit by recession in 2009 

and experienced a decline of premiums written by -33% (Kaže & Škapars, 2010) which even 

exceeds the decline in usually publically referred statistics of -28%. (Latvian Insurers 

Association, 2010) The decline of the market had started in the second half of 2008, and has 

resulted in both decreasing insurance consumption by existing customers and virtually no new 

business in the market. This has changed the nature of the competition – insurers instead of 

relying on easy new business inflow start to chase existing customer base of competitors. A 

proper understanding of motivation driving consumers in choice for a particular insurance 

brand or product proposition becomes a key competitive advantage, particularly, in downturn 

when market players have to be fast in adjusting their market strategies to win. Few of the 

potential practical applications of values based approach to interpret market trends are 

provided by this study. 

Application example 1. Comparison of different consumer segments. 

One of the applications of analysis based on study is related to interpretation of 

differences among consumer segments. Value profiles provide simple yet explicit tools to 

visualize and compare profiles of different consumer groups which assist marketers to 

interpret differences among segments and adjust their propositions or communication 

messages. Figure 4 illustrates a comparison of value profiles of general population, current 

risk insurance consumers and a segment from the latter which represents consumers who use 

broker channel for their insurance in 2009. While there are no significant differences between 

value profiles of general population and insurance consumer apart from slightly higher 

dominance of peaceful and domestic values and less exposure in maximalist values for 

insurance users. Contrary to average insurance consumer, broker channel customers represent 

much more proactive consumers who are more driven by individualistic values – they are 

more self-centred, profound, and ambitious. This certainly might serve as guideline for 

marketers when developing channel specific propositions. Similar representations might be 

developed for any consumer groups thus enabling easy application with more convenience 

than usual tabular statistics. 
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Figure 4: Differences of values among consumer segments in 2009 

Application example 2: Dynamics of consumer segments. 

Comparison of value profiles of the same single or several groups in dynamics might 

suggest early changes required for successful future strategy. Figure 5 illustrates values of the 

insurance consumer which are changing over the time reflecting the impact of the economic 

downturn. As values are determinants of purchasing behaviour, the shift of values might be 

observed before the purchasing activities are taken and thus reflected in market statistics. Risk 

insurance market started its decline in the second half of 2008 and only 2009 revealed a steep 

decline in premiums written while value profile for 2008 already showed remarkable shift 

from 2007. In the same time values remain relatively stable in 2009 suggesting that changes 

in consumption behaviour are not anticipated in 2010 which sets the framework for market 

strategies. Market players along with stagnating customer base and insurance consumption are 

suggested to focus the attention on retaining existing customers and seeking ways how to 

extend capitalizing on customers representing more sustainable value segments. 
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Figure 5: Dynamics of risk insurance consumer values 2007-2009 

Application example 3. Analysis of value impact on purchasing motivation. 

An understanding of underlying consumer motivation is equally important to 

understanding which segments might represent an interest for the market player. 

Straightforward analysis of a single or multifactor correlation is not the suggested approach to 
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link values to choice of particular propositions. The limitation is the complexity of causal 

relationship among values, rational (e.g. product features) or irrational (e.g. values exhibited 

by brand) attributes of the proposition, consumer behaviour while seeking for proposition 

(e.g. consideration of single or several propositions). However it is possible to map the 

relationship using structural equation modelling methods aligned with the cause-effect path 

with adopted purchase decision process in Figure 1 – i.e. values determine which factors are 

important for the group in choice of the proposition, and those factors affect the actual choice. 

Figure 6 illustrates the motivation analysis for one of the market leading risk insurance brands 

―X‖ which has positioned itself as a leading company which strives to be opinion leader and 

regularly approaches consumers with new product propositions trying to position itself below 

average market price in key products.  
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Figure 6: Motivation analysis for customers choosing brand “X” 

Analysis show that the choice of brand ―X‖ is mostly driven by domestic values via 

brand awareness and price factors which might shape a marketing strategy of being loud with 

attractive pricing or discount packages for this segment which is the widest value segment in 

the market. At the same time a remarkable influence on choice of the brand is from one of the 

product features – smaller deductible, however the relationship between this factors and 

values is weak. Brand awareness combined with attractive price shapes current market 

success of the brand ―X‖. This is equally important information for ―X‖ marketers as might be 

used by competitors as provide clues for successful attack on ―X‖ customer base. This 

example both suggest the impact of values on choice of the brand, and provides the 

illustration for practical use of the survey data for marketing professionals. 

Conclusions 

Consumer values have an impact on purchasing decisions and thus might represent a 

vast opportunities for application in marketing, specifically – development of marketing 

strategy and new propositions. However there is a lack of simple and practical marketing 

tools which enable to track the relationship between values and purchasing decisions. 

Annual Social Values survey might provide Latvian marketers with such tools. The 

method enables a simple yet comprehensive segmentation of consumers combined with easy 

interpretation and visual aids. The method has a potential in cross-industry application as well 

as potential for cross-border repeatability if adapted to locally relevant values. 

The limitations of the scope and length of the paper allow only basic introduction to 

methods which could be applied to dataset obtained via social values survey, thus a further 

development of consistent set of visual aids is underway and testing of repeatability on other 

industries is planned using extended data from the survey. 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

138 

 

References 

1. Allen, M.W. & Ng, S.H. (1999). The direct and indirect influences of human values on product 

ownership. Journal of Economic Psychology, Vol. 20, Issue 1, 5-39. 

2. Beatty, S.E., Kahle, L.R., Homer, P. & Misra, S. (1985) Alternative Measurement Approaches 

to Consumer Values: The List of Values and the Rokeach Values Survey. Psychology and 

Marketing, Vol. 2, 181-200. 

3. Data Serviss. (2002-2009). Annual value surveys of Latvian population. Unpublished raw data. 

4. England, G. W. (1975). The Manager and His Values: An International Perspective. Cambridge: 

Ballinger Publ. 

5. Feather, N.T. (1984). Protestant Ethic, Conservatism and Values. Journal of Personality and 

Social Psychology, Vol. 46, 1132-1141. 

6. Financial and Capital Markets Commission of Latvia (2010). Latvia insurance market statistics 

data 2004-2009. Internet: http://www.fktk.lv/en/statistics/insurance/quarterly_reports/ 

[2010.04.15] 

7. Henry, W. (1976). Cultural Values Do Correlate with Consumer Behaviour. Journal of 

Marketing Research, Vol. 8, 121-127. 

8. Hofstede, G. (1980). Culture's consequences: International differences in work-related values. 

Newbury Park: Sage. 

9. Homer, P.M. & Kahle, L.R. (1988). A Structural Equation Test of the Value-Attitude-Behavior 

Hierarchy. Journal of Personality and Social Psychology, Vol. 54, 638-646. 

10. Kahle, L.R. (1980). Stimulus condition self-selection by males in the interaction of locus of 

control and skill-chance situations. Journal of Personality and Social Psychology, Vol. 38, 50-

56. 

11. Kahle, L.R. (1983). Social Values and Social Change: Adaption to Life in America. New York: 

Praeger. 

12. Kaže, V. & Škapars, R. (2010). Impact of Economic Downturn on Latvian Insurance Market: 

Focus on New Opportunities and Competitive Advantages. Proceedings of the scientific 

conference Economies of Central and Eastern Europe: Convergence, Opportunities and 

Challenges (06.2010) 

13. Kennedy, P.F., Best, R.J. & Kahle, L.R. (1988). An Alternative Method for Measuring Value-

based Segmentation and Advertisement Positioning. In Leigh, J.H. & Martin, C.R. (Eds) 

Current Issues and Research in Advertising, Vol. 11, University of Michigan. 

14. Kim, H.S. (2005). Consumer profiles of apparel product involvement and values. Journal of 

Fashion Marketing and Management, 9/2, 207-220. 

15. Latvian Insurers Association (2010). Latvia insurance market statistics raw data 1997-2010. 

Internet: http://www.laa.lv/pub/index.php?cmd=stat [2010.04.20]. 

16. Maslow, A.H. (1954). Motivation and Personality. New York: Harper and Row. 

17. Mitchell, A. (1983). The Nine American Life Styles. New York: Warner Books. 

18. Pitts, R.E. & Woodside A.G. (1983). Personal values and market segmentation: applying the 

value construct. In Pitts R. & Woodside A. (eds.), Personal Values and the Consumer 

Psychology (pp. 55-67). Lexington: Lexington Books. 

19. Pitts, R.E. Jr. & Woodside, A.D. (1986). Personal Values and Travel Decisions. Journal of 

Travel Research, Vol. 22, 20-25. 

20. Rokeach, M. (1973). The Nature of Human Values. New York: The Free Press. 

21. Schwartz, S.H. (1992). Universals in the Content and Structure of Values: Theoretical Advances 

and Empirical Tests in 20 Countries. Advances in Experimental Social Psychology, 25, 1–65. 

22. Schwartz, S.H. (2009). Basic Human Values. Cross-National Comparison Seminar on the 

Quality and Comparability of Measures for Constructs in Comparative Research. Bolzano, 

Italy. 

23. Scott, J.E. & Lamont, L.H. (1973). Relating Consumer Values to Consumer Behaviour: A 

Model and Method for Investigation. In Greer, T. (Ed) Increasing Marketing Productivity and 

Conceptual and Methodological Foundations of Marketing. Chicago: American Marketing 

Association, 283-288. 

24. Spranger, E. (1914) Lebensformen. Halle (Saale): Niemeyer. As translation by Pigors, P. J. W. 

(1928) Types of Men. New York: Stechert-Hafner. 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

139 

 

25. Vernon, P. E., Allport, G. W. (1931) A test for personal values. The Journal of Abnormal and 

Social Psychology. Vol 26 (3), Oct 1931, 231-248. 

26. Vinson, D.E., Munson, J.M. & Nakanishi, M. (1977b). An Investigation of Rokeach Value 

Survey for Consumer Application. In Perrault, W.D. (Ed) Advances in Consumer Research. 

Association of Consumer Research. 

27. Vinson, D.E., Scott, J.E. & Lamont, L.M. (1977a). ―The role of personal values in marketing 

and consumer behavior‖, Journal of Marketing, 41/2, 44-50. 

 

About the author 

Mc.oec.Valters Kaže  

Doctoral student and lecturer 

University of Latvia 

Key research areas: Latvian economy and national competiveness, consumer behaviour modelling for 

strategic decision making  

E-mail:valters.kaze@gmx.net 
 

  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

140 

 

CUSTOMER-ACCEPTABLE VARIATION OF E-COMMERCE QUALITY 

CHARACTERISTICS 

Natalija Guseva  
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Abstract 

Globalization escalates the competition on the common market, and so pushes business to expand into the 

internet. In the virtual environment businessmen create new contacts, exchange knowledge and new ideas, like 

so improve business competitive abilities. The performance of e-commerce depends on the ability to adapt the 

available technical solutions to the unstable environment, mostly influenced by the customer preferences. Thus, 

the aim of this paper is to present the results of performed analysis of customer preferences concerning the 

variation of e-commerce characteristics, which could serve as quality criteria. The main method used was an e-

customer survey; the data were exposed to statistical and valuating analysis. The analysis gave the set of e-

commerce aspects important for customers, for main identified characteristics the frames of its acceptable 

variation were analysed. 

Key words: e-commerce, quality criteria, quality evaluation, customer approach 

Introduction  

Global market provides for new possibilities and for new dangers – with growing of  the 

markets, the number of business actors and competition are growing as well. Moreover, the 

preferences and expectations of customers can differ significantly among the markets, 

impacted by various cultures and legal systems. All these factors are observable as in 

traditional trade, as in electronic commerce (hereinafter, e-commerce). E-commerce develops 

quite quickly in rich countries and begins its way in the developing states. The success of 

e-commerce depends on many factors: the level of IT infrastructure in target country, the 

legal business regulation, the level of computer-skills, acceptance of IT solutions, and the 

preferences of customers. The last one is especially relevant for Business-to-Consumer (B2C) 

sector. Competitive e-commerce system needs to be flexible and easily adaptable to the 

various and numerous user requirements. Aiming to find out which e-commerce elements are 

important for e-customers, and how do they define the acceptable ranges for important 

factors‘ variation, the e-customers survey was performed. The survey data were analysed 

through statistical and valuating prism. The main accent of this paper is put on the customer 

defined frames of acceptability of identified e-commerce characteristics. 

Theoretical background and methodology of the e-commerce quality criteria 

research  

E-commerce was described by many various authors (e.g. Knoppers, 2000; Coppel, 

2000; Ah-Wong et al., 2001; Markevičienė et al., 2002; Sodžiutė&Sūdžius, 2003; Šarapovas, 

2005; Schubert, 2006; Isaac, 2008; Guseva, 2009) as a part of e-business concentrated on 

selling goods and services. Pavic et al. (2007) underlined the way of e-commerce 

performance through thinking about customers needs, and by using the internet to increase 

business performance and success.  

Author of this paper believes e-commerce is possible to be presented by a complex of 

online and offline processes. The nature of environment influences the character of possible 

opportunities and problems. Thus, when processes are separated by environment nature, they 

can be analyzed in view of environment peculiarities (Guseva, 2008). E-commerce processes 

performed online are the sale organization and the payment organization, from e-customer 

point of view – ordering and payment online (Figure 1).  
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Figure 1: E-commerce analysis model 

Offline activities are the delivery and post-purchase service. Offline environment is the 

point where the customer and retailer meet in reality. Good delivery practice defines if the 

consumer will buy something else from this e-shop. Post-purchase service can help to gain 

customers‘ loyalty. In the result of all mentioned four processes customer reach the point 

where he or she will decide to purchase again from this e-shop or not. The miscarriage during 

any of processes will lead to negative e-shop perception from user‘s position. 

Thus, when the customers‘ preferences are the priority for e-commerce system refining 

and development, the developers need to collect, analyse, and interpret customers‘ opinions 

and expectations. The organisation of customers‘ opinions by sectors of presented model (fig. 

1): online ordering and payment, and offline delivery and service – helps the developer to 

concentrate the attention on main e-commerce processes customer is involved in. By the 

comparison of set of customers‘ preferences and expectations with facilities and services 

provided by e-commerce we can estimate the level of certain e-commerce system‘s 

conformability with market requirements. We can invoke the quality definition used in ISO 

9000 standard: ―the totality of characteristics of an entity that bear on its ability to satisfy 

stated and implied needs‖. If we treat customers‘ requirements as target level (―stated and 

implied needs‖) of e-commerce performance, we can evaluate the quality of particular 

e-commerce system. With purpose to reach this goal, the customers‘ needs must be clearly 

identified. The described model (fig. 1) was a base of the performed survey, where the 

questionnaire was organized by four segments corresponding to four e-commerce processes. 

The survey was performed in the internet (<http://ecomq.com>) – in the environment known 

to each e-customer. The main objective of the questionnaire was to define the aspects of 

e-commerce, which are important for users, and, moreover, to define the ranges of identified 

characteristics‘ variation acceptable for e-customers, and able to be used as criteria for e-

commerce quality evaluation. The list of the main e-commerce aspects was presented to the 

respondents, where they could indicate the importance of each aspect by using the 9-points 

nominal rating scale. When certain aspect was evaluated as important (more than 5 points), 

the customer was asked to indicate additional characteristics of this aspect, which determine 

positive quality perception. 

The answers of European customers (80% – from developing European countries) were 

collected during the period of 2 month in 2009. Response rate reached 32,7% of persons 

visited the questionnaire, the sample of 204 questionnaires filled by e-purchasers were 

analysed. The main characteristics of the structure of the sample are provided on the Figure 2. 
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Figure 2: Survey sample characteristics (made by author) 

Structure of sample by gender is similar to EU population distribution with 52% of 

women and 48% of men participated in the survey, but respondents‘ gender distribution 

slightly deviates from the EU Internet users‘ distribution by same characteristic (fig. 2). 

