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THE IMPACT OF KNOWLEDGE MANAGEMENT, LEARNING AND
SOCIO-CULTURAL FACTORS ON INNOVATION

Madara Apsalone, University of Latvia, Latvia
Igor Dukeov, Stockholm School of Economics, Latvia
llona Baumane-Vitolina, University of Latvia, Latvia

Erika Sumilo, University of Latvia, Latvia
Anzelika Berke-Berga, Riga Stradins University, Latvia

Abstract. In advanced economies, knowledge management and organizational learning are key assets for fostering
innovation, long-term competitive advantage and sustainable development. And, while learning, knowledge creation,
sharing and application depends on organizational infrastructure, those processes are also to large extent affected by socio-
cultural factors — shared values, beliefs and attitudes — that shape individual and organizational behaviours, processes and
practices. Cultural factors can be innovation enablers encouraging cooperation, teamwork and creativity, on the other
hand excessively hierarchical or competitive cultures can work against innovation. Similarly, predominant organizational

values and beliefs may promote or hinder capacity for creating, sharing, and applying knowledge.

The aim of this research paper is to analyse the role of cultural factors, knowledge management processes and
organizational learning towards innovation performance. Respectively, it looks for knowledge management aspects and

patterns of cultural traits that make organizations innovative.

A quantitative study of 112 small and medium-sized enterprises from various industries was conducted simultaneously
in Latvia and Russia to assess organizational learning and knowledge management processes, socio-cultural factors, and

innovation performance.

Our research reconfirmed that knowledge management statistically significantly increased innovation, and knowledge
management and learning processes were closely related. Organizational learning had a positive impact on product,
process and organizational innovation, while no statistically significant impact on marketing innovation. The research
also confirms that stronger and more developed organizational culture lead to a better innovation performance. Finally,
the results suggest that Latvian companies had significantly better performance on organizational learning in comparison

to the Russian companies surveyed.

Key words: innovation, knowledge management, learning, socio-cultural factors

JEL code: M14, O31

Introduction

In advanced economies, knowledge management processes and organizational learning are key assets for fostering
innovation, long-term competitive advantage and sustainable development. Traditionally international competitiveness
depends on the available economic capital, human capital, natural resources, as well as on knowledge and technologies
in post-industrial societies. Yet competitiveness is also affected by a group of factors that could be referred to as the socio-

cultural factors (SCF) — shared values, norms and attitudes.

Culture is a complex phenomenon, which can be defined differently, depending on the field of science. Culture can

be seen as a holistic concept that includes knowledge, belief, art, morals, law, customs, as well as other capabilities and
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habits acquired by humans in social interactions (Tylor E., 1924 [1871]). Culture is also a dynamic system that, on the
one hand, results from human action, and, on the other hand, conditions elements for further action (Kroeber A. and
Kluckhohn C., 1952). And it is the “collective programming of the mind, which distinguishes the members of one category
of people from another.” (Hofstede G., 1984: 51). Culture is learned and specific to a group or society; it stands between
the universal and inherited human nature and individual personalities (Hofstede G., Hofstede G.J. and Minkov M., 2010).
Each culture consists of several layers, as everyone can belong to several different groups. In this paper, we focus on the

organizational level.

Similarly to defining national cultures, Hofstede defined organizational culture as “the collective programming of
mind that distinguishes the members of one organization from others” (Hofstede G., Hofstede G.J. and Minkov M., 2010:
344). Hofstede developed 6 dimensions of organizational culture — process oriented vs. results oriented, employee
oriented vs. job oriented, parochial vs. professional, open systems vs. closed systems, loose vs. tight control and normative
vs. pragmatic. The first dimension contrasts concern of means to concern of goals. The second dimension contrasts human
concerns to job concerns. The third dimension compares, whether people get their identity largely from organization or
from the type of job. The fourth dimension considers, how open if the particular organizational system to outsiders. The
fifth dimension explains internal structuring. The sixth dimension considers customer orientation — whether the culture is
more pragmatic — market driven, or normative — which concerns implementation of inviolable rules (Hofstede G.,

Hofstede G.J. and Minkov M., 2010).

At the same time, Hofstede emphasized the different nature of national and organizational cultures. National cultures
are acquired early in childhood and include the most basic values, while organizational cultures are acquired by adults
and consist primarily of organization’s practices, thus are more superficial (Hofstede G., Hofstede G.J. and Minkov M.,
2010). Such organizational practices — or customs, habits, mores traditions and usages — were recognized as part of culture

already considering the aforementioned Taylor’s definition.

Another definition of organizational culture was provided by Schein — according to him, organizational culture can be
seen as a way, in which a certain group of people solves problems and makes choices (Schein E., 1985). Organizational
cultures consist of several layers. The outer layer is made of artefacts and behaviours — it includes tangible elements and
such features that could be easily understood externally. However, one must look behind any such directly observable
artefacts to understand a culture. The middle layer includes espoused values, such as organization's stated values, shared
visions and rules of behaviour — this level is the primary focus of our research. The third layer includes shared basic
assumptions are the deeply embedded, usually unconscious behaviours. Basic assumptions constitute the essence of
organizational culture; however, they are hard to recognize from within, thus hard to assess using structured

questionnaires.

Previous studies have demonstrated the impact of cultural factors on entrepreneurship, influencing attitudes towards
independence, risk and the distribution of power (Shane S., 1994; Tan J., 2002; Alvarez C. and Urbano D., 2012; Nougera
M. et al., 2013). Culture affects productivity through shaping social decision-making process, increasing the ability to
adjust to economic changes and forming attitudes towards social equality (Throsby C.D., 2001). Certain cultural values
also impact effectiveness, productivity and welfare (House R. J. and Javidan M., 2002). Cultural values determine
tightness and effectiveness of leadership (Aktas M. et al., 2015). Organizational culture can also play an important role
fostering innovation, as long-term thinking, risk-taking abilities and individual responsibility increases innovation
capacity (King W. R., 2007, Turr6 A. et al., 2014). It serves as a source of superior performance and sustained competitive

advantage (Barney J. B., 1986).



F B M E Faculty of Business,
Management and Economics

Along with the cultural factors, we looked at organizational learning and knowledge management (KM) processes.

“«

Knowledge can be defined as “a fluid mix of framed experience, values, contextual information, and expert insight that
provides a framework for evaluating and incorporating new experiences and information” (Davenport T.H. and Prusak
L., 1998: 5). The contribution that knowledge makes to innovation process in an advanced economy is broadly studied
and generally beyond the scope of this paper; we can just agree that knowledge has become the resource that makes our
society post-capitalist (Drucker P., 1993). With previous studies finding organizational culture as the most significant
factor for effective KM (e.g., De Long D. W. and Fahey L., 2000), our primary interest here is to explore the relationship

between the KM and cultural variables considering innovation.

The aim of this research paper is to analyse the role of cultural factors, KM processes and organizational learning on
innovation performance. Respectively, it looks for KM and learning aspects and patterns of cultural traits that make

organizations innovative.

Conceptual Background and Framework Development

To study the impact of organizational culture towards innovation in a quantitative manner, we structured culture along
certain dimensions. In this paper, we have built the structure adopting the competing values framework, developed by
Denison D. R. and Spreitzer G. M. (1991) aiming to explain company's efficiency. The competing values framework is
based on dilemmas between stability and change, as well as between the internal and external environment. The frame is
organized around two axes — centralization vs decentralization, as well as competition vs maintenance of the
sociotechnical system (Denison D. R. and Spreitzer G. M., 1991). Four different forms of culture emerge from this
framework — human relations model (the team), open systems model (the adhocracy), rational goal model (the firm) and
internal process model (the hierarchy). To fit the model to our study, we refocused the internal process model from

hierarchy to consistency.

In this paper, we define KM as the process of creating, sharing, using and managing the knowledge in an organization
(Girard J. and Girard J., 2015), and in scope of our study we cover knowledge creation, sharing and management in form
of knowledge updating. In our view, the aforementioned processes would be the most affected by cultural variables and
would allow for enhanced analysis across different businesses and industries. KM can also be seen as an enabler of
organizational learning (Sanchez R., 1996). Culture influences knowledge creation, shaping assumptions and
relationships between individual and organizational knowledge (De Long D. W. and Fahey L., 2000). It can encourage
sharing and integration through dialogues (Davenport T.H. and Prusak L., 1998). And organizational learning requires a

high degree of commitment, where culture can provide basis for involvement and participation (Gupta B. et al, 2000).

Then we follow a holistic approach towards innovation, originally proposed by Schumpeter J. (1934), envisaging five
forms of innovation — new products, new production methods, new markets, new supply sources and new forms of
organization. Per this approach, some innovations can be considered as technical (new products and new production
methods), while others — as non-technical. Schumpeter also distinguished between radical innovations as significant,
fundamentally new developments and incremental innovations — continuous process developments. The Schumpeterian
perspective is more inclined towards radical innovations and large, global changes. SMEs on average are not that likely
to introduce and successfully commercialize globally new ideas, thus in this study we also consider incremental

innovations and innovations that would already be present in the market, but would be new to the company.

Drucker P. (1985) emphasized that innovation creates a resource, and that each invention becomes a resource just,
when an organization finds and application for it. Drucker also argued that most innovative business ideas come from

methodically analyzing seven areas of opportunity: four internal factors, including unexpected successes and failures,
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process incongruities, process needs, and external factors - changes in industry and market structures, and industry and

market changes, as well as three external factors - changes in demographics, changes in perception, and new knowledge.

A very comprehensive overview of innovation framework is provided in the Eurostat’s and the Organization’s for

Economic Co-operation and Development (OECD-EUROSTAT, 2005) Oslo manual, which categorizes innovation into

four main types: product, process, marketing and organizational innovations. Product innovations include introduction of

a new or substantially better product. Process innovation includes new or significantly improved production or delivery

method. Marketing innovations include new marketing methods, significant design or packaging changes, as well as

product placement, promotion or pricing. Organizational innovations include new organizational methods in the

company’s business practices, workplace organization or external relations (OECD-EUROSTAT, 2005).

The firm’s innovativeness as well as relations between innovativeness and performance or other attributes of the

corporate culture, organizational structure, strategy, and organizational or individual competences have been investigated

through quantitative surveys broadly presented in the literature (e.g., Souitaris V., 2002; Griese, 1. et al., 2012). A few

approaches on how to measure innovations were introduced. Becheikh N. et al. (2006) suggested that there are direct and

indirect ways of measuring innovations. When the direct method is used, the number of introduced innovations are

counted, e.g. new products, processes, marketing or organizational activities. When the indirect method is applied

innovation, activities are measured implicitly, e.g. the number of patents or research and development investments. Both

the approaches have their advantages as well as disadvantages. Some scholars (e.g., Read A., 2000) proposed to measure

returns generated by innovation implemented, for instance returns generated by new products. This approach hardly can

be used for all the types of non-technological innovations. In some studies, (Garcia-Morale V.J. et al., 2006; Su Y.S. et

al., 2009) different innovation activities are measured in comparison with similar activities of the competitors to allow to

compare more the level of innovativeness demonstrated by each firm.

Based on the organizational culture, KM and innovation concepts described, we propose the following impact model

(Fig. 1.):

Team

Results

Organizational Culture Innovation

Learni r Product -
Development |Learning] | - )
III
\ - Process —
H L -
f
f - Marketing =
In' 5 J
ll -~ =y
A Organizational
[KM] \ ,

Source: authors’ model based on Denison and Spreitzer 1991 and the OECD — Eurostat Oslo manual for innovation 2005

Fig. 1. The Model Explaining the Impact of Organizational Culture, KM and Learning on Innovation
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We developed a structured, closed-ended questionnaire for small and medium-sized enterprises. Most of the questions
were adopted from previous studies. The main source of questions measuring independent variables of the impact model
such as KM, knowledge development, organizational learning, team-building and result orientation were studies of Griese

I. (2012) and Zortea-Johnston E. (2012). In addition, some of the questions were self-operationalized.

We developed the dependent variables measuring innovation performance based on the definitions in the Oslo Manual
(OECD-EUROSTAT, 2005), as well as from other studies (Eurostat, 2012; Dadura A.M. and Lee T.R., 2011).
Respondents were asked to compare the innovation performance of their company in comparison to the innovation

133

performance of their competitors using a seven-point Likert scale (where 1 corresponds to “‘strongly disagree’’ and 7
corresponds to ‘‘strongly agree’’). Given that only meaning on the end-points was provided, we assume that SCF, KM

and innovation variables are measured on a continuous scale.

Few background questions were also included to understand the profile of organizations, such as annual turnover and
dynamics, as well as the number of employees and the related changes. These variables were measured using a nominal
scale. Due to the nature of the study, in this paper we follow the approach taken in the United States of America, and
define small and medium-sized enterprises (SME’s) as businesses having no more than 500 employees. Such an approach
allows to include more businesses in the analysis, while still distinguishing between medium-sized companies and large

businesses, who might be industry leaders and thus might have different factors affecting innovation processes.

We distributed the questionnaire amongst senior managers of Latvian and Russian companies in the second half of
2016. Participants were selected using a “snowball” method. In total, 112 completed questionnaires were collected - 53

Latvian companies and 59 Russian companies from various industries took part in the research.

Research Results and Discussion

Per our results, companies had been working on average 5 to 20 years in their respective industries. Only 13%
had worked less than 3 years, thus the companies were quite experienced in their respective industries. Almost 50% of
the respondents had no more than 50 employees. And for most of the companies the number of employees had increased
over last 3 years — 31.3% of respondents reported little increase, 11.6% - some increase and 17.9% significant increase
of the number of employees. More than 50% of the respondents had the annual turnover over 100 000 EUR. Contrary to
the employee dynamics, annual turnover had decreased for majority of respondents over last 3 years — 59% of respondents
reported some decrease. It is somewhat surprising that the number of employees had on average increased, while the

turnover decreased.

Analysing organizational culture, we could conclude that Latvian and Russian companies have a rather different
profile. In both countries, the companies were more team and consistency oriented, however they had differences in

orientation towards development and results (Fig 2).

10
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Source: authors’ calculations based on survey data

Fig. 2. The Main Dimensions of Organizational Culture in Latvian and Russian Companies

Looking at the KM - knowledge development and organizational learning indicators, we can also find differences

between Latvian and Russian companies (Fig 3.).

RU mLV

Source: authors’ calculations based on survey data
Fig. 3. Knowledge Indicators in Latvian and Russian Companies
Organizational learning differences are statistically significant, when tested with Independent samples t-test (Table 1).
The differences are statistically significant for all three variables contributing to the organizational learning indicator —
namely, seeing learning as an investment rather than expense, seeing learning as a necessity for organizational survival
and participation in learning. These differences could mean that the business environment in Latvia is more

entrepreneurial.

11
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Table 1
Independent Samples Test for Knowledge Indicators
Equality of Variances t-test for Equality of Means
Interval
F Sig. t df Sig. (2- Mean Std. Error Lower
tailed) Difference | Difference
Creating 475 492 1.023 109 308 24911 24341 -.23333
Updating .092 763 1.850 109 .067 47647 25750 -.03388
Learning .032 .858 3.150 110 002 1.02185 .32443 37891

Levine’s Test for Equality of Variances - equal variances assumed

Source: authors’ calculations based on survey data

Finally, comparing innovation performance, we can conclude that product innovations were the most common
amongst the respondents (rather on average 5.12 of 7), while organizational innovations were the least common (rated on
average slightly below 4 of 7). Innovation performance was generally higher earlier in company’s lifecycle — all forms of
innovation were higher in establishment stage, except for marketing innovation, which increased by intensive

development and stability (Fig. 4).
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Source: authors’ calculations based on survey data

Fig. 4. Innovation Performance by Company’s Lifecycle

Latvian companies reported better results in organizational innovation, while Russian companies — in process

innovation (Fig. 5):

12
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Source: authors’ calculations based on survey data

Fig. 5. Innovation Performance in Latvian and Russian Companies

One of the explanations could be that we had more industrial companies in the Russian sample. And for these
companies process innovations might have been more essential, as they operate in manufacturing sector. While we had
more service companies in the Latvian sample, for whom marketing and organizational innovations might have been

more important than process innovations.

Analysing the relationship between organizational culture, knowledge indicators and innovation performance, we used
the Pearson correlation coefficient. This coefficient can take a range of values from +1 to -1; a value of 0 indicates that
there is no association between the two variables. A value greater than 0 indicates a positive association, and a value less

than 0 indicates a negative association. Statistically significant correlations are displayed in the Table 2.

Table 2
Association between organizational culture, knowledge indicators and innovation performance
Innovation
Product Process Marketing Organizational

Culture 363%* .249%* 393%*
Team A27** 320%* .238* 543%*
Development 300%* 330%* 276%* S1e**
Results 339%* 318%* 271%* A36%*
Consistency 363%* .249* 393
Knowledge
Creating 247%* 268%* 289% 529%*
Updating J318** A425%% 371%* 563%*
Learning 203* 243% SS51**

**statistically significant at the 0.01 level *statistically significant at the 0.05 level

Source: authors’ calculations based on survey data, only statistically significant correlations included

13
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We can conclude that moderate to weak relation exists between culture factors and knowledge indicators from one

side and innovation performance form the other side. This association is weaker for marketing innovation and stronger

for organizational innovation.

To further analyse the impact of the SCF and knowledge indicators on innovation, we develop a liner regression model.

Four dimensions of organizational culture — namely, orientation towards team, development, results or consistency, as

well as three knowledge indicators — knowledge creating, updating as well as organizational learning are considered as

the input values in this model. Product, process, marketing and organizational innovations are considered as the dependent

variables. We use a stepwise method with input variable selection criteria probability-of-F-to-enter <= .050, probability-

of-F-to-remove >= .100, to consider just the significant factors in each model. Following this approach development and

consistency are included in the regression model explaining product innovation. Knowledge updating is included in the

regression models measuring process and marketing innovations. Finally, knowledge updating and organizational

learning are included in the model explaining organizational innovations. These relationships are summarized in Fig 6.

SCF

KM

Innovation

Team
Development
Results
Consistency

Knowledge creating

Knowledge updating

Learning

Source: authors’ calculations based on survey data
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Fig. 6 Influencing Factors of Regression Models Explaining Innovation

Summary of regression models, including the selected input factors and based on the highest adjusted R? are

summarized in Table 3.

Table 3
Summary of Regression Models Explaining Innovation
Std. Change Statistics
Adjusted | Error of R

R R the Square F Sig. F | Durbin-
Model R Square Square | Estimate | Change | Change dfl df2 Change | Watson
Product .489° 239 224 1.425 .056 7.547 1 102 .007 1.945
Process 4192 175 167 1.37177 175 21.032 1 99 .000 2.160
Marketing .366a 134 126 1.39489 134 15.642 1 101 .000 1.966
Organizational | .703¢ 494 A73 .90294 .046 8.763 1 96 .004 2.060

Source: authors’ calculations based on survey data, only selected model summaries based on the highest R square

The marketing model is not very strong; however, the ANOVA analysis confirms that all four models explain

dependent variable significantly well.
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Conclusions, Proposals, Recommendations

In our study, we considered small and medium-sized enterprises in Latvia and Russia. The results provided evidence

that:

1. Knowledge indicators, organizational learning and organizational culture are closely linked; a more developed

organizational culture leads to more enhanced KM processes and higher organizational learning;

2. Latvian companies reported a significantly better performance in organizational learning as their Russian

counterparts, thus one could assume that Latvian business environment could be more entrepreneurial;

3. Innovation performance was generally higher earlier in the company’s lifecycle, expect for marketing innovation,

where performance increased as the company matured;

4. From the literature review, we can conclude that innovation activity depends on various factors in each company,
and that different types of companies have different priorities towards innovation. Introduction of innovation
could be based on knowledge processes and organizational culture. On the other hand, there could be a certain

number of sup-types of non-technological innovation;

5. Knowledge indicators and organizational culture could partly explain all forms of innovation, however the

relation was the strongest with organizational innovation;

6. Both Latvian and Russian companies had the best performance in product innovations. Both — LV and RU
companies had the best performance in product innovation. Latvian companies reported better results in

organizational innovation, while Russian companies — in process innovation;

Based on the study, we propose creating trusting environment and using tools for information sharing at all

organizational levels for creating and maintaining innovation boosting organizational culture.

For further studies we would, firstly, recommend to assess the differences between Latvian and Russian companies in
a more qualitative way. Secondly, it would be valuable to further assess KM indicators and the interaction between them.
Thirdly, the current study is limited to Latvia and Russia, it would be valuable to include more companies from different
countries in the sample. And, finally, it would be interesting to compare the results amongst different industries and
between SMEs and large companies in the given countries to find out, why there is such a performance difference in

certain types of innovation.
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ORGANIZATIONAL INNOVATIONS AND KNOWLEDGE MANAGEMENT: IN
SEARCH FOR A THEORETICAL FRAMEWORK
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Jelena Luca, University of Latvia, Latvia

Abstract. Organizational innovations are an important prerequisite for an enterprise to become or stay competitive.
For innovations to take place, it is necessary to understand what it takes to innovate. One of the components, which is
necessary, is knowledge. However, it is not enough to just have the knowledge, the right approach has to be found for the
knowledge to be useful, thus in this paper authors are examining the theoretical framework of knowledge management

and organizational innovations.

Knowledge management is a systematic management of an organization's knowledge assets for the purpose of creating
value, meeting tactical & strategic requirements and fostering innovations in an organization. However, most of the
enterprises do not pay enough attention to using the available knowledge to gain the greatest effect. Right now scholars
have different approaches which explain knowledge management and its processes. Also there are many key questions to
be answered to understand the real necessity of knowledge management, for example, how to promote a culture conducive
to learning, sharing, and knowledge creation, how to make the right knowledge available to the right people at the right
time etc. The purpose of this paper is to propose literature review for understanding the theoretical framework of
organizational innovations and knowledge management by examining the current researches done by scholars in order to
create new theoretical framework for further empiric analysis. The research implications may serve as an incentive to

companies to develop their organizational knowledge management to foster further innovations.

Key words: innovations, knowledge management, theoretical framework

JEL code: O15, D83

Introduction

Innovation is fundamental to the process of organizational creation. (Van de Ven, 1999) Organizational innovations
began to receive attention from researchers because of importance of surviving in the competitive and dynamic
environments as well as because of its contribution to the development of other types of innovation, such as product,
service or process innovations (Hamel, 2006, Lam, 2005). Nowadays, competition is one of the main driving factors,
which force managers and researchers to look for the best approaches for the organization to operate. Ability of an
organization to be innovative and to innovate lies in the basis of usage and adoption of new resources, technologies. One
of the basic resources to innovate is knowledge. However, knowledge itself is not enough for the innovation in an
organization to take place. Thus, the right approach of knowledge management is a great prerequisite for an efficient
innovation process.

This paper aims to compile the available scientific resources to create a theoretical understanding of organizational
innovations and knowledge management and to set first steps to make a bridge to fill the gap between two terms as well
as to set a background for further studies. This study builds on the extant literature to propose hypothesis about if

knowledge directly and indirectly affects innovation.
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The research implications may serve as an incentive to companies to develop their organizational knowledge
management to foster further innovations. The results can help researchers to better understand the link between
organizational innovations and knowledge management. They could use the results for further studies to create

measurement system and indicators.

The topicality can be found in the fact that both terms — organizational innovations and knowledge management have
been widely researched in the past two decades with an emphasis on the latest years, which means that this is a topical
subject for a research since more and more research questions have been appearing.

The information sources used in this article are scientific — all of the sources are taken from scientific journals which
can be found through Emerald database.

The paper begins with overview on organizational innovations and its dimensions. Second section provides outline of
knowledge management, both parts has been looked at from the field of already existing literature. In the end conclusions

and directions for future research directions are provided.

Research Results and Discussion

Organizational Innovations

Till the beginning of 21 century definition of the term organizational innovation had different interpretations. Despite
the fact that organizations face challenges when they implement new management practices or other innovation, the topic
of organizational innovation has never been central in either organizational or management theory and research (Daft,
1989, Hall, 1991, Scott, 1992).

Organizational innovations comprise changes in the structure and processes of an organization due to implementing
new managerial and working concepts and practices, such as the implementation of teamwork in production, supply chain
management or quality-management systems (OECD, 2005; Damanpour, 1988). Complexity of organizational
innovations can very, they could affect a certain business process (e.g. delivery of the product), or whole organization
(management systems). (Hage,1998, 1999)

There were different interpretations of the term itself and the lack of a widely accepted definition caused difficulties
in designing and implementing measures and indicators that sustain validity over a wide coverage (Lam, 2005). Woodman
et al. (1993) defined organizational innovation as the creation of valuable and useful new products/services within an
organizational context. Since most organizations engage in innovative activity as a competitive weapon, we adopt a
market-oriented approach and enhance this definition to include the returns due to innovation.

OECD (2004) first described organizational innovations as “the successful bringing of the new product or service to
the market.” But recently an organizational innovation is defined according to OECD (1996) as “...a new organizational
method in the firm’s business practices, workplace organization or external relations. Organizational innovations can be
intended to increase a firm’s performance by reducing administrative costs or transaction costs, improving workplace
satisfaction (and thus labor productivity), gaining access to non-tradable assets (such as non-codified external knowledge)
or reducing cost of supplies.”

Lam (2004) classified organizational innovations into three different streams, recognizing that these strands have
empirical overlaps but they were theoretically distinct to the level that they hindered the process of developing a clear

view of ,,organizational innovation and interrelations between its different dimensions.:
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First dimension focuses on the link between the structure of organization and its way to implement

innovations. Scholars like Mintzberg (1979) and Teece (1998) aimed to determine the effects of

organizational structural variables on product and process innovation.

On the Table 1 connection between the structure of an organization and its innovative potential can be seen,

developed by Mintzberg (1979) and Lam (2005).

Table 1

Mintzberg's structural archetypes and their innovative potentials

Organizational archetype

Key features

Innovative potential

Simple structure

Centrally controlled by one
person but can respond quickly
to changes;

Entrepreneurial and often highly
innovative, continually searching
for high-risk environments.
Weaknesses are the vulnerability
to individual misjudgment and
resource limits on growth.

Machine bureaucracy

A mechanistic organization,
high level of specialization,
standardization and centralized
control.

A continuous effort to routinize
tasks through formalization of
worker skills and experiences.
Designed for efficiency and
stability. Good at dealing with
routine problems, highly rigid and
unable to cope with novelty and
change.

Professional bureaucracy

A decentralized mechanistic
form which accords a high
degree of

autonomy to individual
professionals. Individual and
functional

specialization, with a
concentration of power and
status in the 'authorized experts'.

Difficulties of coordination across
functions and disciplines impose
severe limits on the innovative
capability of the organization as a
whole.

Divisionalized form

A decentralized organic form in

which quasi-autonomous
entities are loosely coupled
together by a central

administrative structure.
Typically associated with larger
organizations designed to meet
local environmental challenges.

An ability to concentrate on
developing competency in
specific niches. Weaknesses
include the 'centrifugal pull' away
from central R&D towards local
efforts, and competition between
divisions which inhibit

knowledge sharing.

Adhocracy

A highly flexible project-based
organization designed to deal
with instability and complexity.
Problem-solving teams can be
rapidly reconfigured in response
to external changes and market
demands. Typical examples are
professional partnerships and
software engineering firms.

Capable of fast learning and
unlearning; highly adaptive and
innovative. However, the

unstable structure is prone to

short life, and may be driven over
time toward the bureaucracy.

Sources: compiled from Mintzberg (1979); Lam (2004).
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II. The second dimension focuses on micro- level process how the organization creates and develops
knowledge for innovative activities. Emphasizing the learning and organizational knowledge creation
process, this camp of research investigated innovation capabilities of organizations depending on the firm’s
capacity to create and exploit new knowledge.

1. The third dimension focuses on idea of adaption and creation of new organizational forms in case of radical

changes and environmental shifts.

Teece (1994) distinguishes two main types of innovation, namely “autonomous” and “systemic” innovation. An
autonomous innovation does not require massive modification of related products and processes. On the other hand the
need for systemic innovations arises from complex interactions between many individuals, organizations and their
operating environment. Systems are changing fast. Companies which are successful in realizing the full returns from their
technologies and innovations are able to match their technological developments with complementary expertise in other
areas of their business, such as enterprise-wide business process management, manufacturing, distribution, human
resources, marketing, and customer service. But it is obviously seen in recent research findings that systemic innovations
diffuse slowly in the organizations (Kaivo-oja, 2011).

According to Hamel (2009), an organizational innovation creates long-term competitive advantages if it meets one or

more of three conditions:

1) “The innovation is based on a novel principle that challenges management orthodoxy;

2) Itis systematic, encompassing a range of processes and methods;

3) [Itis part of an ongoing program of invention, where progress compounds over time”.
This would mean that the organizational innovation needs to be systemic, despite the outcome of findings that are showing
lack of usage of systemic organizational innovations in the companies around the world, in order to create competitive

advantages long-term. Further, the organizational innovation is preferably part of a larger program of inventions.

Knowledge Management and Its Role in Organizational Innovations

Most knowledge-based companies recognize knowledge and social capital as the base of building competitive
advantages in a company. The trends are changing rapidly and the markets in most of the fields are quite saturated with a
wide range of different products, which means that innovation is necessary for the company to stay attractive for their
potential and current customers. Thus, knowledge management and innovations is an inseparable duo to build competitive
advantages in a company — the innovations must be continuous and knowledge management must be well-planned
(Popadiuk, Choo, 2006).

As stated in the available scientific literature, knowledge can be described as “a special type of a resource in an
organization which increases as it is used as opposed to other resources” and humans are the main carriers of knowledge
(Brajer-Marczak, 2016). According to a researcher E. Skrzypek (2012), knowledge, skills, abilities and experience form
competences, which are necessary for the company to be able to operate and thus to innovate. Knowledge is valuable,
rare, inimitable and non-substitutable and is context-specific (Afiouni, 2009). A part of it is codifiable (Explicit knowledge)
and most of it is not codifiable (Tacit knowledge) (Nonaka, Takeuchi, 1995). In fact, knowledge management plays an
essential role in innovation through diverse means like facilitating collaboration, assisting in tacit knowledge
transformation into explicit knowledge, identifying knowledge gaps and ensuring that knowledge is accessible and

available (Du Plessis, 2007). Explicit knowledge can be expressed in numbers and words and shared in a very touchable
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form, for example, the form of data, scientific formulas, specifications and manuals (Nonaka, 1998). While to explain
tacit knowledge - there are two dimensions. The first is the technical dimension, which contains informal personal skills
often referred to as “know how”. The second is cognitive dimension. It consists of beliefs, ideals, values and mental
models, which are deeply integrated in one’s personality (Zemaitis, 2014).

The concept of knowledge management (KM) is an interdisciplinary term and its definitions refer to information
technologies, human resource management or financial aspects related to intellectual capital (Brajer-Marczak R, 2016).
There are numerous definitions of KM, for instance, knowledge management is any processes related to creating,
acquiring, and separating, exchanging and utilizing knowledge in order to increase efficiency, effectiveness and the ability
to learn in an organization (Davenport, 1998). While Pillania (2006) describes it as follows - KM is a systematic, organized,
explicit and deliberate ongoing process of creating, disseminating, applying, renewing and updating the knowledge for
achieving organizational objectives. It is believed that it is crucial for organizations to embrace KM as a tool for providing
a sustainable competitive advantage irrespective of the size, sector or industry type (Mageswari, Sivasubramanian, Dath,
2015).

KM can be divided into several different processes, which differ from author to author. For instance, one of the
approaches shown by scholars is as follows — KM can be viewed as a process comprising of knowledge creation,
knowledge acquisition, knowledge application, knowledge transfer or sharing and many more. For example, some
scholars add knowledge development and knowledge retention (Mohamed, Stankosky, Murray, 2006, Khalil, Claudio,
Seliem, 2006). Scholars Nonaka and Takeuchi define knowledge creation as the ability of an organization to create and
expand new knowledge and to group it to products, systems and services in the organization as a whole, providing their
continuous improvement (Nonata, Takeuchi, 1997). The acquisition of knowledge happens when organizations obtain
information and thus knowledge from external sources such as relationship with customers, competing companies,
partners in cooperative ventures and suppliers. Knowledge development is an element that completes the acquisition of
knowledge, and it works as a base of new skills, new products, improved ideas and more efficient processes in an
organization aimed at producing skills that have not been present in the organization yet, therefore non-existent inside
and outside. The sharing and distribution of knowledge are ways to transform individual knowledge into certain
information, which the organization as a whole can benefit from, which means that each and every worker is literally a
valuable resource for the organization. Further, when that particular knowledge is applied in a beneficial way by the
organization, the use of knowledge occurs. Knowledge refention will depend on the efficiency of the use of knowledge
storage by the organization (Bueno, John, Lyra, Lenzi, 2016). Knowledge sharing and knowledge acquisition are the
most frequently studied knowledge management process by empirical papers, considering the relationship with innovation.
This is an interesting result considering that most theoretical papers on knowledge management emphasize the role of
knowledge creation process and application for innovation. However, this fact shows that the concern of the current
research is about external search and organizational networks to broaden and deepen the organizational knowledge base,
as well as the need for human interaction for ideation and innovation purposes. Nevertheless, strengthening the knowledge
base through external acquisition and/or internal knowledge creation provides a potential for innovation activities and
outcomes (Costa, 2016).

Knowledge management in theory has been recently widely researched; many dimensions and models have been
offered by scholars. One of those models claims that implementing a good process of knowledge management may not
be as simple as it may look, since it must be altered to at least 6 dimensions — strategy, organizational culture,
organizational processes, management &leadership, technology and politics. Knowledge management must be
incorporated into corporate strategy, which means that the objective of the organization itself must be to manage, share

and create relevant knowledge assets that would further help to meet tactical and strategic goals of the organization. The
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organizational culture influence how people act and interact in an organization, thus it should be one of the values of the
organizational culture to create, share and manage knowledge. In terms of organizational processes, knowledge
management should be fostered by creating an appropriate environment and systems (for example, qualification raising
system) to foster the processes of KM. Also, in larger organizations it may even be necessary to have a leader or manager
to organize KM processes. In terms of technology, the systems, tools and technologies used in everyday work should be
properly designed, implemented and used. The political dimension means that in the long-term the most important thing
is to support initiatives which have appeared to make the KM processes better and more efficient even if these initiatives
do not have a directly visible return on investment. However, this is only one opportunity to describe the dimensions of
KM. Scholar Garcia-Fernandez offers a compilation of theoretical dimensions and empirical dimensions (Garcia-

Fernandez, 2015). Some examples are given in the Tables 2 and 3.

Table 2

Compilation of theoretical dimensions by Garcia-Fernandez, 2015

Studies Theoretical dimensions

Nonaka & Takeuchi | Socialization, externalization, combination, internalization (the same
(1995) dimensions have been offered in the context of knowledge transfer and

storage)

Slater & Narver | Acquisition of information, information dissemination, shared interpretation

(1995)

Chiva and Camiso | Experimentation, new ideas, continuous improvement, rewards, openness to
(2003) change, observation, openness and interaction with the environment,
acceptance of error and risk, heterogeneity, diversity, dialogue,

communication and social construction, training, delegation and

Knowledge creation

participation, teamwork, importance of, the group, collective spirit,
collaboration, workers wanting to, learn, committed leadership,
organizational and management, structure and hierarchical bit flexible,
knowledge of organizational objectives and strategies, and information,

accessibility, sense of humor, improvisation and creativity

Garvin (1993) Solving problem systematically, experimentation, learning from past

experience, learning from others, transfer of knowledge

Slater and Narver | Entrepreneurship, market orientation, organic structure, facilitative

(1995) leadership, decentralized strategic planning

Application and
use useuse of
knowledge

Source: compiled from Garcia-Fernandez (2015)

As it is possible to notice, scholars have a wide and differentiated point of view on the theoretical dimensions of
knowledge management processes like knowledge creation and knowledge application and use. For example, Garvin
(2013) sees knowledge application and use as a process, which consists of solving problem systematically,
experimentation, learning from the past experiences, learning from others and transfer of knowledge, which are actions

more inside the organization and can be used on daily basis. Meanwhile Slater and Narver (1995) see the value of
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application and use of knowledge in more external and strategic actions. However, it is possible to conclude that although

scholars name the dimensions differently, the main idea stays quite similar throughout the different approaches.

Table 3
Compilation of empirical dimensions by Garcia-Fernandez, 2015
Studies Empirical Dimensions
Goh and Richards Clarity of purpose and mission, leadership commitment and
empowerment, experimentation and rewards, transfer of knowledge,
g teamwork and group problem-solving
w
(]
5
gn Balbastre (2001) Accumulation of experience, knowledge articulation and codification of
[P}
= knowledge
)
=
%
Martinez and Ruiz | Learning capability, organizational structure, organizational culture
(2004)
o B
3 c@ Molina et al. (2007) Internal knowledge, suppliers knowledge and customers knowledge
B g
8 ~—
Mo
s
£ Hult and Ferell (1997) | Information acquisition, information dissemination, customer orientation,
1 [
s 3 participative ~ openness, reflective  openness, centralization,
& i formalization
< <

Source: compiled from Garcia-Fernandez (2015)

Similarly it is with the empirical dimensions of knowledge management process. However, there are elements
which appear only in work of some scholars and meanwhile are undoubtedly crucial. One of those elements, for example,
is organizational culture. In authors’ opinion organizational culture is a system of shared assumptions, values, and beliefs,
which governs how people behave in organizations. These shared values have a strong influence on the people in the
organization and dictate not only how they dress at their workplace, but also how they perceive the necessity and

importance of knowledge management processes in an organization.

Conclusions
Authors have come to conclusions about interaction between organizational innovations and knowledge management.
1. Combining the two terms “organization” and “innovation” is complex, but that is undeniably a process that is
very important for the long term run. Organizational innovations have different effects on performance indicators
(human resource management inside the organization, team work, supply chain management etc.), thus nowadays
it is without a doubt a must have.
2. The key role in process management is played by the systematic analysis, measurement and improvement of

processes, which is also referable to the process of organizational innovations and knowledge management.

23



F B M E Faculty of Business,
Management and Economics

Viewing organizational innovation from the theoretical point of view is a challenge not only because the
definitions are quite dissimilar, but also because there is a lack of studies, where organizational innovations as a
term is in the core of the research. Thus, it is possible to recommend carrying out further researches in the field
of organizational innovations.

3. Knowledge management is essentially about getting the right knowledge to the right person at the right time.
Thus, knowledge management implies a strong tie to organizational goals and strategy and creates value for the
organization.

4. The results show that during the research authors have proved the hypothesis that all knowledge processes not
only can directly and undoubtedly support innovation but also that other organizational variables (e.g.
organizational learning, absorptive capacity) mediate this relationship, thus it might be an interesting topic for
further research to determine the impact of each variable on innovation process.

Proposals and Recommendations

It has been proposed:

1. Itissuggested to carry out further studies to examine more thoroughly factors that may influence implementation
of organizational innovation, as well as possible connection between implementation of organizational
innovations and productivity.

2. It must be mentioned that although there are already numerous papers about knowledge management and
innovations, the rapidly changing global environment does not let the research to stop, since new viewpoints are
still emerging. As well as it is worth to understand that such studies have been made about to different topics,
but scholars have not look at the topic combining two term. That is why it is suggested to develop research with
statistic data to see the correlation between organizational innovations and knowledge management.

3. For the further studies it is advisable to examine interaction between knowledge management and productivity

of the enterprise.
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Abstract. It is commonly accepted that entrepreneurship is a key activity in the current economic context, and
entrepreneurs create value in form of new business ventures, and generate new jobs by mobilizing economic resources,
which in combination has a positive impact in terms of increasing productivity and economic growth, among other
positive effects. To this respect, international institutions like the United Nations or the Organization for Economic
Cooperation and Development agree on the importance of innovation and entrepreneurship in sustainable economic
growth and material and non-material welfare. In this context the concept of entrepreneurial ecosystem arises to illustrate
the impact of framework conditions, such as public policies, culture or access to finance, to promote or disincentive the

entrepreneurship initiative in a given location.

Although the interaction of entrepreneurship and economic development has become a hot topic in the agenda of
policy-makers and private investors, traditionally there has been a lack of understanding in this particular field, mainly
due to the absence of a framework that gathers and quantifies the agents and its relationships as a necessary step to
measure and evaluate the different inputs and outputs of the entrepreneurship performance in a certain region/city.
Therefore, academic research on the entrepreneurship field has been mainly focused on the individual entrepreneurs
concept, underestimating (i) the complexity of the interactions among different agents in each stage of the entreprencurial
process, and (ii) their evolution over time to evaluate the entrepreneurial outcome in a certain region.

Given the need to progress to more quantitative approaches of the ecosystem’s activity, the objective of the paper is
to present a comparison of the most relevant frameworks that represent entrepreneurial ecosystems in order to identify
the existing gaps to quantify entrepreneurial activity, and reflect on the efforts that could contribute to evaluate and
monitor its progress.

Entreprencurship being a central part of the policy agenda in Europe, and in particular the notion of the app economy
or web entrepreneurship among key entrepreneurship policy cornerstones for the EU, the paper can contribute to the
debate in order to design improved frameworks to establish entrepreneurial ecosystems in specific locations (e.g. cities)

as a way to foster economic and social development through entrepreneurship and innovation.
Key words: entrepreneurship, entrepreneurial ecosystems, public policy, startups.

JEL code: L26

Introduction

It is commonly accepted that entrepreneurship is a key activity in an economic context aimed at renewed and
innovation-based growth (Acs, Autio, and Szerb, 2014; Acs et al., 2012)(Audretsch, Bonte, and Keilbach, 2008). In fact
entrepreneurs create value in the form of new businesses ventures and generate new jobs by mobilizing economic

resources, which in combination has a positive impact in terms of increasing productivity and economic growth (IEG
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World Bank, 2013). To this regard, international institutions like the United Nations (United Nations University, 2011)
or the Organization for Economic Cooperation and Development (OECD, 2013) agreed on the importance of innovation
and entrepreneurship in sustainable economic growth and material and non-material general society welfare. Some
authors have gone even further noting that 21st century has implied a paradigm shift from the “managed economy”, based
on large-scale and standardized production into the “entrepreneurial economy”, in which knowledge and innovation are

the dominant elements (Thurik, 2009)(Audretsch & Thurik, 2004).

Despite of this practical relevance, there is still a lack of a unique conceptual framework for entrepreneurship. Two
main relevant issues have been highlighted to this regard: the absence of a comprehensive and unanimous definition of
the topic (Shane & Venkataraman, 2000); and being addressed by scholars from diverse disciplines such as psychology,
anthropology, social sciences, and, obviously, economics and management studies, all using diverging perspectives

(Carlsson et al., 2013). From the authors’ point of view there are two additional difficulties that should be highlighted.

The first is the almost exclusive focus on the individual —the person or group of persons who starts an entrepreneurial
activity- but not in the relationships weaved around the entrepreneur and the process to discover, evaluate and explode
these relationships. The second is the absence of an explicit consideration of the time dimension in the entrepreneurial
activity.

With regard to those two elements of entrepreneurship, lately the role of the environment —the ecosystem- where the
entrepreneurial activity takes place has gained momentum, as the conditions to foster innovation activities in connection
with post-crisis recovery have acquired a prominent role in many political agendas (Warwick, 2013). However less is
known about the evolution over time of the relationships among different players that take place within the entrepreneurial
environment and how this evolution affects the chances for development and success of entrepreneurial activities.
Furthermore, although the interaction of entreprencurship and economic development has become a hot topic in the
agenda of policy-makers and private investors, traditionally there has been a lack of understanding in this particular field,
mainly due to the absence of a framework that gathers and quantifies the agents and its relationships as a necessary step

to measure and evaluate the different inputs and outputs of the entrepreneurship performance in a certain region/city.

Aligned with these reflections around the increasing demand to progress to more quantitative approaches of the
ecosystem’s performance, the objective of the present paper is to identify relevant research gaps that still need to be

addressed in order to quantify entrepreneurial activity.

Delimiting The Notion of Entrepreneurial Ecosystem

The dynamic nature of entrepreneurship, this is the influence of the time dimension in entrepreneurship, has been
present from its very inception. The French economist Richard Cantillon -the first academic who used the concept- already
considered entrepreneurship as the process of bearing the risk of buying something at a certain price in a certain moment,
and selling it at uncertain moment in the future (Cantillon, 1755). Although other important economists dealt with
entrepreneurship —Jean-Batiste Say, John Stuart Mill and Frank Knight among others- it was Joseph Schumpeter
(Schumpeter, 1934) which recovered the dynamic perspective when he considered the innovation role of the entrepreneur
and its influence in economic development as opposed to classical static equilibrium. Later he remarked the disruptive —
and dynamic- function of the entrepreneur in the economy: “creative destruction is the essential fact about capitalism”
(Schumpeter, 1942). From here the dynamic nature was acknowledged in the Austrian School where economists like Von
Mises (Von Mises, 1949) strongly based their concept of entrepreneurship on the premise that markets tend continuously
toward the equilibrium and the role of the entrepreneur as an “arbitrageur” matching the supply and the demand (Kirzner,

1973).
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The Schumpeterian notion of dynamic innovation as a key feature of the entrepreneurial activity has directly
influenced further research works, in particular the searching and exploitation of opportunities (Drucker, 1985)(Gartner,
1988), leading to consider that innovation —a dynamic process- is the essential characteristic of the entrepreneur (Baumol,
1996)(Acs et al., 2012). According to this logic, this paper follows the OECD-Eurostat Entrepreneurship Indicators
Programme (EIP) definition of entrepreneurial activity (Ahmad & Hoffmann, 2008) as the “human action in pursuit of
the generation of value, through the creation or expansion of economic activity, by identifying and exploiting new
products, processes or markets”. As a summary, from the authors’ perspective the combination over time of value

generation, innovation and risk taking are the required features for entrepreneurship.

The influence of the framework conditions on innovation, lately labelled as “ecosystem environment” or simply
“ecosystem”, derives from business models network theories where it is considered that the success of a company is not
only linked to their own strength but also to the relations with the rest of companies of the network (Hakansson & Snehota,
1995). According to this theory, these relationships can improve the performance of an entire set of companies in a given
situation. James Moore was one of the first authors using the concept of ecosystem in business management (Moore,
1993). Moore outlined that companies could not be viewed as a member of a single industry but as part of an ecosystem
where customer needs are fulfilled by the cooperative and competitive interaction among companies belonging to different
sectors. Later, Moore went deeper into the definition of business ecosystem reinforcing the essential role of evolving
interaction among individuals and organizations in the performance of the companies and the ecosystem itself (Moore,
1996). After Moore, the influence of business ecosystems on companies” health have been broadly developed in the field
of strategic management, including the development of conceptual frameworks to assess the situation of a company
(Tansiti & Levien, 2004). Other models consider that relationships are not limited to related companies and include every
other economically relevant entity (Gordijn, Akkermans, & Vliet, 2000). Broader approaches consider that the ecosystem
is formed by interacting "players", including companies and institutions that provide knowledge, resources and set 'rules

of the game' that evolve over time (Fransman, 2014).

According to the literature review conducted, the specific concept of entrepreneurial ecosystem can be considered as
relatively new, being a natural consequence of the theory of economic ecosystems as explained above, together with that
of entrepreneurship. In fact, a historical development can be traced back to different frameworks such as industrial clusters
(Baptista, 1998), national innovation systems (Lundvall, 1992)(Nelson, 1993)(Freeman, 1995), or regional innovation
systems (Cooke, Uranga, & Etxebarria, 1997)(Asheim & Isaksen, 2002), all of them antecedents of the entrepreneurial
ecosystem approach. These models share the focus on the importance of agglomeration and geographical placement but
they underestimate or neglect the relevance of the dynamic interdependence among different components present in the

framework.

Entrepreneurship Ecosystem Concept and Frameworks

The first mentions of the term “entrepreneurial ecosystem” appear in the work of scholars such as Boyd Cohen (Cohen,
2006) or Mariano Bernardez (Bernardez, 2009). However it only gained popularity after Daniel Isenberg’s article “How
to Start an Entreprencurial Revolution?” (Isenberg, 2010). In that article, Isenberg defined the entrepreneurship ecosystem
as a set of individual elements that appropriately combined and nurtured can result in a successful milieu for innovation.
The most relevant contribution from the authors’ perspective was the acknowledgment of both comprehensive strategies
and local conditions. Since then, the entrepreneurial ecosystem is an increasingly widespread concept and a number of
academic papers have defined and referred to the concept, see among others Edward Malecki (Malecki, 2011), Mason

and Brown (Mason & Brown, 2014), Peter Vogel (Vogel, 2013), Erik Stam (Stam, 2014), and Acs, Estrin et al (Acs, Z.,
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Estrin, S. Mickiewicz, T., & Szerb, L., 2014). The concept has been also received remarkable contributions by
practitioners as Brad Feld (Feld, 2012), or international institutions such as the World Economic Forum (World Economic
Forum, 2014a). In this context (Spigel, 2015) defines entrepreneurial ecosystems as ‘combinations of social, political,
economic, and cultural elements within a region that support the development and growth of innovative startups and
encourage nascent entrepreneurs and other actors to take the risks of starting, funding, and otherwise assisting high-risk

ventures’.

In this context the specific concept of “entreprencurial ecosystem” arises fundamentally to illustrate the impact of
framework conditions, such as public policies, culture or access to finance, to promote or disincentive innovative risky

initiatives in a given place and time (Isenberg, 2010).

Table 1
Selection of some of the most relevant ecosystem frameworks
Framework Description
Babson College - Babson An ecosystem as a dozen of elements gathered in six domains that interact
Entrepreneurship Ecosystem Project | in complex ways. It provides high-level definition of relevant
(BEEP) agents/elements per domain and permits the representation of any
geographical level, but do not provide specific indicators.
Organisation Economic Co-operation | The concept of ecosystem as the combination of three factors
and Development (OECD) — (opportunities, human capital, and resources, affected by two transversal
Entrepreneurship Measurement themes (culture and regulation). This is gathered in six key determinants.
Framework It is conceived at national level and provides a range of indicators
(comparability).

The Global Entrepreneurship and
Based on theory of National System of Innovation, it is focused on the
Development Institute (GEDI
relevance of institutional frameworks and the key role of institutions. It is
Institute) - Global Entrepreneurship
an index of indexes that allows comparability at national level.
and Development Index

World Economic Forum (WEF) — Focus on the enablers of entrepreneurial success from a theoretical point
Entrepreneurial ecosystem pillars of view, categorizing four main areas (personal, financial, business,

environmental), and eight pillars, without specifying geographical level.

