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Abstract

economies has significantly increased over the last

several decades. Foreign investors are recognized
as important drivers shaping the local entrepreneurial
ecosystem. This paper aims to explore investors’ satisfaction
with the factors previously identified as important for
improving entrepreneurial ecosystems, that is, factors that
both positively contribute to the development of local
businesses as well as generate further foreign investment
flow. Empirically we draw upon small case studies with
managers of 38-42 key foreign investor companies in Latvia
conducted in 2015, 2016, 2017, and 2018. In the first data
collection wave, we identify key challenges that foreign
investors face in Latvia. In the following data collection
waves, we measure the development in the identified areas
of concern and thus the overall entrepreneurial ecosystem
of Latvia. Given that Latvia is a transition country in the
advanced stage of development, the focus is on issues related
to productivity and value added, including the availability

r I N he importance of foreign direct investment in transition
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of high quality labor force, the efficiency of public sector,
and favorable tax regimes as well as challenges posed by
unethical and illegal behavior, labor shortages, and elements
of uncertainty. Our results suggest that foreign investors
see a number of challenges within the all afore-mentioned
areas that are important parts of the entrepreneurial
ecosystem. Moreover, our findings suggest that progress
with regards to the improvement of certain areas such as
those mentioned previously from the viewpoint of foreign
investors, was relatively slow during the period of 2015-
2018. Our key contribution is providing with an in- depth
analysis of factors shaping the entrepreneurial ecosystem
in an advanced transition economy-from the viewpoint of
foreign direct investors. We explore investors’ opinions with
regard to the investment climate to summarize investors’
suggestions on how the entrepreneurial ecosystem in Latvia
could be further developed. Our findings provide a scope for
tailor-made, targeted policy recommendations to achieve
these goals.
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T he entrepreneurial ecosystem is a very com-
plex system where various resources comple-
ment one another. For example, entrepreneurial
education may support capital formation and capital
formation may support government reform [Isen-
berg, 2010]. In transition economies, entrepreneurial
ecosystems may also differ because certain resources
were not available in various countries during the So-
viet period. In this context, foreign direct investment
plays a significant role in helping to fill the gaps and
building an environment where such an entrepre-
neurial ecosystem can develop sustainably.

Each entrepreneurial ecosystem emerges under a
unique set of conditions and circumstances. Often
the same factors are equally important for the de-
velopment of a sustainable foreign direct investment
climate. Namely, the entrepreneurial ecosystem and
foreign direct investment development may stimulate
each other, because many entrepreneurial ecosystems
are heavily mediated by foreign direct investment,
which strongly resembles a truncated model [Mason,
Brown, 2014].

The creation of regimes that encourage a sustainable
and healthy investment environment has been set
as a key priority for numerous countries around the
globe [Coe, Helpman, 1994]. This includes countries
that were formerly under Soviet control and only rel-
atively recently regained their independence, some of
them moving toward well-functioning market econo-
mies (see [Sauka, Chepurenko, 2017] for further dis-
cussion). It has been recognized that in such environ-
ments foreign direct investment plays a particularly
significant role in reinforcing insufficient domestic
funds to finance both ownership alteration and capi-
tal composition. Furthermore, foreign direct invest-
ment, as sound long-term capital inflow, may signifi-
cantly contribute to introducing technology, manage-
rial know-how and skills required for restructuring
companies in transition economies [Popescu, 2014].
Needless to say, all these aspects are critical for the
development of local entrepreneurial ecosystems.

Transition environments, depending on the stages of
development, are often associated with uncertainty
[Smallbone, Welter, 2006], constantly changing for-
mal institutions, and not properly adapted informal
norms [North, 1990]. This makes attracting and re-
taining foreign investors more challenging. Recogniz-
ing entrepreneurship as a context-specific phenom-
enon [Davidsson, 2004; Smallbone, Welter, 2001], this
exploratory paper aims to contribute to the ongoing
debate by exploring the key factors influencing the
entrepreneurial ecosystem and investment climate in

Latvia, a country that was formerly a part of the So-
viet Union and joined the European Union in 2004.

Similar to many other countries, foreign investors play
a significant role in Latvia with regard to the develop-
ment of the local entrepreneurial ecosystem and thus
economic development. According to official statis-
tics [CSB, 2017], one fifth of all companies in Latvia
can be classified as foreign-owned.' The revenue of
these companies is approximately one half of the to-
tal turnover of all companies in Latvia. They employ
27% of the total workforce and contribute 48% of all
tax payments. According to Bank of Latvia, the inflow
of foreign investment in Latvia has been increasing
relatively slowly since 2013% One of the reasons for
this could be the dissatisfaction of existing and po-
tential foreign investors with factors shaping a favor-
able investment climate and entrepreneurial ecosys-
tem, including human capital (education and labor),
support services (infrastructure, etc.), and culture
(social norms, etc.), as identified by [Isenberg, 2011].
In this study we aim to explore investors’ satisfaction
with those factors, with the assumption that improv-
ing foreign investors’ satisfaction in certain problem
areas will lead to both more investment and a better
entrepreneurial ecosystem.