Sample distribution by respondents‘ age shows the maximum in the 25-49 years old age 

group – that is the age, when incomes are maximised, so, naturally the persons with bigger 

incomes can afford more intense consumption. Considering the frequency of purchase, the 

results of this survey and the findings reflect an opinion of moderate activity buyers, and only 

partly influenced by the opinions of respondents with greater and lesser than average purchase 

frequency. Considering that quite large variety of goods can be sold online the survey data 

were analyzed for several market types: perishable goods market (e.g. flowers, food), leisure 

and household goods market, and luxury goods market. Respondents participated in this 

survey purchase the most on the leisure and household goods market. Thus, the approximate 

respondent‘s profile is: women or men of ―working‖ age with moderate online purchase 

activity, mostly buying from leisure and household market.  The next paper section presents 

the main results of performed survey. 

Customer approach to the e-commerce systems quality characteristics  

Respondents were asked to assess the importance of proposed e-commerce elements in 

9 points scale. The averages of evaluations given by customers are provided on the Figure 3. 

 
 

Figure 3: Means of e-commerce elements‟ importance (made by author) 

On online ordering step the six of nine proposed elements by mean were evaluated as 

important. In this block for customer evaluation there were provided e-shop characteristics, 
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which could be divided on 2 groups: quality characteristics by properties and quality 

characteristics by result. The quality criteria by results (such as e-shop‘s rank in search 

results, attendance, and turnover) are more important for e-shop owner, but not for customers 

– no one of result characteristics were assessed as important. It can be assumed, that 

properties are defining the results. The properties – that is exactly what customer perceive, 

and on its acceptance by the customers depends customer‘s wish to purchase though certain 

e-shop (turnover result), to visit it again (attendance result), to recommend it to other users, 

etc. Thus, the further analysis was concentrated on e-commerce quality characteristics by 

properties, as such an evaluation allows identifying of problems‘ or achievements‘ reasons 

and basis. For such aspects as navigation, technique, customers‘ reviews it is difficult to 

define objective, possible to account, characteristics. However, we can invoke the statement 

of presence of positive and desirable elements. So, for navigation evaluation it can be 

observed the presence of navigation trail (―breadcrumb‖) on each page, of SE friendly URL, 

of e-shop map or adequate search inside e-shop (this aspect was mentioned by 25% of 

respondents filled ―other‖ field), 404 error page with indication of title page URL, external 

links separation from internal ones. Technical e-shop side could be evaluated by checking 

code‘s and links‘ validity, alternate description of media content and links, different browser 

compatibility, media content and code optimisation, etc.    

The nature of e-shop localization and e-offer customization is analogical. Localization 

comes into play through adaptation of the web site, as a whole, to the target market, as well as 

though the offer content‘s adaptation to the culture, market or target consumer group. Thus, 

these two aspects can be operated together. Customers that assessed e-offer content as 

important marked such e-offer dimensions (several options possible to check, total more than 

100%): price (96%), discounts (76%), available in stock assortment (60%), offer relevance to 

request (57%), loyalty support (19%). In the field ―other‖ respondents (15%) mentioned the 

completeness of offer: detailed description, several representatives views of product (high 

resolution pictures), and the possibility to compare selected products.  

The importance of online support and importance of consumers‘ reviews can be 

explained by user‘s willingness to communicate and by preferences in communication ways 

and information sources. Thus, when customer like more to gather opinions from other users 

for choosing a product to purchase, it is likely that such a customer won‘t ask the seller for 

help to select an appropriate product, on the other hand, if the customer is waiting for online 

support from the seller in selecting and ordering goods, it is likely that reviews of users will 

be less important for him.  

On the next step, payment, the respondents, that evaluated payment security as 

important were asked to indicate, which elements help them to assess payment security level. 

The majority of respondents (68%) indicated that the security certificate issued by identifiable 

institution can convince them; others (58%) indicated that they need clear and easily 

checkable information about seller to decide if they can confide him, less than half of 

respondents (44%) mentioned the using of https protocol for transactions. 

The payment alternatives were presented to customers as a list of 10 positions, where 

was possible to check more than one position. In result the customer preferences disposed as 

follows: payment on delivery (77%), payment by credit card (71%), by Web money (45%), 

payment through e-bank (41%), Yandex money (32%), and payment by loyalty points (32%), 

by bank transaction (30%), by PayPal (13%), by sms (3%), by Wire transfer (2%). Here we 

can perceive the desire of customer to pay in as more secured way as possible, they want 

more guaranties and prefer to pay on delivery, when they are sure, that e-shop fulfils order 

and ordered product is relevant to request. Moreover, customers mentioned they appreciated 

the possibilities to pay by instalments, and that the fees for the way they pay are of 

fundamental importance when choosing among payment alternatives.  

The clearness of payment system can be ensured by use of typical standardised forms 

(typicality of payment interface and confirmation of accepted payment – 6%), explanation by 
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instructions of use (72%), interactive payment system‘s demo-versions (21%), and the vivid 

examples (28%).  

When processes are moving to the offline environment the peculiarities of goods can 

impact significantly the preferences of customer – this was showed by respondents‘ answers, 

which were collected for 3 main market types: (1) perishable goods market, (2) leisure and 

household goods market, (3) luxury goods. Customer preferences for delivery term differ 

among the market (as it was expected):  

(1) for perishable goods the delivery term vary by means from 1,3 till 8 hours and the 

most concentration of acceptable terms falls in range from 1 to 8 hours, but the majority of 

judgement was noticed in 1–5 hours range, less – in 5–8 hours diapason, the terms exceeding 

8 hours are less acceptable and can be considered as receding from commonly acceptable 

perishable goods delivery term. 

(2) for leisure and household goods the delivery term by means are acceptable from 2 

till 8 days. The analysis of customer opinion data shows that longer terms (which made 

impact on mean‘s calculation) are acceptable to very small customers group. If we ignore 

these atypical judgements, we will notice, that judgements are concentrated mainly in 1–7 

days range. The terms exceeding 7 days are acceptable to not so many as 1/3 of respondents. 

(3) for luxury goods the means of acceptable delivery term vary from 4 till 24 days. 

There are two minority customer groups – ones expect delivery in less than 2 days, others 

keep acceptable terms over 45 days. The main variety of judgements falls into range from 1–

30 days. Here the same tendency as in previous markets was noticed – the longer the delivery 

term, the fewer customers find it acceptable. 

Considering that the short terms are a part of longer ones, it can be assumed that the 

shorter terms are acceptable to all customers, when with increase of term the satisfiability 

progressively declines. Thus, the orientation on shorter term is more rational: for perishable 

goods delivery must be finished in 8 hours (1 workday), for leisure and household goods – in 

7 days (1 calendar week), for luxury goods – in 24 days. 

The delivery price can be treated as consisting of two parts: fixed and variable. The 

fixed part is a basic price for delivery service, the variable – depends on ordered goods price 

(total sum). The basic price by customers‘ judgements means vary from 1,3 € (1,78 $) to 

8,76 € (12 $). However, when eliminating the rare judgments (delivery price over 36,5 € 

(50 $)) the customer-acceptable delivery prices vary from 0 to about 7 € (about 10 $), the 

higher price for delivery are ready to pay only ¼ of respondents. The added variable part of 

delivery price is estimated as acceptable when it does not exceed 5-6% of order sum.  

The customer-preferable mode of delivery depends on product he or she purchased. The 

perishable goods are to be delivered by courier (mentioned 92% of respondents) or taken in 

distribution point (45%) – these ways of delivery are the most quick, what is important for 

perishable goods. In case of leisure and household goods, besides courier (66%) and 

distribution point (44%), the respondents mentioned post service (58%) as a practical delivery 

mode. As about luxury goods‘ delivery, the acceptable delivery modes are courier service 

(49%), post service (25%), and distribution point (24%). However, there is accented the 

possibility to trace delivery online (65% of respondents) – it is important for new owner to 

know where is his or her ordered and paid luxury property. 

As concerns the post-purchase service, the warranty for online purchased products have 

to be no shorter as in real shop (83 % would like to get the same warranty as in real shop), the 

customers positively look on additional longer warranty (24 % of respondents). The 

acceptable term of refund (the period of time from refund requirement till moment when 

money is refunded) varied from 1 till 45 days. The large variation is noted (standard deviation 

0,64) in this section of data, thus, modes (―from‖ 1 day and ―till‖ 5 days) differ significantly 

from averages (―from‖ 3, ―till‖ 10 days). By presumption, that customers always want to get 

refund as quick as possible and longer refund term acceptance depends on subjective 

customer‘s tolerance level, it is rational to define the acceptable refund term in period of 1–5 
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days. With term‘s increase the satisfaction will decrease: the term over 10 days is acceptable 

for 27% of respondents, over 14 days – 18%, and over 21 days – 1% only. The complaint 

examination term is closely linked with refund term – the quicker complaint examination, the 

quicker refund will be. Thus, the customers‘ expectations about complaint examination term 

are analogical to ones about refund.  The next assessed as important aspect is the period when 

it is possible to return the product; here the mode is ―from‖ 14 days, ―till‖ 30 days, and means 

– ―from‖ 11 days, ―till‖ 30 days. Considering the customers‘ desire to have a real possibility 

to put into practice their rights provided by warranty, the term for product returning have to 

be no shorter than 11 days, on the other hand this term longer than 30 days is not so required 

among customers. 

Client support was evaluated as important on all of four e-shopping stages (fig. 4); the 

most important it becomes in offline environment, when e-customer fulfilled his engagement 

(paid for his order) already and expect an adequate fulfilment of e-seller‘s promises. The 

ways of support needed in each stage differ according to nature of requested assistance, so, in 

online stages the preferable means of communication are purely online and implemented 

through the internet (e-mail, messengers dominate).  

 

Figure 4: Preferable client support tools in e-commerce 

The most important is the support during delivery, where the preferable means of 

communication are phone and e-mail, naturally, the phone is more quick and operative when 

contacting with logistic service (post, courier, etc.), which works in real environment and is 

not always reachable by internet. In post-purchase stage, besides already mentioned means, 

some of respondents indicated the need to get a consultation or other assistance in real office 

of the seller – such a need could be predicted, as on post-purchase stage the problems user can 

face are mostly linked with physical products‘ features and could request intervention. 

Conclusions 

Nowadays business is under pressure to take advantage of the possibilities provided by 

global market. One of the tools for global marketing, e-commerce, to become competitive 

needs to be flexible and easily adaptable to customers‘ requirements. This paper presents the 

main results of performed customer preferences survey, which let identify the e-commerce 

aspects important for customers, and its acceptable characteristics. So, the survey showed the 

need to customize e-shop structure and e-offer content in comfortable, readable, and easily 

understandable manner, as well as to insure the possibility of dialog on e-shop – this is 

important to stimulate the interest of customer and purchase. The found payment 

characteristics showed the means of payment the most requested, and the main indispensable 

characteristics of payment: secure (certification can be used), clear (customers need 

instructions), multifarious (customers want to have a choice), and cheap. All e-commerce 
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developers know that customers require as short delivery term as possible, the survey let to 

define the concrete acceptable terms‘ ranges, which vary from 8 hours for perishable goods, 

till 1 week for leisure and household goods, and till 24 days for luxury and rare goods. In the 

same time the majority of users is not ready to pay for such delivery more than 7 € and 6% of 

order‘s total sum. The mode of delivery depends on the character of ordered products, when 

for perishable goods the most important is quickness of delivery mode, than for other (more 

expensive goods) – the accuracy and traceability. The success of first 3 e-commerce stages 

makes positive impact for recurring purchases. By-turn, post-purchase service can help to 

gain customers‘ loyalty. Customers want to have a possibility, when need it, to use their rights 

provided by warranty, which is expected to be the same or longer than in real shop.  The 

acceptable refund term defined by survey reaches 5 days long, when the term for product 

returning have to be no shorter than 11 days. Client support was evaluated as important on all 

of four e-shopping stages; mostly it is relevant for ones conducted offline.  

The identified important e-commerce elements help the developer to concentrate 

attention on the crucial for e-commerce quality issues on each stage of work. 
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THE INFLUENCE OF GLOBAL CRISIS ON TRAD IN FINANCIAL SERVICES 
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Abstract 

The given article deals with the analysis of the impact of global economic crisis on financial services 

trade. The aim of the research described in the article is to forecast the development of financial services export 

during the period of global economic crisis. To achieve this aim, two main tasks have been set. Firstly, analyze 

the influence of global economic crisis on trade in financial services. Secondly, define tendencies in the 

development of financial services export during short- or medium-term prospects. As the basis for the 

achievement of the given tasks one used such research methods as: mathematic correlation, scenario analysis 

and the analysis of advanced researches in the sphere of financial services trade. Data base of the following 

international organizations: World Trade Organization, Organization for Economic Co-operation and 

Development and the United Nations served as the sources of statistical information. The results of the research 

proved to be: the revealed correlation between financial services export and economic cycles, as well as 

scenarios of the development of trade in financial services during the period of an economic crisis.  

Key words: financial services, economic crisis, global business cycles. 

Introduction 

The trade in financial services, as a component part of international trade, appeared not 

long ago, in mid-90s, and developed at a rapid pace. The main reason for that proved to be 

progress in the development of information technologies and communication, the appearance 

of new kinds of financial instruments (derivatives), processes of globalization and regulation 

of the sphere of financial services on international level (in the frames of such organizations 

as WTO, EU, NAFTA and at the present moment - also BRIC (IA Rosbalt, 2010). 

During the 27-year period (from 1980 to 2007) the upward trend in financial services 

export volumes had been preserved. For all this, average growth rates amounted to 20% (!) 

per annum and they outstripped the increase in the world export of all services and the growth 

of the world export of commodities (WTO, 2009). According to WTO data, in 2007 the world 

financial services export reached its high of 290 billion USD (WTO, 2007) that exceeds the 

27-year index approximately 107 times and the 7-year figure - 2.6 times. That very year the 

proportion of financial services export made up almost 10% of the overall export of services 

and it accounted for 17% in the section ―other commercial services‖
 1
. 

However, in 2009 the upward trend in financial services export was broken under the 

influence of global economic crisis. According to provisional OECD data, the growth rate 

slumped -14% during the year 2009 (OECD, 2010). 

It is rather complicated to forecast what the further development of financial services 

trade would be like, taking into account the fact that the present crisis demands restructuring 

of the world economic system as a whole. However, the importance of the forecast is evident 

both on the world level and on the level of individual states and different financial 

institutions. Financial services trade directly provides all international financial flows, proves 

to be a substantial source of income for a number of states, as well as reflects the degree of 

financial confidence. 

The aim of the research described in the article is to forecast the development of 

financial services export during the period of global economic crisis. To achieve this aim, two 

main tasks have been set. Firstly, analyze the influence of global economic crisis on financial 

services trade. Secondly, define the development of financial services export in short- or 

medium-term prospects.  

                                            
1 In WTO services are subdivided into: 1) transportation services 2) tourism 3) other commercial services 

including financial services. According to WTO methodology, financial and insurance services are recorded 

separately. 
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The following research methods as: mathematic correlation, scenario analysis, the 

analysis of international statistics and advanced researches in the sphere of financial services 

trade served as the basis for achieving the given tasks. 