Council of Competitiveness (CoC) - | Noted eight categories to promote economic development at local/regional
Asset Mapping Roadmap level, with focus on the role of networks.

World Bank - Doing Business It provides objective measures of business regulations for local firms in
project: 189 economies and selected cities at the subnational level.

Source: author’s own elaboration

As shown in the previous table, the rising interest on entrepreneurial ecosystems has been accompanied by a number
of characterization and evaluative frameworks provided by institutions very different in nature. Among different studies,
the Aspen Network of Development Entrepreneurs (ANDE, 2013) elaborated one of the most comprehensive reviews
about these frameworks. ANDE published in 2013 a methodological guide conceived with the aim of supporting the
labour of practitioners in charge of assessing the entrepreneurial ecosystem in developing areas. Before its completion,
ANDE conducted an effective comparative study of nine evaluative frameworks from a broad range of scopes, including
educational and research institutions (Babson College, George Mason University), international organizations (World

Bank, Organisation Economic Co-operation and Development —OECD-) and institutions (World Economic Forum),
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private firms (Koltai and Company), associations (Council on Competitiveness, GSM Association) and even practitioner

approaches (Victor Hwan) (ANDE, 2013).

Therefore, the entrepreneurship ecosystem approach emerged as a representation to address the gap of a
comprehensive framework that gathers and quantifies the agents and its relationships as a necessary step to measure and
evaluate the different inputs and outputs of the entrepreneurship performance in a certain place (Zacharakis, Shepherd, &
Coombs, 2003)(Neck et al., 2004). Taking into account that the performance of the entrepreneur depends on their
interaction with many different factors and the recognized influence of local aspects on entrepreneurial performance
(Feldman, 2001)(Lee, Florida, & Acs, 2004), the concept “entrepreneurial ecosystem” includes cultural aspects and agents
(individuals, firms, organizations, and governments), among other relevant elements, and combine and influence the
evolution of entrepreneurs and their firms in a single area. Thus, as a main instance, the OCDE definition of the
entrepreneurial ecosystem includes a set of interconnected actors (both potential and existing), organizations, institutions,
and processes which formally and informally coalesce to connect, mediate, and govern the performance within the local

entrepreneurial environment (Mason, Colin, & Brown 2014).

Entrepreneurial Ecosystems Frameworks Evolution: From Qualitative To Quantitative

Representation

Those presented frameworks involve a large effort of conceptualization and suppose a comprehensive representation
of the context in which entrepreneurship is developed in a certain area. However, many questions arise from this formal
representation that illustrate the demand for a deeper understanding: Are all ecosystems similar? Do they have the entire
range of domains or can reach equilibrium with some missing elements? How each domain impact in the entrepreneurial
activity development? How agents in the ecosystem interact? Is always the role of the involved actors played in the same

domain? What is the role of the location of the ecosystem? How do ecosystems evolve over time?

To this respect and from the different frameworks previously shown, much of the discussion of entrepreneurial
ecosystems has lacked a time dimension (Mason & Brown, 2014) (Stam, 2014), as they allow understanding the high
level structure but do not provide for example a model to observe and characterize the role of agents and their contribution
to the ecosystem over time. Therefore from the authors’ perspective, the descriptive function of all previous frameworks

should be complemented with additional metadata that illustrate and quantify agents’ dynamics.

Following this idea, the challenge of quantifying an ecosystem, according to the literature review presented, seems to
be far from being solved. In this sense, the definition of metrics could be seen as the result of previous efforts to
consolidate the way an entrepreneurial ecosystem is characterized. Precisely this paper attempts to offer a first reflection
of those identified topics by researchers and practitioners, as presented before, in order to depict a potential path to guide
future efforts that could improve the understanding of entrepreneurial ecosystems based on both qualitative and

quantitative data. Those topics are summarised in the following sub-sections.

1. A common framework adoption to start with the conceptualization of ecosystems as a dynamic evolution of agents

that interact, cooperate and compete in a given place.

It is commonly accepted that the departing point for the research on entrepreneurial ecosystems is based on the models
proposed by Daniel Isenberg and the Babson College in its “The Babson Entrepreneurship Ecosystem Project (BEEP) ”
and also on the framework developed by the OECD’s Statistics Directorate within the context of the OECD-Eurostat
Entrepreneurship Indicators Programme (EIP)(Ahmad & Hoffmann, 2008; OECD, 2008). The model suggested by BEEP
outlined six domains (policy, finance, culture, supports, human capital and markets) that include twelve elements

(Leadership, Government, Financial Capital, Success Stories, Societal norms, Non-Government intuitions, Support
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professions, Infrastructure, Educational institutions, Labour, Networks, Early Customers). In the case of EIP-OECD it
aims to assess policy makers and to create a consistent and comparable database of entrepreneurship indicators. The
OECD framework considers three linked aspects when evaluating an entreprencurial ecosystem: entrepreneurship
determinants, those factors that affect the entreprencurial performance in the ecosystem, which are classified in six themes
(access to capital, R&D & technology, entrepreneurial capabilities, market conditions, regulatory framework and culture);
the entrepreneurial performance, the status of the entreprencurship in the considered area; and the impacts, the ultimate

value created on the economy of the area derived by entrepreneurial activities.

Examining both BEEP and EIP frameworks, it is possible to identify an almost direct equivalence between BEEP
domains and the EIP determinants. It is obvious that these categorizations are not exactly the same but it is also true that
conceptually both models are relatively similar and could be the departure for a common framework that eases dynamic
studies. As an example to guide future research and discussions both approaches have been merged in a common

framework as depicted in Fig. 1.

Supports R&D and Technology Human Capital Capabilities

SUPPORT & TECHNOLOGY HUMAN CAPITAL CAPABILITIES
Palicy Regulatory Framework . Finance . Access to Capital

POLICY FINANCE

Markets . Market Conditions . Culture . Culture

MARKETS CULTURE

Source: author’s own elaboration

Fig. . Common framework for the entrepreneurial ecosystem based on the models of BEEP (fine border) and

EIP (thick border)

From the authors’ perspective a common framework would help researchers and practitioners to focus on more
specific issues connected to the activity and performance of agents, an establish solid grounds to conduct long term studies
that could be comparable through the use of similar concepts and indicators when studying particular ecosystems.

2. The startup as a central actor that evolves along a path of growth through different stages that take place in one or
more ecosystems.

Together with the adoption of a common framework it is essential to agree on, at least to a certain extent, which are
the central agents in every ecosystem.

In this sense, a coherent step further with current policy objectives for entrepreneurship to create jobs and wealth (EC,
2016) is to place the startup as the central element of a given ecosystem, considering the widely accepted definition
proposed by Steve Blank "a startup is a "temporary organization designed to search for a repeatable and scalable

business" (Blank, 2010). The scalability can be considered as the main factor that defines a startup, the objective of
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growing in a short period of time, in an attempt to reach momentum and scale-up, which would in turn create the pursued

positive socioeconomic impact.

With this anchor in mind, the representation of an entrepreneurial ecosystem can be considered as combination of
agents, attached to one or more domains of a framework, that contribute to the creation, nurturing and growth of startups,
offering them the necessary resources and support in each stage of development. Therefore, together with the startup, the
identification and characterization of those agents participating in the ecosystem is a relevant topic for research, in
particular the way the agents relate to the startup along its evolution and how resources (labour, knowledge, capital, ...)
are allocated and interchanged. To this respect, the European Parliament (EP, 2017) acknowledges this dynamic
interaction as it considers that “an entrepreneurial ecosystem is a resource allocation system that drives the allocation of
resources towards productive uses through innovative and high-growth new businesses. This implies that the primary
activity of an entrepreneurial ecosystem is to facilitate the creation of new businesses, but the ultimate outcome is the

resource allocation dynamic”.

In this sense, from the analysis of the different domains (and the activities included in each of them) that are proposed

in both the OECD and the Babson College frameworks it is possible to draft a first set of actors, as presented in figure 4.

accelerators associations banks business angels  business schools
chambers of development family &
tomer: incubators
commerce S finance inst friends
international local microfinance
large corporations 2 medi
networks g PO government edia institutions
national o STARTUP philantropic e
government NS . org/foundations ime i
primary/second private equity regional research centers senal
schools funds government & laboratories entrepreneurs
services L . successful supranational
providers skilled workers stock markets startups govemment
tech park / technical colleges tech-transfer university venture capital
clusters & schools centers funds

Source: author’s own elaboration
Fig. 2. Common framework for the entrepreneurial ecosystem based on the models of BEEP (fine border)

and EIP (thick border)

3. The evolution of relationships along the startup lifecycle among the startup and the rest of agents that form the
ecosystem.

As mentioned before, the dynamic nature of ecosystems is a key topic of interest given the lack of the time dimension
in the current existing frameworks. Precisely this time dimension is directly linked to the natural process of evolution of
every entrepreneurial venture and the way the startup, considered as a central agent of the ecosystem, build relations with
other ecosystem agents that evolve over time.

In this context, one of the issues to be addressed is how approaching to a dynamic representation of the ecosystem
linked to the phases of the maturing process of innovative ventures and, consequently, to the evolution of their needs.

Therefore it is necessary first to acknowledge the phases through which a startup evolves.
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There are a large number of classifications of the stages in the startup evolution. For example, the Global
Entrepreneurship Institute proposes a roadmap called the Entrepreneurial Life Cycle that includes seven stages:
Opportunity recognition, Opportunity Focusing, Commitment of Resources, Market Entry, Full Launch and Growth,
Maturity and Expansion and Liquidity Event. In the same sense, Paul Graham establishes three phases of a successful
startup from the side of the growth patterns (Graham, 2012): (i) initial period to figure out their product with no growth,
(i1) rapid growth reaching customers and (iii) the transformation into a big company where the growth is slow due to the

limits of the market it serves.

Among them, a commonly accepted model is the Life Cycle Model of Entreprenecurship proposed by the World
Economic Forum (WEF 2014b), as it offers a top-level representation from the idea stage to the internationalization phase

that allows further refinement in sub-phases:

e Stand-up: entrepreneurship is an option. In this phase "potential-entrepreneurs" can choose to start a business or

another options (work as an employee, continue studying, etc).
e  Start-up: the decision of start a business is taken. It is necessary to set up the start-up, get funds and launch the product.
e Scale-up: once the startup has resulted viable, the step is to grow up and proceed to internationalization.

In summary, considering the need for a consolidated framework that defines common boundaries to identify domains
and agents, assuming the central role of startups within the ecosystem, and their natural dynamic towards growth, from
the authors’ perspective there is a gap to better understand the relationships that are established among agents, and the

way they shape the evolution of the startup along its Life Cycle (no matter the stages considered).

This approach would contribute to understand particular contexts, identify for example the relevant actors in each
place/location, the domains in which their role is played, to quantify their weight, and to obtain comparable results that

help the understanding of different kind of ecosystems, their evolution and possible combinations.

4. Quantifying entrepreneurial activity and reflect on the indicators that could contribute to evaluate and monitor its

progress.

As mentioned before the link between frameworks, agents and relationships that evolve over time needs to be
represented with a proper selection of variables to measure entrepreneurial ecosystems. As presented by The Kauffman
Foundation (Bell- Masterson & Stangler, 2015), in some cases these variables represent inputs of the ecosystem, while
others are outputs. Although they may all be important, they should have a different weighting and be used for different
purposes in the decision-making process. Given the current economic context and the deep interest in entrepreneurship

that guides the efforts to build entrepreneurial ecosystems, it’s only natural to wonder what outcomes should be tracked.

To this respect, the ecosystem metrics should be connected to the goals to be achieved, ranging from just increasing
the number of entrepreneurs or companies, focusing on specific niches of activity, marketing a region as a place to grow
a business, or changing the economic and social dynamics. There are also different levels of measurement for
entrepreneurial ecosystems, from its overall performance in terms of macroeconomics indicators to the specific

measurement indicators to monitor the activity of particular agents, organizations, or domains.

From the authors’ perspective a holistic approach to ecosystem measurement should consider the selection of the key
pursued objectives to nurture and consolidate the ecosystem, the identification of elements that constitute it, linking them
to an ideal representation (indicators) of what are the magnitudes to be measured, and finally connecting the corresponding
magnitudes and sources of data (if any) or those closer and available to the ideal representation. Therefore and considering

the previous reflections, the current debate of entrepreneurial activity measurement can be seen as a balance between,
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availability, comparability and representativeness of data. These drivers are linked to the level of detail that can be reached

in the analysis of a certain ecosystem, ranging from high-level country domain to specific neighbourhood or city level.

In this sense, current research activity focuses on some the following approaches (or their combination) when

analysing an entrepreneurial ecosystem from a quantitative perspective:

e Set of indicators definition and comparison. Following the approach of the analysis of ecosystem components
described (e.g. Babson or OECD Framework) the most well-known example of a common set of indicators is the
proposal of the Eurostat-OECD Entrepreneurship Indicator Programme (EIP), created in 2007. This framework is
the result of an active collaboration of national and supranational statics institutes to collect internationally
comparable data to enable entrepreneurial measurement. The result a list of 18 indicators, classified in 3 main
dimensions (Enterprises, Employment and Wealth) to compare entrepreneurship activity at country level. However
and despite the efforts made so far, there are few indicators that can be collected in all European countries, and some
others are not fully available as they are mostly voluntary for national statistics institutes (for example those indicators

related to high growth and high growth young enterprises -gazelles- data collections).

This kind of approaches is suitable for country level analysis as it offers a high-degree of comparability and
availability, at least in a number of countries, although the results cannot be seen as a full representation of the

entrepreneurial activity in a country, but just a picture of the general climate of activity as a set of aggregated figures.

e  Composite entrepreneurship indicators. The selection of a common and comparable set of indicators represented
by statistical values does not always catch the inner dynamics of entrepreneurship (relationship among agents, stages
of development). According to (Avanzini, 2009) "Existing indicators of entrepreneurial activity (suchas Global
Entrepreneurship Monitor, Entrepreneurship Barometer, FORAs Entrepreneurship Index, OECD and Eurostat
indicators, among other) and several variables that have been considered good proxies for entrepreneurship during
last decades seem to be not so adequate to capture the complex relationship between economic, social, and
demographic factors driving entrepreneurial development”. Acknowledging that entrepreneurship is a complex
phenomenon, its measurement by means of a lonely indicator seems to be limited, using a set of them instead as a
more solid alternative. However, given the criteria to select indicators are not always objective, the alternative of
using a scoreboard made of many relevant sources of information (available or desirable) that are combined to build
composite indicators offers an interesting alternative. To this respect, composite indicators constitute suitable tools
for exploring less-known phenomena, and for benchmarking performances (Saisana and Tarantola, 2002). These

indicators are built by tipically using any of the techniques based on Principal Component Analysis.

e Performance indicators at regional or city level. Given the importance of the geographical dimension of a certain
ecosystem, regions and cities are appropriate to study entrepreneurship performance as startups are started locally
and therefore immersed in local context. According to (Szerb et al, 2013) the specific location of the ecosystem
influences it through a combination of formal and informal rules and culture, demand trends, human capital, networks,
talent, and knowledge. As a relevant example, the link between economic performance and entrepreneurship at
regional or city level is studied by (Audretsch et al, 2015), concluding “the immediate economic development impact
of startups is positive for both small-/medium-size cities and large cities”. The measurement approach is based on
the usage of indicators and variables that represents the value added and economic development in cities, with a
sufficient amount of time series data and lags. This approach typically uses a lower number of indicators and sources
information but add more detail and granularity on the analysis, although comparison among regions or cities can be
difficult depending of the availability of data. Other authors (Garcia et al, 2016) suggest the adoption of specific

frameworks of reference, like those from ISO (being a well-known example the ISO 37120 Sustainable development
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of communities - Indicators for city services and quality of life), which can be of application in a large number of

comparable cases. However the heterogeneous availability of data is a critical barrier still to be addressed.

e Ad-hoc indicators. Finally, and opposite to top-down approaches (set of indicators, composite indicators) the
bottom-up approach of measuring entrepreneurship from an empirical set of measures is gaining momentum, in
particular to study and compare activity at city level. The problem with this approach for (Avanzini, 2009) is that the
chosen measures are those based on the most readily available statistics, and only rarely authors attempt to justify or
explain how the measures represent entrepreneurship. As a relevant example, the Dynamic Mapping of Startup Hubs
presents and analyses a range of data related to startup businesses and in doing so seeks to provide a detailed and

consistent analysis of 20 startup ecosystem across Europe (European Commission, 2017).

Conclusions

The concept of entrepreneurial ecosystems summarizes a complex network of agents and relationships among them
that represent the existing conditions of a certain area to develop entrepreneurial activities and the way the entire set works
and performs. Therefore entrepreneurial ecosystems can also be considered a convention to represent the previously

mentioned relationships, rules, interests, agents, etc.

Given the success of specific cities and areas where innovation takes place (e.g. Silicon Valley, Boulder, Boston,
London, NYC, Tel-Aviv, etc.), many others sustain that it is possible to replicate those models to foster innovation and
entrepreneurship in other places. This practice, widely extended on a policy making level, usually not only disregards the
fact that every ecosystem is different, but also lacks a deep understanding of the entreprencurial ecosystem concept prior

to making decisions and investing efforts.

Moreover, from the public policy perspective it is essential to first identify the specific problems to tackle when setting
the conditions to foster entrepreneurship, and as a consequence the corresponding remedies in form of action plans to
address them. However, there are a limited number of structured studies on what an entrepreneurial ecosystem is and how
its constituent elements can be influenced to target specific outputs. In this context, we believe that a deeper understanding
of the entreprencurial ecosystems dynamics would have an enormous impact on improving global output from

entrepreneurial activities.

For all these reasons the need for further research in this field is analysed along this paper, selecting specific areas of
interest that would ease a connection between descriptive representations to quantitative analysis of entreprencurial

activity. As a summary, the following concluding remarks can be highlighted:

e Entrepreneurship ecosystems frameworks have provided a comprehensive view to consider the “context” as a key

determinant for entrepreneurial activity.

e Research has been mainly focused on the definition of taxonomies of domains and stakeholders involved in the
entrepreneurial process, but less is studied about the evolutionary nature of entrepreneurial activity and how

ecosystems are created and evolved.

e There is an opportunity to enrich these frameworks with a focus on the way entrepreneurs and startups relate to the

ecosystem along the startup cycle.

e  Metrics are essential in order to quantify efforts, monitor progress, and measure and compare results.
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LEARNING SYSTEM AS A FACTOR TO FACILITATE THE BUSINESS PROCESS
EFFECTIVENESS IN ENTERPRISES

Signe Balina, University of Latvia, Latvia
Edgars Salna, University of Latvia, Latvia
Dace Baumgarte, University of Latvia, Latvia

Abstract. The vast availability of information and communication technologies is offers various opportunities for
enterprises to ensure high efficiency for their business processes. It is achieved by intensive usage of communication tools
and formalized process’s workflows that are integrated with technological solutions. Even for small and medium-sized
enterprises that has a high necessity for agility in their business processes, the cloud technologies can provide ubiquitous
availability and flexibility. However, an efficient business process is not always effective. It is not enough to perform
tasks in an optimal way, a successful enterprise must do the right activities in the most optimal way. The responsibility
to make the right decision in the right time is placed on employee's shoulders. The aim of the research was to ascertain
how e-learning may facilitate business process effectiveness in small and medium-sized enterprises and to identify the

descriptive requirements that are specific for small and medium-sized enterprises.

The research was based on the analysis of small and medium-sized enterprise’s characteristics, such as business
process agility, high turnover rate, high bus factor and horizontal enterprise structure. As a result, it was found out that
the key knowledge of enterprise business processes is dissipated and unorganized. The key finding of the research is a set
of the requirements to which the e-learning solution must comply in order to satisfy the needs of small and medium-sized
enterprises. E-learning solution can serve as an enterprise’s knowledge database that is accessible at any place with the
Internet connection on any device at any convenient time, and its content can be used up-to-date for enterprise’s needs. It
is considered that using a corresponding e-learning solution the enterprise will put in order its knowledge management
and improve competence of employees that will promote the enterprise’s growth. The recommendation for further studies
is to validate the findings a by field experiment using either an existing solution or a prototype that include the defined

set of requirements.
Key words: effectiveness, e-learning, SME, knowledge management.

JEL code: D83 D23

Introduction

The effectiveness of business processes in any enterprise is the key factor for enterprise’s success. To ensure this
effectiveness the enterprises apply different kind of strategies, reorganising the structure of enterprise, integrating new
technologies and ensuring that employees work hard. Nevertheless, every enterprise has a different success rate ensuring
business process effectiveness (Mouzas, S., 2006). Based on theories such as “Learning organization” and “Life-long
learning” the nature of effective business process emerges: it is not enough to perform activities in an optimal way, the
effective business process must perform the right activities in the most optimal way. Thus, the enterprise’s business
processes must not only be efficient but also effective. The key requirement for every effective activity is appropriate
competence level of employee, as the responsibility to make the right decision in the right time is placed on employee's

shoulders (Gareth Goh, 2013).
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To ensure the rise of employees’ competence level, an enterprise can develop the policy combining classical training
methods with the usage of e-learning and the usage of knowledge management system. As every enterprise possess unique
knowledge the usage of knowledge management system in the enterprise can preserve and ensure the development of
enterprise’s knowledge. The usage of e-learning system can be viewed as a learning system on premises to ensure better
guidance for unique enterprise’s knowledge objects and as an e-learning abroad to ensure remote training for generic
competence improvement. The market has high availability of varied learning and knowledge management system with
different functionalities and wide range of price level, to ensure the coverage for all enterprise sizes and business

requirements, and there is hardly left a place for improvements.

If the role of learning and knowledge management is so important and has high impact on enterprise performance,
then the question is why there are still enterprises that are not using learning and knowledge management system? The
research has been performed indicating that the failure rate of knowledge management system is 50%, and the number
may be even higher if failure is defined as the situation in which the system is adapted but it does not reach the expectations
(Akhavan, P., Jafari, M. & Fathian, M., 2005) There is also a substantial research carried out to analyse the fails of
knowledge management system in enterprises of any size taking into account the historical development of knowledge
management (Frost, A., 2014). The important part of knowledge management system failures in the enterprise is
employees’ resistance to knowledge management systems (Jia Li, Minghui Liu, Xuan Liu, 2016).

The scope of current research is limited to small and medium-sized enterprises as the adoption of knowledge
management systems is low and the possibilities of knowledge management systems is not fully exploited. (Cerchione,
R., Esposito, E., Spadaro, M.R., 2015) As well as the small and medium-sized enterprises have specific characteristics
that influence knowledge management system adoption process.

The aim of the research is to define the generic business requirements of small and medium-sized enterprises that will
improve the adoption level of learning solution, as well as to propose a model that will cover the defined business

requirements. The research process has been divided in three parts:
e the failing factors of knowledge management system adoption;
e characteristics of small and medium-sized enterprises;

e business requirement definition and a proposed model of combined learning system solution.

The Failing Factors of Knowledge Management System Adoption

By addressing the topic of knowledge management system failing factors, it is desirable to define what knowledge
management system is. The term is elusive and there is more than one definition, yet the most appropriate definition for
the research’s aim is the one describing the main functional goals of the system and it has been introduced by Marc Resnik
(Resnik, M., 2002):

“Knowledge management requires five stages of manipulation, corresponding to the capture, storage, interpretation,

dissemination, and auditing of intrinsic and extrinsic information for the purpose of improving company performance."

By investigating the failing factors, the results of a number of researches have been processed by gathering 66 failure
factors for knowledge management system adoption in the different kind of organizations (Akhavan, P., Pezeshkan, A.,
2014), (Frost, A., 2014), (Weber, R.O., 2007), (Jia Li, Minghui Liu, Xuan Liu, 2016), (Nunes, M.B., Annansingh, F.,
Eaglestone, B., Wakefield, R., 2005), (Malhotra, Y., 2004). These failing factors were analyzed and consolidated by

identifying three fundamentally unsolvable problems:

¢ insufficient employees’ motivation;
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e information’s constant ageing;
e the need to access the right information at the right time (accessibility).

The problem of motivation can be described as social attitude towards the knowledge management system. Motivation
is influenced by an enterprise’s employee acceptance and understanding of the system. If there is a lack of support from
the top management, the resistance from employees, or the adopted system with its functionality does not meet the
requirements of enterprise’s business processes, the motivation level tend to be low and the knowledge management
system sooner or later can meet its decline. Even if the first motivation level is high, when the first hype is over the

problems of the systems become evident and the acceptance and usage dwindles.

As information is always ageing, in order to ensure up-to-date knowledge content it must be continuously maintained
and updated. In large enterprises, it can be achieved by assembling the knowledge management team, who has
responsibility to maintain the content up-dated on knowledge management system. But in small and medium-sized
enterprises, if there is a knowledge management support team, knowledge management support function usually is not a
primary duty of these employees. Therefore, in small and medium-sized enterprises the content of knowledge
management system is more exposed for aging problem. As the result, the content management functionality of
knowledge management systems for small and medium-sized enterprises must be as supportive as possible, even to the
level of automatic content update or suggestive content update. The users of knowledge management system need to
receive notifications and warnings on aged information, and if the content has an external data source it needs to be

updated automatically or on demand.

Considering the concept that has widespread usage in different fields as “Just in Time”, the need to access the right
information at the right time is as important for small and medium-sized enterprises as it is for large enterprises as well.
This requirement is important, because there is too much content and information, and an employee has to find the proper
one. The accessibility can be improved by the means of proper knowledge content management, advanced knowledge

system search engine, and enterprise or user context aware solution.

To increase the success rate of knowledge management system all three problems must be addressed as they are

interrelated and complementary to each other.

Characteristics of Small and Medium-sized Enterprises

Although learning is essential for all kind of enterprises, the current research was performed within the scope of small
and medium-sized enterprises. Small and medium-sized enterprises have specific characteristics by which these
companies must be viewed differently compared to large enterprises (Floyde, A., Lawson, G., Shalloe, S., Eastgate, R.,
D’Cruz, M., 2013). Within the research project “Agile Usage of Agile Paradigm in Support Business Processes of Small
and Medium-sized Enterprises” (Datorzinibu centrs, Riga Technical University, 2017) the characteristics of small and
medium-sized enterprises has been analysed and the result of this research is used within the context of enterprise’s

knowledge management. (Table 1)

Table 1

Characteristics of small and medium-sized enterprise

Group Attribute

Management Owner places the manager

Less knowledge of management

Less group decisions

Less Planning
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Group Attribute

Organization Manager is supreme leading

Less development of units

Direct and short ways of information

High flexibility

Production Intensive working

Less division of labor

Universal machines

Refinement of processes instead of regular replacements

Financing Family owned business

Limited capacity (compared to large enterprises)

No individual or governmental support in times of crisis

Not only interested in maximizing the profit, but rather want to lead the

business over several generations

Personnel Small number of employees

Few academics as employees

Few unskilled employees

Widespread expertise (universal employees)

Personal relations between employees

High "bus factor” (unique competences)

Source: table based on data on (Datorzinibu centrs, Riga Technical University, 2017).
Some characteristics of small and medium-sized enterprise have greater impact on usage of knowledge management
system in the enterprise such as: “Less knowledge of management”, “Direct and short ways of information”, “Intensive

9999

working”, “Less division of labor”, “Small number of employees”, “Widespread expertise”, “High "bus factor””. Usage
of knowledge management system can facilitate the knowledge management within an enterprise and reduce the negative
effect of high “bus factor” indicator (this indicator shows up together with the indicator of “Small number of employees”).
It is possible to reduce the workload and thus decrease the indicator of “Intensive work” (in case if the effectiveness is
increased). Such indicators as “Direct and short ways of information”, “Less division of labor”, “Small number of
employees” and “Widespread expertise” have to be taken into account when choosing the most appropriate knowledge
management system so that the system supports the getting of information as quickly as it would be by means of direct

way of getting information. It is advisable not to pile information into one set of information but to provide it into several

fields of enterprise’ activities so that employees can have more specific sets of information.

1. Business Requirements and Proposed Solution
By addressing the usage of knowledge management system from employee’s point of view the statement is rather
simple. Employee has been given a task within the limited timeframe. While performing this task the logical question
emerges “How to?” (Fig. 1.). The employee may not have any knowledge on the given task or has incomplete knowledge.
Employee might want to consider to search for more optimal way or might forgotten some specifics to accomplish the
given task properly. While searching for the answer there are several ways how an employee can receive the necessary

knowledge:

e using the knowledge of the others (colleagues or superiors);
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e trying to search in the enterprise documentation (use knowledge management system if available);
e or using the Internet search engine.

Nowadays, the popularity of using internet search engines for acquiring the necessary information by means of asking
the right question is very high. By taking into account that small and medium-sized enterprises has a “Widespread
expertise”, the employee can acquire the necessary knowledge by asking the right question and filter the necessary
information. Of course, there is a lot of useless information, but employees very quickly gain the skills for effectively
filtering out a useful information and applying it. Although the usage of Internet search engine can provide content that

has low aging and high availability, but it does not have enterprise context awareness.

Internet search engine

o
ey

The bast
KMNOWLEDGE
MANAGEMENT
SYSTEM

e

EMTERPRISE

Fig. 1. Employee’s point of view
As the result, an employee is gaining the necessary knowledge in the Internet search engine and does not seek the
guidance from knowledge management system. It does not matter that enterprise has the best knowledge management

system, if it is not used then usefulness of knowledge management system rapidly decreases.

The latest trends in field of learning in enterprises is fusion of knowledge management and e-learning concepts. There
are researches that proves that e-learning is becoming as a tool for knowledge management (Khademi, M., Kabir, H.,
Haghshenas, M., 2011), in others knowledge management system becoming as a platform for e-Learning (Judrups, J.,
2015). By combing these concepts the strong aspects of e-learning system such as training and guidance can be reinforced
by strengths of knowledge management such as creation, storage, and transfer of knowledge. As the result, the learning

system can provide employees with more complete support for achieving higher level of competence.

In addition to the previously mentioned models of knowledge management and e-learning integration, the integration
of search engine usage into learning solution is proposed (Zhang, L., Sridharan, B., Kinshuk, 2003). The architecture of
this solution is integration with search engine, for example, Google, Bing, or Yahoo. The proposed solution encapsulates
the search engine’s result and combines it with the content and the context of enterprise’s knowledge database on premises.

This states that search engine integration within enterprise’s learning solution combined with the enterprise’s policy
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adjustments can provide higher success rate of learning systems in the enterprises. That leads for higher employee work

efficiency and effectiveness.
The proposed business requirements for learning solution:
e Learning solution shall have “single point of entry” for knowledge search process;

e Knowledge search process shall combine local knowledge data base search results with internet search

engine’s returned results;

e Combined search results shall be processed in compliance with the enterprise’s policy ensuring the

enterprise’s context awareness;

e  While providing employee with search results, learning system shall perform passive evaluation and caching

of search results;

e Learning solution shall provide employees with the possibility to perform active evaluation, changing, and

sharing of the search results.

Enterprise has to ensure the usage of learning solution, thus a “single point of entry” approach is proposed. Employees
are allowed to use the internet search engine as they please, but is has to be done through learning system interface. The
search result provided by the Internet search engine may be the same as provided by the search in learning system on
premises database. The combination process of search results should group similar search results by its content. While
employee perform search by some keywords, the meaning of these keywords may differ within the context of the domain
of enterprise. It is more likely that employee is searching within the context of enterprise domain, and search result order
can be augmented accordingly. Another aspect of applying enterprises policy on combined search result is the usefulness
of search results. By adding passive and active evaluation, the model can evaluate the importance of search result within
the context of the enterprise. For example, if employee often uses one or another learning material that means this learning
material is more valuable for enterprise. And if employee has actively approved or shared the learning material is has

even more useful within the context of the enterprise.

Knowledge search input +~

Single point Search input
of entry request
Request processing

Full text search
request

Active evaluation and LMS
sharing

Internet search engine

Combine search result

Passive
evaluation and
caching

Explicit Knowledge
Tatic Knowledge
Knowledge links

Enforce filter and ordering

Policy
Context
awareness

Fig. 2. Learning solution model
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The proposed combination of learning solution (Fig. 2.) consists of integration of knowledge management system, e-
Learning system, and Internet search engine. This model best operational outcomes are expected if the enterprise has also
implemented the policy that regulates the usage of native internet search engine. The crucial functionality of the model is
one entry point for accessing local knowledge management system, e-Learning system, and Internet search engine at the

enterprise.

Conclusions, Proposals, Recommendations

While finding a way how e-learning may facilitate business process effectiveness in small and medium-sized
enterprises the several research tasks have been performed. Firstly, based on theoretical acknowledgement the enterprise
employee competence’s direct coherence with enterprise effectiveness was considered. Secondly, the results of previous
researches were combined with the results of this research leading to identification of three fundamentally unsolvable
problems: employee motivation, information aging, and information accessibility. And thirdly, combined learning system
model has been developed and proposed to overcome the problem of widespread usage of internet search engines that
overshadows the learning system on premises. As a result of the research, the list of learning system business requirements

has been defined, and schematic model has been created.

The suggestions for future research are to validate the business requirements within the small and medium-sized
enterprises in the local market using survey. If the result of survey will confirm the theoretically assessed business

requirements then the prototype should be created.
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ISSUES OF LABOUR MARKET DEVELOPMENT IN LATVIA AND EU COUNTRIES

Daira Baranova, University of Latvia, Latvia

Abstract. The aim of the paper is analyse labour market flows, “Europe 2020 strategy employment targets and some

issues of labour market policy in the EU countries and in Latvia particularly. In the given research, methods are the
analysis of the literature and advanced papers in the field of labour market were used. Methodology is based on Eurostat
labour market flow statistics.

According to the labour market flows, there are four country groups: 1. countries with relatively low unemployment
and high transition into employment; 2. countries with relatively low unemployment and low transitions into employment;
3. countries with relatively high unemployment and high transition into employment, and 4. countries with relatively high

unemployment and low transition into employment.

Improvement of the economic situation in the EU and Latvia has effect on labour market: employment growth has
contributed to reduced unemployment. At the same time, there is a risk of youth and long - term unemployment.
Increasing duration of unemployment leads to depreciation of skills and higher risk of social exclusion. Long - term

unemployment may lead to an increase in structural unemployment.
Key words: employment, labour market, unemployment, “Europe 2020 strategy

JEL code: E2, E6, E24, ]2, J4, J21

Introduction

During the recent years, most labour market indicators in the EU have improved. Nevertheless, the response of
employment to growth has been quite uneven across the EU countries. Youth unemployment and long-term
unemployment continued to decline, but remain high in several EU countries. The employment rate of women in the EU

is still significantly below that of men.
The research questions are: Who are the unemployed? Why there are different employment targets in the EU?

Resarch methods applied in the paper are based on Eurostat methodology and Internationl Labour Orgaization,
analysis of the literature and advanced papers in the field of labour market, the scoreboard of key employment indicators
developed by the European Commission. Scorborde supports the identification of areas where policy response is most

needed.
This discussion in the paper consists of three parts:
1. Employment and unemployment trends.
2. Employment rate targets and results.
3. Labour market policy.

Conclusions are proposed at the end of the paper.
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1. Employment and Unemployment Trends

Fluctuations in employment follow closely the fluctuations in real GDP.

During the recent years, most labour market indicators in the EU have improved. The unemployment rate kept falling,
youth unemployment and long-term unemployment also continued to decline. Activity rates are increasing. However, the
response of employment to growth has been quite uneven across the EU countries in correspondence to different economic

structures and policy settings.

The situation in the labour market in Latvia has been improved also within past years along with the increasing
economic activities. High unemployment rate caused by the crisis is falling and the employment rate is rising. In 2016,
the unemployment rate decreased down to 9,6% - 0.3 percentage points less than in 2015, while the employment rate rose

up to 61.6 or by 0.8 percentage points. (Eurostat, 75/2017).

The scoreboard of key employment indicators developed by the European Commission, allow for early detections of

key employment problems. According to this scoreboard (see Table 1) there are three employment indicators:
e Unemployment rate (15 — 74);
e Youth unemployment rate (15 — 24);

e Young people neither in employment nor in education and training (NEET) as a share of the population aged

15-24.
Table 1
Summary of the scoreboard key employment indicators
Unemployment rate Youth NEET rate
unemployment rate
Best performers Czech Republic Germany Germany
Germany Luxembourg
Netherlands
Sweden
Better than average Denmark Bulgaria Austria
Hungary Czech Republic Czech Republic
Luxembourg Hungary Hungary
Malta Lithuania Lithuania
Netherlands Malta Latvia
Poland Netherlands Slovenia
Romania United Kingdom
United Kingdom

Source: European Commission, 2017

According to the Table 1 indicators for Latvia: NEET rate is better than average, but unemployment rate and youth
unemployment rate are in the group “to watch®. Critical situations have Greece (unemployment rate), Greece, Italy and
Spain (youth unemployment rate) and Bulgaria, Croatia, Italy and Romania (NEET). January 2017 data are used in the
table. In Austria and Estonia the unemployment rate (overall and youth) has increased faster than the EU average, but the

level remains very low.
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The analysis of the net changes shows the degree of flexibility or rigidity of labour market.
Labour market flows show movements of individuals between (see Figure 1):

e Employment;

e  Unemployment;

e Economic inactivity.

Employment

Unemployment Economic inactivity

Fig. 1. Transition in labour market status

Figure 1 gives an overview of all possible transitions in labour market status. According to the labour market
flows, there are four groups of net flows:

1. Countries with low unemployment and high transition into employment.
2. Countries with high unemployment and high transition into employment.
3. Countries with high unemployment and low transition into employment.

4. Countries with low unemployment and low transition into employment.

According to Eurostat quarterly labour market data from the European Union Labour Force Survey (population aged
15 — 74 and the first and second quarter in 2016) the distribution of the EU countries are following (Eurostat, 233/2016):
1. First group represents are: Denmark, Estonia, Sweden, Netherlands, Austria, Slovenia, Malta, Hungary, the Czech
Republic and Poland; 2. Second group represents are: Cyprus, Croatia, Portugal, Finland, France and Latvia ; 3. Third
group represents are: Greece, Spain, Italy and Slovakia; 4. Fourth group represents are: Bulgaria, Romania, Ireland,
Lithuania and Luxembourg (examples of the first three countries of each group are the most characteristic examples). 1
in 5 unemployed persons in the EU found a job, second quarter 2016 compared with first quarter 2016.

Situation of Latvia in the labour market has disproportions. Main disproportions are:

e High surplus in professionals in humanities and social sciences;

e  High share of low-skilled;

*  Young people enter labour market without any specialization and skills;

e Discrepancies among formal education supply and labour market demand.

Some causes of problems in the labour market of Latvia are also due to education:

e Poor insight of career possibilities on secondary education level;

e  Many young people prefer general secondary education;

e Low prestige and capacity of secondary vocational education;

e  Low popularity interdisciplinary education programmes.
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2. Employment Rate Targets and Results

Europe 2020 Strategy : Strategy for smart, sustainable and inclusive growth set EU targets for 2020. There are five
quantitative targets. This analysis focuses on employment rate target population aged 20 — 64. The Europe 2020 Strategy
target is to reach a total employment rate for people aged 20 — 64 75% in the EU by 2020. This analysis focuses on

national targets in order to reflect situation of each European Union Member State.

According to Eurostat data employment rate of population aged 20 to 64 in the European Union was 71.1% in 2016
and previous peak recorded in 2008 was 70.3%. There is difference in employment rates of women and men. The largest
difference between the employment rate of women and that of men was in Malta, Greece, Romania and the Czech
Republic in 2016, but the lowest difference was in Latvia, Lithuania, Finland and Sweden. The upward trend in

employment rate is for women and men.(Eurostat, 69/2016).

There are three groups of countries according to national target and current situation.

Table 2
Employment rate in the EU countries achieved national targets, % aged 20 — 64

Country Target 2008 2013 2014 2015 2016

Sweden > 80 80.4 79.8 80.0 80.5 81.2

Germany 77 74.0 77.3 71.7 78.0 78.7

Estonia 76 77.1 73.3 74.3 76.5 76.6

Czech 75 72.4 72.5 73.5 74.8 76.7
Republic

Latvia 73 75.4 69.7 70.7 72.5 73.2

Lithuania 72.8 72 69.9 71.8 73.3 75.2

Ireland 69 - 71 72.2 65.3 67.0 68.7 70.3

Source: author’s construction based on Eurostat, 69/2017

Table 2 presents countries which already achieved or exceeded their 2020 national targets. Compared with 2015, all
countries in the group increased employment rate for aged 20 — 64 in 2016. It grew the most strongly in the Czech
Republic. Sweden, Germany and Estonia exceeded nation targets that are higher than EU average. Sweden, Estonia,
Latvia and Ireland exceeded employment target before economic crisis. Employment growth is based on economic

recovery. Estonia and Latvia did not reach pre-crisis level.

The third group of countries, that are close to the national target (see Table 3).
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Table 3
Employment rate in the EU close to the national targets, % aged 20 — 64
Country Target 2008 2013 2014 2015 2016
Croatia 62.9 64.9 57.2 59.2 60.5 61.4
Luxembourg 73 68.8 71.1 72.1 70.9 70.7
Malta 70 59.2 64.8 66.4 67.8 69.6
Poland 71 65.0 64.9 66.5 67.8 69.3
Slovakia 72 68.8 65.0 65.9 67.7 69.8
Source: author’s construction based on Eurostat, 69/2017
The next group of the EU countries are with the lowest employment rate in 2016 (see Table 4).
Table 4
Employment rate in the EU below national targets, % aged 20 — 64
Country Target 2008 2013 2014 2015 2016
Greece 70 66.3 52.9 53.3 54.9 56.2
Spain 74 68.5 58.6 59.9 62.0 63.9
Cyprus 75-177 76.5 67.2 67.6 67.9 68.8
Italy 67 - 69 62.9 59.7 59.9 60.5 61.6

Source: author’s construction based on Eurostat, 69/2017

Lowest employment rates were in Greece, Italy and Spain in the group in 2016. These countries have the employment

gap between the target and current employment rate. In order to make real progress towards the overall national targets,

it is necessary to focus on the most vulnerable labour maket groups.

On the whole, the employment rate is increasing in a context of moderate economic recovery. As a result the 75%

employment rate target of the Europe 2020 strategy may be reached by 2020 provided the current trend continues.

3. Labour Market Policy

Taking into account the above said to reach the goals of the “Europe 2020 strategy policy directions should be

implemented in relations to both labour supply and labour demand (see, 2013). More action is needed to address youth

and long-term unemployment, and support job creation, labour market participation (in particular for women), appropriate

skills development.

Labour market policies include: labour market participation, job creation, active labour market policies, employment

oriented social security system.
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Young people are also at a disadvantage in the labour market, with an unemployment rate above the overall
unemployment rate. Young people are a priority of the EU social policy to sustain the young human capital. The EU
adopted the Youth Strategy for 2010 — 2018. There are two overall objectives:

e To provide more and equal opportunities for young people in education and in the labour market;

e To promote the active citizenship, social inclusion for all young people.
The “Europe 2020 strategy puts initiatives “An agenda for new skills and jobs” and “Youth on the move”, youth
unemployment rates will be targeted via by a range of policies, including proposals aimed at education and training
institutions, or measures for the creation of a work environment conducive to higher activity rates and higher labour
productivity. There are also initiatives’ aimed at improving the entry rates of young people into the labour market (see,
Baranova D., 2014). The European Commission considers that setting up the Youth Guarantee schemes is a forward
looking and fundamental structural reform in the mid - term and long term. The Youth Guarantee aims to ensure that all
young people aged 15-24 not in employment, education or training (so-called NEETSs) receive a good-quality offer of
employment, continued education, an apprenticeship or traineeship within a period of four months of becoming

unemployed or leaving formal education (European Commission, 2013).

Analyzing youth unemployment rates and causes of unemployment, draw a conclusion that especially low-skilled

youth should benefit from the Youth Guarantee.

Latvia is implementing support measures to reduce youth unemployment. The aim is to develop practical skills of the
youth aged 15-29 (including) and to foster the possibility for them to find a job successfully by developing and
implementing new measures aimed at youth who are neither in education, employment nor training (i.e., the youth

belonging to the NEET group).

From 2014 to 2016, in total 111 000 youths aged 15 — 29 obtained the registered unemployed status with the State
Employment Agency of Latvia and all of them received support as a part of the Youth Guarantee programme. During
the same period, 58% of all the unemployed youth found employment. 66% of all the youth receiving support were
unemployed, including 15% long-term unemployed, while 34% of participants were NEET youth. (Progress Reporton ...,
2017).

Within the Youth Guarantee programme, the following measures are being implemented in Latvia (Progress Report

on...,2017):

e There are 10 measures available to youth (receive information on available vacancies, obtain new skills and

their first work experience).

e Incooperation with 34 vocational education institutions and colleges implementation of vocational education
programmes took place, allowing youth aged 17 to 29 years obtain a professional qualification within a year

or, year and a half.

e Develop skills of youth at a risk of social exclusion and facilitate engagement in education with events of

Youth Guaranty, as well as activities of non-governmental organizations and youth centres.

e The imprisoned youth received individual diagnostic and career consultations and the most suitable

professions were determined. A

Acivation programme for the long-term unemployed will have additional the new activity of difficulties to enter the
labour market will include psychological support and the new programme will be linked to the support of public work

programme.
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The emphasis of labour market policy is more on structural measures supporting labour market adjustment and

enchasing growth and competitiveness to achieve target set in “Europe 2020” strategy.
Conclusions

1. During the recent years, most labour market indicators in the EU have improved. But the response of employment
to growth has been quite uneven across the EU countries in correspondence to different economic structures and policy

settings.

2. The employment rate is increasing in a context of moderate economic recovery. As a result the 75% employment

rate target of the “Europe 2020 strategy may be reached by 2020 provided the current trend continues.

3. More action is needed to address youth and long-term unemployment, and support job creation, labour market

participation (in particular for women), appropriate skills development.
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Abstract. This study shows that rapid developments in technology, the constantly growing amount of information
and people’s growing immunity to traditional marketing tools are just few reasons that are challenging companies to think
about new and more effective forms of how to reach the target audience. One of the most recent trends is based on
consumer education through high quality Content marketing. Many companies and organizations in the world have
already implemented Content marketing in their marketing routines, and it has proven it’s success, but in Latvia this topic
is still something new and not discussed much. The aim of the study is to determine and evaluate the most significant
opportunities that digital content marketing provides to companies. The main goal is to evaluate what affects usage of
Content marketing in the market of Latvia based on different authors’ insights on Content marketing topic in the
professional, scientific literature, as well as expert interviews and Internet user survey. The findings of this research have
shown that Content marketing has the potential to develop in Latvia, because not all companies deliberately use it. Content
marketing provides businesses several advantages. For example, it helps to improve search results and SEO, as well as
builds brand image and value, creates followers, etc. Research methods used for this study: scientific literature analysis,
statistical analysis to learn about Content marketing trends, qualitative expert survey, and quantitative Internet users online

survey.

Key words: Content marketing, Social Media marketing, Internet marketing, Comment marketing

JEL code: M31
Introduction

Rapid development of technologies, continuous growth of information flows and increasing human immunity to
traditional marketing tools makes to think about the use of new, more effective ways to reach the target audience.
Advertisement banners have become inefficient due to smarter use of new technologies by people. The growing popularity
of social media should also be taken into account. One of the latest time trends is based on consumer education by using
qualitative Content marketing. It is a discreet way to get consumer’s confidence without imposing advertisement and
banners everyone is annoyed from. Globally, numerous companies and organizations successfully use Content marketing,
calling it the key to success, which has potential for the future.

In Latvia, Content marketing is talked about very little. There are companies using Content marketing approach in
their activities, recognizing the benefits it provides; however, most of companies use Content marketing in their activities
unconsciously. It means that not all of benefits, provided by Content marketing, are used, as it would be in case of
conscious use of Content marketing. The authors believe that, regardless of size of a company, it is worthwhile to apply
Content marketing so that the companies could reach their existing and potential clients in an appealing manner, avoiding
annoying advertisements and creating a favourable public image of the company. Therefore, the study is intended to find
out what Content marketing is, how many companies use Content marketing in its activities, as well as to reveal the

benefits of Content marketing and the way it could be developed in Latvian companies.
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In the paper Content marketing development problem in Latvia as well as its hindering and facilitating factors are

studied. To conduct the study successfully, a specifically defined objective has been set up.

The objective of the study is, based on the opinions on Content marketing expressed in theory, as well as on the
results of Internet users’ surveys and expert interviews, to assess the use of Content marketing in Latvian companies and
to develop proposals for its improvement.

To achieve the stipulated objectives, the following tasks of the study have been determined:

* To find and analyse theoretical literature on Content marketing topic and ways of it’s implementation

*  To explore Content marketing trends and factors that influence it’s development;

* To find out expert views on the Content marketing topic and Content marketing effectiveness in the Latvian
market;

*  To get to know Latvian habits of Internet usage in the Content marketing context;

*  To make conclusions and recommendations about Content marketing Development in Latvia

The object of the study is Content marketing.

The subject of the study is Content marketing application and opportunities in Latvia.

The following research methods have been used in the paper: bibliographic review; statistical analysis to find out
dominating Content marketing trends in Latvia and in the world; survey and the analysis of its results, as well as expert
interviews.

Limitations of the research: young people under the age of 18 years have not been interviewed in the study.

The study is based on the provisions of legal acts of the Republic of Latvia, statistical data, studies of Latvian and
foreign scientists, publications in collected research articles and periodicals, Internet publications, as well as the
company’s unpublished data.

In the study Content marketing theory, based on theoretical opinions of J. Pulizzi, N. Barrett, T. Tucker, J. Baer,
H. Cohen, L. Odden and other authors is reviewed. The study includes analysis of secondary data, interviews with Content
marketing experts and Internet users’ survey. As the topic of the study, Content marketing, is relatively new, by today

domestic authors of marketing books have written little on it.

