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1. Old firms cannot do it

The original plans for post-Communist transformation focused on making the existing,
state-owned firms behave efficiently. The alternative methods of privatization and the timing of
its implementation relative to stabilization and liberalization became the central issues of trans-
formation research. The prevailing school of thought favored rapid privatization (Murrell, 1995,
p. 164).

Russian privatization in 1992-94 has been hailed as the most rapid and thorough, com-
pared to other transitional economies. It is also said to lay down the foundation for “the coming
Russian boom” (Layard and Parker, 1996, pp. 125-131). Yet recovery, let alone boom, has been
elusive. A number of microeconomic studies found privatization had little impact on firm per-
formance in Russia." Meanwhile Poland, which has been slow to privatize its industry, and
China, which has not even started, have been more successful in terms of economic growth.?

Of course, privatization needs time to bear fruit. For political reasons, privatization fa-
vored the incumbent management, which may be unable to learn the new tricks needed for suc-
cess in the market. The sluggish incumbents will be bought out by the enterprising outsiders,
who will turn the privatized firms around.® However, the experience of the last two years shows

that this may be a protracted and messy process. Incumbent management resists being dislodged,

! See Bekker, 1995; Commander and Yemtsov, 1994, p. 14; Kotov, et al., 1996, pp. 32-33; Earle,
et al. (1996, p. 31). Dokuchaev (1995) and Earle and Estrin (1996) reached the opposite conclu-
sion, but the former’s methodology had been disputed (Kuzenkov, 1996, p. 40, quoting Ekspert,
no. 16, 1995, p. 3).

2 0On Poland, see OECD Economic ..., 1996, pp. 66-67; on China, see Perkins, 1994, pp. 24-5,
36-7.

¥ Layard and Parker, 1996, pp. 128-130; Nellis, 1996, p. 7. Empirical evidence (Barberis et al.,
1996) supports the importance of management and ownership change for restructuring.
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and some outsiders may be as inept or as intent on asset-stripping as the worst of the insiders.” It
has also been noted that privatization can only work in concert with other institutions, such as
corporate governance, competitive markets and a hard budget constraint (Brada, 1996, p. 84).
These are still far from being fully operational in Russia. Having done everything by the book,
Russia will have to wait still longer for the fruits of its efforts.

This paper argues that even after the property rights in privatized firms are sorted out and
all the other conditions for an efficient market are met, the privatized enterprises will not become
an engine of durable economic recovery in Russia.

One reason for this has to do with the life cycle of firms and industries in any economy.
The privatized firms, all of them created before 1992, are concentrated in older sectors that are
growing more slowly than the economy as a whole.®> Apart from the sectoral effect, the old firms
grow slower than the new ones (Evans, 1987 and 1987a). The incumbents’ fixed capital and or-
ganizational knowledge represent the choices appropriate for the past, but not necessarily for the
present, and their ability to adapt to new conditions is limited.® Lifecycle considerations preclude
privatized firms, as a group, from becoming an engine of growth, even though individual privat-
ized firms can do very well.

The legacy of central planning greatly aggravates this general condition. The state owned
enterprises embody “a structure of production - location, capital, employment, materials and en-
ergy use ... created, without any regard for economic opportunity costs ... ”. They are “funda-
mentally non-viable in an environment determined by market valuation” (Ericson, 1996, pp. 1-

2).

* Rossiiskie... 1995, pp. 76-77; Kuzenkov, 1996, p. 37; Deriabina, 1996, p. 29, 34, 35.
® On industry lifecycle, see Williamson, 1975, p. 215, and Klepper, 1996.



Far from being an engine of growth, privatized firms as a group will shrink in both rela-
tive and absolute terms. Many of them will close. In an established market economy, the exit of
failed firms is an incremental process.” The post-Communist transformation leads to the realiza-
tion of the exits “pent-up” for decades, so the exit rate should be much higher than in a long-
running market economy. The output contraction since 1990 and the financial ruin of privatized
firms suggest that many of them are already dead, if not yet buried. Three quarters of the privat-
ized firms are “in need of ... far-reaching restructuring”, and at least a quarter should be bankrupt

(Blasi, et al., 1996, excerpted in Transition, April 1997).

2. New firms can

For the economy to grow, both the natural attrition of the existing firms and the weeding
out of the unviable legacy of the central planning has to be more than matched by the creation of
new businesses. This is exactly what happened in the East European countries. The private sec-
tor’s share of the Czech GDP increased from 5% to 60% in 1989-95. “Most of this growth is due
to small-scale, owner-operated businesses, while the output of the large-scale industrial state en-
terprises has declined. ... Despite little progress in privatization in Slovakia since 1993, the pri-
vate sector contribution to GDP has increased from 27% in 1991 to 62% in 1995.” (Borish and
Noel, 19964, pp. 6, 9). “The return to growth of Poland and Romania ... cannot be attributed to
their formal privatization programs, which have been slow, but rather to their strong record on

new entry.” (World Development, 1996, p. 63).°

® Bureaucracies’ conservatism appears to increase with age (Williamson, 1975, p. 200).