Empirically this paper draws on mini case studies: in-
depth expert interviews with major foreign investors
in Latvia, conducted in 2015, 2016, 2017, and 2018.
We aim to explore investors’ opinions with regard
to the Latvian investment climate®. We also address
investors’ viewpoints on the strengths of the invest-
ment climate in Latvia and summarize investors’ sug-
gestions on how the investment climate could be im-
proved.

More specifically, during the first data collection wave
we identified the key challenges foreign investors face
in Latvia, that is, the potential shortcomings within
the entrepreneurial ecosystem of Latvia from an in-
vestment standpoint. In the following three data col-
lection waves, we then assessed whether there are any
positive developments in areas of concern and the
overall entrepreneurial ecosystem of Latvia. Latvia is
a transition country in an advanced stage of devel-
opment [Sauka, Chepurenko, 2017] with a relatively
mature market economy, which is arguably a result of
entering the EU and NATO (2004) as well as joining
OECD (2016). Therefore our proposal is that inves-
tors will mostly be concerned with issues related to
productivity and value added, including the availabil-
ity of a high quality workforce, the efficiency of the
public sector (such as using e-tools in the commu-
nication, etc.), and favorable tax regimes. Yet we also

! Foreign investors here are defined as companies with at least 145,000 EUR revenue and at least a 50% share of foreign ownership.
% See: http://www.liaa.gov.lv/en/invest-latvia/investor-business-guide/foreign-direct-investment, accessed 29.05.2019.
? As ‘investment climate’ is a more appropriate term for use in non-academic conversation, we are using this term as a substitute for a more complex term,

‘entrepreneurial ecosystem’
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expect issues such as unethical and illegal behavior
[Putnins, Sauka, 2015], labor shortages, and elements
of uncertainty, especially with regards to the tax sys-
tem [EBRD, 2016; 2017]. Finally, given that Latvia is
a small and open economy, we propose that over the
period of four years when data was collected, we will
see the significant development of the entrepreneur-
ial ecosystem of Latvia from the viewpoint of foreign
investors.

The paper proceeds as follows. The next section re-
views existing studies that address the state and de-
velopment of the investment climate in various con-
texts. We first explore literature that addresses the im-
pact of foreign investment on economic growth and
local entrepreneurial ecosystems, then summarize
key studies on the incentives for attracting foreign in-
vestors. We then proceed by exploring the impact of
the economic environment on foreign direct invest-
ment and conclude with a brief description of the de-
velopment of the investment climate in Latvia. In the
third section we introduce the methodology, which is
followed by the results section. The paper concludes
with suggestions and policy implications. By doing so,
we aim to provide up-to-date empirical evidence on
the state of the investment climate in Latvia, thus pro-
viding scope for context-specific policy suggestions
on the improvement of the investment climate and
the development of the local entrepreneurial ecosys-
tem in Latvia and other transition countries.

Conceptual Framework

Foreign Investment, the Local Entrepreneurial
Ecosystem and Economic Growth

Daniel Isenberg categorizes factors contributing to
a favorable entrepreneurial ecosystem into six do-
mains: (i) politics (government, R&D, leadership),
(ii) finance (capital), (ii) culture (social norms, suc-
cess stories), (iv) support services (non-governmen-
tal institutions, support professions, infrastructure,
geo-location), (v) human capital (education, labor)
and (vi) markets (entrepreneurs, network) [Isenberg,
2011]. These factors are connected in formal or infor-
mal way [Mason, Brown, 2014].

A large number of studies [Blomstrom, Kokko, 2003;
Gorg, Hijzen, 2004; Liu, 2008; Barbosa, Eiriz, 2009]
have aimed to explore the impact of foreign direct
investment upon the development of local entre-
preneurial ecosystems and economic growth. The
findings reported by various studies are, however,
somewhat mixed. Namely, some studies argue that
countries with a relatively high dependence upon
foreign capital exhibit slower economic growth than
less dependent countries. Foreign investment has an
initial positive effect on growth but in the long run
the dependence on foreign investment exerts a nega-
tive effect on economic development [Dixon, Boswell,
1996]. In other words, it can lead to a situation where
foreigners want to control the economy and influ-
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ence national security [Rivera-Batiz, Oliva, 2003].
Negative externalities such as unemployment, over-
urbanization, and income inequality perpetuate the
problem [Almfraji, Almsafir, 2014].

Some studies, however, have not found evidence of any
significant impact of foreign direct investment upon
economic growth and thus consider the effect either
neutral or weak [de Mello, 1999; Manuchehr, Ericsson,
2001; Carkovic, Levine, 2002]. Yet some recent studies
find that foreign investment has a major positive im-
pact on the development of the local entrepreneurial
ecosystem. Creating new, often better jobs, bringing
in know-how and generating innovations, and offer-
ing better products at lower prices, especially if the
market allows investors to produce at lower prices or
in greater volumes [Lipsey, Sjoholm, 2004] - these are
the key benefits of foreign investors. Other arguments
for inviting foreign investors to a particular country
include providing access to human resources and the
possibility of increasing efficiency and effectiveness
[Devajit, 2012], thus strengthening the core compo-
nents of the entrepreneurial ecosystem.

Characteristics of the Entrepreneurial Ecosystem
that Attract Foreign Investors

A recent model by Cerrato et al. [Cerrato et al., 2016]
identifies the main dimensions or indicators of firms’
internationalization: internationalization from the
demand side, resources located abroad, geographical
scope, international orientation, internationalization
of the business network, and financial international-
ization.