Study results and discussion

Summarizing the results obtained in the study, it can be concluded that in the world the importance of Content
marketing is growing, and growth opportunities are visible. Content marketing is a strategic marketing approach that
focuses on creation and distribution of useful, important, consistent and free content, in order to attract, retain and educate
the clearly known audience, so that it would result in customers’ action, favourable for the company. The objective of
Content marketing is to educate the audience, so that it acknowledges the need of the product and has a desire to purchase
it. Content marketing has a number of significant advantages, for example, it helps in search and SEO, forms brand image,
credibility and value, stimulates the appearance of followers of the company, creates links, relationships as well as data
flows. Content marketing reduces dependence on external sources, providing greater control over the company’s reports,
differentiates the company as an expert in certain fields, and, finally - grants versatility to company’s marketing strategy,
including planning, content creation, distribution and measurement. With the help of Content marketing, companies can
provide their brand awareness and build a successful image. One of the most popular ways to distribute the content is via
social media. It is also currently one of the main tactics used in Content marketing. In the study it has been revealed that
visual content (video, infographics, images, games, applications, etc.) is becoming increasingly popular. It should also be

taken into account when creating content.
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The following 3 theses have been raised for discussion:

Thesis 1: The authors believe that the development of Content marketing for mobile devices could be one of the
opportunities that are currently being developed, but there are still potential development opportunities in this field. In
the context of this topic it would be worthwhile to conduct research on the use of Content marketing and its development
for mobile devices.

Thesis 2: Each Company should assess its operational environment in order to create the most relevant and
appropriate Content marketing. In the point of view of the authors, all forms of tactic are useful for all companies, so it
would be worth exploring which ones are the most efficient in Latvian environment.

Thesis 3: The concepts of Content marketing are quite numerous, but it is interesting to reveal which of them are

the most often applied in practice and whether Latvian companies use them in their Content marketing activities.

1. Theoretic Aspects of Content Marketing

Nowadays, there are enormous information flows, which make to think about the correct structuring text and the
ideas. Consequently, an increasing attention is paid to what to say, how to say and where to say. It does not make sense
to fill in blank fields with phrases in hope that someone will understand it and perceive it the way the author had intended.
Content marketing has been dominating in many marketing professionals’ language for several years now. However, it
cannot be deemed as something completely new and innovative as companies used content as early as in the 19th century.
However, at that time content was designed for printed materials, but now it is related to digital marketing, to be more
specific — to Internet marketing.

The term “Content marketing” is considered to be relatively new, therefore there are many similar definitions.
Heidi Cohen (2016), a marketing professional from New York, has compiled 50 Content marketing definitions on her
website; some of them the authors suggest to look a tin the following table (Table 1). The overall conclusion is that most
of them are long, focused on information presentation and inspiration and formulated in a descriptive way.

Table 1

Definitions of Content Marketing

No. Authors Definition

1. J. Pulizzi (aka The Godfather of Content Content marketing is a strategic marketing approach focused on
. creating and distributing valuable, relevant, and consistent
Marketing), (2017) content to attract and retain a clearly-defined audience — and,
ultimately, to drive profitable customer action.
2. J. Baer (2015) Content marketing is a device used by companies to educate,
inform or entertain customers or prospects by creating attention
or causing behaviour that results in leads, sales or advocacy.
3. H. Cohen (2016) Content marketing provides consumers with useful information to
aid purchase decisions, improve product usage and entertain them
while achieving organizational goals without being overtly
promotional.
4. L. Odden (2012) Simple definition: Content marketing is the alignment of
customer needs with business goals through purposeful content.
Elaboration: Content marketing is an intentional approach to
attracting, engaging and inspiring customers to a logical
conclusion to buy and share through content that empathizes with
the varied interests and behaviours during the buying cycle.
5. R.C. Parker (2014) Content marketing is the art and science of consistently creating,
sharing, and promoting thoughtful, relevant, and helpful
information to help to help clients, donors, or supporters make
informed buying decisions while supporting your firm or
organization’s objectives.
6. K. Blanchard (2014) Content marketing is the opposite of advertising. It’s about
engaging consumers with the stuff they really want, in a way that
serves your brand’s purposes and ideals, rather than just trying to
jam your logo into their periphery. It’s reaching the exact
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consumers you want, instead of a vaguely defined demo. It’s
helpfully providing an experience they want, instead of trying to
distract them from the one they came for. In short, it is the very
evolution of advertising itself into something more effective,
more efficient, and much less odious.

7. B. Clark (2014) Content marketing means creating and sharing valuable free
content to attract and convert prospects into customers, and
customers into repeat buyers. The type of content you share is
closely related to what you sell; in other words, you’re educating
people so that they know, like, and trust you enough to do
business with you.

Source: authors’ summary based on Heidi Cohen (2016) research on Content marketing definitions.

According to Pulizzi (2013) the forms of presentation of content can be different, including video, audio, manuals,
seminars, applications, webinars, stories, presentations, recipes, bloggers’ posts, press releases, website texts, customers’

letters, games, etc. However there are just four basic forms of content — text, images, video and audio.

Anne Murphy (2014) and Zach Bulygo (2014) believe that Content marketing can be described as the art of
communicating with consumers without direct and obvious sales. It is continuous marketing. Instead of selling a product
or service, Content marketing offers information or content that makes the customer smarter, better, more beautiful, etc.
The essence of content strategy is the belief that in case the brand holders deliver valuable, honest and continuous

information to the customers, it should result in purchases and loyalty.

Content marketing can be based on one of the four marketing concepts — B.E.S.T. formula (Pulizzi and Barrett,
2009, 27-29), S.A.V.E. framework (Ettenson et al. 2013), The Four-Pillar theory (Tucker, 2013) or Viral content (Berger
and Milkman, 2012). They are developed in order to assist companies in the development of content, pointing to what
they should focus on to make the message appealing. For example, Viral content suggests that viral content is: Surprising,
Interesting, Intense (ideally awe-inspiring), Positive; it can be presented as a story, with humour or fear provoking, anger
proposing, breath-taking; presented with a nicety, provoking ignorance or Actionable (practically useful). On the contrary,
S.A.V.E. framework suggests that marketing specialists should concentrate not on 4P, but rather on S.A.V.E., that stand

for Solution, Access, Value un Education.

The authors suggest looking into the list of related terms with whom the expression “Content marketing” is often
replaced with. The list has been composed by marketing researchers Pulizzi and Barrett (2009) in the book Get
Content.Get Customers: Custom publishing, Custom media, Corporate content, Corporate media, Custom content,
Branded content, Branded editorial, Branded editorial content, Branded story telling, Information Marketing,

Advertorial, Private media, Customer publishing, Customer media.

To be able to make qualitative measurements of the efficiency of Content marketing achievements, it is necessary
to understand the Content marketing process. In the opinion of the authors, Angela Hausman (2015) and SocialEars have

reflected marketing process maximally clearly in four continuously interrelated stages (see Figure 1).

First of all, content is generated based on the analysis of trends, messages and search of likewise messages. Then
writing of content in corresponding format follows. Once this is done, content optimization should be made, so that it
would be possible to find Internet users based on the chosen keywords. Content publishing should follow thereafter, and
one should think about how to achieve the greatest possible social involvement in the planning of marketing
communication channels, social communication and identification of public opinion leaders. Only when it is done the
publications can be passed to consumers. However, it is necessary to measure the activities using Google Analytics, Social
sharing analysis and, of course, competitive analysis. Next, it is necessary to draw conclusions, to be able to plan

improvements of the message or the creation of a new message (so the process starts again from the beginning).
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e Social Communication

Source: authors’ construction based on Angela Hausman'’s SocialEars Content Flow.

Fig. 1. Content Marketing Process

In case Content marketing is done correctly, it has its own ROI as a channel, and it can be measured by the set of
KPI elements. According to Neil Bhapkar (2013) there are eight indicators, classified into three groups that are worth to
mention: Reach (Unique visits, Geography, Mobile readership), Engagement (Bounce rates/Time spent, Heat maps and
Click patterns, Page views), Sentiment (Comments, Social sharing). Depending on the company’s activities, there are
also more detailed key performance indicators available, a detailed examination of which is useful when it is necessary
to get more in-depth results. The assessment of Content marketing efficiency is very important for companies as it helps
to identify shortcomings and weaknesses in the marketing activities as well as to evaluate company’s achievements and

failures.

Finally, the necessity of Demand Metric Content marketing is based on the fact that Content marketing is necessary
to retain the reader’s attention. Secondly, it is necessary to enhance buyers’ loyalty to the brand. Thirdly, it is necessary
to generate interest in the buyers so that they would like to follow the brand’s news and to buy goods on a regular basis.
And, finally, Content marketing is essential to increase direct sales in natural way, without the advertisements that the

consumer is aware of and wants to reject.

2. Experts’ Interviews and the Analysis of their Results

In Latvia, there is little spoken about Content marketing, therefore the related information is limited, so the authors
believe that it is worth finding out experts’ opinion on the subject. Questions have been prepared for experts’ interviews,
but the interviews were semi-structured in order to obtain as complete and viable information as possible. In order to
collect data for this research and get an image of current state of Content marketing usage, there were organized 4 expert
interviews with Content marketing specialists from Latvia, each of them has specialized in different Content marketing
segments — content planning for businesses, web content, content related SEO, content creation and writing — to gain a
better insight.

During the interviews it has been found out that to a greater or lesser extent all companies that communicate
somehow (via Internet or any other media) use Content marketing, but many of them are not aware of this fact. After the
interviews the authors have concluded that the companies in our latitudes still underestimate the importance of qualitative
content in their marketing activities, leaving Content marketing somewhere in the background or even forgetting about it
at all. One of the experts mentioned that in his internet marketing company only about 25% of their companies-customers

were turning to them with a desire to improve web page content with the help of SEO and about 10% of the companies
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were trying to deal with web page SEO and content creation on their own, before they were asking internet marketing
company’s specialists for help. One should be aware that Content marketing is not just a simple filling the website or
mandatory email sending. In Latvia all classic Content marketing tactics — social networks, blogs, emails, etc. — are used.
The use of social networks is the most popular. Almost every company could be found on social media (such as
Facebook.com, draugiem.lv, etc.) because of the large number of consumers there. Experts pointed out that it’s really
common for enterprises in Latvia to use social networks and e-newsletters. Blogging is also quite popular in Latvia, but
unfortunately the enthusiasm of businessmen ends up with time and started blogs are left incomplete. It should be
remembered that all people are looking for benefit, information and entertainment. Therefore, the content in which these
key features are incorporated will have certain advantages. Content marketing is suitable for everyone, because Content
marketing is the type of marketing that suits perfectly for companies in any sector, if used properly. Each Latvian company
should focus on Content marketing, however one should thoroughly think of what kinds of tactics to use. The
disadvantages of Content marketing are mainly challenges - time resource consumption, costs, and negative attitudes of
those who think that Content marketing is just a waste of time and resources, as well as the fact that the creation of
qualitative, grammatically correct content can cause a lot of concerns. Mainly the companies that have the highest
positions in the Top Latvian brands successfully apply Content marketing. The experts who participated in the interviews

also recognize it.

3. Survey of Latvian Internet Users

The authors carried out a pilot study in the May 2016 to observe possible Content marketing trends in Latvia by
interviewing 100 respondents and it was decided to re-conduct the study later. In scope of the latest research, in May-Junc
2017 a survey of Latvian Internet users was organized with a purpose to assess Internet usage habits of the population o
Latvia in the Content marketing context and to assess what content the greatest attention is paid to. The research results
will provide an opportunity to assess the existing trends of content usage and to put forward proposals that should be taker
into account when creating content. The study was conducted using specially developed questionnaires with the help of
which Latvian Internet users have been surveyed. Latvia’s population size is 1.96 million from which 1.46 million people
are active Internet users, based on these data authors selected the sample size. Overall 1026 people (confidence level: 95%,
margin of error: 3%), aged 18 to 64 years, have been surveyed to get a fairly accurate result about their Internet usage
habits in the Content marketing context. Invitation to participate in the survey was distributed in Internet environmen
through via social network Facebook.lv and by sending e-mails and responses were collected using Google Docs. The
questionnaire data were encoded and processed using SPSS Statistics V.22 and MS Excel for Mac 2011 data processing
software. Respondents were divided into three age groups: school-age young people (18-19 years), study-aged young
people (20-25 years) and adults (26 or older), because age affects the level of knowledge, education levels differ and tha
means their skills to work with content vary too. It might seem that the third group (26 or older) has quite wide range of
age, but there is no need to subdivide this group further in the Content marketing context. Such an apportionment is very
suitable for determining the main trends in Content marketing, and this is also due to the development of the Internet.
Young adults are born in the age of the Internet, so it’s more likely that they can handle content more professionally than
older people. First of all, it has been found out in the study how much time the residents of Latvia spend on Internet (sec

Figure 2).
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Source: authors’ construction based on the quantitative research results.

Fig. 2. Average time a user spends on the Internet in Latvia

Largest part - 43% of respondents — spends on Internet 2 to 5 hours a day in average. One-fourth of respondents
spend on Internet an average of 1 to 2 hours a day. In turn, third most popular answer, chosen by 13% of respondents, is
5 to 10 hours a day. As the survey results show, it is difficult to cooperate with 11% of respondents from Content
marketing standpoint, as they spend in Internet up to 1 hour while 8% of respondents stay on Internet for a very long time
- more than 10 hours, which means that they know web content very well. The survey has also revealed that the most
popular social media sites in Latvia differ from those used in the world. The most popular social media sites in Latvia are
YouTube (used by 83% of respondents), Facebook (78%), Draugiem.lv (47%), Instagram (44%) and Twitter (35%). These
respondents definitely do not want to spend their time reading boring information. The authors of the study also wanted

to find out what Internet resources the respondents trust to the most (Table 2).

Table 2
Content sources that respondents trust the most
Company Internet Radio Analysts | Blogs and websites Printed media

Age group websites media, TV ’ | sites and that include (newspapers, TOTAL

and blogs news blogs independent thoughts | magazines, etc.)
18-19 years 79 125 50 2 19 20 295
26.78% 42.37% | 16.95% 0.68% 6.44% 6.78% 100%
20-25 years 108 70 60 84 51 12 385
28.05% 18.18% | 15.58% | 21.82% 13.25% 3.12% 100%
26 or older 129 42 73 60 41 1 346
37,28% 12.14% | 21.10% | 17.34% 11.85% 0.29% 100%
TOTAL 316 237 183 146 111 33 1026
30.80% 23.10% | 17.84% | 14.23% 10.82% 3.22% 100%

Source: authors’ created table based on the quantitative research results.

It can be concluded that 30.8% of respondents consider company’s official homepages and blogs to be the most
reliable content sources. This is an important indicator, which means that companies have to think carefully about what
information to publish on their websites and make sure that it is true and up-to-date. 23.10% of respondents say they trust
to the information provided by Internet news sites. This response was especially popular amongst young people of
secondary school age. It should be admitted that this is the right place to learn the most recent news on the events in Latvia
and in the world, however, as journalists work in the news sites, the manner of presenting information often includes
various exaggerations and spectacular statements, aimed at drawing the reader’s attention. An eye-catching heading
provokes to read the news, but the content of the article itself sometimes does not express anything special. This has a
negative impact on the reader’s trust to the source of content, probably this is the reason why just 12.14% of people aged
over 26 have chosen this answer. The authors have observed that the chosen answers differ slightly depending on age
group; it should be taken into account when companies wish to communicate with some of the groups. The top 3 most
reliable content sources for 18-19 year-old audiences are Internet media, news, Company websites and blogs, Radio, and

TV. The top 3 most reliable sources for 20-25 year-old people are Company websites and blogs, Analysts sites and blogs,
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Internet media and news; in turn, for the group aged 26 or older the top 3 consists of Company websites and blogs, Radio,
TV and Analysts sites and blogs.

One of the ways to evaluate Content marketing effectiveness is by measuring the level of response. The more
comments an article has, the greater has been the proposed effect from Content marketing campaign. Evaluating the
activity of Latvian audience in comment writing, reading and corporate campaigns supporting, survey results are shown

in the chart (see Figure 3).
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Source: authors’ construction based on the quantitative research results.

Fig. 3. Frequency of the Internet activities

Survey results show that Latvian audience rarely writes comments on social networks (typical for 46.20% of
respondents), a quarter of respondents (20.57%) almost never write comments in news sites, 44.64% of respondents
sometimes read comments that are posted by other users, one fifth (22.81%) of the respondents often read comments that
are posted by other users, and 74.27% of respondents choose not to participate in campaigns organized by companies or
they do it very rarely. The overall conclusion is that the Latvian audience is not keen on comment writing, but from time
to time they pay attention to the things that other people write (67.45% of respondents noted that they do it sometimes or
often), but 9.06% of respondents choose to participate on regular basis in the marketing campaigns that are organized by
companies on the social media and 16.67% of respondents choose to participate in them sometimes. Further out, it has
been revealed in the study whether banner advertisements appeal to Latvian Internet users (Figure 4).

4% 0%
0 v H Clicks on all banner ads

m Clicks on banner ad, if looks interesting

Doesn’t click on banner ads

|
69% m Other

Source: authors’ construction based on the quantitative research results.

Fig. 4. Individuals who click on banner ads

As written by David Siteman Garland in his blog The Rise It To The Top, everyone “share content rather than
banners or useless ads”. According to the studies by Siteman Garland, 98% of people say a categorical “no” to banner
advertising, while the remaining 2% consider as an unfortunate coincidence if a banner has been clicked. Of course,
advertisements performed great when they just appeared in Internet, because people did not know what it is. Now internet
users are more educated and this “lazy” type of advertising is no longer efficient. According to the survey data, the
majority of respondents - 69% - noted that they do not react to banner advertisements, however, 27% of respondents noted
that they have a look ad the advertisement if it looks appealing. It should be admitted that it is not an easy task to develop

an appealing advertisement, and banner advertisements are not popular among the Internet users’ audience. None of the
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respondents click all banners they see. Moreover, in addition to the other answers the users stressed that they “always try
to close” the banner advertisements, and if ever click the advertisement, it happens only “in extremely rare cases”. Next,
the authors have revealed what type of content seems the most important for Latvian respondents (see Figure 5).
Respondents were asked to rank four given content types (images, text, video, audio) from the most significant, assigning

a maximum of 4 points, to the least significant, giving it 1 point.

40.00% 0
29.89% 28.20% 24.84%
17.07%
0,
20.00% l l . . H Percentage of total points
0.00% . . . .
Images Text Video Audio

Source: authors’ construction based on the quantitative research results.

Fig. 5. Content type that Latvian Internet users prefer

The survey results show that the most important content in Internet are images that are on the top with 2093 points
(29.89%), followed by text with 2187 points (28.20%); video materials with 2454 points (24.84%) are on the third place
while audio materials are the least significant, left on 4th place with 3526 points (17.07%). In contrast, when assessing
the parameters of websites, the Top 3 parameters, according to respondents, are information actuality, page opening speed
and page design. The authors conclude that there is a tendency to support visual content.

Finally, the question “what a qualitative content exactly is” in the perception of Latvian residents has been included
in the questionnaire. Answering this question was optional, but 78% of the respondents chose to express their thoughts
on the issue. The most popular answers to this question were mixed, but generally it was possible to reveal certain trends.
According to survey respondents, high quality content should be informative, useful, educational, topical, timely, true,
understandable, without redundancy, exciting, lens, safe, interesting, properly designed, supplemented by visual material

and without linguistic mistakes.

Conclusions, proposals, recommendations

Based on the conducted research, the authors make the following conclusions and recommendations:

1. Content marketing is a relatively new topic, there is no single and unique definition given to it that would provide
for an accurate description, however, based on the analysis of definitions of various specialists, the authors suggest
the following definition: “Content marketing is a strategic marketing approach that is aimed at the creation and
distribution of useful, important, consistent and free content in order to attract, retain and educate a clearly known
audience, and result to the consumers’ behaviour, favourable for the company”. This is a good tool to attract
customers without being invasive, as provided with comprehensive information the customers wish to purchase a
product on their own. And, instead of listening to a variety of subjective opinions about a product, it is better to

provide interested parties with useful Content marketing campaign.

2. There are development opportunities for Content marketing in Latvia. In the world Content marketing is used quite
widely, as companies are aware of the benefits it provides. In Latvia, quite a lot of companies’ use Content marketing,
however, as also confirmed by the experts, it is not known as Content marketing. Therefore, the authors suggest that
marketing companies should promote the use of term “Content marketing” in Latvia, as it is applied in business
activities, but is not known as Content marketing. The current unpopularity of this word collocation is due to the fact

that Content marketing has recently appeared, and is being used in the vocabulary of marketing professionals only
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since 2011. If companies were aware that Content marketing is applied, it would be possible to make better use of its
benefits and measure marketing efficiency in a more appropriate way.

3. Ttis difficult to define disadvantages in Content marketing, as these are rather company’s challenges. If the content
is not created, no one will find the company. Only expert generated content is trustful, so the company must be an
expert in their field. Followers and data flows are created by qualitative content, but it may take considerable time
and resources to develop it that not all companies can afford.

4. In Latvia, there is a tendency to support visual content. According to the survey data, Internet users from Latvia put
images on the first place as the most significant source of content, immediately followed by text. Video materials
took the third place. Companies should increase the proportion of the use of visual content. In Latvia until now
infographics, games and videos have been used little, however, a qualitative and creative visual content seems to be
really exciting and interesting for the audience.

5. 31% ofrespondents indicated that they trust the most to companies’ homepages and blogs. This means that companies
must pay attention to the content they publish and regularly look for it to be valid and not out-dated. Companies
should create blogs, because people like to read about products and/or services that company offers. Companies that
write blogs appeal to the audience much more as this is the evidence that they are experts in their fields. Educational
and high-quality material of blogs will be useful to anyone interested, who is looking for a specific solution for
himself.

6. Only 27% of respondents replied that they click on banner advertisements if the advertisement seems interesting for
them. Based on this fact, Latvian companies need to use Content marketing as much as possible, instead of deploying
banner advertisement blocks everywhere. It would provide a more positive attitude towards the company without
making people annoyed. A qualitative content enables to achieve much better results than annoying banner
advertising. Of course, it is up to the company how to plan their marketing activities.

7. According to research findings, high quality content should be informative, useful, educational, topical, timely, true,
understandable, without redundancy, exciting, lens, safe, interesting, properly designed, supplemented by visual
material and without linguistic mistakes. These characteristics should be taken into account when working on content

planning, creation and development.

Bibliography

Baer, J., 2015. Here’s the Difference Between Content Marketing and Social Media. [Online] Available at:
http://www.convinceandconvert.com/social-media-strategy/heres-the-difference-between-content-marketing-and-social-
media/ [Accessed 10 May 2017].

Barker, M.S., Barker, D.I., Bormann, N.F., Neher, K.E., 2012. Social Media Marketing: A Strategic Approach. 1%
edition. Mason: South-Western College Pub.

Berger, J., Milkman, K.L., 2012. What Makes Online Content Viral? Journal of Marketing Research, 49(2), pp.192-
205.

Bhapkar, N., 2013. 8 KPIs Your Content Marketing Measurement Should Include. [Online] Available at:
http://contentmarketinginstitute.com/2013/02/kpis-for-content-marketing-measurement/ [Accessed 12 May 2017].

Bulygo, Z., 2014. Balancing the Art & Science of Content Marketing (Infographic). [Online] Available at:
https://blog.kissmetrics.com/art-science-content-marketing/ [Accessed 10 May 2017].

Clark, B., 2013. Content marketing. [Online] Available at: http://www.copyblogger.com/content-marketing/ [ Accessed
19 May 2017].

64



New Challenges of Economic and Business Development - 2017: Digital Economy

Demand Metric, 2013. Content Marketing Infographic: Did you know that 90% of all organizations use content in their
marketing efforts? [Online] Available at: http://www.demandmetric.com/content/content-marketing-infographic
[Accessed 13 May 2017].

Ettenson, R., Conrado, E. & Knowles, J., 2013. Rethinking the 4 P's. Harvard Business Review, 91(1-2).

Fishkin, R. & Hogenhaven, T, 2013. Inbound Marketing and SEO: Insights from the MOZ blog. 1% edition. New Jersey:
John Wiley & Sons.

Garland, D., 2010. Bye-Bye Banner Ads, Hello Content Marketing. [Online] Available at:
https://therisetothetop.com/interviews-guests/why-we-removed-all-banner-ads-and-how-we-do-sponsorships/ [ Accessed
15 May 2017].

Hausman, A., 2015. Content Marketing Strategy Stats: 2015 (Infographic). [Online] Available at:
http://www.business2community.com/content-marketing/content-marketing-strategy-stats-2015-
01178687#UqSr33wM8t8vImJZ.97 [Accessed 13 May 2017].

Latvijas Interneta Asociacija, 2017. Nozare ciparos. [Online] Available at:
http://www.lia.lv/media/uploads/LIA Nozare Ciparos_2017.pdf [Accessed 28 May 2017].

Murphy, A., 2014. The Art & Science of Content Marketing (Infographic). [Online] Available at:
http://marketeer.kapost.com/art-and-science-of-content-marketing-infographic/ [Accessed 15 May 2017].

Odden, L., 2012. Optimize: How to Attract and Engage More Customers by Integrating SEO, Social Media and Content
Marketing. 1% edition. New Jersey: John Wiley & Sons.

Parker, R.C., 2012. A Checklist for Measuring Your Content Marketing Success. [Online] Available at:
http://contentmarketinginstitute.com/2012/06/checklist-for-measuring-marketing-success/ [Accessed 10 May 2017].

Pulizzi, J. & Barrett, N., 2009. Get content, get customers: Turn prospects into buyers with content marketing. 1%
edition. Columbus: McGraw-Hill Education.

Pulizzi, J., 2017. What is Content Marketing? Content Marketing Institute. [Online] Available at:
http://contentmarketinginstitute.com/what-is-content-marketing/ [ Accessed 12 May 2017].

Pullizi J., 2013. Epic Content Marketing: How to Tell a Different Story, Break through the Clutter, and Win More
Customers by Marketing Less. 1% edition. Columbus: McGraw-Hill Education.

65



F B M E Faculty of Business,
Management and Economics

ERASMUS+ PROJECT EVALUATION IN FIVE EUROPEAN UNION MEMBER
STATES

Daina Belicka, SIA CSE COE, Latvia
Lasma Lancmane, Riga municipality, Latvia
Lolita Meza, Riga municipality, Latvia

Signe Balina, University of Latvia, Latvia

Abstract. Significant amount of the European Union (EU) budget has been allocated to different student exchange
programmes. In order to plan future investments, current interventions into national educational policies should be
assessed. This research aims to perform a mid-term evaluation of the three-year (2015-2018) Erasmus+ project relating
to high school students’ Information and Communication Technology (ICT) skill development in the selected schools of
Latvia, Sweden, the United Kingdom, Italy and Spain (hereinafter in text — project). The analysis included a literature
review of methods applied by other researchers performing Erasmus+ programmes evaluation and the methods applied
by the European Commission (EC) which lead to the development of quantitative and qualitative data collection methods
for the research. Quantitative data research comprised a survey completed by the students participating in the project and
collected by their teachers. The qualitative data research consisted of semi-structured interviews with the students,
teachers, project managers and different project stakeholders. The research results demonstrated that the project activities
had a high value for the project stakeholders and ICT skills development was relevant to all students, as they would help
them in their future studies and work. The project was evaluated as very effective, as it contributed to the improvement
of different skill sets of students, such as ICT skills, communication, English, teaching, presentation, cross-cultural
understanding skills and others. The project is coherent with other ICT skills development activities in the project
countries and, in some cases, with national initiatives to assess the inclusion of ICT skills training in school programsmes.
The European added value was achieved by exchanging information about the different teaching methods used in five
EU countries and contributing to cross-cultural understanding. The evaluation results could be used for planning future
Erasmus+ projects, coordinating and consolidating various stakeholders’ activities to promote further ICT skills training

for a larger group of students and to achieve even better coherence among different ICT training activities.
Key words: EU funds, Erasmus+, evaluation, education, ICT skills training

JEL code: 120, 121, 128, O21, 022, 052

Introduction
Erasmus+ is the European Union’s programme to support education, training, youth and sport in Europe. The programme
is planned until the year 2020 with the total budget available up to € 14.7 billion, and it provides opportunities for over 4
million Europeans to study and gain experience abroad aimed at facilitating cross-border cooperation between the
Member States in order to promote growth via international exchange. The programme provides young people the
opportunity to obtain intercultural skills and open themselves to Europe, helps educational institutions to drive regional

and sectorial innovation and stimulate economic growth and competitiveness.
Make: Learn: Share: Europe (MLSE) is an EU financed Erasmus+ programme project designed to develop digital skills
amongst young people across Europe in order to assist them with learning and working with digital technologies. The

project under MLSE initiative includes students (age 14 — 16) from the project partner-cities - Gijon (Spain), Riga (Latvia),
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Rome (Italy), Ronneby (Sweden), Sheffield (United Kingdom) who received training on an aspect of digital making and

run learning sessions for others in schools or local settings.

The research aimed at the project mid-term review by assessing the effectiveness and efficiency of the MLSE project
actions to achieve the programme’s objectives, evaluate the efficiency of the programme and its European added value.
The evaluation covered the project activities since the start of the project in autumn 2015 until May, 2017. Based on the
aim, the research tasks included literature review covering the main evaluation categories: relevance, efficiency,
effectiveness, coherence and EU value added (EC, 2015) and an additional dimension for education sector project impact
assessment level: individual, institutional, and systemic (EC, 2016). The importance of international education projects
was also highlighted by other researchers, for instance, cross-border cooperation must be developed in education because
it is such a period that borders of the countries are removed by globalisation: social, economic, political and cultural life
is evaluated across the world (Ekti, 2012).
Based on the literature review, evaluation methodology and a data collection approach were designed. The main data
collection tool was a questionnaire completed by 45 students. It comprised quantitative and qualitative questions and was
supported by conference calls and meetings with the students. Extensive interviews with more than 15 project stakeholders
and participation in the project related stakeholders meetings were very important data research methods.
The main evaluation conclusions relate to better project promotion internally and externally, better information and good
practice exchange between the students and the teachers. In order to achieve higher impact at institutional and systemic
levels, further coherence with other national initiatives is needed. Recommendations also included suggestions going
forward to leverage on success built and to identify new funding opportunity by involving international corporations.
The novelty of the research relates to the evaluation of the project for high school students, as previous researchers on
Erasmus+ evaluation have focused on higher education institution students, and practical recommendations how to
increase project impact at institutional and systemic levels.

1. Literature review
A limited number of scientific publications on Erasmus + programme project evaluation exists; moreover, the evaluations
performed have taken a very practical point of view without an extensive literature review of the relevant theory. At the
same time, evaluation is widely used by the European Commission to assess the effectiveness and efficiency of the
planned interventions, therefore significant research has been done by EC on evaluation methodologies, and EU level
evaluation methodologies have been developed based on those research results. One of the most comprehensive materials
covering different evaluation methodologies is Better Regulations (EC, 2015) covering a wide scope of intervention
evaluation elements ranging from policy development to policy impact evaluation. According to Better Regulations
methodology, all evaluations must assess the criteria of relevance, effectiveness, efficiency, coherence and EU added
value of the intervention. The European Commission has developed not only general evaluation methodologies but also
a specific roadmap for Erasmus+ mid-term evaluation (EC, 2016), which takes into account not only the main evaluation
questions but also three main intervention levels: individual, institutional, and systemic.

The analysis of scientific articles published by ScienceDirect in the field of Erasmus+ project evaluation and
included in the bibliography section highlighted the main theoretical concepts and issues raised. The latest achievements
and objectives in education is the internationalisation process (Bryla, 2012) even if there are obstacles in the mobility
process (Bryla & Ciabiada, 2014). Temporarily study in another country has remained an exceptional and professionally
highly rewarded experience for students from Central and Easter European countries (Teichler & Janson, 2007), however
as shown by the results of this research in the following parts of this article the opportunity to interact with students from

other countries is highly appreciated by students from all Member States. The Erasmus programme contributes to quality
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improvement in education at three levels: individual, institutional, and systemic (EC, 2016). The long-term effects of
participation in the Erasmus programme include the establishment of an international network of former Erasmus friends
and usually maintained by activities in online social media, especially Facebook (Bryla, 2014).

The concept of mobile learning encompasses three dimensions: the mobility of technology, learner mobility, and
mobility of the learning process and the flow of information (El-Hussein & Osman, 2010). This research will mainly
focus on learning mobility involving new teaching methods and also cross-border cooperation. The importance of the
learning process in the home country and learning environment is important for students’ learning as well as their
involvement in extra-curricular activities (Venmeulen & Schmith, 2008). Maintain and further enhance the European
dimension of all actions, as this is the key added value of the programme, and better support dissemination and sharing
the outcomes (European Universities Association, 2017).

Based on the literature review, the research methodology was designed including an assessment of relevance,
effectiveness, efficiency, coherence and EU value added of the intervention. The proposed research methodology is

presented below in a graphical form.

EU added value
Relevance External

Factors

Needs Other EU policies > fmpacts
@ effect
Results

Objectives ._,+ Inputs _ﬂ Activities Outputs

EU Intervention

Source: Better Regulations, EC.

Fig. 1. Evaluation methodology

Evaluation methodology also included the design of specific evaluation questions and grouping them according to the
main evaluation criteria as well as the intervention level — individual, institutional, and systemic. Based on the evaluation

questions, the most appropriate data collection method was selected, including interviews and questionnaires.

2. Research results and discussion
Respondent groups were defined based on the programme objectives, activities, and they included: students, technicians,
teachers, the project manager and project external stakeholders. During the evaluation, different qualitative data collection
activities took place, including SKYPE calls with different stakeholders, a project stakeholders’ seminar in Riga, a project

management meeting in Ronneby (Sweden) and an interview with students in Ronneby. The results of the qualitative data
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collection are reflected in the recommendations provided. Phone and SKYPE interviews were held with the project
managers in all project countries. In addition, interviews were held with project stakeholders suggested by the project
managers. Overall, more than 15 semi-structured interviews were held.

The students in different project countries were asked to complete the project questionnaire. The questionnaire included
quantitative questions where a response to be provided ranged between 1 to 5 and the qualitative part where students
provided responses in the form of comments. Altogether, 45 students completed the questionnaire in English in Latvia
(15), Italy (5), Sweden (10) and in Spanish in Spain (15). The feedback from the students from the UK (more than 100
responses) was provided in a different format by evaluating the training events which were part of the project activities.
The responses to the survey which included quantitative and qualitative questions were collected by teachers. The survey
was complimented by phone and face to face interviews with the students from Italy and Sweden.

The quantitate survey results based on the evaluation scale 1 — 5 (1 —unsatisfied, 5 — highly satisfied) are reflected in the
table below and as it can be seen, the overall satisfaction with the project is very high with an average score 4.2. There
are certain questions which could be addressed during the second part of the project and they relate to ICT skills
development and relevance to the leisure activities, as there was the lowest scoring; the same relates to the duration of
project activities. Also, the differences in responses between Member States to be followed up by project managers.
Another important aspect which could be taken into account for the project activities is the exchange of information and
interaction with other countries, as very low marks from some countries highlight the need for more activities engaging

students and verification that all countries and students are involved at the same level.

Table 1
Results of student’s satisfaction survey (quantitative evaluation questions)
Evaluation question Spain Latvia Italy Sweden | Average

1. ICT skills developed are relevant to the | 3.9 4.6 4.0 4.1 4.1
study needs

2. Project has helped to develop | 4.0 3.9 4.0 4.4 4.1
communication skills

3. Project has helped to develop English | 3.8 4.0 3.8 4.2, 3.9
language skills

4. Project has helped to increase self- | 3.8 3.6 3.5 3.9 3.7
confidence

5. Project has helped to understand different | 3.8 2.5 3.5 4.7 3.6
cultures

6. project has a positive influence on study | 3.5 3.5 3.8 3.8 3.6
results

7. ICT skills developed are relevant to | 3.2 3.1 3.8 34 34
leisure activities

8. Duration of project activities was | 3.4 3.0 33 3.8 34
sufficient

9. Sufficiency of exchange of information | 4.3 2.0 33 4.6 3.5
and interaction with other countries

10. Good overall satisfaction with the project | 4.6 3.6 4.0 4.7 4.2

Source: author’s calculations based on survey results

The received qualitative responses provided by the students were analysed and categorised to cluster the data for better
analysis. The results of qualitative assessment per Member State are presented in the table below. For all students one of
the main takeaways and a lesson learned was the opportunity to speak in public and to meet new friends. Technical skills
were not so highly ranked, and the responses to the questionnaires highlighted the importance of social interaction as one

of the main projects benefits.
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Table 2

Intervention benefits based on the feedback provided by students
Benefits category Spain Latvia Italy Sweden | Total
Technical skills
To learn English 7 4 11
To learn how to program, ICT skills 4 1 4 9
To learn logical thinking 8
To learn more about videogames 8 8
To learn how to use drone 6 6
To have new knowledge and information exchange 4 4
Social skills
To speak in public 8 6 4 7 25
To make new friends 9 4 4 8 25
To socialise 6 3 5 14
To know more about other countries 6 1 1 8
To develop social skills 4 2 6
To open mind 2 2

Source: author’s analysis based on survey results

Students also provided recommendations presented in the table below, for project future activities by suggesting more
time allocation to project activities and better information exchange.
Table 3

Intervention improvements needed based on the feedback provided by the students

Improvements needed Total
More timing allocated for project activities

More information exchange via SKYPE

More practical projects to develop deeper ICT knowledge
To have more interaction with other countries

More ICT teachers involved in the project activities

To have more different project topics

Have good teams and work as a team
Source: author’s analysis based on survey results

— == NN N W

Based on the information obtained during the data collection activities, the evaluation results to the main evaluation
criteria is provided below.

Relevance looks at the relationship between the needs and problems in society and the objectives of the intervention (EC,
2016). Erasmus+ programme is well known to students and teachers, and the program is highly appreciated. The relevance
of ICT skills training was highlighted by all respondents and was considered among the top three skills needed for students.
The main skills categories developed related to logical and creative thinking, technical ICT skills and ICT skills for future
studies and work.

Efficiency considers the relationship between the resources used by an intervention and the changes generated by it (EC,
2016). The Efficiency analysis included an assessment of administrative and regulatory burden and the simplification of
Erasmus+ programme implementation. Some respondents highlighted the administrative burden of the project relating to
different reports to be completed as part of the project activities. Financial reporting includes the requirements set by EC
and also by national authorities (especially for the national co-financing part), and it is not always easy to align both
requirements. During the first year of the project, a lot of time was spent on the preparation of project related materials,
including writing, translating, designing, and those activities were not directly related to interaction with students.
Effectiveness analysis considers how successful Erasmus+ programme MLSE project action has been in achieving or
progressing towards its objectives (EC, 2016). English language skills were further developed during the interaction

between participants from different countries. In some countries, English language training was part of the project
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activities. Another important group of skills mentioned in almost all interviews was ability to speak in public. The
improvement of skills listed above led to the increase of confidence, self-esteem and knowledge. Many respondents
highlighted that the project required to work as a team and provided a good opportunity to interact between classmates
and students from different countries.

European added value can be assessed by changes which are due to Erasmus+ programme intervention, and this brings
together the findings of other evaluation questions. Under the principle of subsidiarity (Article 5 Treaty on EU), the EU
should only act when the objectives can be better achieved by Union action rather than by potentially varying action by
Member States (EC, 2016).

All respondents during the interviews confirmed the improvement of different skills at individual level. The type of skills
and the level of skills improvement was individual based on age groups and different study topics. Skills developed at an
individual level have a long-lasting effect. The programme by design includes the development and application of new
teaching methods, including the idea about student ambassadors teaching younger students and interaction between
teachers from different countries, therefore the achieved project impact at individual level could be complimented with
impact at institution level by improved teaching skills and methods which will lead to bigger impact as it will influence
a larger number of students.

Very few correspondents confirmed project contribution at systemic level, as the overall financing and the number of
students and schools involved in the project do not allow to achieve high scale impact. However, the project raised a
positive discussion about how study programmes should be changed to include ICT skills in the school curriculum in
some countries.

The evaluation of coherence involves assessment how well different actions work together (EC, 2016). Internal coherence
means looking at how the various internal components of project operate together to achieve its objectives (EC, 2016).
External coherence means looking at how various external components of the Erasmus+ programme are aligned (EC,
2016). For this project, coherence could be achieved at infrastructure and facilities level, and at teachers’ level by changing
teaching methods and the same teachers being involved in different projects and ICT being as part of the school
programme. Some of the project partners were engaged in the project based on the good cooperation experience in the

past in other Erasmus+ projects, and many partners expressed an interest to continue the existing cooperation.

Main research findings and conclusions
MLSE project results were influenced by many complex issues, for instance, by Member States economic situation,
national support to the project, language barriers, teaching cultures and methods, and other factors. During the project
results analysis, it was taken into account that the students and the schools participating in the program have different
background and the progress made should be measured taking into account those different starting points. Below the main
findings and recommendations are presented.

1. TImprove project promotion externally. External project promotion could include additional meetings with the
project stakeholders, and the same project stakeholder could be approached in all counties in order to increase
synergies. Those activities may lead to the identification of additional funding possibilities and further increase
of project impact at institution and systemic level. Another external project promotion activity could be a joint
declaration signed by all partners expressing their interest to contribute to the local community ICT skills
development and to cooperate with external partners in order to achieve a long term sustainable impact.

2. Promote project activities internally. This recommendation is based on the feedback received from the project

stakeholders at different levels including the students. More information about the current activities would help
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to promote the idea of new projects and will help to increase the sustainability of the project results. Project
managers should promote the project materials by using modern information exchange platforms.

Achieve better information exchange among teachers. Better information exchange between teachers
involved in the project will contribute to the project efficiency and sustainability of project results. New teaching
methods will allow for students to make the learning process more effective and efficient and could be continued
after the project completion and applied on different learning subjects.

Introduce information exchange and joint projects among students from different countries. Project
managers should assess the opportunity to have a joint project among different countries, regular communication
between students via SKYPE and information exchange about project activities between countries.

Consider balanced approach between trainings of social and technical skills. When planning the project
activities, project managers should balance technical and social skills, as both skill groups are needed and those
skills highly appreciated by the students.

Review the study topics and timing. Project managers should assess the possibility to have more training
sessions and to revisit training subjects, for instance, to learn better information extraction possibilities by using
google or more advanced facebook usage skills.

Discuss how to integrate technical knowledge in the overall study process. Project managers should allocate
more time on project activities improving teaching methods applied by the students and if needed to provide
specialised training.

Increase impact at institution and systemic level. At the moment, the highest project impact is at individual
level but a better return could be achieved when there is a high impact at institutional and systemic levels. This
could be achieved by planning and coordinating the project activities with state institutions. When planning an
increase of systemic impact, project managers should take into account the level at which ICT skills development
planned at municipality, region or national level. Also, they should take into account that ICT is integrated and
relates to all school subjects and social aspects of digital agenda.

Coordinate higher coherence and bigger impact between different schools. Project promoters should
consolidate different infrastructure between schools to achieve synergies also at the infrastructure level.

Build on success achieved and develop new project ideas. Project managers should ensure that project
activities are aligned at the planning stage with long-term education goals in the country and coherent with other
projects in the country. Future ICT skills development activities to be built on four main pillars — citizens,

municipalities, universities and business.

The research was for one specific Erasmus+ project, but the recommendations suggested and conclusions drawn are

relevant and could be considered for other Erasmus+ related interventions, as the information collection activities were

performed in five Member States and reflected a wide territory of interventions.

In the conclusion, it could be stated that the Erasmus+ ICT training related intervention helps to build an interest in

technologies for different student groups and contributes to equal opportunities principle implementation in practice.

The developed skills sets contribute to EU general intervention principle related to creation of jobs and growth and in this

specific case to develop an effective future digital citizen who can use digital skills in studies and at work. It also

provides a very important change in the students’ mindset by assuring the behavioural switch from consumers to

producers by this in the long-term contributing to the economic development. The cooperation between students from

different Member States contributes to further EU integration.
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LATVIA

Dina Bite, Latvia University of Agriculture, Latvia
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Abstract. Two parallel processes have been observed in rural territories in Latvia lately — depopulation, shrinking,
centralization, on the one hand, and innovative activities, rebirth of places, building of community, on the other hand. It
is seen as a part of common trends in rural territories where social and economic activities are considered to be a form of
endogenous development in which economic activity is re-formulated so as to be based more firmly on local resources,
physical and human. Latvian researchers have highlighted the emerging of the culture economy in Latvia recently that is
seen in mutual exchange of goods and services, dense use of cultural products and heritage both on individual and
collective levels. However, a variety of economic relations in rural territories in Latvia is not considered as being a
powerful driving force for the renewal of rural territories yet. The aim of the research is to reveal models of the culture
economy in the context of renewal of the rural territory and society. Results collected using qualitative social research
approach reveal different models of using tangible and intangible culture resources bringing new economic forms to rural
territories of Latvia. Those economic forms are quite fragile as they are small and do not provide high profit yet, however
they bring out a set of developmental functions and are seen as a sign of healthy communities and renewal processes in

rural territories. Planned and supported culture economy is seen as a tool for rural policy in Latvia.
Key words: the culture economy, reorganization of economies, rural renewal, social and economic traits

JEL code: Z10, Z13

Introduction

During the past few decades there have been more and more researches and publications that study and analyse local
culture as the development potential in rural territories. It is mentioned that appreciating the uniqueness of community
and local culture helps in the interpretation of study data and clarifies development trajectories. Moreover, while it was
once viewed as a constraint or limitation to modernisation and development, rural culture, under the right circumstances,
is a potential strength. Appreciation of this fact can contribute to new, more effective development strategies (Brennan
M.A. et al., 2008). The importance of culture is widely supported by authorities (Reshaping Cultural.., 2015) and used in
strategies on different levels of policy- making.

The topicality of the research is determined by the necessity to find resources for sustainable development or renewal
of rural territories and Latvian society in general. Latvian researchers have mentioned that considering the shrinking
processes taking place in Latvia it is necessary to develop place-specific policies for different areas, that shrinking requires
the need for a set of innovative, knowledge-, evidence- and place-based; coordinated; pro-active; multi-disciplinary;
spatial; economic and socially-targeted policy measures (Puzulis A., Kule L., 2016). The documents of cultural policy
accentuate the significance of culture and culture environment in the sustainable economic growth and sustainable
development of Latvia (Cultural Policy..., 2014). At the same time it is stressed that there is a shortage of studies and
examples of good practice in Latvia showing the role of district culture resources in the economic growth of the said
territories, promotion of employment, attraction of investments, and expansion of civil participation. In some places in

Latvia the development of qualitative cultural environment is being neglected which can be explained by the fact that
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society lacks understanding of the cultural environment as a resource for sustainable development (Hermane A. et al.,
2013). Gradually, the appreciation of the culture environment as development potential is coming into the scientific and
research field of Latvia (Livina A. et.al., 2016, Kruzmetra Z. et al., 2016), but there is a real necessity for policy makers
of all levels to recognize the value of material and non-material culture, since the lack of this recognition creates an
imbalance between the actual community practices in rural territories and political agenda in Latvia.

The term “culture economy” is indicative of a particular subsection of economic activity; it is associated with cultural
products and activities as opposed to, for example, transportation or mining (Pratt A.C., 2009). The concept of culture
economy was born as an answer to macro-economic perspective and points out that not all the problems in economy and
society can be solved by major investments, significant job growth, reduction of unemployment etc. Moreover, recent
decades have seen an increased scepticism about the relevance of GDP and the search for other indicators of progress and
sustainable development has intensified (Costanza R. et al., 2009).

Culture economy have been used in multiple ways; it is related to such terms as “creative economy”, “cultural
industries” etc. Culture economy is a part of a wider set of complex relationships which is the economy. According to the
sectoral approach, it means specific types of production — goods and services that serve as instruments of entertainment,
communication, self-cultivation etc. The labour market and organization of production approach sheds light on flexible
specialization by “communities of workers” with “special competencies” or instinct-like capacities. Individuals engaged
in the culture economy also tend to operate on an informal, part-time subcontracted basis, earning the majority of income
from other sources. The “creative index” approach describes creativity as a central across all industries that raise
development of “creative class”. The convergence of formats means that creative products are increasingly reliant upon
a common digital platform (Gibson C., Kong L., 2005).

Culture economy includes cultural entrepreneurship as well. It is claimed that cultural entrepreneurs have been largely
ignored by economic development practitioners and policy leaders. However, investing in cultural entrepreneurs is the
crucial next step for building a regional economy that addresses poverty, embraces cultural diversity, and creates broad—
based economy. Investing in cultural entrepreneurs and building bridges into communities where cultural talent is deep
and enterprise resources are scarce is the key leaving point for creating holistic community and economic development
in diverse communities (Aageson T. et al., 2010).

According to this approach, the system of the culture economy consists of three core element groups: originators,
production, and markets and distribution. For instance, originators are artists, authors, craftspeople, designers, hoteliers,
performers, architects, musicians, farmers, interior decorators, chefs, and dancers. Production elements are printers,
foundries, builders, reproducers, restaurants, and recording studios. Market and distribution elements are restaurants,
festivals, publishers, agencies, internet, galleries, coops, shows, theatres, boutiques, exhibits, museums, and tour operators
(Aageson T. et al., 2010). Even though these features are more often linked to urban environment, researchers extend
them to rural territories as well claiming that the rural creative economy consists of a mix of craft-based and traditional
local culture (both material and symbolic) and new creative industries (Roberts E., Townsend L, 2016).

Culture economy is closely linked to sustainability and renewal of society since it implies the development of
individual abilities, talents and creativity, which are made topical and important by modern social development
approaches. According to them, individuals are the source of development if their potential is used (education, attitude,
faith, values, abilities and information) (Striano M., 2010). Creativity, collaboration and responsibility of local people in
rural areas are seen as signs of neo-endogenous local and regional development and are related to the finding better
solutions for existing environmental, economic and social problems (Neumeier S., 2016).

