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1. Small firmsin transtion economies

A successful post-communist economic restructuring is driven by growth of private firms, which
make up for the contraction of output of traditional enterprises. The shares of employment and
output of the latter invariably decline as a result of correction of structura digtortions left by
central planning, closures of enterprises unable to sustain themselves under market conditions,
disorganization of exceedingly complex and often unsustainable inter-enterprise links, and the
possibility to divert inputs from the state-owned sector of the economy in search of higher
return. These processes result in the trangtiona recesson. The economy recovers when the
nascent private sector picks up and becomes an engine of the subsegquent economic growth (see
e.g. Murrdl, 1992). Vigorous development of the private sector shortens the recession, speeds
up recovery, and reduces the socid costs of trangtion by creating new jobs and generating
market income for the |abor released from traditiond firms.

The mogt dynamic and vibrant part of the newly emerging private sector are smal and medium
enterprises. They are the fird to respond to market sgnas and fill numerous niches left by the
central planning, notorious for itsrigidity and lack of attention to consumer demand. At the same
time, smadl and medium firms give a naturd outlet for heretofore suppressed entrepreneuria
energy. Smdler firms usualy can be created with limited resources, and in particular with
minima dart-up capitd. This is an important factor, given the lack of private wedth at early
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stages of trangtion, and reluctance of potentid lenders to extend large loans to borrowers with
no track records. Findly, smal busnesses form a naturd congituency for the competitive
market economy, and dso contribute to the formation of a middle class which stabilizes the
society and serves as a bulwark againg politica extremism. Therefore the SME sector could
play an important and positive political role in the post-communigt trangtion.

Robust development of small enterprisesis a common feature of practicaly al * success sories’
in post-communist economic trangdtion. For example, in Hungary private sector employment
increased from 9 % of the total number of jobsin 1990 to more than 40% in 1993. At that time
goproximately three quarters of those working in the private sector were employees of
partnerships and fully private firms, or were sdf-employed (Commander, Kollo et d., 1995).
These measures are proxies for SME employment. In Hungary, the number amdl firms
increased in 1990 by 175%, in 1991 by 109%, and in 1993 by 30% (Shlafer, Trelsman,
2000). In the Czech Republic in 1990-1994 the number of self-employed grew up from 17,000
to 910,000, and firms with less than 100 employees accounted in 1994 for more than 96% of
al enterprises (Smdl Business ... , 1998). High labor intengty of smdl firms dlowed them to
absorb much of the labor released by the State sector, resulting in low unemployment throughout
the Czech trangtion. This was in sharp contrast with neighboring Sovakia, which experienced
dow growth of SMES, and consequently a massve and lasting unemployment (The Czech
Republic ... , 1995). The SME sector in Poland aso proved to be a potent trangitional shock
absorber and alaunching pad for the ensued economic growth (Small Business ... , 1998).

Comparisons reved common patterns of SMIE sector development in early stages of post-
communigt reform. At that time smdl firms usudly sprung up to fill numerous market niches, earn
arbitrage profits after price controls had been lifted, and otherwise appropriate various
trangtiond rents. Throughout the period of initid growth, smdl firms weren't congtrained by
neither consumer demand, nor competition by large manufacturers and retalers which were
dower to respond to the needs of transtional markets. Since the firsda SMEs were mostly smal-
scale trade and service operations, their modest needs in production inputs were usudly met by
owners initia endowments and/or loans form friends and relaives. Equdly importantly, during
the firdt, “profiteering” stage of SME development, this sector was rdlatively insengtive to the
country’ s indtitutional setup, snce most of the SVIES' income was earned on spot markets, and
protection of property rights, third party contract enforcement etc. were not of prime
importance. Consequently, a rapid expanson of private economic activities in the aftermath of
economic liberdization has been typica for most of trangtion nations.

With time, economic adjustment and restructuring had closed transent sources of “easy
money”, and smdl firms, if they were to survive and grow, had to change their modes of
operation and to find sustainable sources of income in a market environment with no easy-to-
close mgjor imbaances, opportunities for arbitrage and non-appropriated rents. At that turning
point smal businesses did not have to start from scratch, since the earlier period alowed for
sdf-sdection of would-be entrepreneurs, and for accumulation of human and financia capita for
future operations. In other words, after the initid stage of the post-communist economic



trangtion, the SME sector had the necessary darting conditions for long-term sustainable
development.

However, such development, unlike the earlier “gap-filling” growth, is heavily dependent on the
indtitutiona setup, including legd and regulatory environment, tax regimes, efficiency of markets
for factors of production, etc. (Polishchuk, 1997). The latter are public inputs thaet complement
those held privately by progpecting entrepreneurs. Different trangtiona countries had various
degrees of success in providing such public inputs. Consequently, the end of the “gap-filling”
dage, when the rdlevance of inditutional setup had sharply risen, had become an important
bifurcation point for smdl busnesses. Beyond that point, trgectories of SME sector
development in various countries sarted to diverge.

In some trangtion countries the number of smal busnesses kept growing, and the most
successful ones developed into larger firms. In others post-communist nations SME sectors are
dagnating, unable to go beyond the initid push, or even dedining, faling to find sugtainable
sources of growth in an inhospitable regulatory environment and againgt the backdrop of a deep
and prolonged recession. Data presented in the next section show that the Russan SME sector
has been following the last of these patterns. The emergence and staling of the SME sector in
Russia mirrors the country’s economic and inditutiond conditions. At the origin of the problem
are the deficiencies of the Russian inditutiona setup in generd, and in particular in relation to
amd| firms

2. Dynamics of the Russian SME sector

Tracing the dynamics of the Russan SME sector poses a number of methodologica problems.
Fird, the definition of a smdl firm used by the government datidticad agency Goskmstat
changed in 1996, which complicates comparisons of officid data.*

Second, one has to keep in mind that much of Russan smdl businesses operate underground
partly or in full, and therefore ceteris paribus officid datistics underestimates both the number
of smdl firms and their employment. Even officidly regisered smdl firms have the incentive to
employ their [abor informally in order to evade high payroll taxes. On the other hand, about 1/3
of officidly registered smdl firms either have never started their operations, or have gone out of
busness while faling to formdly liquidate themsdves (Smdl Business ... , 1998). De-
regidration in Russa is legdly ambiguous and cogily (Impediments ... , 1998). In addition, a

! According to the current Russian law, a firm is deemed small if it meets two criteria— one restricts the
number of employees, and another — the ownership structure. Namely, the labor force of a small firm should
be below a certain ceiling which depends on the sector of economy (100 in industry and construction, 60 in
R&D, 30 in trade and services, 50 in education and health care, etc.), and the share in the firm’'s equity of the
central and local governments, non-profits and other legal entities not involved in running the firm, could
not exceed 25%.



large number of fly-by-night smdl firms exiged for the sole purpose of conducting shadowy
transactions of larger enterprises (Yakovlev, 1999), and therefore the number of bona fide
officidly registered smdl firmsis lower than the one reported by Sate Satistical agencies.