The legal framework is often highlighted as one of
the most important factors determining such choices.
But, as the experience of some transitional economies
shows, overemphasizing the formal legislation with-
out paying attention to other important aspects of the
entrepreneurial ecosystem may lead to poor invest-
ment decisions. Moreover, such factors as the cost of
resources and the cost of labor in particular might be
no less important especially for foreign direct inves-
tors seeking to locate manufacturing operations in a
global supply chain for a worldwide market [Bevan et
al., 2004].

Previous studies also show that physical, cultural and
institutional factors matter [Choi et al., 2016]. In par-
ticular, such formal institutions as a stable banking
sector, foreign exchange and trade liberalization, and
the rule of law are all critical elements of the entrepre-
neurial ecosystem [Bevan et al., 2004].

The knowledge demonstrated by a potential inves-
tor about the ‘market of interest’ has also been em-
phasized as another factor that can foster investment
flow [Eriksson et al., 1997]. One way to attract both
internationally oriented companies and firms that
may also decide to invest in particular countries is by
supplying them with the necessary information about
the host country [Fletcher, Harris, 2012].
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A very important distinction, recently introduced
by some scholars, is made between two types of as-
sets — created and natural — which are both important
factors for creating a better ecosystem to attract for-
eign investment. ‘Created assets” are factors directly
related to the institutional environment, while ‘natu-
ral assets’ include, for instance, the availability of raw
material or cheap labor. Several studies show that in
most cases ‘created assets’ are more important for in-
vestors than ‘natural assets’ when it comes to making
an investment decision [Narula, Dunning, 2000; Be-
van et al., 2004]. Namely, existing evidence suggests
that foreign investments flow into countries with
better institutional infrastructure [Choi et al., 2016].
Thus, speculation about the crucial role of path de-
pendence in establishing entrepreneurial ecosystems
is counterproductive, since in developing economies
there is still work being done on improving education,
research, legal, and regulation systems. Countries, es-
pecially transitional ones, may compensate for a defi-
cit of natural assets by improving the conditions for
foreign investors.

Foreign Investment and Entrepreneurial
Ecosystems: Developed vs. Developing Countries

Transition economies are an interesting and relevant
setting to explore the impact of institutions as the en-
tire set of formal and informal institutions was built
anew in the early 1990s [Smallbone, Welter, 2001].
Even now, in many CIS and CEE countries, including
Latvia, the quality of institutions reflects both the leg-
acy of communism and a newly developed ecosystem
with private ownership, capital markets, and legal
and institutional infrastructure [Bevan et al., 2004].

Indeed, initially the radical economic and political
reforms caused virtually all members to experience
economic recession at different levels. In many cas-
es, the growth of CEE (and also CIS) countries was
driven particularly with the help of external funding
[Sauka, Chepurenko, 2017]. Also, much of the know-
how was ‘imported; often arriving in the form of for-
eign investment, thus considerably improving the lo-
cal entrepreneurial landscape.

Yet in many countries, including Latvia, the flow of
foreign investment became substantial and relatively
stable only with the enlargement of the European
Union (EU) in the early 2000s, that is, the adoption
of many legal norms and higher transparency. These
elements are both core aspects of the entrepreneur-
ial ecosystem for investors in the West and lower the
transaction costs for ‘western’ companies entering
the CEE or CIS markets [Bevan et al., 2004].

The inflow of foreign investment can facilitate tech-
nology transfers from developed to developing coun-
tries, which is particularly important within a tran-
sition setting. Domestic firms located in transition

countries tend to benefit more from the presence of
multinational firms because of factors such as the
higher absorptive capacity, better technology, and su-
perior marketing skills [Anwar, Nguyen, 2011].

A large number of studies explore foreign direct in-
vestment’s impact upon economic growth, but only
some focus on the synergy between foreign direct
investment companies and local firms in transitional
environments. Recent studies [Giroud, Scott-Kennel,
2009; Anwar, Nguyen, 2011] show that these two fac-
tors together are the real economic drivers that help
countries improve the quality of the entrepreneurial
ecosystem and thus to increase their competitiveness
in the global arena. Local firms have access to local
resources, information, and valuable people with in-
novative ideas, while foreign corporations can pro-
vide enormous capital and R&D opportunities to de-
velop businesses across borders. This synergy appears
not only within one country, but nowadays can eas-
ily be seen between highly developed countries and
emerging markets.

Economic liberalization has led many local firms
in emerging economies to actively acquire foreign
technological and managerial knowledge in order to
strengthen their competitive positions [Chen et al.,
2016; Chittoor et al., 2009; Elango, Pattnaik, 2007; Xu,
Meyer, 2013]. Factors that enhance competitiveness
are connected with more highly skilled employees,
more capital intensity, differences in the scale of pro-
duction and factor combination choices, knowledge,
technology development, and other aspects. Overall
this fosters the entrepreneurial ecosystem of the re-
spective country and helps foreign direct investment
companies develop their businesses and better use lo-
cally available resources. For instance, a number of
studies on Indonesia show that foreign plants have
higher productivity than locally owned plants [Takki,
Ramstetter, 2003] and that plants that change own-
ership from local to foreign increase their level of
productivity. This means that local firms also ‘take
advantage’ of FDI while increasing their competitive-
ness and improving their productivity [Bevan et al.,
2004].

