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Abstract

This paper is concerned with the role of government in relation to the development of entrepreneurship in post-socialist economies, where in the case of the former Soviet republics, private business activity was illegal until the beginning of the 1990s. By including evidence drawn from both Central and East European countries that are now members of the EU as well as states of the former Soviet Union, the paper will include analysis of both enabling and constraining influences of government to be identified

Various authors have argued the need for entrepreneurship research to acknowledge the heterogeneity of environmental conditions, outcomes and behaviours that exist with respect to entrepreneurship (e.g., Davidsson, 2003). The argument may be specifically applied to the role of public policy in relation to entrepreneurship development, since government policies and actions are a key element contributing to the heterogeneity of external conditions and thus part of social embeddedness.

A broadly based institutional framework is used as a conceptual framework for assessing the role of government in countries at different stages of market reform. The main body of the paper focuses on regulatory and governance issues, which are at the heart of establishing the framework conditions in which since legitimate entrepreneurial activity can become established. The data used in the paper to assess the role of government are drawn from empirically based investigations of entrepreneurship in a variety of transition countries, in which the authors have been involved, since the mid 1990s.

Empirical assessment of the role of government in countries such as those featured in this paper underlines the importance of taking a broadly based view of what constitutes ‘policy’ in this regard. This is because so-called ‘small business’ or ‘entrepreneurship’ policies either do not exist, or exist but are not implemented, or are implemented but affect so few businesses that they may be considered marginal to the entrepreneurship that develops. By contrast, policies related to taxation and the regulatory environment, and the behaviour of the institutions responsible for implementing them, affects most businesses to some degree.

The findings have implications for policy makers in transition and developing countries by emphasising the variety of ways in which the state can influence the nature and pace of private business development and the central role of institutional behaviour in this process. The findings also have implications for researchers interested in the social embeddedness of entrepreneurship and in extending analysis of the phenomenon into a wide range of business environments.
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1. Introduction

This paper is concerned with the role of government in relation to the development of entrepreneurship and small businesses in economies, where in the case of former Soviet republics, private business activity was illegal until the beginning of the 1990s. A number of authors have recently argued the need for entrepreneurship research to acknowledge the heterogeneity of environmental conditions, outcomes and behaviours that exist with respect to entrepreneurship, as part of a wider emphasis on the need to recognise the embeddedness of entrepreneurship in specific social contexts (e.g., Davidsson, 2003; Baker et al., 2005). This argument may be specifically applied to the role of public policy in relation to entrepreneurship development, since government policies and actions are a key element contributing to the heterogeneity of external conditions in which entrepreneurship can be found and thus part of social embeddedness.

One of the distinctive characteristics of entrepreneurship under transition conditions refers to the specific interplay between individual entrepreneur/firm behaviour and the external environment, which changes as the process of market reform unfolds (Smallbone and Welter, 2006a). This is because progress with market reform tends to produce a more enabling environment for productive forms of entrepreneurship over time, with the strength of environmental influences on entrepreneurial behaviour decreasing. In this context, the paper will investigate the evolving role of the state in post-socialist economies with varying degrees of market reform.  

Although in common usage (including on many occasions by the present authors), strictly speaking, use of the term ‘transition’ to describe post-socialist economies may be viewed as potentially misleading, since it implies a process of transformation towards a target state, namely that of a market economy. However, experience suggests that this may not necessarily be the goal in all former Soviet republics. Recent experience in Belarus, for example, provides little evidence that, under the current leadership, a market economy is the ultimate goal, suggesting that the term ‘transition’, in this context, may not be appropriate. 

The shift from central planning to market based economies involves more than processes of economic change and must be viewed as part of a wider set of change processes that include democratisation and social change. Indeed, one of the distinctive characteristics of the transformation that has been occurring in some post-socialist economies is the scope of the processes involved, which itself represents a major challenge for entire societies, as market influences widen social and economic disparities and require new forms of governance to be established. 

Whilst the countries referred to in the paper are often described collectively as transition, or post-socialist, economies, there is sufficient differentiation of experience over the last twenty years to question the legitimacy of treating them as a single group. Not surprisingly perhaps, approaching the end of the second decade after transformation began; there is considerable variation between countries in the extent to which a facilitating environment for the development of entrepreneurship has been created. As a result, it is inappropriate to refer to post-socialist economies as if they are an undifferentiated, homogeneous group, any more than so-called market economies may be considered as a uniform group. In Central and Eastern European countries, the process of accession to the European Union (EU) has contributed significantly to policy development, which has interacted with ongoing processes of market reform to influence the path of private enterprise development. This distinguishes them from the Commonwealth of Independent States (CIS) comprising most former Soviet republics, where in some cases the basic framework conditions required for private business development have still to be installed. According to the OECD (1998), ‘basic framework conditions’ refer to the creation of initial legislation and regulations allowing private businesses to legally exist; the establishment of private property rights, market based institutions, a commercial banking system, company and business law, a code of business ethics, a liberal trade regime and market based pricing for inputs, goods and services. Certain framework conditions are particularly relevant to entrepreneurship development, such as simple and inexpensive procedures for licensing and regulation; a non-prohibitive and transparent tax system; stable legislation and regulations; and access to capital.

This paper considers the role of the state in relation to entrepreneurship in two groups of countries: firstly, new member states of the EU from Central and Eastern Europe; and secondly, the CIS that were previously part of the former USSR. In both cases, individual countries will be used to illustrate public policy and governance issues: Belarus will be highlighted in the first case; Estonia, in the second. The data used in the paper to explore and qualitatively assess the role of government are drawn from a number of empirically based investigations in which the authors have been involved. 

An important issue to be considered when assessing the role of government in relation to entrepreneurship development is what constitutes ‘policy’ in this regard. This applies whether the focus is on entrepreneurship, small firms or SMEs. A narrow interpretation might focus on ‘policy initiatives designed to assist small firms’ (Storey, 1994: 253), although the present authors have previously argued for a more broadly based view of the various ways in which government policies and actions can impact on entrepreneurship. The argument applies in mature market economies, but is particularly important in environments where some of the so-called framework conditions for entrepreneurship have still to be installed. 