When non-reporting and non-performing segments of the SVIE sector are taken into account,
such adjustments at least partly cance off each other. Moreover, according to expert estimates,
these adjustments are of the same order of magnitude?. Therefore the following officid Satistics
(Kommersant, March 16, 2000) could serve as a proxy for the red dynamics of the Russian
SME sector®,

Year 1994 1995 1996 1997 1998 1999

Number of firms 896 877,3 841,7 861,1 868,0 | 890,0
(thousands)

Number of full-time | 8,479.9 |8,9948 |6,269.1 | 65148 |6,207.8 | 6,292,3
employees
(thousands)

Number of part- 6,676.6 |4,926.2 |23521 | 21244 |1,193.6 |970.2
time employees
(thousands)

The table shows a quick gart of Russan smdl firmsin the early 90s— from virtud nonexistence
to dmost a million. Private enterprises in Russa were legdized in 1990-91. Legidation passed
a that time established various forms of privatdy owned firms, including smal businesses. The
latter option proved to be particularly popular, and was widdy used both to establish new
businesses and to reregister commercid ventures exited ealier under the guise of
cooperatives. Another mgor part of the “firs wave’ of Russian smal businesses were private
firms established by state-owned enterprises as dffiliated commercia ventures that used assets,
premises and other resources of the parental company (Dolgopyatova, 1999).

The table further shows that the impetus of the initid “push” was short-lived: after a vigorous
gart, the Russan SME sector stagnated for the rest of the decade. Officid employment by small
firms has, in fact, experienced a precipitous decline in the late Ds. The decline was not just
quantitative, but quditative as well: recent surveys of Russan smdl firms (see eg. Glign,

Rogachevskaya, 1998) reved a growing number of SMES reporting worsening business
conditions. According to (Smal Business ... , 1998), snce 1994 the number of smdl firms that
were able to establish themsdaves and maintain their operations for extended periods of time has

% The size of the shadow economy in Russia is estimated as 25-40% of the country’s GDP (Y akovlev, 1999).
Expert estimates of the percentage of dormant and moribund small firms of the registered total are in the
same numerical range.

3 Official data has been adjusted to reflect the evolving statistical criteriaof asmall firm.



not growing, and has, a times, even declined. Thisis evidence that starting abusinessin Russa
is easer than sudaining it. As aresult, the process of formation of rational economic structure in
Russawhere smdl firms play a prominent role has been saled (op. cit.).

In mature market economies the share of GDP produced by the SME sector is 5-6 timeslarger
than in Russa, and the share of SME employment is 4-6 times higher. The growth of Russian
SMEs has been arrested well below the “naturd” level of this sector. Thefollowing table (Smal
Business Statigtics, 1998) put the size of the Russan SME sector in 1997 in an internationd

perspective.

Country | Number of Number of Employment % of tota Share of
SMEs SMES per by SMEs employment GDP
( thousands) 1,000 of (million)
population
UK 2,630 46 13.6 49 50-53
Germany | 3,920 37 18.5 46 50-52
Ity 3,920 68 16.8 73 57-60
France | 1,980 35 15.2 54 55-62
EU 15,770 45 68 72 63-67
USA 19,300 74.2 70.2 54 50-52
Japan 6,450 49,6 39,5 78 52-55
Rusa |844 5.7 8.3 13 10-11

While it would be unredigtic to expect that Russan SME sector to catch up in less than ten
years with the developed world, the level at which SMIE development has been stdled in Russa
is dearly inadequate both to the country’s needs and growth potential of small firms.* Russian
government’s sources and experts of grassroots Russan Association of SME Devel opment
agree that creation of truly competitive markets in Russa requires at least 2.5-3.5 million amal
firms, or 34 times the current numbers (Afanasieva et d., 1998). At the same time, various
surveys report a high propengity of Russians to start their own businesses. This comes about
partly in response to the massive didocations and lack of employment opportunities in a
recesson-struck economy (see eg. Vitkovskaya, 1998), and partly to utilize heretofore
suppressed  entrepreneuriad  skills. A low level stdemate is a cear indication that the
devdopment of amdl firms in Russa is trgpped by formidable obstacles which outweigh the
natural pent-up “demand” of the Russian economy for smal enterprises, and the country’s vast
capacity for SVIE development.

The August 1998 crisis dedlt a severe blow to Russan smdll firms. It is etimated that 30-50%
of smdl businesses had to close down or suspend operations in the aftermath of the criss, and
that the Russan SME sector was as a result pushed back four to five yearsin its deve opment

* In 1995 Poland, with population of 1/4” of Russia, had two million small businesses, or more than twice the
present number of small Russian firms (Shleifer, 1997).



(Bukhvad, Vilenski, 1999). Thisis an indication of fragility of smdl busness, and the falure of
the SME sector to firmly establish itsdf in the new Russian economy. The crisis dso undermined
the base for future development of amdl firms, as potentiad owners logt their savings as a result
of collgpse of Russian banks, and suffered heavy |osses from non-payments and bankruptcies of
business partners (ibid). Particularly hard hit were smdl businesses pecidizing in smdl-scae
import of consumer goods (often informa one-person operations, known as chelnoki —
‘shuttles’). This part of the Russan SME sector, which had been dedlining for severd years,
was decimated by the multi-fold devauation of the ruble, which has made imports unaffordable
for the lower-income part of the population — the main target of chelnoki. Smal businesses
operating in the service sector aso suffered heavy losses, due to high eadticity of demand to
diminishing incomes.

The modest recovery that the Russan economy has been experiencing lately is based primarily
on an expanded utilization of the previoudy existed production capacities of traditiond firms.
The Russan SME sector has not been affected so far by this process to any sgnificant extent,
and againg the backdrop of an expanding economy smadl firms in Russia continue to operate in
the “surviving mode’” (Kommer sant, March 16, 2000). Therefore while Russan smdl firms,
adongsde with larger enterprises, bore the full brunt of the crisis, they are dower to benefit from
improving economic conditions® The country’s SME sector thus features one-sided easticity to
the dynamics of the GDP: it was highly sengtive to the post-1998 contraction, and isduggishin
responding to the subsequent recovery.

3. Barriersto small businesses

The above andysis indicates that the development of the Russan SME sector is congtrained by
formidable obstacles. The latter can be aggregated into three main categories.

demand congraints — SMEs are failing to find sufficent markets for their goods and services,
resource congtraints — smal firms experience difficulties in securing necessary production
inputs;

inditutiond condraints — the officid legd, regulatory and fiscal regimes are not conducive to
emergence, functioning and growth of smdl firms,

The last group of barriers seems to be in the center of the problem, at least in the opinion of
owners and operators of smdl firms (see below). It was dready mentioned that over time the

® In particular, small manufacturing firms so far have been failing to take full advantage of the massive import
substitution triggered off by the multi-fold devaluation of the Russian currency. Unlike large traditional
enterprises, small businesses don’'t have excess production capacities that could be put in use to meet
increased demand for domestic products. Being unable to raise capital to expand their operations (see
Section 3), Russian SMEs are losing out to larger firms the market niches left by the 1998 devaluation of the
ruble.



Russan SME sector has become much more sengtive to the qudity of the indtitutiona setup,
and a that critica point the necessary indtitutions were not made available to smdl firms. While
it is agreed that inditutionad falures ae primarily respongble for the overdl lackluster
performance of the Russan economy, one could argue that such failures are particularly harmful
for samdl firms. Indeed, large producers often managed to sustain themsalves by using their
market power and politica clout to make up for lacunae in the inditutiona setup, effectively
subgtituting their own resources for unavailable public production inputs. Small businesses are
much more restricted in their ability to deploy their own compensatory mechanisms — the only
“passive’ defense, discussed below, is an escape into the shadow economy.

3.1. Views from the grassroots. Obstacles to the operations and growth of samdl firmsin Russa,
and in generd to doing business in the country, have become a common theme of numerous
surveys and andyses. One of such surveys, released by authoritative Russian business weekly
“Ekspert” (Gurova et d., 1999), summarizes opinions of Russian managers and entrepreneurs
on the main shortcomings and gaps in the country’s indtitutional framework. The high economic
cogt of poor inditutions has been highlighted against the backdrop of the current recovery of the
Russan economy, accumulation of human capitd, strengthening of market incentives, etc. (see
aso Kogtin, 2000). The still missed ingredient, in the opinion of those surveyed, which isthe key
to sustainable economic growth, isalegd and regulatory setup which is transparent, predictable,
and conducive for investments. As long as this ingredient is missed, the consderable growth
potentia of the Russan economy, including its SME sector, remains suppressed by an
inditutiond “glass celing”.