Methodology

This paper draws on mini case studies - in-depth ex-
pert interviews with the CEOs of key foreign inves-
tors in Latvia and members of the Foreign Investors’
Council of Latvia. The interviews were conducted in
four waves: in 2015, 2016, 2017, and 2018. Namely,
from September to early November 2018, we inter-
viewed the same 38 (out of 42) companies that took
part in the 2017 study. In addition, two new compa-
nies joined the sample in 2018. Twenty-eight CEOs
took part in the survey in 2015, while 32 took part
in 2016. Altogether, the companies (including their
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subsidiaries) that were interviewed in 2018 represent
more than 30% of the total foreign direct investment
in Latvia and contribute to 9% of Latvias total tax rev-
enue and 18% of total profit while they employ 4% of
the total workforce of companies with turnover above
EUR 145,000 and 50% foreign capital [CSB, 2017].

In the first wave, in 2015, we started out by asking
foreign investors to identify three to five key areas of
concern with respect to the sustainable economic de-
velopment of the investment climate in Latvia (open
question). Respondents were also asked to specify
any immediate of short-term priorities for develop-
ment as well as long-term one. Discussion then pro-
ceeded with the following question: “Why have you
invested in Latvia and, apart from solving the con-
cerns mentioned previously, what would other poten-
tial drivers be for you to increase investment in this
country?” Whenever possible, the respondents were
asked to provide examples illustrating their opinions.

The interviews then continued with investors’ evalu-
ations of the key drivers of Latvia’s economic com-
petitiveness. We provided investors with a list of
the most important factors affecting companies as
derived from discussions within the Foreign Invest-
ment Council of Latvia Sustainable Economic Devel-
opment Working Group. Respondents were asked to
evaluate these factors on a scale from 1 to 5, where 1
means that Latvia is not competitive with regard to
this factor and 5 means that Latvia is very competi-
tive in this area.

Drawing on the results of the 2015 survey, the next
three waves aimed to address the following three is-
sues: (i) Do investors see progress with regard to poli-
cy initiatives to meet the main challenges identified in
2015%; (ii) What has been done and what still remains
to be done (according to the viewpoint of foreign in-
vestors in Latvia) to improve the investment climate
in Latvia?; (iii) Are there any new (emerging) chal-
lenges that policymakers should be made aware of?

Additionally, in all three waves (2016, 2017, and 2018)
we asked investors for their perspective on whether
the investment attractiveness of Latvia has improved
over the past 12 months. We also asked whether in-
vestors see progress with regard to policy initiatives to
meet the main challenges identified in the 2015 study
and how investors evaluate the government’s efforts
and current policy initiatives aimed at improving the
investment climate in Latvia. As in the 2015 survey,
we also asked foreign investors whether, and under
what conditions, they plan to increase their invest-
ment in Latvia. Finally, in the 2018 survey, we asked
foreign investors to identify the best and worst deci-
sions or policy initiatives that have been introduced
by the Latvian government over the last five years and
whether they had a positive or negative impact upon
the business environment of Latvia.
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The Viewpoints of Foreign Investors on
the Investment Climate in Latvia: Results
from 2015, 2016, 2017, and 2018

The Evaluation of the Investment Climate in Latvia
by Foreign Investors

This section presents an assessment of the economic
competitiveness of Latvia, more specifically, an evalu-
ation of the investment climate in Latvia by foreign
investors operating in the country. The main factors
that could potentially influence Latvian competitive-
ness were derived by reviewing the relevant academic
literature or emerged from in-depth discussions with
the Foreign Investors’ Council in Latvia (FICIL) Sus-
tainable Economic Development Working Group in
2015. Foreign investors’ assessments of the drivers
of Latvia’s competitiveness consist of the following
indicators: the availability of labor, the efficiency of
labor, the demand for products and services, the atti-
tude towards foreign investors, the quality of business
legislation, the quality of education and science, the
quality of health and social security, hard infrastruc-
ture, investment incentives, soft infrastructure, and
demography. Additionally, foreign investors were
asked to evaluate the standard of living in Latvia. All
the aforementioned factors are also important com-
ponents of the entrepreneurial ecosystem.

During the 2015 study, 28 randomly selected foreign
investors in Latvia evaluated each of these indica-
tors or potential drivers of Latvias economic com-
petitiveness. The same 28 respondents as well as four
new companies participated in the evaluation of the
same indicators in 2016, while in 2017 an additional
10 companies joined the sample. In 2018, we inter-
viewed the same 38 (out of 42) companies that took
part in the 2017 study. In addition, two new compa-
nies joined the sample in 2018.

We provided respondents with an evaluation scale
from 1-5, where 1 means that the indicator is not com-
petitive and 5 means that the indicator is very com-
petitive. Some indicators included one item, while
some included several items. We calculated a simple
average for each indicator. Twenty-six of the 28 inves-
tors interviewed provided an evaluation for most of
the indicators in 2015: all 32, 42, and 40 respondents
took an active part in evaluating the indicators in the
2016, 2017, and 2018 studies, respectively. The results
are presented in Table 1.