In this context, using culture as a tool in economic development offers a number of advantages:
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1) Economic development based on culture provides an escape from race to the bottom. To avoid this race, a
community must provide something that others cannot easily replicate, something distinctive and sustainable.
Culture and other ,,place-specific” qualities are exactly this kind of asset. As the output of the global economy
becomes more homogeneous, consumers crave unique and authentic products and experiences. Examples
include the growing popularity of local foods, artisan crafts, festivals and ecotourism;

2) Cultural production — especially small scale family and community-based production — lends itself to the kind
of flexibility that is required to thrive in today's economy;

3) Cultural production utilizes diverse skills that are passed down within a community, requires little capital, and
can be done in the home. This allows an individual to balance work with other family and community
responsibilities. Often, women are more included in the cultural workforce and contribute to the development of
both meaning and economics;

4) Cultural production renews respect and value in a community's history and traditions, fostering a sense of pride
while encouraging younger generation to maintain their ties. A community's cultural places and products serve
to cohere and give identity to a community. This sense of identity and community belonging are essential to our
well-being (Aageson T. et al., 2010).

Culture is becoming a contact and integration point between an individual and community. The use of tangible and
intangible cultural resources leads to economic relationships between residents and groups in the local community and
also broader network. It is especially important for marginalized communities. Simultaneously, it is emphasized that two
key resources needed to support rural economic development included financial resources and appropriate infrastructure
(Ryser L., Halseth G., 2010).

Referring to the abovementioned thesis, the aim of the research is to reveal models of the culture economy in the
context of renewal of the rural territory and society in Latvia. Authors focus on the linkage between culture and economy
in rural territories in Latvia. The field work was conducted as a part of National Research program ECOSOC-LV 2014-
2017. The case study approach was used as basis of research methodology focusing on the manifestation of the studied
phenomenon in a particular environment where actions take place and using multiple data sources (Robson C., McCartan
K., 2016). Three Latvian rural territories that for a number of years have been publicly recognized for their cultural and
economic activities — Straupe, Druviena and Kaldabruna — were chosen as cases. The case study involved 9 semi-
structured individual and group interviews with the organizers of implemented activities, observations and document
analysis. The data analysis was descriptive in it's design, interpretative and directed in accordance with the research
questions: 1) what are the development models of culture economy of the studied rural territories?; 2) what is the
relationship between culture economy and community formation and place development? The research is qualitative in
its nature, so its data cannot be generalized; nevertheless, it describes and explains the manifestations and context of the

phenomenon of culture economy.
Research Results and Discussion
The research results are described for each case separately; at the end the authors analyse those aspects that mainstream

all three cases and interpret the results from the theoretical standpoint.

1. Description of the case studies

Straupe is a small village in northern Latvia 72 km from the capital with a population of just over 700 residents.
Straupe case began with economic activities, such as the creation of rural fair organized by an active nongovernmental

organization “Slow Food Straupe” (Straupes lauku.., 2017). One of its organizers Rudite Vasile says: ,, When 10 years
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ago we came up with an idea about Straupe fair, first of all I had practical benefits in mind: how to provide my family
with good, clean produce and give a chance for the locals farmers to get some income”. At present Straupe is home to
one of the most important farmer's markets in the country; the motto of Straupe rural fair is: “We grow. We make. We
sell”.

The Straupe market is somewhat atypical. Normally rural producers travel to towns to sell their wares, but there are
the inhabitants of nearby towns and villages who travel the country, go to Straupe, to reach the producers. Every market
day 60-70 producers come together to sell their wares. In the beginning the organizers developed its internal rules of
procedure which states that only locally-made and/or locally grown goods can be sold there and that the preference is
given to manufacturers operating in the 40km radius around Straupe. Each potential participant’s offer is considered in
the members of the organization meeting. With the rapidly growing supply by local artisans, the selection criteria were
reinforced to remain competitive among many other start-up fairs. The offered goods are assessed and selected protecting
the local culinary traditions and using traditional methods. The fair offers opportunity to learn ancient skills, such as
cabbage planning and making sauerkraut. Participants have a chance to participate in workshops to learn about product
quality and packaging design.

Trading in Straupe country fair is done in the style of ancient traditions as a direct trade between local farmers,
outworkers and buyers. In 2016 the fair found its new home in the renovated stable building of the historical Straupe
horse post station (18 cent.).

Straupe country fair has become the first fair in Latvian that was awarded the culture sign “Latvian heritage” for the
restoration and maintenance of Latvian market traditions. Market organizers now say: “Well, I want to roll up my sleeves
and work some more!” At present the Straupe fair is the only farmers and small producers market in the Baltic States that
having implemented all of the Slow Food International Fund for quality criteria has become a member of the international
Earth Market Alliance. This means that the production that goes into the fair is produced according to the Slow Food
philosophy - it is local, safe and healthy, grown in good faith, respecting the diversity of nature and thinking about
environmental sustainability.

This example demonstrates that it is possible to develop a different philosophy in a rural territory and, based on its
principles, build an economy that is world-renowned, thus stimulating its further growth. The organizers of the fair
appreciate the uniqueness of their area and traditions and firmly defend their position. This case proves that local cultural
values are not just something theoretical, but that their exploration and exploitation increasingly deepens. The existence
of the fair has left a positive impact on the community and has become the cultural centre for the surrounding area.
Informants admit that under its influence “the people started reviving ancient knowledge of farm work and foresting,
plants and their use in medicine, cooking according to granny’s recipes, and finally we restored the old Straupe Horse
Post complex”. The development of Straupe country fair has stabilized community incomes, crafts, unique and authentic
products, utilized diverse skills that are passed down within a community. It is a growing market of community-based
production that results in territorial development, well-being, place branding.

In the centre of Kaldabruna case we have the nongovernmental organization “Udenszimes” (Watersigns) in the
renovated school building (since 2007) that is located in Rubene rural territory, Jekabpils Municipality 177km from the
capital (Biedriba “Udenszimes”..., 2017). At present there are about 150 residents in Kaldabruna; the village does not
have a functioning school, post office and other necessary infrastructure objects. The members of the organization said
in one of the interviews: “There is nothing around us — no shops, no post office, no jobs. The awareness that we are “the
middle of nowhere and a backyard” is extremely degrading and awful.”

The foundation of Kaldabruna case is the activities started by Ieva Jatniece in the old school of Kaldabruna. Ieva is a

newcomer from Riga; she was looking for a second home in the country. At first the local were rather distrustful towards
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Ieva, since it has been typical for newcomers to hold themselves apart from the local environment and people: “In the
beginning a newcomer is not trusted, locals believe that the building will have a tape around it.” But in this case people
witnessed a successful joining of a newcomer and local human resources. Namely, leva’s artistic ideas merged with the
local resident’s by the name of Indra desire to help people to stay living in the countryside: “/ was unnecessary to the
community, I couldn’t find a job, but wanted to help people. I couldn’t get away from the idea: help, help. I met with leva
and asked if I could be here. I began collecting clothes for the little ones, talk to the mothers. leva didn’t know the locals
and what families needed. This one does not have a bath, no place to do laundry.” Other enthusiasts joined them and now
Kaldabruna old school functions as both a tourist attraction in Selija district and a provider of various social services to
locals: one can learn cooking, do the laundry, take a shower, fix clothes, use the Internet, print, copy etc.; respectively,
the association organizes all its functions to cover the population's needs which should be provided by local government.
In addition to practical things school also acts as local residents’ emotional and moral support point: “I¢ is important for
the community that we are here. Even the people that are not involved in this are proud of us”.

Regarding the economic benefits of the society’s activities, informants emphasize that initially they operated
practically free of charge, gradually attracting EU funding of projects, investing in school repair and equipping. At present
they have developed a cooperation network that benefits not only the society, but also the local community. For example,
the society cooperates with local farmers to supply the products. The society cooperates with the State Employment
Agency providing opportunities to young people for short-term employment. Thus, currently association’s capacity and
the effect is that it acts as a social and economic support centre: “For a long time the village was ‘in a pit'.... even by the
village board it was viewed as being in a strange status, somehow on its own, as a tail that nobody needs. There are no
local government infrastructures here; they have no place to invest. It is just us”. These words vividly illuminate the
problems of rural territories and the national policy towards them. Kaldabruna is an outstanding example of how resources
and jobs can be created practically ‘out of nothing’: “It has been 8 years of work, and now we see income and profit;
outsiders are willing to pay not just some project money, but his or her own hard-earned money for what we are showing
here”. In the case of Latvia this is good practice since typically societies and/or municipalities cooperate only within
different projects. If something surpasses this type of cooperation, it is considered to be a qualitatively different level.

Informants believe that currently networking of societies, municipalities and entrepreneurs in development of tourist
routs is the most realistic and potential model of economic cooperation: “We must think how to get people out of their
homes, to go and see places. It can be on a smaller scale, but we must think logically and strategically”. For example,
people in Kaldabruna cooperating with other villages have developed the tourism route “The first journey of Latvian poet
Rainis”. The experience of Kaldabruna in restoration of the community and territory has been applied by both further and
nearer counties. Even the smallest impulse can encourage people to organize their own local activities: “Once I had two
boxes of pickles, I was thinking where to take them. I took them to the church in Bebrene. And soon they opened a soup
kitchen. They quickly realized they can help the poor; now they serve soup twice a week”.

The experience of Kaldabruna village corresponds with the theoretical ideas of the renewal of society about the
exploration and use of local resources, creation of material and non-material culture in order to not just survive, but also
to develop. Such examples demonstrate that, in principle, any village status with any previous experience and situation
could radically change, and that the decisive factor is the human activity. The active residents of Kaldabruna have seen
the potential of their place, have created their own products, ‘the story’ about the place, which helps to free themselves
of the traditional status of ‘province’ and gradually develop new economic forms that are based on the values, needs and
resources of local people “Working out of our free will we have reached the level when people start paying. That’s the
effect of the public activation. We are two newcomers here. The others have grown into tour guides, artists and absolutely

2

multi-functional people that can get ready ‘in a blink of an eye’”.
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This shows that positive growth can be observed at an individual level; people themselves can acknowledge and
appreciate it. Referring to the theoretical arguments that the place (community) development is based on free space
available for human activities, opportunity to realize their goals and ideas, we must say that the people we met in
Kaldabruna created such environment on their own and gradually obtained various competences, which currently allow
being competitive in labour market: “Under the impact of this place I went to study eco-tourism; I will graduate next
year. I will have an official tour guide position”. The experience of the interviewed Kaldabruna residents can be
formulated very similar to the theoretical arguments: “This is a great place for self-development. I used to be like a
hedgehog... The society did not care if I even existed... I was a mom for my family, but it did not involve self-expression,
learning or growing... Actually, there wasn’t a place where to do all those things. The closest place was somewhere in
Jekabpils, Daugavpils. But here you rise for 180 degrees, your self-esteem grows and you start feeling like a real person,
useful for Latvia. You get to share what you know. One needed a place where he or she is understood, not just the family,
but also fellow humans . In this way, the needs of local people are taken into account and the place is created for fulfilment
of their needs. The development scenario of Kaldabruna demonstrates that the creation and use of tangible and intangible
cultural values both serve as a tool for designing new economic forms and shape the community and gradually make the
people rely on place-based growth.

The case of Druviena is based on several mutually complementing factors that motivated local people to be active
creators of their own environment. First of all, informants Inese Zvejniece and Velga Cernoglazova mention local
patriotism: ,, We were born here, our school is here, our family home is here, and that’s why it is very important to us...
that the name of Druviena be alive because I want to continue living here. Thus, we design this life here for ourselves, so
that we would have a full and interesting life. That’s the main thing. And also for our children, so that they would have a
sense of belonging and understanding that this is where their home is and they always have a place to return to, and that
they also have some opportunities here”. We can add to the abovementioned some pragmatic considerations; for example,
due to the administrative and territorial reform in 2009 Druviena became a part of a relatively large municipality —
Gulbene, which to a small outlying rural territory 168 km from the capital (population of 528 in 2016) generally implies
deterioration of the situation. Although informants note Gulbene municipality support on various issues, such as subsidies
to local schools, rural people understand that their needs will not be discharged at the level of priority. Using a variety of
legal forms (NGOs) and sources of funding Druviena people have attracted funds and are gradually developing into a
“centre of Latvian culture” based on its history and existing cultural and human resources. This phenomenon presents a
type of specialization of a settlement, which is contrary to the common practice of municipalities that tend to develop full
set of services in each place rejecting mutual cooperation and complementarity. This specialization is facilitated by the
Latvian Rural Forum that encourages rural people to think on the development of the place in a more sustainable way.
Turning back to Druviena case, several other alternatives were considered before people chose “the centre of Latvian
culture” in 2013. They were: sports and health centre, an excellent place for living, home for entrepreneurship and even
"the cradle of religion," although in fact the village did not have the resources to fit such a name. It means that place and
community resource identification takes place slowly. It may be that in this ways, somewhat artificially, people are forced
to formulate the directions of development and specializations for a particular village or municipality.

Druviena case study confirms two fundamental ideas that relate to the culture economy. The first is related to the fact
that the targeted creation and sales of cultural product brings economic benefits. In practice, this takes the form of events,
activities, camps where visitors feel closeness to Latvian traditions (Druvienas cilts, 2017). Traditional activities are
combined with modern activities in order to make them interesting to a wide range of people, for example, a single event
includes both traditional songs and games and henna drawings of Latvian ornaments. Event organizers also admit that at

the beginning it was done virtually for free, because they lacked marketing skills, but gradually they were forced to learn
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those as well balancing new with established values: “We have visitors, 100-200 people from all over Latvia. And if they
come to Druviena, they obviously are able to buy our bread, cheese, garlic... thus we began organizing fairs as well. But
they ’re not large; we can’t promise: you just produce, cause there will be guaranteed [income] ”. Respondents admit that
local people join these activities with their products or activities rather passively; it takes some time to make a change.

The second aspect relates to the close and dense networking and joint work of the people involved and relevant
institutions: ,, We are rather successful in this, because we are a small village, there is nothing to fight over, we know
each other and know when and who we can call for help. We do not divide — now this is a school event and that is a
culture centre event... If any of these bodies organize an event or an activity, everyone is invited and we join the forces...
we assess under which cap it would be more beneficial to operate”. Horizontal networks and the existence of successful
cooperation within its framework reduce the centralization of power, its negative expressions and other aspects which
usually hinder the introduction of innovative ideas.

This echoes the relationship of culture economy with the community processes. Perhaps culture is so important to
community building, because it affects people's emotional aspect, it is easily understood by all segments of society, it has
a unifying aspect and helps to form common identity. Culture economy, thus it is an organic way of meeting basic needs
(physical, emotional, social welfare) of individuals and communities: “Despite the numbers, people should have high-
quality living environment. In any case, environment must be orderly. For example, this year in Silmaci [museum] a
whole area was cleaned up, so all the summer events could take place there. Craftsmen come from other regions and
leave their money here. They leave the money in the shop as well. That’s how it is!” At the same time Druviena school
demonstrates that not all of culture must be turned into profit, otherwise income becomes an end in itself: “We do not
raise prices unreasonably for the camps, because then the people that really want to participate won’t come. Then only
the paying clients will come, then it won’t be open for others”.

The stories of Druviena informants point to another theoretical aspects, namely, at the policy-making level the support
for atypical (incomprehensible) cultural activities is difficult to get, even if there are proven economic benefits and
sufficient existing resources. Continuing to develop their specialization, residents of Druviena have submitted various
business projects to help set up service centres (different types of workshops, training, small manufacture of harps where
work places could be created. Currently, they have been approved, but the projects were under evaluation for a long time.
Informants explain it by the fact that ideas are unusual and original and different from "automatically eligible" (such as
wine-making) project ideas. Also cultural activities are not always supported at a regional level, for example, local
government has difficulty understanding why would "small Druviena have two organizers of cultural life". This points
to the fact that Latvian institutional system often lags behind the local activities and still do not accept culture as a pillar

of the economy and current tool of the renewal of society.

2. Discussion

People in rural areas are coming to a more profound understanding of the importance of cultural heritage in the
development of the place, not only economic, but also social, mental, ethical and aesthetic. There have been various
causes to this process — both rational and irrational. Place patriotism, “province” status after the administrative and
territorial reform, lack of support from the state, inconsistency of EU funding allocation, unemployment, necessity to
develop individual and collective surviving strategies — all these things in some ways forced the local people to find
resources and to develop their cultural, economic, social proposal. These conditions have unleashed human creativity,
opened individual and collective resources, and induced high adaptability. This is shown by the local networks that unite

schools, museums, public administration, NGOs, entrepreneurs and so on.

80



New Challenges of Economic and Business Development - 2017: Digital Economy

Referring to the theory of the core elements of culture economy and examples identified in the study, it is possible to

create a list of examples that are more applicable to the Latvian situation (see Figure 1).

¥ Crafts people g Farms g Farmer/green

8 Farmers = Creative workshops = markets

g Musicians g Crafts centers 3 Craft markets

‘oo NGO's activists -5 Museums 'g Festivals

‘= Rural school E Guest houses, + Concerts

O teachers Q. hotels a Rural tourism
Hoteliers Centres of interest Ecotourism
Rural tourism education Restaurants, cafés
practicioners Restaurants, cafés Galleries,
Actors [> Rural schools museums
Municipality Rural culture Tematical/creative
representatives centres camps
Organizors of Creative
culture events workshops
Entrepreneurs Contests,
Creative locals etc. competitions

Source: authors’ construction based on Aageson T. et al. and on results of the research

Fig. 1. The core elements of the culture economy in rural areas in Latvia
In any given rural community, this list would be different, but in general the following examples show the local people's
creativity, activity, and formation of horizontal networks. The conducted study shows the evolution of direction of culture
economy, although the state institutions do not see its value since it does not give a significant GDP contribution to macro-
economy.

In terms of models, the development of cultural economy in rural areas and how it is related to social sustainability or
society renewal, it can be argued that there is not one scenario used by the studied rural communities. For example, in the
case of Straupe the economic aspect was the key aspect from the very beginning, while in Druviena greater emphasis was
placed on the Latvian traditions and in Kaldabruna — on the sphere of art. In cases of Druviena and Straupe the activities
began with local people, while the resources of Kaldabruna were noticed by a newcomer from Riga. But the mentioned
differences do not alter the main features that point to the development models of culture economy: in all cases, either the
existing cultural and historical values are used or new ones are created locally; out of cultural values the choice falls on
those types of products that are very diverse and display local people's creativity; more and more new activities are
developed that provide sales avenues for the products; existing resources are used quite rationally, and people seek
opportunities to attract funding; the networks gradually extend to an increasing array of different sectors and industries
and their agents; good practice is spreading in the surrounding counties. Mentioned features strengthen and institutionalize
the ongoing projects and are gradually formed into a resource of economic and social development rural areas and regions.

Despite these positive aspects studied in rural areas, informants noted a number of obstacles to culture economy
development, such as lack of infrastructure (cases when NGO play the role of municipal or state institutions), wariness
shown by different institutions towards to cultural projects, inadequate funding, the funds do not reach those organizations
that are closest to local community, etc. This shows that culture economy is not seen as a potential for neither economic
development nor growth of rural territories.

In terms of the relationship between culture economy and the society renewal, it can be argued that the development
of culture economy gives people more benefits than just additional or basic income. In all cases, community activation,

creativity, identity formation is closely linked to the culture economy (see Figure 2).
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Culture as means of Activation of local

expression individual community, Sustainability or
and collective values development of renewal of society
and innovative ideas culture economy

Source: authors’ construction based on results of the research

Fig. 2. Relationships between cultural activities and the process of renewal of society
The image formed according to the interview results reveal a clear link between the fact that individuals and communities
begin to disclose their abilities, create products, and take responsibility for themselves and the community, and the
reinforcing sustainability of the society. In this way, studied rural communities have confirmed the theoretical claims of
other studies that the relationship between these elements exist and that perhaps it is the only viable path for survival and
growth.

As the study confirms, the creation and maintenance of culture-based values and the community activation are possible
anywhere, not only in traditional cultural or historical centres. However, despite the amount and importance of the effort
involved, it should be noted that these active rural communities are in risk of making their tangible and intangible product
as an end in itself, focusing only on profit. Such social practices, according to sociologist George Ritzer, in time become

9999

“empty” or “vain””. Although in the studied communities such signs were not observed, the risks continue to exist while
economic performance is growing rapidly. Thus, the optimal way forward, as shown by the cases studied, would be a bit
slower than using a classic marketing strategy and continue being grounded on local values, resources, and cooperation

networks.

Conclusions, Proposals, Recommendations

1) Findings confirm different aspects of theoretical statements of culture economy, especially its creative potential
and strong embeddedness into local resources and Latvian traditions. Research data reveal the importance of
new economic structures and confirm their power instead of marginality;

2) The study cases demonstrate that culture is a resource for economic development of places for obtaining basic
and/or additional income. The development of culture economy offers not only economic, but also social benefits
— activation of local community, growth of local patriotism, strengthening of cooperation that testifies of the
processes of society renewal. Latvian countryside shows the signs of the rebirth of marginal places. This is
evidenced by the fact that local people are motivated to act, seek self-realization, learn new skills and use the
existing community-based production;

3) Having studied three different examples of culture economy, authors conclude that the development of these
models is different but they share common characteristics — awareness and use of local resources and the increase
of cooperation. Existing models allow creating economic benefits and social activities that promote place-
development and society renewal. The core of models is replicable and usable in any case of place-based
development;

4) Currently, the most important support for culture economic activities is provided by non-governmental sector,
therefore there should be greater involvement of state and municipal institutions to assess and specifically use
cultural resources in rural territories. The abovementioned principles can be integrated into place-development
plans and strategies. Culture economy must be viewed on both national and regional levels as a significant

subsection of economic activity.
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Abstract. While previous research demonstrated the importance of intellectual capital for modern companies and
their shareholders, the current understanding of its nature and role has many gaps. Our paper tries to fill some of them
and contributes to the existing literature in two ways. Firstly, by showing the relationship between ownership structure
and intellectual capital efficiency, we provide direct evidence for the substantive role of intellectual capital for various
stakeholders. Secondly, prior studies on the relationship between ownership structure and intellectual capital efficiency
were mostly conducted in Asian emerging markets. In contrast, this paper examines this relationship in a Central and
Eastern European country. In view of this, the purpose of our study is to investigate the relationship between ownership
structure and intellectual capital efficiency measured by the value added intellectual coefficient in the Polish listed
companies. Analysing an unbalanced panel data on the sample of 354 Polish companies listed on the Warsaw Stock
Exchange and 1,505 company-year observations between 2006 and 2011, we found that managerial ownership negatively
affects the value added intellectual coefficient and structural capital efficiency. In addition, foreign ownership negatively

impacts capital employed efficiency.

Key words: Agency problem, company performance, intellectual capital, ownership structure, Poland.
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Introduction

The creation and efficiency of intellectual capital (IC) are of utmost importance for companies. Hence, some authors
pointed out that IC-oriented companies will be the winners in terms of future value and shareholder wealth creation
(Edvinsson L. & Malone M., 1997). In consequence, intellectual capital was the subject of many studies examining the
relationship between its value or efficiency and company performance (Mention A.-L. & Bontis N., 2013), value creation
measured by sales growth (Diez J.M. et al., 2010), export performance (Pucar S., 2012), job rotation (Brunold J. & Durst
S., 2012), organizational culture and climate (Nazari J.A. et al., 2011) or innovation capability (Delgado-Verde M. et al.,
2011).

But while research into intellectual capital demonstrated the importance of intellectual capital for modern companies
and their shareholders, the current understanding of the nature and role of IC has many gaps. Our paper fills some of them
and contributes to the existing literature in the following ways. Firstly, there is a growing body of literature on the impact
of ownership structure on company performance as determined by accounting and market measures (Morck R. et al.,
1988; Cheng P. et al., 2012). By showing the relationship between ownership structure and intellectual capital efficiency,
we provide direct evidence for the substantive role of intellectual capital for various stakeholders. Thus, this study is
complementary to the existing literature. Secondly, prior studies on the relationship between ownership structure and
intellectual capital or its efficiency were mostly conducted in Asia, hence in different institutional conditions (Chiung-Ju

L. etal., 2011; Saleh N.M. et al, 2009; Zanjirdar M. & Kabiribalajadeh A., 2011). Asian countries have not followed the
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same kind of transition and privatization which followed Central and Eastern Europe countries. Thus, ownership
structures in those countries were shaped in a different way and are dissimilar. This paper ventures to fill these gaps and
its purpose is to investigate the relationship between ownership structure and intellectual capital efficiency in the Polish

listed companies.

Intellectual capital perspective

The literature provided several definitions of intellectual capital. It is worth mentioning that the term “intellectual
capital” is often used interchangeably with the term “intangibles,” since virtually all intangibles are of an intellectual
origin. L. Edvinsson & M. Malone (1997) defined IC as knowledge that can be turned into value. T. Stewart (1997)
proposed that IC consists of knowledge, information, intellectual property and experience which can be utilized to create
wealth. Moreover, P. Stahle et al. (2012) mentioned that intellectual capital represents non-physical value for the company,
which refers to human, structural and relational capital. Human capital comprises the knowledge, skills, experience and
abilities that employees take with them when they leave the company at the end of the day. Some of this knowledge is
unique and associated with a particular person or group of people, while some is common and easy to obtain from the
market. Examples contain: innovation, creativity, know-how, experience, ability to cooperate, flexibility, ability to deal
with ambiguities, motivation, satisfaction, ability to learn, etc. Structural capital is defined as a body of knowledge which
stays with the company at the end of the day. It consists of organizational routine, procedures, systems, culture, databases,
etc. Some of them can be protected legally and become intellectual property owned by the company exclusively.
Relational capital involves the knowledge embedded in the relationship with customers, competitors, suppliers, trade

associations and the government (Bontis N., 1999).

The role of intangibles in value creation is a function of their characteristics. B. Lev (2001) explains how the
economics of intangible assets works in balancing the benefits and costs associated with this class of assets. Benefits
connected with intangible assets can be summarized in the following points: intangible assets, in contrast to material
assets, are non-rival (they can be used in several places at a time), they are often characterized by increasing returns to
scale due to the large fixed costs of their development and small marginal costs, and they often profit from the network
effect, whereby their value increases with the number of users. On the other hand, there are also some factors that limit
the growth and value potential of intangibles. These are: difficulties in securing ownership of intangibles due to
widespread violations of intellectual property, the high risk connected with the development and commercialization of

innovations backed by intangibles and problems with trading intangibles due to limited markets.

Agency problem in dispersed and concentrated corporate governance systems

Since most previous studies were conducted in the United States and Great Britain, where ownership is highly
dispersed, agency theory is primarily focused on describing the relationship between top managers and shareholders
(Jensen M. & Meckling W.H., 1976). According to this theory, shareholders (principals) delegate their powers to manage
companies to managers (agents). The principals and agents seek to maximize their utility, but their objectives differ
significantly. The shareholders’ objective is to increase the value of their shares. The managers seek to increase their
remuneration including perks, and are not always acting in accordance with the expectations of their principals. Studies
show that more concentrated ownership in the hands of individual shareholders increases their tendency to monitor
managers and motivate them to achieve the owners’ objectives more conscientiously. Therefore, ownership concentration

is considered as a one of the most effective corporate governance mechanisms (La Porta R. et al., 1998).
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In contrast, in continental Europe ownership is concentrated (Becht M. & Raell A., 1999). High ownership
concentration creates the principal—principal problem as the largest controlling shareholders enjoy private benefits of
control. This gives rise to a conflict of interest between the majority and minority shareholders, which can lead to asset
tunneling, i.e., transferring resources out of companies to the controlling shareholders, who may effectively sign contracts
with themselves. On the other hand, the presence of large shareholders can mitigate conflicts of interest between the
owners and managers, because they are exposed to a greater risk by investing in company shares. Their investments in
shares are usually long-term, and, in contrast to the minority shareholders, they cannot “vote with their feet” (Renders A.

& Gaeremynck A., 2012). For these reasons, they have a stronger incentive to actively monitor top managers.

Agency theory suggests that ownership structure affects agency problem. Based on this assumption, a number of
studies were conducted on the impact of ownership structure on company performance (Bistrova J. & Lace N., 2010;
Gadhoum Y. et al., 2005), and on intellectual capital efficiency (Saleh N.M. et al., 2009; Zanjirdar M. & Kabiribalajadeh
A., 2011). According to them, shareholders with a substantial stake in companies’ ownership get more benefits from

monitoring top managers, Hence, they are able to force their interests and affect company performance.

Managerial ownership and intellectual capital efficiency

According to agency theory, managers who hold large blocks of shares begin to behave like shareholders. It mitigates
the conflict of interests between the principals and agents (Jensen M. & Meckling W.H., 1976). Thus, some studies
investigated the relationship between managerial ownership and company performance. E.g. R. Morck et al., (1988)
identified a piecewise-linear relationship between managerial ownership and company performance measured by Tobin’s
Q in a sample of 371 Fortune 500 companies. They reported an increasing function below 5%, a decreasing one between
5% and 25%, and an increasing one beyond 25%. P. Cheng et al. (2012) conducted research on a sample of Hong Kong
listed companies and found that managerial ownership has an “entrenchment-alignment-entrenchment” effect on
company performance, i.e., managerial ownership mitigates the agency conflict and positively affects the company
performance at a wide medium ownership range from 22.18% to 78.02%. At very low and very high levels of managerial
ownership the impact is negative. But in contrast L. Warrad et al. (2013) examined the relationship between managerial
ownership and company performance measured by accounting and market measures in Jordanian non-financial listed
companies. They found that these two measures bring different results. Managerial ownership does not have a significant
effect on return on assets and return on equity, but the largest managerial blockholders do have a significant effect on
Tobin’s Q. L. Warrad et al. reported that their results seem to be linked to the reputation effect and lower agency costs in

Jordanian companies rather than to market fundamentals pertaining to the companies’ actual performance.

Based on both the assumptions of agency theory and the results of previous studies, it may be assumed that higher
managerial ownership improves corporate value and competitive advantage due to a more effective use of company
resources, including intellectual capital, and thus contributes to increased efficiency. For these reasons, the first research

hypothesis can be formulated as follows:

H1: Managerial ownership is positively correlated with intellectual capital efficiency.

Foreign ownership and intellectual capital efficiency

Foreign investment in developing countries initially improves the competitive ability of companies, leads to the
implementation of new technologies and increases company performance (Goedhuyes M., 2007). Similarly, S. Djankow
& B. Hoekman (2000) concluded that the acquisition of a company by foreign investors increases its productivity. Hence,

N. Aydin et al. (2007) examined performance differences between foreign and domestically owned Turkish listed
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companies. Their results showed that companies with foreign ownership outperform domestically owned companies in
respect to return on assets. They concluded that the positive influence of foreign ownership on company performance is
the effect of transferring new technologies, generating savings on operating expenses and better monitoring abilities. A
similar study was conducted by F. Kimura & K. Kiyota (2007) on Japanese companies. They found that foreign-owned
companies exhibit faster growth in profitability and productivity. F. Kimura & K. Kiyota suggested that foreign investors
bring useful firm-specific assets such as technology, managerial abilities, and effective corporate governance. But D.
Greenaway et al. (2012) examined a panel of 21,582 Chinese firms over the period 20002005 found that joint-ventures
perform better than wholly foreign-owned and purely domestic firms. They underlined that although productivity and

profitability initially rise with foreign ownership, they start declining once it reaches a certain point.

Similarly, 1. Iwasaki et al. (2010) scrutinized the effects of ownership transformation in Hungary and found that
foreign investors had a positive impact on company performance. They gave support to the notion that foreign investors
provide the acquired companies with sophisticated expertise, including management know-how and production
technologies created in developed countries. Moreover, foreign-owned companies have greater access to new markets
and new capital resources. In contrast, R. Lensink & I. Naaborg (2007) found the opposite relationship and highlighted
higher agency costs associated with the distance between principals and agents. Hence, our next hypothesis reflects this

ambiguity in the literature:

H2: Foreign ownership affects intellectual capital efficiency.

State ownership and intellectual capital efficiency

The effect of state ownership on intellectual capital efficiency is yet another important factor for consideration. Some
authors examined differences in efficiency between private and state-owned companies. Most of them concluded that
state-owned companies are less efficient and profitable than privately-owned companies (Majumdar S.K., 1996;
Megginson W.L. & Netter J.M., 2001). Some scholars attribute this state of affairs to the self-interest of politicians and
officials, who make efforts to take advantage of and maintain power (Cuervo A. & Villalonga B., 2000). Politicians are
agents appointed through political elections and the public is their principal. To maintain power, they must behave in
accordance with social expectations and avoid conflicts with various stakeholders, even at the cost of company
performance. In this respect, of importance are observations of K.D. Brouthers et al. (2007), who noted that in state-
controlled companies managers are less likely to engage in innovative and entrepreneurial behaviors. Also R. Frydman
et al. (1999) investigated state-owned and privatized companies in the Czech Republic, Hungary and Poland. They
reported that privatized companies performed better than state-owned ones. Similarly, M. Alfaraih et al. (2012) scrutinized
the relationship between state ownership and company performance in companies listed on the Kuwait Stock Exchange
and found a negative correlation. According to them, government ownership tends to prioritize political goals rather than

business ones and lacks an adequate entrepreneurial drive.

In contrast, V.T. Le & T. Buck (2011) reported a positive association between state ownership and company
performance in Chinese companies. These findings show that in a special institutional environment, where the state is
able to use its power through the manipulation of administrative mechanisms, the government can positively stimulate
managers and reduce agency costs. Also V.T. Le & A. Chizema (2011) supported this view and mentioned that in China
investors are eager to get involved in companies with high state ownership. V.T. Le & T. Buck (2011) observed, however,
that China is exceptional and unlike other transition countries because it has transformed its economy without political
change, and the weaknesses of the Chinese system of corporate governance are overcome by guanxi, i.e., the use of

personal networking by senior managers. On this basis of the above findings, it can be assumed that:
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H3: State ownership is negatively correlated with intellectual capital efficiency.

Institutional investors and intellectual capital efficiency

Institutional investors seem to be increasing their holdings both in terms of size and ownership concentration. Hence,
sometimes these investors are perceived as having the ability and incentive to monitor and discipline top managers (Ping
Z. & Wing C., 2011) or exercise influence through activism that successfully pressures companies to make appropriate
long-term investments (David P. et al., 2001). On the other hand, the involvement of institutional investors in ownership
often appears to be uncommitted (Tilba A. & McNulty T., 2013) or these investors rarely develop a long-term relationship
with investee companies (Webb R. et al., 2003). In light of the above, the results of prior studies which explored the
relationship between institutional ownership and company performance are ambiguous. In many cases, it was possible to
support the hypothesis of a positive impact of institutional ownership on company performance and also on innovation.
For example, E. Elyasiani & J. Jia (2010) scrutinized the relationship between company performance and institutional
ownership stability in the United States. They found that stable institutional ownership is indeed associated with better
company performance. They argued that the importance of institutional stability is due to the fact that institutional
investors who hold stocks for a longer period of time have more opportunities to learn about the company and greater

incentives to effectively monitor it.

Similar research was conducted in emerging market countries. M. Alfaraih et al. (2012) examined the influence of
institutional ownership on Tobin’s Q and ROA in a one-year sample of companies listed on the Kuwait Stock Exchange
and found a positive relationship between them. They argued that institutional investors play a powerful and influential
role in terms of corporate governance mechanisms in this country. Also B. Barzegar & K.N. Babu (2008) scrutinized the
relationship between institutional ownership and ROA, ROE and Tobin’s Q in companies listed on the Tehran Stock

Exchange. Their study supported a positive relationship between them.

On the other hand, there were also some studies which did not support the hypothesis of the positive influence of
institutional ownership on company performance. C. Rose (2007) conducted research on the influence of institutional
ownership on company performance measured by Tobin’s Q in Danish companies. He showed that while aggregate
institutional ownership does not affect company performance, ownership by banks and insurance companies has a
significant positive impact on it. In contrast, in C. Rose’s study joint ownership by the largest two investors was shown
to have a significant negative impact. Similarly, R. Duggal & J.A. Millar (1999) examined the relationship between
institutional ownership and company performance in American companies. They concentrated on bidder returns and did
not see any evidence that active institutional investors have superior monitoring abilities. Since institutional ownership is
strongly affected by the legal environment, these results suggest that the relationship between institutional ownership and
company performance is ambiguous and careful analysis is needed. Since the nature of the relationship between

institutional ownership and company performance remains unclear, we put forth the following hypothesis:

H4: There is a relationship between institutional investor ownership and intellectual capital efficiency.

Research methodology

Sample selection and variables

The sample utilized in this study consists of Polish companies listed on the Warsaw Stock Exchange between 2006
and 2011. Data are derived from the Amadeus database and annual financial reports. The sample involves only non-

financial companies. Financial institutions are excluded due to their unique financial structure and special accounting
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rules for the financial sector. Following S. Firer & S.M. Williams (2003), we eliminated companies with negative book
value of equity or negative structural capital, and at the same time negative value added calculated for the needs of the
value added intellectual coefficient (VAIC™), which was a dependent variable. Observations with missing data were also
rejected. This led to an unbalanced initial panel sample of 354 companies and 1,505 company-year observations. To
alleviate the influence of outlying values, extreme observations were excluded by rejecting the top and bottom 1% of

observations for each dependent variable.

To test our hypothesis, we employed four dependent variables, i.e., intellectual capital efficiency as measured by the
value added intellectual coefficient (model 1), human capital efficiency (model 2), structural capital efficiency (model
3) or capital employed efficiency (model 4). Since our data covered several years, they were subjected to panel data

analysis.

Following A. Pulic (2000) and S. Firer & S.M. Williams (2003), we employed a value added intellectual coefficient
(VAIC™) as a proxy for intellectual capital efficiency. The VAIC, which is a financial valuation method, consists not
only of intellectual capital efficiency, but also of capital employed efficiency. Capital employed comprises both physical
and financial capital. However, initially three components were calculated, i.e., human capital efficiency (HCE), structural
capital efficiency (SCE) and capital employed efficiency (CEE). The components are given as efficiency rates using value

added (VA) measurement. Subsequently, the VAIC was calculated. The general formula takes the form of:
VAIC™=HCE + SCE + CEE
The different efficiency rates and the value added rate are calculated using the following formulas:

e  Human capital efficiency: HCE = VA/HC

e  Structural capital efficiency: SCE = SC/VA
e Capital employed efficiency: CEE = VA/CE
e Value added: VA=0OP +HC+D +A

where: HC — labor costs (salaries and employee benefits), SC — amount of structural capital, (SC = VA — HC), CE — book

value of net assets, OP — operational profit, D + A — depreciation and appreciation.

The variables were based on theoretical and empirical arguments from the previous literature. Four different
instrumental variables were used for ownership, i.e., managerial ownership (ownership by management board members),
foreign ownership, state ownership and institutional (financial) ownership. Similar variables describing ownership
structures were used in previous studies (Saleh N.M. et al., 2009). Ownership variables are all calculated as direct and
indirect voting rights at the general meeting. Moreover, thanks to data availability (after exceeding this threshold,
shareholders are required to make the data available to the public) only blocks of shares in excess of 5% of the total were
included. For the calculation of the managerial ownership variable, also the shares owned by the family members of
managers were taken into account. We believe that such a situation strengthens their position in the company and the
opportunity to influence the efficiency of intellectual capital. Foreign ownership was taken to include both foreign
companies and individuals, but the sample was overwhelmingly dominated by the former. In the case of the state
ownership variable, indirect ownership through institutional (financial) investors was not accounted for, but indirect
ownership through government-controlled companies was. Finally, the group of institutional (financial) investors
included Polish and foreign banks, insurance companies, brokerages, open-end pension funds, open-end and closed-end

investment funds, and venture capital and private equity funds.

The choice of control variables was motivated by their potential relevance. The factors controlled for include company
size, debt ratio, free float, growth opportunity and industry. Since company performance is associated with company size,

total assets are used to control for the latter. As is common practice, these data are transformed by natural logarithm.
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Company leverage is controlled for by the debt ratio, calculated as the ratio of total liabilities to total assets. This control
variable is of particular importance in assessing corporate performance because it is affected by capital structure. This
has implications for the cost of capital and investors’ perceptions of the risk of investing in companies with different
levels of debt. Moreover, company leverage helps to reduce the agency conflict through additional monitoring by
creditors, which can boost company performance. However, in contrast to the agency theory, the pecking order theory

assumes a negative association between leverage and company performance (Liang Ch.-J. et al., 2011).

The industry variable is used to control for the company sector. This is a dummy variable, which is equal to 1 for

industrial companies and 0 otherwise.

Descriptive statistics

Table 1 shows descriptive statistics for the variables considered. The value added intellectual coefficient is 2.8515,
which is slightly higher than the value reported in a study by N.M. Saleh et al. (2009), where it amounted to 2.019. This
shows that the effectiveness of intellectual capital of Polish listed companies seems to be higher than that of Malaysian
companies in a similar study. Human capital efficiency is lower and amounts to 1.9413, as compared to 2.221 in the study
by N.M. Saleh et al. Structural capital efficiency is higher and amounts to 0.3494, as compared to -0.202. Capital
employed efficiency is also higher, i.e., 0.5342 against 0.043 in the quoted study. These differences may result from a
different structure of the sample as well as from the time of observation. The VAIC is not entirely free from the influence
of the macroeconomic situation (Urbanek G. & Bohdanowicz L., 2011), which may affect its value for the entire sample,

but not for intercompany differences.

Moreover, the mean values of the variables describing ownership structure were 0.0863 for foreign ownership, 0.1236
for institutional ownership, 0.0265 for state ownership and 0.1905 for managerial ownership. It is worth noting that the
median was higher than 0 only for institutional ownership, which indicates that these investors hold shares in a large
number of companies, while their blocks are usually small since the mean is lower than that for board members and only
slightly higher than that for foreign investors. State ownership is the least common in the Polish public companies but the
Polish State Treasury has considerable holdings in the largest and most important sectors of the economy including the

chemical, mining, and power industries.

The mean free float in our sample is 0.3650. The average debt ratio is 0.4703. The mean natural logarithm of total

assets, i.e. company size, is 19.3423. The mean market-to-book ratio, that is growth opportunity, is 1.2199

Table 1
Descriptive statistics
Variable Mean Median Standard 10t 90
deviation percentile percentile

Value added intellectual coefficient 2.8515 2.6246 1.6337 1.4846 4.5591
Human capital efficiency 1.9413 1.5994 1.2598 1.0348 3.2581
Structural capital efficiency 0.3494 0.3790 0.3378 0.0513 0.7030
Capital employed efficiency 0.5342 0.4544 0.3678 0.1798 0.9754
Foreign ownership 0.0863 0.00 0.2071 0.00 0.5000
Institutional ownership 0.1236 0.0639 0.1637 0.00 0.3306
State ownership 0.0265 0.00 0.1159 0.00 0.00

Managerial ownership 0.1905 0.00 0.2696 0.00 0.6599
Debt ratio 0.4703 0.4730 0.1957 0.2258 0.7007
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Company size 19.3423 19.2358 1.6629 17.3973 21.3858
Growth opportunity 1.2199 1.7692 1.6559 0.4851 3.7358
Free float 0.3650 0.3332 0.1871 0.1578 0.6447

Source: authors’ calculations.

Hypothesis verification

Table 2 illustrates the results of panel data estimation for the sample. Model 1 shows the influence of independent and
control variables on the value added intellectual coefficient (VAIC), while other models present its influence on the VAIC
components, i.e., model 2 on human capital efficiency (HCE), model 3 on structural capital efficiency (SCE), and model

4 on capital employed efficiency (CEE).

The results revealed that the interaction between managerial ownership and the VAIC was negative and significant (f
=-0.6087, p <0.05). In order to provide more in-depth analysis, it was also checked whether this type of ownership had
any moderating effects on the VAIC components. The results did not show any significant impact on human capital
efficiency or capital employed efficiency, but did show a negative and significant correlation with structural capital
efficiency (5 =-0.1388, p <0.05). These results are contrary to Hypothesis 1, which, according to agency theory, predicted

a positive relationship between these variables.

The interaction between foreign ownership and the VAIC components was found to be negative and significant for
capital employed efficiency (f = -0.2241, p < 0.05). In turn, the results did not show any correlation between foreign
ownership and the VAIC, human capital efficiency or structural capital efficiency. The only relationship identified was a

negative one between the VAIC and capital employed efficiency.

Our analyses identified several correlations between some dependent and control variables, including a relationship
between the VAIC and company size (f = 0.3195, p <0.001), free float (5 =-1.0240, p < 0.05), growth opportunity (f =
0.1051, p <0.001) and sector (p < 0.1). Human capital efficiency is correlated with the debt ratio (f =-0.5748, p <0.5),
company size (f = 0.2734, p <0.001), free float (f = -0.9022, p <0.01), growth opportunity (f = 0.2059, p <0.001), and
sector (p < 0.001). We also found associations between structural capital efficiency and company size (f = 0.0782, p <
0.001), free float (# = -0.9022, p <0.01) and growth opportunity (5 = 0.0282, p <0.001). The last dependent variable, i.e.,
capital employed efficiency is correlated with the debt ratio (f = 0.7894, p < 0.001) and growth opportunity (f = 0.0600,
p <0.001).

Table 2
Panel data estimation of ownership structures and intellectual capital efficiency
Dependent variables
Model 1 Model 2 Model 3 Model 4
Independent and Value added Human capital Structural capital Capital employed
control variables intellectual efficiency (HCE) | efficiency (SCE) efficiency
coefficient (CEE)
(VAIC™)
Managerial ownership -0.6087* -0.0508 -0.1388* -0.0612
(0.2921) (0.1975) (0.0632) (0.0444)
Foreign ownership 0.0067 0.0894 -0.0020 -0.2241%*
(0.6056) (0.4092) (0.1315) (0.0907)
State ownership 0.0859 -0.3173 0.1760 0.0640
(1.1127) (0.7516) (0.24006) (0.1708)
Institutional ownership -0.1354 -0.2251 -0.0181 0.0943
(0.4329) (0.2929) (0.0934) (0.0640)
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Debt ratio 0.1311 -0.5748* -0.1088 0.7894***
(0.3660) (0.2373) (0.0775) (0.0556)
Company size 0.3195%** 0.2734%%* 0.0782%%** -0.0111
(0.0700) (0.0476) (0.0137) (0.0093)
Free float -1.0240* -0.9022%** -0.16957 0.0695
(0.4072) (0.2795) (0.0907) (0.0614)
Growth opportunity 0.2059%** 0.1051%** 0.0282%%** 0.0600%**
(0.0340) (0.0227) (0.0074) (0.0052)
Sector Yest Yes*** No No
Constant -2.2520 -1.8090+ -0.9268%** 0.3314%
(1.5120) (1.0071) (0.3013) (0.2009)
N 1454 1450 1450 1460
Adjusted R-squared 0.6781*** 0.7571%** 0.6411%** 0.8477%**

Note: p<0.1; *p <0.05; **p <0.01; ***p < 0.001. Standard error is given in brackets.

Source: authors’ calculations.

Conclusions and summary

Since intellectual capital is recognized as an important determinant of competitive advantage, it is essential to examine
the possibilities of improving its effectiveness. In view of this, we investigated the relationship between ownership

structure and intellectual capital efficiency.

A negative relationship was found between managerial ownership and the value added intellectual coefficient.
Moreover, this type of ownership has a negative impact on structural capital efficiency. These findings stand in contrast
to studies on the relationship between managerial ownership and company performance and also to the fundamental
assumptions of agency theory. This may be due to the specific nature of ownership structures in developing countries. In
developing countries, companies’ founders are often the owners of large blocks of shares and in many cases they also
manage companies. They may not have the knowledge about how to manage intellectual capital, especially in traditional

sectors, where managers have to compete with oligopolistic structures in mature industries.

Also a negative correlation was established between foreign ownership and capital employed efficiency. These
findings are not consistent with the results of some previous findings (e.g. Aydin N. et al., 2007). We believe that such a
relationship in our sample could be the result of the structure of foreign shareholders in Poland, which are primarily
strategic investors, i.e., foreign companies. While in the period immediately following privatization the sale of companies
to foreign investors resulted in great advantages, such as capital injections and know-how transfer, in the long term Polish
companies appear to serve as tools in their parent companies’ strategies of maximizing value at the level of the holding.

This can be done at the expense of minority shareholders and the development of individual domestic companies.

The results of the presented study are subject to limitations associated with the measurement of variables and the
method used. The first limitation concerns the endogenous variable. Although the VAIC is easy to calculate and is based
on audited financial data, which allows its use for intercompany comparisons, it does have a number of drawbacks that
limit its applicability as a fully objective measure (Andriessen D., 2004). However, its simplicity and the fact that
calculations are based on readily available and comparable data make the VAIC a proxy variable that is frequently used
in studies on intellectual capital efficiency. The second limitation concerns the relationship between endogenous and
instrumental variables. While according to some authors these relationships are non-linear, in this study we assume that

they are linear. Non-linear relationships could be the subject of further research. A third limitation relates to the
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measurement of ownership variables. Shareholders have to report the size of their holdings publicly if they exceed the 5%

threshold. For this reason, the presented study considers only such blocks of shares.

Our research indicates possible directions and areas for further research. First, it may be important from the point of
view of emerging markets to examine the relationship between the intellectual capital efficiency of parent companies
based in developed countries and that of their subsidiaries in developing countries. Such research would help identify the
strategies of multinational corporations in relation to the places where the performance effects of intellectual capital arise.
From the point of view of developing countries, the study results could provide evidence for or against a policy of
encouraging multinational corporations to invest in intellectual capital. Second, the endogenous variable used in the
presented study, the VAIC, is not devoid of drawbacks. In further studies, other measures should be used to evaluate

intellectual capital efficiency. But this will be possible only if comparable data are accessible.
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Abstract. There is an increasing demand for skilled professionals in the information and communication technology
(ICT) sector in both Latvia and globally, therefore it is imperative to seek and introduce new methods of work organization
that could help retain or even to attract potential employees. Remote work as one of the forms of flexible work is a modern
way to adjust to ever changing needs of both employees and organizations, yet the impact of remote work intensity on
work-related outcomes has not been sufficiently studied. Based on the analysis of scientific research literature, statistical
data and the data collected from Latvian ICT sector employee online survey, the aim of the paper was to study the impact
of remote work intensity on employee perceived productivity, job satisfaction and organizational commitment to suggest
best practices for adapting and adjusting remote work policies.