Among the deficiencies of the exiding inditutionad environment as reveded by the quoted
survey, the main two, in the order of thelr importance, are suffocating taxation and the
government “ racket” .

These findings are consistent with those reported earlier. Since early 90s taxes have been
invariably problem No. 1 for Russan smdl firms, which can be seen from a series of surveys
conducted nationwide and in different regions from 1992 through 1997 and reported in (Small
Busness ... , 1998). Smilarly, extortion by corrupt officids is an everyday redity of smdl
busnesses 90% of managers polled in 1996 a the Firs All-Russa Congress of Smadl
Entrepreneurship reported incidences of such extortion, and more than 40% complained of
frequent government “racket” (Radaev, 1996).

Smadl firms do not view the exidting legd system as ether a sound and stable basis for their
operations, or a defense againg violation of thar rights. Lack of reliable legal guarantees and
volatility of laws and regulations pertaining to small businesses is another mgor concern of
Russan SMEs. This problem, according to (Smal Business ... , 1998), is invariably among the
top three most frequently reported by surveyed smdl firms. Exigting rules and enforcement
practices do not establish the necessary parity in reations between smal busnesses and
government officids, and leave SMEs defensdess in the face of predation of bureaucrats
(Kommersant, March 16, 2000).



Widespread among Russan smdl firms are concerns about a lack of protection of property
rights (op.cit.). This includes intdlectud property rights, which have recently become of
particular importance for the country’s SMEs (Gurova et a., 1999). While a sizable part of the
Russan SME sector takes advantage of a lax enforcement of the copyright and patent laws by
engaging into smdl-scade commercid piracy, Russan R&D companies are suffering heavy
losses from theft of their know-how (op. cit.). Obtaining patent protection, especialy abroad, is
often prohibitively expensve for asmdl venture firm. As aresult, the earlier hopes that the SMIE
sector would be able to absorb and put into effective use the human capital and facilities of the
gigantic Soviet R&D complex, have been frustrated. The proportion of smdl businesses
gpecidizing in R&D was geadily dedining — from 8.23% in 1994 to 5.12% in 1997(Smal

Business ... , 1998). Given the concurrent decrease of the tota number of smdl firmsin Russa,
the contraction of the research segment of the Russan SME sector in absolute terms was even
more dramatic — in four years this ssgment was reduced to gpproximeately 40% of itsinitid sze.

It is noteworthy that gppreciation of intellectua property rights is a relatively recent trend in the
Russan SME sector. In surveys conducted during mid-90s, less than 5% of polled firms
mentioned this problem as a Sgnificant concern. Thisisayet another indication that priorities of
Russan SMEs are shifting from short-term speculaive gains towards a stable and effectively
enforced inditutional framework, which would alow them to accrue and secure return on
various accumulated assets, including human capitd.

In the fdlowing andlyss the obstacles that Russan amdl firms face are subdivided into two
groups. barriers to entry and impediments to operations of existing SVIEs.

3.2. Entry barriers. It is often clamed that prospective entrepreneurs in Russia are faced with
formidable entry barriers. The previous anadyss suggests that these concerns are perhaps
somewhat exaggerated, especidly in comparison with difficulties of ongoing operations of
existing businesses.

Indeed, administrative bariers to entry are seadily losng their sgnificance. The Russan law
requires regidration of smadl firms and in some cases — their licenang and certification of

produced goods and services. While bureaucratic delays and unnecessary hurdlesin regitration
are till common, and procedures often cumbersome®, there has been a clear tendency towards
sreamlining and smplification of these procedures. In addition, registration formalities at present
are commonly handled by private consultants’, or could be sidestepped atogether by buying an

® Difficulty of registration varies from one region to another, since thisis amatter of subnational jurisdiction.
If aregiona government is hostile to private enterprise (e.g. in Krasnodar region), registration could still
pose a serious problem (Small Business ... , 1998).

" According to (Barkhatova, 2000), when a would-be owner of a small business attempts to fulfill all
registration formalities him/herself, the process could take several weeks, if not months. When registrationis
contracted out to a specialized private agency, it can be completed in a couple of weeks. Thisis an example
of a market response to excessive regulation — it is noteworthy that in the early 90s such services were not
available, and as aresult official entry barriers were de facto higher than they are at present.



ealier regigered ‘shdl’ firm. As a result, regigtration increasingly becomes a matter of cog,

rather than a drain on time and energy of business owners (Legidative Regulation ... , 1999,
ording to the following table, regisiration was cited as a

barrier to entry by less than 11% of owners of small businesses polled in 1997 (op. cit.). ®

Problem with garting asmal firm Percentage of firms reporting the problem
No problems 4.5
Regidration 10.9
Premises 28.8
Financid problems 71.6
Choice of field of operation 4.3
Finding suppliers 14.9
Finding customers 25.3
Obtaining equipment 29.4

The situaion with licenang and cetification is by and large smilar to that of regigtration.
Businesses often vaue a certificate or license as means to build consumers  credence, and are
willing to bear the necessary codts. Still, such cogts are often viewed as excessive, especidly if
they have to be paid periodically (Impediments ... , 1998).

According to the above table, resource congraints to entry are much more sgnificant than
bureaucratic ones. Lack of start-up capita is the most frequently mentioned entry barrier. The
gravity of this problem has increased over time, because upcoming smal businesses are faced
with tighter competition, and low-cost cottage industry type start-ups are no longer possible. An
earlier option of gradua entry, when smple trade operations and other niche-filling activities
generated capitd for more sustainable undertakings is not available either: in the matured
Russian market sources of “easy money” have dried up.® As a result, prospective small
businesses have to pay a substantia fixed cost upfront. Such cogts are currently estimated within
the $10,000 - $40,000 range, which could be hundreds of times higher than the monthly wage
of a prospective entrepreneur (in the late 1980’ s several months modest wage was sufficient to
start a quas-private business) (Kommer sant, March 16, 2000).

Factors of production other than money are lesser a problem. Thus, in the mid-1990's, fewer
than 20% of amdl firms reported difficulties in finding premises for their operations. Some

& One should keep in mind an obvious self-selection bias: firms polled in the survey have been able to
overcome entry barriers. If those which have failed to do so were included in the sample, the results could
have been quite different, likely pointing out to more severe entry problems.

®“Managers of small firms that have been in business for several years stressin interviewsthat it is unlikely
that they would have been able at present to launch their operations anew: required start-up capital has
risen multifold, and one cannot expect a quick return, since most profitable niches are already filled” (Small
Business, 1998, p. 109).




SMEs emerged within traditiond firms and were able to use facilities of “mother” companies.
Others — the mgority — took advantage of the broad availability of property for lease from
various firms and organizations that have logt their funding and were scrambling for dternative
sources of revenue. Moreover, often smal firms were responding to deteriorating economic
conditions by getting rid of redundant premises acquired or leased earlier (op. cit.). This trend
further reduces the cost of commercia red edtate.

Overdl, owners and operators of smadl firms regard non-monetary entry barriers as
surmountable, dthough start-up costs are increasingly difficult to cover. However, after these
cods are pad and a smdl firm is in busdness, it immediately encounters severe operaiond

impediments, and first and foremost oppressve taxation.