As illustrated by Table 1, for all four years (2015, 2016,
2017 and 2018) foreign investors in Latvia mostly
evaluated the potential drivers of the economy as
above average. Similarly to previous years, in 2018
investors were also relatively satisfied with the ‘soft
infrastructure, measured as ‘business culture in Lat-
via’ (3.5 out of 5 in 2018 compared to 3.4 in 2015-
2017) and ‘demand for products and services’ (3.4 out
of 5in 2018 and 2017). In 2018, however, the ‘attitude
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towards foreign investors’ was evaluated as highly as
3.6 out of 5 (compared to 3.1 in 2017 and 3.2 in 2015
and 2016), which was the best assessment by for-
eign investors as explored in all four data collection
waves. Investors were, however, least satisfied with
‘demography’. The evaluation of this factor gradually
decreased from 2015-2017 (i.e., 2.0 out of 5 in 2015,
1.8 in 2016 and 1.6 in 2017), yet increased slightly in
2018 (1.7 out of 5).

The investors” assessment of the quality of the ‘health
and social system’ improved in 2018 compared to
2015-2017 (2.6 in 2015, 2.5 in 2016 and 2017, 2.9 in
2018). However, a decrease can be observed in ‘effi-
ciency of labor’ (3.1 in 2017 to 2.9 in 2018), whereas
the ‘availability of labor’ remained at the level of 2017
(2.7 out of 5). It is important to note that there was a
decrease in the component ‘availability of blue-collar
labor’ (from 2.5 in 2017 to 2.3 in 2018). ‘Quality of
business legislation’ and ‘investment incentives, how-
ever, were assessed at the same level by foreign inves-
tors in 2018 and 2017 (3.2 and 2.8, respectively).

The assessment of ‘hard infrastructure’ decreased
from 3.4 in 2017 to 3.2 in 2018 and was driven by a
decrease in the assessment of ‘energy resources’ (3.0
in 2018 compared to 3.4 in 2017) as well as ‘low pro-
duction costs’ (2.9 in 2018 compared to 3.2 in 2017).
Also, the assessment of the ‘quality of education and
science’ decreased slightly (from 3.1 in 2017 to 3.0 in
2018) following an increase from a low of 2.6 in 2016
to 3.1in 2017. Finally, the standard of living in Latvia
was evaluated at 3.9 out of 5 in 2018, which is a 0.2
increase compared with 2017 and at the same level as
2016. (See Table 1)

By increasing the satisfaction of foreign investors
with regards to aforementioned factors, a country
such as Latvia potentially stimulates and maintains
the involvement of foreign investors in the entre-
preneurial ecosystem. This is important since inves-
tors tend to reinvest their experience and wealth as
mentors, capital investors, and serial entrepreneurs
[Mason, Brown, 2014].

The Attractiveness of the Investment Climate
in Latvia

One of the key aims of this study is to measure the
progress of the development of the investment cli-
mate in Latvia. To do so, similarly to 2016 and 2017,
investors in the 2018 survey were also asked for their
perspective on whether the investment attractiveness
of Latvia had improved over the past 12 months. In-
vestors could evaluate the investment attractiveness
of Latvia using a 5-point scale, where 1 means that
investment attractiveness had not improved at all,
2 means that there have only been minor improve-
ments, 3 means that there have been some positive
improvements, 4 means yes, investment attractive-
ness has improved and 5 means yes, investment at-
tractiveness has improved significantly.

All 40 respondents answered this question, in most
cases evaluating the development of investment at-
tractiveness with either 2 (there have only been minor
improvements) or 3 (some positive improvements).
No respondents, however, answered with a 5, that
is, that investment attractiveness had improved sig-
nificantly. On average, the development of the invest-
ment climate in Latvia over the past year was evalu-
ated with 2.5, which is at the same level as the evalu-
ation a year earlier and 0.5 higher in comparison to
answers to the same question in 2016 (see Table 2).

In this context it is important to highlight that the at-
tractiveness of a specific entrepreneurial ecosystem
stimulates the interest of large and international com-
panies, which is very crucial for its development. Even
a small improvement in investment attractiveness may
lead to the interest of new companies and foreign in-
vestors in Latvia. This in turn could potentially gen-
erate some benefits, including the increase of recruit-
ment levels, the provision of training for employees,
and sources for various spin-offs providing commer-
cial opportunities for local business and thus further
contributing to the development of the national entre-
preneurial ecosystem [Mason, Brown, 2014].

Key Challenges Faced by Foreign Investors in Lat-
via: Progress or Regression?

During the 2015 and 2016 surveys, a number of key
challenges were identified that foreign investors in
Latvia faced while developing their businesses. These
included demography, access to labor, level of educa-
tion and science, quality of business legislation, qual-
ity of the tax system, support from the government
and communication with policymakers, unethical or
illegal behavior by entrepreneurs, unfair competition,
uncertainty, the court system, and the healthcare
system in Latvia. In the 2018 survey, we asked the
40 largest foreign investors in Latvia whether, in their
opinion, there had been any progress during the pre-
vious 12 months within these areas of concern. The
findings from the 2018 study are summarized in Fig-
ure la, while, for comparison, the findings from the
2017 study are displayed in Figure 1b.