1. THE INFLUENCE OF GLOBAL ECONOMIC CRISIS ON TRADE IN FINANCIAL SERVICES 

The current world economic crisis that started in mid-2007 has realized itself on global 

capital markets in the form of re-pricing of credit risk and a liquidity squeezing. Despite the 

fact that the financial crisis originated in the US, financial institutions all over the world 

suffered losses due to direct or indirect connection with the US economy. It should be noted 

that different reasons were at the bottom of the banking crisis. They included global economic 

imbalances connected with excess liquidity, low real interest rates, a search for yield, as well 

as a rise in the number and quantity of complex financial instruments. If traditionally banks 

financed mortgage lending through customer deposits, then during the last decades they sold 

on mortgages to bond markets in order to raise additional capital. These mortgage loans were 

bought without evaluation of their real quality. However, as it turned out later, numerous 

mortgage borrowers were not in a position to fulfill their obligations. Through securitization 

these loans were transferred into high rating securities, in view of this they were in great 

demand of different kinds of investors throughout the world – funds, investment banks, 

insurance companies, etc, especially in the USA and Europe. When the borrowers started to 

delay credit payments as a result of the decline in prices for real estate and the increase in 

credit rates, the prices for mortgage securities began to fall. Liquidity on mortgage bond 

market was considerably reduced, and that caused problems in attracting financing for banks. 

By chain reaction short-term financing became inaccessible on interbank market. Hence, 

financial injections of central banks turned to be the last hope. 

A wave of losses of financial institutions (Figure 3) and a shortage of liquidity exerted a 

negative influence upon global economic growth. According to International Monetary 

Fund‘s estimations during the period between 2007 and the first half of 2009, the quantity of 

the written off assets which did not yield any profit amounted to more than 1.3 trillion USD: 

in the USA -8,2%, in the UK -7,2% and in the eurozone- 3,6% of the total mortgage portfolio 

and securities portfolio. Besides, within the next few years one expects the additional writing 

off in the amount of 1.5 trillion USD. 

Global economic crisis led to a sharp decrease in volumes of financial services trade 

(Figure 1). 

 

Figure 1: World export of financial services, in billions USD (1980 – 2009) 

Source: UNCTAD Handbook of Statistics, WTO (authorial computation) 
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Thus, under an unprecedented rapid growth of financial services export in 2007 (+32%), 

already in 2008 financial services export reached the increment of only 2%, and that was 

provoked by a recession in the fourth quarter of 2008 (-19%). According to preliminary  data 

of WTO, in the first quarter of 2009 the world recession of financial services export in 

absolute expression was unprecedented throughout the whole history of trade in them, it 

constituted -26% (!) (Figure 2). In the first place the given decline adversely affected the 

world leaders – financial services exporters. During the first quarter of 2009 financial services 

export decreased -30% in the EU (27 countries) and Switzerland, in the USA (the source of 

the crisis) it fell only -13%. Asian economies underwent the most substantial declines (not in 

an absolute expression but in percentage terms): Hong-Коng –32%, Таipei –53%, Коrеa -56% 

(WTO, 2009). 

In author‘s opinion a sharp decline in financial services export can be explained by 

different kinds of factors, such as: 

 drop in asset value (see part 2); 

 reduction in the number of financial institutions during a sharp period of the crisis. For 

instance, during 2009 more than 140 banks in the USA (approximately 2% of their total 

number) went bankrupt. In 2008 they were 25, and in 2007 – only 3 correspondingly; 

 financial difficulties of the survived banks which limit their potential in realization of 

the programs on financial services export. The banks burdened by reservations for 

―bad‖ assets are less free in handling new risk deals. They redistribute their priorities 

and side with their ‗salvation‘ more often than with their ‗development‘; they allocate 

less resources for winning new markets and groups of new customers; 

 slump in demand for financial products caused by financial difficulties of customers 

themselves under the influence of the crisis; 

 general increase in the extent of investment risks resulting in customers‘ restraint upon 

the use of financial services connected with the investment of resources in financial 

instruments; 

 reduction of general financial activity of customers during the crisis period including  

loss of confidence in banks on the part of its customers; 

 the appearance of new regulation standards which make financial activities more 

conservative (it mainly concerns Europe). 

 

 

Figure 2: World export of financial services, Q1 2008 – Q1 2009 (% change) 

Source: WTO 
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economy. According to operational data of OECD, by the end of 2009 the volume of financial 

services trade had also started to revive – in the first quarter of 2010 года up to 5% in 

comparison with the total result in 2009. 

At present central banks of leading countries are in the highlight of experts all over the 

world as they had saved the world financial system from collapse that was imminent in the 

second half of 2008. All over the world central banks made injections to increase liquidity 

(Figure 3) in their banking systems and utilized various methods for that purpose: carried out 

an active monetary policy, secured bank liabilities, carried out re-capitalization, etc. Only in 

the fourth quarter of 2008 world central banks bought out government debts and low quality 

private assets for more than 2.5 trillion USD (IFSL, 2010). Through the purchase of newly- 

issued preference shares to the amount of 1.5 trillion USD the governments managed to 

increase the capital of their biggest banks. However, the immense injection of funds that 

provided banks with sufficient reserves cannot remain in a frozen form for ever; sooner or 

later the excess liquidity starts to penetrate into financial markets giving rise to new bubbles. 

In that way the unsteady position of the world economic system can shift into a new turn of 

the crisis quickly enough. 

 

 

Figure 3: Worldwide banking industry assets and profits 

Source: the Banker 

In order to save the world economy international regulators made attempts to set new 

rules making the following financial crisis less probable and less painful for the financial 

system. However, it is important to note that for the present moment such a mechanism has 

not been produced yet, it means that fundamental reasons of the crisis are far from being 

surmounted. A positive factor is that the sharp phase of the crisis is passed. That provided the 

possibility of taking no hasty measures in respect of ‗bad‘ credits. Thereby one prolonged the 

life of many companies and financial institutions, and so it means that one has preserved the 

network and infrastructure for financial services trade which secure all intergovernmental 

flows of capital.  

2. THE DEPENDENCE OF FINANCIAL SERVICES EXPORT ON GLOBAL ECONOMIC CYCLES  

When analysing the volumes of financial services trade over a 30-year period, 

especially the influence of global crisis on financial services, the author advanced a 

hypothesis regarding the existence of an essential interdependence between financial services 

export and global economic crisis both on a world level and on the level of individual states. 

The author assumes that bringing to light the given interdependence can afford us an 

opportunity for a more exact definition of the development of financial services export, 

especially in the period of a global crisis. 
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At the beginning of the research aimed at exposure of the nature of economic crisis   the 

following fundamental theories have been reviewed: Marxist theory – «a crisis in economy is 

considered as a divergence» (K.Marx, 1885, N.Kondratyev, 2002, J.Hicks, 1946, K.Arrow), 

monetary theory – «crises are impelled by expansion and squeezing of a bank credit with the 

change of the money supply in circulation» (M.Friedman, 1968, Schwarz, F.Hayek, 1941), as 

well as the theory of under consumption and the psychological theory (J.Keynes, 1936). In 

order to verify the hypothesis the author was mainly guided by the monetary theory of 

economic cycles as the most suitable for the description of the present-day economy due to 

the fact that the present recession was caused exactly by the excess money supply distributed 

through credit products. 

The author verified the hypothesis of interdependence of financial services export and 

economic cycles through correlation coefficient. In statistics the correlation coefficient is an 

index of stochastic interdependence of the change of two random variables. For metrical 

variables one uses Pearson‘s correlation coefficient the exact formula of which was derived 

by Francis Galton: 

,
))(][())(][(
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М – mathematical expectation; 

Х – financial services export (volume in currency or change of volume, %); 

У – world economic cycles index, two indices were taken in its capacity: gross domestic 

product (GDP) and foreign direct investment (FDI) (they characterize flows of money in 

accordance with the monetary theory of economic cycles) calculated in currency volume or 

change of volume in percentage terms). 

Results. On a worldwide level, when one used world GDP as ‗У‘, the rate of correlation 

coefficient calculated over the 28-year period (from 1980 to 2008) constituted 0.97. In its 

turn, the correlation coefficient calculated over the same period, where global FDI flows were 

taken as ‗У‘, made up 0.99. On the face of it, such high correlation coefficients corroborate 

substantial interdependence between financial services export and world economic cycles. 

However, in theory correlation coefficient can be false. That is why the author in addition 

substantiates logically the given interdependence. 

The thing is that financial services export in the country‘s Balance of payments  mainly 

consists of incomes in the form of fees and commissions to financial institutions (banks, 

brokerage companies, fund managers, etc.) received from non-resident customers for 

managing their financial assets or for transactions with financial instruments performed by 

their instructions. When making investments the amount of commissions usually directly 

depends on the value of customers‘ assets. As a result, under the growing world economy 

investors intensify their activities in search of investments not only in their own country but 

also abroad. Under a growing demand the cost of investment objects increases and, at the 

same time, commissions get higher, and that increases the world export of financial services. 

So let‘s examine export of financial services in greater detail by using an individual country 

as an example. 

Upswing. Let‘s assume that a certain country stirs its economical activity and becomes 

attractive for a foreign investor who, for that reason, allocates his funds in the amount of 1 

million EUR to a financial institution of the given region for their placing. Let us suppose 

further that the commission fee for management makes up 1% of the cost of the assets and 

10% of its increment calculated over a certain period. In the given example the commission 

earnings of the financial institution will initially amount to 10,000 EUR. In case the cost of 

the assets over the mentioned period increases twice as much, then the cost of the assets under 

management will reach 2 million EUR, and the commission earnings will make up 100,000 

EUR for the increment of the assets‘ cost, plus 20,000 EUR correspondingly for the further 

management in the next period. 
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Peak. As a result, financial services income increases the country‘s GDP, and in case of 

rendering services to a non-resident investor it is also reflected in the growth of the country‘s 

export. From economic standpoint, a favorable environment attracts new investors from every 

corner of the globe, and the commission earnings of the financial institution grow in a 

geometrical progression. Thus export of financial services reaches its peak in a certain 

moment. And what happens further? 

Recession. Under the inflow of investors to a growing market the cost of assets grows at 

a rapid pace. In due course the increment rate of prices gradually slows down, and investors 

start searching new advancing markets. Some of the investors start withdrawing their funds 

from the financial institution. The commission rate of the financial institution falls a little, and 

so do export and GDP of the country correspondingly. Mass media supply information 

concerning slowdown in the growth rate of the country‘s economy. More and more investors 

redistribute their assets to other regions, and economical indicators of the country deteriorate 

even more. The «escape» of investors results in the sale of assets and the decline in market 

prices. The financial institution loses not only its additional commission for successful results 

but also a part of the commission earnings for asset management. Due to the fact that at best 

asset management in recessionary economics does not bring any profit to the investor, and at 

worst the investments bear losses, the financial institution loses most of its non-resident 

customers during a relatively short period of time and experiences a hard financial standing. 

This situation frightens off any new customers. Financial services export slumps. Indicators of 

the sectors from which the investments had been withdrawn fall down. The compression of 

economy takes place and, accordingly, it is reflected in the drop of GDP. 

Bottom. The financial institution is not in a position to export financial services to 

foreign investors any more until the country‘s economy starts restoring and new investment 

objects appear. 

Despite some simplicity that does not take into account a great number of minor factors, 

the given example indicates not only direct dependence of financial services export and 

economic cycles but also the fact that financial services export reacts more vividly on 

economic cycles than any other sectors of national economy.     

The explanation of correlation between financial services export and FDI inflows is 

analogous to the a.m. example regarding correlation of financial services export with GDP. 

When FDI proceeds arrive in the country, its economy stirs up, becomes attractive for the 

investments of non-residents who utilize the services of local suppliers of financial services. 

The increase and decline of financial services export, correspondingly, directly depends on 

inflow or outflow of FDI. 

The research carried out by the author indicates that correlation between financial 

services export and economic cycles actually exists on both the world level and the level of 

individual states (Таble 1). Rare cases of low correlation between financial services export 

and economic cycles of the country can also be caused by: 

 substantial changes in regulation of financial sphere (for instance, preferential taxation 

for foreign investors); 

 re-export of capital when foreign investors‘ assets are allocated in foreign countries and 

not in the domestic market of the country (in Таble 1 one can relate  Belgium and Japan 

to the given criterion); 

 errors / changes in statistics (in Таble 1 one can relate Greece to this criterion). 
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Table 1: Correlation Coefficients between Financial Services Export and GDP, as 

well as between Financial Services Export and FDI 

Nr. Country 

Correlation  

Nr. Country 

Correlation 

GDP FDI  GDP FDI 

1 Australia 0.93 0.90  15 Japan 0.16 0.94 

2 Austria 0.66 0.72  16 Korea Republic 0.80 0.88 

3 Belgium -0.14 0.85  17 Luxembourg 0.96 0.83 

4 Brazil 0.77 0.64  18 Netherlands 0.93 0.98 

5 Bulgaria 0.42 0.41  19 Norway 0.95 0.96 

6 Canada 0.97 0.92  20 Panama 0.88 0.91 

7 Hong Kong 0.92 0.94  21 Poland 0.82 0.77 

8 Cyprus 0.84 0.87  22 Portugal 0.83 0.72 

9 Check Republic 0.44 0.46  23 Spain 0.94 0.94 

10 France 0.02 -0.2  24 Sweden 0.93 0.95 

11 Germany 0.88 0.93  25 Switzerland 0.87 0.96 

12 Greece -0.5 -0.48  26 Tunisia 0.98 0.95 

13 Ireland 0.99 0.73  27 United Kingdom 0.97 0.99 

14 Italy 0.38 0.18  28 USA 0.88 0.92 

Source: UNCTAD Handbook of Statistics, UNCTAD FDI flows (authorial computation) 

3. FORECAST OF THE DEVELOPMENT OF FINANCIAL SERVICES EXPORT 

As it was already indicated in Part 2 of the given article, financial services export 

vividly reacts on economic cycles both on the level of individual states and on global level. 

However, it is rather complicated to forecast the future of financial services export at the 

present moment as recession of the world economy challenges the functioning of the world 

economic system as such. Due to the possibility of decisive changes in global financial 

system, mathematical methods of forecasting financial services export may turn out to be 

ineffective for the present moment. For this reason the author thinks it expedient to use a 

scenario analysis in the present conditions. 

The key element that describes the development of economic events in the world in the 

nearest 1 – 2 years is the choice between two scenarios of the development of world economy, 

namely: deflation and (hyper)inflation (Hazin, 2010). It goes without saying that these two 

scenarios can have a substantial and different effect upon the volumes of financial services 

trade as implementation of this or that scenario will be defined by interaction of two main 

parameters: decline of aggregate demand and emission. Fundamental difference between 

these scenarios consists in the fact that the deflation scenario raises money value, whereas the 

inflation scenario, on the contrary, decreases it. 

The deflation scenario actually means bringing to naught all the efforts of world leaders 

on keeping up optimism among consumers and companies. And that implies a sharp increase 

in savings and curtailment of portfolio investments (Hazin, 2010). The present scenario will 

lead to reduction of the volumes of financial services export. 

The inflation scenario means money emission with a view to compensate decrease in 

demand. Emission can, even if partly, suspend decrease in demand, however it, as such, 

arouses inflation that also reduces the volume demand in real (comparable) prices. For this 

reason emission rate for compensation of decline in demand ought to keep growing. Under 

high emission rate inflation grows into hyperinflation, and that causes a feverish activity on 

the part of investors in search of a money investment place. Active allocation of funds and 

increase in asset cost will result in the expansion of financial services export. 

However it is important to bear in mind that «net» deflation or (hyper)inflation 

scenarios are realized comparatively rarely, and it means that, most likely, they will replace 

each other. In case compensation of decline in demand through emission does not work, then 
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all companies, banks and other financial institutions will experience difficulties. Sooner or 

later they will start reducing prices for the cost of their services and cut down their expenses. 

A sequence of bankruptcies (including financial institutions) will follow; for all this, the first 

ones will stimulate a chain of the following ones. On the one hand, the investors who had lost 

trust in local financial institutions due to their unstable financial position will be ready to turn 

to banking facilities in foreign financial institutions. It means the increase in financial services 

export. On the other hand, due to periodical change of deflation and (hyper)inflation,  

investors will actually come across some difficulties in both the attraction and the placing of 

their investments. These factors, in their turn, will exert a negative influence on the world 

trade in financial services on the whole.  