3.3 Tax regime for smal businesses. Representatives of amdl firms are unanimous in ther
opinion that the current tax system obstructs growth of Russian firms, often interfering with their
payments of legitimate production costs. Russan manufacturers estimate their tax ligbilities at
70-120% of their firms net income (Gurova et d., 1999). The most burdensome and
digtortionary are the 40% payrall taxes, in combination with persond income tax they result in
the aggregate 70% tax burden on persona services.

Russian firms are gill subject to antiquated turnover taxes, a vestige of the Soviet tax system.
Although nomind rates of these taxes are low, the fact that they are levied on gross sdles, plus
the possihility of ‘cascading’, makes these taxes a mgor component of the total tax burden
upon Russian producers. Firms are dso protesting againgt the provisions of the profit tax law
which prohibits deductions of such cost components, as advertisng and marketing expenses,
interest payments, and personnd training, which are accepted worldwide as standard and
|egitimate costs of doing buisness™.

Apart from deficiencies of the tax system per se, smal businesses are suffering from irregularities
of tax administration, erratic changes and ambiguity of the tax law™, insufficient and/or delayed
information about tax rules, lack of parity in relation with tax officids and tax police, and the high
cogt of filing and compliance. In a 1996 survey of smal businesses in Moscow, 88.5% of
managers complained about unacceptable “mechanism of taxation” (an aggregate of such
factors as instability™, excessive complexity and ambiguity of tax law, and alarge number of

1 The tax reform which is currently underway in Russiaisaiming at partial elimination of turnover taxes, and

is addressing the issue of deductibility of the above listed costs.

" Owners of small businesses point out that tax officials use ambiguities and contradictions in the tax law to
their advantage, invoking regulations and choosing their interpretations on the caseby-case basis
(Barkhatova, 2000). Small firms are particularly vulnerable to this sort of abuse, because they cannot afford
expensive legal and accounting advise to buttress their positions in tax disputes. While large companies
sometimes manage to win court cases against tax authorities, for small businesses even clear violations by
tax inspectors of the Russian tax law are not remedied (op. cit.).

2 A telling illustration of the volatility of the Russian tax law is the fate of the Tax Code. Instability of earlier
tax legislation was one of the main rationales for introducing a comprehensive tax code. However, in less
that year and a half of the Part | of the Tax Code in effect, its major revision is pending. The proposed
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different taxes), 74% protested high burden of taxes, and 64.4% pointed out to an
unprofessond and unfair tax administration (Smal Business ...., 1998).

All of the above problems are systemic for the whole Russian economy, not just its SVIE sector.
Russan tax law provides for specid trestment of smal firms, which is supposed to offer some
relief from excessvely heavy and cumbersome taxation. Thus, the law “On Smplified System of
Taxation, Accounting and Reporting for Smal Enterprises’ passed in December 1995, offers
SMEs the option to amagamate numerous federd, regiond and locd taxes into a single tax
caculated as a percentage of gross sales or income (saes net of the cost of inputs) of a firm.
However, thislaw makes digihility subject to numerous redtrictions; most importantly, only firms
with less than 15 employees qudify for these tax regimes. Under the law, dl smal businesses
are dill responsible for paying the payroll taxes in full. In other words, this law does not rdieve
gamall businesses from the most burdensome component of the Russian tax system.

Another law — “On Unified Imputed Income Tax for Certain Activities’, passed in June 1998,
dlows to replace practicaly al of the taxes payable by smal businesses — thistime induding the
payroll taxes — by asingle tax which is caculated as 20% of the imputed income of aamdl firm.
The law imposes federd redrictions on digibility for the imputed income tax, and leavesit up to
subnationa governments to develop procedures for estimation of imputed income that would
serve as abase of taxation. The law ligts, however, some 15 factors (such as location, proximity
to roads, assortment of goods and quality of services, etc.), which should be reflected in
regiondly enacted formulas. Unfortunatdly, the regiond discretion alowed by the law opens
broad opportunities for bureaucratic manipulation and abuse, especidly when subnational
governments are hostile to small businesses (Smirnov, 1999)*. Further, it is not deer if this law
will be upheld by the pending Part |1 of the Russan Tax Code.

An excessve tax burden makes tax evason a necessary condition for staying in busness.
However, chronic tax evasion becomes increasingly costly. The costs of vidlding tax laws are
multi-fold. The main components of these costs are:

vulnerability of businesses to blackmail and extortion of government officias,

inability to obtain public protection againgt the crimina underworld, necessitating entry into
contractua relaionswith rackets providing “ protection”;

growing deadweight losses of “tax optimization’ schemes, which make transactions
unnecessarily eaborated and costly;

nontrangparency of firms accounting, which prevents them from rasing investment capita
on financid markets or officidly borrowing from banks;

amendments would sverely curtail safeguards of taxpayers rights, which were considered as a magjor
accomplishment at the time the Tax Code was passed.

B3 A recent report on Russian SMEs calls this law “a disaster”, since it “gives regional officials wide
discretion in how to implement the tax and many regions have elevated the amount of money small
businesses must pay, driving lots of them out of businesses and increasing unemployment” (Russian
Regional Report, December 8, 1999).
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diseconomy of scde of tax evason: being smal makes it easier to escape the taxman (see
also Yakovlev, 1999), which puts limits to growth of smdler busnesses.

The lagt of the above factors is particularly pernicious for growing SMEs. At present small
businesses and large producers enjoy scale-related advantages of tax evason — the former do
to their low profile, and the latter because of their politica clout which usudly dlows to drike a
ded with tax authorities. It is amdl-to-medium-sze firms which are particularly vulnerable and
defensaless before oppressve taxation, which is a yet another barrier to growth of smdl firms
and the economy as awhole.

34. Legd and regulatory environment. As it was dready mentioned, Russan small firms view
deficiencies of the legd and regulatory environment as a mgjor hurdle for their operations. In
addition to the above discussed tax law, areas of legidation which are of particular concern for
amdl firms are those deding with property rights and contract enforcement, accounting, regl
edtate and customs regulations (Smal Business ... , 1998; Gurova et d., 1999). Smal firmsare
dso suffering form a large number of regulaions imposed by various federd, regiond and
municipal agencies and even providers of public utilities. Inspections by these agencies® are
numerous and time-consuming, often leading to bribes and extortion. The exiding law
establishes no limits on the frequency of ingpections and offers no remedies for losses suffered
due to excessve contral.

The following table (Shleifer, 1997) puts the regulatory burden upon Russan SMEs in a
comparative perspective by juxtgposing results of surveys of shop managers in Russan and
Polish capitals.

Moscow | Warsaw
Inspections last year 19 9
Percentage of shopsfined 83 46
Number of ingpecting agencies 3.6 2.7
Legd vulnerahility (scae 1-10) 5.1 3.6

According to another survey, reported in (Radaev, 1998), 38.5% of polled business managers
consder bribe extortion by contralling officids as frequent. Another 48.5% acknowledge that
such extortion happens from time to time, and only 13% believe that it doesn’t happen. These
attitudes are shared by managers of smdl and large firms dike. However, the incidence of

¥ In the city of Moscow small firms are subject to inspections by over 50 controlling bodies, including tax
authorities and tax police, police, fire and sanitary controls, licensing and registration offices, administrative
inspection, heat and energy providers, center for disease control, architectural control etc. (Kommersant,
March 19, 2000). In Voronezh there are 33 inspection agencies dealing with small firms; these agencies can
apply such punitive measures as closing down a business, arresting its bank account, etc. (Russian
Regional Report, December 8, 1999).



extortion againg smdl firms are much higher: 90% of Russian smd| businesses surveyed in 1996
have been victims of extortion by public officids, and over 40% reported frequent extortion.
Small enterprises are dso more skeptica about the possbility of a*clean” business: 40% of
gmdl firm managers condder corruption as universa and unavoidable, againg 27% of
executives of midde-sze and large companies. Thisis a clear evidence of greater vulnerability
of smal business to bureaucratic predation.