As exemplified by Figure 1b, foreign investors inter-
viewed in the 2017 survey did not see any progress
with regard to access to labor. On the contrary, ac-
cess to labor seems to be an even greater challenge
in 2018 than 2017. In 2018, however, the situation
looks somewhat more positive with regard to de-
mography and the healthcare system, with substan-
tially more investors (compared to 2017) answering
that progress in these areas has been made at least
partly’

<

A large number of the foreign investors interviewed
were also not satisfied with the improvements in un-
certainty (22 saw no improvements in 2018 as well as
in 2017). The situation with regard to the court system
and quality of business legislation is also still far from
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Table 1. Foreign Investor Satisfaction with Factors Impacting the Inflow of Foreign

Investment and the Entrepreneurial Ecosystem, 2015-2018

2015 2016 2017 2018

Number of observations (n) 28 32 42 40
Soft infrastructure 3.4 3.4 3.4 3.5
Business culture in Latvia 3.4 3.4 34 3.5
Efficiency of labor 3.2 3.2 3.1 2.9
Attitude towards foreign investors 3.2 3.2 3.1 3.6
Investment incentives 2.8 2.8 2.8 2.8
Quality of business legislation 3.2 3.1 3.2 3.2
Monetary policy 4.0 4.1 3.9 3.7
Tax system 3.1 2.8 2.8 3.1
Legal system 2.6 2.6 2.8 2.9
Hard infrastructure 32 3.3 3.4 3.2
Defense 3.4 3.6 3.6 3.6
Low production costs 3.3 3.2 3.2 2.9
Infrastructure (roads, electricity, etc.) 3.1 3.1 3.3 32
Energy resources 2.8 3.3 34 3.0
Demand for products and services 3.1 3.1 3.4 34
Domestic demand 2.8 2.6 2.9 2.8
External demand (exports) 33 33 3.7 3.8
Industry traditions 3.4 3.5 3.5 3.6
Availability of labor 3.0 3.1 2.7 2a7]
Availability of labor at the management level 34 3.5 2.9 3.0
Availability of blue-collar labor 2.7 2.8 2.5 23
Quality of education and science 2.8 2.6 3.1 3.0
Education, science, and innovation 2.8 2.6 3.1 3.0
Quality of health and social security 2.6 2.5 2.5 2.9
Health system 2.5 2.4 2.4 2.7
Social security 2.8 2.5 2.6 3.0
Demography (population growth) 2.0 1.8 1.6 1.7
Standard of living in Latvia 3.4 3.9 3.7 3.9
Note: Evaluation scale from 1-5, where 1 means that the indicator is not competitive and 5 means that the indicator is very competitive.

Source: authors’ own calculations.

satisfactory in the viewpoint of foreign investors, yet
progress in 2018 was evaluated as somewhat better
than in 2017.

Also, the evaluation of progress with regard to the
tax system improved slightly in 2018 compared to the
2017 study, with more respondents in 2018 indicat-
ing that progress has been achieved at least ‘partly.
Slightly more foreign investors also see progress with
regard to unethical or illegal behavior by entrepreneurs
and unfair competition in 2018 compared to 2017,
even though approximately half of the respondents
still report that no progress had been achieved in this
area in 2018 (see Figure 1).

Finally, approximately the same number of respon-
dents in 2017 and in 2018 answered that they had
seen progress in the support from the government and
communication with policymakers, or answered that
progress has been achieved ‘partly; or mentioned that
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there has been no progress in this area over the past
12 months.

Three Key Challenges Identified: Problems
and Solutions

Of all the issues that were raised by the 2015-2017
studies, arguably three stand out. These are (i) the
availability and quality of the workforce in Latvia, (ii)
corruption in the public sector and the shadow econ-
omy, and (iii) the effectiveness of the public sector
with regard to improving the business environment
in Latvia. In the 2018 study, we thus aimed to address
all three issues in somewhat greater depth, asking the
40 largest foreign investors in Latvia that participated
in the study to comment and, even more importantly,
provide potential solutions that might help achieve
better progress with regard to solving these areas of
concern. The key findings are summarized below.
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Figure. 1. Foreign Investors’ Assessment of the Progress over the Past 12 Months

for Key Areas of Concern Identified in 2015 and 2016

a) Findings from 2018 (n=40)

The healthcare system in Latvia

The court system in Latvia

Uncertainty

Unethical or illegal behaviour by entrepreneurs, unfair competition
Support from the government and communication with the policy makers
Quality of the tax system

Quality of the business legislation

Level of education and science

Access to labor

Demography

n/a no partly yes

b) Findings from 2017 (n=42)
The healthcare system in Latvia
The court system in Latvia
Uncertainty
Unethical or illegal behaviour by entrepreneurs, unfair competition
Support from the government and communication with the policy makers
Quality of the tax system
Quality of the business legislation
Level of education and science
Access to labor
Demography
0 5 10 15 20 25 30 35
n/a no partly yes

Note: Evaluation scale from 1-5, where 1 means that the indicator is not competitive and 5 means that the indicator is very competitive.
Source: authors’ own calculations.