Employees working regularly remotely at least once a week from 48 Latvian ICT sector organizations participated in
the survey. Data was analyzed using linear and hierarchical regressions and the results of the survey revealed that remote
work intensity is positively related to the productivity of individual workers. However, no significant relationship was
found between remote work intensity and either job satisfaction or organizational commitment as well as autonomy,
employee-manager and employee-co-worker relationship quality. Negative association was found between remote work
intensity and work-life balance, while lower work-life balance was found to negatively affect job satisfaction and
organizational commitment. In addition, significant positive relationships were found to exist between autonomy and
quality of the employee-co-worker relationship predicting productivity, job satisfaction and organizational commitment,
as well as employee-manager relationship quality was found to be associated with higher levels of organizational
commitment and job satisfaction. The findings will contribute to the remote work literature and help to implement and

manage remote work practices.
Key words: job satisfaction, organizational commitment, productivity, remote work, telework

JEL code: M15, L25

Introduction

Statistical data shows that organizations, especially those in information and communication technology (ICT) sector,
lack skilled and qualified workforce, due to both demographic factors and the rapid development of new technologies to
which many potential employees cannot adapt to and these shortages are expected to continue in the foreseeable future
and may be observed not only in Latvia, but worldwide as well (EURES, The European Job Mobility Portal, 2016;
Ministry of Economics of the Republic of Latvia, 2016). The demand and supply in the labor markets are not in
equilibrium, and organizations have to think more than ever about how to retain their best employees and attract new
ones. To ensure the job satisfaction, increase productivity and foster organizational commitment, managers have to seek

for and implement new work organization methods. In addition, organization’s labor resource and overall cost-
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effectiveness is always of importance. In this paper authors suggest that one of the possible solutions could be the
implementation of remote work - one of the forms of flexible work organization. However, it is not clear how exactly
remote work intensity - hours or days per week spent working remotely - affect employee’s productivity, job satisfaction
and organizational commitment. Overall, there is a limited number of research on this problem in scientific literature and
there is no information available if such research has been conducted in Latvian organizations. In order to successfully
plan, organize and manage remote work policies in organizations, a study on remote work intensity is required that would
help to understand how changes in remote work intensity affect work-related outcomes for employees who spend different

amount of time performing their duties outside the organization premises.

The aim of the paper is, based on the analysis of scientific literature, statistical data on the prevalence of remote work
and Latvian ICT sector, and analysis of the Latvian ICT sector organization employee survey results, to assess how the
remote work intensity impacts perceived job satisfaction, productivity and organizational commitment of the employees,

and to develop proposals in order to better adapt or introduce remote working practice in organizations.
According to the aim of the paper, the following tasks of the research have been set:

e To overview the results of previous research of various authors on remote work and work-related outcomes and
use the findings, and choose the most appropriate theoretical model to justify the stated research problem.

e Survey the organizations and gather information on the prevalence of remote work in Latvian ICT sector
organizations.

e Carry out a survey of the remotely working employees of ICT sector organizations to evaluate the employee
opinion on remote work and to assess how the remote work intensity impacts perceived job satisfaction,
productivity and organizational commitment.

e Analyze the results and compare them with the results of study carried out by Solomon G. Nyaanga.

Research methods - to analyze data gathered during the research and verify the hypotheses put forth by Nyaanga,
linear and hierarchical regression analyses were used. Additionally the following research methods have been applied:
descriptive statistics, analysis of scientific literature and statistical data. Internet survey has been conducted to find out

the self-assessment of the work-related outcomes of the remotely working Latvian ICT sector employees.
Research period - survey was conducted between November 2016 and January 2017.

Characterization of the literature and data sources - paper was based on scientific literature, various publications
of research articles, as well as Internet-based materials and online survey data of the ICT sector organization employees.
Research articles published by Golden, Harrison and Gajendran were predominantly used. The empirical part of the study

is based on Solomon G. Nyaanga’s doctoral thesis.
Object of the research - ICT sector.
Subject of the research - impact of remote work intensity.

Delimitations of the research - due to limited time and data availability the object of the research is narrowed, and

the study mainly analyzes data of the ICT sector organization employees that work remotely.

Theoretical Discussion

Remote work that in the scientific literature is commonly referred as telecommuting, virtual work, mobile work etc.

is not a new form of work organization. Although there is an increasing number of studies that focus on remote work and
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work-related outcomes (Allen, et al., 2015; Hurd, 2010; Poissonnet, 2002; Khaifa & Davidson, 2000) that can be attributed
to increasing popularity of remote work, the idea of remote working has long-established origins. Over time there have
been developed and updated various definitions of remote work that creates different understanding of remote work

concept.

Since both in the scientific literature and in the practice there can be found different definitions of the remote work
that represent different concepts and various types of remote work, its derivatives and organizational forms, authors
propose to formulate a definition of remote work to form a common understanding of the concept of remote work within
the scope of this paper. Based on the analysis of scientific literature, authors propose the following definition: remote
work is a form of an elastic work organization that provides the possibility for the employees of an organization to freely
choose the place where the work is conducted from, by using information and communication technologies, this way
partly or fully substituting office hours that would otherwise be spent on the premises of the organization in the primary
workplace. To dissociate remote work from the other types of this work form authors exclude working in organization’s
satellite offices, that are located in geographically different locations within the confines of the organization’s country of
origin or outside of it (for example, organization’s regional offices). Also, in the context of this paper, only those
employees who have contract of employment with the organization and who remotely perform their duties during the
paid working hours are considered as remotely working employees. In this paper the definition of remote work is limited

to knowledge workers only.

Remote work can affect work-related outcomes differently - it can change individual’s job satisfaction, organizational
commitment, identification with the organization, impact stress levels, performance, affect the salary and so forth. Such
work-related outcomes as productivity, job satisfaction and organizational commitment in the scientific literature have
been emphasized the most in the context of remote work, justifying the importance both from the employee’s and the
organization’s viewpoint.

When considering the implementation of remote work policy, possible changes in productivity are substantially
essential - for the organization to be interested in supporting remote work, gains from it have to outweigh the losses or
costs associated with supporting the conduction of work remotely - that is, managers have to be confident that the
productivity will increase as a result of remote work, or at least will not decrease. Various different factors influence
accomplishment of the tasks and not every job is suited to be performed remotely. The elasticity of remote work requires
an individual to be with higher sense of responsibility and better self-organization skills, so that the job that required
frequent communication with colleagues could be carried out as effectively without being physically close to other
employees etc. When working remotely the environment of the workplace may not be suitable for the job, or it may
contribute to more interruptions, so it is important to assess the potential benefits (for example, productivity gains) from
the remote work in a particular work context. For example, Dutcher (2012) showed in an experiment that remote work
influences employees productivity depending on the type of work - productivity decreased 6-10% when performing
boring, dull and monotonous work, but increased 11-20% when performing creative work. Whereas Butler, Aasheim and
Williams (2007) for 5 years studied the impact of remote work on the productivity of employees of the company
“Kentucky American Water”, that provides services for 280 000 clients in USA. Findings of the study revealed that
working remotely increased employee productivity and that this increase was sustained over a long period. Similar
experiment was carried out in a Chinese tourism agency “CTrip” that employs 16 000 employees (Bloom, et al., 2015).

The employees of the call center who volunteered to participate in the experiment, for 9 months were randomly split
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between those who work remotely and those who continued to work in the office. Work from home resulted in 13%
performance increase, 9% of that was attributed to more minutes worked per shift - due to fewer interruptions and less
frequent sick leave - and 4% from more answered calls per minute, that was associated with quieter and more comfortable
work environment. Overall, examined studies have shown that the remote work most often positively affects productivity

growth.

In the scientific literature it is established that organizations measure productivity by evaluating the ratio between the
invested resources (time, finances and human resources) and return of these resources. The authors of this paper have
chosen to analyze the impact of remote work intensity on the ICT sector employees, who, most often, are performing
intellectual work, the process of this type of work is difficult to standardize because the work carried out is not uniform
and repetitive, hence timing and classifying of the work is challenging. It is difficult to define the result of the intellectual
work - most often it is intangible, immaterial, complex, and in turn hard to measure and compare. The quality of the result
of intellectual work is a subjective assessment and may vary depending on who is commissioning the work - the
organization's defined quality criteria and what is expected by the customer can be entirely different. It should be also
noted that a single employee rarely carries out intellectual work alone and it requires the involvement of other specialists
and teamwork. The productivity of an employee performing intellectual work is affected by various factors - access to
information, its quality, information systems, organization standards and procedures, innovation potential, the employee's
knowledge and experience level, work environment, time allocated for the work completion, work organization, division
of labor, clarity of the work assignment and objectives, teamwork, knowledge sharing and many others. Considering the
previously mentioned obstacles, obtaining the necessary measurements to objectively assess and compare the productivity
of the performers of intellectual work might be challenging, thus the changes in productivity levels in the context of this

paper have been addressed as employees' subjective self-assessment.

When evaluating the potential gains from implementing remote work policy, no less significant for the organizations
is the impact on employee job satisfaction. It affects employee’s motivation, productivity, attitude towards work, etc.
Increased job satisfaction can lead to lower levels of stress, foster employee retention, that in turn lowers costs associated
with employee turnover (for example, new employee recruitment and training), and can even compel employees to work
unpaid overtime and take on additional responsibilities without asking for a salary increase, thus increasing productivity.
Study carried out by Fonner and Roloff (2010) shows that high-intensity remotely working employees are much more
satisfied than the employees working at the office, mentioning lower work-life conflict as the most influential factor that
affects job satisfaction. The study also showed that despite the challenges that are associated with employees working
remotely more than half of the time, remotely working employees were still more satisfied than the employees working
at the office, that contradicts a study carried out by Golden (2006b), where it was concluded that more intensive remote
work may fully diminish its positive impacts on job satisfaction. When evaluating job satisfaction in the context of remote
work, one should take into account also the attitude of the employees who remain working and office and do not have the
possibility to work remotely, the effect of that is relatively little known and studied. It is possible that employees working
in the office may feel deprived, less privileged, and perceive the remote work as a privilege that only the most appraised
employees are entitled to. This way, when implementing remote work policy in the organization partially, attention should
be paid whether the benefits from remote work outweigh the disadvantages associated with the change in attitude and

performance of office employees.

Classical approach to workforce management is associated with control and close monitoring of subordinates, but
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organizational commitment encourages employees to be more independent, attend work more regularly and to focus more
on the work, require less supervision from the managers and contribute to the employee's willingness to provide more to
the organization than is expected from the employee, that in turn facilitates successful implementation of remote work
policy. Managers suppose that as a result of remote work, with reduced communication with colleagues and supervisor
and less frequently attending the office, connection and identification with the organization for the employee would
weaken, that in turn would lead to a decreased performance and loyalty of the remotely working employee. In addition,
given the shortage of qualified specialists, particularly in the ICT sector, job satisfaction, loyalty and devotion to the
organization as a whole are important to attract new professionals and retain the organization's existing employees.
Authors deduce that organizational commitment is an important prerequisite for the remote work and the option to work
remotely must not lessen it, therefore it is important to assess how remote work affects employees' commitment to the
organization. Piper (2004), using three-dimensional model of commitment developed by Meyer and Allen, as part of his
doctoral dissertation, surveyed 4 800 employees from companies of various industries located in southeastern US region,
by comparing remotely working and office workers and evaluating how remote work affects organizational commitment.
The study concluded that option to work remotely did not increase organizational commitment more than for the
employees that did not work remotely. Golden (2006a) concluded that the higher remote work intensity, the higher is
employees’ organizational commitment and less expressed intentions to change job. Allen, Golden and Shockley (2015)
in their research refer to meta-analysis of eight studies performed by Martin and MacDonnell (2012) where they found a
small, positive relationship between remote work and organizational commitment, but Hunton and Norman (2010)
observed that employees that were granted possibility to freely choose the place where the work is conducted from (work
from home, at the satellite office or in the main office - by freely changing the workplace), expressed higher organizational
commitment than the other employees. Thus, authors of this paper conclude that remote work does not negatively affect
organizational commitment. However, there is no unequivocal answer as to what extent remote work affects the
organizational commitment positively, therefore further research is needed, taking into account the impact of remote work
intensity.

Work conducted by various researchers has been summarized and analyzed to assess the impact of remote work on
work-related outcomes. Productivity has been examined as one of the most important indicators related to remote work,
as it is important to retain the work output and employee productivity when introducing remote work policy. Another
important indicator examined is the organizational commitment, because one of the main challenges when working
remotely is the potential decrease in employee identification with the company, making it important to find a way to retain
employees and make them loyal. Job satisfaction is related to both previous factors, as satisfied employee is productive
and loyal employee. For the employee to retain or increase its productivity, job satisfaction and organizational

commitment, research examining the impact of remote work intensity on these factors is still needed.

Research Design

Research is based on the theoretical model developed by Solomon G. Nyaanga (2012) as part of his doctoral
dissertation that also included the questionnaire consisting of constructs developed by various other researchers to

measure the variables of interest.

The model contains an independent variable - remote work intensity that is defined as the average number of days per

week spent working remotely, dependent variables — individual’s perceived productivity, organizational commitment and
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job satisfaction, mediating variables of work-life balance, relationship with supervisor and co-workers, sense of

autonomy, as well as the variable that moderates the relationship between remote work intensity and mediating variables

- voluntariness.
Voluntariness Ta, Tb, T¢
Autonomy :
Perceived
Job
Mo a | atisfaction
Work-life | 8a, 8b, 8¢ EELSTRT
Balance
Perceived
1 Individual
ationshi 9a, 9b, 9¢ .
Relationship Productivity
Manager
. Perceived
Relationship | 105, 10b, Organizational
Co-workers ™ 10c | Commitment
1,2,3
Control Variables:
Individual | | Work-related Household | Technology |
Attributes Variables Characteristics | Support

Source: Nyaanga S. G., 2012. The Impact of Telecommuting Intensity on Employee Perception Outcomes: Job Satisfaction, Productivity, and

Organizational Commitment.
Fig. 1. Theoretical model developed by Solomon G. Nyaanga

The authors of this paper studied the relation between the above-mentioned variables as hypothesized by Solomon G.

Nyaanga.
The questionnaire consisted of 44 questions, three of questions were open-ended.

Within the study, variables of interest were measured based on the employee self-evaluation, using the Likert scale,

where “1” indicated “fully disagree”, and “7” — “fully agree”.

Cronbach's alpha scale reliability coefficient for all question groups suggests good internal consistency (= 0,8), in a
few cases even excellent (= 0,9), except for the “relationship quality with co-workers” construct, that got acceptable
internal consistency rating with coefficient 0,76. Cronbach's alpha coefficient obtained in theoretical model author’s

(Solomon G. Nyaanga) work was 0,824.

Research Results and Discussion

Between November 2016 and January 2017, selecting survey participants from the Lursoft database using NACE
codes relevant to ICT sector, 1046 Latvian ICT sector organizations were addressed for determining whether remote work
is practiced in the organization; a survey of the employees was carried out to evaluate the employee opinion on remote
work and to assess how the remote work intensity impacts perceived job satisfaction, productivity, organizational

commitment and other factors.

Overall, 129 organizations confirmed that they practice remote work (both regularly and irregularly), but 117
organizations pointed out that they do not practice remote work. Precise data on regular and irregular distribution of

remote work practice is not available, however, from the organization's replies it can be concluded that irregular remote
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work between surveyed organizations is more common. The main reasons mentioned by organizations why remote work
is not being practiced are: dynamic communication is required; instant feedback and action; work carried out by the
organization cannot be done outside the organization's facilities; information and data security; required increased control
of employees; management of the organization does not support such flexible forms of work organization, as they believe
that the work carried out working remotely is less productive; remote work is suitable only for small, clearly definable
and measurable work; management’s opinion is impacted by negative previous experience. Main reasons why remote
work is practiced regularly as stated by organizations surveyed: reduced direct and indirect costs; employee time savings
on the account of commuting between home and workplace; convenience; company's position that only the overall work

results and achievement of goals is of importance, not the tools used to achieve it.

108 part-time and full-time remotely working respondents from 48 Latvian ICT sector organizations took part in the
employee survey. The survey results show that on average 1 day per week remotely work 31,5% of employees, 2 days
per week - 13,0%, 3 days - 10,2%, 4 days - 14,8%, but all workdays work remotely 30,5% of employees. On average

survey respondents remotely work 3,00 days per week, median - 3 days, standard deviation - 1,67.

According to the theoretical model, 10 hypotheses put forth by Nyaanga and linear relationship between remote work

intensity and perceived work-life balance were tested using linear regression analysis.

A statistically significant positive linear relationship was found to exist between remote work intensity and
productivity. No linear relationship was found between remote work intensity and job satisfaction, organizational
commitment, sense of autonomy, or quality of relationships with co-workers or supervisor. However, increased remote
work intensity led to lower levels of perceived work-life balance. In turn, decreased work-life balance resulted in lower
levels of job satisfaction and organizational commitment. The study also revealed that the sense of the autonomy of
remotely working employees is positively related to job satisfaction, productivity and commitment. The relationship
quality between employees and supervisors is also of significance, as it was positively related to higher levels of job
satisfaction and commitment; but higher relationship quality between employees and co-workers resulted in not only
higher levels of job satisfaction and organizational commitment but increased the perceived productivity as well. For full

results of the linear regression analysis see Table 1.

Table 1
Summary of the linear regression analysis results - All hypotheses

Independent variable Dependent variable const B SEB p R? p

Remote work intensity Productivity 4.407 | 0.232 | 0.075 | 0.286 | 0.082 003
Remote work intensity Job satisfaction 6.189 | -0.015 | 0.051 | -0.029 | 0.001 766
Remote work intensity Ocrog;‘;;fi‘;gﬁﬁl 5802 | 0.013 | 0.066 | 0.020 [ 0.000 | .840
Remote work intensity Autonomy 5946 [ 0.030 [ 0.054 | 0.054 | 0.003 576
Remote work intensity Decrease in work-life 2.359 | 0.201 | 0.083 | 0.229 | 0.053 | .017

balance *

Employee-supervisor

) . . 5.992 | -0.003 | 0.056 | -0.006 | 0.000 953
relationship quality

Remote work intensity
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Independent variable Dependent variable const B SEB B R? p
Remote work intensity Employee-co-worker 5297 | o.111 | 0.060 | 0.177 | 0.031 | .068
relationship quality
Autonomy Job satisfaction 3.815 | 0.386 | 0.083 | 0.411 | 0.169 .000
Autonomy Productivity 3354 | 0.290 | 0.139 | 0.198 | 0.039 040
Autonomy Organizational 2515 | 0551 | 0.106 | 0.449 | 0202 | .000
commitment
Decrease in work-life . .
Job satisfaction 6.639 | -0.167 | 0.055 | -0.282 | 0.079 .003
balance *
Decrease in work-life Productivity 4749 | 0119 | 0.089 | 0.129 | 0.017 | .183
balance
Decrease in work-life Organizational 6405 | -0.190 | 0.073 | -0.245 | 0.060 | 011
balance * commitment
Employee-supervisor Job satisfaction 2985 | 0.528 | 0.071 | 0.587 | 0.344 | .000
relationship quality
Employee-supervisor Productivity 4013 | 0.182 | 0.135 | 0.130 | 0.017 | .180
relationship quality
Employee-supervisor Organizational
. . . . 1.793 0.677 0.093 0.576 0.331 .000
relationship quality commitment
Employee-co-worker Job satisfaction 4234 | 0339 | 0.074 | 0408 | 0.166 | .000
relationship quality
Employee-co-worker Productivity 3513 | 0282 | 0.123 | 0.218 | 0.048 | .023
relationship quality
Employee-co-worker Organizational 3.551 | 0.407 | 0.098 | 0375 | 0.140 | .000
relationship quality commitment

* Due to inconsistency of the work-life balance construct in the questionnaire developed by Nyaanga, higher levels actually indicate decrease in

work-life balance.

Source: authors’ calculations based on empirical results

The last part of the questionnaire contained 3 open-ended questions on the impact of remote work on work-related
outcomes. Answers were given by 71 respondents. In the opinion of the authors of this paper, to reach the objective of
this study, quantitative analysis of results is sufficient, that contains all the variables of interest as included in the
theoretical model developed by Nyaanga. However, most of the respondents have provided insightful answers to some of
the open-ended questions, that contain valuable additional information in the context of remote work research, therefore,
the authors compiled answers and analyzed them separately from the quantitative research. The results show factors that

should be paid attention to when introducing remote work practice in the organization.

Table 2 sums up the most frequently mentioned advantages and disadvantages of remote work; the results correspond
with the conclusions of other researchers (Allen, et al., 2015). Similar results were found in the survey on remote work
carried out by TNS in May 2015. In conclusion, advantages were mentioned more frequently, whereas the number of

various disadvantages is higher.
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Table 2
The most frequently mentioned advantages and shortcomings associated with remote work

in the open-ended questions of the questionnaire (frequency of occurrence mentioned in the brackets)

Advantages Shortcomings

Work-life balance improvement (14) Lack of employer payment for computing and

telecommunications equipment and services used for
remote work (5)

Time economy of the account of time spent commuting

Conflict between work and private life (6)
(23)

Avoidance of bad weather conditions (2) Focus and self-control problems due to the lack of self-

motivation (2)

Eluding traffic congestions (3) Social and professional isolation (6)

Flexibility in the planning of working time and choosing | Lower quality of the communication with the colleagues
the workplace (33) ®)

Better employee on-demand availability (due to reduced | Lack of oral informal knowledge sharing with colleagues
interruptions caused by commuting and alike) (1) 2)

Money saved on commuting expenses (5) Reduced sense of belonging to the organization (1)

Reduced environmental impact and lower levels of social

Physical inaccessibility of documents (1)
stressors (10)

Increased productivity (48) Insufficiently clear and detailed job task descriptions (1)

Home-made meal (1) Encumbered delivery of work results (1)

Possibility to combine main job with additional side

Mandatory meetings in the organization office (1)
work (2)

Increased sense of autonomy (11) Lack of socialization with colleagues (3)

No need for formal clothes and groomed appearance (1) Encumbered decision making (1)

Additional opportunities to help other colleagues (1) Lack of physical assistance from colleagues (1)

Individually arranged and comfortable working

Employer is not aware of the employee's current load (1)
environment (5)

Virtual meetings (1) Environmental and social stressors (3)

Trust of the employer (1) Sedentary and unhealthy lifestyle risk (2)

Additional work after formal working hours (2)

Difficulties with reaching colleagues simultaneously (1)
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Advantages Shortcomings

Lack of creativity and spontaneity of ideas (1)

Decreased productivity (11)

Source: authors’ calculations based on empirical results

The most frequently mentioned benefits and opportunities associated with remote work were the flexibility in planning
working hours and choosing the place of work, improvement of the work-life balance, time economy, autonomy, as well

as reduced environmental impact and lower levels of social stressors.

The most frequently mentioned disadvantages associated with remote work were decreased quality of the
communication with the colleagues, work-life conflict, social isolation, lack of compensation for computing and

telecommunications equipment and services used for remote work, environmental and social stressors.

Given that some of the factors were mentioned both as an advantage and a shortcoming (e.g. productivity, work-life
balance, environmental and social stressors), one needs to carefully examine employee needs and organization goals when
implementing remote work policies, choose employees that are most suited for remote work and to assess whether the

benefits from remote work outweigh the challenges associated with it.

Conclusions

1. Inthe scientific literature there is no common understanding of the concept of remote work, as various authors define
remote work differently and there are several types of remote work whose meaning may be different, making it
difficult to gather and analyze information.

2. Remote work is characterized by three main criteria: place outside the employer’s premises where the work is
conducted from; use of information technologies to perform work and use of communication technologies to
communicate with employee, colleagues, clients and so forth.

3. Remote work intensity is positively related with increased levels of perceived productivity, but the increase in
productivity is not considerable, that coincides with the study carried out by Nyaanga, where a lesser impact on
productivity was found.

4. Remote work intensity is not related to job satisfaction, does not affect the organizational commitment, sense of
autonomy, or quality of relationships with co-workers or supervisor, however results in Nyaanga’s study led to
contrary findings.

5. Negative relationship was found to exist between remote work intensity and work-life balance. Increased remote
work intensity led to lower levels of perceived work-life balance. In turn, decreased work-life balance resulted in
lower levels of job satisfaction and organizational commitment, which coincides with the results of the study carried
out by Nyaanga.

6. Sense of the autonomy is positively related to job satisfaction, productivity and organizational commitment, however
study carried out by Nyaanga did not find relationship between sense of autonomy and productivity.

7. Relationship quality between employees and supervisors is positively related to higher levels of job satisfaction and

organizational commitment, which coincides with the results obtained in Nyaanga’s study.
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8. Relationship quality between employees and co-workers is positively related to higher levels of job satisfaction,
productivity and organizational commitment, however study carried out by Nyaanga did not find link between

employee-to-co-worker relationship quality and productivity.

Proposals and Recommendations

1. ICT sector organizations by addressing the problem of qualified IT specialist shortage, should offer their employees
the opportunity to work remotely as additional workplace amenity, providing the flexibility to adapt to employee
needs.

2. ICT sector organizations offering their employees possibility to work remotely should assess the employee's work
specifics and suitability for the work to be performed remotely, taking into account the extent of the cooperation
required with other colleagues and to what extent is work is conducted individually, recognizing that employee
productivity is affected not only by the individual performance but also by cooperation with colleagues.

3. ICT sector organizations should consider the relationship quality between remotely working employees and other
colleagues, ensuring increase in remotely working employees’ productivity, job satisfaction and organizational
commitment.

4. ICT sector organizations have to take into account the relationship quality remotely working staff and their managers
by building relationships based on mutually positive cooperation, considering that improved relationships with
managers improve employee job satisfaction and organizational commitment.

5. Considering the relatively small increase in employee-perceived productivity when working remotely, ICT sector
organizations should take into account other factors that could offset or reduce those gains - such as additional time
spent for written communication, information flow reduction, etc.

6. ICT sector organizations implementing remote work policies should allow their employees to individually choose
the remote work intensity, allowing the employees to choose the optimal balance between being present on the
organization premises and working remotely, this way lessening the negative impacts of the remote work intensity
affecting work-life balance, that in turn would result in lower job satisfaction and organizational commitment.

7. Considering the importance of control over means used to perform the work for employees performing intellectual
work, managers in the ICT sector organizations should offer employees greater flexibility in the way they fulfill
their duties and reach objectives, this way increasing sense of the autonomy of employees, resulting in an increase

in perceived productivity, organizational commitment and job satisfaction.
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THE ROLE OF BEHAVIORAL PRICING AS A KEY COMPONENT OF BUSINESS
STRATEGY IN GERMAN HOSPITALITY INDUSTRY

Thomas Corinth, IST-Hochschule fiir Management, Diisseldorf, Germany

Abstract. In a more and more dynamic, clearer, copy-happier and more global competitive sphere, a well
organised and aim oriented pricing management represents a success strategy which can decide on continuity and or even
survival. Pricing as one of the main four aspects in the marketing mix must be redefined and exploited more professional,
even in service related industries. A more global and intensive competition leads to an interchangeability of products and
services. In this environment, pricing and especially behavioral pricing is moving in the focus of market orientated
corporate management policies. Due to the habituation to the internet, the convenient use of search engines and the
communication between customers via rating platforms, a more price-related orientation is forced rapidly and represents

a decisive success-factor.

In general, the term “pricing actions” is used as a collective name for a wide variety of various measurements with
differently distinctive price-political provisions and effects. In daily operational and tactical business, pricing actions
mainly concentrate on limited sales promotions and diminished retail prices. Beside the description of such push-
marketing measurements, this investigation rather concentrates on neuro-pricing strategies or better behavioral pricing

strategies to produce added values for both, customers and sellers.

This research discusses the importance of behavioral pricing as a key component of business strategy in general and
analyses to which extend behavioral pricing strategies can be identified in German hospitality. Initially, the paper delivers
a literature overview, reviews a thematic processing and introduces the main theories. Secondly, several determinants,
tools and key instruments of behavioural pricing are introduced. Thirdly and with a focussed view on the research objects,
a conceptual demarcation and classification of behavioral pricing methods and effects is performed. This investigation

results in a model and a basic set up for a successful implementation of a behavioural pricing strategy.

Key words: Behavioural pricing, hospitality industry, pricing strategy, Germany, pricing-effects.

JEL code: M31, L80, L83

Introduction

This article focusses the relevance of behavioral pricing (pricing-psychology) as an important addition as well to neo-
classical pricing theories as to operational practices and tries to settle some examples in the context of German Hospitality

Industry.

The research field of behavioral pricing deals generally with the question, how customers absorb and process rates or
pricing information. It also examines, what reactions are taken on price quotes and how that information is used for
decision preparing and decision making. The behavioral pricing research undertakes a descriptive approach first and
focuses on the cognitive processes that are not addressed by the classical theory of price. It can therefore be seen as a

complementary perspective to the classical theory of price (Maxwell S., 1995).
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The forecast and creation of customer reactions on different prices was originally based on microeconomics. Already
in 1890, Alfred Marshall formulated a theory of economic actions by households or customers, which is reflected in the
well-known concept of the demand curve - the function of the demand quantity as a function of the price. This theory of
the homo oeconomicus assumes an entirely rational acting customer, whose willingness to pay is equivalent to the
additional use of goods, in practice translated into the benefits of monetary units while purchasing the product (Marshall
A., 1895). The benefits of a product depend on the individual preferences of each consumer, while the price of the good
is perceived by all customers objectively in identical height (Ott A. E., 1979). If two customers perceive the value of a
product in an identical way, the reaction on the same price will be the same. Vice versa we will find a different purchase

behavior at an identical price only because the different perception of benefits.

According to the micro-economic base theory, the requested amount for goods decreases linear monotonic with
increasing price. Even if phenomena that are contrary to this theorem or limiting this point of view are already identified
from the outset, they were only declared to be exceptions (like Giffen-Goods or status symbols) in the textbooks without

further explanations (Jung H. J., 2006; Steinmann H., Schreydgg G., 2005).

Significant impetus for the establishment of behavioral pricing research came from psychophysics, quantitative
research focusing on the effects between physical stimuli and psychological reactions. For the behavioral pricing research,

Weber’s law became most relevant (Leek M. R., 2001).

This requires that the measurability of the difference of two various levels of stimulus-intensity is proportional to the
absolute level of these irritations. Consequently, to make the reaction measurable, the difference of stimulus must be
greater the higher the base stimulus level (Chang M. H., Chiou W. B., 2007). Transferring Weber’s law to the price
perception of the customer, it is found that at a high price level the same absolute price difference is perceived by
customers less than at a low-price level. In this context, for the first time the concept of price thresholds in the behavioral
pricing Theory was introduced. The transfer of knowledge from Psychophysics to price-related investigations was carried

out in the early works of Monroe (Monroe K. B., 1971; 1973).

Individual behavior relevant phenomena were scientifically investigated in a series of works. This research can be
referred to as precursors of systematic behavioral pricing research. These are the concept of the “reference price”, the
"acceptable price range" and the knowledge about the “relationship between perceived quality and price”. The first
systematic empirical studies in this area took place in the work of Gabor and Granger. In methodological terms, it involves
observations and simple questionnaire surveys in non-controlled environments. An overview of the "preliminary phase"

of behavioral pricing research is found in Monroe (Monroe K. B., 1971; Homburg C., Koschate N., 2005).

The integrative context of behavioral pricing.

To give a better orientation and systematization about the development of behavioral pricing theories, it seems to be
appropriate to use the psychologic paradigm of the cognitive method of information processing. This concept assumes,
that external stimuli rather influence behavior indirectly than directly. In the first step attractions must be perceived and
evaluated before they might result in decision processes or different (purchase-) behavior (Jacoby J., Olson J., 1976).
Accordingly, the principles of cognitive information processing deal with processes in terms of remembering, deciding,
thinking, perceiving and finally the structure of our memory. Following this concept, one can differentiate three phases:
admission of price-information, evaluation of price-information and storage of price-information. (Homburg C., Koschate
N., 2005) Along this process chain, different concepts can be identified, which are influencing the costumer s psychologic

converting of price-information. See table 1.
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Table 1
Integrative frame of references
Price-information Price-information Price-information
Admission Evaluation Storage
N N N
[ ) ) )
V 14 14
|Selected Concepts | |Selected Concepts | |Selected Concepts |
Psychophysics Comparative judgements Price knowledge and memory
Weber's law, etc. Reference price, anchor effect, etc. Implicit and explicit memory
Decoding of strings of digits Risk and loss aversion Depreciation and memory effect
Left digit effect, etc. Compromise effect, extremeness aversion, etc. Consuming effect, adaption effect, etc.
Price pictures Cues and Primes
Date of birth, lucky numbers, etc. Heuristics, priming, etc.

Source: author’s construction based on Kopetzky, M., 2016.

Psychophysics is one of the oldest research fields and focusses on the correlation between external stimulations and
individual, subjective perception (Hagendorf H., 2011). Weber’s law - as well as the Weber-Fechner law belong to the
classical laws of psychophysics, a part of the experimental psychology of perception. The central fact of Weber’s law is
that the perception of differences between two stimuli depends on the initial stimulus. The greater the intensity of the
output stimulus, the stimulus change or stimulus difference must be higher, to be noticed. In the context of pricing
strategies this means the following: the customers perception of a price reduction from a 6 Euro expensive bottle of wine
by 2 euro equals the perception of a reduction by 4 Euro of a 12 Euro bottle of wine. The Weber-Fechner law, however,
adopts a transformation of the objective intensity of stimulus in subjective sensation strengths. The absolute difference in
price must rise with rising prices. Therefore, price changes and price differences are perceived relative and not absolute

(Simon H., Fassnacht M., 2016).

Price thresholds are suspected between broken (truncation) and round prices. Round prices are given, when the very
last or the last digits of the price round up to zero. Fractional prices end accordingly with other digits. E.g. it is believed
that the price assessment due to an increase of a price with an 9 extension to a round price with a 0 extension changes the
perception of the customer disproportionately high. Stiving and Winer distinguish between level and image effects. Level
effects explain how price endings with a 9 can lead to an underestimation of rates. The level effects assume that a
purchaser completes prices with 9 endings, that they read rates from left to right (left digit effect) and have a limited
capacity for information processing. This, for example, causes that only the first left-hand numbers are remembered.
(Stiving M., Winer R. S., 1997). Image effects can be recognized, however, when customers associate a special meaning
with the last digit. This price-image effects (9 price endings as a signal for a discount) and quality image effects (9 price
endings as a signal for an inferior quality) can be distinguished. While the effects of the level and the price-image effect
justify a higher sales volume by 9 price endings, the quality-image effect should adversely impact on price perceptions
or even the sales quantity.

Customers recognize in a very individual way in single digits or in combinations of numbers within a price, price
pictures or also so-called price figures. These can have subjective meanings and affect the emotional perception
consciously or unconsciously. Depending on the cultural background, some numbers can have a meaning as a lucky or

unlucky number. Similar reaction can be seen with customers, recognizing in the price their own date of birth, the date of
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birth of their children or the date of other meaningful events. Of cause, this effect can appear in a negative way too (Couter

K. S., Grewal D., 2014).

Although each customer is free to use an endless number of sources of price information, behavioral pricing
researchers determine again and again, that many purchase decisions are made rather emotional than rational. It is not
surprising, therefore, that it is difficult for customers to evaluate prices according to their absolute level. Therefore,
customers use their own - not always current or objective — experience. Reference prices can be divided into external and
internal reference prices. External reference prices are developed during the purchasing process by comparing prices of
comparable products or by benchmarks, offered by the seller. For example, a price out of price lists or price
recommendations (given by the producer). These so-called reference prices serve as reference values. Internal reference
prices are experienced and remembered prices, information given by third parties or friends, expected prices, fair prices,
the average price for comparable goods or a mixture out of the before mentioned characteristics. In the context of reference
prices, the anchor effect describes the customers general need to get some orientation. Sellers can use this effect to
manipulate the customer by showing higher prices for comparable goods. In general, customers are judging not in an

absolute way. They always look for a relation to an internal or external anchor or a reference.

Only a group identified and known as “market-marvenists” (Hebrew, Yiddish: maven means an accepted expert who
tends to spread his knowledge), appear to be well equipped with information for a purchase of specific products. In general,
the term is used to describe consumers who have an up-to-date information about products, places to shop best at and

even different markets (Homburg C., Koschate N., 2005).

Other typical effects in the context of behavioral pricing are the "compromise effect”" and the "extremeness aversion
effect". These can be proved very often and are extensively researched in some industries, but not for the hospitality
industry. To illustrate this, imagine a range of three articles, of which no one stands out in all essential criteria at the same
time. Because customers perceive losses more negatively than comparable benefits, they intuitively want to reduce the
negative characteristics of the bought products. At the same time, they want to avoid extreme positions and tend to make

compromises that can be justified later towards partners, relatives, friends, etc. (Kahnemann D. Tcersky A, 1979).

“Cues” or “primes” are stimuli, which can influence the customer consciously or unconsciously. They change the
perception by activating mental memories. Cognitive notions are stimulated by cues, which can be described as
information signs. Consumers tend to use simplified heuristics in complex situations. Heuristics can be mental shortcuts
that ease the cognitive load of deciding. Examples of this method include using a rule of thumb, an educated guess, an
intuitive judgment, stereotyping, profiling, common sense, or even the Halo-effect. According to an often-quoted study
by Miller, people are not able to consider more than seven criteria for decision making (Miller G. A., 1956). People try
to behave generally rational, nevertheless in certain borders, which means “restricted rational”. Due to these restrictions,

they tend to use heuristics as signposts to reduce complex problems to mentally more simple challenges.

Based on experiences and observations, costumers are “learning” price information and recall them in case of
purchasing comparable or even the same goods. Explicit price-knowledge is a composition out of exact data, facts and
figures. Implicit price-knowledge can be defined as unconscious experienced information, which enable the customer to

judge about the price for a certain product. It is strongly linked to the implicit reference-price (Kopetzky, M., 2016).

The strongest perception of losing money is perceived in the moment of paying. This perception decreases in the run
of time, comparable to the concept of depreciation. This relates to the idea of “mental accounting”. In the moment of
payment, the costumer books the amount paid as costs. This can even cause pain. Typical examples are yearly insurance

fees, advance payments for holiday trips or bigger payments in the process of buying houses or cars. The consumption-
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effect means, that in the run of using the formerly bought (and paid) goods, more and more advantages are booked on the

benefit-accounts and reducing the perceived price.

The adaption effect is based on Helsons theory of adaption-levels. He described that, in the time elapsed, customers
integrate formerly done payments in their financial status quo. The perception of prices is changing in the run of time.
Purchases with single payments are reducing price-perception by trend. Purchases with repeating payments keep the

payment necessity alive, an effect which is called memory-effect (Helson H., 1964).

Behavioral pricing in German hospitality industry

The selective use of behavioral pricing instruments to influence the customers decision in means of making a
subjective price perception of an objective price to become more acceptable is called “framing” (Kopetzky, M., 2016).
One of the main research questions is, weather a strategic use of behavioral pricing methods can be identified among
different operating German hospitality units like hotels and restaurants. Further researches will have to continue to picture
which determinants and key instruments can be recommended and modelled for operational use in hospitality industry

and (thirdly) how can behavioral pricing effects can be measured in daily practice (ceteris paribus challenge).

Table 2
Framing
objective subjective Price Customer Behavior
Price Probability of Purchase

'S I L 4

| too expensive |

I
| not acceptable (high) | r
I

| acceptable (high) |
|

| very acceptable |
|
—————————-| Benchmark | = —————————h e ——————

| acceptable (low) |

| non acceptable (low) |

| too cheap |

Source: author’s construction based on Kopetzky, M., 2016.
Even an excellent product is only profitable if it can be sold with the right price. The price is the most crucial factor
of economic success as well as the use of resources. From the perspective of classical economics, price formation is

setting a price for a product, which is generated regarding a recoverable sales volume to receive the greatest possible
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profit. Keeping in mind a price based on the downward sloping demand curve, it is assumed that the amount of demand
drops, the higher the price and increases if the price is lowered. At the same time, the contribution margin (price minus
variable cost) with the price. In this context, it is to find the optimal price, where the profit margin is greatest (Michel, S.

/ Zellweger, C., 2014).

The permanent deployment of the performance result in some peculiarities in the cost structure of services. In
comparison to industrial products, service industry deals with a high proportion of fixed costs and a relatively low
proportion of variable costs. Especially high personnel costs to ensure permanently motivation and readyness. The pricing
can support the capacity management and by such promoting a uniformly good usage (Bruhn, M., Meffert, H., 2012).

Services is a high degree of customization through integration of the external factor (uno-actu principle).

Some determinants that influence the price result from typical service-specific features and their implications for the
pricing process. These include the cost structure and their height, the competitive situation, the willingness of customers
to pay and sometimes even state regulations which restrict freedom in determining prices. The pricing is so geared to the
parameters demand, competition and costs. Depending on the company's situation, different priorities are set (Bruhn, M.,
Meffert, H., 2012). The demand-oriented aspect is of importance regarding the described meaning of capacity
management in the hospitality industry. The assessment of the willingness to pay of different customer groups is critical
to optimally distribute the available capacities. Approaches of behavioral pricing can be used for the analysis of
willingness to pay. Behavioral economics no longer assume that a price increase also inevitably brings a decline in demand
with it and argue with the limited capacity for recording and processing of information. The consumer feels satisfactory

solutions often as effective enough, even if they are not optimal (Simon H., Fassnacht M., 2016).

Achieving an optimal utilization with optimum absorption of the willingness to pay with a unit price is hardly possible
in liberal economic environment. Therefore, different prices must be offered by means of price differentiation for diverse
market segments, corresponding to the respective willingness to pay. Target is to define the right customers, to provide
the right service at the right price at the right time at the right place. The services for the professional application of price
differentiations (in hospitality industry called: revenue management) must be subject to greater fluctuations in demand
and the requested goods must be price-elastic. The price differentiation itself can refer e. g. to the dimensions of time,

place, space, quantity and purchaser (Goerlich B., Spalteholz B., 2014).

Hospitality pricing activities in the context of Grand Départ 2017

In the context of the Grand Départ 2017 (start of the Tour de France) in Diisseldorf, restaurateurs and hoteliers were
questioned, whether and to what extent they use this occasion for price - or product-political measures and whether they
generally adjust their prices during periods of strong demand. The main research is based on an online survey of selected
restaurants located on the route of the Grand Départ or in surrounding areas. The participants answered Questions about
previous measures of price control as well as previous price and product policies, to make more attractive offers and
optimize sales. In particular, price and product policy adjustments during times of tough demand or major (sports) events

and the concrete plans for the Grand Départ 2017.

The online survey was sent out with the tool Google forms via e-mail and Facebook to 160 restaurateurs and hoteliers

from different business-types. Overall, 32 responses out of Diisseldorf could be evaluated.

The results of this survey, carried out for the first time, can be summarized as follows: it is evident that there is a
positive trend adjustment readiness of products and prices to the Grand Départ in comparison to previous adjustments at

other events. 40% of the surveyed companies adjusted offers. The focus of these measures was mainly the customization
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of products and services. Only restaurants with attached rooms areas (hotels), increases their prices openly. There were

generally more adaptation activities in this type of operation.

Regarding the expectations for the Grand Départ, it can be stated, that these were significantly more positive at the
hotel restaurants as with the other types of operation. While nearly all respondents expected positive impact on the image
of the city Diisseldorf, the expectations of positive influences on their own targets, such as sales, awareness, new customer
acquisition, etc. were more restrained. The assessment of the hotel restaurants was most optimistic concerning these
expectations. Positive impact on willingness to pay were expected by hardly any company. Increasing adaptation
willingness to major events in the product and pricing policy correlates with an expected higher paying willingness. The
more variable and flexible the business, the more adjustments and special offers were planned. Different companies

planned adjustments when adjustments have already been made at various times of strong demand in the past.

Based on the research question, one can formulate, that the interest of hospitality to adjust product and pricing policy
is increasing in the context of major events. Because of some missing knowledge of available instruments out of the range

of behavioral pricing tools and effects, potentials regarding the price differentiation are not fully exploited.

Conclusion and outlook

Starting from a financial point of view, a strategic use of the behavioral pricing tool set will enable higher profit-
margins, revenues and occupancies. Hence the needs for a much more professional view and knowledge is obvious.

Especially the process of checking which tools are appropriate must be developed generally and individually.

The next step in this research context will be to conduct a field study about what tools and effects are used by certain
hospitality market participants and to compare the results with other industries. Secondly, another survey among
hospitality professionals will be conducted to learn more about the conscious know how about using behavioral pricing
patterns and the willingness of both, learning more about them and the willingness of using them. Thirdly, a model will

be developed to check and to optimize the use of behavioral pricing tools and effects to increase profit margins.
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Abstract. In the context of circular economy industrial symbiosis is gaining its popularity as a basis for resource
efficiency by saving raw materials and waste prevention. Key concept of industrial symbiosis is to ensure that one
industry’s waste becomes another industries raw material. It is considered that it can generate the highest environmental,
social and economic benefits as well as business opportunities, but at the same time the highest business risks followed
by utility sharing and planning and management are to be addressed. Latvia is currently entering the stage of transition
towards circular economy. When speaking of circular economy, it has to be stated that it appeared in the literature through
recycling, recovery and reuse and is most commonly associated with waste management. The aim of the research is to
analyse Latvian municipal waste landfills as starting points for industrial symbiosis, thus fostering regional economic
development. The research is based on quantitative and qualitative methods, including data analysis (primary and
secondary data), systems dynamics and mathematical modelling. Main results and findings of the study are development
of landfill’s resource equations, which can be applied to any landfill in order to identify most valuable internal resources
that can be offered for industrial symbiosis Theoretical and practical implications of the research are in development of a
methodologically justified. The authors develop a set of modules, which can be attracted for industrial symbiosis. Main
conclusions of the research are that implementation of industrial symbiosis on a landfill basis allows company to

undertake risk diversification, consequently decreasing their current direct dependence from landfilled waste volume.

Key words: circular economy, regional development, waste management,

JEL code: M10, R11, R58

Introduction

Lately Europe has started a very ambitious and at the same time environmentally conscious path towards zero waste
concept, using circular economy policy. It has been sharply discussed since already 1980s whether a zero waste concept
(Willson D.C., 2011; Zaman, A.U., 2014; Zotos et. al. 2009) is possible within current social and economic preconditions,
still, authors suggest that a step forward circular economy or such concepts as industrial symbiosis is a good alternative
—humans cannot prevent all the waste generated, but can minimize volumes going to the landfills and change their attitude
towards waste.

Waste management may be divided into three stages: Preliminary stage — from inhabitant to waste collection, which
is most profitable, as it contains cleanest reusable materials; Secondary stage — sorting waste on unsorted waste sorting
facilities and Tertiary stage — waste from waste landfilling process. All three stages require different approaches. 3R
approach (Hotta, Y., 2014; Sakai, et.al. 2011; Wilson, D.C., 2010) is more applicable to preliminary stage, thus within
this research industrial symbiosis is applicable to tertiary stage which is the focus of the research. The authors have used
systems dynamics offered causal-loop diagrams to understand the processes within different types of intermunicipal waste
management companies. According to Blumberga et. al. (2011) the main idea in systems thinking is that a phenomenon

being studied may be characterised as a whole (the system) as well as by its components (sub-systems) and that the
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subsystems are related to each other and to their (super) system in such a way that a system can be said to constitute
something more than an assembly of subsystems. Moreover within systems dynamics systems can be composed of both
material and non-material components, which allow examining one problem from various aspects simultaneously.
Landfill is a more complex unit of infrastructure then just a fly-tipping to dispose of waste in a sanitary and sustainable
manner. It has a range of requirements set in the Council Directive 1999/31/EC on the landfill of waste.

Improving waste management makes better use of resources and can open up new markets and jobs, as well as
encourage less dependence on imports of raw materials and lower impacts on the environment (European Commission,
2011). If waste is to become a resource to be fed back into the economy as a raw material, then much higher priority

needs to be given to re-use and recycling.

Research Results and Discussion

The ambitious goals set by European Union in terms of a binding landfill target to reduce landfill to maximum of 10%
of all waste by 2030, promotion of economic instruments to discourage landfilling and development of concrete measures
to promote re-use and stimulate industrial symbiosis — turning one industry's by-product into another industry's raw
material, means that the long-term investments into landfill infrastructure, including bank loans are to be revised as the
waste amount going to the landfills is to start its decrease. The concept of the circular economy reflects the recognition
that European systems of production and consumption need to be fundamentally transformed to achieve the EU's 2050
vision of 'living well within the limits of our planet' (European Environment Agency, 2016; Government-wide Programme
for a Circular Economy, 2016). The inter-municipal waste management companies, whose main activity is landfilling,
will be the most affected. In order to sustain the economics of the landfills only main two main options exist — either
increase of disposed waste or increase of the disposal fee per ton of waste. First option is totally impossible within the
preconditions set and the second option may result in dramatic increase of fly-tipping. This is the moment when the
authors advise to consider third proposal to be implemented into life. Stimulating industrial symbiosis would not only
allow the landfills to enter the circular economy but also to maintain their financial situation.

Current landfill management scheme foresees that the landfill operation company has an option to sort out all the
valuable fractions: 1) sorted waste from the inhabitant, which comes to the sorting station on the landfill; 2) sorting the
mixed household waste. Besides, a landfill can generate for its internal use or for sale to the industry following resources:
heat and electricity from landfill gas, technical water from leachate, technical compost from mixed household waste, etc.

Systemic and transformative change is what is required. It is reflected in the growing number of case studies analysing
innovative solutions based on new systemic thinking like “cradle to cradle” (McDonough, W., Braungart, M., 2002) and
“industrial symbiosis” (Gibbs, D., 2008). Industrial symbiosis - The core of industrial symbiosis is a shared utilisation of
resources and by-products among industrial actors on a commercial basis through inter-firm recycling linkages. In
industrial symbiosis traditionally separated industries engage in an exchange of materials and energy through shared
facilities (OECD, 2012).

The resources available within a landfill, based on their physical qualities and application are distinguished into 4

categories: a) materials; b) energy; c) services; d) skills.
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Table 1

Classification of resources

Resource Type
Electricity Energy
Heat Energy
Leachate Materials
Technical compost Materials
Secondary resources Materials
Sludge Materials
Internal infrastructure Services
Technical equipment (vehicles) Services

Source: by authors

“Services” and “skills” stand for support resources for example - transportation, available storage space, etc. which
are not used in full by the company and can be shared.
Within this research the authors have developed a model depicting material and energy flows within a landfill,
presented by figure 1, where:
o X1, X2, X, Xn— are the input data, i.e. waste flows that enter waste landfill site (which includes
sorting station and waste pre-treatment centre),
O ¥y1,V..ym— are the output resources that are left so far without appropriate application within
a landfill site,
oz, 72, 7z — industries which may take advantage of y resources and save the consumption of

primary resources.