Russian smdl businesses do not trugt officid indtitutions of commercid arbitrage and third-party
contract enforcement. Monitoring of smal businesses reveds that only 9% resort to such
inditutions in settling their disputes; other rely on direct negotiations between involved parties
(Smdl Businesses ..., 1998). This finding is corroborated by the aforementioned comparison
between Maoscow and Warsaw: in Moscow, 45% of polled shop managers reported that they
needed to use courts but did not do so, against 10% in Warsaw. Percentages of those who
actually brought their cases to courts were 19% and 14%, respectively (Shleifer, 1997).

The unrdigbility of the officd third-party contract enforcement restricts the opertaions and
growth of amdl busnesses. When business transactions are confined to a rdativey smdl crcde
of persondly known and trusted commercia partners, it inevitably difles growth and reduces
effidency. This leads to segmentation of the Russan SME sector, and impedes integration of
amdl firms into the system of national markets for goods, services and factors of production.
This barrier to the development of the Russan SME sector will be further discussed in section
4.

3.5. Access to inputs. Deficiencies of the indtitutiond  environment for Russian sma | businesses
are not limited to excessive regulations and taxes, but aso restrict access by SMEs to input
markets.

Russan srdl firms experience serious difficulties in radgng capital for their operations.
According to surveys (Small Business ... , 1998), more than 50% of SMEs consder shortage
of financid resources as one of their most severe congraints. Thisfinding initsdf is not unusud,
sance smdl firms around the world are subject to hard budget congtraints. Thered issueishow
Russan smal busnesses manage to maintain cash flows and rase cgpitd for expanson.
Andyssof these questions makes dear that indtitutiona problems constraining Russan SMEs
are not confined to government regulations and excessive taxes, but aso hamper access of
Russan and| firmsto input markets.

The following table (Smdl Business ... , 1998) presents proportions of respondents that
resorted to a particular means of financing. It shows that interna sources of funds — revenues
from past operaions and money invested by owners — preval by far over externdly raised
capitd. In search of the latter Russan SMEs more frequently turn to privately arranged loans,
than to the banking sector.

| Sample total | 15 employees| over 15 | upcoming | mature SMEs |
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and less employees SMEs
Interndl 83.2 88.6 79.0 88.9 82.0
Sources,
induding:
own 75.6 78.6 73.3 75.0 75.7
revenues
shareholder | 34.4 54.3 20.8 55.6 29.3
loans
Externd 45.8 38.6 51.0 55.6 43.2
Sources,
induding:
bank loans | 15.6 5.7 22.8 13.9 15.0
loans of new | 5.6 7.1 3.0 111 4.3
shareholders
private 324 34.3 33.0 50.0 28.8
loans

It can be concluded that the officid financid sector in Russais faling to perform its function of
channeling financia resources into potentidly the most dynamic and vibrant part of the Russan
economy, which isin a particularly acute need of venture capital. Bank credits are available, if at
al, under prohibitively high interest rates. Often congderations of economy of scae make banks
disinterested to ded with small firms a al™ (Impediments ..., 1999). While this is a common
feature of smal businesses worldwide (Smdl Business ... , 1998), the systemic problems of the
Russan banking, and in paticular the smdl percentage of indudtrid invesments in banks

portfolios, make it very difficult for small firms to access bank loans.

Another barrier that hampers access of small businesses to bank financing is the excessively
lengthy process of gpprova of loan gpplications, which could drag on for months — a practice
that SMEs can ill afford. Obtaining an overdraft protection and other instruments that would
alow SMEs to smooth out their cash flow fluctuations is dso next to impossible even for more
successful smdl companies, which have established |asting relationships with commercid banks.

The evident failure of the officid banking sector to provide smdl firms with externd capita, and
overwheming reliance of small businesses on privatdy, often informdly, arranged loans, hinders
efficiency and growth of the SME sector. Under the present conditions availability of venture
and working capital becomes a matter of persordized relaion to a wedthy lender, and only in
the second instance — of the profitability of a smal busness, merits of the investment project,

> According to a survey of small firms in Novosibirsk, “obtaining a small short-term loan of $5,000-$6,000
seems impossible for [small] companies as banks are only interested in loans over $20,000" (Barkhatova,
2000, p. 668).
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etc. This practice dso sustains the informa segment of the SME sector, since private loans most
of the time go unrecorded officialy (Barkhatova, 2000).

Another problem is asymmetric information, which leaves potentia investors unaware of
attractive investment opportunities offered by smdl firms. Among newly established firms, only
one in ten manages to get bank loans, and five times as many borrow from private sources.

Even when in busness, samdl firms lack the resources to advertise themselves and otherwise
make visble (o “red off’, in the dang of Russan public relaion specidists) to prospective
investors. There are no sufficiently active and credible consulting firms to objectively and
professondly evauate investment projects and pass the results on to venture capitaists (Gurova
et d., 1999). This can dso be seen from the above table, which shows that dependence of
Russan SMEs on interna funding is reduced only dightly as firms grow bigger and older.

Internad and privately arranged sources of funding appear to be barely sufficient to cover the
needs of smdl firms for working capitd, and clearly fal to meet their needs for cepitd
investments. In 1994-1996 surveys, the percentage of smdl firms reporting their inability to raise
investment capitd was consgtently higher than those reporting difficulties in obtaining working
capital (Smal Business ... , 1998). It is symptomatic that a survey conducted in 1997 reveded
a different picture — at that time SMES were more concerned with their ability to cover
operationa expenses, than with investments (op. cit.). These findings are congstent with the
generd trend of the Russan SME sector, which had fdlen in the mid-1990's into a “deegping
mode’.

Given the vast unemployment produced by Russian transition, SVIEs obvioudy face no shortege
of labor. However, the SME sector has not established itsdf as a socidly and inditutiondly
acceptable employment aternative to traditiona enterprises. On the one hand, over two-thirds
of those hit by open and hidden unemployment in Russa have additionad sources of labor
income (in cash and in kind) — about one-third are cultivating private plots of land, mostly for
consumption within the household, and another one-third work on the sde, ether as sdf-
employed or for private small and medium sze employers (Trangtiond Economy, 1998). But
even those who draw mogt of their income from employment in the SME sector do not view
their new jobs as sufficiently reliable and durable, and many hold nomind norpaying jobs at
traditiona firms as a means to maintain socid Satus and have access to sate-run safety nets.
(The aforementioned motive of tax evasion further strengthens this phenomenon). It means that
employment a smdl firms remans largdy informd, and only as a second-best option.
Informdlity is therefore the common feature of samdl firms operations on the capita and labor
markets, even if the firg of these production inputs is in short supply, and the second one is
abundant.

Recent surveys report a shortage of modern management skills as a mgjor bottleneck for

Russan SMEs. Thiswas less a problem at the onset of the market economy in Russia, when the
nascent Russan market needed entrepreneurs able to take risks, identify a market niche and

15



launch a busness. Once a firm has esablished itsdf, its man priorities in an increesngly
competitive marketplace are sustainability and growth, which requires adequate managerid
kills. The latter appear to be in short supply, not in the least due to relative immaturity of the
Russan market economy. Insufficient time has passed to develop a corporate culture and a new
cadre of modern busness executives. This problem is particularly acute for smdl firms, which
can rarely afford to hire professond managers, and where owners usudly have to learn the art
and stience of management without hep. A grassroots solution of this problems could be
business consulting which accumulates and disseminates the necessary knowledge and skills
(Small Buginess... , 1998; Russan Regiona Report, December 8, 1999).