Whatever scenario of the development from the suggested above would actually be, 

according to Part 2 of the given article, the change in volumes of financial services export will 

directly depend on the changes of GDP and FDI. 

Conclusions 

Financial services trade as a component part of international trade has appeared 

comparatively recently and developed at a rapid pace. The average growth rate over the 27-

year period (1980 – 2007) amounted to 20% per annum outstripping the increase in the world 

export of all services and the growth of the world export of commodities.  

However, after the year 2008 the growing trend of financial services export was broken 

under the influence of global economic crisis caused by excessive liquidity, undercut real 

interest rates, pursuit of quick profit, аs well as the increase in the amount and volume of 

complex financial instruments in the USA. Direct sources of slowing down financial services 

export proved to be: steep fall in assets cost, bankruptcy and financial difficulties of the 

spared by crisis financial institutions, slump in financial services demand in connection with 

the general increase in investment risks and financial difficulties of customers, decline in 

general financial activity during the crisis period, etc. 

After the governments and central banks of many countries had taken urgent measures 

on the growth of liquidity of the banking sector the world crisis turned from its sharp phase to 

a correction stage. Thus the ‗life‘ of numerous companies and financial institutions was 

prolonged, it means that the network and infrastructure for financial services trade have been 

preserved as they secure intergovernmental flows of capital. However, at the present moment 

fundamental reasons of the crisis are far from being surmounted. 

The analysis of financial services trade over a 30-year period indicated that upswings 

and separate declines of these trade volumes coincide with the upturns and recessions of the 

world economy. In its turn, through correlation analysis and the analysis of economic 

processes one has ascertained a direct dependence of financial services export on both the 

world level and the level of individual states. 

Besides, it has been found out that financial services export reacts more vividly on 

economic cycles than any other sectors of national economy. The reason lies in the structure 

of profit from this kind of export in the Balance of payment that mainly consists of 

commission fees to financial institutions from non-resident customers for managing their 

financial assets or for transactions with financial instruments carried out according to their 

instructions. Due to the fact that commissions usually directly depend on the cost of   

customers‘ assets and their increments, a considerable fluctuation of the cost of assets is 

immediately reflected on financial services export in a geometrical progression.  

Rare cases of a low correlation of financial services export with economic cycles of the 

country can be caused by substantial changes in the regulation of financial sphere, re-export 

of capital (when foreign investors‘ assets are invested in foreign countries and not in the 

domestic market of the country), as well as by changes in methods of statistical accounting or 

errors in statistics. 

A scenario analysis was used for forecasting the volumes of financial services export. 
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Taking into consideration the connection between financial services export and economic 

cycles, as well as specifics of the present economic cycle in a short- and medium-term 

prospect, the trade in financial services will be influenced by the choice between 2 scenarios 

of the development of the world economy – either a deflation or an inflation one.  

In case of the deflation scenario there will be a sharp growth of savings and decrease in 

portfolio investments that will lead to the reduction in the volumes of financial services 

export. In its turn, the inflation scenario will give rise to a sharp activity of investors in search 

of a place of money investment. As a result, the increase in assets‘ cost will be reflected in the 

growth of financial services export. On the other hand, if the given two scenarios replace each 

other, most likely it will exert a negative influence on financial services trade. 

It is recommended to take into consideration the above mentioned results of the research 

when making a forecast of financial services export both on a world scale and on the scale of 

regions or individual countries. 
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THE APPLICATION OF PROCESS-BASED APPROACH FOR FINANCIAL 

STRUCTURE CONSTRUCTION 

Svetlana Savina  
Riga International School of Economics and Business Administration, Latvia 

Abstract 

An effective system of activity planning, company’s resource and potential measuring is an indispensible 

condition for realization of company’s strategic aims amidst dynamic business environment. Development of 

company’s financial structure serves as a basis of company’s division activity coordination for the benefit of 

unitary resulting effect.   

The notion of financial structure as a tool of company management by delegation of authorities and 

substitution of administrative approaches for economic ones (business unit management) is common in 

economic and scientific literature. In given article the author presents a financial structure as a tool of 

combined process-based company management system. The aim of present article is the development of 

theoretical basis for construction of financial structure of a large multi-field enterprise in service industry, 

which will provide an opportunity of effective financial management both for independent business processes 

and the company on the whole.  

The result of the article is an author-developed construction scheme for financial structure as a part of 

combined management model for an enterprise in service industry with company management process-based 

approach as a conceptual basis.   

Key words: process-based approach, process-oriented model, strategic aims, financial structure, 

responsibility center.  

1. Introduction 

Activity success of a modern company largely depends on management process 

organization extent inside the company under conditions of territorial expansion and physical 

growth of companies, production process complication, supplier proliferation, changes in 

customer relations and a highly competitive environment.  

The financial structure of a company, as a part of combined company management 

model, based on process-oriented approach using modern management tools, can become a 

foundation for management process ordering and a creation of harmonious system of planning 

and control, company‘s potential and asset estimation.  

Absence of theoretically and methodologically developed system of constructing a 

financial structure, as company management tool, in which strategic aims are detailed to the 

level of business processes, determines the relevancy of present article and the practical need 

for such system in companies of Latvia. 

The aim of given article is the development of theoretical basis for the construction of 

financial structure of a certain multiproduct service industry enterprise in Latvia, based on 

economic literature and scientific publication study, analysis and evaluation. The 

development of theoretical basis of constructing a financial structure involved consideration 

of the following issues in this article:    

 Interrelation of financial and organizational structures; 

 Tasks of financial structure;  

 Stages of financial structure construction (scheme). 

The product of the article is an author-developed scheme of financial structure 

construction as a part of combined service industry enterprise management model, with 

conceptual basis presented by process-oriented approach of company management. 

Provisions and conclusions from the modern management tool-related publications of 

the leading scientists, specialists and experts formed the methodological and theoretical basis 

of work. Besides this, the given research is a part of author‘s study into management system 

creation, which is oriented on value engineering using advanced management tools for a 

certain enterprise in service industry, as part of doctoral thesis.  
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2. Interrelation between the Financial and Organizational Structures and Tasks of 

Financial Structure  

When constructing a financial structure of a company, it is essential to understand the 

way it will be associated with company‘s organizational structure. 

The notion of company‘s structure supposes a hierarchic system. The elements of 

organizational structure as a hierarchic system are represented by the functional structural 

subdivisions of company. The physical progress control of any actions is the basic lever of the 

organizational structure as a tool of functional management. (Боровков, 2006) Under 

conditions of vigorous growth of companies, the origination of various business lines inside 

structural subdivisions, functional approach and organizational structure therewith do not 

provide business efficiency and the company loses the sight of its development prospective.   

The coordination of company‘s activity aims and methods of achievement can be based 

on a financial structure, which is just a single section of company‘s management structure. 

Responsibility centres are the elements of financial structure as a hierarchic system 

(Миславский, 2005). Financial structure of a company is a tool of company‘s financial 

planning, activity control and analysis. Apart from organizational structure, which reflects the 

subordination hierarchy inside the company, financial structure represents the hierarchy of 

responsibility for equalling financial performance. Financial structure of a company is 

constructed on the basis of economic and financial relations between responsibility centres; 

therefore, expenses and incomings of certain type are grouped in responsibility centres. 

Business logic is the logic of constructing a financial structure. In turn, personal factors and 

inside schemes are often considered, when constructing an organizational structure.   

In practice, organizational and financial structures of a company are closely related, but 

not necessarily congruent. Modeling of a financial structure almost always allows detecting 

deficiencies of organizational structure, which were formed in company‘s lifetime: function 

duplication, or, on the contrary, weak and ignored links of business processes.   

Creation of a financial structure allows tracing asset flows inside the company and 

assessing efficiency of business in general and its elements, so the major tasks of a financial 

structure could be:  

 Division of responsibility for the final result of company‘s activity; 

 Coordination of company‘s subdivision activity on operative and strategic levels; 

 Assessment and efficiency control of various business lines of company, which is 

urgent for multiproduct companies. 

The performance of tasks assigned above could become a foundation for construction of 

budgeting system (Ивлев, Попова, 2005), management accounting, objective estimation of 

company‘s assets and potential, as well as the effective system of employee motivation. This 

is what the author of the article views the practical meaning of financial structure construction 

in.  

3. Construction Stages of Financial Structure 

Generalizing the methodological and theoretical principles of constructing a financial 

structure, which are described in scientific literature, and taking process-oriented approach as 

a basis, the author presents the following stages of financial structure construction: 

Preparatory stages 

1. Identification of business processes;  

2. Activity type classification within the bounds of business processes;  

3. Allocation of cost and revenue items according to activity types;  

Direct modelling of a financial structure 

4. The allotment of responsibility centres by the character or of economic indicators;  

Final stage 

5. Organizational stage. 
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3.1. Identification of Business Processes 

The first stage of financial structure creation supposes making a list of business types 

(Хруцкий, 2009), i.e. the identification of company‘s business processes. Considering a 

company as an assembly of business processes, it is essential to classify these processes. It is 

useful to consider the classic concept of value chain, in which all processes are divided into 

basic and supportive ones, as a basic model of conducting analysis. Basic processes are 

divided into processes of inbound logistics, basic operations, outbound logistics, sales and 

marketing and service processes. Supportive processes are represented by procurement 

processes, technology development, human resource management, and company 

infrastructure. (Porter, 1985). 

Business process classification scheme can be developed by the company itself, using 

process scheme under terms of quality management system (ISO), or using already developed 

methods. For instance, business processes can be divided into basic (operational) and 

management and support processes according to the method of company Artur Andersen and 

American Productivity & Quality Center (APQC) (APQC PROCESS CLASSIFICATION 

FRAMEWORK, 2009). If necessary, the classification of processes can be detailed to the 

level of subprocesses.  

3.2. Activity Type Classification 

To modulate a successful financial structure, the company must have a clear vision of 

its activity types, i.e. the operations of converting incoming resources into output results 

(Ивлев, Попова, 2007). The classification of activity types is the second stage of financial 

structure creation. It is helpful to subdivide activity types into primary, secondary and design 

ones. In case when activity type definition is too general, it is subdivided into subtypes. 

(Brimson, Antos, Collins, 2004) 

Primary types of activity are aimed at the assigned task completion. They are measured 

by quantitative result. Supportive activity types of primary ones are referred to secondary 

types. Theoretically, they must increase the efficiency of primary activity types. Design 

activity types are characterized by time limitations and have start-end dates. 

The assembly of all activity types represents a model of production process (business 

process). ―Management gurus‖, Michael Hammer and James Champy, treated the notion of 

business process the following way: ―By ―process‖ we mean a set of operations (activity 

types), which altogether create a result that is of value to for a consumer – for example, the 

development of a brand new product‖. (Hammer, Champy, 2001). 

3.3. Cost and Revenue Item Allocation in Accordance with Activity Types 

Model of company business as an assembly of business processes and activity types, 

gives a clear vision of asset routing inside the company and shows, who are they influenced 

and controlled by and how. This gives an opportunity to allocate cost and revenue items by 

business processes and activity types, to define regulated and unregulated cost items on the 

next (third) stage of financial structure construction. 

3.4. Responsibility Centre Allocation 

The essence of creating a financial structure lies in identification of subdivisions that 

can bear the responsibility for asset flows inside the company. Every structural element of a 

company attracts income and/or undertakes expenditures contributing to the final financial 

result. Consequently, when planning activity and reporting the results, the subdivision is 

responsible for its actions. Dividing the responsibility between subdivisions this way, it is 

possible to assess activity results and coordinate their actions. Hierarchy of responsibility for 

the final result is the basis of a financial structure.    

Responsibility centres are elements of a financial structure. There are various principles 

of responsibility centre classification in economic literature. For example, by target values, on 
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which the activity of responsibility centres is oriented (Кочнев, 2008), in accordance with 

chief authority and responsibility (Молвинский, 2006), as budgeting objects (Хруцкий, 

2009). In author‘s opinion, it makes sense to use company group ―ИНТАЛЕВ‖ ―Budgeting 

and management accounting‖ branch chief‘s, P. Borovkov‘s offered classification of 

responsibility centres by the pattern of economic indicators, which the according centres are 

responsible for. (Боровков, 2006). This criterion appears universal, i.e. does not depend on 

business field, branch and size. Basing on five fundamental types of indicators (revenues, 

costs, profit and marginal profit over a period, as well as return of investment) it is possible to 

accentuate five basic types of responsibility: revenue centres (RC), cost centres (CC), profit 

centres (PC), marginal profit centres (MPC) and investment centres (IC). It is appropriate to 

specify costs centres to centres of management cost (CmC), with indirect costs of company 

associated with them, and centres of standard costs (CsC) that are able to control costs per 

product unit.  

The described classification of responsibility centres according to the basic economic 

indicators is generalized by author in figure 1.  

 

Figure 1: Classification of responsibility centres (designed by the author) 

To construct a model of company‘s financial structure, the peak of the financial 

structure (responsibility centre of the first level) must be defined. This is usually an 

investment centre and/or a revenue centre, which is responsibly controlled by top 

management (managing director). Depending on business type, field, company size, filial 

branch existence, responsibility centres of next levels are allocated.  Organizational and 

technical opportunities of separate direct cost and revenue recording decide the choice of 

object to become an element of a financial structure. This is the way the financial structure 

model of a company is developed. 

It must be mentioned that the higher the extent of financial structure specification is, the 

more precise analytical reports can be obtained. For companies with complicated structure 

such division can appear difficult, expensive and complex, serious problems can appear when 

allocating general production and general administrative costs. Compromise must be reached 

between more precise measurements and a higher cost of data capture, so that data capture 

cost would not exceed the profit of analysis. For that reason the ratio of specification extent 

and information gathering and analysis is defined in every case individually, by certain 

company.  
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3.5. Organizational Stage 

The final stage of financial structure creation is represented by organizational stage that 

includes a schematic drawing of financial structure, definition of executives responsible for 

the activity of every responsibility centre, development of codes for responsibility centres, 

coordination and approval of regulations on company‘s financial structure. 

Company‘s financial structure, modelled according to the scheme, presented in figure 2, 

allows completing tasks of optimization and coordination of all business processes, in order to 

create a rapid flow of assets, actions and information inside the company.  

In author‘s opinion, such approach reveals the following advantages:  

-the change of business processes logically leads to the changes in financial structure.  

-interrelation between responsibility centres and business processes determines the 

sensitivity of financial structure to changes in business structures and ability to adapt 

promptly to the changing market environment.    

- in case the stage of problem discussion is excluded throughout all hierarchic chain 

inside every functional subdivision of organizational structure, management decisions become 

more operative and reasonable.  

Direct use of financial structure as a management tool on the stage of company activity 

planning and its result verification makes financial structure one of the key links in 

management process. A precise model of company‘s financial structure becomes a basis for 

real planning, activity assessment and, in the long run, for the strategic justification of 

managerial decisions. 

 

Figure 2: Company financial structure creation scheme (designed by the author) 

Conclusions 

1. Basing on the study and analysis of publications by leading scientists, specialists and 

experts in the field of management and planning, the author developed a scheme of 

constructing a financial structure as an element of combined management model with 
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process-oriented approach of company management as conceptual basis. With this approach 

company activity management becomes more flexible, allows rapid responding to the changes 

in business environment and cutting costs effectively. 

2. The presented scheme of constructing the financial structure of a company implies 

preparatory stages of business process identification and allotment of company activity types 

in line with the existing classifications. Allocation of responsibility centres on the basis of 

cost and/or revenue item allotment according to activity types gives a reasonable vision of 

company from the viewpoint of business efficiency. The final stage supposes organizational 

events of company financial structure creation. 

3. Financial structure, modelled in compliance with the developed scheme, as a tool of  

flexible  response  in  the  changing  environment,  and  a  part  of  the  combined  company 

management system provides solving of the following tasks: 

1) Gives a clear vision of company‘s business structure, origins of cost and revenue, 

hierarchy of responsibility for reaching the final result. 