. SR
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X> > —>
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Fig.1. Energy flows within a Landfill

Source: by authors

It is obvious that in the nearest future landfill sites will have constant decrease of volumes of the disposed waste. A
landfill is a long-term investment and an object of infrastructure that cannot be easily suspended. This is explained by the
fact that even stop of waste disposal does not affect the chemical processes already undergoing in the waste disposal cell.
Although, the authors consider that landfills in Latvia will stay as significant elements of infrastructure for the upcoming
years, and taking into account current tendencies, it is important to transform these facilities, in order to ensure their
sustainability and feasibility into technological parks (Cudecka, N., 2011; Cudecka-Purina, N.,2011). These technological
parks could also include waste recycling facilities for a particular waste stream (i.e. rubber, metal, textiles, etc.), especially
focusing on rare waste streams, so the particular recycling facility could accumulate particular waste stream from the

whole country, or even, including from closer neighbouring countries, in order to increase its efficiency.
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The developed model will allow landfill management company increasing effective management of the resources that
are being developed during its daily operations as well as to move towards circular economy and have an impact on waste
minimization. Such development is also significant in context of regional development, as household waste landfills are
situated in regions, normally in more or less distanced areas from the inhabitants. Although with currently available
financing from EU funds and Norway grants, it is possible to implement the goals set within Regional development
guidelines 2013-2019 (Cabinet of Ministers, 2013). Where one of the goals is increase of local and administrative role in

promotion of entrepreneurship and improvement of business environment in the municipalities.

1. Latvian Landfill Management Companies

Latvian waste management system was not designed using “one fits all” approach, but it allowed municipalities to
choose their desired management and operation, a landfill management company would undertake. All 11 household
waste landfills are municipality owned — each region has an intermunicipal waste management company, operating a
landfill. It has to be stressed that waste management regions in Latvia vary both by financial possibilities and number of
inhabitants. For example there are regions with less than 90 000 inhabitants. As a result of a previous research the authors
have proved that the regions with number of inhabitants below 120 000 are economically ineffective and one of the
possible solutions could be their transformation into technological parks (Broitman, et.al. 2012; Cudecka, N., 2011;
European Environmental Agency, 2009).

Regarding other waste management activities, here the regions start to vary. The authors have analysed all the
operations, undertaken by the landfill management companies and developed following distinctions:

o full cycle landfill management companies;
e landfill management companies engaged only landfilling & education activities;
¢ landfill management companies engaged in landfilling, sorted waste collection and education activities.

For comprehension, “full cycle” includes following activities: education of the inhabitants; waste container park
(including for sorted waste); contracts with private and legal customers; household waste collection; bulky waste
collection; C&D waste collection; green waste collection; hazardous waste collection; sorted waste collection; waste
sorting at sorting stations with further sale of secondary resources; waste transportation (if necessary, using reload
stations); management of all infrastructure elements; waste pre-treatment; landfilling (collecting biogas and production
of electricity and heat). Using systems dynamics approach, it is possible to examine and evaluate the operations performed
by each type of the companies in terms of beneficial and/ or negative impacts.

The most notable difference in the operation of different types of inter-municipality companies is — influence on
“landfilled waste”, as the companies which have only waste landfilling as their main operation, due to decrease of number
of inhabitants and different economic growth from the forecasted in the beginning of the system development, have
limited financial resources for development and are interested in landfilling more waste then preventing it from landfill.
On the other hand, the companies doing full cycle benefit from sales of secondary materials and can invest that profit into
development of the infrastructure.

LMC doing full cycle so far look as having most logical and not interfering elements. On the contrary it is quite
obvious that type of landfill management companies engaged only landfilling & education activities have most
contradictory situation. These landfill management companies are mostly interested in disposing maximum volumes of

waste as it is their only profit generating activity.
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2. Options for Industrial Symbiosis

Circular economy is seen as a new business model expected to lead to a more sustainable development and a
harmonious society (Geng Y., Doberstein, B., 2008; Europesworld, 2014; Lett, L.,A., 2014).

Currently main source of income for any landfill is the landfill fee — paid by waste management companies, bringing
waste for disposal, basing on de facto weight of each waste collection truck. According to regional waste management
plans, it has been foreseen that in order to maintain and upgrade the infrastructure, cover the loans and other expenditures
and as the disposed waste volumes were predicted to be decreasing, the waste disposal fee was forecasted with a
systematic increase.

Within the model, proposed by the authors, industrial symbiosis can be implemented by attracting other industries or
by diversification intermunicipal waste management company’s activities. Overall, successful implementation of
industrial symbiosis will allow the LMC’s to become sustainable and economically viable, and the decrease of disposed
waste volume from over 80% today to 10% in 2030 will become more realistic to achieve. In addition this will have a
direct impact on the society — as the LMC will be able to avoid rapid increase of disposal fee, the fee for waste collection
from the inhabitants will not be influenced from this component in the volume it was planned previously.

When analysing landfill’s by-products from its daily operations and resources that are currently underestimated,

facilities that can be evaluated for establishing industrial symbiosis are presented in Table 2.

Table 2
Industrial symbiosis options
Module NACE Type of activity Required Required
resources construction time
A Al - Crop and animal production, | Farming — pig farms, | landfill’s offered | 1 month to 2 years,
hunting and related service activities | fish and bird farms, | infrastructure, depending on farm
A3 - Fishing and aquaculture mushroom heat, complexity
growrooms electricity
B C16 - Manufacture of wood and of | Timber factories landfill’s offered | 1 day to 6 months,
products of wood and cork, except infrastructure, depending on
furniture; manufacture of articles of heat, facility complexity
straw and plaiting materials electricity,
technical water.
C Al - Crop and animal production, | Greenhouses landfill’s offered | 1 month to 1 year,
hunting and related service activities infrastructure, depending on
heat, facility complexity
electricity,
COa.
D Al - Crop and animal production, | Agriculture — | Technical 1 month to 3 years,
hunting and related service activities | greening works compost, depending on
technical water. facility complexity
E E39 - Remediation activities and other | Sewage sludge landfill’s offered | 2-3 years
waste management services infrastructure,
electricity.
F D35 - Electricity, gas, steam and air | Solar panels, | landfill’s offered | approx. 2 years
conditioning supply windmill generators infrastructure,
connection to the
grid
G 155 - Accommodation, Recreation area with | landfill’s offered | From 1 month to 2
R93 - Sports activities and amusement | educational centre infrastructure, years
and recreation activities remediated area,
electricity,
heat.
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H R93 - Sports activities and amusement | Swimming pool landfill’s offered | 1-2 years
and recreation activities infrastructure,
remediated area,
electricity,

heat.

I E38 - Waste collection, treatment and | Waste sorting factory | landfill’s offered | 1-3 years
disposal activities; materials recovery infrastructure,
electricity,
heat.

Source: by authors

In order to gather the data provided in table 2, the authors assessed different industries and identified types of activities,
or better to say facilities, which would require resources that can be provided by landfill as the primary input resources
into the facilities. This table provides an insight into possible efficient use of landfills resources. It is clearly seen, that
there is a variety of options available for a landfill management company to either engage into industrial symbiosis by

itself or attract other industries, by offering them cost savings on primary resources.

The Figure below illustrates the primary waste and resource flow. Waste is being generated and collected, afterwards
separately collected waste is being sorted and all the secondary resources are being sent back to the industry, the rest

waste flow enters landfill, where it is being processed in the pre-treatment facility and the waste designated for disposal

is being landfilled. ——
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~—_
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Source: by authors

Fig. 1. Flow of the resources within industrial symbiosis

Landfill daily operations generate a range of Resources (R!, ..., RcX), which, within the model, developed by the
authors, are being offered to different modules (in case, Landfill decides to construct modules offered in table 2) or
industries, in case Landfill decides to attract third party to use the resources available (I1, ..., Ix). The Figure shows the
interconnections and flows of the resources when applying industrial symbiosis. Landfill offers resources (R, ... RL))
to the industries (I, ..., Ix), industries can also share the resources among themselves. During production processes the

Industries also have waste (O ..., Oiy; -..; Ok.1, ..., Ok M), which is being sent to the Landfill. Output of industry
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activities, i.e. Product is being sold to the market and the figure illustrates the sales volume (Si.1, ..., Sip; ...; Sk.1, .-,
Sk.p) and profit from sales is being generated (B1,1, ..., Bip; ...; Bk 1, ..., Bxp).

Four balance functions are presented, that will allow landfill management companies to evaluate resources that can
be used for industrial symbiosis and, depending on their volume, will be able to develop a decision making tree for

optimal development strategy.

1. Waste balance

K (1)
= Z 1Qi = Qrw+in+ Qs
i=
Q <R
where:
rw — return waste
fi — for industries
sl — second level
Qrw + in + Qsl <R (2)
2. Electric balance
EflTSf + Z Esecond <E (3)
j=1
3.  Thermal balance
ZK TEfLrst + T TEsecond <B (4)
j=1 i=1
4. Technical water balance
Wfl‘fo + ’ Wsecond <w 5)

j=1 i=1

It has to be evaluated that different types of the resources have different life-cycle. For example, electricity and
heat generation from methane has approximate active lifespan of 30 years and further 10-15 years will be generating
minimum level of resources. This means that a landfill management company has to take into account the status quo of
the landfill and evaluate strategies for long-term, mid-term and short-term development. On the other hand this decrease
of the resources may be compensated by generation of wind power station on the recultivated part of the landfill, which
will be high enough and without high trees, to ensure efficient operation of the generator. All these current resources,
their life-cycle and substitution possibilities have to be taken into account when choosing optimal industries/modules.
Landfill management companies have also to consider possibility of variable structure, depending on seasonal market

requirements.
(6)

'y firse ~T
= Z BT+ Z pfecand
3 f=d =i

where S stands for “Sales” and C — for “Costs”

B—C = AB @)

4B is the source of financing that will be devoted to development and provision of financial stability.
The resource flow assessment presented above is one of the first steps to be undertaken by landfill management
companies. The upcoming transition to circular economy will require high initial costs, but it is already proven that

these costs are paying-off in the long-term.
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Further the authors propose a range of activities that need to be promoted by the municipalities.
In particular, these activities should include:
e arange of seminars with the entrepreneurs of particular region in order to:
o discuss the issues of raw material consumption;
o to identify material flows of the companies;
o to identify the output material and waste flows;
o to map the material and waste flows;
o toidentify the potential industrial connections, i.e. industrial symbiosis cooperation options.
e aclear and comprehensive regional support programme for establishment of industrial symbiosis, especially on
the basis of household waste landfills;
e arange of educational seminars regarding role of entrepreneurship in the circular economy, costs, obstacles and
future benefits of this transition;
e aroadmap for establishment of circular economy on the regional basis.
It has to be stressed, that these activities need to be coordinated and stimulated from the state level, in order to
ensure their consequent, logical and most optimal development and implementation. It is foreseen that until 2018 a
state circular economy working document can be developed. The authors suggest the above-mentioned activities,
alongside with clearly set responsibilities to be included in this document, in order to ensure that the circular

economy transition is ensured evenly across the country.

Conclusions, Proposals, Recommendations

After undertaking an extensive and broad research on the topic of the thesis, the authors have come up with following
summarisation of the results.

1. Waste management is a complex field, involving society, economy and environment. Environment and
entrepreneurship are in a constant conflict situation, which means that a constant seeking for compromise in
order to ensure fulfilment of environmental requirements alongside with provision of company competitiveness
and sustainable development is essential.

2. One of the factors, laying as a basis of present research, is significant concern of inevitable resource scarcity.
With current economic development and constant increase of population it is vital to identify priority resources,
necessary for securement of sustainable development. In this respect shifting to circular economy would allow
keeping current resources for longest possible period within economic cycle.

3. Implementation of industrial symbiosis on a landfill basis allows company to undertake risk diversification,
consequently decreasing it’s current direct dependence from landfilled waste volume.

4. Implementation of the developed model allows landfill management companies, as expensive infrastructure
elements, to ensure sustainable development and retain increase of waste disposal rates.

5. Within this research the authors have developed industrial symbiosis model, which is aimed on effective use of
landfill’s available resources. With development of technological parks, regional development would encourage
improvement of infrastructure and development of new jobs, which altogether will have a positive effect on

improvement of country’s economic ratios.
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The authors have also developed following recommendations:

1. Landfill management companies have to develop current resource balance, in order to identify, which of the
resources possess most potential and which would be best possible application in order to secure its effective
management.

2. Landfill management companies may implement industrial symbiosis in a step by step approach, implementing
one module after another, or starting cooperation with a new industry.

3. In order to implement circular economy on a state and regional level, policy makers together with industry
representatives have to carry out a resource flow assessment, in order to identify maximum number of

industries/facilities, with a potential to implicate in such type of symbiosis.
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NEW CHALLENGES OF INNOVATIVE LEADERSHIP IN A DIGITAL TECHNOLOGIES
ERA

Andris Denins, University of Latvia, Latvia
Kintija Barloti, University of Latvia, Latvia

Abstract. It is widely believed that the use of creative and innovative thinking helps leadership to support the
management process in a modern business oriented organization. Today, the management of organizations is mainly based
on the widespread use of modern information technologies. In these circumstances organizations broader and broader are
using the digital methods and approaches in their management systems. Therefore a leadership style is gradually changing
to the innovative thinking management which crucially distinguished with traditional management skills. Previous
research shows that there is a clear link between an interactive, charismatic, transformational leadership and innovation.
Such kind of leadership focuses on the big picture and allows one to introduce new ideas and challenging energy to the
organization. The purpose of leadership exists and its enormous value will become evident in the next few years when
new information technologies take effect on business globally. That sets the topicality of the chosen research direction.
The present article accounts for the research conducted to investigate new challenges of innovative leadership relating to
management system development on the basis of information technologies. The methodological approach of research was
based on the literature review, the interviews of 182 respondents (mainly top managers of companies) and statistics
(statistic data analysis, mathematic statistics). The main finding was that there is a close correlation between innovative
management and IT based management systems in organizations, and that this affects management performance of

companies. Finally, the authors emphasize the potential for further research on this topic.
Key words: information technologies, innovative management, leadership

JEL code: O31

Introduction

The recent economic developments in business environment have greatly increased the influence of digital methods
in the management style. Thus the traditional management style has changed considerably. As a result of the change many
organizations have come to the conclusion that the previously successful management models do not ensure development
of organizations, therefore there is an objective necessity to introduce an [T-system based management. There are several
reasons for implementation of the new management system which meets the needs of the specific organization and
environment, and it is based on innovative technologies:

1)  The intensity of change is increasing.

2)  The share of intellectual and innovative staff is increasing.

3) Digital management techniques are increasingly used in day-to-day management.

4)  Customers' expectations for innovative and unique products are growing, and others.

The intensity of management changes in organizations is steadily rising, and the reason for it is the rapid globalization
of information, fast development of social networks and other modern communication means, the emergence of
innovative solutions in today's working environment, for example, skype meetings, twitter, various data bases and others.

Along with globalization of information the number of globally available products and services and innovative

solutions increase. The clients have the opportunity to take active part in the creation of innovative solutions and the result
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is the change in the external and internal environment of the organization. Acceptance and implementation of these new
changes in the organization's everyday life is the capability of the company managers to become the real innovation
leaders, and it requires new and innovative solutions in the organization management itself.

The objective of the study, the results of which have been revealed in this article is to understand the impact and
amount of the innovative challenges created by the impact of information technology on the modern style of management
in Latvian enterprises.

The following tasks were set for reaching the objective:

1. To determine the effect of the general application of digital technologies on the innovative management style in
organizations,

2. To analyse and evaluate various forms of influence of information technologies on the internal and external
environment of organizations.

The study used the following methods:

1. Comparative analysis of literature review.

2. Results of the questioning and interviewing of medium and top level managers. The authors consider that the
Interviews give insights into peculiarities and problems that the leaders encounter managing the business and the work of
the employees under the rapid development of information technology. The expert interviews were performed in the first
quarter of 2017. All of them were conducted in the presence or by phone introducing the questions that were later sent
electronically. A total of 182 experts were interviewed, of which 102 actually participated and responded in the survey.

The object of the study — innovative management style.

In the study, the authors analyse the new challenges of innovative leadership style that is caused by the management
of an information technology based company.

The article outline:

1.  List of literature,

2. Methodology,

3. Validity and reliability of the achieved results,

4.  Summary, main findings, conclusions and suggestions.

The study uses special literature, publications and the authors’ collected survey data on the impact of information

technologies on innovative management styles in organizations.

Research Results and Discussion

The Significance of The Impact of Digital Technologies on The Style of Innovative
Leadership In The Modern Market Competition.

The term “innovative management” takes an increasingly important role in the management processes of various
companies and organizations. The companies shall be innovative in order to be able to survive in the current competitive
markets. The competition created by globalization does not withstand those companies whose management does not
understand the importance of being innovative. Therefore it is important that the leader of the organization as the central
management body shall realize the significant impact of innovations on the development of the company. Leadership and
management is a process, where an individual influences a group of individuals to achieve a common goal [4]. The term
“innovative leadership” or innovation-oriented management style involves in itself many aspects of company
management and development. An innovative leader, regardless of the fact, whether he represents the highest, middle or
lower level management, specifically leads the organization to an innovative goal [5]. In big international organizations

usually the company’s board chairman fulfils the role of the innovative leader, and he leads the organization to the
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achievement of the strategic long-term goals. In turn, the leader of a small company would usually realize most of the top
management functions.

Following the study of Euroconsult, where a group of 400 leaders were interviewed, 52 of them recognized autonomy,
discretion and responsibility, as an innovation-enhancing factor, staff recruitment and motivation (48), financial support
(48), management support (36), creation of small project-oriented teams (27), a successful set of competencies (27),
successful management of innovation process (27), good customer relationship (21) [1]. This is in favour of companies
with an innovative leadership style, creativity, knowledge support and innovative approach to information that constitutes
a strong economic growth boost, favouring development in today's global world.

Innovative management is the key to the future of the organization. People who work for the company always have
innovative ideas and suggestions for improving products. These proposals shall receive innovative status and be
implemented in real life and services, but there must be an organized company's internal environment so that these
proposals could receive innovative status and be implemented in real life.

By definition, innovative projects are projects that contain elements of originality, novelty and enhancement, and are
important for the competitiveness of the product [1].

In addition to the leadership of the company, the managers control the exact execution of tasks that may be slightly
adjusted due to changes in the external market conditions. However, there is a tendency to maintain a constant internal
environment for as long as possible so that everybody might feel as comfortable as possible. Without a leader, the

company is not able to follow new and up-to-date market trends [3].

An Analysis of The Opinions Expressed In The Respondents' Interviews.

The purpose of the interviews — to find out professional managers' understanding of innovative leadership styles. 182
persons were interviewed and they were asked the same 16 questions about the impact of information technology on the
management style of an innovative leader. The respondents were selected by the principle:-middle and top managers. The
authors of the article reviewed 7 most essential questions out of the 16 questions that were asked in the survey. The first
question was asked to find out the opinion of respondents what in general an innovative style of management meant. 87%
of the respondents answered that they knew the meaning of the innovative management style. However one can conclude

that 13% of the interviewed leaders were not convinced of what was an innovative management style (Figure 1).

13%

87%

M Yes, | know what mean innovative leadership No, | do not know what mean innovative leadership

Source: based on author’s research

Figure 1. % of respondents who know that is an innovative management style
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There is a much more uniformed opinion when the questions concern the assessment of whether information
technology development affects the style of innovative leadership. According to the results of the respondents' survey, it
can be concluded that 98% of the medium and top managers mention that the innovative management style is directly
affected by the information technology development, 2% note the absence of this influence (Figure 2). An innovative and
strong leader has got one of the main roles when focusing on the goal and managing innovation in various business
processes. Innovations, as the commercialization of creativity, give the main impetus to achieve the business goals and

excellence in competitiveness [2].

2%

98%
B Information technologies affects the management style

No, information technologies does not affects the management style

Source: based on author’s research

Figure 2. The impact of info technology development on the innovative management style

In order to find out how personnel management processes integrate contemporary modern technologies, the authors’
survey detected that the majority of the respondents (87%) were convinced that personnel management was increasingly

involved in information technology (Figure 3).

87%

B Information technologies are increasingly involved in human resources management

Information technologies are not increasingly involved in human resources management

Source: based on author’s research

Figure 3. Personnel management is increasingly involved in information technology
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It can be deduced from the information obtained that interactive surveys, social networking and digital marketing
opportunities for recruiting and surveying are increasingly important in the selection of staff. Personnel selection
professionals must have common goals and vision with the organization’s future plans. Personnel selection is the task of
forecasting the future development of a company, where with the help of different programs and surveys one can judge
the potential employee's growth abilities and suitability. Education and experience are not decisive for the new employee
to be accepted into the team.

The next question in the survey -: “Employee productivity is increasing as a result of information technology”. The
majority of the responders— 90% answered positively. A considerably smaller number of responders answered that the

employee productivity was not affected by information technology (Figure 4).

10%

90%
B The impact of information technology increases employee productivity ( % )

The impact of information technology does not increases employee productivity ( %)

Source: based on author’s research
Figure 4. Employee productivity is increasing as a result of information technology
The next question that the responders had to answer was about the fact whether the introduction of innovations in the
company was related to the development of information technology.
The majority of the responders— 79% aftirmed that the productivity of information technology was on the rise. Part of
responders — 21% were convinced that the productivity of employees did not grow under the influence of information

technology (Figure 5).

B The introduction of innovations in the company is related to the development of information
technologies

The introduction of innovations in the company is not related to the development of
infarmatinn technnlngiec

Source: based on author’s research

Figure 5. The introduction of innovations in the company is related to the development of information
technologies
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Many of the new available informational technologies are affected by the rapid breakthrough experiencing several
useful opportunities for businesses. Virtual reality, case internet, cloud computing, 3D print and other technologies are
among them. It is positive that these new technological possibilities improve, increase security and activates the

introduction of various innovations in enterprises.

M Increasing access to information useful innovation resources
Does not increasing access to information useful innovation resources

m Does not know

Source: based on author’s research

Figure 6. Increasing access to information useful innovation resources

In the authors' survey, respondents were asked to answer the question whether the availability of information for useful
innovation resources was increasing. 80% of all responders assured that the availability of such information for innovation
resources was increasing, 18% - that it was not increasing and 2% or 2 responders could not answer to the question clearly

(Figure 6).

Conclusion
From the results of the survey the authors concluded that very fast development of information technologies Imposes
an obligation on the leaders of the organizations to change the management style substantially — switch to the so-called
“innovative management style”. However, at the same time, the results of the study confirm that only approximately 15%
of the company leaders, managers have got a proper notion of it. It influences the development of enterprises and increases

their competitiveness.

Proposals
1. The company owners should increase the essential requirements to the top level managers for their IT knowledge.
2. Management personnel of state, municipal and private sector organizations should considerably increase the
knowledge about IT capabilities in management processes.
To include a course in management study program “Innovative management” in the higher education institutions.

4. Organizations shall take care on the proper provision of the programs for implementation of innovative management.
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UNDERSTANDING THE ESSENCE OF ALTERNATIVE FINANCE: THEORETICAL
ASPECTS

Alina Dibrova, University of Latvia, Latvia

Abstract. While playing a key role in the economic system, financial markets are subject to constant development. In
recent conditions of global economic crisis accompanied by historically low GDP growth and challenges in potential
growth, financial market counterparties were placed in rather unfavourable conditions of profound risks, expanding
regulatory requirements and turbid profit perspectives. Such conditions became a greenhouse for innovations accelerating
the emergence of various alternative finance opportunities, which were believed to solve or at least mitigate the pressure

of the topical problems of access to finance and overall lack of investments.

The research aim of this paper is to suggest a fundamental understanding of what the term alternative finance
represents by developing a systematisation of alternative finance providers which could be taken as a basis for further
research in this area. To reach the set goal, a number of top publications by leading experts and professional organisations
will be acknowledged, highlighting the organisational criteria and main characteristics of alternative channels for raising
both funding or credit resources. Through the work, the author will use the monographic method, the method of economic

analysis and the method of graphic visualisation.

Developing a consensus view on what the term alternative finance constitutes could have an important role in further
academic research as well as provide a certain support to the on-going development of alternative finance regulation by
providing a decent input in the practical sense. The results of the presented work state that despite the belief that the
alternative investment market is poorly understood, the research done up to now allows us to move to the next step and

promote the development of a detailed market structure classification and analysis.
Key words: alternative financing, financial markets, market development.

JEL code: O17, 016, G2

Introduction

While playing a crucial role in the formation of a solid financial system, financial institutions are believed to be fragile
entities, which due to their salient systemic interlinkage might acknowledge the financial stability and liquidity of their
partners and competitors much more than it is generally believed. For instance Claessens and Kose suggest that since
operating with highly leveraged balance sheet banking and other similar forms of finance intermediation can be precarious
undertakings, especially knowing the roles financial institutions play in maturity transformation and creation of liquidity.
Fragility makes coordination, or lack thereof, a major challenge in financial markets. (Claessens S., Kose M.A., 2013).
These fragilities have been broadly recognised, suggesting markets, institutions and policy makers to develop various
coping mechanisms (Dewatripont, Tirole, 1994). Developed financial markets, when function properly, allow the transfer
of resources from savers to investors, and contribute to making the economy more robust to shocks by enabling risks to
be allocated appropriately (Chami R., et al 2009). On the global level, financial markets ask for a supervisory and
regulatory support - these mechanisms are needed in order to support financial markets and supervise risks caused by the
activity of stakeholders. Still there is no right way to ensure stability - when poorly designed or weakly implemented

regulation as well as safety measures can increase the likelihood as well as the severity of potential financial crises
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(Claessens S., Kose M.A., 2013). It is believed that even the support provided by the public sector, which often is seen as

a potential rescuer, can also have distortionary effects (Barth et all, 2006).

The conviction that developed financial markets, which in current view include alternative financing as well, bring
positive effects on overall economic growth can be traced through the literature studies up to Schumpeter (1911), who
admitted a vibrant financial sector as critical to capital allocation and economic growth. On the other hand less optimistic
understanding can be found, especially if the financial growth of the past 20 years is analysed — Greenwood and
Scharfstein (2013) in their work dedicated to the growth of finance presented a comprehensive literature analysis
highlighting a diversity of opinions stating that the period of recent growth has come with a puzzling increase in the cost
of financial intermediation, questioning the real economic benefit (Philippon, 2012). Regardless of the diversity of
opinions presented in the literature there is one common moment highlighting the recent development of financial markets
—alternative or non-bank financial markets the emergence of which brought an entirely new type of uncertainty for both
financial market participants and regulatory bodies. Alternative financing possibilities, unlike many derivatives seen in
the markets which are often used in speculative needs, were announced to meet the demand of real sector — supporting
the access to finance by enterprises, suggesting the realisation of projects with added economic, innovative and social
value. Fair to note, that the use of alternative financial instruments significantly gained in popularity and, depending on

country specifics, in certain cases managed to become a visible market player.

In spite of gaining recognition among both — potential users of alternative finance channels as well as alternative
finance providers and regulators, the terms alternative finance still lacks certain clarity and systematisation. On the one
hand, since this form of financing hits new highs every year systematisation and classification might be seen as something
unnecessary or burdensome. On the other hand, unclarity, complexity and lack of transparency are the reasons why
traditional financial markets including funds, strictly regulated banking sector, and complex derivative instruments
decoupled the real economy from the financial sector. It can be argued that the absence of systemised approach and lack
of regulation are reasons why alternative financing possibilities became so popular; nonetheless, the lack of union
understanding of alternative finance providers and alternative finance or non-bank institutions leaves space for
misinterpretation, supporting misleading choice and therefore might trigger fraud and poor risk management. Other
important aspects are interconnectedness and interdependence of financial markets which play an important role in risk
mitigation and prevention of risk transmission and systemic shock. The open question is if and to what extent alternative
finance can influence the smooth operation of traditional finance markets, which in certain case rely on heavy support
from the public sector, for instance during bailout procedures and through deposit guarantee schemes. The aim of this
research is to develop existing classification of alternative financing possibilities by supporting the discussion of existing
alternative or non-bank financial sector terminology. The study will try to complement a fundamental understanding of
what the terms alternative finance and alternative financing represent. This will be done by suggesting a union chart
summarising the known alternative financing possibilities — financing opportunities such as crowdfunding or business
angels the financial activity of which has often been referred to as potential financing source of European Small and
middle enterprises (SMEs). The core research question is a classification of the alternative finance market. Through the

work, the monographic method, the method of economic analysis and the method of graphical visualisation will be used.

Financial markets are defined as markets for the sale and purchase of stocks (shares), bonds, bills of exchange,
commodities, futures and options, foreign currency, etc., which work as exchanges for capital and credit bringing together
and supporting the development of diverse participants starting from individuals and up to various financial institutions
where banks probably are the most well-known (Business Dictionary, 2016). It is the intention that, while supplementing
the rapidly growing literature on alternative finance, this paper will contribute to the development of the classification of

alternative finance. The remainder of the paper is organized as follows. Section 1 will discuss the existing terminology
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and its drawbacks as well as face common interpretation of alternative finance market and possibilities. Second section
will suggest additional classification of alternative finance providers welcoming the research question of the paper and
suggesting future development of union understanding of alternative or non-bank financing possibilities. Finally, the main

findings of the paper and suggestions of possible studies will be highlighted.

1. Alternative, shadow banking and non-bank finance — appropriateness of terminology

Certain stagnation in traditional banking, natural development of financial markets supported by technological
innovations can be seen as the main factors supporting the emergence of alternative finance in the broad meaning of the
term. Alternative financial market representing non-traditional financial institutions, comparably new and therefore
alternative groups of investors as well as new financial products developed as an alternative to the traditional ones. These
changes raise a number of questions including the union definition and regulation, possible supervision mechanism and
their interlineate with traditional financial markets. Fair to note, an important characteristic of the alternative financial
market era is a new generation of potential users — keen buyers of high tech and ardent consumers of luxury goods. For
traditional banking, which, in light of the financial crisis and regulatory tightening became increasingly risk averse,
entrepreneurs with little or no decent collateral or those chasing a dream of excessive profitability trigger more concern
than willingness to cooperate. At the same time, traditionally available risk-oriented instruments such as collateralized
debt obligations and a vast number of derivatives in most of the cases stand out of reach of the investment activity that
the average citizen can develop. As it was merrily discussed in The European Alternative Finance Benchmarking Report,
conducted by Cambridge University back in 2015, since the global financial crisis, alternative finance — which in scope
of the report includes financial instruments and distributive channels that emerge outside of the traditional financial
system — has thrived in the US, the UK and continental Europe. In order to reach the set goal of the paper and develop a
systematisation of alternative finance providers first thing to do is to acknowledge official definitions and existing
literature readings. When speaking about alternative finance, the definition seems to become the first challenge. In order
to reach the set goal of the paper, the 1% sub-part will focus on the analysis of existing terminology providing a brief
summary and existing classification mainly discussing non-bank related finance. In the traditional banking system,
intermediation between savers and borrowers occurs in a single entity. Savers entrust their funds to banks in the form of
deposits, which banks use to fund loans to borrowers. Savers furthermore own the equity and long term debt issuance of
the banks. In case of shadow banking financial organisation is different. Moreover, an open question of key difference

separating shadow banking and non-banking financial is still rather vague.

At the 2011 Summit meeting in Cannes, the G20 address the shadow banking system as the financial system that
extends credit but is outside the regular banking sector (FSB, 2013). Financial Stability Board back in 2011 explained the
“shadow banking system” as credit intermediation involving entities and activities outside the regular banking system.
Literature suggests the shadow banking system to be a web of specialized financial institutions that channel funding from
savers to investors through a range of securitization and secured funding techniques. While shadow banks conduct credit
and maturity transformation similar to traditional banks, shadow banks do so without direct and explicit public sources
of liquidity and tail risk insurance (Adrian, T., Ashcraft. A.B., 2012). Shadow banks perform credit intermediation
services, but typically without access to public credit and liquidity backstops. Instead, shadow banks rely on privately
issued enhancements. Such enhancements are generally provided in the form of liquidity or credit put options. Like
traditional banks, shadow banks perform credit, maturity and liquidity transformation (Adrian, T., Ashcraft. A.B., 2012).
Referring to Greenwood and Scharfstein (2013), while greater access to credit has arguably improved the ability of
households to smooth consumption, it has also made it easier for many households to overinvest in housing and consume

in excess of sustainable levels. This increase in credit was facilitated by the growth of shadow banking, whereby many
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different types of non-bank financial entities performed some of the essential functions of traditional banking, but in a
less-stable way. The financial crisis that erupted late in 2007 and proved so costly to the economy can therefore be largely
evaluated as a crisis in shadow banking. Since a comprehensive system explaining shadow banking was presented by

Pozsar already 2008 in Shadow Banking System, this type of financial intermediary will not be further discussed.

As to the non-bank sector, the existing framework is rather irregular. The World Bank suggests the following
definition: a non-bank financial institution is a financial institution that does not have a full banking license and cannot
accept deposits from the public. While highlighting the main characteristics of non-banks, the World Bank admits non-
bank financial institutions to facilitate alternative financial services, such as investment (both collective and individual),
risk pooling, financial consulting, brokering, money transmission, and check cashing. Above all, non-bank financial
institutions are seen as a source of consumer credit (along with licensed banks). Examples of non-bank financial
institutions include insurance firms, venture capitalists, currency exchanges, some microloan organizations, and pawn
shops. These non-bank financial institutions provide services that are not necessarily suited to banks, serve as competition
to banks and specialize in sectors or groups. Interesting to note, that due to recent developments as well as the lack of a
union approach, the term non-bank institutions might be evaluated from a slightly different perspective. Here, for instance,
the view of the European Central Bank (ECB) could be mentioned which uses the term of non-monetary financial
institutions. ECB developed the following classification dividing financial intermediaries into two main subgroups:
monetary financial institutions, where ECB and national central banks as well deposit taking institutions and money
market funds are grouped and non-monetary financial institutions representing non-money market investment funds,
insurance corporations and pension funds (ECB, 2016). For a handier visualisation the main aspects of shadow banking,

non-monetary institutions and non-bank financial institutions are summarised in a Table 1.

Table 1.
Shadow banking, non-monetary institution and non-bank financial institution comparison
Shadow banking institutions Non-monetary financial Non-bank financial
institutions institutions
Overall A web of specialized financial | Financial intermediaries. A financial institution that does
explanation | institutions; not have a full banking license
Financial system extending and cannot accept deposits
credit but being outside the from the public.
regular banking sector.
Forms The financial institutions | Broad measure: all financial | Non- bank financial institutions
included and segments of the financial | intermediaries except banks and | include  insurance  firms,
sector including finance | insurance  corporations and | venture capitalists, currency
companies, money market funds, | pension fund (ICPFs). exchanges, microloan
some hedge funds, special- | Narrow measure: includes only | Organizations, and pawn shops.
purpose  vehicles and other | jnyestment funds, money market
vehicles that are involved in | finds (MMFs) and financial
various  activities related to | yehicle corporations (FVCs).
securitisation.

Source: author’s summary based on literature overview, including the FSB, the ECB and the World Bank sources
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Table 1 supports discussion of what are the criteria set for classification and what characteristics divide shadow
banking institutions and non-monetary financial institutions and how ones should be treated from the legislative and
supervisory point of view. Important to note that in its Report on financial structure, the ECB presents a reference to the
definition used by the Financial Stability Board (FSB) suggesting parity for terms shadow-banking and non-bank financial
sector. The report states that using the Financial Stability Board's definition of the non-bank financial sector, or so-called
“shadow banking” sector, an initial measure has been constructed using the European System of Accounts (ESA) sector
classifications of non-bank financial intermediaries (ECB, 2016). Despite the ongoing uncertainty of terminology, there
are certain attempts to develop a statistical database for alterative market which will definitely support further research
and analysis. Moreover, the availability of quantitative data might also put an end to the floating understanding of the
topic and bring a unified qualification of alternative investment. So far, the question whether shadow banking and non-
financial institution are equal terms remains. Fair to note that since professional financial terminology has proved to be

concrete and precise synonyms are not be advisable.

As to the monetary financial institutions, due to the developed regulative and supervisory base no question arise.

Figure 1 mirrors the qualification of monetary financial institutions suggested by ECB.

VRN

Monetary financial institutions
N
/]\ 7~ N\

Deposit taking corporations
Central bank except the central banks

N N N

=N

Money market funds (MMFs)

Source: author’s construction based on ECB Economic Bulletin, Issue 4 /2016 — Article 1

Fig. 1. Monetary financial institutions

At the same time, the ECB presents a comprehensive summary of what non-monetary financial institutions are,
presented in figure 2. At this point, a clear division between institutions and financing mechanism is needed. While
respecting the ECB vision on non-monetary financial institutions one might ask if crowdfunding platforms for example,
should not be included in the chart, and if so, then should not the system of alternative financing possibilities be visible
in the chart developed by the ECB. Financial dictionary suggests financial institution to be an organization, which may
be either for-profit or non-profit, that takes money from clients and places it in any of a variety of investment vehicles for
the benefit of both the client and the organization, covering both, depository and non-depository institution (Financial

dictionary, 2017).
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Fig.2. Non- monetary financial institutions

While this comprehensive summary provides a broad system of non-monetary financial institutions one can argue that
it is not complete. While studying the existing classification such alternative financing possibilities like crowdfunding,
business angels or friends-fools and family 3F will not fit in any of the provided subgroups. Fair to note that these
possibilities of attracting finance (and therefore the possibility of alternative investment) are at the same time well
acknowledged by the European Commission, especially in terms of financing small and medium-sized enterprises. The
European Commission admitted loans and guarantees, venture capital, business angels, growth stock markets, and
crowdfunding to be potentially useful sources to address and ease the difficulty of small and medium-sized enterprises to
access finance — companies representing over 99% of businesses in the EU and therefore crucial to support their growth
and innovation (European Commission, 2017). The question of whether a vast list of alternative currencies including
cryptocurrencies can be added and treated as an alternative way of financing is still open, mainly due to its highly
speculative and in certain cases illegal character. Nonetheless, as long as there remain possibilities to purchase or
exchange goods with cryptocurrency intermediation, there is no bold argument why this group of alternative market

representatives should not be included in alternative market analysis.
Based on the implemented literature study, it can be suggested to identify three main aspects.

Alternative finance institutions — where those, not covered by a centralised supervision and regulatory requirements
should be analysed. Here both shadow banking and nonbank financial institutions could be evaluated, especially since

some definitions suggest a rather narrow difference between those.

Alternative investment possibilities — discussing various and less traditional investment possibilities, for instance

specific funds which may or may not fall under centralised supervision;
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Alternative finance resource providers which could cover institution level as well as separate investors or, large

institutional scale and small and medium targeted resource providers.

Keeping the set target of the paper, the second part of the study will suggest a systematisation of alternative finance
resource providers, which are broadly admitted to be an important source of financing for entrepreneurs and small and

medium-sized enterprises.

2. Organization chart of alternative finance providers: Business angels, crowdfunding and others
Among others, the European Commission in its Communication of 2011 recognised that Europe’s economic success
depends largely on the growth of small and medium-sized enterprises (SMEs) pointing their difficulty to access finance
as the main obstacle to growth. Banks and other financial institutions were encouraged to provide clients with information
about alternative financial instruments and actively support networks of mentors, advisors and business angels. Even
more — back in 2011 the European Investment Bank (EIB) group had increased its Risk Capital Mandate to €5 billion and
extended the scope to include co-investing with business angels (European Commission, 2011). The overall intention to
raise awareness among SMEs and entrepreneurs about the possibilities of raising the needed capital via non-bank channels
is reasonable. Moreover, respecting the different experience and education level of European entrepreneurs the
encouragement for banks to share information about alternative financial instruments and supporting of mentors seems
grounded. At the same time, the questions of how to group the alternative financing possibilities and what aspects of
alternative finance providers are leading should be answered. Furthermore, the resource capacity of so-called alternative
finance providers must be presented. Among those, business angels, crowdfunding and venture capital provided

possibilities seem to be most acknowledged.

The Business Angel movement reached a size of 5.543 billion euros of investment in 2013, claimed to represent the
biggest share of the early stage investment market in Europe — in other words, forming 73% of early stage investment —
this type of alternative financing cannot be neglected (Dibrova. A, 2015). Crowdfunding, which usually refers to public
online calls to contribute finance to specific projects, is also one of the emerging alternative forms of financing that
connects those who can give, lend or invest money directly with those who need financing for a specific project (European
Commission, 2017). Such a system that would cover this part of financial market covering both traditional, regulated

sector and alternative financing possibilities seems to be absent.

To complement the development of systematisation of alternative finance market and reach the set goal of the paper,
figure 3 suggests a possible structure of alternative finance possibilities which up to now have not been analysed along
with the non-monetary financial institutions. While crowdfunding and business angels more represent the organisation of
potential investment access or way of investment rather than an institution, in order to reach the goal of the European
Commission and ease access to finance for small and middle enterprises as well as entrepreneurs, without a simple and
transparent structure, they risk to remain as far from the “users” as traditional financial instruments, causing confusion

more than providing support.
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Fig. 3. Non- monetary financial institutions

It can be suggested to complement the existing systematisation of financial markets and non-monetary

institutions with a chart mirroring those alternative finance possibilities which target the root problems of attracting

finance — individuals, small companies and those for whom the access to broad and regulated financial markets for some

reason is not suitable. This is the very first attempt to classify the alternative financing possibilities from the perspective

of market organisation and target audience — those who might be especially interested in gaining financial resources via

alternative financing vehicles which, even though broadly admitted, have not developed a regulatory base and accepted

interlinkage with traditional financial markets. Above all, this attempt suggests that the widely used argument that the

alternative finance market is weakly understood in light of its wide popularity loses value.

Conclusions, Proposals, Recommendations
Despite the proven awareness of regulators regarding the alternative or non-bank financial market, a union
classification system still has not been developed leaving space for misleading interpretations.

The variation in terminology used by the institutions covered in the analysis implies a high possibility of risk

transition and therefore is not optimal for sound development of cross-border investment.

Clear criteria of alternative finance providers and alternative finance institutions are needed, which asks for

sequent steps from a supervisory perspective.

A suggested option is to organise alternative finance providers depending on their activity and target audience of

investors.

Since the development of alternative finance market and preferable instruments varies, the development of top-

down supranational regulation can be advised.

The classification of non-monetary financial institutions should also include such alternative financing

possibilities as crowdfunding, peer-to peer lending and business angel investment, as the activities of these
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resource providers meets the definition of institution, therefore allowing to treat them as a subtype of financial

institution.
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Abstract. We propose an end-to-end vehicle type and licence plate localisation and recognition system, based on a
combination of existing methods, modifications to neural network architecture and improvements in the training process,
resulting in high accuracy licence plate localization and recognition with minimal post-processing.

The proposed system was trained and tested on a custom data set of 17000 manually labeled images, containing in
total 19000 license plates, 18300 motorcars, 1414 trucks, 722 ambulances, 492 motorbikes, 45 trailers, 26 police
motorcars, 15 firetrucks and 6 other operative cars. Additional transformations such as added noise, zoom and rotation
were used to generate more images.

The methods and tools used include FCN, transfer learning, Feature Extraction Maxout CNN, Recurrent LSTM
networks, Tensorflow etc.

The resulting system is capable of localizing multiple types of vehicles (including motorcycles) as well as their
licence plates. The achieved precision of the localisation is 99.5%. The whole number recognition accuracy is 96.7% and
character level recognition accuracy is 98.8%. An end-to-end test for a single image took 0.2 seconds on a GPU and 8§

seconds on a single core CPU.

Key words: FCM, LSTM, License plate localization, license plate segmentation,

JEL code: C45, C60

Introduction

The existing and estimated increase of people and number of vehicles on the roads leads to increase in traffic intensity.
This increase reinforces the need for automation of traffic monitoring means including automatic and accurate number
plate recognition systems. If the licence plate recognition is used to detect traffic offenders, it is useful to simultaneously
detect the type of the vehicle, since the traffic regulations might be different for trucks, ambulance and police vehicles.
The detection of vehicle types and recognition of number plates both can be addressed noninvasively by the use of cameras
and computer vision approaches, eliminating the need for other sensors.

In the last few years the field of computer vision has experienced a significant advancements thanks to combination
of big data, increasing availability of computation power and deep learning methods. These advances allows one to create
more accurate camera based object recognition systems than was possible only few years ago. However, in order to
compare the results, existing state-of-the-art deep learning methods are usually trained and compared on a widely known
and general datasets. Therefore, a successful use of deep learning on specific real-world problems, such as license plate
localisation and recognition, requires additional research which is offered in current paper.

The paper first introduces the related work, and then proposes the system with these main parts:

The localisation of vehicles and license plates, which is accomplished by FCN. Fast training of localisation and

classification network was achieved by the application of transfer learning.
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For the recognition the localised license plate is divided into smaller regions using sliding window approach and those
regions are processed by a character reader neural network consisting of customized Feature Extraction Maxout CNN and
a Recurrent LSTM network.

System implementation, training and testing was done using Python language and Tensorflow framework. The base
training data was acquired from real life radar cameras angled downwards. In order to acquire an even larger labeled data
set to improve the robustness of supervised machine learning and resulting localisation and recognition system, a custom
image augmentation system was developed for generating additional training images, adjusting the lighting, rotation,
zoom levels, blurring and noise levels. An end-to-end test for a single image took 0.2 seconds on a GPU and 8 seconds
on a single core CPU.

Finally the results are described, which include the capability to localize motorcycles, motorcars, trucks etc. as well
as their licence plates. The achieved precision of the localisation is 99.5%, the whole number recognition accuracy is

96.7% and character level recognition accuracy is 98.8%.

Related Work

Convolutional neural networks are the basic component of state-of-the-art approaches in several computer vision tasks
including object detection. This is demonstrated by the results of the annual ImageNET challenge ILSVRC (Russakovsky
O. et al,, 2015). For the last few years, all winning approaches in image classification and object localization categories
are deep learning approaches. Example winning localization methods include OverFeat (Sermanet P. et al. 2013), very
deep convolutional networks (VGG) proposed by (Simonyan K. & Zisserman A., 2014) and ResNet (He K. et al., 2016)
based Faster R-CNN (Regions with Convolutional Neural Network Features) proposed in (Ren S. et al., 2015). Other
state-of-the-art object detection methods include You Only Look Once (YOLO9000) by (Redmon J. & Farhadi A., 2016)
and Single Shot MultiBox Detector (SSD) by (Liu W. et al., 2016).

Even before the success in the ImageNET challenges, the CNNs were researched for the use in object detection. In
(Grangier D. et al., 2009) and (Farabet C. et al., 2012) a CNN was used for scene parsing of the image, also called semantic
segmentation or full scene labeling. The semantic segmentation tries to determine class of each pixel in the image, and
this information is more than is needed for simple localization of objects. However, this additional information may help
to improve the accuracy. In our approach we used modern CNN based semantic segmentation approach described in
(Shelhamer E. et al., 2017). The essential part of the paper was the use of a modification of CNN called Fully
Convolutional Network (FCN). While the CNN consists of convolutional layers followed by fully connected layers, the
FCN does not have the fully connected layers. Therefore, when the input of FCN is an image, the output is also an image.
In the concrete example, the output image of FCN is the result of semantic segmentation.

The recognition of localized license plates proposed in this paper is mostly based on the approach in (Li H. & Shen
C., 2016). We use the same main workflow with CNN and a Recurrent Neural Network (RNN). Such networks have
internal memories, so their outputs are affected not only by the current inputs but also by the previous inputs. This property
makes RNNs particularly suitable for use on sequential data. For example, RNNs have achieved great results on speech
recognition (Hannun A. et al., 2014) and image captioning (Xu K. et al., 2015). In (Li H. & Shen C., 2016) a CNN is used
to acquire sequence of features corresponding to reading license plate from left to right. In this paper we further extended
the functionality of this approach, inspired by papers (He P. et al., 2016) and (Shelhamer E. et al., 2017). The specific
feature acquiring CNN used in current work is a maxout CNN (Goodfellow I. J. et al., 2013). Such networks have been
proved to extract useful features from texts in images in (Jaderberg M. et al., 2014). The architecture of maxout CNN

from (He P. et al., 2016) had to be modified to best fit our exact problem. The specific type of RNN used for sequence
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reading in (Li H. & Shen C., 2016) and in the current paper is the Long Short-Term Memory (LSTM) proposed in
(Hochreiter S., & Schmidhuber J., 1997). It is known for its ability of dealing with RNN training problems - vanishing

and exploding gradients.

The Proposed System

The overview of the system is shown in figure 1. The system consists of two main parts - localization and recognition.
The localization of the number plates as well as localisation of few classes of vehicles is carried out by a Fully
Convolutional Network. The location in the image that corresponds to the number plate is further processed by a

recognition system that is based on a combination of Maxout CNN and Long Short-Term Memory networks.

localization
FCN

recognition license

Maxoul CNN + LSTM number

vehicle type

Fig. 1. System for localisation and recognition of number plates and determination of vehicle type

1. Localization

We trained a system that is able to localize multiple types of vehicles (including motorcycles) and license plates. The
system is based on a VGG FCN-8s architecture described in (Shelhamer E. et al., 2017). The classification network
VGGL16 is converted to FCN by discarding the final classification layer of VGG and by converting the fully connected
layers to convolutional layers. In addition, a skip connections are added in the network, so the final layer can be fused
with the information from lower layers for finer segmentation detail. The architecture is shown in figure 2. The outputs
from three layers are combined in order to get the segmented image, which in current example have pixels of three classes
- background (white), motorcar (gray) and number plate (black).