A broadly based view of the role of public policy on entrepreneurship development needs to include:

i. Macroeconomic policy, since the macroeconomic environment affects the willingness and ability of entrepreneurs (and potential entrepreneurs) to invest, particularly in projects that may take some time to produce a return. 

ii. The costs of legislative and regulatory compliance, which can fall disproportionately heavily on smaller enterprises. 

iii. Tax policies, which includes both the total tax burden but also the cost of compliance that can be affected by the frequency with which changes are made to the tax regime and the methods used for collection.

iv. The influence of government on the development of market institutions, such as banks and other financial intermediaries, as well as business support and training organisations. It needs to be stressed that institutional development must include a behavioural dimension, since in many ways creating appropriate institutions is the easy part; getting them to behave in a market oriented fashion is typically much more difficult, since it has implications for procedures and staff behaviour. 

v. The influence of the government on the value placed on enterprise and entrepreneurship in society, which in the long term is affected by factors, such as the curriculum and methods of teaching in the education system at all levels, but also by the stance of government towards business and property ownership and the behaviour of politicians and government officials in their dealings with private firms

vi. Direct intervention, designed to assist small businesses to overcome size-related disadvantages, which is often rationalised in mature market economies in terms of market failure (Smallbone and Welter, 2001b). 

More recently, having analysed entrepreneurship policy measures in ten mature market economies, Stevenson and Lundstrom (2005) identified six areas of emphasis:

i. Promotion of an entrepreneurship culture and more favourable attitudes towards entrepreneurship;

ii. Integration of entrepreneurship education in schools and at all levels of post-secondary education;

iii. Reduction of barriers to entry and proactive measures to make it easier for enterprises to enter the market

iv. Provision of seed financing

v. Start-up business support, such as mentoring programmes, incubators aimed at increasing the number of new local businesses;

vi. Tailored efforts to increase participation in business ownership from specific under-represented groups, e.g. ethnic minorities, women, young people.

Whilst there is some overlap, so-called ‘entrepreneurship policy’ places greater emphasis on new venture creation, rather than on existing businesses, as well as emphasis on the wider environment for entrepreneurship, and the forces influencing the supply of and demand for entrepreneurs. 

The main body of the paper focuses on regulatory and governance issues, which are at the heart of establishing the framework conditions in which legitimate entrepreneurial activity can become established. How different framework conditions affect entrepreneurship is a central element in the design of the model underpinning the Global Entrepreneurship Monitor (
 http://www.gemconsortium.org). In the rest of the paper a broadly based institutional framework is used as a conceptual framework for assessing the role of government in countries at different stages of market reform. The next section presents the key elements of this framework, focusing particularly on the role of formal and informal institutions. This is followed by a discussion of the role of the state in relation to entrepreneurship development in the two country groups, using Belarus and Estonia as examples. The next section considers some of the specific challenges facing public policy makers in post-socialist economies, followed by conclusions. 

2. Institutionalist Framework

Most entrepreneurship theories focus on micro-level influences in order to explain new venture creation and the development of entrepreneurship, taking the external environment (including institutions) as given. However, there is considerable empirical evidence from transition economies, which shows the external environment to be one of the dominant features influencing the nature and pace of entrepreneurship (e.g., Peng and Heath 1996, Peng, 2000, 2003, Polishchuk, 2001, Radaev, 2001, Smallbone and Welter, 2001a). In this context, institutionalist theory offers a suitable interpretative frame of reference, since it emphasises the role of external political, economic and societal influences on individual behaviour (North, 1990, 2005). 

In the initial stages of transformation in particular, it has been demonstrated empirically that the external environment is characterised by a high level of uncertainty, rapidly changing external conditions and major institutional deficiencies, which result in significant additional operating costs for businesses without contributing any additional value (Smallbone and Welter, 2001a). In any context, enterprise behaviour results from a dynamic inter-relationship between internal (i.e. both organisational and personal characteristics) and external conditions, but in situations where market conditions are only partially installed, the external environment, in general, and the institutional context, in particular, become a dominant influence. 

In this context, an institutional perspective can be used to explore the role of the state in entrepreneurship development in different environments. Institutions represent the ‘formal’ and ‘informal’ constraining and enabling forces with respect to entrepreneurship, creating opportunity fields (e.g., through laws) and influencing the collective and individual perception of entrepreneurial opportunities. North understands ‘institutions’ to form “the rules of the game in a society”, which assist in reducing uncertainty and risk for individual behaviour as well as the transaction costs connected with entrepreneurship. They include ‘formal’ institutions, such as political and economy-related rules and organisations, but also ‘informal institutions', which refers to codes of conduct, values and norms that “come from socially transmitted information and are part of the heritage that we call culture.” (North, 1990).

One prominent example of formal institutions is laws. Changes in laws can create new opportunity fields for entrepreneurs, such as when property rights are introduced thereby allowing private ownership to exist. On the other hand, a deficient legal infrastructure (e.g., with implementation gaps; a lack of suitably qualified judges and economic courts) can restrict entrepreneurship development. This is especially important where an ‘institutional void’ (Polishchuk, 1997) allows for discretionary actions on the part of administrative authorities, thus fostering rent-seeking, corruption and non-compliant or deviant (entrepreneurial) behaviour. 

The nature and extent of entrepreneurship across different environments reflects particular settings of institutions and enforcement mechanisms (Oliver, 1991). Formal institutions are enforced by coercive mechanisms, as mainly set down in government rules, whilst informal institutions are enforced by normative and mimetic mechanisms. Normative mechanisms assist in creating legitimacy, which is of particular importance for nascent entrepreneurs and entrepreneurs in environments, where newness of the concept of entrepreneurship may be a potential liability hampering its acceptance in the wider society. Clearly, the way that government deals with entrepreneurship influences the extent to which involvement in entrepreneurship is an acceptable form of behaviour. Formal mechanisms to ensure normative behaviour include regulations such as licensing, registration or accreditation, while informal institutions are also enforced by trust. 