" See Audretsch, 1995, p. 159, on the age composition of exiting firms in the US manufacturing,
and Acs, 1996, p. 41, on exit rates for all US firms in 1980-86.

® See also Ernst, 1997, p. 32.



The transformation literature itself has not come to grips with the fact start-ups turned out
to be the main movers of recovery. The very authors pointing to new business creation as the
main source of growth pay surprisingly little attention to it. The World Development Report 1996
devotes a chapter to privatization and just one page to new firms. OECD surveys of Russia and
East European countries in 1995-96 all contain sections on privatization but hardly any mention
of new business. Even some of the authors extolling supplying the above-quoted praise for new
business formation (e. g., Borish and Noel, 1996) concentrate on the private/state-owned dicho-
tomy and have little to say about the creation of new businesses as a subject in itself. The same is
true for such Russian publications as Russian Economy - 1996 and earlier issues. In conversa-
tions, Russian researchers rate the topic of new business formation as a low priority.

Kornai (1986, p. 1730) observed such a phenomenon in the Hungarian reforms under the
old regime: “The naive reformers were concerned with the problems of the state-owned sector
and did not spend much hard thought on a reconsideration of the non-state sector’s role. It turned
out, however, that up to the present time, it has been just the non-state sectors that have brought
the most tangible changes into the life of the economy.”®

The reason for this existing-firm bias is that economics has little to say about the differ-
ence between new and old firms. New firms play a central role in Schumpeter’s theory of eco-
nomic development, serving as the main source of new combinations of resources, that is, tech-
nological and organizational innovations (Schumpeter, 1911, p. 66). Empirical studies of techno-
logical innovation have confirmed this view (Scherer, 1992, p. 1425). New business formation is

less crucial for other aspects of market performance. It is just one of several types of market en-

% Johnson and Loveman (1993, p. 191) and Janusz Szyrmer (personal communication) saw the
role of new business formation early on.
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try (Mueller, 1991, p. 11). While entry has long been held important for the functioning of com-
petitive markets, recent empirical studies have tempered this view, suggesting that changing
market shares of incumbents may be more important (Geroski, 1991 and 1991a).

One can argue that adaptation to market conditions requires a radical change in resource
combination, an innovation at which new firms are better than the old ones. Alternatively, one
can note that there are just three types of actors in a post-Communist economy, Communist-era
firms, domestic entrepreneurs, and foreigners. With privatized enterprises bearing the burden de-
scribed in section 1 above and foreigners being handicapped by an information disadvantage, the

new firms emerge as the heroes of transformation by default.

3. Approach to measuring new business creation

3.1 New businesses are born small

The study of new business creation is closely related to that of small business (OECD,
1996; Acs, 1996). The reason is that most new businesses are born small, and need to cope with
the specific problems of small firms in order to survive. Many countries set up special govern-
ment bodies for aiding small businesses and collect data on their numbers. Thus, the research on
new business formation in the US benefited greatly from the Small Business Administration’s
longitudinal database tracking all manufacturing firms starting in 1976 (Audretsch, 1995, ch. 2).

The observable event that most closely correlates with the creation of a new firm is the
legal act of incorporation or registration with tax authorities. This excludes new plants built by
an existing firms and the purchase of an existing firm by another one - all forms of expansion of
existing businesses. The new firms that are wholly or partially owned by the existing ones fall

into the inevitable gray area.



This paper uses the data on the number of small firms collected and published by the
Russian State Committee for Statistics (Goskomstat). The data’s coverage and limitations are
discussed at length in this and the next 3 sections. Surveys of small firms conducted by Russian
researchers serve as a major source in sections 5-6 of this paper. They are supplemented by cases

reported in the business press.

3.2 Legal and statistical definition of small business in Russia

The legal creation of private businesses in Russia started with the law broadening the
scope of self-employment in November 1986 (Pravda, Nov. 21, 1986). In March 1988, the Law
on Cooperatives allowed for de facto private enterprise (Pravda, June 8, 1988). Cooperatives
started cropping up as early as 1987, and by the end of 1991 numbered about 170,000 (Goskom-
stat, 1992, p. 74).

