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ON THE ISSUE OF NATIONAL INNOVATION SYSTEM
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The study shows that despite some progress of Latvia after the EU accession, there is a signif-
icant number of problems that hinder its innovative development. The article offers a two-tiered
approach (national and regional) to the formation of Latvian innovation system. The proposed
recommendations cover only the first steps, which are indispensable for the establishment of inno-
vation economy.
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Ceimiana Crpagins
J1O ITMTAHHA ®OPMYBAHHA YPSJ10OM JIATBII
HAIIIOHAJIBHOI IHHOBAIIIMHOI CUCTEMUA

Y emammi noxazano, wo, nezeaxcarouu na neeni ycnixu Jlameii nicas éxodxucenns oo €C,
€ HU3KA 3HAYHUX NPOOAeM, AKI 3A8aAXHCAIOMb IHHOBAUIIIHOMY PO3BUMKY. 3anponoHoeano deopisme-
euil nioxio (depycaenuii i pezionaivHuil) 00 OPMYSaHHA AAMBILCOKOI IHHOBAUIIHOT cucmemu.
Ilpedcmasaeni pexomendauii cmocyromocs auuie nepuux Kpokis, 6e3 aKux Hemoxcauge popmy-
BAHHA IHHOBAUIIHOT eKOHOMIKU.
Karouosi caosa: innosayiiiHuil po3eumor,; HAUioOHAAbHA IHHOBAUIUHA cUCmeMAa; 0eplIca8Ha IHHO-

sauitina noaimuka, Jlamais.
Puc. 1. Jlim. 18.

Ceermiana Ctpaauns

K BOITPOCY ®OPMUPOBAHMUS ITPABUTEJIbBCTBOM JIATBUUN
HAIIMOHAJIbHON NTHHOBAIIMOHHOU CUCTEMBbI

B cmamoe noxaszano, umo, necmomps na onpedeaennvte ycnexu Jlameuu nocae exoncoenus
¢ EC, umeemcs pad 3HauumeavHolx npob.iem, Meularowjux UHHOBAUUOHHOMY pA3GUMUIO.
Ilpedaoscen 0yxypoenesvlii nodxod (2o0cydapcmeennvlii u peUOHAAbHBLE) K (Hopmupoeanuio
Aameutickoii unnosauuontoi cucmemol. Ilpedcmasaennvle pexomendauuu Kacaromces moavbko
nepevIx waz06, 6e3 KOMOPbIX HEGOIMONCHO (POPMUPOSAHUE UHHOBAUUOHHOU IKOHOMUKU.
Karouesvle cao6a: uHHOBAUUOHHOE pazsumue; HAUUOHAAbHAS UHHOBAUUOHHASL CUCMEMA; 20CY-
dapcmeennas UHHOBAUUOHHAs hoaumuKka; Jlameus.

Introduction. Global competition and economic crisis of the recent years require
response from national economies to new challenges of our time. Such response
could be the formation of national innovation system (NIS) for further economic
development. Innovative development of society today is the center of attention not
only for researchers, but also governments of many countries. On the transition to an
innovation economy, the role of the state is to be the initiator, the catalyst of innova-
tion processes. Another important factor to be considered is the quality of gover-
nance, the ability of political leadership of a country to form the needed institution-
al environment, plan, support and implement innovation projects.

The national innovation system is created over a long period of time through the
interaction (or coevolution) of economic and political systems. Formation of nation-
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al innovative system involves precise interaction of government, business, science and
education. However, Latvia has no innovative model of development, which would
have been recognized by its government, formulated, promulgated and positively per-
ceived by the society and business.

The issues considered in this article are only part of this problem. But even they
present an obstacle to the process of innovation economy development in the coun-
try.

Literature review. The study on innovation issues has become one of the most
important research areas in foreign economic literature. Thus, the key concept of the
role of innovation as the main factor of economic development was created by
J. Schumpeter (1950). His ideas about the internal stimulating role of innovation
serve as the starting point for further formation of various theories of the capitalist sys-
tem transformation.