Availability and Quality of the Workforce, including

the Quality of Education and Science for Achieving Table 2. Pl:ogress f’f Investment Climate

Productivity Growth Development in Latvia over the Past 12 Months:
N o , 2016, 2017, and 2018 studies

On a positive note, a number of foreign investors in

Latvia that we interviewed actually argued that the Year Number of observations Rank

situation had improved with regard to the quality 2018 40 25

of labor as well as education and science. However,

the following excerpts from interviews show that the 2u Y e e

availability and quality of the workforce is still a ma- 2016 32 2.0

Jor pr oblem in Latvia. Note: Scale of 1-5 where 1 means investment attractiveness has not

« . gy s . . improved at all and 5 means investment attractiveness has improved
Workforce availability is a problem in Latvia; you could sigﬁiﬁcanﬂy, .

say that nothing is being done to improve the situation. Source: authors’ own calculations.
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To be honest, it seems like the government doesn’t even
acknowledge that there is a major problem.” (Consul-
tancy and IT company)

“We are preparing ourselves for a situation where the
availability of labor will become even worse, when
low-skilled labor will be even more scarce and more
expensive at the same time.” (Retail trade and service
company)

“No major change in the last few years. Regarding qual-
ity — it feels okay. The biggest problem is productivity.”
(Wholesale and retail company)

“We cannot really complain about the unavailability of
a low-quality workforce; however, the quality of educa-
tion in Latvia is an issue, it’s a real challenge to keep up
with, and there are some pockets of interest in this area
but no visible improvements yet.” (Consultancy and IT
company)

A number of suggestions were provided by foreign
investors to solve this challenge with regard to labor.
The suggestions on availability were as follows:

“With regard to labor availability and quality, potential
improvements can be divided into two main directions:

1. Choosing a career before starting a career

It is necessary to encourage pupils to understand the
various possibilities of further study and the types of
work each day in different occupations, in order to re-
duce the number of students who make poorly consid-
ered choices.

2. Quality and practical experience of higher education

“One needs to think about ways to support regional mo-
bility, housing, better transport systems locally. Also,
one needs to promote regional development — strength-
en the regional centers. I haven’t heard any evaluation
of the operation of tax-free zones — maybe there should
be something else to incentivize business?” (Retail
trade and service company)

“We need to open borders for both skilled and low-
skilled labor. And there are opportunities. Otherwise,
soon you will have to wash your own dishes in the res-
taurant after eating your lunch.” (Finance and banking
company)

As to suggestions on quality, one can name the fol-
lowing:

“In the education sector there is a tendency towards seg-
mentation and inequality, which is dangerous and bad
for such a small country. It is good that there was the
decision about optimizing — the same should be done
in higher education.” (Finance and banking company)

“It is important to strengthen technical and engineer-
ing studies in Latvia, develop educational programs
in cooperation with employers in Latvia and consider
reasonable opportunities for the migration of workers.”
(Manufacturing company)
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“Sick leave is a huge problem and there should be bet-
ter control over who grants it and on what conditions,
etc. Employees are abusing it and my suspicion is that
not all doctors are honest in this area!” (Manufactur-
ing company)

“Streamlined procedures for importing high-quality la-
bor” (Consultancy and IT company)

In the context of developing a sustainable entrepre-
neurial ecosystem, higher education is indeed a very
important factor. What is especially important is the
development of R&D at higher education institutions,
which can create disruptive technologies and innova-
tive ideas, contributing to both the quantity and qual-
ity of entrepreneurship [Carvalho et al., 2010]. Fur-
thermore, knowledge exchanges between industry
and the academic system is very crucial [Etzkowitz,
2008]. The results of this study suggest that quality
of education and science, involvement in R&D, and
collaboration with various stakeholders still have po-
tential for further development.

Corruption in the Public Sector and the Shadow
Economy

Overall, foreign investors argue that the situation is
also improving with regard to corruption in the pub-
lic sector and the shadow economy. However, inves-
tors also clearly emphasized that many things should
still be done in this regard. The following solutions
were provided during the 2018 interviews:

“Currently in our country there’s a feeling that you don’t
get punished if you break the law.” (Finance and bank-
ing company)

‘A number of actions have been taken and we can see
some results. Having said that, we lack transparency
on the actions taken and activities implemented, with
particular examples of actions and their consequences.”
(Retail trade and service company)

“The only thing left to do is to bring the cases to court
and prosecute. If the courts are really corrupt, then it’s
very sad. It (corruption) won't go away by itself” (Con-
sultancy and IT company)

“This takes a generation to change. The situation has
improved compared to twenty years ago. The current
generation and new politicians that we saw in the last
election have a more honest agenda. The corruption
prevention office is working better, the State Revenue
Service is also doing better: they have improved control
mechanisms. But corruption is still there.” (Real estate
company)

“Non-bank crediting and ‘payday loans’ are huge in Lat-

via and are politically safeguarded. This is not normal.
Hundreds of thousands of those who should never have
received loans have received them. Do we really want
a 25-year-old to get addicted to this system?” (Finance
and banking company)
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The Effectiveness of the Public Sector with Regard
to Improving the Business Environment in Latvia

The effectiveness of the public sector with regard to
improving the business environment in Latvia has of-
ten been emphasized by foreign investors in Latvia
and is reflected in the findings of all four interview
waves. In the 2018 study, investors also highlight
a number of challenges:

“It seems that bureaucracy is the main issue that hin-
ders the business environment in Latvia. Everyone can
invest in Latvia, but they have to be ready to come up
against heavy red tape.” (Finance and banking com-

pany)