The category “small firm” was introduced by the decree of the USSR Council of Minis-
ters in the fall of 1990. It was defined as having a maximum of 200 employees for the industrial
and construction sectors, 100 in R&D, 50 in other “productive” sectors, and 15 in retail and other
“non-productive” sectors. Both the regular full time workers and the full time equivalent of part-
timers, contractors, and other irregular workers were counted towards the limit. Firms with all
forms of ownership recognized by law at the time, from state owned to private, could be classi-
fied as “small” if they met the size constraint. This definition of a small firm was confirmed by
the decrees of the Russian Council of Ministers regarding the development and support of small
business in July 1991 and in May 1993 (Goskomstat, 1995, p. 230; Belokonnaia and Plyshevskii,
1995, p. 3).

Firms established under the Soviet law (e. g., cooperatives) had to re-register in accor-

dance with Russian law on property in 1991-92. The first part of the Civil Code, enacted in late
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1994, again changed the definition of some forms of enterprise (Grazhdanskii ..., 1994, Chapter
4). The law regulating the introduction of the code stated that the bylaws of all businesses have
to be changed to comply with the Code. Such change necessitated obtaining a new registration.
Deadlines for the change varied from mid-1995 for some organizations (polnye and smeshannye
tovarishchestva) to mid-1999 (Grazhdanskii ..., 1994, pp. 297-8).

The June 1995 law “On the state support of small business” redefined small firms as pri-
vate entities employing up to 100 people in industry, construction and transport firms, 60 in agri-
culture and R&D, 50 in other “non-productive” sectors and 30 in retail (Solomennikova, 1996,
pp. 155, 159; Zavarina and Fidler, 1995, pp. 13-14). Furthermore, for the firm to be considered
“small”, no more than one quarter of its charter capital could be owned by government bodies,
non-profit organizations, or large firms. Private farms and self-employed individuals were also
classified as small enterprises (Belokonnaia and Plyshevskii, 1995, p. 6).

Official statistical data collection is supposed to use the legal definition of small firm.'°
Special reporting forms are collected from a fraction of the small businesses (about half in 1994).
The firms are, apparently, not legally obliged to file these forms, or the law is not being en-
forced. Starting in 1994, Goskomstat combined the data from the reports with the estimates for
the small enterprises that had not submitted the reports.

The total number of small businesses is estimated using tax agency data and the Unified
State Registry of enterprises and organizations. Using local samples, statistical organs could then
determine the share of registered small firms that were inactive (more than a third overall). While
Belokonnaia and Plyshevskii (1995) are not entirely clear on this, it appears that the number of

small firms reported by Goskomstat is an estimate of the number of active small firms. Goskom-



stat then estimates employment, wages, output, sales, profit, investment and other magnitudes for
the non-reporting firms and combines these estimates with the corresponding data reported to it.
Starting in 1995, sample research has been used for the quarterly monitoring of the small busi-
ness sector. Goskomstat intends to get all small firms to file annual forms, but it is not clear how
successful it has so far been in this respect.

Data collection procedures have been changing between 1991-95, and will change again
to accommodate the 1995 decree. The sources used in this paper do not explain how the consis-

tency of data over time has been assured in the face of these changes.

4. Small business sector stagnates

4.1 The meaning of the data and the record of new business creation

In this study, net new legal business formation (the number of births minus the number of
deaths) is approximated by the change in the number of small firms from one year to the next.

Perhaps as many as one third of the small firms are privatized state enterprises or their
subsidiaries (Alimova et al., 1997, p. 12). These are not new firms by our classification, so at the
height of privatization our measure of new business formation must have been upward biased.
However, by October 1, 1994, state and municipal enterprises each made up about 2.5% of all
small firms, and those with mixed ownership, a further 11% (Zavarina and Fidler, 1995, p. 13).
Whatever the origin of small enterprises, changes in their number after 1994 constitute the new
private business formation.*

The change in the number of small businesses fals to catch two types of new business

19 The rest of this section is based on Belokonnaia and Plyshevskii, 1995.
1 Remarkably, new private businesses are adapting significantly better than small businesses
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formation: new self-employed people and new firms which start out large. The latter are few in
number, but the former are very numerous. However, the nature of self-employed economic ac-
tivity is specific enough that it is accounted for separately in most national statistics systems.
While small firms can do many of the same things as the big ones, the range over which the self-
employed can substitute for firms of any size is trivial.

It would seem that the data on changes in employment, sales, and profit of small busi-
nesses contain more information than just the change in numbers. However, the latter are more
reliable (Sutherland, 1997, p. 10). Therefore, we focus on the number of small businesses, and
make little use of the other variables.