Subsequent development of the NIS concept reveals the relationship of techno-
logical, social and economic development, and its impact on society development, as
proved by R. Nelson and S. Winter (1982), C. Freeman (1987; 1995), B. Lundvall
(1992).

Further studies have shown that competition and market selection are important
elements in the process of technological evolution. Innovative environment shall
enter into force on market demand and includes firms, scientific research universi-
ties, public bodies (authorities) (Nelson and Rosenberg, 1993).

It was found that in the context of innovation institutional environment can be
interpreted as a system of relations, conditions, rules and mechanisms to ensure the
dynamic development of innovative processes (North, 1991). Subsequent studies
show the interaction between the totalities of economic, social, political, organiza-
tional, institutional factors determining the creation of NIEs (Enright, 1993;
Johnson, 1997).

Principles of organization and functioning of innovation systems can vary great-
ly, depending on a number of factors: specificity and structure of national resources,
strategic objectives of a country, sociocultural characteristics of the society, and
national style of management (Dosi, 1988). These features are forming the model of
innovative development of a separate state.

All of these studies have proved that NIS is the key element of country's deve-
lopment, contributing to the increase of its competitiveness. Therefore, scientific and
practical significance of this concept cannot be overestimated. In fact, it already
replaced the paradigm of "welfare economics". In this context, a very useful and valu-
able seems practical application of this research in shaping the innovation economy
of Latvia.

Research objective. Based on the analysis of Latvian economy after joining the
EU, to identify the reasons for the exhaustion of the existing model of economic
development and provide directions (first steps) in the formation of the national
innovation system.

Results. Analysis of Latvia’s development with the EU. In May 2004 Latvia became
a member of the European Union. The country started to receive European funds
immediately upon accession. This allowed it in 2014 to make a certain leap in com-
petitiveness rankings, from 52th up to 42th place (The Global Competitiveness Index
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2014-2015). In 2014, the European Commission approved the use of EU funds for
Latvian development program until 2020.

Practically, this means we started to acquire funds in the amount of 4.4 bin EUR
allocated for the next 7 years. International rating agency «Moody's Investors
Service» at the beginning of 2015 raised the credit rating of Latvia from "Baal" to "A3"
with a stable outlook for the future (Moody's rating, 2014). This is an important
achievement of Latvia, because the government has in recent years acted decisively in
response to the crisis and strengthened fiscal discipline.

High ratio of GDP growth in 2005—2008, no doubt, contributed to the emer-
gence of an ambitious concept of the "Baltic Tiger", although this growth was formed
artificially on a speculative basis, and the EU money. Beginning of the crisis has led
to one of the worst economic downturns: in 2009 gross domestic product in Latvia
plummeted by 18% (The Baltic course, 2009). The crisis manifested the lack in fle-
xibility of the state management system, combined with limited internal resources
and the demand had the most negative consequences. In 2008, Latvia saved from
bankruptcy loans in the amount of 7.5 bln USD, provided by the EU, the IMEF, the
World Bank under the obligation to carry out structural reforms by increasing tax bur-
den on population and to reduce social expenditures.

Latvia, despite the European funding, has not approached the EU average level
of life. Some experts speak about banal stealing funds from the EU funds, others —
about the irrational use of money, others see the reasons in the crisis, which has "eaten
up" all former achievements. The implementation of projects is rather difficult due to
bureaucratic procedures, which Latvia has furnished, to receive eurofinancing.
Administration of funds is aimed at compliance with the formal criteria rather than
on the achievement of a certain final result. Many ideas die, waiting for funding.

There is another critical factor — people. On August 1, 2015 the population of
Latvia was 1,978,000 people — that 88,500 inhabitants less than in 2011 (news.lv,
2015). Most frightening is the fact that in recent years the 60% reduction in the num-
ber of young people (15—29 years), that left Latvia in search of work. And this trend
is increasing annually.