Normative pressures, as codified in informal institutions, regulate entrepreneurs’ behaviour and restrict their options, often forcing compliance, even when entrepreneurs have to employ illegal actions (Leitzel, 1997). This may be illustrated with reference to the operation of the Russian tax system. When paying taxes, entrepreneurs in Russia face a bundle of unwritten rules such as bargaining over the law; developing personal contacts within the tax authority; observing formalities, such as filling in fictitious statements; and knowing the discretionary limits, as applied to both taxpayers and tax inspectors (Busse, 2002). Such informal institutions (or codes of behaviour) are partly founded on Soviet predispositions, where the individual bureaucrat was the ultimate decision-making authority, rather this being defined by a law or written regulation. However, they also result from regulatory shortcomings and gaps in implementing the new institutional frame during the post-socialist period.

In mature market economies, informal institutions may contribute to the effective implementation and enforcement of the formal framework introduced by governments. Where formal rules fail or are absent, and/or where particular social groups are excluded from mainstream society, informal institutions and trust-based relationships gain importance in not only supplementing, but also substituting for formal rules. There is a parallel in post-socialist economies where several authors have described how in such an environment, individuals use social contacts and individual networks, based on strong mutual trust in order to pursue business endeavours (e.g., Copp and Ivy, 2001, Kuznetsov, 1997, Ledeneva, 2006, Manolova and Yan, 2002, Peng, 2000, Smallbone and Welter, 2001a, Yan and Manolova, 1998). 

It is only in situations where formal and informal institutions combine to form a coherent framework that formal regulations and the ‘rule of law’ will positively shape individual behaviour. By contrast, in fragile settings with institutional conflicts and where the rule of law is largely absent, ‘non-compliance with the formal rules becomes pervasive’ (Feige, 1997: 32). These are key proposition underlying the potential application of the institutional approach to analysing the role of government in relation to the development of entrepreneurship in a transition context. It affects the number of businesses that are created and survive, but also the behaviour patterns of entrepreneurs operating within this context.

3. The Experience in the Commonwealth of Independent States of the Former Soviet Union: the Example of Belarus

Evidence from empirical surveys in former Soviet republics, such as Russia, Belarus and Ukraine suggest that many enterprises have been set up, survive and sometimes even grow despite government, because of the entrepreneurship of individuals, which is reflected in their creativity in mobilising resources and their flexibility in adapting to hostile external environments (e.g., Peng, 2000, Smallbone and Welter, 2001a, Yan and Manolova, 1998). The problem is that in these situations the number of firms remains small and their contribution to economic development in terms of jobs, innovation and external income generation rather limited. As a consequence, in situations where market reforms have been slow or only partially installed, the institutional context becomes a critical factor affecting the nature and extent of entrepreneurship development, since government still has to create the framework conditions for private sector development to become embedded and sustained.

A good illustrative example is Belarus, where the operating environment for business is currently one of the most hostile in the world. Based on an assessment by the European Bank for Reconstruction and Development (EBRD), Belarus is one of the transition countries where only slow progress has been made with the reforms required to establish a market economy. Together with Turkmenistan, Belarus is at the bottom of the EBRD league table in this regard (EBRD, 2005), and has been for many years. 

The approach to macro-economic management in Belarus has involved keeping a majority of productive resources under state control, linked to a strong administrative system that encompasses all levels of government. Negative consequences from an entrepreneurship perspective have included over-regulation, associated with the desire of the state to exercise control over productive assets and transactions in the economy, which have in turn led to complex and expensive systems of inspections and controls of enterprises. Negative consequences have also included frequent changes of the rules governing business activity (i.e. laws, decrees, regulations), which increases the uncertainty faced by business managers. This particularly applies in the case of small firms, where the costs of compliance are affected by their limited internal resource base, with less scope for managerial division of labour, than in the case of large enterprises (Bannock and Peacock, 1989). On most indicators included in The World Bank’s ‘Doing Business’ survey, Belarus appears to face higher non-wage costs and greater administrative burdens than the other post-socialist countries (The World Bank/International Finance Corporation, 2007).

In this context, it is hardly surprising that, according to official statistics (Ministry of Statistics and Analysis of the Republic of Belarus, 2006), the number of privately owned enterprises in Belarus remains small (i.e. approximately 33,000 registered small enterprises by the end of 2005, in a country of approximately 10m people), accounting for modest levels of employment (about 456,000 in 2005), which means their contribution to economic development is limited. Even if the 228,000 registered individual entrepreneurs are added, the level of entrepreneurship per head in Belarus is below that of most other CIS, including Russia, Ukraine and Moldova. Moreover, in a Belarusian context, the authoritarian nature of the regime severely limits the scope for informal unregistered activity to exist. In the assessment of the World Bank (2003), the level of development of private businesses in Belarus lags behind all neighbouring countries. Only 25% of GDP is generated from ‘private sector’ activity, although even this figure is an overestimate of the private sector contribution, since these data include all non-state owned enterprises (such as large and medium-sized joint-stock enterprises), where the majority of shares belong to the state). 

Further constraints on entrepreneurship development in Belarus include price controls, which affect the profitability of enterprises; an inefficient and distorted banking system; and a ‘crowding out’ of private businesses from some sectors of the economy, because of limited privatisation. Moreover, inadequate and imperfectly implemented legislation aggravates the situation. Bankruptcy laws are not always enforced on state companies, which mean that some large state-owned firms continue to operate, despite being loss-making, with implications for payments to their suppliers and thus business opportunities for potential suppliers. The continued operation of bankrupt SOEs illustrates the indirect effects of government policies and actions on the development of entrepreneurship, alongside the direct effects, which in Belarus has included an increasing tendency for the government to issue restrictive laws and regulations on non-state owned businesses, thereby hindering the efficient development of the private sector. 