The training dataset for localization network consisted of 17000 images, that were manually labeled for this research.
Dataset consisted of 19000 license plates, 18300 motorcars, 1414 trucks, 722 ambulances, 492 motorbikes, 45 trailers, 26
police motorcars, 15 firetrucks and 6 other operative cars. The dataset was divided into two groups. In the first group we
had 2500 images of size 3480x 5180 with 4203 segmented license plates, 4831 motorcars, 480 trucks, 416 motorbikes,
242 ambulances, 45 trailers, 26 police motorcars, 15 firetrucks and 6 other operative cars. The second group consisted of
14902 segmented license plate numbers. We began by training the network only on the first group. In order to continue
training with another set, we created an Annotator. This Annotator trains the network on the first group of images and
then predicts car type segments for the second group, while preserving the human labeled license plate segments of the
second group for the further training. With this technique we were able to train on both image groups together and achieve
good results for both the license plate and car type segmentation. From this point we understood that we’ll be able to
localize license plates, trucks, ambulances and motorbikes, but were not so sure about all other classes with few training

examples.
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Fig. 2. Fully Convolutional network for semantic segmentation

Our tests showed that we are able to successfully segment motorcars, trucks, ambulances and motorcycles with high
reliability. Three examples of the test dataset can be seen in figure 3. The related results in the same figure have minimal
post-processing such as drawing a rectangle around license plate region based on the assumption, that the license plate is
rectangular. The vehicle type segmentation may result in a connected region that consists of several subregions of different
vehicle types. The type that occupies the largest area of the connected region is most likely the correct result. Therefore,
the smaller regions of other vehicle type are replaced with the most confident predicted class.

The training process may take very long time for such huge network such as VGG. We use particular FCN-8s VGG
configuration which have more than 134 million parameters to learn. We significantly reduced training time by using the
transfer learning - we used publicly available pre-trained VGG classification model to initialize some of the weights in
our FCN model. The pre-trained VGG differs from the VGG FCN-8s only in the final layers, which were converted from
fully connected to convolutional. Therefore, for all those convolutional layers we did not convert, we restored weights
from the pre-trained VGG.

The original VGG was not trained to detect such objects as number plates, so it had to be fine-tuned for our task.
Fortunately, the first convolutional layers of CNNs are usually learning simple image features, such as edges. Those
features are similar for different objects, so our model needed only to learn the weights of the new convolutional layers.
To accomplish this, in the training process of VGG FCN-8s, the back-propagation is stopped after it changes the weights
of new convolutional layers. So now we have modified VGG with extra layers for FCN-8s and we only need to learn the
weights for the last layers which were not convolutional in VGG.

We trained our model using GTX 1080 Nvidia graphics card. Our machine has 32 GB of RAM which is not enough
to store all the data and labels. To deal with this issue, we created Python generator which loads images from local
directory, creates corresponding labeled masks for network and randomly augments images for robustness (described in
detail below). As a result we only have to load to the RAM images and labeled masks that are needed for certain training
batch. However, loading and preprocessing images takes relatively long time. Thus, while the generator is generating a
batch for training, the GPU is idle. In order to deal with this inefficiency and speed up the training, we created multi
process system, which loads and pre-processes images on a separate thread, then puts the results in a queue. Another
thread takes the batches out of this queue in parallel. In this way we can consume CPU load as much as we need while
using almost 100% of GPU resources. With this approach we only needed 8 hours to successfully fine-tune our network

on a single GTX 1080 Nvidia graphics card.
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Fig. 3. Segmentation results

In order to increase the robustness of our network and overcome the overfitting, we also implemented image
augmentation into Python generator. Using the original training examples, the python generator creates new training

images on the fly. Each training batch is randomly augmented by modifying the following properties of the images:

Brightness to localize objects when they are very dark or very light;
Rotation to localize objects in various orientations;
Zoom to localize objects in various resolutions;

Blur to localize object when they are blurry;

vk wh =

Gaussian Noise to localize object when the image is noisy.

Before feeding the images to the neural network, they are resized by a factor of 0.35. The largest images in dataset are
3480px in height and 5180px in width, so after the resize those images have 1218 x 1813 pixels. This is still a large amount
of pixels, and because of VGG models complexity and how FCN handles labeled masks, the GTX 1080 graphics card is
unable to load at least 4 images at once (batch size). In order to improve the performance, we developed a method that
crops regions with class labels from the full images. So the FCN is not seeing the regions without labels, but it still sees
all the labeled segments represented in the dataset. This allows a training batch size of at least 4.

With the proposed approach we were able to achieve 99.5% license plate localization accuracy without almost any
post-processing for better localization results. Training data was gathered from real life radar cameras with similar
positions and angles towards the road. The camera position and example test results are shown in figure 4. Additional
tests were carried out with cameras that were closer to the road and looked directly at vehicles (parallel to the road). The

results for such setup was just as good as for the one in figure 4.
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Fig. 4. Test video frames and segmentation results

2. Reading License Plate

After the license plate has been localized, its bounding box is cut out from the input image. Before that, extra 20 pixels
are added from the right and left sides of the localized bounding box, since our experiments showed, that this significantly
improves accuracy of predicting the first and last characters of the numberplate. The cut-out image of the number plate is
resized to height of 31 pixels, while the width is set to maintain original width/height ratio of the image. Then we take
license plate image and split it in windows using sliding window approach (figure 5.). Unlike (Li H. & Shen C., 2016)
and (He P. et al., 2016), the width and height of our sliding window are not equal - this is because the height and width
of the license plate symbols are also different. Therefore we adjust the window width to 24 pixels, so the window size

corresponds to symbol width/height ratio.

Fig. 5. Sliding window
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All windows are passed to character reader neural network (end-to-end Tensorflow implementation) which consists
of Feature Extraction Maxout CNN, Recurrent LSTM network and Connectionist Temporal Classification (CTC)
networks (figure 6).

The maxout layers in Maxout CNNs are a substitute for common activation layers, such as ReLU. After the
convolutional layer has created K number of feature maps from its inputs, the maxout layer forms groups with g feature
maps. Within each group, maxout layer finds the pointwise maximum that becomes the output channel of the maxout
layer. The processing of all groups creates K/g channels. Our Feature Extraction Maxout CNN is a modified version of
one described in (He P. et al., 2016), which have five convolutional layers, each followed by Maxout. Our model has two
additional Maxout layers while keeping the last layer just two times deeper (originally it was (1, 256) and after our
modifications it is (1, 512)). Therefore, we still can just plug the output of Maxout CNN directly to Recurrent LSTM

network without worrying about performance issues and dimension reduction.

X LSTM decoding

BN cre —FM5463

Fig. 6. Reader network overview

The Maxout CNN has to be trained, so it can extract meaningful features from the sliding window. The training data
for Maxout CNN was gathered by using another computer vision approach. This algorithm was less accurate than the
model we wanted to train, so after the algorithm detected all characters in the license plate images, a human had to validate
the results and correct the errors. This resulted in a labeled dataset that we used to train our Maxout CNN. Such approach
was not used in any other papers we are aware of. Figure 7. shows the simplified pipeline of the whole process. For the
Maxout network, a Softmax layer is involved to train the network, then after training this last layer of Maxout network is
removed. While training Maxout CNN, similar augmentation methods and generator were involved as in training of
localization network.

The output of Maxout CNN is a feature vector x with 512 elements. The sliding window approach results in a sequence
of such vectors {x;, x2,...x,}, where n is the number of sliding windows. This sequence is fed into Recurrent Neural
network, which is proven to be suitable model for sequential data. We built 2 layer RNN consisting of LSTM cells with
peepholes described by (Gers F. & Schmidhuber J., 2000). The LSTM cells are connected in bidirectional manner (figure
7.) creating a Bidirectional Recurrent Neural network (BRNN). In such network, the output for current x is affected by
preceding feature vectors as well as subsequent vectors. For each input vector x, the BRNN outputs a probability
distribution p, which indicates the probabilities of x to belong to one of 37 possible classes. The resulting sequence {p;,
P2,...pn} 18 as long as there are different positions of the sliding window. This sequence is then decoded by CTC network

(Graves, A. et al., 2006), which is trained to convert the longer sequences of probabilities to according plate number.
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Fig. 7. Reader network with LSTM rolled out in time

The BRNN and CTC networks were trained simultaneously as an end-to-end machine learning system. Instead of
using Momentum optimizer (as similar papers suggested) we used Adam Optimizer with 0.001 initial learning rate. With
Adam Optimizer our network fitted much faster than with Momentum, thus decreased the training time. Again, while

training recurrent neural network we implemented generator and image augmentation.

Results and Conclusions

The proposed combination and modifications of existing neural network based approaches resulted in an accurate
number plate detection and recognition system. The number plates are correctly located in 99.5% real world images, and
the overall recognition accuracy is 96.7%. Character level recognition accuracy is 98.8%. In addition, the same system
also detects the type and location of the vehicles. The test dataset consisted of real life images, including blurry and noisy
examples with dirty and hard to read license plates.

The use of transfer learning and the proposed learning setup significantly reduced the time and cost of model training.
In addition, the fine-tuning of pre-trained model requires smaller training dataset than training of a network from scratch,
since most layers of the network are already trained to generalize well on image feature extraction. The proposed data
augmentation techniques also proved to be successful at improving robustness of the model without additional labeled
data.

While the training of proposed system was performed on a GPU, the tests were carried out on a CPU with just a single
core. When running on GPU end-to-end system processes 5 images per second, while running on Intel Xeon 2.4GHz
CPU it takes 8 seconds to process a single image. As is usual for deep learning based computer vision systems, our system
is specifically adjusted to work on GPU. Our future work involves optimization of the system for mobile devices, with
the goal to process at least 40 frames per second. Possible steps to achieve this is by decreasing the sizes of the sliding
window, the localisation network and extracted features. Unfortunately, this will result in the loss of accuracy - both in

localization and in plate number reading.
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Abstract. This article analyzes the methodology for assessing the efficiency of projects implemented on the basis of the
principles of public-private partnership (PPP). The stages of evaluation of the efficiency of projects, their implementation in
the conditions of development of the regulatory and legal framework in the field of PPPs in the Republic of Belarus are
disclosed. The article explores the specifics of assessing the efficiency of PPP projects abroad. An analytical review of foreign
methods for assessment of the effectiveness of PPP projects has showed that the following indicators should be included in
the national methodology: debt load (helps objectively assess the credit load of a private partner before attracting new loans
and credits); Liquidity (solvency): an indicator of current liquidity, fast liquidity; Budgetary efficiency: assessment of the
increase in the budget load as a result of the adoption of additional obligations, the risks of project implementation (the risk of
underutilization of the facility), the discounted indicator of budget efficiency, the budget efficiency index, etc. It seems that
the least developed are the issues of the balance of interests of the project stakeholders. Ignoring the need to take into account
the interests of the parties in PPP projects increases the risks of the project, which can become a negative factor for the national
economy of the country as a whole.

The authors formulated provisions for improving the current methodology for assessing the effectiveness of PPP projects
in the Republic of Belarus.

For the purpose of the achievement of the aim, the authors apply generally accepted economic research methods.
Keywords:effectiveness, evaluation, foreign experience, methodologies, public-private partnership (PPP)

JEL code: H41, H42, H43, H54, 1.32, L33, G38

Introduction

The implementation of public-private partnership (PPP) projects implies control by the management bodies over efficient
use of financial, human and natural resources, which makes the assessment of the overall economic effectiveness of PPP
projects actual. The actual methodological problem of implementing PPP projects is the lack of a unified methodology for
assessing their effectiveness. As practice shows, the evaluation is carried out according to economic indicators, which are used
both for investment projects and for PPP projects. The study has revealed that the effectiveness of PPP projects is assessed in
terms of the financial performance of the project in the Republic of Belarus, including key indicators of the investment
attractiveness of NPV, WACC, DPP, IRR, PI and financial stability indicators EBIT, EBITDA, DSCRt; on the socio-economic
efficiency of the project, which is determined taking into account the specifics and scope of PPP application.

The authors propose to set forward the object of the research: compare the national methodology for assessing the
effectiveness of PPP projects with foreign methods, as well as to formulate provisions for improving the current methodology
for assessing the effectiveness of PPP projects in the Republic of Belarus.

In order to achieve the target it’s necessary to carry out the following tasks:

- to analyze the methods of assessment of the effectiveness of projects implemented on the basis of the principles of PPP;

- to disclose the stages of assessment of the effectiveness of PPP projects and their implementation in the context of the

development of the regulatory framework in the field of PPPs in the Republic of Belarus;
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- to explore the specifics of assessment of the effectiveness of PPP projects abroad.

There are applied methods of general scientific research in economics: economic analysis and synthesis, logically —
constructive, qualitative methods including the methods of the analysis of normative acts.

The theoretical and methodological grounds of the paper are the normative acts regulating PPP, works produced as by

Belarusian so foreign scientists and Internet sources.

Research Results and Discussion

Public-private partnership (PPP) is a relatively new concept in the Republic of Belarus, therefore the understanding of its
basic principles varies among public and private sector representatives. Nevertheless, the PPP Center was established at the
Economic Research Institute of the Ministry of Economy of the Republic of Belarus in April 2014, which was transferred to
the structure of the National Agency for Investments and Privatization in September 2016.

The PPP center has such functions as:

- evaluation of proposals for the implementation of PPP projects, including the concepts of PPP projects;

- maintainance of PPP projects’ list approved by the Interdepartmental Infrastructure Coordination Council (IICC);

- organizational, technical and information support for the work of IICC;

- participation within its competence in the improvement of legislation regulating PPP issues, including the preparation
and evaluation of PPP projects;

- preparation of methodological and methodological materials on PPP issues, including preparation and implementation
of PPP projects;

- organization of advanced training of specialists of state bodies, private organizations, banks and other interested parties
on PPP issues;

- ensuring interstate exchange of experience in the development of PPPs, including participation in expert working groups
on PPP.

The legal basis for PPP development in the Republic of Belarus consists of the following normative-legal acts:

- The Law of the Republic of Belarus "On Public-Private Partnership" dated December 30, 2015 No. 345. Which is aimed
to attract investments into the economy of the Republic of Belarus, defines the legal conditions for PPPs, regulates public
relations that develop in the process of concluding, executing and terminating PPP agreements (Law of the Republic of Belarus
" On Public-Private Partnership projects", 2016);

- Decree of the Ministry of Economy of the Republic of Belarus "On Public-Private Partnership" on July 27, 2016 number
49. It contains the forms of the concept and the passport of the PPP project, the list of risks for the projects is stated, as well as
the instructions "On the requirements of the concept of the public-private partnership project, to the feasibility study of the
proposals for the public-private partnership project and to the tender documentation" and "On the evaluation of proposals for
the implementation of public-private partnership projects"(Decree of the Ministry of Economy "On Public-Private Partnership
projects", 2016);

- National Infrastructure Plan (NPI) 2016-2030, which facilitates the analysis of the state of the infrastructure of the
Republic of Belarus; The formation of a common vision of the existing infrastructure needs of the state in various sectors of
the economy for the current and long-term perspective with a view to efficiently planning the available resources and forming
a strategy for the infrastructure development of the Republic of Belarus; Implementation of infrastructure projects taking into
account their priority; Determine the amount of the budget deficit to finance the existing infrastructure needs and the necessary
actions of the state to overcome it; Implementation of measures to improve the state of the environment through the
introduction of new technologies and infrastructure development; Development of PPP in the Republic of Belarus (National

infrastructure plan 2016-2030, 2015).
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However, the legal basis of PPPs, to the present day, to some extent contradicts the Budget, Investment and Tax Codes,
land legislation. Therefore, it is necessary to carry out a complex of works on the settlement of legislative contradictions, to
meet the interests of public and private partners.

Legislatively it is determined that PPP in Belarus can be carried out in different spheres: road and transport activities,
communal services and public services, health, social services, education, culture, law enforcement, energy, agro-industrial
complex and in other spheres. The NPI for 2016-2030 estimates the need for investment in the main areas of the infrastructure
of the Republic of Belarus (Table 1).

Table 1

Assessment of the need for investment in the main areas of infrastructure for medium and long-term prospects

(Million US dollars)

Infrastructure directions Until 2020 2021-2030 years
TOTAL, 18 060.3 44458.3
including:
social infrastructure 2870.3 6885.2
transport infrastructure 5600.0 17441.0
energy infrastructure 1757.9 2609.2
utilities 7832.1 17522.9

Source: National infrastructure plan 2016-2030 —Republic of Belarus, 2015

The analysis of the financing costs of the infrastructure of the Republic of Belarus in the framework of the national
infrastructure plan shows that the amount of annual investments in the period from 2006 to 2014 was about $ 2 billion. The
total investment requirement for the period from 2016 to 2030 is estimated at 62, 3 billion US dollars. If the previous volumes
of financing are preserved, only about $ 30 billion would be invested in the construction and reconstruction of the
infrastructure, which is 48% of the total need for investment in infrastructure facilities. Thus, the infrastructure gap (deficit) is
projected at $ 32.3 billion, or $ 2.15 billion annually (National infrastructure plan 2016-2030, 2015).

In this regard, we believe that PPP will be an effective mechanism for attracting investments and technologies in the
implementation of infrastructure projects in the Republic of Belarus. PPP can significantly accelerate the pace of
implementation of projects, given that in recent years, there has been a trend towards a decrease in the allocation of funds from
the budget. Thus, PPP as a new form of interaction between the state and the private sector will allow:

- to overcome the limited possibilities of budgetary financing for the implementation of social and infrastructure projects;

- to develop the country's economic potential;

- to use effectively the advantages of a private partner in order to improve the quality of life of the population and the
quality of the services provided;

- to increase the efficiency of management of public infrastructure facilities with limited budget financing opportunities
for these purposes.

Since the implementation of PPP projects presupposes strict control over the effective use of financial, human, natural
resources, the issue of assessing the overall economic effectiveness of projects implemented on the basis of PPP principles
becomes actual.

At the moment, a serious problem for the implementation of PPP projects is the lack of an unified methodology that could
be used to assess the effectiveness of these projects. In practice, similar algorithm is used for the implementation of PPP
projects both in Belarus and abroad. The evaluation is carried out according to economic indicators, which are used for both

investment projects and PPP projects.
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The Instruction "On the evaluation of proposals for the implementation of public-private partnership projects”" was
approved in the Republic of Belarus in the summer of 2016, which establishes the methodology for evaluating proposals for
the implementation of PPP projects, based on the method of assessment of the effectiveness of the PPP project and
determination of the comparative advantage. When evaluating proposals for the implementation of a PPP project, an evaluation
of the effectiveness of the project (prior to assessing the comparative advantage) are carried out according to the indicators of
financial efficiency and the social and economic efficiency of the project (Table 2).

Table 2

Evaluation of the effectiveness of the PPP project

Index Calculation procedure Efficiency of the

project

Evaluation of the financial efficiency of the project

Net Present Value NPV = I FCF,_ NPV>0
(NPV) m(1+7)

t — year of project implementation (The first year is the year of the planned
conclusion of the PPP agreement); T — total number of years of project
implementation; FCF, — free cash flow for the project in the yeart, the
corresponding net profit plus depreciation and interest payable minus
investment costs; » — the discount rate used to calculate the financial

effectiveness of the project.

Weighted average r=WACC=(C,xW,+Cy;xW, +Cy, xW,)/10000 WACC<IRR

cost of capital C. — the cost of own funds of the private partner, %; W, — share of own funds

(WACO) of a private partner, %; C;— the cost of the credit (borrowed) funds %; W,
— share of credit (borrowed) funds, %; C, — the cost of budget financing
(republican and / or local budgets), %; W}, — share of budgetary financing
(republican and / or local budgets), %.

The value of the own funds of a private partner is taken equal to the bigger
than the interest rate on government bonds with a maturity close to the
forecast period, plus two to three percentage points or corresponds to a
different reasonable interest rate.

The cost of budget financing can be taken equal to the interest rate on
government bonds with a maturity close to the forecast period.The share of
own funds, credit (borrowed) funds and budget financing (republican and /
or local budgets) is determined in relation to the investment costs of the

project.

Additional evaluation of investment attractiveness

Discounted | NPV | DPP<the project
payback period CF review period

(DPP) q —year in which the NPV last takes a negative value; CF,+;— discounted free

cash flow for the project in the year ¢ + /; Q — number of years to year g

(inclusive).
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Internal rate of I FCF,

3 IRR>WACC,
return (IRR) i=1(1+ IRR)' the

higher the
IRR, the

Reflects the value of the discount rate at which NPV = 0.If IRR> r, the project more

provides a positive NPV and a percentage of revenue equal to (/RR-7). effective the

The investor compares the IRR with the rate of attracted financial resources

(cost of capital, CC).

project;

IRR>CC

Profitability index
D

_ NPV, +1, PI>1

1,

PI

I, — the cumulative amount of investment costs for the project (with

discounting) in the year 7.

Debt Service
Coverage

Ratio(DSCR))

CFADS, DSCR,=1,2-1,5

DSCR, =
b+ F

CFADS; — free cash flow available for the repayment of debt at loans (loans),
the corresponding balance of cash at current (operating) activities minus the
investment costs of the project (when planning to receive the income from the
investment activities in the project, income is also recorded in CFADS) plus
cash Contributions of participants and other sources of financing investment
costs for the project in the year #; P, — the principal amount of long-term loans

(loans) repayable in the year t; F; — the amount of interest and other financial

costs of long-term loans (loans), payable in a year ¢.

Evaluation of socio-economic efficiency of the project

Increasing the
level of

employment

E, =T,xB,xN
T, — average term of stay of the unemployed on the account in the republican employment service,
months; B, — average monthly unemployment benefit per person, rubles; N — the number of
unemployed people involved in additionally created workplaces in the process of project

implementation, people.

The increase in
the quantity of
provided budget

services

EbS:NXC

K — number of buyers of budget services, people; C — cost of budgetary services, rubles.

Growth of gross

regional product

Eqrp=PxAGRPxR

P — the population whose quality of life is improved as a result of the project through the provision
of more services, increased accessibility of services or better services; AGRP— the growth of the
gross regional product per capita according to the projected estimates for the settlement year of the
project, rubles;R — forecasted growth rate of gross domestic product due to the implementation of

social activities.

Social impact in healthcare

Improving the
quality of health
care, maintaining

public health

E;, =AN,, x(GRP, +W,+CO)xN,

an-day

N,— reduction of morbidity and a reduction in the number of absentee days for work due to sickness
against the actual balance of working hours as a result of prevention and improvement of the quality

of medical services, days; GRPman-day— average daily gross regional product per capita, rubles / man-
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day; W,q — the average daily wage of the worker at stay in temporary disability, rubles; C— cost of
outpatient or inpatient treatment of one patient, rubles / man-day; N, — the number of people working

in the area where the facility will operate.

Increasing life
expectancy and

reducing disability

E), =T, xR; x(GRF,

man—day +B d )
T, — total working-age population, thousand people; R, — reduction of the incidence rate per type of
disease per 1000 inhabitants; B4 average amount of disability benefits, loss of breadwinner, etc.,

rubles / person-year.

Source: author’s elaboration based on the study of the scientific literature

The dynamics of values according to the indicators predicted during the project implementation is also analyzed:

- gross profit and profit from sales of goods (works, services);

- earnings before interest and taxation (EBIT), corresponding to earnings (loss) before taxation plus interest expense;

- earnings before depreciation, interest accrued, as well as taxes from the profit (EBITDA), corresponding to EBIT plus

depreciation;

- the net profit of the project;

- profitability of sales, calculated by EBIT and EBITDA, as well as net profit and other indicators.

The social and economic efficiency of the project is assessed taking into account its specifics and the scope of PPP

implementation on the basis of identifying: qualitative (quantitative) social effects, in kind, which is not taken into account in

calculating the financial effectiveness of the project and monetary social effects, that is, project results that are amenable to

monetary evaluation according to a specially developed methodology (Table 3).

Table 3

Evaluation of socio-economic efficiency of the project

Social effect Indicator
Qualitative - the number of created jobs;
(quantitative) | - raising the level of preschool education (the sphere of education);

- reducing the number of accidents in the production and transmission of heat and electricity (energy
sphere);

- reducing the level of environmental pollution in the case of construction of waste processing systems
(municipal services);

- reduction of the harmful impact on the environment by expanding the use of modern trucks in the
domestic market (transport sphere);

- creation of conditions for competition in the market, which will be an incentive for improving the
effectiveness of the work in the relevant field, and others, depending on the specifics of the project and

the scope of PPP implementation.

Monetary - the social effect of increasing the level of employment of the population;
- the social effect of increasing the number of budget services provided,
- the social effect associated with the growth of the gross regional product;

- other indicators calculated by local methods.

Source: author’s elaboration based on the study of the scientific literature

The total social and economic effect in monetary terms is defined as the sum of possible monetary social effects. In

connection with the social orientation and the importance of infrastructure projects in the Republic of Belarus, when

calculating the financial effectiveness of the project, the values of the total social and economic effect are taken into account.
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Further risk assessment and comparative advantage will be carried out if the project is recognized to be effective for these
indicators. The comparative advantage is determined on the basis of the ratio:

- net discounted expenditures of the budget of the Republic of Belarus when implementing the project using the PPP
scheme;

- net discounted costs for the facility when it is financed from the budget or with external government loans, external
guaranteed loans (in case of their repayment from the budget) (PBV);

- the total amount of liabilities accepted by the state partner in case of risks in the implementation of the project under the
PPP scheme and the budget scheme (PRV) (taking into account discounting).

Of course, this is not the whole list of indicators that can give the most full and correct idea of the effectiveness of PPP
projects, so the issue of improving the methodology for assessing the effectiveness of PPP projects, for their proper choice,
becomes topical.

In addition, it is relevant that at the stage of evaluating the proposals for the implementation of the PPP project an evaluation
mechanism is established, which allows for regular performance calculations throughout the life of the partnership. In order
to do this, to create a kind of monitoring system for assessment the effectiveness of PPP projects, reflecting the necessary
changes in the scope of the project, as well as satisfying each project participant during its implementation.

The analysis of international practice shows that financial development institutions and commercial banks that finance the
implementation of large-scale national economic projects, projects involving the state, use a system for monitoring
development results, which allows assessing the contribution to development from the implementation of the entire portfolio
of investment projects.

Monitoring of development results is carried out on a regular basis by the project groups International Finance Corporation
(IFC) and Independent Evaluation Group (IEG), which is an independent division within the World Bank Group. Depending
on the project implementation segment, the appropriate scale of assessments (Table 4).

Table 4

Scale of investment project effectiveness evaluation

Indicators Projects

Real sector Financial sector

Financial: the financial
result from the project
implementation should be
higher than the value of
the company's weighted
average cost of capital

(WACC)

The real rate of return of the project in
financial terms (FRR) is compared with
wACC.

Scale of assessment:

- excellently: FRR> WACC + 2,5%
-satisfactorily: FRR > WACC

- partially unsatisfactorily: FRR >
WACC - 2,0%

- unsatisfactorily: FRR<WACC- 2,0%

The return on equity compared with the cost of
equity capital (COE).

Scale of assessment:

- excellently: ROE > COE + risk premium;

- satisfactorily: ROE > COE;

- partially satisfactorily: ROE<COE;

- unsatisfactorily: ROE<risk-free rate of return

Economic: should
benefit society in addition
to the benefits that

investors receive

Economic rate of return on the project
(ERR). A number of other indicators are
used to assess the quality impact.

Scale of assessment:

- excellently: ERR> 20% + Economic

benefits, significant non-quantifiable;

Estimation of the contribution share of the project
in the indicator of the overall efficiency of financial
markets. Corporate loans and equity investments
are valued by assessing the company's financial
performance (before taxes) and determining the

boundaries within which they may be distorted
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- satisfactorily: ERR> 10%; (subsidies, interest or exchange rate fluctuations,

- partially satisfactorily: ERR> 5% changes in the real sector). For trust funds, the

- unsatisfactorily: ERR< 5% volume and indicators of a significant share of the
asset portfolio.

Scale of assessment:

- excellently: economic return on equity of the
company (EROE)> COE + risk premium;

- satisfactorily: EROE > COE;

- partially satisfactorily: EROE<COE;

- unsatisfactorily: EROE<Risk-free rate of return

Ecological and social Projects must comply with environmental and social standards of IFC's.
indicators Scale of assessment:
- excellently: project indicators above the established standards of IFC's activities;
- satisfactorily: the project meets the activity standards;
- partially unsatisfactorily: the project according to several parameters do not meet the
standards, but measures to eliminate inconsistencies are accepted;
- unsatisfactorily: irresistible, obvious inconsistency with IFC standards without the prospect

of taking corrective measures in a short time.

Indicators of private The projects should improve the investment climate, attracting new investors to the national
sector development private sector, contributing to constructive changes in the legislative and regulatory
framework, etc.

Scale of assessment:

- excellently: the project significantly improves the conditions for private sector
development;

- satisfactorily: the project has a clear positive impact;

- partially unsatisfactorily: the project has negative consequences, expected for a short
period of time;

- unsatisfactorily: significant negative consequences for the development of the private

sector (for example, a change in the competitive environment).

Source: Nikonova ILA., Smirnov A.L., 2016

The matrices of development effectiveness evaluation include key and additional evaluation standards. For each project
(product, service), a corresponding set of evaluation parameters is generated. Such matrices make it possible to assess the

project's compliance with the minimum set of requirements (Table 5).

Table 5
Matrix assessment of the effectiveness
Key Relevance The project's relevance to the interests of stakeholders and the development
evaluation strategy of the country is assessed; Degree of the Bank's participation in the
standards implementation of the development strategy of other countries; Alignment of long-

term development goals of countries with medium-term goals set in the Bank's

development programs, etc.
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Effectiveness The degree of achievement of financial results is estimated
Efficiency The degree of correspondence between the results of spent resources is estimated
Risk Factors that affect the financial sustainability of the project, the achievement of the
results of the development of the industry are determined
Contribution The Bank's contribution to the achievement of the development goals of countries
is estimated (macroeconomic balance, socio-economic development,
environmental protection)
General indicator | The overall contribution is assessed taking into account all the effects from the
of project project implementation
implementation
Additional Mobilizing role Institutional development: the project's contribution to the development of the
evaluation country, region is assessed; Increasing of the efficiency of the use of financial,
standards human and natural resources.Contribution to environmental protection and social
development: assesses the extent to which the impact of projects on the
environment, public health, human resources
Indicator of the The quality of products and services provided by the Bank is assessed; Compliance
Bank's activity of the Bank's activities with internal corporate principles; Stakeholder satisfaction

Source: Nikonova 1.A., Smirnov A.L., 2016

Foreign practice of the activities of large banks and financial development institutions demonstrates the possibility of
monitoring, monitoring and evaluation of actual results and reporting to national governments.

Andreeva E.S. believes that since PPP participants are the public and private sector, the PPP project evaluation indicators
should be divided into two groups: the efficiency indicators of PPP projects for the state and for the private partner (Table 6)
(Andreeva E.S., 2013). But, at the same time, there are economic indicators that are equally important for the state and for the
private sector (NPV, PI, IRR, DPP).

Table 6

Scorecard for assessing the effectiveness of PPP projects

Indicators of PPP effectiveness for the state

allocated to the PPP facility;F;— amount
of budgetary funds

Index Method of calculation Explanations
Ratio of private and PBI = >F, The level of budgetary load reduction, the ideal
budget investments (PBI) F, ratio under PPP conditions is parity (50:50), but
F, — the amount of private funds | in modern conditions, the PBI = 1 is the

minimum allowable condition, hence: PBI > 1

Reduction of the

unemployment rate (U)

N.
U=—Lx100%

u
N— number of new jobs created within
the framework of the PPP project; N, —
the number of unemployed in the country

(in the region).

The possibility of PPP projects to create and
maintain employment. With a positive value,
unemployment decreases, the higher the U value,
the the  further

better socioeconomic

development of the region
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Increase in tax revenues

TR

Shows how much the budget revenues increased

IC=—
0

output volume.

Cuv — the value of intangible assets; O —

TR = £ x100%
to the budget (7R) TR as aresult of PPP implementation. The higher the
TR., TR..,— the amount of tax revenue for | value of this indicator, the greater the benefit of
the current and previous periods, | the state
respectively.
Share of innovative g - R_p Assesses the enterprise's ability to introduce
products (Sip) YR innovative products. The higher is the value of
R, — revenue from sales of new or | this indicator, the more innovative is the
improved products; R, — total revenue | enterprise
from sales of all products.
Intellectual capacity (IC) vV It allows to determine the degree of application

of innovations in the activity of an enterprise

Indicators for assessing the effectiveness of PPPs for a private partner

Return on assets ROA= (Profit before taxation / Value of | Characterizes the profit received by the enterprise
(ROA) assets) x100% from each ruble advances on the formation of assets
Return On ROI = (Profit before taxation / (Balance | Expresses the effectiveness of the use of funds
Investments(ROI) sheet currency - Short-term liabilities)) x | invested in the development of this organization
100%
Profitability of equity | PEC = (Net income / Equity) x100% Characterizes the presence of profit in the
capital (PEC) calculation of capital invested by the owners of this
organization
Profitability of P,= (Net profit / Cost of sales) x 100% | It shows what profit the enterprise has from each
production ruble spent on production and sales of products
(production activity)
(Pp)
Profitability of sales | P, = (Profit from sales / Proceeds from | Characterizes the specific weight of profit as part of
(Ps) sales of products) x 100% the proceeds from the sale of products

Source: Andreeva E.S., 2013

Gabdullina E.I. developed an algorithm for assessing the effectiveness of regional PPP projects, which allows you to

determine the feasibility, validity of the project, the best form of its implementation. At the second stage, this algorithm,

conclusions are drawn about the value of partnerships, based on various types of the efficiency category (Table 7) (Gabdullina

E.L2013).

Table 7

Evaluation of the effectiveness of PPP participants

Efficiency of the
project as a

whole

Public efficiency

Gross national product, employment and income level of the population,

participation in the international division of labor.

Commercial efficiency

161




F B M E Faculty of Business,
Management and Economics

Efficiency of Efficiency for Net present value; Internal rate of return; payback period; Need for
participation in participants additional financing; Weighted average cost of capital; Value of capital
the project assets
Regional, branch Competitiveness of the enterprise, growth of incomes of the adjacent
efficiency enterprises, the international integration, ecological safety
Budget efficiency Incomes to budgets of various levels in the form of taxes, excises, duties,
etc.

Source: Gabdullina E.IL, 2012

To assess the effectiveness, depending on the complexity of the project Gabdullina E.I. It is suggested to use various
methods and tools, from the simplest calculations, to the most complicated analysis of " costs - benefits" (Table 8).

Table 8

Methods for assessment of the comparative effeciency of PPP projects depending on the level of complexity

The level of
The name of the method The base of comparison
difficulty
The highest The complete analysis"cost-benefit" Traditional project
before the selection procedure of the winner of the » )
Average - Traditional project
Public Sector competition
Comparator after the procedure of selecting the winner of the . )
Average » Traditional project
competition
The lowest Competitive bidding procedure Other PPP project

Source: Gabdullina E.IL, 2012

Thus, studies of the problem of the effeciency of PPPs are of great interest in the global professional community. In the
methodologies studied, the evaluation of the effeciency of projects varies from rigorous optimization to multivariate

generalization analysis, both for each project participant and for society as a whole.

Conclusions, Proposals, Recommendations

1. In conclusion, we note that the evaluation of the efficiency of PPP projects in the Republic of Belarus is carried out:

- on the financial efficiency of the project, which includes key indicators of the investment attractiveness of NPV, WACC,
DPP, IRR, PI and financial stability indicators EBIT, EBITDA, DSCRt;

- on the socio-economic efficiency of the project, which is determined taking into account the specifics and scope of PPP
application.

2. In the Republic of Belarus, the methodology for the assessment of the efficiency of PPP projects is more focused on the
assessment of the efficiency of the state's participation, rather than a private partner. This is due to the specific understanding
of the PPP mechanism, which consists of saving budget funds, attracting private investments in activities that are not of interest
to a private partner due to a long payback period, low profitability, etc.

3. An analytical review of foreign methodologies for the assessment of the efficiency of PPP projects has shown that the
following indicators should be included in the national methodology:

- debt load, which helps objectively assess the credit burden of a private partner, before attracting new loans and credits;

- liquidity (solvency): an indicator of current liquidity, fast liquidity;
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- budgetary efficiency: assessment of the increase in the budget load as a result of the adoption of additional obligations,
the risks of project implementation (the risk of underutilization of the facility), the discounted indicator of budget efficiency,
the budget efficiency index, etc.

4. The Belarusian method does not fully take into account the effect of partnership, which can be assessed by comparing
financial indicators with different project implementation options - only by the state, only by the private sector and by
partnership. The existing approach does not reflect the benefits received by each participant and are often due to the
manifestation of synergistic effects from interaction. The benefits of society are, in fact, excluded from the evaluation of the
efficiency of the project.

It should be noted that the issues of the balance of interests of the project stakeholders are the least developed. Ignoring
the need to take into account the interests of the parties in PPP projects increases the risks of the project, which can have
negative consequences for the economy as a whole.

5. Thus, the authors formulated the following concepts:

- the PPP project should have the necessary level of efficiency for the stakeholders of the project - society, the state and
the private sector;

- the PPP project should meet the needs of the region's social and economic development;

- the PPP project should be based on the financial, industrial, labor and natural resources of the region.

The public utility of the PPP project is a qualitative indicator and is based on the project evaluation by the population of
the region. This indicator is introduced due to the need to include society in the development of PPPs in the region. Assessment
of this indicator is carried out by sociometric methods.

The project evaluation should take into account the sectoral and territorial aspects of regional development and reflect the
impact of project results on the development indicators of a particular industry and territory. In addition, the assessment should

include indicators of the needs of the population, the breadth of the population's results of the project and others.
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Abstract. Special economic zones (SEZs) are systematically gaining in popularity as tools of investment policy
particularly in developing and emerging economies. Since the first contemporary industrial SEZ was established in
Shannon, Ireland in 1959, their population has grown over the years to reach 4,300 in more than 140 countries. The vast
majority of them started to operate after 2000 (The Economist, 2015).

The study on SEZs conducted in Poland and discussed in this paper focuses on the assessment of factors decisive for
the success of a particular zone among foreign entrepreneurs seeking investment locations to pursue economic operations.
Due to the unprecedented number of zones in the new EU Member States for a single country, their long presence and
relatively high importance for the economy, Poland makes a good case for research.

The paper aims to identify the importance of factors, which explain why some SEZs in Poland attracted more FDI
than others. In our opinion, that might be caused by the following three fundamental reasons: location of the zone in a
more or less attractive region (equivalent to a voivodeship); investors’ opinion about the zone (its reputation); and top
quality performance of zone managing companies (ZMCs). Each of the above reasons was also analysed in more detail.
Their priority order may provide some guidelines for those who implement regional policy, also through the SEZs, in
Poland and in other countries. Our calculations have shown that efforts of ZMCs with regard to attracting FDI are crucial.

Key words: special economic zones, FDI, Poland
JEL code: F21, F23, R11

Introduction

The term SEZ covers many varieties of the tool, often known under different names!' (e.g., export zones, free enterprise
zones, industrial zones, free zones), depending on the task entrusted to zones by the state and the type of aid offered to
investors. The aid may be quantifiable (tax allowances, financial assistance) or unquantifiable (regulatory, infrastructural
or administrative privileges). Eligibility for such aid usually depends upon meeting certain criteria, which is why zones
cannot be classified into one category of investment incentives.? Zones may be public or private, they may even be owned
by foreign capital.? In developing countries they are established to develop export production, one of the major barriers
to growth. They may also help to modernise institutional and economic structures of a particular region or country (Farole,
Akinci, eds., 2011) by offering space for experimenting with market mechanism. The inflow of foreign direct investment
(FDI) is vital for achieving these goals.

Since by establishing SEZs countries deviate, sometimes quite radically, from formal institutional systems of their
respective economies, overall economic consequences of such dualism have been the subject of extensive theoretical and

empirical studies in various countries for many years (e.g, Aggarwal 2012, Farole, Akinci, eds., 2011, Jensen, Winiarczyk

! Sometimes they are used as SEZ synonyms, e.g., on the websites of national organizations, which promote a country to foreign investors.

2 For instance, James (2013) considers SEZs as fiscal instruments while VCC (2013) puts them into business facilitation category.

* For instance, in mid-2010 in Africa six zones were being built; 2 of them were 100% owned by Chinese capital and 4 were joint ventures with minority
shareholding of the host countries. The government of China treats them as auxiliary to Chinese direct investment (Brautigam, Xiaoyang, 2011).

164



New Challenges of Economic and Business Development - 2017: Digital Economy

2014, Yeung, Lee, Knee 2009). Yet, supporters of various schools of thought and research methods have not provided an
unequivocal answer (Aggarwal, 2012). A joint conclusion based on the review of available studies (Baissac, 2011)
informs us that SEZs consequences depend on the context: under certain circumstances zones may become important
growth catalysts, on other occasions they may produce minor short-term benefits but sometimes may lead to the reduction

of welfare and impede liberalisation of the economy.

Another thread in studies on SEZs explored in this paper on the example of Poland focuses on the assessment of
factors decisive for the success of a given zone amongst foreign firms*. We believe that like countries (and regions),
individual zones may be more or less appealing to entrepreneurs. This aspect however, has not received any particular
attention although it is important for the new EU Member States where SEZs are regional policy tools®. Due to the
unprecedented size of SEZs population, much bigger than in any other new EU Member State, their long track record and

relatively high importance to the economy (for more see below), Poland makes a good case study.

The goal of this paper is to identify the importance of factors, which explain why some SEZs in Poland have attracted
more FDI than others. In our opinion, that may be due to three principal reasons: zone’s location in a more or less attractive
region (in this case a voivodeship); investors’ opinions about the zone (its reputation) and the quality of zone
administrators’ services. Each of the above reasons was also analysed in more detail. Their priority order may provide
some guidelines for those who implement regional policy, also through the SEZs, in Poland and in other countries. The

study uses statistical methods, such as Spearman’s rank correlation, Pearson correlation and a regression model.
1. Principal opportunities and investment terms in SEZs

SEZs have been present in Poland since 1995.° Investment opportunities and conditions offered by the Polish government
to all investors, Polish and foreign alike, have evolved since then in response to internal and external circumstances. The
first ones were connected with the experience gathered from zones operations (their number was changing, the duration
of time for which they were established extended and their territories expanded) and new accents put in economic policy.
Initially, zones were expected to mitigate social and economic tensions caused by the so called shock therapy in 1990
(Balcerowicz 1992) in areas burdened with inefficient industrial plants inherited from the communist system (Jensen,
Winiarczyk, 2014). Over time, as a result of transformation, zones have turned increasingly more into tools of regional
policy. External circumstances, which influenced zone-related regulations were connected with the accession of Poland
to WTO and its Subsidies Agreement in 1995. Most important was the necessity of harmonizing Polish state aid rules

with those of the EU. This occurred in 2001 and continued after Poland joined the EU in 2004.

However, principal forms of support available in SEZs have remained unchanged. According to investors, corporate
income tax (CIT) exemptions are the most attractive incentives (KPMG, 2014). They apply solely to operations carried
out within the zones. The total amount of income tax exemption is calculated in relation to costs eligible for state aid. The

latter can be calculated in two ways: as investment outlays or, secondly, as 2-year real cost of hiring new staff.

The second type of support in SEZs consists in offering investment plots with fully developed infrastructure, often
attractively located, which can be purchased or leased on preferential terms. They are developed by territorial self-
government units or by zone administrators who are companies owned by the State Treasury. The third type of support
consists in the provision of necessary infrastructure, such as connecting roads, water and wastewater, gas, and energy

pipelines and installations. The fourth type of support consists in assistance offered by zone administrators in legal and

4 For a long time economists and specialists in other disciplines have been trying to answer the question why foreign investors are choosing a particular
country or region as a place for their projects. For an extensive literature review see Nielssen, Rasmussen, Weatherall (2017).

3 In 2014 state aid granted in SEZs as tax exemptions represented over 98% of such aid in Poland and 35% of total regional aid (Report on State
aid...2015).

© Based on the Act of 20. X. 1994 on Special Economic Zones. Consolidated text see the Journal of Laws of the Republic of Poland 2015, item 282
(hereinafter: Act on SEZ).
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organisational matters connected with starting a business, as well as cooperation in finding new employees and local
suppliers of goods and services. Finally, the fifth type includes property tax exemptions granted by municipal authorities

of the commune, where the zone is located.

Investing in a zone, the pre-condition for becoming eligible to benefit from the above preferences, is neither easy nor
cheap, meaning economically weak operators are eliminated “ex-ante”. Transaction costs are linked, with, firstly, the
need to obtain an investment permit; the procedure differs depending on whether land is situated within the zone or outside
of it (e.g., drafting the Letter of Intent, purchasing tender specification, filing a bid, awaiting the tender or negotiations
based on public invitation, negotiations, awarding the permit) 7. This procedure may take even a year, depending on the
zone, a particular investment location and type of property rights to the land.® Secondly, enterprises based in zones pay
companies, which manage the zones (ZMCs) for administration, inter alia, for monitoring if investors comply with
obligations specified in their permits. Their reporting system is subject to frequent verification. Thirdly, to receive aid, an
enterprise must operate sufficiently long within the zone (at least 3 — 5 years); it must also take into account potential
necessity to pay the aid back (with interest) if its permit expires or is withdrawn because it does not comply with conditions

specified in it.

Changing accents in economic policy, besides the above mentioned high requirements for investors, can be noticed
the most clearly by looking at the list of operations perceived as welcome and non-welcome in SEZs. In the first group
the government included innovative projects, projects delivered in priority sectors®, projects supporting development of
clusters, as well as industrial and technology parks (Development of Special Economic Zones: Concept, 2009). Industries,
which do not merit SEZ support are: mining, manufacturing of explosives, and excise goods. Several dozen services were
excluded as well, such as wholesale trade and repairs, information and communication, finance and insurance, collecting
and recycling of waste. Permits are also not granted in cases laid down by respective EU legislation, which have excluded
sectors such as manufacture of basic agricultural products and the fishing sector from the zones (Regulation EC no.

651/2014).

The currently pursued policy is also reflected in the evolving attitude to how a zone territory is delineated vis-a-vis
the rest of the country territory. Since the area is delineated in legal, not physical sense, investors have more and more
frequently selected plots (subzones) not necessarily located in regions where state aid is needed. As a result, an office
building or even part thereof may become a subzone. By including investors’ private land into zones, SEZ areas are
adjusted to the needs of specific categories of investors. In this case, one of the criteria in applying for a permit is to offer

R&D and BPO services.

When selecting a particular zone for its operations, an investor may be guided by support available in the zone. EU
regulations on regional aid are a reference point for these preferences. Maximum aid ceilings are territorially differentiated
and have been changed three times already (Trzcinski et al., 2016). Since January 2018, depending on the voivodeship,
they will range from 10% to 50% of costs eligible for aid (Regulation of the Council of Ministers of 10 December 2008).
The most privileged are the least developed regions with the highest unemployment rate, i.e., those in the eastern part of
the country. The lowest support is available to projects in Warsaw, the richest city in Poland. State aid intensity may be

increased by 20 percentage points for small and 10 p.p. for medium-sized enterprises.

7 From 1994 until February 2017 the term “special economic zones” featured in 613 laws and regulations. Most of them addressed concrete zones (e.g.
changes in the area, rules, etc.) not general issues (http://isap.sejm.gov.pl/SearchServlet, accessed 4. III. 2017). Nevertheless, due to frequent changes
these regulations have become so complex that they have turned into the source of continuous workload to law firms who specialise in these issues.

8 To accelerate project implementation investors may benefit from the so called incentive effect introduced into Polish law by EU provisions (Regulation
CE no. 800/2008).

° Priority list includes the following sectors: automotive, aviation, electronic engineering, machine engineering, biotechnology, low tonnage chemicals,
R&D, modern services, and manufacture of equipment used to produce fuels and generate energy from renewable sources (Development of Special
Economic Zones: Concept, 2009).
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We need to stress that incentives available to those who invest in SEZs may be combined with other forms of
investment aid'°. The most important among them are resources from the EU operational programmes and government
subsidies from the Programme designed to support investment projects particularly important for Polish economy in the
period 2011-2020 (Ministry of Economy, 2011). The latter ones are addressed only to large enterprises, which is why it is hard
to decide whether their presence in SEZs results from preferences available to all operators or rather from being granted government
subsidy.

2. FDI in SEZs — some basic facts'

The total value of foreign investors’ financial involvement exceeded PLN 82.5 bn representing more than 81% of all
investment projects in SEZ (Table 1). These investments accounted for 11.3 % of all FDI in Poland and as much as 41.8%
of FDI in manufacturing (Foreign direct investment in Poland ...., 2015). Advantage of foreign investors was smaller
when it comes to their share in the number of employees in zones (71.9%), while their share in the number of issued
permits was the same as that of domestic investors (50.2%). It suggests foreign investments were on average more capital

intensive and dominated with bigger, surely more productive, projects.

Foreign investments in SEZs are highly concentrated. At the end of 2014 almost 60% of resources originated
from 6 countries: Germany, U.S., the Netherlands, Japan, Italy, and South Korea. Two zones in Poland: Katowicka and
Walbrzyska attracted almost 44% FDI (Table 1). Fifteen major investors in SEZs (out of ca. two thousand) are companies
with foreign capital. At the end of 2014 they invested almost PLN 24.3 bn, i.e. 23.8% of all investment projects. The

automotive sector is the best represented in this group with 61.9% of invested resources.

The majority of zones were considered highly interesting by foreign investors (Table 1). Only in three of them the
share of foreign investors in total investment outlays in the zone and in the number of employed people was below 50%.
New jobs, the main reason behind establishing the zones in Poland and the principal way to assess the tool, emerged
mainly thanks to foreign capital. When it comes to valid permits, which may be taken as a rough estimate of the number
of investors, interest in zones was evenly distributed. From that we can learn that the population of Polish investors was

dominated by small and medium-sized operators, while foreign investors were mainly large businesses.