2) Serves as a basis for optimization and coordination of all business processes and for 

the creation of a rapid flow of assets, activities and information inside the company. 

3) Spares the time of company‘s top managers for solving strategic tasks, transferring 

responsibility for achieving the final result to the executives of responsibility centres, and, in 

such a way, helps solving the problem of realization of company‘s strategic aims.   

4) Gives outcome measuring opportunity and coordinates the actions of responsibility 

centres rapidly. 

5) Being a dynamic system for steady improvement makes strategic managerial 

decisions more reasonable and operative. 
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Abstract 

Many case studies of Blue Ocean Strategies (BOS) implementation focus on B2C than B2B sector. The 

aim of this research is confirm the hypothesis that BOS is viable in the B2B sectors. The objects of research are 

two business entities: world’s leading suppliers of construction chemicals and manufacturer of purification 

equipment. Unit of analysis is a Strategic Move. Type of research is descriptive, co-relational and non-

contrived.  Data collection methods: interviews and questionnaire.  

Authors posed first research question is BOS a suitable within construction chemicals and purification 

equipment manufacturers’ industries? Second research question was about how to evaluate acceptability of new 

strategic choice on BOS?  Authors adopted a range of analytical models to test acceptability of new Strategy 

Canvas. Third research question was what type of innovation Blue Ocean Strategy underpins in B2B business: 

technologies push or markets pull?  Research has confirmed that BOS can be viably applied in B2B sectors; 

modern studies suggest application of integrated models – combination of technology-push with markets-pull for 

value innovation creation in B2B sector. Future research will be connected with feasibility of BOS in B2B 

sector.  

Key words: B2B sector; Suitability, Acceptability and Feasibility of Strategic Option; Strategic Canvas; 

Utility Map; Blue Ocean Strategy Idea Index; Value Innovation. 

Scientific research areas: Strategic Management; Strategy in Practice 

Introduction 

Many success stories about Blue Ocean Strategies implementation focus much more on 

B2C (Cirque du Soleil; Body Shop; Callaway Golf) than B2B sectors, although most sales 

and marketing personnel is in the B2B sector. Blue Ocean Strategy concept also recommends 

using a range of analytical techniques to evaluate  commercial viability  of strategic option 

however there are no or very few examples how to apply it in practice.  

The aim of this research is confirm the hypothesis that Blue Ocean Strategy is 

commercially viable in the B2B sectors as well as to use in practice most helpful analytical 

technique to evaluate a suitability, acceptability and feasibility (Johnson, 1999) of Blue Ocean 

Strategy.  

The objects of this research are two real business entities from two different countries 

operating in two different fields in terms of technologies, industry life cycles and the natures 

of innovations, those companies working in production and distribution of construction 

chemicals (Switzerland) and in production and distribution of industrial purification 

equipments (Russia). As concerns the basic unit of analysis, the current research mainly 

concentrates on Strategic Move. Strategic move is the set of managerial action and decision 

involved in making a major market-creating business offering (Kim, Mauborgne).  

The type of research is classified as descriptive (provides a description of 

organizational capabilities that need to be developed for successful implementation of blue 

ocean strategy within B2B sector), co-relational (identify multiple factors that influence value 

innovation creation in B2B sector), with minimal interference of researchers, non-contrived 

(conducted in the natural environment where organization‘s work proceeds normally). The 

time horizon of study is cross-sectional – data collections are done just once over short period 

of time (up to several months). 

Data collection methods: interviews, questionnaire, and observation.  

Description of research  

The objects of this research were two real business entities from two different countries 

operating in two different fields. First company SIKA AG (Switzerland) is one of the world‘s 
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leading suppliers of construction chemicals presented globally in more than 70 countries. 

Second company ALEXANDRA PLUS LLC (Russia) is the B2B provider of new innovative 

purification technologies in industrial sector. The companies have been chosen taking in 

consideration different industries development stages: SIKA AG runs the business many 

years in mature construction chemicals industry and ALEXANDRA PLUS LLC represents 

business in emergent industry of innovative industrial purification technologies. Accordingly, 

three research questions have been elaborated. Having provided the hypothesis authors 

posed first research question is Blue Ocean Strategy is suitable within B2B sectors like 

construction chemicals and industrial purification equipment sectors?  Suitability is concerned 

with whether a strategy addresses the key issues that have been identified in understanding the 

strategic position of the organisation. Broad literature review helped authors to analyze a 

range of classical models and techniques to test a suitability of strategic choices, however 

many of them are based on the concepts of Red Ocean Strategy. Authors have decided to 

apply the Competitive Profile Matrix, Strategic Gaps Model, PMP Map, Four Actions 

Framework and the Strategy Canvas to visualize a suitability of Value Innovation creation for 

two very different industries. Accordingly, second research question was appeared: what 

about the most helpful analytical technique to evaluate an acceptability and feasibility of Blue 

Ocean Strategy? Acceptability is concerned with the expected performance outcomes of a 

strategy. Feasibility is concerned with whether an organisation has the resources and 

competences to deliver a strategy. Authors adopted a set of models of Blue Ocean Strategy 

like Buyer Utility Map and Blue Ocean Strategy Idea Index to test acceptability and feasibility 

of new strategic canvas for two business entities. Third research question was formulated as 

follows: what type of innovation underpins Blue Ocean Strategy in B2B business:  

technologies push or markets pull? Investigation stage has included: firstly, the literature 

reviewed on commercial viability of strategic choices in Red and Blue Ocean strategy; 

secondly,  the interviews and questionnaires are used in order to obtain information from the 

companies management, companies customers and non-customers; thirdly, the direct 

observations of the work environment and industry specifics are made; fourthly, the 

secondary data, such as statistics, publications and internal company reports are examined and 

finally, the data is analyzed and interpreted, on the basis of which the research question are 

answered.   

Data analysis and interpretation 

There are three key success criteria in strategic management which can be used to 

assess the viability of strategic option: suitability, acceptability and feasibility. (Johnson, 

Scholes, and Whittington, 2005). Suitability is concerned with whether a strategy addresses 

the key issues relating to the strategic position of the organisation. It is therefore concerned 

with the overall rational of strategy.  This concept and frameworks are useful for screening 

choices (often qualitative) as are shown in Table 1. 

Table 1: Suitability of strategic options in relation to strategic position (Johnson, 

Scholes, and Whittington, 2005). 

Concept Helps with understanding Suitable strategies must addresses 

(example) 

PESTEL Key environment drivers 

Changes in industry structure 

Major environment changes 

Industry cycles 

Scenarios Extent of uncertainty/risk 

Extent to which strategic options 

are mutually exclusive 

Need for contingency plans or ‗low-cost‖ 

probe 

5-forces Competitive forces 

Industry attractiveness 

 

Reducing competitive intensity 

Developing barriers to new entrants 
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Strategic  

Groups 

Attractiveness of groups 

Mobility barriers 

Strategic spaces 

Need to reposition to a more attractive 

group  or to an available strategic space 

Core  

Competence 

Industry threshold standards 

Basis of competitive advantage 

Eliminating weaknesses 

Exploiting strengths 

Value chain Opportunities for vertical 

integration or outsourcing 

Extent of vertical integration or possible 

outsourcing 

Stakeholders Power and interest of stakeholders Which strategic options are likely to 

address the interest of which 

stakeholders 

Cultural web The link between organizational 

culture and the current strategy 

The strategic options most aliened with 

the prevailing culture 

There are number of tools that can be used to assess the suitability of strategic choice as 

well. These include: ranking as method of identifying strategic options, decision trees where 

options are ―eliminated‖ and preferred options emerge and scenarios. However many of 

above mentioned concept are based on the concepts of Red Ocean Strategy (Kim, Mauborgne, 

2005), they will not be able to test suitability of creation Blue Ocean Strategy  and can not be 

applied in current research. 

For answering first research question the object of research has been taken 

Switzerland Company ―SIKA‖ operating in construction chemical industry.  

Company name:                  ―SIKA AG‖, world‘s leading suppliers of construction 

chemicals 

Status of the company:        Joint Stock Company 

Date of registration             1910 

Target markets:                   Presented globally in more than 70 countries  

Target industries:                Construction industry  

Annual turnover:                 4624.5 million CHR (2008) 

Number of employees:        12900 

Industry development stage: maturity stage 

Company Profile:               Construction chemicals  

Construction chemicals are broad array of chemicals used in construction industry to 

reduce costs and/or to achieve necessary quality characteristics of final product (water 

resistant concrete, for instance). In current research the main focus is on the chemicals used 

for concrete and cement production. Having answered on first research question the study aim 

was to obtain information relevant to the group of people working within construction 

chemicals business and located in Scandinavian and Baltic countries. Judgments sampling 

involves the choice of individuals who are in the best position to provide the information 

required and represent a rich data source (Sekaran, 2010). In order to identify critical success 

factors three top managers having decade‘s long experience within construction chemicals 

were asked during the phone interview from. The interviewees were offered to list factors 

they think are most important to be successful within construction chemicals industry in the 

form of unstructured brainstorming when the ideas are given as they come to mind (Brassard 

et al., 2002).   

What do you think the most critical success factors within construction chemicals 

industry are? Please name 10-15 factors that come to your mind. 

1. What additional offerings can be created for the customers that are still missing in 

construction chemicals industry? 

2. Are there any alternatives available in other industries that company may start offering 

instead and thus make customers trade across alternatives? 

3. Are there other strategic groups within construction chemicals industry that can be 

attracted by existing offerings? 
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4. Are there any overlooked groups of potential customers in the chain of buyers (user, 

influencer, purchaser)? 

5. Is there a need for complementary products and services that is still not satisfied? 

6. Is there a possibility to change functional appeal of construction chemicals industry into 

emotional one? 

7. Are there stable and irreversible trend that can significantly change the business? 

8. What non-customers can be attracted by construction chemicals industry offerings? 

All the given ideas were grouped by identity as sometimes they meant the same with 

different wording. The final list generated served as the basic list of critical success factors for 

designing of questionnaire. Then, altogether twelve individuals were chosen as respondents 

who are directly involved with construction chemicals business and technologies, are highly 

experienced within the field of study (in some cases decades long), and represent the 

countries under investigation. In addition, these experts were readily available by phone and 

e-mail as are personally known by one of researcher which minimized access concerns that 

usually accompany judgment sampling approach. To determine the importance weight of each 

critical success factor, first, all twelve respondents were offered, in questionnaire to simply 

choose value from 1 to 5 (1 – low importance in the industry and 5 – high importance) in 

dropdown list in appropriate cell of excel spreadsheet. Only nine of twelve respondents (75 

%) exercised it and sent the results back to the researcher. Afterwards, the absolute value 

chosen for each factor has been divided by total sum of absolute values of all factors in the 

list, giving the weight of certain factor from one respondent. The average weight of certain 

factor was then calculated from all responses. In addition, the results obtained from 

questionnaire have been used in practicing Four Actions Framework for SIKA AG and 

contribute to the suitability assessment of blue ocean strategy within construction chemicals 

business. Critical Success Factors and their importance weight has been summarised in Table 

2.  

Table 2: Critical Success Factors and their weight (9 respondents) 

Critical success factor Importance weight 

·        Advanced technology 0.085 (max) 

·        Quality 0.083 

·        Price 0.079 

·        Ease of use of product 0.078 

·        Geographic presence 0.075 

·        Fast delivery 0.074 

·        Tailor made solutions 0.073 

·        Skilled sales force 0.065 

·        Back-integration 0.056 

·        Commodity products 0.057 

·        Complete solutions 0.080 

·        Technical support 0.080 

·        Training of customers 0.060 

·        Complementary products 0.055 (min) 

Total 1 

 

Further, identification of competition offering level in the market (i.e. critical success 

factors competitors are investing in) was made by means of questionnaire, where the 

respondent were able to choose the offering level of critical success factors in construction 

chemicals industry for SIKA and two main competitors in the comparative scale from 1 to 5 
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(1 means low, 5 means high offering level). The questionnaire served in assessing SIKA‘s and 

competitors‘ offering level of the most important CSFs which have been identified on 

previous stage. Each respondent was asked to estimate each factor for SIKA and two main 

competitors. Only ten out of twelve respondents (83 %) filled in the questionnaire and 

delivered the answers to the researchers. All ten mentioned BASF as competitor number one, 

six respondents stated Mapei as competitor number two and three assessed the offering level 

of Rescon. All the answers were averaged and the results are presented in Table 3 using the 

framework of Competitive Profile Matrix. Most of the factors for SIKA showed higher score 

than of competitors (in the region under investigation – Scandinavian and Baltic countries), 

and resulted in the highest total score in competitive profile. On the other hand, the highest 

score is probably obtained due to answers received only from SIKA AG employees. If the 

questionnaire was filled in by representatives of competition and customers then the total 

scores would probably slightly change and represent less subjective results. However, 

according to the researchers‘ observations, the results obtained reveal comparatively real 

picture of the competitive profiles in the geographical area under study.  

Table3: Competitive Profile Matrix of SIKA (10 respondents) 

Critical success factors Weight 

SIKA BASF Mapei Rescon 

Rating Score Rating Score Rating Score Rating Score 

Price 0.079 3.7 0.291 4.1 0.323 4 0.315 4 0.315 

Quality 0.083 4.1 0.34 3.8 0.316 3.3 0.274 2.7 0.224 

Technical support 0.08 4.3 0.344 3.3 0.264 2.7 0.216 1.3 0.104 

Training of customers 0.06 3.6 0.214 2.6 0.155 3.2 0.191 2.3 0.137 

Skilled sales force 0.065 4.3 0.279 3.6 0.233 3.3 0.214 2.7 0.175 

Advanced technology 0.085 4 0.34 3.7 0.315 3.3 0.281 2.7 0.23 

Tailor made solutions 0.073 4.1 0.301 3.1 0.227 3.5 0.257 3 0.22 

Ease of use of product 0.078 3.7 0.287 3.5 0.272 3.5 0.272 3 0.233 

Complementary products 0.055 3.4 0.188 3.1 0.171 3.5 0.194 3 0.166 

Complete solutions 0.08 3.9 0.312 3.7 0.296 3.3 0.264 3 0.24 

Fast delivery 0.074 4.2 0.309 3.6 0.265 4 0.295 3.5 0.258 

Commodity products 0.057 3 0.172 3.2 0.183 3.3 0.189 2.7 0.154 

Geographic presence 0.075 4 0.301 4 0.301 3 0.226 1 0.075 

Back-integration 0.056 3 0.169 5 0.282 4 0.226 3 0.169 

Total 1  3.848  3.603  3.411  2.7 

Based on the results of CPM the Strategy Canvas of SIKA and competitors offerings in 

construction chemicals industry was built and depicted in Figure 1. Again, from Figure 1 it is 

seen that SIKA‘s value curve is slightly above the competitors that means higher investments 

in almost all CSFs. The value curves of main players in the industry (Rescon is not taken 

much into account as it is mainly local player operating in Sweden) stand very close to each 

other – no significant divergence. Comparatively big difference, however, can be noticed in 

factors such as technical support, training of customers, skilled sales force, tailor made 

solutions and back-integration. Anyway, it was clear that changes in the value curve of SIKA 

should be done in order to increase profitability, diverge more from the competition and thus 

achieve a leap in value for customers and the company. The most important CSFs in 

construction chemicals industry are advanced technology, quality, technical support, complete 

solutions, price and ease of use of product. SIKA AG should either increase or keep these 

factors at the same level. The least important CSFs are complementary products, commodity 

products and back-integration. These factors can be reduced or even eliminated. It‘s been 

concluded that certain actions have to be undertaken by SIKA to change its value curve in 
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order to increase profitability, diverge more from the competition and thus achieve a leap in 

value for customers and the company. Blue oceans are strategic gaps in the market, 

opportunities that are not being fully exploited by competitors (Johnson, 2008). To break out 

of red oceans and to open up blue oceans (strategic gap), companies need to look across 

alternative industries, across strategic groups, across buyer groups, across complementary 

product and service offerings, across the functional-emotional orientation of an industry. This 

gives companies keen insight into how to reconstruct market realities. That why the 

interviewees were asked whether there are any alternatives available in other industries that 

company may start offering instead and thus make customers trade across alternatives. There 

have been several ideas expressed by managers. The affordable alternative here is the use of 

grinding aids (chemicals in liquid form) that improve the grindability of clinker during 

cement production. SIKA actually entered this market recently with its products that are used 

as concrete plasticizers in construction industry (SIKA, 2009b). The ideas of providing 

similar alternatives for grinding of coal, iron ore, sand, and blast furnace slag have been 

pronounced as well. Another good example of alternative is the use of color pigments in 

production of concrete elements instead of painting ordinary concrete surfaces. SIKA already 

offers its customers different pigments but they are from third party producers and are based 

mainly on iron oxides (SIKA, 2009b). The idea was to start elaborating new type of pigments 

based on organic or semi-organic chemical composition which would provide brighter and 

more diverse colors, and in liquid form to ease the dosing (most of pigments used nowadays 

are in powders which creates difficulties in precise dosing).  So, it looks like all possible 

strategic groups are covered and none of the respondents came up with new ideas. By 

responding on the question whether there are any overlooked strategic groups that can be 

attracted by the company‘s offerings all the respondents concluded that SIKA actually 

covered all possible groups. During the discussion with interviewees about what type of 

customers in the chain of buyers the company is actually focusing on it‘s been concluded that 

the main focus is on purchasers, partially users, and influencers are mainly overlooked. The 

only users that are within the scope of company‘s attention are contractors that are using 

SIKA‘s products on construction sites and objects. Private persons who buy the products from 

distribution chains are overlooked. Many of them are not aware of SIKA brand at all. 