Since the early 1990s, the overall economic environment in Belarus has constrained both the creation and subsequent development of small businesses, because of the combined effect of multiple exchange rates, import/export restrictions; poor access to loans and the crisis in the late 1990s caused by the collapse of the Russian rouble. Although government claims to support small enterprises through the creation of an appropriate legal environment for business activity; the provision of soft loans; and the establishment of an advisory infrastructure, in practice, few positive policy actions have been consistently implemented and credit lines are not fully established. In short, an ‘implementation gap’ can be said to exist with respect to so-called ‘small business policy’ in Belarus, which is a phenomenon previously reported in other post-socialist economies such as Moldova (Smallbone et al, 1999). A typical reason for this is a failure to allocate a budget to support policy pronouncements, often reflecting a lack of political commitment to private sector development, as well as deficient policy processes.

The hostile environment for private enterprise in Belarus is clearly illustrated with reference to the increase in the regulation of small enterprise activity after 1996, which forced many small firms into liquidation and others into operating abroad in Poland, Russia, the Czech Republic, Latvia and Ukraine (Smallbone and Welter, 2006b). By 1997, the effect of an increasingly hostile regulatory stance on the part of government towards the private sector resulted in 54% of all registered enterprises becoming illegal or driven out of business because of new registration rules (Zhuk and Cherevach, 2000). Methods used to restrict entrepreneurship included additional requirements for enterprises to obtain licences and a more rigorous approach by state officials (e.g. tax officials) towards private firms than towards state enterprises. 

In many transition countries with slow, or little, progress with market reforms, the legal framework is still one of the main barriers to the development of small business and entrepreneurship. Creating an adequate legal framework involves laws relating to property, bankruptcy, contracts, commercial activities, taxes, but it also involves developing an institutional framework with the capacity to implement it, with major implications for staffing. In practice, in a Belarussian context, specialised economic courts; a private legal profession and effective enforcement mechanisms are lacking for the most part. Typically, there is also a lack of adequate personnel in government administration, because of low public sector salaries combined with a lack of education and training opportunities. In addition, frequent changes in tax regulations and other commercial laws require a constant adjustment of knowledge by small business managers, as well as by those in government administration.

All of this results in time lags and a rather uncertain attitude, or even arbitrariness, on the part of public officials regarding law enforcement, which is not helped by a typical lack of specificity in the drafting of laws. Fundamentally, these institutional deficiencies reflect a lack of political commitment to facilitate private enterprise development. Belarus may currently be one of the worst examples, but the issues identified above exist to varying degrees in most of the other former Soviet republics (apart from the Baltic States, which are now part of the EU). Political considerations with respect to the enforcement of laws can aggravate the situation, resulting in the fostering of ‘old’ networks between former state-owned firms and government. In some transition countries, these networks be(come) one of the major barriers impeding the establishment of independent juridical institutions and the enforcement of a legal framework appropriate to the establishment of a market economy (e.g., Ledeneva, 2006).

As is evident from our empirical evidence, entrepreneurs in Belarussian conditions often cope with an inadequate institutional framework through ‘evasion’ strategies, which allow private entrepreneurship to survive, despite the hostility of the external environment (Welter and Smallbone, 2003). ‘Typical’ evasion strategies include combining legal and informal production; setting up a ‘fictitious’ enterprise; and cash payments to employees, which are undeclared to the tax authorities. A further example is diversification into unrelated activities. This can be both seen as a necessary coping strategy in an environment, where banks typically do not serve new and small firms, but also as an attractive development path for successful entrepreneurs, who are keen to avoid being publicly noticed as being too successful, because of the unwarranted attention this can attract from officials and representatives of the KGB.

Unrelated diversification as a coping strategy made necessary by a hostile environment can be illustrated with reference to a small firm which started its operations in 1991 in Minsk. Although seeking to focus on its core business (embroidery), the firm has engaged in simple, but unrelated, trading activity in order to generate cash for investment in the core business initially, and to attempt to deal with a cashflow crisis several years later: Embroidery was viewed as the core business activity from the outset, although only by initially trading in detergents, the enterprise was able to accumulate capital that was subsequently invested (in 1993-94) in developing hand-made embroidery products. This included the development of a design capability for products and patterns. However, following political changes in Belarus in the period 1995-97, the number of foreign tourists declined dramatically and the demand for embroidered goods largely dried up. An attempt was made to enter foreign markets directly at this time, although this was thwarted by a lack of partners who understood the structure of foreign markets, as well as by difficulties resulting from foreign exchange controls. In 1998, the firm became involved in wholesale trade for certain types of forage and vitamin additives in order to ensure the survival of the embroidery production line.
The more ‘illegal’ aspect of an ‘evasion’ strategy can be illustrated with reference to another small firm which started its operation in 1992, selling computer hardware and offering maintenance services. Two additional firms are registered in the name of the owner of the firm and his wife, which have been created to handle money transfers and for converting non-cash payments into cash. Moreover, the firm makes a regular payment to a tax inspector on a monthly basis for his help in filling out tax returns, as well as assisting in finding loopholes for tax avoidance. Feige (1997: 28) characterises such actions as the ‘legacy of non-compliance’, which dominated most of the tolerated and non-legal entrepreneurial activities in Soviet times. Due to frequent changes in commercial laws, entrepreneurs perceive the external legal environment as a major constraint on their entrepreneurial actions, consequently reacting to, or anticipating, constraints with evasion behaviour. Weakly specified regulations, combined with inadequate law enforcement, encourage corruption not only, when registering a company, but also in everyday economic transactions. 