3.6. Demand condraints. At the onset of SME sector development in Russa, smdl firms were
not particularly concerned about finding customers for their goods and services. This was hardly
surprisng, given the numerous market niches that were the main source of demand for small

enterprises. According to a 1994 survey, dmost one-third of smdl firms sdected ther
specidization in response to a shortage of consumer goods and services (Smal Business ...
1998). At that time only 25% of smdll firms reported difficulties in sales of their products.

With time, shortages have been diminated and market niches filled, often by superior quaity
products and services of larger firms, including massve imports. Limited abilities to win the
quality contest is clearly recognized by Russan SMEs. about 50% estimate competitiveness of
their products as average, 17% as poor and only 7% as high (Glisn, Rogachevskaya, 1998). At
the same time, households' disposable incomes were declining or stagnating. As aresult, alarge
number of smal enterprises hit the demand condraint, failing to find ready-to-pay customers.
Sluggish sdes have become the top problem of Russan SMES, as much a matter of concern as
high taxes and poor regulatory environment.

In a 1997 monitoring of smdl firms, 70% complained about the low effective demand of their
potentia customers, and viewed the demand condraint as the most binding of al those
redricting growth of surveyed busnesses. It is worth mentioning that SMEs with more than
fifteen employees fared a bit better in dedling with the demand condraint than those with fewer
then fifteen workers. For the first of these groups, 63% of businesses were concerned about
low demand, whereas for the second one the number is 73% (op. cit.). If the size of afirm is
pogitively correlated with its age, thisis an indication that more mature firms, by way of learning-
by-doing, are better able to find customers than those which have less experience. Another
explandion is that older SMIEs have established themsalves in earlier available market niches,
and could keep the earlier developed relaions with customers, while for newcomers no such
niches are avalable. This can be indirectly confirmed by the observed higher flexibility of new
entrants in the SME sector in their pricing and marketing policies (Small Business ... , 1998).

Demand for the products of SMEs exhibits deep inter-regiond variations, which is reflected in
the highly uneven digribution of smdl firms across Russian regions. There are profound spatid
disparities in such indicators per capita, as the number of smal firms, their employment and
output. These indicators, in their turn, are podtively corrdated with economic conditions in
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regions. Thus, the city of Moscow, where living standards exceed by alarge margin those in the
rest of the country, is aso an indisoutable leader in SME development: the number of amdl firms
in Moscow, their employment and output per cepita are 3.4 -3.6 times the corresponding
national averages (Goskomstat data, November 1999). Moscow and St. Petersburg have 1/3
of dl of Russds officidly registered smal firms (op. cit.). At the same time the presence and
economic role of SMEsin depressed regions are barely noticesgble.

Unevenness of the demand condraint for smdl firms makes the Russan SME sector a* spatial
inequaity multiplier’ (Polishchuk, 1996). The latter works as follows. Smdl busnesses are
heavily concentrated in retail trade and services (in 1997 — 44% of the totd amount of smdl
firms) and in congtruction (17%)™. These are aress of activities which cater primaily to local
demand — within city limits or within a region. Manufacturing SMEs (16%) often branch out of
large firms and serve their needs in components and semi-finished products (Bukhvad,Vilensky,
1999). Such small enterprises dso emerge around existing economic activities and sources of
wedth. In addition, competitiveness of smdl firms involved in manufacturing remains poor,
which usudly redricts ther sdes to nearby areass, often within ther home town (Glisn,
Rogachevskaya, 1998). Overal, more than 80% of Russan small businesses sdll their products
locdly (Smal Business.... , 1998).

Areas with better economic conditions, robust industries and higher household income offer
broader opportunities for SME development. Responding to these opportunities, amdl firms
further contribute to regiona wedth. In contragt, in poor regions emergence and growth of small
firms are inhibited by weak demand and the prevaence of moribund traditiond firms

Locdization of demand condraint prevents Russan smdl firms from performing the expected
role of offering new opportunities of employment and income to those left jobless in the course
of economic restructuring. The more dire the need for such adjustment, the more severe the
demand congraint upon smdl firms, and consequently the lower their ability to make up for the
losses suffered in the trangtiond recession.

This conclusion is further supported by a negative correlation between the intensity of abor
turnover in Russian regions, and the regiond economic Stuation (Trangtiona Economy ...
1998). Depressed regions feature lower labor mobility, despite the dire need of workers to quit
loss-making firms and to find new places of employment. 1t means that new vacancies, induding
those a smdl enterprises, are not being created in the regions in most urgent need of
restructuring .

4. Patterns of behavior

'8 Small Business ... , 1998, pp. 60,61.
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At early sages of the Russan SME sector development, modes of operation of smdl
busnesses were heavily influenced by firms origins. Smdl firms were ether crested from
scratch, or established by state-owned enterprises as dffiliated commercid ventures using
assts, premises and other resources of the parent company. De novo small firms were highly
flexible and subject to hard budget congraints, which made them strive to fill market niches, and
overdl sengtive to market Sgnas. Offshoots of traditional companies were under the inertia of
old management syles, and often served the purposes of employment maintenance, cross-
subsidization of money-losing parts of the parentd firm, asset-stripping and tax evasion.

However, over time the surviving smal firms in Russa have become less path dependent in their
operation, and are employing, regardiess of ther origin, Smilar drategies and modes of
operation. As reveded in surveys of the Russan SME sector, these drategies can be
aggregated in the following categories

greater respongveness to market signals,
development of personalized networks,
escape to the shadow economy.

The firgt group of drategies is used in deding with customers, the second with commercid
partners, and the third is a means of protection againgt the predatory bureaucracy.

At present, Russan small businesses are faced with much tougher competition, both from small
and large-scale producers and distributors, than severa years ago. This trend became apparent
in the late 90s, when ability to compete, previoudy not a major concern, became atop priority
for Russan smdl firms (Small Busness ... , 1998). Competitive pressure strongly affects pricing
policies of amdl firms. They are forced to modify traditional cost-based methods of price
caculation, to consder market demand and competitors pricing. Smal businesses also resort
to quality competition, offer warranties, customer services and deploy other means to sugtain
themsdlvesin an increasingly competitive marketplace. Vigorous advertizing, flexible production
and diversfication of SMES operations al work towards the same end (op. cit.).

These are positive evidences of increasingly competitive behavior of smdl Russan firms, rardy
seen in the early part of the decade. At that time a lack of competitive awareness among
Russan smal businesses was in sharp contrast with successful transition economies of Centra
and Eagstern Europe, where SME sectors were highly competitive virtudly from the outset of
post-communigt transformations. A comparative sudy (Shleifer, 1997) juxtaposed Polish
businessmen’'s complaints about “awful competition” with those of their Russan colleagues
about government ingpections, regigtration, and rackets. Hedthy development of the Russian
SME sector should have relieved Russian smdl businesses of those concerns, dlowing them to
concentrate their resources and energy on winning customers by offering new products,
improving qudity and cutting cods. Ingtead, while competitive motives are now placed
prominently on the agenda of Russan smdl firms, they have not replaced the traditiona needsto
cope with the bad indtitutiona environment, but coexist with such needs
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Consequently, Russan SMEs have to solve a dud problem of facing both competitors and
poor inditutions. As aresult, Russan smdl firms usudly combine srategies adopted to deal with
increasingly competitive marketplace, with those employed to dleviate the deficiency of an
inditutional environment which remains adverse to SMEs. The common festure of these
combined adjusment drategies is reiance on informal dternatives to mafunctioning officid
inditutions.