In the sphere of innovations Latvia is far behind many countries in Europe.
Business investments in R&D are particularly low — 6 times lower than the EU aver-
age and, as a consequence — low rate of innovation overall. Comparison of the inno-
vation indices is presented in Figure 1.

Latvia lags far behind in terms of innovation performance, as in the early 1990s
it had to catch up. This is reflected in the low level of investments in innovations, low
investment financing by commercial structures, lack of highly qualified labor force
and underdeveloped institutions.

Corporate innovations are very important, as compared to the public sector; they
create products/services with high commercial potential. But much of the innovation
activity in Latvia in recent years has been in the hands of the public sector (mainly
using the EU structural funds). Innovation has not yet earned enough attention when
companies choose opportunities for further development.

Why Latvia has such low innovation activity? Entrepreneurs state that the main
reason is lack of funds for intensive development, low level of motivation, lack of tax
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incentives. Another problem is the absence of cooperation between business, govern-
ment and the academic sector. Government identified a number of objectives of
national importance with respect to innovation, in particular, to raise the 2020 expen-
diture on R&D to 1.5% of GDP. But a viable action plan is yet to come. Innovation
policy in Latvia now is the weakest link. The country belongs to the group of "mod-
est innovators" with innovation activity lower the EU average (Innovation Union
Scoreboard, 2014).
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Figure 1. Comparison of the innovation index of Latvia with the EU average,
2007-2014, developed by the author on the basis of the European Union
Scoreboard data for 2014

At the same time we note that, with few exceptions, all countries are developing
innovation systems in their major regions. There is a very strong non-uniformity of
growth of individual centers and peripheries, leading up to depressed areas. Latvia has
4 regions that differ significantly from each other in economic and social aspects of
their development. The major share of GDP (about 69%) is concentrated in the Riga
region, as well as large part of socioeconomic activity. Other regions, "bloodless" due
to emigration remain without attention of government officials. This leads to the fact
that in the next decade, some regions are doomed to extinction as such.

Innovative development of Latvia is slowed down by economic policy of the
state, which carries out inefficient reforms, meager subsidies and little assistance in
promoting the products of higher intellectual activity of scientists. In 2016 for the
needs of higher education the government will allocate funds 65% less than in 2008,
and science in the same period will lose another 23% (Kalvinsch, 2016).

As it can be seen, education and science, creating a favorable environment for
innovation, are not among the priorities of the Latvian policy.

To these problems should be added another one which is much deeper and
involves, primarily, the absence of traditions of statehood, low quality and irrational-
ity of political elite decisions and, consequently, a heightened reaction to the alleged
security threats (language policy, growth of military spending, migration issues), the
lack of strategic vision and responsibility.

ACTUAL PROBLEMS OF ECONOMICS #12(186), 2016



94 EKOHOMIKA TA YINPABJ1IHHS1 HALJIOHAJIbHUM rocriogAPCTBOM

All this testifies to the limited state policies, their subordination to political goals.
The government does not have enough understanding and no consensus on what sec-
tors of the economy should be better developed today. Policy should send a signal to
the society that it is not a one-day thing and not aligned to suit certain politicians.
Politicians and legislators must understand the need for more serious decisions aimed
at creating conditions for the medium- and long-term innovative development.

Recommendations on the formation of the national innovation system in Latvia.
Today, NIS is the result of deliberate government policy. Exactly the state, regardless
the development model, should serve as the initiator, coordinator and catalyst of
country's movement in an innovative direction. For Latvia it should be the priority
theme in its upcoming national strategic program of economic development.

The government should develop a national innovation program for the coming
years, publicly proclaim it, and guarantee its successful performance. According to
M. Porter (1998), for its formation and existence is necessary to have long-term polit-
ical and economic guarantees from the state.