As a consequence, in conditions that pertain in countries such as Belarus, if entrepreneurship is to be encouraged, policy needs to focus on improving the appropriateness of the institutional framework and the behaviour of institutions for entrepreneurial activity, in order to facilitate the development of productive entrepreneurship (Baumol, 1990) and minimise unproductive forms of entrepreneurial behaviour. Improving the quality of laws and regulations are key elements in establishing the framework conditions that are necessary for economic and democratic development, but so too are efficient and consistent implementation mechanisms. Regulations that are overly burdensome, complex or impractical may reduce business competitiveness by contributing to higher administrative and compliance costs, as well as to a diminution of the rule of law when non-compliance becomes rife. 

4. The Experience in New Member States of the European Union

The development of entrepreneurship has been a key element in the process of social and economic transformation in the EU’s new member states of Central and Eastern Europe, particularly during the pre-Accession period, facilitated by administrative and legal reforms and some degree of institutional change. The dynamic growth of entrepreneurship after 1990 generated considerable demand for institutional change in these countries, focusing on three main areas: firstly, a legal infrastructure appropriate to market conditions; secondly, the creation of a legal framework to facilitate the development of entrepreneurship; thirdly, the creation of commodity, capital and labour markets. In addition, in some countries a business support infrastructure has been developed, although this was typically initially undertaken, during the 1990s, by external donor agencies, contributing to a lack of embeddedness and low sustainability (Bateman, 2000).

Institutional capacity building has proved to be the most challenging aspect of the reform process, and one that is central to the continued development of entrepreneurial capacity in these countries, because of its potential impact on transaction costs. It involves not simply legal and administrative reforms and the reform of institutions relevant to entrepreneurship, but more importantly behavioural change in those institutions. Relevant institutions are those associated with implementing the framework conditions described earlier, including public bodies such as regulatory and tax authorities; licensing and registration offices; private sector institutions, such as banks, accountants and other professionals involved in providing business support; development agencies; as well as self-governing bodies, such as Chambers of Commerce. 

The process of accession to the EU has contributed to institutional development and administrative reform, driven partly by the need for Accession countries to meet the conditions for entry laid down by the EU, and partly by the desire to have the institutional conditions in place that would enable new members to successfully access EU structural funds to facilitate restructuring. This can be illustrated with reference to Estonia, which is a country where considerable progress has been made in terms of institutional development and regulatory reform relevant to entrepreneurship, in contrast with some of the countries referred to in the previous section. Although a very small country, Estonia is an interesting example, not least because it was formerly part of the Soviet Union.

Following independence in 1991, government policy in Estonia has been underpinned by a free market philosophy and a commitment to the institutionalisation of private ownership and market reforms. Rapid privatisation meant that by the end of 1996, most large enterprises had been sold, with attention then turning to the utilities, such as energy, telecommunications, railways and ports. Since 1991, Estonia has also had a liberal trade policy in which trade barriers and tariffs have been largely abolished. This has led to a growth in exports, on the one hand, and to an inflow of duty free imports, on the other. It has also contributed to Estonia’s success in attracting foreign investment, which has been an important enabling factor contributing to the success of its economic reforms and the structural transformation of the economy. As a result, on most indicators of market reform, Estonia scores highly in comparison with other Central and Eastern European countries and former Soviet republics. For example, based on EBRD assessment, by 2005, 80% of GDP was contributed by the private sector (EBRD, 2006). 

During the initial phase of transition, government was responsible for administrative and legal reforms, which made it possible for privately owned enterprises to develop, although for a time the continuous nature of these changes contributed to an unstable and uncertain business environment. It also took some time to completely revise the tax system, which meant that the development of small private enterprises was initially constrained by the remains of a tax regime inherited from the Soviet period. At the same time, until recently, direct support measures to support small business development in Estonia were noticeable by their absence, with the role of government best characterised as one of limited intervention, focusing instead on establishing the framework conditions to facilitate productive, private enterprise development. 

The development of an appropriate institutional framework is an important part of the process of market reform. In general, the institutionalisation of business support includes the development of institutions on three levels: macro-, meso- and micro-level (Welter, 1997). At the macro level, responsibility for enterprise support in Estonia has been rationalised under the Ministry of Economic Affairs, with the aim of making more effective use of the resources available for enterprise support, which contrasts with the situation prior to 2000, when a total of five Ministries were involved in enterprise support directly or indirectly.

There have also been developments in the policy process, including the publication of a national policy document for SME development (Estonian Ministry of Economic Affairs, 2002), which represents a significant step forward in strategic thinking, with related measures and responsibilities for implementation. A particularly significant step was linking strategic policy objectives to specific action plans, tied into the budgetary process, since this helps in overcoming the implementation gap that was previously referred to as a common feature of (small business) policy in a post-socialist context. 

Considerable progress has also been made in developing the institutional framework for enterprise development at the meso level. This includes the banking system, which, now largely under foreign ownership has developed a range of financial products similar to those available to enterprises in a mature market economy. It also includes a number of unions, associations and chambers, established by special interest groups, mainly on the basis of voluntary membership. Some of these, such as the Chamber of Trade and Commerce and specialised sector-based organisations have been the main source of support for businesses, particularly with regard to the process of exploiting foreign markets. In 2000, the public business support infrastructure in Estonia was rationalised into two organisations, in an attempt to make it more efficient, transparent and accessible: Kredex, the Credit and Export Guarantee Fund, and Enterprise Estonia, which has responsibility for implementing public business support measures.

At the micro-level, institutional development has focused on the development of a network of business development centres that originated with foreign donor funding in the 1990s. Previous evaluation had identified a number of weaknesses in the donor-financed network, including poor relationships with local authorities and other relevant institutions (such as banks), and limited impact within local business networks. Other problems identified included the ongoing dependence of these centres on subsidies, the poor advertising of their services, and the fact that their activities had been mainly limited to dealing with start-ups (Bateman, 2000), leaving established businesses not well provided for. As a result, the business support network has been the subject of reform, both to improve the quality and effectiveness of services delivered to small businesses but also to improve the administration, management and cost effectiveness of the support institutions. 