Influencers comprising architects and designers are a very important group in the chain of 

buyers as they can significantly influence buying decisions of users and purchasers in 

construction business. 

 
Figure 1: Strategy Canvas of SIKA and competitors. 
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All interviewees agreed that special training and workshops should be provided for this 

group as they have to be especially aware of the company‘s products properties and uses. 

When looking for on about the need of complementary products and services it‘s been 

explained to the respondents that the key here is to define total solutions that customers seek 

by looking at what happens before, during and after the product or service is used. Some ideas 

expressed were related to SIKA‘s current experience in providing to customers total solutions 

such as additional equipment for shotcrete technology (sprayed concrete used in tunnelling 

and mining construction stabilization) and small tools that are sold along with repairing pastes 

and sealing components to ease their use. Another idea was about supplying grinding aids to 

cement producers together with dosing systems and storage tanks. All these approaches are 

actually implemented by main competitors too, and it seems to be more like head-to-head 

competition rather than blue ocean creation. This question probably needs more thoughtful 

investigation to be carried out in order to find truly blue ocean ideas. It‘s been very hard for 

respondent to provide ideas on whether functional appeal of construction chemicals business 

can be changed into emotional one. Some thoughts, however, about the importance of 

creating and maintaining friendly relationships with customers, which pertains more 

emotional attributes, have been stated.  

During the assessment of CSFs‘ importance within construction chemicals market the 

following factors have been weighted as the least important (see Table 1): complementary 

products, commodity products, back-integration and training of customers. Advanced 

technology, quality, technical support, complete solutions, price and ease of use of product 

are among highly rated factors. The rest (skilled sales force, tailor made solutions, fast 

delivery and geographic presence) are somewhere in the middle. To reconstruct buyer value 

elements in crafting a new value curve, researchers have developed the four actions 

framework as shown in Figure 2.Complementary products provided by respondent are more 

imitations of competitors‘ moves and thus can be reduced to the minimum to lower the costs. 

Commodity products are still cash generators and cannot be eliminated until pioneers become 

profitable. Anyway sooner or later SIKA should give up on commodities completely. Tailor 

made solutions have middle importance weight and also stand comparatively high in the value 

curve. This factor is more about differentiation and focus strategies that are mainly pursued in 

competitive red oceans. Blue ocean strategy on contrary looks for commonalities. Therefore, 

it makes sense to significantly reduce it in order to cut costs.  Price is of high importance 

within construction chemicals industry, and has reversed influence (the higher the price the 

less attractive is the offering). It can be slightly reduced due to the cost reduction moves 

discussed above to make the offering even more attractive. 

 

 
 

Figure 2: Four action framework of SIKA„s new value curve. 
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Training of the customers should be even raised in spite of low importance weight as 

it‘s been concluded that some of customers in the chain of buyers have been overlooked. 

Advanced technology is the most important CSF according to the rating and is directly related 

with the capabilities of the company to innovate. Idea of trust was building from customers 

towards company‘s offerings. This is achieved not only with factors like consistent quality 

and skilled sales force that can provide fast and professional technical support, but also with 

honest and ethical attitude which should be greatly advertised and respected within the 

company. An interesting idea about creation of networks of fellow customers has been 

provided by one of the respondents. There are certain business relations between, for instance, 

cement and concrete producers, concrete producers and contractors. All these businesses are 

SIKA‘s customers and by building some kind of mutually beneficial associations or networks 

may raise the loyalty of those and prevent from competition penetration. All the points 

described above about elimination, reduction, raising and creation of company‘s offerings in 

the market are depicted in Figure 2. Also the new value curve for SIKA has been built based 

on that information and is presented in Figure 3 along with the main competition averaged 

value curve. Effective blue ocean strategy has to have three complementary qualities: focus, 

divergence, and a compelling tagline. Without these qualities, a company‘s strategy will 

likely be muddled, undifferentiated, and hard to communicate with a high cost structure (Kim; 

Mauborne 2005). Now a clear divergence from competition and focus on certain factors can 

be observed on the new Strategy Canvas of SIKA AG. 

 
Figure 3: New strategic Canvas of SIKA versus competition 

The compelling tagline of new strategy can be pronounced as follows: ―More 

innovation to our customers with friendly and honest attitude!‖ Based on these three attributes 

in can be concluded that initial litmus test of commercial viability in terms of suitability of 

presented blue ocean ideas is passed. Thus, it can be concluded that blue ocean ideas are 

suitable within construction chemicals industry, but of course more detailed investigation of 

each criteria is still necessary. Finally, for visualizing the strategic path of SIKA the Pioneer-

Migrator-Settler map was built and depicted in Figure 4. The balance of tomorrow‘s portfolio 

is shifted towards pioneers that are mainly represented by new demand creation ideas 

discussed before. The visualization of SIKA‘s further strategic moves by means of PMS map 

showed a clear shift of businesses portfolio towards pioneers. The strategic move is related 

with European Union CO2 emissions reduction incentives that impacts energy-intensive 



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

170 

 

industry like cement production (Cembureau, 2009). Reductions of CO2 below limits are 

tradable and cement manufacturers can reduce CO2 emissions and thus gain additional 

financial benefits from using grinding aids that allow higher replacement of clinker with 

cementitious materials (blast furnace slag, pozzolana, limestone, fly ash) in cement. In 

addition, cementitious materials such as slag and fly ash are wastes from other industries that 

should be recycled (Cembureau, 2009). That‘s why the idea of focusing on elaboration of 

grinding aids that give more clinker replacement capabilities has been provided. Asphalt 

manufacturers were put into the third tier of non-customers as they never considered using 

products from construction chemicals industry. According to the information received from 

one of the interviewees R&D of SIKA has successfully tested some of the polymers to reduce 

the temperatures of mixing, laydown and compaction of asphalt. Technology patenting 

process in already on the way and new products for asphalt industry will soon be released. 

Recent publication (Chang, 2009) support the idea of keeping workability of asphalt mixes at 

lower temperatures by introducing chemical additives. The benefits are lower cost due to 

lower energy consumption and lower CO2 and other greenhouse gases emissions. 

 
Figure 4: PMS map of SIKA‟s today and future businesses 

The difference between the current and the desired industry performance level in terms 

of its Critical Success Factors was representing the direction of the Buyer Value Innovation 

creation in search of the Blue Ocean strategy and makes the strategic choice as a suitable one 

in B2B sectors. 

Second research objective was Russian Company LLC Alexandra Plus.  

Company name:                   ―ALEXANDRA PLUS‖ 

Status of the company:        LLC 

Date of registration              2000 

Target markets:                    Russia Ukraine, Kazakhstan, Byelorussia, Latvia, 

Lithuania,  

                                                Macedonia, Mongolia  

Joint Project:                         China, South Africa  

Target industries:                 Real ways, Metallurgy, Public Utilities  

Number of employees:         36 

Number of clients:                300 

Industry development stage: growing 

Company Profile:                Industrial purification equipments  

The direct observations of the work environment of manufacturers of industrial 

purification equipments specifics are made by researchers; the secondary data, such as 
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statistics, publications, videos and internal company reports of ALEXANDRA PLUS LCC 

are examined. Having manufactured and supplied purification equipment for railway 

industries, company has started to produce purification equipment for metallurgy, medicine, 

and even for water industrial purification equipment based on ultrasonic waves technologies. 

These newer technologies based on ultrasonic ways were opening up new market 

opportunities for ALEXANDRA PLUS, also raised fresh challenges in further strategic 

choices.  This was a key component of achieving value innovation: reach beyond existing 

demand. The challenge of management was how does company maximize the size of the blue 

ocean it was creating? Using three tier‘s logic LLC ALEXANDRA PLUS went for the 

biggest catchments. Company has successfully diversified in sector of metallurgy producing 

industrial purification equipment based on ultrasonic wave‘s technologies. Simultaneously, 

the company deployed a technology-delineating exercise, which involved investing in 

separate business unit NOVOTEH MEDPROM LLC, its ultrasonic products even for 

medicine purification needs. Company built its blue ocean strategy on the basis added the 

newest ultrasonic technology. Blue Ocean has been created in 2004, when after careful 

market research; ALEXANDRA PLUS launched a new daughter company producer of water 

purification equipment, LLC NOVOTECH EKO. There are traditionally three kinds of 

impurities in water: physical, chemical and bacterial, each presenting a different challenge in 

terms of consequences for human health as well as technologies and feasibility of removal. 

Although numerous technologies existed, the water purification market was dominated by 

three primary product categories: ultraviolet (UV), reverse osmosis (RO) and resin.  A UV 

purifier irradiated water using UV rays, eliminating bacterial micro-organism. It was 

convenient to use and had instantaneous impact; however, it also posed some practical 

challengers. UV equipment needed reliable running water and power and seeks out after-sales 

service when exhausted consumables like UV lamps needed replacement. Reverse Osmosis 

(RO) used the medium of semi-permeable membrane to remove chemical impurities from 

water. However a high water pressure was required in the RO process, thus necessitating 

electricity, which put pricing out, the process rejected a lot of water and was quite inefficient. 

There was a high cost of after-sales maintenance because the membrane had to be replaced.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 5: Strategic Canvas of manufacturers of industrial purification equipment (20 

respondents: 10 customers and 10 non-customers)  
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Resin, the newest of the three technologies was targeted at removing microbial 

contaminants as well as some type of chemical (e.g. iron).  The technology amounted to 

releasing certain types of chemicals called resins into water in a controlled fashion, letting 

them dwell in the water for a period of time – disinfecting the water – softening resins did 

involve extensive replacement requirements (every few weeks or months), and thus involved 

higher total costs of ownership (R. Chandrasekhar, 2010). When it comes to ultrasonic 

purification equipments produced by NOVOTECH EKO, the efficiency of ultrasonic 

clearance (US) is based on high-frequency oscillations which are the cause of strong 

cavitations in liquids.  Microscopic cavitations bubble explodes in liquid removing grease and 

other kinds of impurities quickly and efficiently. NOVOTECH EKO LLC Company has 

created unique water purification technology in the world combining ultrasonic waves with 

UV rays for eliminating bacterial micro-organism till 100%! The benefits of ultrasonic waves 

plus UV rays technology were quite obvious e.g. minimal maintenance costs, long class life 

of equipments, high level of ecology and energy efficiencies and short payback period. It gave 

sound example of viability of Blue Ocean Strategy in B2B sector. Strategy canvases for 

producers of industrial purification equipment, particularly, new Strategy Canvas for LLC 

Alexandra Plus have been built in comparisons with Russian purification equipment 

producers LLC ITRANS and Italian competitor MADIGO Group S.r.l as presented in Figure 

5.The strategic canvas of purification technological equipment evidenced about suitability of 

Blue Ocean Strategy of LCC ALEXANDRA PLUS. Company maximized the scale of his 

blue ocean strategy beyond existing demand to noncustomers and desegmentation 

opportunities for future strategies as presented in Figure 6.  

 

 
Figure 6: The three tiers of Non-customers of LCC ALEXANDRA PLUS 

Thus, authors applied strategy canvas to visualize value innovation creation for two 

very different industries. New Strategy Canvas has been elaborated for both industries and 

answer on the first research question was given in confirmation manner, namely, Blue 

Ocean Strategy is suitable within B2B sectors. The concepts and frameworks already applied 

in current research can be especially helpful in understanding suitability of Blue Ocean 

Strategy in B2B sector.  

Having answered first research question the outcomes of research have been 

summarized in table 4. Accordingly, second research question was appeared: what about the 

most helpful analytical technique to evaluate an acceptability and feasibility of Blue Ocean 

Strategy? It is very important to get strategic sequence right to insure acceptability of blue 

ocean idea. The first step is to check whether there is an exceptional buyer utility of the idea. 

Secondly the strategic price should be chose correctly to attract the mass of customer‘s right 

from the start. Third step is about insuring target cost that allows earning a healthy profit 

margin. And, finally, adoption hurdles should be addressed up front by educating the main 

stakeholders and whole organization.  
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Table 4: Suitability of strategic option in relation to Blue Ocean Strategy in B2B 

sector 

Concepts Helps with understanding Suitable BOS strategies must 

addresses (example) 

Competitive 

Profile Matrix 

Critical Success Factors that are 

particularly valued by a group of 

customers 

Where organisation must excel to 

outperform competition 

Strategic Gaps Searching for or creating wide open 

spaces free from existing competition 

Defining opportunities in: substitute 

industries; other strategic group (or 

strategic spaces); buyer value chain 

(purchasers, users, influencers); 

complementary products (or services); 

new market segment 

(functional/emotional appeals); over 

time (first mover advantages) 

Strategic Canvas The extent to which the offering of 

different providers address the factors 

valued by customer 

 

Enables companies to see the future in 

the present 

Four Action 

Framework 

To break the trade-off between 

differentiation and low cost and to 

create a new value curve 

Get a revealing new look at old 

perceived truths.  

The Eliminate-

Reduce-Raise-

Create Grid 

Supplementary analytic tool to the four 

actions framework: how to act on all 

four to create a new value curve 

Offering customer and company leap in 

value 

Model of three 

qualities: focus, 

divergence, and a 

compelling 

tagline. 

Too complex business model  

in implementation and execution 

Strategic contradictions 

An internally driven company 

Litmus test of strategy 

Commercial viability of ideas  

PMS map To plot the company‘s current and 

planned portfolios on a pioneer-

migrator-settler 

Providing a useful way of talking about 

the growth potential of current and 

future 

businesses 

The Three Tiers 

of Non-customers 

Keen insight into who noncustomers are 

and how to unlock them 

To converting huge latent demand into 

real demand in the form of thriving new 

customers 

 

Figure 7: Buyer utility map of SIKA after implementation of BOS 
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The assessment of viability in terms of acceptability of blue ocean strategy within 

construction chemicals industry and in industrial purification equipment has been conducted 

based on the answers to first research questions. The collected information will serve as an 

input for new Buyer Utility Map for SIKA and ALEXANDRA PLUS and checking BO Index 

for both companies. Strategic moves described above allow drawing new Buyer utility map of 

SIKA offerings (Figure 7) where factors depicted in blue color represent blue ocean strategy 

and the ones in red color are the factors where SIKA is still competing on in the industry. 