Development of Latvia should take place only in line with the priorities of the
EU innovation policy. But it should be adapted to specific realities of the country and
to adjust the dynamics of changes under the fast-growing challenges. The NIS model
of Latvia in our opinion, should be a two-level one, which will present both the state,
and the regions. At the same time, the regional dimension becomes an integral part
of the national innovation system.

The state level should cover both legal and economic areas. In organizational-
legal aspects the role of the state is to develop and expand appropriate institutional
and infrastructural conditions, in organizational-economic terms — in maintaining
macroeconomic and social stability, ensuring stable operation of the financial mech-
anism to support development.

The regional level should include the development priorities for each region,
taking into account the differences in the nature and availability of relevant resources.
Regional innovation systems is a necessary condition for the existence of the nation-
al innovation system an its integral part. In Latvia, there is no fully fledged regional
innovation system. However, in some regions there are elements of such a system,
demonstrating an undeniable competitive advantage.

Here, the government should share power with regions and create centers for
cooperation, which will include the representatives of local administrations, univer-
sities, research institutes and private businesses. Such a policy will contribute to the
creation of regional clusters, network environments that will change the innovation
landscape and accelerate its development. After all, the main goal of the EU region-
al policy is to strengthen economic, social and territorial cohesion by reducing the
differences in the development level.

For the formation of Latvian NIS there is a need for competent professionals
understanding the importance of the moment, but there are no such professionals in
government at the moment, whereby one of the first tasks is their training. It is nec-
essary to invite foreign experts that have developed NIS in their countries, to gener-
ate innovative thinking among members of the government. Trainings in particular:
1) would promote to recognition by the government of the importance of innovations
as a factor in economic development; 2) would ensure broader government campaign
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on innovation issues; 3) activate the dialogue between scientific community, industry
and the public; 4) will contribute to coordination of various factors in the economy
and society.

Due to the catastrophic outflow of youth, the government should create a pro-
gram for the Latvians’ reemigration because they got skills, ideas, knowledge and
experience residing in developed countries and this are able to import new organiza-
tional models to their country. They will be able to fill in the gaps and help promote
the innovation system.

Clear long-term plans of state support measures for small and medium business-
es would facilitate enterprise investments in R&D. After all, small and medium busi-
nesses are the key beneficiaries of government programs. If governmental steps will
keep short-term events with a high administrative burden, entrepreneurs are unlikely
to consider the strategy that encourages investment in R&D, because by its very
nature it is associated with risks and uncertainties.

It should be noted that at different stages the state's role in the development of
innovation economy must be different. Initially, its role is to create an innovation sys-
tem, but in other circumstances it is limited to observing how this system develops
and also to stimulating certain individual units. Global experience shows that cre-
ation of individual elements for NIS should be linked together. Its formation can’t be
the prerogative of one ministry only; it requires coordination between various depart-
ments and between various other partners in the economy and society.

These are only the first steps. Political transition is essential for the creation of
innovative economy. Further steps should include organizational innovations, cover-
ing education at universities, research institutions, business, social services, that is full
development of NIS, which has to be declared by the government and gain support of
Latvian society.

Conclusion. This study shows that innovative development of Latvia requires
awareness of this problem, and major efforts on the part of the state. High innovative
level of national economy can be, first and foremost, the result of deliberate actions
by government which provides the basis for the innovation system. This framework
creates further conditions for closer integration of science, advanced personnel train-
ing and educating future professionals.

The EC (2010) has developed a strategy "Europe 2020" which provides specific
recommendations on policy improvement — to increase investments in R&D to mod-
ernize the education system, to support innovative partnership, to create a single EU
patent system etc. Therefore, NIS development in Latvia should be in line with the
priorities of the EU innovation policy. But it should be adapted to the specific reali-
ties of the country and to adjust the dynamics of changes under the fast-growing chal-
lenges. It is necessary to believe that this strategy will be supported by Latvian gov-
ernment in the foreseeable future.

Further research would consider the integration of relations between the state
and regions, with the aim of smoothing the uneven development of the latter and
tracking the processes preventing this.
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