5. Some Challenges Facing Policy Makers in Post-Socialist Economies

Governance Issues

The term 'governance' is a very versatile one, referring to the exercise of power in both a corporate and a state context. In this particular paper, the focus is on the latter interpretation, embracing actions by executive bodies, assemblies (such as national parliaments) and judicial bodies. Governance extends beyond government deploying, for example, the capacities of businesses, community groups and academic institutions (Hart, 2003). Since governance is concerned with the rules, procedures and practices affecting how power is exercised, it embraces both formal and informal institutions, in the Douglass North sense, as well as their legitimacy and effectiveness, which can have important implications for the development of entrepreneurship. 

In countries such as Estonia, the path to EU Accession has highlighted issues of governance, as part of an attempt to improve the effectiveness and legitimacy of institutions at an EU level. This is reflected in the EU’s White Paper on European Governance, which identified five key principles underpinning good governance: firstly, openness, which means that institutions should operate in an open and accessible manner; secondly, participation, throughout the policy chain, from conception to implementation; thirdly, accountability, with clearly defined roles for institutions in the legislative and executive processes, with each institution explaining and taking responsibility for what it does; fourthly, effectiveness, emphasising that policies must be effective in delivering what is needed on the basis of clear objectives and assessment of future impact; and fifthly, coherence, i.e. of policies and actions, as well as between policies (European Commission, 2001).

The participation principle draws attention to the nature and extent of the dialogue and co-operation between the state and representatives of entrepreneurs, at different stages of the policy process. In mature market economies, self-governing, self-regulating organisations act as professional intermediaries in the process of dialogue between government and entrepreneurs, in order to ensure that the interests of businesses are taken into account in the decision making of public authorities at different levels. Whilst Chambers of Commerce existed in the former Soviet republics during the socialist period, they were effectively arms of the state, dominated as they were by large state-owned companies. As a consequence, Central and Eastern European countries have lacked a recent tradition and experience of self governing organisations, which has represented a particular challenge, as far as building institutional capacity during the Accession period is concerned. 

Although in most candidate countries, the membership negotiations involved consultation with entrepreneurs’ organisations, such methods are not embedded in everyday policy practice and there are also doubts about their effectiveness. In the case of Poland, for example, all social partners have been blamed for this deficiency, for reasons that include: insufficient familiarity with procedural aspects of preparations for negotiations; and insufficient knowledge about integration processes themselves and negotiations connected with them. In practice, it might be suggested that differences in the level of knowledge between government and non-governmental organisations seriously limits the possibility of conducting consultations based on partnership principles. 

Consequently, social partners and non-governmental organisations in new member states of the EU are typically insufficiently prepared to undertake discussions on the most important issues concerning them (social partners, http://www.ukie.gov.pl), which reflects a more fundamental weakness, namely their lack of resources. In Poland, for example, the failure of government to regulate these organisations has contributed to their fragmentation and multiplicity, since some 2000 Chambers of Trade and Commerce, employers, trade and entrepreneur’s organisations are said to exist (OECD, 1996).

Although both Estonia and Belarus share a common heritage, in that prior to 1990, they were both part of the former Soviet Union, the period since then has seen a marked contrast emerging with respect to the exercise of power by the state and the associated governance mechanisms. Unlike Estonia, where there have been significant developments with respect to the openness of public institutions; participation by entrepreneurs in policy formulation; and the accountability of public institutions, the situation in Belarus in these respects is far from encouraging. The state continues to play a dominant role in the economy, with the majority of enterprises and banks still under state control. In the assessment of the EBRD, privately owned enterprises experience excessive regulation, a high tax burden, but also regular interference in their affairs by state officials, particularly if the businesses appear to be successful. The legislative and regulatory framework is complex and frequently revised and, particularly significant from a governance perspective, many economic activities are regulated by Presidential decrees, which often contradict existing laws (EBRD, 2006). Regulations often take the form of so-called ‘recommendations’ by government, such as lending rates for banks (both state-owned and private) and recommended price levels. Such interference by the state is reminiscent of the Soviet period, when authoritarian control by the state over the economy was the norm. In addition, poorly specified legislation which leaves to much discretion in the hands of the (poorly paid) officials responsible for their implementation is fertile ground for corruption. 

Not surprisingly therefore, in a recent IFC survey of enterprises in the country, the most commonly reported obstacles to business development were: administrative procedures (72% of respondents); attitudes of civil servants to private business (67%); and (ironically) activities undertaken by local authorities to create favourable conditions for private enterprise (57%). In other words, the three most commonly reported obstacles all referred to aspects of the exercising of state power, which in Belarus are outside the influence of entrepreneurs (IFC, 2007). From a governance perspective, the points to stress are that the behaviour of public institutions is far from open, with the power of the state absolute, reflected in the use of Presidential decrees and an apparent arbitrariness in their application. There is also an absence of entrepreneur involvement in the policy process, apart from Chambers of Commerce, which as mentioned previously are essentially arms of the state, dominated by large state-owned enterprises. This is part of a wider absence of accountability, with poorly defined roles of public institutions involved in regulating and influencing private business activity; and a frequent lack of connection between policy pronouncements and actions by the state, particularly with respect to financial support measures.

Improving Regulation

A key policy issue, which can be used as a litmus test for the effectiveness of the wider system of policy development and governance with respect to entrepreneurship, concerns the effect of administrative and regulatory barriers on the establishment and subsequent development of enterprises. This is a subject that is much debated in mature market, as well as in post-socialist and emerging market economies. One of the key roles of government policy in a market-based system is to create an enabling environment for entrepreneurship, thereby make an effective contribution to generating employment and economic development. At the same time, the state also has an important regulatory function to ensure that business operates within rules that seek to balance the need to encourage and promote enterprise with a need to protect wider social interests and the public good.