The neffectiveness of the forma contract enforcement and a lack of impartidity in reaions
between businesses and the government prompts smal firms to enter into informal networks
with each other and with government officids. Such networks typicdly incude long-term
commercia partners, and often are centered on alarge firm that has afiliated smadl enterprises
or integrated existing SMEs. These “holdings’ often practice inter-lending and cross-
subsidization of participating units (Dolgopyatova, 1999).

Informa networks are based on mutud trust among participants. These networks are subgtitutes
for ineffective officid mechanisms of contract enforcement and conflict resolution. 95% of smdl
firms included in 21997 monitoring of the Russian SME sector sought support of their network
partners in solving various problems. Assstance of government agencies, SME support centers
and formal associations of small businesses was sought six times less frequently (op. cit.).

Informal relations are dso instrumenta in maintaining cash transactions for the purposes of tax
evason (Informa Sector ... , 1998).

Smdl firms use persondized relations to secure access to capita, premises and business
information. It was dready mentioned that private loans to smdl firms outnumber those from
commercid banks in proportion 2:1 and more. Almost 50% of Russan smal businesses rent
premises from affiliated entities at below market rates. Over two-thirds of Russan SMEs
exchange information with their networking partners (Dolgopyatova, 1999).

It comes as no surprise that Russan smdl firms view established relationships with their partners
as one of their most valuable assets, second only to production equipment. The smalest “micro”
depend on persondized relationships particularly heavily — they rank them above every other
type of assets firgt (Smal Business ... , 1998). It is symptomatic that established relations with
government agencies are conddered less ggnificant an asset, and such relations are ranked
much lower than those with commercid partners, dients, and suppliers (op.cit.). *

Although informa networks gregtly facilitete operations of smdl firmsin Russia, they are ahighly
imperfect subdtitute to conventional mechanisms of contract enforcement and markets for
production inputs. Inability of smdl firms to enter into potentidly vauable transactions with

Y This should be viewed not as an evidence that such relations would be useless for asmall firms, but rather
as a sober recognition that small firms are not able to compete for preferential treatment by government
agencies with large producers (see the concluding section of the report).
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counterparts outside of a network congtrains SMES, especidly those seeking investment capita
or partnerships with other firms. It aso preserves the fragmentation of the SME sector and
sugtains regiond isolation and diparities.

Another common practice of Russan SMEs is operating in the shadow economy. The man
moative of “moving into the shadow” is tax evason, and, to lesser extent, escape from the
excessve regulatory burden. Smdl firms operate in the shadow economy either in full, when
they are not officidly registered, do not have a business bank account, etc., or partly, when a
business alocates its operations between the officid sector and the shadow economy (Smal
Business ... , 1998). In the latter case a part of transactions is conducted in cash and/or not
reported on the firm’s books (Informal Sector ... , 1998). A specid component of the shadow
part” of the SVMIE sector are fictitious “fly-by-nighy” firms which are established with the sole
purpose to handle a dubious transaction for the purposes of money laundering or tax evason,
and disappear immediately afterwards (op. cit., Y akovlev, 1998).

Edimates of the Sze of the “shadow part” of the Russan SME sector vary from one source to
another. Officid estimates of the Russian shadow economy at large are in the range of 25-40%
of the country’s GDP (Informal Sector ... , 1998). It is commonly believed that in the SME
sector this share is higher, due to both stronger incentives and broader opportunities for small
firmsto carry their operations in the shadow economy. According to surveys reported in (Smdll
Business ... , 1998), 30-45% of SME operations are not reported on the books (“gray”
transactions). Over one-third of those surveyed believe that more than 50% of sdes remain
unaccounted for. One should keep in mind that these estimates don't include small businesses
that remain unregistered. Recent estimates put the share of amdl firms operating in the shadow
economy at 90% of the SMIE sector.*®

Smadl firms enter the shadow economy in part as a response to competitive pressure. When a
magority of businesses evade taxes, those which are in full compliance inevitably lose to
competitors and would be forced ether to quit or to follow suit (Snenikov et d., 1998). This
leads to a spontaneous expansion of the shadow economy, once it has reached a “critica

mass’. On the other hand, there are natura limits to the growth of the shadow part of the SMIE
sector (see eg. Johnson et a., 1998). Shadow operations are redtricted by the risng risk of
crimina prosecution and by escaating codts of servicing such operations. “ Shadow” firms face
growing danger from the crimina underworld, and are unable to build a reputation with partners,
customers and creditors from the officid part of the economy (Smdl Business ... , 1998).

5. Small business and gover nment

8 Interview with Ivan Grachev, leader of movement ‘Development of Entrepreneurship’ (Kommersant,
March 16, 1999).
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Support to smal businesses was a declared priority of the Russan government from the
beginning of the country’s economic trandtion. Soon afterwards, in the course of
decentrdization of the Russan dtate, subnational governments entered the field of regulation of
small businesses and assumed a share of respongbility for the SVIE sectors in Russian regions.

Various government policies, means of control and regulation were deployed to ded with small
firms. As aresult, a present the Russan SME sector isregulated by agrowing and increasingly
confusing panoply of federa laws, decrees and regulations, and scores of subnationd legal and
regulatory acts.

5.1. Federd policies. In the period from 1995 through 1997 alone, over 300 laws and
regulations with explicit provisons for SVMIEs have been issued by the federd government (Small
Business ... , 1998). The cornerstone of federa legidation on SMEs is the law “On State
Support of Small Entrepreneurship in the Russian Federation” passed in June 1995. The law
makes SMEs digible for preferentid tax treatment (including faster amortization of fixed capitd).
It dso authorizes the establishment of various SME support ingtitutions, most notably those that
would facilitate access of SMEs to bank loans at below-market rates. The law, however, is
short on implementation of the above provisons, and does not specify terms and conditions for
public support to SMEs and commitments and obligations of the federd government.

It was expected that subsequent laws and regulations would stipulate the necessary details. Two
such laws mentioned earlier in the report — “On Simplified System of Taxation, Accounting and
Reporting for Smal Enterprises’ passed in December 1995, and “On Unified Imputed Income
Tax for Certain Activities’ enacted three years later, have established fiscd regimes for amdl
firms. These laws, as it was shown, have failed to ease the tax burden upon smal businesses,
and the second law may have made matters worse.

Government involvement in the SME sector goes beyond laws and regulatory acts. Thefederd
and regiond governments have established speciad agencies in charge of SME development.
The center of this adminidrative hierarchy in 1995-1998 was the State Committee on Support
and Development of Smal Entrepreneurship, which was diminated as a separate government
agency in the government reshuffle after the 1998 criss, and absorbed by the federd Minigtry
on Anti-Monopoly Policies and Support of Entrepreneurship. Other public inditutions and
fadilities include the federa Fund of Support of Smadl Entrepreneurship, regiond SME funds,
agencies and centers. Activities of these bodies are supposed to be organized within officidly
enacted federal and regiond programs in support of smal entrepreneurship. Such programs
should provide for creation of infrastructure necessary for SME development, and offer direct
support to smal firms.

The impact on SMEs of this ramified bureaucracy has proven to be negligible, not in the least
because inredity development of SMES has never been government’s top priority, and even
limited resources dlocated for SME support were rarely disbursed, faling prey of expenditure
cuts. In 1998, totd federa expenditures from various sources in support of small businesses
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were planned a 200 million rubles, or goproximatdy $30 million; one hdf of this amount was
earmarked for the aforementioned federd SME support program. In redity, no funding for this
program was ever provided, and various support activities have proven to be stillborn as well
(Smirnov, 1999).