Table 1
Foreign investment in SEZ (as at 31.12.2014)

No. Zone FDI Share of FDI No. of Share of valid | No. of people Share in | FDI

investmen | investmentin | valid FDI | FDI permits in | employed by total importanc

t outlays total permits total permits | foreign employme | e

in PLN investment (in %) investors nt (sum of
million outlays (B) ©) places in
(in %) rankings)
(A) A+B+C
1. Kamiennogoérs 1,791.1 (3)87.8 38 (5)62.3 6145 (2)91.2 3
ka
2. Katowicka 18,466.6 4875 198 (3)65.6 49079 (4)83.2 4
3. Kostrzynsko — 4,133.6 (9) 70.6 107 (4)65.2 23016 (6) 74.5 6
Stubicka

4. Krakowska 1,451.5 (11)61.5 47 (10) 33.6 15288 (8) 69.8 9-10
5. Legnicka 6,935.9 (1)97.2 68 (1)83.9 11606 (1)92.1 1
6. Lodzka 8,820.4 (8)70.8 102 (7)51.0 17706 (11)52.5 8
7. Mielecka 4,374.7 (10) 65.8 64 (11) 30.9 14320 (9) 64.6 11
8. Pomorska 7,748.1 (5)85.5 74 (6) 53.2 15326 (5)77.9 5
9. Stupska 596.1 (14)43.1 20 (12) 26.7 887 (13) 26.1 13
10. | Starachowicka 861.8 (12)45.7 26 (9)34.2 3319 (12)47.6 12
11. | Suwalska 756.5 (13)43.9 13 (14) 16.1 1120 (14) 13.9 14
12. | Tarnobrzeska 6,204.3 (7)78.1 78 (8)42.4 16727 (7) 66.2 7
13. | Walbrzyska 17,541.3 (2)94.2 183 (2) 70.1 39876 (3) 89.9 2

10 The total amount of State aid from all sources cannot exceed territorially differentiated aid ceilings.

" If not stated otherwise all data come from Information about the implementation of the Act on Special Economic Zones, Ministry of Economy,
Warsaw, 2015.
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14. Warminsko - 2,904 .4 (6) 78.8 15 (13)17.6 9910 (10) 57.1 9-10
Mazurska
Total 82,595.1 81.1 1,033 50.2 224325 71.9 -

Source: own compilation based on Information about implementation of the Act ..., 2015 and based on the data processed (Upon authors’ request) by
the Department of Support Instruments of the Ministry of Economy in 2015, (as at 31 December 2014).

Considering all the above mentioned traits, i.e. amount of invested capital, number of permits and employed people,
foreign investors played a major role in developing zones located close to the Western and Southern borders (Legnicka,
Walbrzyska, Kamiennogorska, Katowicka). The further East we go, the smaller interest in zones despite usually higher

state aid ceilings.
3. Assumptions and data sources

We started with identifying circumstances, which might, directly or indirectly, impact the pool of FDI attracted by each
individual zone as at the end of 2014. FDI pool was considered in terms of its value and the number of projects, taking

account of:

1) the specificity of a particular zone. Being a collection of a multitude of factors (hereinafter referred to as intra-
zone factors) it depends on: (a) ZMCs as they compete among themselves with, e.g., quality of services and financial and
nonfinancial incentives they offer to investors (b) public administration at various levels (responsible e.g. for deciding

on zone borders and cooperation with entrepreneurs);

2) SEZimage in investors’ eyes, i.e. stemming from their subjective opinions based primarily on their own experience
as businesses that operate in zones. According to some researchers, the image of a Central European country shaped by
investors is sometimes more important to potential investors than ‘hard’ data, such as market size, labour costs or

infrastructure (Ortowski, 2010). We assume that similar observation may be valid in case of zones as well;

3) economic and social environment of the zone, i.e. exogenous factors. They may be crucial for investors’ interest
into investing in a particular municipality within a zone. Investment attractiveness of voivodeships is the approximate
measure of the quality of such environment. Since most zones are located in more than one voivodeship (six is the
maximum number), all determinants of investment attractiveness of voivodeships were weighted with the share of FDI

in sub- zones located in voivodeships at the level of counties (poviats).
The first group of factors in our study (intra-zone factors) includes'%:

1.1) the size of the zone'3. This variable was selected because we assume that the bigger the area of the zone, the
more investors it may accommodate;

1.2) promotion outlays by ZMCs. Subject-specific literature resources (e.g. Harding, Javorcik, 2013) generally
acknowledge the effectiveness of promotion in attracting FDI to countries and regions hence there are no grounds for
challenging it at zone level where the biggest population of investors possible is of primary importance;

1.3) tax allowances for ZMCs granted when they invest in zone development'4

. Obviously, these resources, if well
spent on promotion or upgrading operating conditions, may improve the attractiveness of a zone;

1.4) equity of ZMCs. Higher equity may give the managing company better access to loans that may be used to
develop the zone by, e.g., providing investment plots with technical infrastructure;

1.5) the number of towns and cities where sub-zones are located. We assume that the more of such towns and cities

the bigger potential agglomeration benefits (e.g. the ease of finding suppliers and employees) and better social

12 Data come from: factors 1.1-1.8 (Information about the implementation ...., 2015); factors 1.9-1.10 (Lichota, 2016).

13 Formally, the area of the zone depends on the decision of the Council of Ministers but companies that manage respective zones can have some
influence on it.

14 Art. 25 para 2 of the SEZ Act.
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infrastructure, i.e. schools offering instruction in foreign languages, hotels, restaurants, etc., which should attract foreign
investors;

1.6) the number of municipalities where sub-zones are located. We assume that the more of such municipalities the
better a zone meets investors’ needs with respect to specific parameters of the plot. It should be reflected in a bigger
number of valid permits rather than in investment value;

1.7) state aid granted to SEZ-based operators. The higher the aid, the more attractive it is to operate in a zone. State
aid comes not only in the form of zone-specific tax allowances (granted by tax offices and local authorities) but also as
government subsidies offered, together with tax allowances, to selected big, mostly foreign, investors;

1.8) the cost of provision and modernisation of zone infrastructure. These outlays are made by the government or
local authorities at different levels, not by ZMCs. The bigger the outlays, the better the infrastructure, which may attract
more investors;

1.9) the share of zone area allocated to investors. On the one hand, higher percentage of the area allocated to investors
may mean the zone is more attractive to them but, on the other hand, it informs others that there is not much room left
and they should look for a place in another zone or outside of zones. That is why it is hard to predict the strength and
direction of the relationship;

1.10) infrastructure outlays made by ZMCs. Clearly these are smaller than the outlays of a Ministry, county or
municipality. Nevertheless, managing companies may spend more or less on developing plots within respective zones,

which should be reflected in the pool of investors.

The second group of variables is based on the results of a questionnaire-based study conducted by Norstat Polska from
August until September 2014 and commissioned by KPMG (KPMG, 2014). The sample included 234 enterprises, at least
10% investors from each zone. The study was conducted as a computer assisted telephone interview (CATI) with top
managers (almost 40% respondents were CEOs, members of board, owners or co-owners). On a scale from 1 to 5 (1 —
very poor, 5 — very good) investors assessed “their” zones:

2.1) overall performance;

2.2) infrastructure (e.g. roads and motorways, railway connections, technical infrastructure);

2.3) business environment (e.g. distance to logistics centres, suppliers, availability of additional - e.g. legal and
financial - services);

2.4) cooperation with SEZ authorities (services provided by SEZ to support enterprises within the zone, quality of
services offered to investors);

2.5) human resources (quality and availability of labour in the zone and in its vicinity).

We need to stress that opinions come from all investors, domestic and foreign, but since the latter represent 80% of

investors’ outlays, potential distortion of obtained results is probably statistically minor.

The third group of variables includes determinants of investment attractiveness of voivodeships. They were taken
from annual rankings of the Gdansk Institute for Market Economics (Polish abbr. IBnGR) over the period 2005-2014
(Nowicki ed., 2014). Average ranks from the last 10 years allowed us to offset the effect of outliers in the sample. In order
to evaluate investment attractiveness of Polish voivodeships, IBnGR considered several dozen factors, out of which it
then created 7 variables (partial rankings) and 1 overall ranking. We took the following variables:

3.1) overall ranking;

3.2) market absorption, including the size of the market, household affluence and investment outlays of enterprises;
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3.3) labour resources and costs, including the size of working population and the number of unemployed, vacancies,
migration of secondary school and university graduates, salaries and wages;

3.4) transport accessibility, including the location of a voivodeship vis-a-vis the Western border, capital city, other
regional centres, international airports and big sea harbours;

3.5) economic infrastructure, including the density of business environment institutions, presence of R&D centres,
fairs, exhibitions, and special economic zones'?;

3.6) social infrastructure, including the number and activities of cultural institutions, saturation with hotels and
catering establishments;

3.7) general safety, including crime rates and structure and crime detection rates;

3.8) involvement with investors at the level of voivodeship, including the number of investment offers in the database
of the Polish Information and Foreign Investment Agency (Polish abbr. PAIiIZ). PAIIZ certification results of Regional

Investor Service Centres information and promotion activities vis-a-vis investors delivered with the support of Trade and
Promotion Sections at Embassies of the Republic of Poland (Polish abbr. WPHil).

All of the above-mentioned variables were compared against cumulated inflow of foreign investment into SEZ in
terms of value (in PLN) and quantity (number of valid permits as an approximate measure of investment projects'®). We

used data from counties processed for our study by the Department of Support Instruments at the Ministry of Economy

in 2015 (as at 31 December 2014).
4. Correlation analysis and discussion

In the first part of our study we used Pearson correlation coefficient, Spearman’s rank correlation coefficient

(Roszkiewicz, 2002; Sobczyk, 2000)!'7 and the SPSS software for calculations.

Table 2
Determinants of FDI value in SEZ (as at 31.12.2014)
No. Pearson Spearman
of . Determinants Coefficient | Empirical Coefficient | Empirical
varia value significance | value significance
ble level level
(p — value) (p — value)
Cumulated value of foreign investment in SEZ
1. Intra-zone
1.1 Size of the zone in ha 0.890 0.000 0.842 0.000
1.2 Cumulated promotion outlays of ZMCs 0.665 0.010 0.609 0.021
1.3 Tax allowances for ZMCs 0.642 0.013 0.578 0.030
1.4 Equity of ZMCs -0.006 0.985 0.092 0.753
1.5 Number of towns and cities with sub-zones 0.756 0.002 0.802 0.001
1.6 Number of municipalities with sub-zones 0.497 0.071 0.630 0.016
1.7 State aid granted to operators in the SEZs* 0.952 0.000 0.864 0.000
1.8 Costs of construction and modernisation of 0.707 0.050 0.732 0.030
zone infrastructure™®
1.9 Percentage of zone area allocated to investors -0.028 0.923 -0.108 0.714
1.10 | Infrastructure outlays of ZMCs, cumulative 0.246 0.397 0.534 0.049

15 In strict terms, IBnGR ranking includes available areas and investors’ activities in SEZ.

16 Usually there are slightly more valid permits than actual investment projects.

17 They take values from closed interval [-1, +1]. The relationship we study is the stronger the closer the coefficient is to the ends of the interval. The
sign informs about the convergent (positive) or divergent (negative) profile of the relationship. Pearson coefficient is the most popular measure of
correlation between ratio variables, which informs about the strength of the close-to-linear relationship between the value of variables. Spearman
coefficient shows correlation between rankings (ranks) of values of variables (in ascending or descending order). Differently from Pearson coefficient,
it measures any monotonic, not only linear, dependence between variables; it is also more robust and resistant to outliers in the sample.
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2. Investors’ assessment of SEZ
2.1 Overall assessment 0.541 0.046 0.569 0.034
2.2 Infrastructure 0.699 0.005 0.749 0.002
2.3 Business environment 0.657 0.011 0.669 0.009
24 Cooperation with SEZ authorities 0.491 0.075 0.525 0.054
2.5 Human resources 0.455 0.102 0.429 0.126
3. Investment attractiveness of
voivodeships
3.1 Overall investment attractiveness 0.573 0.032 0.440 0.115
3.2 Market 0.568 0.034 0.348 0.223
33 Labour resources and costs 0.593 0.025 0.559 0.038
34 Transport accessibility 0.346 0.226 0.128 0.664
3.5 Economic infrastructure 0.456 0.101 0.370 0.193
3.6 Social infrastructure 0.442 0.114 0.352 0.217
3.7 Public safety -0.430 0.125 -0.515 0.06
3.8 Activities addressed to investors 0.348 0.223 0.326 0.256
*As at 31.12.2012
Source: own elaboration.
Table3
Determinants of FDI population in SEZ (as at 31.12.2014)
No. Pearson Spearman
of
varia . - — - —
ble Determinants Coefficient Emplrlcal Coefficient Emplrlcal
value significance | value significance
level level
(p — value) (p — value)
Cumulated population of FDI in SEZ
(no. of valid permits)
1. Intra-zone
1.1 Size of the zone in ha 0.897 0.000 0.868 0.000
1.2 Cumulated promotion outlays of ZMCs 0.785 0.001 0.754 0.002
1.3 Tax allowances for ZMCs 0.664 0.010 0.705 0.005
1.4 Equity of ZMCs 0.008 0.978 -0.141 0.631
1.5 Number of towns and cities with sub-zones 0.718 0.004 0.682 0.007
1.6 Number of municipalities with sub-zones 0.637 0.014 0.754 0.002
1.7 State aid granted to operators in the SEZs* 0.933 0.000 0.864 0.000
1.8 Costs of construction and modernisation of zone 0.728 0.03 0.679 0.08
infrastructure*
1.9 Percentage of zone area allocated to investors 0.018 0.951 -0.191 0.513
1.10 | Infrastructure outlays of ZMCs, cumulative 0.208 0.475 0.613 0.020
2. Investors’ assessment of SEZ
2.1 Overall assessment 0.603 0.022 0.670 0.009
2.2 Infrastructure 0.843 0.000 0.908 0.000
2.3 Business environment 0.800 0.001 0.854 0.000
24 Cooperation with SEZ authorities 0.614 0.020 0.710 0.004
2.5 Human resources 0.502 0.067 0.503 0.067
3. Investment attractiveness of voivodeships
3.1 Overall investment attractiveness 0.578 0.031 0.475 0.086
3.2 Market 0.556 0.039 0.317 0.270
3.3 Labour resources and costs 0.649 0.012 0.629 0.016
34 Transport accessibility 0.453 0.103 0.414 0.142
3.5 Economic infrastructure 0.433 0.122 0.405 0.151
3.6 Social infrastructure 0.442 0.114 0.317 0.270
3.7 Public safety -0.402 0.154 -0.493 0.073
3.8 Activities addressed to investors 0.275 0.342 0.273 0.345

* Asat 31.12.2012
Source: own elaboration
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Firstly, obtained results (Table 2 and 3) demonstrate differences in the impact of each of the three distinguished groups
of factors upon FDI inflow into SEZ. This finding may be relevant for government policy towards the zones. Relatively
the biggest role was played by intra-zone determinants, while exogenous factors, i.e., economic development of
voivodeships where the zones are located were the least important. It may suggest that zones located in less competitive
regions of Poland may also attract foreign investors if they are more active and have more resources for infrastructure-

related projects.

Secondly, in quantitative terms and value-wise the results in most cases are rather similar. However, among intra-
zone factors attention is drawn to much higher correlation and empirical significance coefficients obtained for the
relationship between the number of municipalities and investment projects than for the relationship between the number
of municipalities and the value of investment. This should be attributed to higher dispersion of investment projects and
the need to adjust the location of plots to the needs of small and medium-sized operators. Clearly, higher correlation
between the assessment of SEZ performance by investors and FDI population rather than the value suggests that zones

are perceived better by those who invest in smaller undertakings.

Thirdly, in most cases dependencies were consistent with our expectations. Among factors the most correlated with
FDI inflow we should list the intra-zone ones, such as the size, promotion outlays of ZMCs, tax allowances for companies,
number of towns and municipalities subject to zone-related regulations (only Spearman’s coefficient), amount of State
aid'® and costs of provision and modernisation of infrastructure in the zones. The latter was crucial in investors’
assessment together with the quality of business environment or cooperation with local administration, mainly self-
governments. It means the success of zones depends not only on the support available within them but also on the

commitment and professional approach of local officials.

Fourthly, rather surprisingly, most dependencies between FDI inflow into SEZs and factors of investment
attractiveness of voivodeships turned out to be insignificant. Labour costs and resources as well as the size of regional
market were the only exception. Negative structural parameter for public safety and its significance level slightly

exceeding 0.05 suggest public safety was disregarded by foreign investors.
5. Regression analysis and discussion

Correlation methods were used to identify the strength of relationship between the inflow of FDI and a series of factors.
The second part of the study was designed to specify the regression function, which identifies foreign investment in SEZs
depending on the value of explanatory variables. To this end, for regression equations we selected the same two dependent

variables that were used in correlation analysis:
a) cumulated FDI inflow into SEZ in value terms (in millions of PLN) as at the end of 2014;
b) and cumulated FDI inflow into SEZ in quantitative terms (valid permits) as at the end of 2014.

Likewise, explanatory variables were variables used in statistical part. Equations included two explanatory variables

each, with no constant term, which turned out to be insignificant:
y=bixi+b2x,
where: y — explained variable;
X1, X2 — explanatory variables;

b1, by — structural parameters.

'8 High dependence may partly be due to the fact that the granted aid is always a derivative of invested amounts. However, in accordance with the EU
rules, maximum State aid intensity depends on the level of economic development of a voivodeship.
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Due to limited number of observations (14), we did not use more variables. The model was simple and its equations
were separate entities in their own rights. Overall, several dozen varieties of equations were estimated with explanatory
variables from the same or different groups'’, in accordance with the classification adopted in correlation analysis.
Following formal and substantive validation, we selected 10 equations. Using the SPSS software, we calculated structural

parameters and stochastic structure parameters of the model.

Table 4
Regression equations estimates
N | Dependent | Explanator | Structural R? Empirical Durbin — Beta | Multicoll | Multicoll
0. | variable* | y variables | parameters significance Watson inearity | inearity -
(predictors (p- value) statistic** tolerance VIF
)*

1. N4 X 685.2 | 0.823 0.015 2.215 | 0.520 0.443 2.260
X2 170.5 0.030 0.451

2. y2 X 9,369 | 0.926 0.000 1.833 | 0.625 0.443 2.260
X2 1,725 0.005 0.401

3. vi X3 1597 | 0,733 0,001 1.894 | 0.708 0.966 1.035
X4 7458 0.032 0.368

4, V2 X3 20.19 | 0.838 0.000 2.175 | 0.786 0.966 1.035
X4 80.08 0.012 0.347

5. vi Xs 2949 | 0.744 0.001 2.503 | 0.690 0.891 1.123
X6 6749 0.050 0.337

6. y2 X5 3.860 | 0.851 0.000 2.513 | 0.793 0.891 1.123
X6 63.158 0.037 0.277

7. yi X6 5501 | 0.851 0.045 2.565 | 0.275 0.863 1.159
X7 475.1 0.000 0.798

8. y2 X6 53.72 | 0.871 0.056 2.441 | 0.236 0.863 1.159
X7 5.655 0.000 0.820

9. yi X6 7294 | 0.722 0.041 2.250 | 0.364 0.909 1.100
X3 1502 0.001 0.666

10 y2 X6 70.9 | 0.810 0.036 2.321 | 0.311 0.909 1.100
X3 19.4 0.000 0.756

*Symbols in columnsl! and 2:
yi - cumulated value of FDI in SEZ (as at 31.12.2014)

y2 - cumulated number of FDI projects in SEZ (as at 31.12.2014)

X | — promotion outlays of SEZ managing companies (1.2 in Table 2)

X ,— tax allowances for SEZ managing companies (1.3 in Table 2)

x3 — infrastructure (2.2 in Table 2)

X4 - labour resources and costs (3.3 in Table 2)

x5 — municipalities in SEZ (1.6 in Table 2)

Xq - overall investment attractiveness (3.1 in Table 2)

X7 - towns and cities in SEZ (1.5 in Table 2)

** Critical values of Durbin — Watson test for: p=0.05,k =2, n= 14 amount to - d;=0.91, d,=1.55
Source: own elaboration.

These equations very well explain the differences in investment inflow into SEZs. The model fits empirical data relatively
well. Determination coefficient takes values from 0.722 to 0.926. Estimates of structural parameters are significant at

0.01 or 0.05. There were no problems with multicollinearity. Durbin-Watson test shows no auto-correlation in seven cases

and is inconclusive in three cases. It means no relevant explanatory variable has been found missing in equations.

Obtained estimates explain the role of factors from all the three groups in FDI inflow. In the first two equations only
two intra-zone factors were used as explanatory variables: promotion outlays of ZMCs and cumulated tax allowances,
which in quantitative terms resulted in the model the best fitted to empirical data (R?>=0.926). Strong total impact of the
two above variables confirms results from the statistical part of the study and suggests high correlation between FDI

inflow and intra-zone factors. However, the foregoing is true only for two variables from Group I whose impact on FDI

1 Group I — intra-zone factors, Group Il — investors’ assessment (reputation), Group III — determinants of investment attractiveness of voivodeships.
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projects is complementary. It means FDI can be attracted to SEZs by more intense promotional campaigns of ZMCs, for

which they need resources from tax allowances granted by the government.

There are other relevant relationships with explanatory variables coming from different groups, although in these
instances models usually did not fit empirical data equally well as in the case of two explanatory variables from Group I.
In such “cross” equations exogenous factor “overall investment attractiveness” was the most frequent (three times)
explanatory variable. It produced good estimates in connection with investors’ assessment of infrastructure and SEZ
concentration measured with the number of towns and municipalities, in which it owns plots. That suggests FDI inflow

is bigger when a zone has many sub-zones with good infrastructure in regions attractive to investors.

It is noteworthy, when the model with the variable representing investors’ opinions about infrastructure was expanded
with the second explanatory variable (labour resources and costs or overall investment attractiveness), parameters fitted
the two endogenous variables very well. However, the variable representing the condition of infrastructure in
voivodeships (by their attractiveness ranking) was insignificant from the point of view of correlation and we failed in
constructing a regression equation that would include this very variable at adequate levels of stochastic structure
parameters of the model. It may mean that investors find infrastructure in the zone and its vicinity much more important

than infrastructure in the voivodeship which perhaps, meets their expectations.
Conclusions

In Poland SEZs are designed to prevent discrepancies in regional development, on the one hand, but, on the other hand
they are also expected to contribute to the overall growth of the economy. To obtain subsidies (the most important are
exemptions in CIT) an investor has to fulfil certain conditions, which can be a barrier of entry into SEZs. As their area is
delineated in legal, not in physical sense, they have got dispersed across all regions, rich and poor, in order to satisfy the
needs of particular investors. However, establishing SEZs in better developed parts of Poland may not contribute to the
narrowing of development gap between regions.

Foreign firms are responsible for 81% of investment stock, 72% of new jobs and 50% of investment projects in SEZs.
They played a major role in developing zones close to the Western and Southern borders. The further East we go, the
smaller their interest in zones despite usually higher state aid ceilings.

We considered the following determinants of SEZ attractiveness to foreign investors: (1) intra-zone factors; (2) current
investors’ opinions (zone reputation); (3) investment attractiveness of voivodeships where a zone had its plots. Correlation
analysis demonstrated, generally, that the three distinguished groups of factors have different impact on FDI inflow. What
is more, the zones are perceived better by those who invest in smaller undertakings. As far as details are concerned, we
found that:

- the intra-zone factors were crucial. First and foremost they include the size of the zone, number of towns and
municipalities in sub-zones, State aid for investors and costs of the provision and modernisation of infrastructure in the
zones, as well as tax allowances granted to the ZMCs and their outlays for promoting the zone;

- good zone reputation was of secondary importance. It depended first of all on the quality of zone infrastructure, the
quality of business environment and investors’ cooperation with local administration, mainly territorial self-governments;
- rather surprisingly, overall investment attractiveness of voivodeships was the least important determinant. The only
significant variables were labour availability and its cost, as well as market potential in the regions.

The results of correlation analysis were in several aspects confirmed by regression analysis. It showed that SEZs are
more interesting to foreign investors if the promotional campaigns of ZMCs are more intense, if they have more resources

for improving the zone operation, and if the zones consist of numerous sub-zones with good infrastructure.
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Summing up, our study’s final conclusion is rather optimistic: zones located in less developed regions of Poland are
not in a totally hopeless position when competing for foreign capital with their counterparts in more developed parts of
the country. A lot depends on the ZMC, resources left to its disposal by the State and on its ability to cooperate with local

authorities in order to create a business friendly atmosphere.
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GLOBAL ECONOMY

Irina Virginia Dragulanescu, "Dimitrie Cantemir' Christian University, Romania
Armenia Androniceanu, Bucharest University of Economic Studies, Romania

Abstract. The electronic commerce or e-commerce is an important instrument of the New Economy because, thanks
to the use of the electronic network, revolutionizes the traditional patterns of trade by allowing companies to improve the
efficiency and quality of its services with a considerable reduction in costs. In the '90s with the creation of Business-to-
Business (B2B) electronic commerce designed for companies and Business to Consumer (B2C) electronic commerce
between companies and consumers is recording, in recent years, a growing interest of entrepreneurs in the new mechanism
and technologies, of the New Economy for their companies in the new market. Italy, backward in terms of IT
infrastructure, is proving to want transposing the boost that the e-economy is giving to the world economy by starting at

various levels, the e-commerce machine.

In the paper, we analyze the evolution and the incidence of the new model of commerce in the developed countries
and in developing countries. The research methodology uses data from the market research carried out by public
institutions, companies and Italian and international research organizations highlighting economic and social quantifying.
Key findings highlight how the big companies have gained huge market shares compared to medium and small businesses
exploiting their size in an international competition determined by insufficient regulation of the global economy as

evidenced by a growing number of economists.

Key words: e-commerce development, e-commerce in Italy, globalization, market risks, new economy

JEL code: L81, M21, O57
Introduction

Electronic commerce or e-commerce is considered the forerunner of the New Economy because, thanks to the use of
the network, revolutionizes the traditional patterns of trade by allowing companies to improve the efficiency and quality
of its services with a significant cost reductions. In the '90s with the creation of Business-to-Business (B2B) electronic
commerce designed for companies and Business to Consumer (B2C) electronic commerce between companies and
consumers is recording, in recent years, a growing interest of entrepreneurs for their companies in the new market. Italy,
backward in terms of infrastructure, in the last years is proving to want transposing the boost the e-economy is giving to
the world economy to recover the accumulated delay (Vietri, D. & Cappellotto, G., 2011).

With the new ICT (Information and Communication Technology), there is the transition from mass society to digital
society. The first one based on the production of standardized physical goods aimed at a homogeneous market and the
second one based on the production of information and knowledge through the Internet spread rapidly, profoundly
changing the world of production, trade, human relations, research, etc. The ICT make digital society based on a
continuous flow of information on the custom sales on the relationship with the client.

Companies that sell products or services on the internet to be successful must achieve credibility and visibility.

Meanwhile, creating a website for their customers, having a secure enough server, and transmitting a positive experience
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as reputation, image and identity of successful enterprise. Therefore, it is important that the e-commerce website has easy
and quick response, is legible, allows to correct errors and the refusal of goods because of the customer dissatisfaction
without payment of penalties.

The EU Commission Communication 97/157 defines e-commerce is defined as "carrying out commercial activities
and transactions electronically and includes various activities such as the marketing of goods and services electronically,
the online distribution of digital content, the making of electronic financial transactions and stock market, public
procurement electronic and other types of settlement agreement procedures of the Public Administration".

Moreover, e-commerce is as a set of business transactions between the producer (supply) and consumer (demand),
made with the use of computers and computer networks, and for the exchange of information directly related to the sale
of goods and services (Valter, N., et al., 2016). The e-commerce identifies the purchase, sale, order and payment in
electronic form of products, using a network infrastructure. Internet, essentially, has transformed electronic commerce
from simple data exchange between companies in a real commercial business, in which the web sites function as virtual
stores cancelling the distance between the producer company and the final consumer (Peters, M.A. & Besley, T., 2016).
Electronic commerce can be in an indirect form when combines to the order and electronic payment of the purchased
products their delivery to the buyer through the traditional routes. Conversely, in a direct form are treating and end
entirely, the business networked, such as the order, payment, and delivery of products or services in digital online format.
In addition, we must also consider the sales of products made through traditional channels stimulated, however, by the
Internet through the advertising and marketing networked (The Boston Consulting Group, 2011).

The advantages can be identified, both for the users: the virtual market on the Web allows the consumer access to
goods and services without any geographical and temporal constraints; possibility of access to a wide and diverse choice
both as regards the characteristics of products and the price; is possible to find details, specialized products, amateur,
using search engines. As for the companies: large new market of potential customers to lower infrastructure costs; a direct
and interactive communication with the consumer and thus the production of on-demand assets; simplified collection of
sales data required for marketing; international exposure; abbreviation of the supply chain; reduction of operating costs
(Becerra-Alonso, D. et al., 2016).

For the company the e-commerce represents a sales alternative channel, compared to the traditional one, which defined
in general terms, as "any type of transaction tends to sell or buy a product or a service, in which actors interact
electronically rather than by physical exchanges and direct contacts".

The company, taking advantage of e-commerce, can reach potential customers, anywhere in the world and, then
facilitates the fall of the protective barriers of the geographical distance (Nica, E., 2016).

Web sites where customers make their purchases called e-shops or virtual shops so, as to distinguish them from the
traditional ones. The meaning of the term "electronic commerce" has changed over time. Tools as Electronic Data
Interchange (EDI) used as a support to business transactions in electronic form, to send commercial documents, like
purchase order or invoice in electronic format (Lazaroiu, G., 2016). Then, we switched to functions referred to more
accurately as: e-commerce, purchasing goods and services through the World Wide Web, using more secure servers
(HTTPS) where they are used electronic shopping carts and online payment services, such as authorizations for payment
by credit card. In fact, the EDI was not an interactive system that allowed trading and was not a global network supported
by telecommunications networks with excessively high costs.

However, consumers have accepted the e-commerce business model less readily than what its proponents have had
expected (Androniceanu A. & Dragulanescu, 1.V., 2016). Several reasons could justify the slow diffusion: a) doubts about
security; b) the issue of access to networked trade, for poor families and nations in developing; c) the poor diffusion of

Internet services that reduces the potential of the e-commerce; d) the social aspect of shopping (Ghislandi, R., 2012).
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Thee-commerce can be different due to the environment in which takes place the commercial activity, and of the
players involved and can be divided into four categories having different characteristics:

1) Business to Business: commercial transactions between companies;

2) Business to Consumer: commercial transactions made between the company and the final consumer;

3) Business to Administration: regards all transactions that can be carried out between business and public
administration;

4) Consumer to Administration: transactions between citizens and public administration, still not very developed.
1. Methodology

In this paper, we performed a quantitative analysis regarding the electronic commerce in Italy. This analysis was
conducted through an on-line survey and in-depth interviews with some of the major market players. The companies
involved were more than 3,000, and over 400 have actively contributed to filling in the questionnaire or by interview.
Participants were company owners, managing directors, general managers, marketing managers, country managers, e-
commerce and Internet managers. The companies surveyed are Italian or Italian subsidiaries of multinational groups. All

data presented refer to the Italian business to consumer e-commerce market.

Also using specific Excel functions and the trend line calculation we find out the online sales estimation for the next
three years. We used for estimation the linear function that precisely approximates the previous sales (R?>= 0.9754) and
the relative error calculated is around 5%. The results target an estimation of sales for the next 3 years, up to 2019 (Tab.1,

Fig.1).

2. Evolution and business volume of e-commerce in the world

In 1995, the total number of Internet users was less than 1% of the world population, and in 2016, it reached 3.4 billion
(around 46% of the world population Internet has grown exponentially globally and it is estimated that the level of traffic
generated in 2017 will be greater than the sum of previous years. (Business International, 2012; ecommerce wiki, 2016).
The market value of the global retail e-commerce estimated in 2016 at 1.915 billion dollars, 200 billion dollars more than
in 2015, amounting to 8.7% of the total retail market (7.4 % in 2015) (Twenga Solutions, 2016). As the growth rate for
retail sales is falling overall, the digital share continues to expand rapidly, with a growth rate of 23.7% in 2016.The e-
commerce sales will reach 4.058 billion dollars in 2020 and will come to cover 14.6% of total spending. The e-commerce
sales will reach 4.058 billion dollars in 2020 and will come to cover 14.6% of total spending.

Two countries continue to dominate the world rankings and are China and the United States. In first position is China
with a turnover of online sales in 2016 estimated at 899.09 billion dollars, almost half (46%) of the global market. Second
place is the United States with a turnover of 423.34 billion dollars in 2016 and a growth of 15.6% over 2015. The Asia-
Pacific area is set to remain the largest e-commerce market globally, with a turnover of over one million dollars in 2016,
up by (+ 31%) and a more than double (2,725 billion dollars) by 2020. In Southeast Asia, in particular, e-commerce still
represents only a fraction of retail sales with little infrastructure and digital payments developed. A weak logistic system
makes these markets unprepared to handle high volumes of online orders and, consequently, the e-commerce market is at
an early stage (Androniceanu, A. & Dragulanescu, 1.V., 2016). Overall, the growth of online retail sales in 2016 exceeded
10% in most markets, even in more developed countries like US, UK and Germany, and a significantly higher growth in
emerging markets. The value of e-commerce in Europe is estimated in 2016 to 509.09 billion euro; an increase of 13%

compared to 2015.1t is estimated that about 296 million people make online purchases from 48 European countries,
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including 28 European Union members (Popescu, G.H., 2016). Today, 57% of European Internet users make online
purchases, but only 16% of SMEs sell online, and less than half of them (7.5%) sell online across borders. In 2017 the
online forecast sales of goods and services are of 598 billion euro, while in 2018 is expected to total turnover of 660
billion euro. The three countries with the highest e-commerce sales are, once again, United Kingdom, Germany and
France, accounting for about 60% of the European e-commerce market (European b2c e-commerce Report, 2016). In the
UK, b2c ecommerce sales grew by nearly 16% in 2016, going from 175.74 billion dollars in 2015 to 203.26 billion dollars
in 2016. We observe that among the European growing countries, in Romania the value of the e-commerce market is
estimated at 1.8 billion Euros in 2016, thus an increase of 30% over 2015.Romanian consumers have averaged 8.4online
shopping per head in 2016. The data refer only to the sale of products.

The regulatory aspects continue to play an important role in the evolution of the European e-commerce market and,
in particular, in international sales. The European Commission, having established in 2015 the application of VAT in the
country of purchase for the sale of digital products and services, in January 2017, introduced a new measure mainly aims
to strengthen security and data protection. The adoption of the Directive (revised payment service directive or psd2),
whose entry into force is planned for 2018, laid the foundations for a banking sector opened in Europe, with standardized
access to banking infrastructure and customer data. The psd2 will radically change in the payments value chain, business
models deemed profitable and customer expectations. This directive also aims to stimulate innovation, strengthen
consumer protection and improve payment security over the internet.

In Italy, the spread of online has reached 88.7% of the population aged from 11 to 74 years, with 42.6 million Italians
who claim to be able to access the internet, an increase of 2.8% in 2016 compared to 2015. The b2c e-commerce market
in Italy generated a turnover of 31.7 billion Euros in 2016, increasing by 10% compared to 2015 (Table 1). The e-
commerce turnover showed positive results in all sectors, and overall growth was lower, however, compared to 2015. In

addition, the online sales estimation for the next three years continues the positive trend.
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Fig. 1. Turnover evolution of the e-commerce and relative error, up to 2019

Therefore, the e-commerce growth remains in double digits in 2016. The Italian e-commerce is entering a phase of
maturity and consolidation. Many actors who have taken the lead in the richer sectors are speeding up the pace, breaking
the competition. One factor that is emerging more and more clearly is the fact that e-commerce is a capital-intensive

sector.

3. Turnover distribution of e-commerce in 2016

Within distribution of e-commerce turnover, the leisure and tourism sectors continue to represent the largest share of
the market, coming together to generate 74% of e-commerce turnover. The percentage of turnover generated by the leisure
sector (43%) is, however, slightly down compared to 2015, when it reached 47% but, however, an increase in absolute
value. The sectors that grew most in terms of turnover were health and beauty (+ 36%) and food (33%) compared to 2015.
The growth of online shopping centers continues, where the dominance of the major international players, the fashion
industry, with the largest operators that grow quickly and the house and the furniture industry. The online turnover of
these sectors (Table 2) is, however, still modest in absolute terms and in proportion to the other sectors. Tourism, which
is one of the most mature sectors, grew by about 12%.In this sector, the sharing economy has opened new markets that
have yet to stabilize.

Table 2

Turnover distribution in 2016

E-commerce turnover of 31,6 billion Euros in 2016
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Source: author’s calculations based on CasaleggioAssociati, 2017
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4. Italian digital consumers

According to the E-commerce B2C Observatory (School of Management of Milan Polytechnic and Netcomm) the purchase
of products through the web has seen a growth of 18% compared to the 2015 data. Comparing it with purchasing habits of other
European countries shows, that e-commerce in Italy has not yet reached such a large market share. In fact, E-commerce Report
2016 of the BEM Research set to 3.6% share of the online commerce in Italy compared to a total value of purchases made by
Italian families of 12% of the European market. The margins for growth are therefore very large, but for move consciously is
necessary to know, interpret and understand who really the Italian digital consumers are.

The Italian digital market have frequent consumers (DAG, 2013; Audiweb, 2015), there is that who buy one or more
times per month (51.4%), then the regulars who purchase one or more times per quarter (33.5%), the intensives they buy
one or more times per week (28.6%) and finally the occasional consumers who buy one or two times per year (4.2%).
The percentage of the person making an average of one purchase per month is equal to 81% in Italy. Within these four
categories, emerge the first differences of gender and country of origin: the number of men who buy online one or several
times per week, for example, it is greater than that of women (respectively 31.1% and 24, 9%). From the geographical
point of view, we note some interesting correlations between frequency of purchases and size of the urban centers. The
resident area is largest, the greater will be the concentration of intensive buyers, and instead in centers with less than 10
thousand inhabitants, we find the highest number of occasional buyers.

As for the age, we note that the e-commerce phenomenon in Italy does not involve specifically younger people, as
perhaps we would expect, the Italian e-consumers with greater propensity to purchase are aged between 35-54 years.
Highest number of occasional buyers are in the extreme ranges of the sample, between 18-24 years and over 55. The
reasons that push a consumer to choose to buy online are essentially three: lower prices (63%), breadth of choice (37%),
ability to make comparisons between prices and products (34%). In addition, other factors related to the comfort are
affecting as the ability to save time, to buy at any time, not having to move from home or find more online information
and opinions on a product. The price is one of the factors to which Italians digital buyers pay more attention with 94%
declaring that compare the prices online and offline.

According to the European Digital Behavior Study 2016 (EDBS16), research on the behaviour of the population in
Europe and outside Europe on the internet, made by ContactLab are 30.5 million Italians connected, equal to 78% of
people between 16 and 65 years. Also is increasing the number of mobile users also regarding e-commerce. The research
measures the user connectivity and compares countries thanks to Digital Interactivity Index. As far as the use of internet,
growth was + 6%, the Italian index has reached a value of 39, compared to 51 of Great Britain and 46 in Germany. While,
beyond the borders of Europe, the values are even higher: Shanghai (61), New York (55), Moscow, St. Petersburg (53)
and Seoul (53).

Although the 87% of Italians who use the internet declares to make online purchases, the role of the physical store
remains decisive. This occurs especially in the sector of fresh food, where 38% of Italians affirms that "in store" visits are
essential for the formulation of the purchase decision. These figures emerge by the Nielsen Global Connected Commerce
Survey, carried out on a sample of 30,000 individuals in 63 countries, including Italy. The e-commerce is reshaping the
whole concept of shopping and its variations. Therefore, the purchase must be included in a wider process of internal
experience which are traceable value-different. The reference mainly concerns increasingly strong consumer need to
request more information concerning what they need to buy than ever before. Nowadays, the borders between the physical
and digital are increasingly blurred. For example, it is switching from online reviews of the product, to reading of flyers,
word of mouth and, more importantly, to what can be find within the physical store from the sales staff. As shown by

research, the current focus of large retailers is to encourage engagement and shopper satisfaction through multiple touch
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points during the purchasing path (Table 3).Only in this way can be support and strengthen the propensity to of the

customer's consumption, which more and more must be accompanied on the path leading to the product.

Table 3
The online and offline touch points that influence our buying decisions (Basis: Total web users)
touch points offline touch points online
Products of fresh foods (fruits, Beauty and ] fresh foods (fruits, Beauty and
wide vegetables, meat Personal Care | Products of wide | yegetables, meat Personal Care
consumption and dairy products) | Products consumption and dairy products) | Products
% % % %
Websites for
physical store 38 31 coupons or 11 17
discounts
flyers 21 17 E-mail business 8 14
Mouth from an ) )
) 18 19 Social media 8 13
acquaintance
shop staff's )
. . 11 20 store's website 7 17
advice provided
Magazines  or ]
9 15 Brand Website 6 17
newspapers
. online reviews
TV or radio 9 16 ) 6 16
written by users
Blogs or web
sites of special 6 12
interest
online reviews 5 12

Source: author’s calculations based on ISTAT data, 2016

5. E-commerce in Italy: fairly little known

Though buying and selling goods and services via the web has become now, a common practice in many countries
developed and not, the e-commerce in Italy is still on a very limited scale. As is shown in the Report on e-commerce in
2016 elaborated by BEM Research, the value of e-commerce between businesses and consumers (B2C) is estimated to
Italy, according to the related data 2015, approximately 21 billion euro. Compared to the complex of the European market,
which reaches a size slightly less than 600 billion Euros, the Italian e-commerce is equal to just 3.6% (table 4), against a
share of the consumption of Italian families, carried out through all possible channels of purchase, 12% (Ecommerce

Foundation, 2016).
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Table4
UE28: B2C e-commerce market - percentage breakdown 2015 - non-financial products and services
UK 41.4%
Rest UE-28 17.7%
Germany 16.9%
Spain 6.7%
France 6.0%
Sweden 4.6%
Italy 3.6%
Holland 3.0%

Source: author’s calculations based on BEM Research and Eurostat data

The Report of BEM research was recognized as the use of e-commerce in the country of origin constitute a major
driver for domestic companies to look out for digital markets. The relationship between how many individuals in a
European country have purchased on the web goods and / or services and the number of online orders received by
companies of the same country is positive and statistically significant. Interestingly, the link between supply and demand
is more relevant to large companies than small-medium ones. This look like to indicate that the companies of larger size
tend to take into consideration the web especially if stimulated by domestic demand. However, the smaller size companies
probably appreciate the Internet, as sales channel that allows them to increase the turnover beyond the domestic market,
thus potentially abroad. The poor propensity of Italian families to purchase online has, therefore, effects on businesses
that are reluctant, to present themselves on digital markets.

The Report shows that in markets where this form of sale is more widespread, the companies are larger and hire and
invest more; workers are more productive and earn more. So the whole system resulting advantaged. Thanks to higher
income, families can consume more; the highest labor costs does not affect the international competitiveness, as
productivity is a compensatory factor.

In Italy, in the years 2014-2017, it expects a growth of e-commerce by more than 62%, exceeding the 10 billion euro.
In Europe, the rise of online shopping correspond to a decrease of 1.5% in store sales. Reverse is speech regarding Italy:
grow both online and offline sells and the stores have sold 0.4% more than in 2015. The e-commerce knows no crisis in
Italy, and is likely to increase. Even shopping through smartphones is growing. The study underlines the importance of
adopting a multi-channel sales strategy, an evergreen for any brand.

The Observatory B2C e-commerce of the School of Management of Polytechnic of Milano and Netcomm has
presented the report “B2C eCommerce in Italy: graduation exam for the offer”. “The 2016 was the most important year
for e-Commerce because, have become established new business models, driven by the cross concept. Cross border, cross
channel and cross device: these are the new terms of e-commerce, showing the evolution based on new ways of shopper
behavior. Buyers purchase from Italian and foreign sites, compare products both in the physical channel, and in the digital
and make it through smartphones and PCs. The digital export is an opportunity that Italy fails to grasp, because of the
small size of the own enterprises that fail to attack foreign markets”. This result satisfies partially, because even in 2016
Italy fails to improve its position over its main comparable foreign markets (UK, France and Germany), where e-
commerce penetration reaches from two to four times higher. In this scenario, the offer is called to a graduation exam.

The Dot Com have walked this path and, continue to grow more than the traditional business (+ 28% vs. + 10).
Traditional operators now have to get involved and trying to innovate while leveraging on assets that distinguish them:
significant customer base, wealth of information about their buying habits, sales outlets in the area, and extremely

thorough knowledge of the market and products”. For products, also play an important role, sites with business models
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that focus on the time of purchase (flash sales), and sites which have invested to provide simple and effective customer
experience over this channel, such as the marketplace. Instead, for services it is mainly the purchase of transport tickets

(rail and air) and accommodation booking.

6. Marketing and online promotion

Online brand promotion continues to be a critical task for most Italian e-commerce companies. In fact, companies that
declare such a difficult business are 58% this year (2017), up from 53% in 2016 and 51% in 2015. It also increases the
percentage of companies evaluating unsatisfactory online promotion activities (10% compared to 8% in 2016, 10% in
2015. The companies met by online business promotion is 32%, less than a third of the total. They were 39% in 2016 and
2015. Among the marketing activities, the keyword advertising collects the most investment (26%, 29% in 2016),
followed by the SEO (Search Engine Optimization) which is allocated 19% of the budget. Social media marketing
activities are ranked third with 14% (as in 2016) and email marketing ranked fourth with 13% (12% in 2016) (Table 5).

Table 5
Percentage distribution of marketing and advertising
Acquisition costs of 22,9 euros
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26% | 19% | 14% | 13% 8% 5% 5% 2% 2% 2% 1% 3%

Source: author’s calculations based on CasaleggioAssociati, 2017

The presence on the comparator sites receives 8% of the marketing budget, slightly up from 6% in 2016. Investment
in remarketing activity accounts for 5% and 5% is invested in display advertising (banners). The affiliate programs,
separated from the banner, receive 2% and the same percentage for programmatic advertising. Television, radio and print

collectively account for 2% of investments, down from 6.4% in 2016.

7. Investments in online activities

According to a survey of investments in the short term (2017), Italian e-commerce companies will invest primarily in
marketing and promotion, activities identified as priority by 33% of respondents (34% in 2016) (table 6). In second place
are positioned, as in 2016, investments aimed at improving the usability and user experience of the site 20%, down from
28% in 2016). On the third place, as indicated by the 13% companies are investing in improving technology infrastructure,
which outperforming overseas sales activities (9% of the sample) and mobile (6%) in terms of priorities in 2017.

The three groups of activities listed in 2016 as priorities by 7%, 9% and respectively 10% of the companies. The 6%
of companies consider priority to invest in marketing automation and 2% intend to invest in improving logistics services
(5% in 2016), and customer care (1%, compared to 2% in 2016). Back to rise, after a few years, the percentage of

companies that do not make investments in the current year: 6% compared to 2% in 2016 and 3% in 2015.
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Table 6
Short-term investments
Investments in 2017
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Source: author’s calculations based on CasaleggioAssociati, 2017

The theme of corporate financing has become a crucial factor for the competitiveness of Italian companies in the e-
commerce sector. However, Italy still far from the support offered in other European countries. The e-commerce
companies in Germany, France, UK and Spain receive funding in the hundreds of millions of euro. In Italy, usually not
more than 5 million Euros. If this issue is not addressed, the Italian e-commerce will be more and more foreigners. The
domain of the leading global players seems ever more unchallenged both at the country level, where in the more mature
markets, Amazon continues to erode the market shares of other merchants in all areas and leading to the closure of physical
stores. Both at international, where marketplaces such as Amazon, eBay, Alibaba, Tmall and others are placing themselves
as the major brokers for merchants who want to sell overseas and for customers who want to shop across borders. The
competitiveness of these actors is shifting to the advertising market by countering global tech companies such as Facebook
and Google, whereby they can have more customer data, especially with regard to buying behavior. In 2016, Alibaba
collected 40% of mobile advertising spending in China, compared to 58% of Google and Facebook in the United States.

The next step for Alibaba will be to expand and overtake China's borders by acquiring additional assets around the world.

Conclusions

In 2016, consumers have made at least one purchase online in the year increased by 7% and 19 million (60% of
internet users). Among them, the usual buyers who make at least one purchase per month are 12.9 million, generating
91% of total e-commerce demand, and online spending in a year an average of 1.382 Euros.

This user base is much lower than that of the main European e-Commerce markets: UK web shoppers are 48 million
(85% of internet users), in Germany 55 million (81% of internet users), France 41 million (76% of internet users).

Interesting is the data on exports defined as the value of sales, from Italian sites to foreign consumers, which in 2016
grew by 17% and more than 3.4 billion euro. The sales network scenario is developing in the logic of winner takes all,
where few players (if not one) become references of a category leaving to competitors the residual space made of niches,
ancillary services, and particular target. The analysis of brand reputation of the Net Retail shows that the first 20 merchants
gather 84% of the spontaneous citations of buyers, a lightweight concentration and in steady growth from 2014.The
positive side is that if a few sites are becoming icons of online practices, the concentration of sales is down slightly.

In March 2014, 69% of physical products purchases came done using 20% of the most popular merchants, while in
June 2015 the concentration dropped to 64%.The trend seems to indicate that the open space of a thousand niches of
interests and passions of the buyers and the different service models of merchant is very extensive and constantly growing.

The survey identifies four trends at the base of the evolutionary leap from e-commerce to Net Retail:

1. The innovations of industry: merchant operating in an increasingly sophisticated and effective, new solutions for the
delivery and withdrawal of products, online banking and cashless payment systems, in particular the P2P (peer-to-peer

or also person-to-person) systems, the proliferation of connected objects and pocket-sized (or wearable).
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2. The online penetration into traditional retail fabric: the role of outlets such as online purchasing sites (in store online
purchase) or delivery (Pickup Point) with the possibility of geographic profiling combined with the buying behavior.

3. The digital buyer's mind-set, focused on convenience and comfort of purchase, an act that takes place "on my
terms"; a very shrewd and discerning buyer, and that online has been accustomed to be served with a lot more
about what happens on average in the traditional channel.

4. The values crucial for digital buyer: the online shopping path must always be available, accessible from any
device, fast and controllable, staff (self-defined, profiled extent, linked with Social), and rule on the experience
of others, in transparent conditions.

Thus, according Giacomo Fusina, CEO of Human Highway, the trends listed above converge in the experience of
online shopping aided by Smartphone: more than a new device research and purchase order, the Smartphone is the icon
of the new retail, the place where the two worlds (the two channels) of the online and physical environment connect and
interconnect. About five million Italians have turned their mobile device into a purchasing information radar on which
they check their offers, search for and posting comments on products, check availability in real time, and start installing

Mobile Payment Systems App. For these people, the difference between online or traditional shopping tends to disappear.
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