Establishing an appropriate balance has been the subject of considerable debate in mature market economies, with some authors emphasising the need to minimise government regulation and control of business activity by the state (e.g. Bannock and Peacock, 1989, Harris, 2002), whilst others remain less convinced of its necessarily harmful effects (e.g. Storey, 1994). However, in a post-socialist context, establishing an appropriate balance is doubly difficult because of the lack of any tradition of the state as a regulator of business activity. 

Regulation covers “the full range of legal instruments and decisions through which governments establish conditions on the behaviour of citizens or enterprises” (OECD, 1998). Compliance with regulations and other statutory requirements involves a cost for business, which includes the opportunity costs with respect to the resources devoted to compliance, as well as any direct money costs. As a result, minimising the regulatory burden on business to the level that is necessary for the protection of the public good is a key element in government policy designed to encourage entrepreneurship and private sector development. Regulations that are overly burdensome, complex or impractical may reduce business competitiveness by contributing to higher administrative and compliance costs, as well as to a diminution of the rule of law when non-compliance becomes rife. 

In this regard, the foundation of the rule of law is based on a mutual respect for the legitimacy of regulation by both government and citizens. Rather than viewing regulations as tools by which government directs its citizens, they may be seen as a means of limiting the power of the state by closely defining it. Such a view is based on a democratic principle of “co-operation” between government and its citizens, rather than an “authoritarian” style of regulation, which transition economies have experienced in the past. It should also be noted that regulations are part of a wider regulatory system that includes processes and institutions through which regulations are developed, enforced and adjudicated. Apart from the regulations themselves, the regulatory system includes processes of public consultation, communication and updating. 

At the same time, it may be argued that individual businesses may benefit from regulatory intervention in some instances, as well as being burdened by it in others. An appropriate and effectively implemented framework of property rights and contract law can both enable and constrain business activity. As a result, in a report that is otherwise critical of the regulation of business by governments, the World Bank (2005) praises countries that have strengthened regulations regarding the protection of property rights, contract enforcement and the protection of investments. 

Although the issue of regulatory burdens can affect the development of all businesses, it can be a particular barrier during the start-up period, when entrepreneurs face many other demands on their time, in a context where time and money resources can be particularly scarce. All this affects transaction costs, which in turn can have implications for competitiveness, both domestically and internationally. Belarus lags behind other CIS countries in this regard. This is reflected in the expectations placed on the state registration agency, whose responsibilities for newly established businesses result in officials seeking to avoid future problems for themselves by demanding as many documents as possible from new entrepreneurs (Lyah and Pinigin, 2003). In addition, the State Control Committee, with its sweeping powers to control prices, contracts, salaries and other aspects of business activity is unique to Belarus. Rather than providing encouragement and support for entrepreneurship, in practice, the government in Belarus appears to make life very difficult for entrepreneurs through administrative barriers and regulatory interference. This is reflected in procedures and practices that involve the use of overly complex forms and requirements; an excessive number of forms and regulatory requirements; and frequent changes in forms and requirements. As a consequence, it is reported that a Belarussian company is obliged to obtain four to five times as many licences as companies in other CIS, with an average of 30 days to secure a single licence. On top of this they have to deal with certification, on average 8.4 times a year, rising to 12.1 for businesses in transportation and communication and 10.9 in trade and public catering (Rakova, 2003). Another example concerns the procedures for levying and reporting taxes, where profits tax is said to be regulated by 150 legal documents, income tax by 100, and property tax by 50 and VAT by 180.

Excessive regulations and procedures is one aspect, but so too is the contradiction between different pieces of legislation that often exists. A highly imperfect regulatory environment also breeds corruption for various reasons. According to Zhuk (2002), in Belarus, corruption is rife in a business environment which lacks predictability, because of the conflicting provision of legislation and also its instability; the overly broad brief of state agencies, which places a premium on ministerial rather than public interest; a plethora of controlling agencies with extensive competencies; an excessive number of poorly regulated procedures; a guiding principle for state agencies that everything is forbidden unless explicitly allowed; low awareness of legal issues on the part of both individual citizens and state officials; and an absence of a detailed procedure for the imposition of economic sanctions, which leads to violation of the principle that 'the punishment should fit the crime'. The latter gives state bureaucrats considerable scope to employ arbitrary action and abuse. 

Again, this is best illustrated with reference to the case of a Belarussian entrepreneur, whose firm produces detergents both for commercial and domestic use. He was required to apply to the government standards agency (i.e. Gosstandart) to obtain technical permission for the production. In return, the entrepreneur was ‘requested’ to assist in getting customs clearance for an imported car by the head of one department in the agency, which cost the entrepreneur $1000, with a further cash payment to the head of department of $700 in cash. This sum was justified as a kind of informal contract. Formally, the agency is legally required to inspect more than 50 chemical substances, which are used to produce detergents. For a total cost of $1700, the entrepreneur secured the registration of the company, together with an undertaking from the inspection agency not to come back for further inspections for a period of two years. Since then, the entrepreneur has periodically made payments to the same agency, in return for which they have overlooked any inadequacies of the materials used to produce detergents. In addition, the entrepreneur regularly pays tax authorities in order to decrease the number and thoroughness of their inspections.

During the last decade, the management of regulation has become a priority of EU institutions, reflected in the drive for better regulation, which involves impact assessment, consultation, and ex-post evaluation of regulatory tools and institutions. The key underlying aim has been to improve the quality of legislation and make governance more transparent, responsive and accountable. One of the main innovations has been the use of Regulatory Impact Assessment (RIA), which involves an explicit commitment to systematic, ex-ante assessment of the possible implications of proposed new regulations, combined with ex post monitoring and review of regulations introduced, reflecting wider objectives of better law making and better regulation. In this regard, Metcalf (2003) has emphasised that the value added of impact assessments depends not just on their intellectual elegance and completeness but also on how they actually work in practice, emphasising the importance of management quality. 