CSFs‘ that have been significantly reduced or eliminated are not shown at all. Strategic moves 

described above allow drawing new Buyer utility map of ALEXANDRA PLUS offerings 

(Figure 8) where cells depicted in blue color represent blue ocean strategy. The researchers 

received evidences that their offering unlock exceptional buyers‘ utility. There are compelling 

reasons for the mass buyers to buy it. In order to assess acceptability of presented blue ocean 

ideas they must be checked not only utility but through all other steps as price, cost and 

adoption of strategic sequence and give a positive answer to the questions asked in each step. 

Thus next step was right strategic price. The price corridor of the mass of SIKA will be 

representing the largest groups representing concrete plasticizers and grinding aids for cement 

producers. The first group has similar form and low degree of legal and resource protection. 

Therefore the strategic price for that group should be at lower-level in order to attract big 

mass of customers. 

 
Figure 8: Buyer utility map of ALEXANDRA PLUS after implementation of BOS 

The second group, however, can represent two product alternatives: different form, 

same function; and, different form and function, same objective. These groups have some 

degree of legal protection (patents), and thus the price should be in the middle range. In 

overall, the price offering of SIKA in construction chemicals market may be slightly lower 

than average market price as presented in Strategy Canvas.  Price corridor of the mass of 

ALEXANDRA PLUS is already in the middle range as well as has legal protection by 

patents. Then it was necessary to check if companies produced their offering at the target cost 

and still earned a healthy profit margin? Could company profit at the strategic price – the 

price easy available to the mass or target buyers? Cost reduction issues are partially resolved 

by new strategic profile of SIKA (see Figure 3) where strong focus on eliminating and 

reducing low-value factors can be observed. In addition, cost reductions are achieved by 

means of streamlining operations and partnering. The example of former approach can be 

seen in changing production of polymers, used for further preparation of final products, from 

powders into flakes which is much more cost efficient (SIKA, 2009b). The latter option is 

usually implemented by acquisitions. Six major acquisitions were made by SIKA since 2008 

(SIKA, 2009a). Regarding ALEXANDRA PLUS LLC, the company already receives an 

operating profit margin on the average level 10% per year. Commercial success of blue ocean 
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idea can be threatened by fear and resistance from company‘s main stakeholders (employees, 

business partners and general public) in spite of having robust business model (Kim & 

Mauborgne, 2005a). Already for 100 years SIKA has positioned itself as innovative company 

always striving for introducing something new into the market. For instance, invention rate 

(percentage of sales with products invented within the previous five years) is 34 % (SIKA, 

2009a). So, business partners and public in general are already used to new and innovative 

things introduced by SIKA, and sometimes are even waiting for something new to be 

released. Small issues, however, can be observed inside the company. The research revealed 

the spread activity as one of the weakest in the company SIKA. 

Table 5: BOS Index of blue ocean ideas in construction chemical industries for SIKA 

and in industrial purification technologies for ALEXANDRA PLUS 

Criteria Question Criteria 

met? 

SIKA 

Criteria met? 

ALEXANDRA 

PLUS 

Utility Is there exceptional 

utility? Are there 

compelling reasons to 

buy the offerings? 

+ + 

Price Is the price easily 

accessible to the 

mass of buyers? 

+ + 

Cost Does the cost 

structure meet the 

target cost? 

+ + 

Adoption Have the adoption 

hurdles been 

addressed upfront? 

+/- +/- 

By addressing the problems related to the spread of new ideas throughout the company 

adoption hurdles raised by employees can be easily tackled. The water purification equipment 

that promoted NOVOTECH EKO help economizes a sufficient resource that is not in interest 

of state-owned organizations (Naiden, 2009). At present NOVOTECH EKO delivers water 

purification ultrasonic based technologies equipment for small cottages, sanatoriums, and 

private water-canal as well as for sewage tanks. BOI index (Table 5) visualizes whether each 

criterion throughout strategic sequence towards commercially viable blue ocean idea has been 

met. It can be concluded that blue ocean ideas are commercially viable within B2B sector at 

least in construction chemicals industry and water purification sector, but of course more 

detailed investigation of each criteria is still necessary.  

Third research question was formulated as follows:  What type of innovation 

underpins Blue Ocean Strategy in B2B business:  technologies push or market pull? The 

creation of blue oceans was not about technology innovation per se. Sometimes leading edge 

technology was present, but often it was not a defining feature of blue oceans. The key 

defining feature of blue oceans was value innovation—innovation that was linked to what 

buyers value. Both, value and innovation are equally important (Kim & Mauborgne, 2005a). 

Value without innovation leads only to incremental improvements in products or services and 

it is not sufficient to stand out of the competition. Innovation without value is seen as 

technology-driven, market pioneering or futuristic, and customers are often not ready to 

accept it and pay for it.  There are different definitions to innovation that can be found in the 

literature. Some authors describe it as commercial exploitation of ideas (Bruce & Birchall, 

2009), the others see it as new stuff that is made useful (McKeown, 2008). But the most 

important thing about innovation, emphasized throughout different studies, is its usefulness or 
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value in the eyes of the user (Anonymous, 2007; Johnson, 2001; Kim & Mauborgne, 2005a; 

McKeown, 2008; Wijnberg, 2004). Throughout business literature and studies another two 

major groups of innovation are distinguished (Ottosson, 2004, Traill & Grunert, 1997), 

technology-pushed innovation and market-pulled one. The first one is closely related to 

technological change which is mainly the result of Research and Development (R&D) 

activities. The second one is linked with identification and fulfillment of potential customer 

needs that are not satisfied. Some authors (Brady et al., 2005) claim that it is important in 

nowadays business to be able to combine innovation push with specific needs of the customer 

and provision of integrated solutions in order to retain competitive advantage. Trott (2002) 

has defined this approach as simultaneous coupling model of innovation and has suggested 

further development of this idea into interactive model which is the result of interaction of 

marketplace, technology and organization‘s capabilities. Is there really a difference between 

innovation and value innovation? It seems like nobody today thinks of innovation as 

something that is made just for innovation sake. It is about usefulness and value in the eyes of 

customer first of all (Anonymous, 2007; Johnson, 2001; Kim & Mauborgne, 2005a; 

McKeown, 2008; Wijnberg, 2004). The barriers on the way towards successful 

implementation of innovation, such as lack of focus, poor screening, organizational 

resistance, lack of funding, non-systemic approach, creativity and thinking out of the box, 

inexistence of innovative culture in an organization etc., are as well, in one or the other way, 

reflected in the study describing the process of value innovation creation (Kim & Mauborgne, 

2005a). In addition, conceptual similarities with BOS can be found in the book about 

innovation by McKeown (2008). The author also suggests ending up fighting for the same 

market space and deliver something different, thus allowing to innovate in peace. On the other 

hand, the technology-push type of innovation where the main focus is on supply side (Traill & 

Grunert, 1997) may be considered as being different from value innovation as the latter one is 

oriented on demand side (Kim & Mauborgne, 2005a). Anyway, modern studies (Brady et al., 

2005; Trott, 2002) suggest application of integrated models – combination of technology-push 

with demand-pull. To sum up, there are too many similarities between the notions of 

innovation and value innovation, and factors affecting innovation process may similarly 

influence value innovation creation. The answer on third research question was as follows: 

it seems like there is no big difference between innovation and value innovation notions, 

technology – push and markets pull unless innovation is purely technology driven. All factors 

affecting innovation process may similarly influence value innovation creation. The main 

message from both notions is identical – customer value.  

Summary and conclusion 

Research has confirmed the hypothesis that Blue Ocean Strategy can be viable and 

successfully applied in B2B sectors. The answer to the questions on the viability (suitability 

and acceptability) of Blue Ocean within construction chemicals industry for SIKA AG and 

within industrial purification technologies for ALEXANDRA PLUS LLC, which was the 

main aim of the research, was found. Furthermore, the elements of blue ocean strategy in 

currently undertaken strategic steps of SIKA AG and ALEXANDRA PLUS LLC have been 

revealed. When it comes to limitation of the research paper the time constraints imposed the 

most limiting influence on the research. Additional analytical tools and strategic models 

would certainly provide more detailed picture on strategy formulation approaches and allow 

analyzing provided ideas from other points of view. The scope of research is also restricted 

geographically as the information was mainly collected from managers in Scandinavian and 

Baltic countries for SIKA AG and in Russia and Latvia for ALEXANDRA PLUS LLC. The 

findings, therefore, are not generalized to the all markets as the values and needs of 

customers, for instance, in China or India may differ significantly. Next researches in this 

area will be connected with investigation on feasibility of Blue Ocean Strategy in B2B 
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sectors. How to re-direct limited organizational resources from cold spots to hot spots to 

execute Blue Ocean Strategy and to overcome key organizational hurdles on practice?  
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Abstract 

CV-Online is Latvia’s leading personnel selection service provider on the Internet in Latvia. It uses the 

Internet environment to seek out personnel, and it offers a full scope of services to employers and employees 

alike. 

The aim of this research is to study the advantages and shortcomings of the recruitment procedure 

insofar as the CV-Online Latvia vortal is concerned. 

The author has mostly made reference to the works of Anderson, Salgado and Weddle in the paper. The 

research cohort was made up of two groups – 163 employers and 7,426 employees (the survey method was 

used). There were also structured interviews with senior staff at CV-Online Latvia. 

The hypothesis of the author is that when personnel selection is conducted in the Internet environment, 

shortcomings include the impersonal nature of the process, the large number of applications that are at an 

unacceptable level of quality, as well as discrimination against those who have no access to the Internet or do 

not use it. Advantages include speed, which allows clients to save on time and financial resources, as well as the 

establishment of a broad target audience in the process. The hypothesis was proven. 

Key words: Personnel selection, Internet selection, employers, employees 

Introduction 

The labour market in Latvia today can be described as highly fluctuating and unstable. 

If a year ago companies could still seek to survive under conditions of serious competition, 

then right now there is a struggle to stay in the marketplace at all. In any economic situation 

and at any level of a country‘s development, employees are always the most important 

resource for a company. Employees are the only resource which can be directed purposefully 

in pursuit of a company‘s goals. Accordingly, personnel selection is of decisive importance in 

any company‘s operations. It is a time-consuming and very responsible process, and so the 

strategy for personnel selection and the selection of relevant resources in that process are of 

key importance (Certo & Certo, 2006). The labour market today dictates terms for employers 

and employees alike, which means that types of personnel selection are changing, and new 

trends are appearing. As the economic situation changes, there are also changes in the need 

for staff, as well as in the profile of necessary employees and the criteria that are brought to 

bear in personnel selection. The availability and number of employees are the most important 

aspect in determining types of selection and changes therein. The main indicator in regulating 

personnel selection at this time is the unemployment level, which regulates and changes the 

number of applications for each available job vacancy. 

The use of new approaches in personnel selection is closely linked to opportunities that 

are provided by technologies and to changes therein (Hutson, 2008). This has an effect not 

just on personnel selection processes, but also on the internal processes of companies (Certo 

& Certo, 2006). As technologies have developed and been improved, personnel selection 

procedures have taken on new methods, opportunities and ways of making selection processes 

simpler, faster and of greater financial advantage. As the world of the Internet has expanded, 

importance and development in personnel selection marked out new trends – the increasing 

importance of technical competence, the lesser need for direct contacts, a practically endless 

field of information, and the high level of mobility in the labour force (Weddle, 2003). Each 

company must understand the way in which information technologies can be brought to bear 

in personnel selection so as to improve the results of the process and to make successful use 

of human resources in pursuit of the company‘s goals. 

Internet-based personnel selection as a new approach in evaluating a company‘s 

resources and their potential will be successful and with positive results if the relevant 
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company is familiar with the advantages and shortcomings of this selection process. CV-

Online Latvia, as the leading provider of Internet-based personnel selection services in Latvia, 

characterises the selection of personnel on the Internet and the provision of the widest 

possible array of services to employers and employees alike. CV-Online Latvia has been 

working successfully in Latvia for 10 years, and at this time it offers the widest range of 

opportunities in terms of Internet-based personnel selection services. Since 2002, CV-Online 

Latvia has been the leading company in its sector in Latvia, and it has also proven itself to be 

an international Internet-based personnel selection company (Zegele, 2009). CV-Online is the 

stable market leader in the Baltic States not only in terms of revenue, but also in terms of 

innovations in the development of the Internet-based personnel selection market in the Baltic 

States (Brodins, 2009).  

The goal of the research 

The goal of the research is to identify the advantages and shortcomings of using the CV-

Online Latvia career vortal for the purpose of personnel selection. 

Materials and methods 

The process of personnel selection is very important in that it establishes the future 

relationship between the employer and the employee (Forands, 2002). There are two basic 

theories when it comes to the process of personnel selection – the predictive perspective and 

the constructive perspective. In the former case, if the number of applications exceeds the 

number of jobs that are on offer, then recruitment companies conduct the selection process 

and decide on which candidates should be forwarded in the process and which ones should 

not. The predictive approach considers candidates to be ―subjects‖ of the selection process, 

and control over them is handed over to the organisation (Anderson, 2008). Of primary 

importance in this case is the extent to which each candidate is appropriate for the relevant 

vacancy. From the perspective of the constructive approach, in terms, both parties in the 

recruitment process are of equal importance – the company which is selecting the employee 

and the candidate. Both parties take decisions in the process. They meet during the process 

and establish a ―sustainable psychological contract‖ that is the basis for further job relations 

(Salgado & Schinkel, 2008). The constructive approach looks at recruitment and a set of 

social episodes, allowing both parties in the process to examine the issue of whether the 

relationship in future will be successful. This makes it possible to exchange information and 

to develop mutual expectations and obligations (Anderson, Salgado, Schinkel & 

Cunningham-Snell, 2008). The selection of which approach should be used in personnel 

selection is determined first of all by the overall situation in the labour market, as well as by 

the extent to which the relevant company needs employees. The former approach is 

concentrated more on an existing and rapid resolution to the situation, while the latter focuses 

on the importance of the recruitment process as a long-term investment not just for the 

organisation, but for business as such. 

Demands related to a competitive business environment have changed over the last 

several years, with the focus now being on flexibility and the extent to which employees 

satisfy market requirements (Verhoeven & Williams, 2008). At the same time, however, the 

market still demands fast and immediate solutions on the one hand, but durable solutions and 

long-term activities on the other hand. One resource that helps to fulfil both of these functions 

is the Internet as a recruitment resource in personnel selection. 

Figure 1 displays, 66.7% of all of the world‘s Internet users live in Europe and Asia.  
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Figure 1: World Internet Users Distribution by World Regions 

Source: Internet World Stats - http://www.internetworldstats.com/stats.htm 

In Latvia, 62% of residents aged 15 to 74, or some 1.1 million people in all, use the 

Internet (source: http://news.frut.lv/lv/ppl/society/94638).). Data in this area point to the 

development of information technologies as a part of everyday life, but also as a component 

of the business environment. The Internet has become a necessary resource in 

entrepreneurship, because it ensures communications and information in a textual form while 

also ensuring access to information resources (Orchard & Fullwood, 2009). Information 

exchange is also one of the most important factors in personnel selection, and this function 

has now moved over to the Internet today. Traditional recruitment sources have been 

replaced, and the new concept of E-recruitment or Internet recruitment has appeared instead 

(Weddle, 2003). This means that Web technologies are used in selecting candidates for job 

vacancies. Internet recruitment has replaced earlier sources of information such as newspapers 

and magazines (Scott, 2008). The development of the Internet has also made personnel 

selection processes for flexible, diverse, inexpensive and accessible (they are now available 

on a 24/7 basis). 