The very practice of government-run programs addressing particular economic problems is a
bureaucratic tradition rooted in the Soviet past. Characteristic features of such programs are
ther declarative nature, unredigtic and/or vaguely formulated gods, insufficiency of resources
and lack of practica implementation procedures'®. As aresult, such programs — those on SME
development being no exception — lack credibility, and are broadly viewed as lip service and a
means to serve interests of involved government agencies, rather than to bring about proclaimed
ends (Afanaseva et a., 1998). In the opinion of the Russan Chamber of Commerce,
“...numerous broad statements of the Government of the Russian Federation on the need to
support smal businesses remain mere declarations. Bodies of state power ... often become
impediments to development of small businesses’ (Economics in Modern Russa, Specid Issue
No. 2, 1999).

5.2. Regiond poalicies. In developed market economies much of economic regulaions are
carried out by subnational governments, which compete for mobile economic resources by
offering better conditions for entrepreneurship and invesments. In particular, subnationd
governments are expected to have particularly strong incentives to support smal businesses as
potent sources of jobs and tax revenues for local budgets. It was hoped in Russia that regiond
governments (a least those of liberd leaning), would be more favorably disposed to smdl firms,
and that pro-business regionda palicies, once they become a proven success, will be emulated
by other locdlities.

Russian regions matched the federal government’s SME-rdated activities by their own efforts,
which were often replicas of federa laws, regulations and programs®. Thus, the city of Moscow
in 1995-1997 issued some 200 officid documents on SMEs (Small Business ... , 1998), and
other subnationd units of Russia followed suit. By 1998, 33 of 89 Russian regions had their own
laws on SME, 42 passed laws or regulations offering SVIEs tax breaks, 37 regions enacted

9 The objective of the current Federal Program of State Support of Small Entrepreneurship in Russia for
years 2000-2001 is “to provide favorable conditions for development of small businesses based on improved
quality and efficiency of state support measures at the federal level”. To accomplish this objective, the
program deems necessary “to draft proposals on amendments of tax law, ... , to develop recommendations
for organizations which have the right to offer loan guarantees, , ... , to form a management system that
would ensure coordinated functioning of all components of credit guarantees system, ... , to form aflexible
system of state support to small businesses, ... , to organize a propaganda and educational campaign to
stimulate the activities of the sector of small entrepreneurship”, etc. (Kommersant, March 16, 2000).

? For example, in the Novosibirsk region the regional government has established agencies and initiated
programs which closely parallel those at the federal level, and did so primarily by way of emulation
(Barkhatova, 2000). This is an evidence that Russian SMEs are denied the regulatory benefits of the
decentralized government, where subnational jurisdictions are supposed to be particularly active in offering
favorable conditions for small businesses.



local SME support programs, 74 launched SME support funds, and over 70 established small
business departments within regiona governments (SME in Regions ..., 1998; Smirnov, 1999).

Some regiond governments were more consstent than their federa counterparts in supporting
gmal busnesses, and loca laws and programs have indeed had a tangible impact on SME
development. Nonetheless, regiond and local authorities are often faling to simulate and
support development of smal businessesin thar jurisdictions. Instead, small businesses bear the
brunt of predatory regiona bureaucracy (Frye, Shieifer, 1997, Radaev, 1998). According to
(Small Business ..., 1998), managers of samdl firms view the federd government as neutrd and
indifferent, but invariably complain about regiond officids excessve red tape and extortion.
Instead of producing better policies, the proximity of subnationad governments to the grassroots
often intengfies bureaucratic abuse.

Commonly regionad governments may not fully appreciate the potentia of small businesses for
recovery and growth of loca economies. Locd officids lack the experience and know-how
required to create conditions conducive for SVIE development. Best regiona practices are not
aufficiently disseminated throughout the country, which dlows regiond government officids to
cite numerous general obstacles to SME development as an excuse for poor results, thus hiding
alack of ther own efforts (Afanaseva et a., 1998). Mechaniams for competitive selection of
business-friendly policies are suppressed in Russia, and as a result liberal regiond regimes
remain isolated and sometimes short-lived phenomena (Polishchuk, 1999).

Overdl, SMEs most commonly view the government as a predator, not protector, as a source
of obstacles and hindrances (Adund, 1997). As it was mentioned earlier in the report, the
“government racket” is one of the gravest concerns of Russan smal firms, second only to
excessve taxation.

5.3. Palitical economy of the SVIE sector. Explanations of failures of the federd and regiond
governments in Russa to provide better conditions for smal businesses invoke poor human
capitdl of paliticians, deficiencies of the system of intergovernmenta fisca relations and other
causes (Shlafer, 1997). Ancther factor is the mafunctioning of the Russan political system
which was, at least until recently, controlled by narrowly based vested interests centered around
large companies and financid inditutions. The latter were able to build symbiotic reaionships
with the government, and successfully opposed the establishment of impartidly enforced rules of
economic conduct gpplicable to dl market agents, regardless of their sze. Smdl firms, naturd
agents for the rule-based competitive market economy, are unable to resolve the collective
actions problem (Olson, 1965). They remain dispersed, economicdly and paliticdly inggnificant
and thus are failing to make their voice heard.

As a reault, “soft” inditutiona regimes obtain, offering preferentid trestment to large and
consolidated economic interests at the expense of those which are small and dispersed (Olson;
1982; see dso Polishchuk, Savvateev, 1997). Such outcomes bear features of “inditutiona
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traps’ — aslong as amal busnesses remain in the shedow of large firms, the political incentives
neglecting the needs of SMEs are reproduced, and development of this sector remains retarded.

The financid and economic crisis of August 1998 has had a strong impact on the configuration
of political forces in Russia, and on incentives of Russan firms. At present SVIES have better
chances to influence economic policy making in Russa and to spearhead development of a
competitive market economy in the country. Several factors have contributed to this
redlignment. The criss has dramaticaly weskened the largest financid-industrid groups, known
as “oligarchs’, which previoudy had a strong influence over government’s economic policies,
and extracted massve political rent at the expense of smdler firms and consumers. Besides,
despite of the windfdl of high oil prices, the government is burdened by a debilitating debt and
cannot any longer afford explicit and implicit subsdies earlier avallable to paliticaly influentid
biggest companies and banks.

Taking advantage of these trends, Russan samdl businesses are increesngly seeking a didog
with the government in order to correct the exiding deficiencies of the inditutiond environment.
Smdl firms see aradicd solution in exduding the government from direct control and alocation
of economic inputs and financia resources in the private sector. SMES want a government that
would be “enacting and enforcing rules of the game, with no redistribution of resources to nor+
competitive firms’ (Gurova et a., 1999; see dso Kogtin, 2000). Businesses protest against a
“chegp date’ with a multitude of poorly pad public officds, which is a fertile ground for
corruption.

It is dso noteworthy that smdl firms have come to appreciate a good institutiond environment
for their operations just as much as tax rdief. When asked what actions of the government they
need most, SMEs put “relidble legd guarantees for small business development” second only to
“provison of tax benefits’, which gill tops their wish list (Smdl Business ... , 1998). Moreover,
there are evidences that SMEs are prepared to comply with the tax law, for aslong as taxes are
reasonable and tax receipts are used for public benefits (Gurova et d., 1999; Kommersant,
March 16, 2000; Barkhatova, 2000).

These are evidences that  the Russian smdl business community has become a source of strong
demand for public goods and factors of production, as opposed to exclusive privileges often
sought by large firms. It remains to be seen whether this demand will be sufficiently strong to
produce policy measures that would radicdly improve the inditutiond environment for Russan
SMEs.
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