The issue of ‘better regulation’ is especially important in the case of the EU’s new member countries. This has been recognised by the European Commission in its CC BEST initiative, which shows that although the regulatory and administrative framework in these countries has improved significantly’, progress varies between countries and administrative simplification is a priority in all of them. Governments sometimes fail to acknowledge that heavy administrative procedures hit smaller companies disproportionately, which can provoke their flight into the informal sector. A particular challenge has been the need to simplify legislation, whilst, at the same time, adopting the 'acquis communautaire', as a condition of EU membership. The main focus of the simplification process is the reduction of the time and cost of registration and licensing, with 'one-stop shops' for administrative procedures a welcome development’ (Commission of the European Communities, 2001: 23). At the same time, there are still unresolved questions, such as what consultation mechanisms could help governments to ‘think small first’; and what are the most cost-effective ways of informing the business community of changes in legislation.

Evidence drawn from a largescale survey of SMEs in Estonia, undertaken in 2002, shows that although Estonia is significantly better than Belarus in terms of regulatory improvements, it still has some way to go to achieve the standards of mature market economies in Europe. For example, in the survey, businesses set up during or after 2000 were asked to assess how long the initial registration and licensing procedures had taken. In a majority of cases (55%), these procedures were reported to have taken less than 1 month, with a further 31% reporting the process took between 1-2 months. However, in 9% of cases, respondents reported experiencing delays of more than 2 months. The speedy and efficient registration of new businesses is a current priority for enterprise policy in the EU. In this regard, a recent study reported that the average time for completing the administration of new business start-ups in the EU was 12 days for individual enterprises (highest 35 days; lowest 1 day) and 24 days for private limited companies (from 35 days maximum to 7 days minimum) (Centre for Strategy and Evaluation Services, 2002). 

6. CONCLUSIONS

Since the 1990s, the countries of Central and Eastern Europe and the former Soviet Union have embarked on a transformation of their entire political and economic systems, the scale of which is unprecedented in recent history. The collapse of the Berlin Wall signalled a process that has changed the course of history in Europe, whilst at the same time presenting enormous challenges for the countries involved. The shift from central planning to market based economies has involved much more than economic change. Indeed, one of the distinctive characteristics of the transformation that has been occurring is the scope of the processes involved, comprising interrelated processes of economic, social and political change. This has presented opportunities, but also major challenges for entire societies in Central and Eastern Europe and the former Soviet Union, particularly since market influences widen social and economic disparities. 

Adapting the role of the state in the economy (and society) has been a major part of the challenge, since the process of market reform requires a fundamental change in the role, type and behaviour of public institutions, as well as the establishment of new forms of governance. This reflects a need for a more fundamental shift in the role of the state in the economy, as government replaces its roles as planner of resource allocation and price setter, owner and financier of enterprise activity through subsidies and transfers, with a role as regulator and facilitator of private enterprise activity, with all that involves. Not surprisingly, the experience in this regard has varied considerably between countries, as the contrasting cases of Estonia and Belarus demonstrate, despite the fact that these countries share a common socialist heritage. 

The contrasting experience described in the paper reflects differences in the level of commitment to market reforms, as well as in the knowledge and resources available to the state to implement what is required. For countries from Central and Eastern Europe that have recently joined the EU, the process of Accession (which began several years before Accession itself in 2004) gave added impetus to the ongoing process of market reform, including access to funds to assist with the ongoing restructuring, during both the pre- and post-Accession periods (Smallbone and Rogut, 2005). By contrast, in Belarus and other CIS, the process of market reform has stalled, essentially because of a lack of recognition and commitment on the part of the state to creating the conditions to enable entrepreneurs to fulfil their role as generators of wealth and drivers of economic development. In such conditions, private businesses exist despite the policies and actions of government, although the extent of productive entrepreneurship is limited and the behaviour of entrepreneurs necessarily shaped by institutional deficiencies (Smallbone and Welter, 2006b).

The experience of these former centrally planned economies during the last 20 years must be included in any attempt to asses the role the state plays in influencing the development of entrepreneurship. Whilst, essentially, entrepreneurship results from the drive and commitment of individuals, government policies and actions can have a major influence on the nature and extent of the businesses that are created, as the case of Belarus demonstrates. From a theoretical perspective, it is important that our concepts and analysis embrace entrepreneurship in a wide range of operating environments, rather than narrowly focusing on the mature market context. 

At the same time, the evidence presented in the paper demonstrates a need to avoid the use of over-simplified typologies to classify countries based on the type of market conditions pertaining. Countries such as Estonia, Poland and other EU new member states look increasingly different from countries in the CIS in terms of the market conditions for economic activity. As a consequence, such countries may be more appropriately viewed as ‘emerging market than as ‘transition’ economies, compared with their neighbours such as Belarus, which still possess many of the features associated with central planning. Since some private sector activity is tolerated, the environment in Belarus has changed during the post-socialist period, although use of the term ‘transition’ economy must not be taken to mean it is necessarily moving towards a more market-based system. Since so-called mature market economies also differ considerably in the role of the state in the economy, it may be more accurate to think in terms of a continuum from centrally planned to free market systems, rather than using an overly simplistic distinction between so-called transition and mature market economies. 

Empirical assessment of the role of government in countries such as those featured in this paper underlines the importance of taking a broadly based view of what constitutes ‘policy’ in this regard. This is because so-called ‘small business’ or ‘entrepreneurship’ policies either do not exist, or exist but are not implemented, or are implemented but affect so few businesses that they may be considered marginal to the entrepreneurship that develops. By contrast, policies related to taxation and the regulatory environment, and the behaviour of the institutions responsible for implementing them, affect most businesses to some degree. Whilst the point is not specific to post-socialist countries, the existence of major institutional deficiencies in countries such as Belarus, draws attention to framework conditions determined by the state that are largely taken for granted in mature market environments. This in itself is an important reason why a full assessment of the role of the state in relation to entrepreneurship needs to embrace a wide range of political and economic contexts, including those featured here.
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