“The major thing that Latvia needs to improve is auto-

mation and digitalization. IT has the tools for Latvia
to become more efficient. Estonia is a great example.”
(Consultancy and IT company)

“There are still a lot of things to improve in this regard. If
you build something in Riga, construction permits take
a lot of time and energy. Different Latvian government
institutions have 30 days to answer a message, and
then it becomes a kind of ping-pong game where they
always take their time to answer company questions.
Not at all effective when trying to get construction per-
mits. Thirty days should be the maximum for them to
answer; they take it as a minimum.” (Retail trade and
service company)

The following are suggestions for improving the ef-
fectiveness of the public sector in Latvia:

“Structural reforms in the whole public sector by review-
ing the existing activities and designing the most effi-
cient future public processes, which are client-oriented
and as digital as possible.” (Professional assurance and
advisory services company)

“Cooperation among ministries is very poor and should

be improved. It seems that the entire system of how the
government operates and how legislation is written in
Latvia is based on the principle “Catch the thief!” But
I do not think I deserve to be perceived as a thief!” (Fi-
nance and banking company)

“The public sector remains largely inefficient, where, to
our knowledge, the reasons are a lack of qualified labor
resources that would be willing to work in the public
sector and, on the other hand, the slow speed to market,
i.e., the time required to adopt new technologies, ap-
proaches, or ideas.” (Retail trade and service company)

“The main problem with digitalization is that we are
trying to implement it in a corrupt environment, so
there are not many supporters for it, which is slowing
down the whole process. Certain public procurement
projects are carried out with elections in mind, so this
is not always done in the best interests of the country,
but rather with the number of votes in mind. We need
to increase transparency.” (Manufacturing company)

As also exemplified by the results of this study, there
are different components of the means and instru-
ments governments can use to foster the entrepre-
neurial ecosystem. These include improving legisla-
tion and the regulatory environment, tax law, labor
rights, bankruptcy laws, the business formation pro-
cess, the educational system, awareness building, ac-
cess to finance and financial support, technology ex-
change, and networking. Furthermore, it should be
taken into account that the emphasis on improving
the ecosystem might change from reducing the un-
employment rate to how to achieve the needed quali-
fications for employees so that foreign companies
can invest more and, thus, further make their con-
tribution to improving the entrepreneurial ecosystem
[Fuerlinger et al., 2015].

Conclusions and Implications

This paper aims to provide an assessment of the in-
vestment climate and entrepreneurial ecosystem
in Latvia from the perspective of foreign investors,
drawing on both the conceptual framework and em-
pirical evidence from interviews with key foreign in-
vestors in Latvia, conducted in 2015, 2016, 2017, and
2018. The results of the 2018 study suggest that the
investment attractiveness of Latvia, according to for-
eign investors, has remained the same compared to
the situation one year earlier. Also, the investors’ as-
sessment with regard to policymakers’ efforts to im-
prove the investment climate in Latvia over the past
year has also been evaluated at the same level as the
2017 study. The overall conclusion is that there is still
substantial potential to increase both policymakers’
efforts and the resulting overall foreign investment
climate in Latvia.

Similarly to the 2016 and 2017 studies, foreign inves-
tors were once again asked to evaluate whether there
has been any progress within key areas of concern
identified back in 2015. The results of the 2018 study
suggest that, compared to the findings of the 2017
study, the situation looks somewhat more positive
with regard to demography and the healthcare sys-
tem, that is substantially more investors highlighted
that progress in these areas had been made at least

‘partly’, which was rarely the case in previous data col-

lection waves. Access to labor, however, seems to be
an even larger challenge in 2018 compared to 2017.

The foreign investors were also not satisfied with the
improvements in uncertainty. The situation with re-
gard to the court system and the quality of business
legislation is also still far from satisfactory according
to foreign investors, yet progress in 2018 was evaluated
as slightly better than in 2017. Finally, slightly more
foreign investors have also seen progress with regard
to unethical or illegal behavior by entrepreneurs and
unfair competition in 2018 compared to 2017.
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To summarize, of all the issues highlighted by the re-
sults of the 2015, 2016, and 2017 survey waves, argu-
ably three stand out. These are (i) the availability and
quality of the workforce in Latvia, (ii) corruption in
the public sector and the shadow economy, and (iii)
the effectiveness of the public sector with regard to
improving the business environment in Latvia.

The factors that drive foreign investors to choose
Latvia seem to be similar to factors that are crucial
for a sustainable entrepreneurial ecosystem. Overall,
however, of the six domains classified by [Isenberg,
2011], factors such as politics, human capital, and
the market should be significantly improved to de-
velop a sustainable ecosystem and at the same time
increase foreign direct investment attractiveness in
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Latvia. In this context, it is very important for poli-
cymakers to have one strategy for the whole country,
instead of offering different conditions in each re-
gion and city.

We believe that our findings provide scope for fur-
ther research. Deeper analysis could be made regard-
ing the unused potential of countries from the CIS
or CEE, including Latvia, to increase overall compet-
itiveness, including by further developing the busi-
ness climate. This means that local firms should be
a stimulating factor for foreigners to enter, and that
they should learn from each other. There is also a lack
of research that compares local and foreign compa-
nies in the context of CEE and the CIS as regards their
roles in shaping an entrepreneurial ecosystem.
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