Personnel recruitment processes include several phases in which candidates and 

employers take relevant decisions. The organisation decides as to whether the candidate is 

right for the job, while the applicant decides on whether the job and the organisation are in 

line with his or her expectations (DeCenzo & Robbins, 2006). The expansion in opportunities 

that are afforded by the Internet make it possible to use Internet recruitment not just to search 

out candidates, but also to improve and to supplement each phase in personnel selection. The 

technological foundation for Internet-based personnel selection rests in Web solutions which 

ensure the distribution and use of documents on the Internet (Kerrin & Kettley, 2003). The 

Internet can be used to identify, select and evaluate candidates, but it can also serve the 

support function of ensuring the entire system of the personnel recruitment process. 

There are three different methods in classifying the opportunities that are created by the 

Internet in personnel recruitment. These are the identification and contacting of candidates, 

the selection of candidates, and then the evaluation or online testing of candidates so that the 

recruitment process can be conducted and managed. 

Identification and contacting of candidates: The use of the Internet in order to 

identify and contact candidates is seen as a basic function in terms of use of the Web for 

recruitment purposes. There are six ways of finding candidates on the Internet (Kerrin & 

Kettley, 2003): 

1) Publishing help wanted ads on the Internet – on the homepages of personnel recruitment 

companies and/or other Web sites such as portals, social networks, etc. (Hutson, 2008); 

2) Publishing help wanted ads on the company‘s own homepage (Field, 2008); 

3) Using employer branding to attract candidates; 

4) Identifying and seeking out candidates via the databases of Internet-based personnel 

recruitment companies; 

5) Publishing help wanted ads within the company‘s own system – the Intranet or the 

company‘s own homepage. 
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The authors of this paper have, on the basis of their professional experience, identified a sixth 

method for recruiting employees – one that relates to an internal source of information: 

6) Use of the database of employees on the basis of the rule that the Internet is used as a 

resource to maintain the database, i.e., by storing up information about employees on the 

basis of a personnel management system. 

The selection, evaluation and testing of candidates online: The most important 

Internet-based tool in the selection of candidates is E-mail, because that ensures the receipt, 

delivery, editing and grouping of information (Certo & Certo, 2006). Special application 

forms are usually used when recruiting candidates, and when they are collected, they can be 

used to evaluate the various candidates (Kerrin & Kettley, 2003). There can also be various 

online tests that make it possible to evaluate the extent to which a candidate fits in with 

specific job requirements. Another tool that is often used in evaluating candidates is the 

online interview which involves programmes such as Skype. This tool is used for the first 

interview, and it does not involve any face-to-face contacts between the interviewer and the 

interviewee. 

Conducting and managing the selection process: When it comes to the selection of 

candidates as such, the Internet offers a number of tools to make the process easier and 

quicker. There are special programmes and systems (DeCenzo & Robbins, 2005) such as a 

personnel management information system which stores up information about candidates, 

transmits documents, sets up schedules and plans for interviews, advertises new vacancies, 

and provides analysis and reports. A fundamentally important aspect in managing Internet-

based recruitment processes is maintenance of contacts with existing and potential candidates, 

as well as the establishment of a reciprocal link (Weddle, 2003). Both of these factors help to 

uphold the effect of presence, ensuring a personal approach and establishing the company‘s 

image as an employer. 

When the Internet is chosen as a resource in personnel selection processes, it is 

important to understand the main advantages and shortcomings so that the process can be 

successful and that the goals can be achieved. The views of various authors and theoreticians 

(Weddle, 2003; Kerrin & Kettley, 2003; Verhoeven & Williams, 2008) can be used to 

identify several specific advantages to Internet-based personnel recruitment, as well as the 

most important shortcomings in the process. The most important advantages include speed, 

the ability to access an extensive audience, the ability to save time, the 24/7 availability of the 

system, convenience of use, low costs, the use of a database of CVs, the fact that results can 

be measured, and the fact that statistics are available. Key shortcomings include many 

unacceptable applications, the lack of a personal approach in the process, technological 

problems, the automated nature of the process, the possible lack of security in online testing, 

out-of-date CV databases, etc. This is what led to the hypothesis: When personnel selection is 

conducted in the Internet environment, shortcomings include the impersonal nature of the 

process, the large number of applications that are at an unacceptable level of quality, as well 

as discrimination against those who have no access to the Internet or do not use it. 

Advantages include speed, which allows clients to save on time and financial resources, as 

well as the establishment of a broad target audience in the process. 

Methods 

Empirical research was conducted to identify the advantages and shortcomings of the 

CV-Online Latvia career vortal insofar as personnel selection is concerned. A survey was 

selected as the research method. 

Participants in the research were selected on the basis of two criteria – employers and 

employees. The internal system of CV-Online was used. An electronic message was sent to 

all of the selected respondents, allowing each selected respondent to take part in the process. 

Both surveys were also posted on the www.visidati.lv portal, with the questions being entered 

electronically. 

http://www.visidati.lv/
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Because this was a subject that had not been studied to any great degree, and also 

because it was necessary to gain a more in-depth understanding of the subject at hand, 

structured interviews were also organised in addition to the surveys. 

Participants 

Both employers and employees filled out survey forms.  Of the 163 employers who 

took part, 71% were women and 29% were men. The employers represented various levels of 

management, including project managers and specialists from various sectors. Of the 7,426 

employees who took part, 63% were women, and 37% were men. All of them were adults 

working in a wide range of occupations, including senior management, medium-level 

management, low-level management, project managers, specialists, client services specialists, 

qualified workers, as well as blue-collar people. 

The instruments 

Three research instruments were used to conduct the research on the basis of the 

selected methods: 

1) A questionnaire for CV-Online Latvia clients (employers). The survey included 

closed and partly closed structured questions (31), with proposed answers in some cases, and 

the request that the respondent offer personal answers in others; 

2) A questionnaire for CV-Online Latvia clients (employees). They survey included 

closed and partly closed structured questions (19), with proposed answers in some cases, and 

the request that the respondent offer alternative answers in others. 

3) Structured interviews with CV-Online Latvia staff. There were five structured 

questions which did not change during the course of the interviews. The content and sequence 

of questions were strictly monitored so as to make sure that answers given without any loss of 

context or the essence of the questions. 

The results 

Personnel selection processes can be seen as dynamic today because of the rapid 

development of the Internet. Recruitment processes have become more complicated, and the 

Internet is a resource which helps to address this complexity.  Experts believe that the Internet 

has now become an inviolable component in personnel selection processes – one without 

which recruitment procedures could no longer be imagined. 

The research data displayed information not only on employers, but also about 

employees. The research data show that employers and employees alike use the Internet 

regularly and have been doing so for a long time – seven years on average, with everyone 

using the Internet every day. This indicates stability and regularity in using the Internet, also 

showing that the Internet has become an everyday necessity in the business environment. 

Figure 2 displays, in personnel recruitment procedures, the Internet is most often used 

as a resource which confirms its popularity among employers; because they use the Internet to 

use personnel recruitment services, to survey the public media, to receive CVs from job 

applicants, etc. Three resources are used most often in the search for personnel – ads in the 

central press and other public media, the use of Internet-based recruitment services, and the 

situation in which applicants submit their CVs themselves. There are other resources for 

personnel recruitment that are not used today because they offer poor results. These include 

rental of personnel, posting of adverts on bulletin boards and the like, and the involvement of 

individual enterprises in the process. These are no longer important resources, and they are 

basically not used for recruitment purposes anymore. 

The Internet resources which employers most often use are basic ones – publishing ads 

and seeking candidates in CV databases. The same is true among job seekers – they look at 

ads and post their CVs on the database. 

  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

185 

 

 

Figure 2: Assessment of external search resources in recruitment processes 

Overall, it has to be said that personnel selection on the Internet is a better process than 

other forms of recruitment, and with better results. Internet sites are used most often in the 

selection of employees in those cases when a worker is needed quickly and when it is not 

possible to fill the position in-house. Internet sites in that case are used more as a 

supplementary resource to seek out and bring in employees; they are not the only resource 

under such circumstances. 

 

Figure 3: Advantages of using the CV-Online Latvia career vortal in recruitment 

processes 
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Figure 3 shows the greatest benefit for employers when it comes to the CV-Online 

Latvia resource is an economy of time. Other important advantages include the ease of use of 

the vortal and the size of the CV database. Additionally, there is the fact that there is a high 

level of responsiveness to posted ads, which means that the employer will save financial 

resources in the process. Opportunities to advertise the company in the context of CV-Online 

are insignificant. Experts, too, say that the main advantages of CV-Online Latvia include the 

target audience, the availability of the database of CVs, and the wide range of relevant 

services. 

For job seekers, the greatest aspect of the CV-Online Latvia system is a better way of 

looking for and finding work. Other benefits include savings of time, invitations to an 

interview, and the ability to find a second job. The main advantages for would-be employees 

include the ease of use and speed of the portal, as well as the fact that new job offers can be 

received by E-mail. Other advantages include accessibility and the wide range of 

advertisements. Less important, according to survey participants, are the services which help 

to improve the process of looking for work – a review of statistics and the availability of new 

information about the process of doing so. 

 
Figure 4: Shortcomings of using the CV-Online Latvia career vortal in 

recruitment processes 

Figure 4 displays, for employers, the main shortcomings in the CV-Online Latvia 

system include the large number of unacceptable applications, discrimination against those 

who have no access to the Internet or do not use it, as well as the lack of a personal approach 

and candidates for specific jobs. A low rate of response to a posted job vacancy 

announcement cannot be seen as a terrible shortcoming, because it can be said that CV-Online 

Latvia ensures an adequate audience. The homepage is not seen as too complicated, and the 

technical solutions which underpin it as seen as sufficient. Unlike the employers who are 

clients of the CV-Online system, however, experts pointed to several other shortcomings – an 

incomplete set of categories related to work experience and education, as well as the fact that 

not all potential job seekers can be contacted. 

Employees (nearly one-half of respondents) did not point to any major shortcomings in 

the services which CV-Online offers. There were a few problems that were cited to an almost 

equal measure in each case – the complexity of the CV form, the primary focus on Riga and 

its metropolitan area, the inability to post a portfolio of work, the lack of a personal approach, 

no reciprocal link, and out-of-date information in some of the sections of the portal. 

Experts who were interviewed pointed to improvements that must be made in the 

process of Internet-based personnel recruitment in the context of the CV-Online Latvia 

system. They argued that new technologies need to be implemented so as to improve 
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convenience for users, adding that the way in which ads can be posted must be improved, a 

database of work experience and education should be set up, and various new 

communications tools could be found to promote the process of socialisation on the portal. 

Conclusions 

Our hypothesis proved to be true: Shortcomings in the use of the Internet for personnel 

selection include a lack of a personal approach, the number of inappropriate job applications, 

as well as discrimination against those who do not use the Internet or have access to it. 

Advantages include speed, a saving of time and money, and the availability of a large 

audience. 

Because the CV-Online Latvia vortal is the leading vortal in this sector, the results 

obtained by the researchers can be applied to Internet personnel recruitment in a general 

sense. For CV-Online, the most important advantages are the convenience of the service, the 

size of the database, the large number of applications, the ability to save money, and the range 

of diverse services. The most important shortcomings are the large number of unacceptable 

applications, the lack of candidates for special positions, the incomplete nature of categories 

in the area of work experience and education, and the fact that the entire audience of potential 

job seekers cannot be reached. 

For job seekers, the main advantages of the CV-Online Latvia portal include ease of 

use, speed, availability, the large range of advertisements, as well as the ability to receive job 

offers by E-mail. The most important shortcomings are the complexity of the CV form, the 

focus mostly on Riga and its metropolitan area, the inability to post a work portfolio, the lack 

of a personal touch, no reciprocal link, and out-of-date information in some of the sections of 

the portal. 

The results of the study also indicated the high level of unemployment in Latvia, 

because the employment status of respondents was comparatively low against the overall 

situation in the labour market. Only one-half of all respondents had a job, and more than one-

third did not (3,293 respondents, or 40%), did not. This indicated the large number of job 

seekers that there were. The research data also showed that it is not just unemployed people, 

but also employed people who survey job advertisements. Most of the surveyed employees 

were actively or passively looking for work and new job offers. 

Trends and future prospects for Internet-based personnel selection have to do with the 

development of technologies and how that will affect recruitment processes in terms of 

speeding them up. Internet-based recruitment will certainly not lose its importance as an 

initial resource for sifting through job applications. Also of great importance in future 

personnel recruitment could be social networks and multimedia systems. Career portals will 

establish closer links with their users. Automation of services is also something that can be 

expected in future. 

The number of respondents was enough to ensure the representative nature of the data. 

They can be applied to all employees in looking at the main trends in selecting resources to 

find a job. 

References 

1. Anderson, N., Salgado, J., Schinkel, S., Cunningham-Snell, N., (2008), „Staffing the Organization: 

An Introduction to Personnel Selection and Assessment‖, in Chmiel, N., (Ed), An Introduction to 

work and organizational psychology: A European Perspective, Balckwell Publishing, Oxford. 

2. Brodins, A. (2009), CV-Online Latvia tirgus situācija (2005-2008). Uzņēmuma CV-Online 

nepublicētie materiāli. 

3. Certo, S. C., Certo, T. (2006), Modern management 10c. Pearson Prentice Hall, New Jersey. 

4. DeCenzo, D. A., Robbins, S. P. (2005), Fundamentals of Human Resource Management. John 

Wiley&Sons, New Jersey. 

5. Field, K. (2008), ―Art and Science of HR‖, Chain Store Age, Vol. 84, pp. 106. 

6. Forands, I. (2002), Personāla vadība. Latvijas Izglītības fonds, Rīga. 2002.  



"Journal of Business Management", 2010, No.3  ISSN 1691-5348 

188 

 

7. Hutson, B. (2008), ―New technology offers new opportunities‖, Black Enterprise, Vol. 39, pp. 68. 

8. ―Internet Usage Statistics: world internet users and populations stats‖, available at: 

http://www.internetworldstats.com/stats.htm (accessed May 15, 2010).  

9. Kerrin, M., Kettley, P. (2003), E-recruitment: Is it Delivering? The Institute for Employment 

Studies, Brighton. 

10. „Latvijā internetu lieto vismaz miljons cilvēku‖, available at: 

http://news.frut.lv/lv/ppl/society/94638 (accessed February 20, 2010). 

11. Orchard, J. L., Fullwood, C. (2009), ―Current Perspectives on Personality and Internet Use‖, Social 

Science Computer Review, Vol. 28, pp. 155-169.  

12. Scott, A. (2008), ―GCHQ Launches recruitment website‖, People Management, Vol. 14, pp. 11. 

13. Verhoeven H., Williams S. (2008), ―Advantages and disadvantages of Internet Recruitment: A UK 

Study into Employer‘s Perceptions‖, available at: http://www.bizresearchpapers.com/Paper-

24new.pdf (accessed April 7, 2010).  

14. Weddle, P. D. (2003), Postcard from space: Being the Best in Online Recruitment and HR 

Management.  WEDDLE‘s, Stamford. 

15. Zēģele, E. (2009), „CV-Online Latvia svin 10 gadu jubileju‖, Biznesa Psiholoģija, Vol. 5, pp. 56-

61. 

 

About the authors 

Solveiga Blumberga 

Docent at Riga International School of Economics and Business Administration 

E-mail: Solveiga.blumberga@gmail.com 

 

Mc. Hrm.Agnese Kristberga 

Riga International School of Economics and Business Administration, 

E-mail: agnese.kristberga@gmail.com 

 

http://www.internetworldstats.com/stats.htm
http://news.frut.lv/lv/ppl/society/94638
http://www.bizresearchpapers.com/Paper-24new.pdf
http://www.bizresearchpapers.com/Paper-24new.pdf
mailto:Solveiga.blumberga@gmail.com
mailto:agnese.kristberga@gmail.com