It has been argued above that the established firms in post-Communist economies are
likely to have a much higher mortality rate than in a going market. One would also expect a
much higher rate of new business creation. Under Communism, there was an untapped supply of
individuals who wanted to be their own bosses. Centrally planned economies had too few small
firms compared to the market economies.*? The sectors where small firms predominate in market
economies (retail, consumer services, farming) were underdeveloped. “One of the challenges
confronting nations throughout Eastern Europe is to generate or regenerate the entrepreneurial
sector in order to achieve a more balanced industrial structure.” (Acs and Audretsch, 1993, p.

229). And high rates of exit itself would have freed resources for more start-ups.

Table 1. Small business sector in 1991-1996

originating, in one or another way, in the state sector (“Malyi ...”, 1995, pp. 27, 53).

12 See Acs and Audretsch (1993, p. 228) on Polish, Czechoslovak, and East German manufactur-
ing, and Brown et al. (1993, p. 15-16) on Russian industry compared to the US and Western
Europe.



Year Number, year end Employment

thousand growth rate % millions growth rate %
1991 267.0
1992 560.0 110.0
1993 865.0 54.5
1994 896.9 3.7 15.1
1995 877.3 -2.2 13.9 -8.0
1996 810.0 -7.6 14.0 0.7

Sources: 1991-1995: Goskomstat 1996, pp. 688-90. 1996: Dokuchaev, 1997. Employment in
1995: “Razvitie ...”, 1996, p. 64.

Indeed, the number of small firms grew quickly in 1992-93 (see Table 1). Yet in 1994,
the growth almost stopped. In 1996 the number of small firms has declined to 90% of its 1994
level.
Table 1 shows that the total number of people employed by small businesses declined in 1995
and did not increase in 1996. While part-time labor is crucial for small businesses, it is also an
inherently more difficult magnitude to measure. The number of full-time workers is reported to

go up by 8% in 1995 (“Razvitie ...”, 1996, p. 64).

4.2 Some international comparisons

Russian small firms produce 10-12% of GDP, employ 12% of workers and 3-3.4% of the
economy’s fixed capital and earn 20% of the economy’s profits."® This is far less than in long-

standing market economies. Firms with less than 100 employees accounted for 56% of all jobs in

13 Babaeva and Chirikova, 1996, p. 165; Dokuchaev, 1997; interview with Ivan Grachev in Kap-
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the 12 European Union countries in 1990 and 39% in the US. In countries closer to Russia in
terms of their level of development - Greece, Spain, Italy - firms with 20 and fewer employees
made up 40-50% of all employment (OECD, 1996, pp. 19, 21).* Therefore, the end of growth in
the number of firms in 1994-96 cannot be ascribed to the maturation of the small business sector
in Russia, which remains too small by international standards.

The above comparison is not meant to faithfully represent the relative size of small busi-
ness sector in Russia and other economies. Definitions of small business vary across countries, as
does the extent of the underground economy and of self-employment. Including the latter would
make Russian small business sector larger relative to the similarly adjusted European one in
terms of labor and output. Still, as argued below, underground business activity is a very imper-
fect substitute for the legal one. The data cited here give a rough indication of the relative under-
development of the Russian legal small business sector.

Table 2 provides some idea of how the number of small businesses in Russia should have
grown if that country followed the successful transformation trajectory. Russian data were
shifted 2 years back to provide comparability with respect to the stage of transition.'®> While
definitions vary across countries (thus, small firms in Hungary are those with fewer than 50 em-
ployees), the numbers are suggestive. Growth rates are higher for all the countries in all the
years, with one exception. The number of sole proprietorships in Poland grew at a lower rate in

1990-91 than that of small businesses in Russia. The reason for that is the much higher starting

kov, 1996; Kriviakina, 1996; Solomennikova, 1996, p. 154.

14 There does not appear to be a relationship between a country’s stage of development and the
small business’ share in employment for the range represented by the OECD countries. Naugh-
ton (1995, pp. 139-141), writing about China, makes a similar argument for both developed and
developing economies.

> This aligns the first post-Communist year in Russia (1992) with that in Eastern Europe (1990).
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point for the former country. In 1990, Poland already had more than 1,100,000 sole proprietor-
ships, while Russia had only a quarter million small enterprises in 1992. (Poland’s population is
about one fourth of Russia’s). Even so, the growth of number of sole proprietorships continued

through 1992-94.

Table 2. Number of firms in post-Communist economies, growth rates, %.
1990 1991 1992 1993 1994

Hungary, small firms 174.9 108.7 30.0

Slovenia, small firms 82.4 24.6

Macedonia, private firms 162.9

Poland, corporations 153.9 51.9 28.3 14.3

Poland, sole proprietorships 39.6 25.1 14.8 94

Russia, small firms, 2-year lag 110.0 54.5 3.7 -2.2 -7.6
Ukraine, small firms, 2-year lag 157.7 48.5 6.4 14.7 1.6

Sources: Russia - Table 1, Poland - Johnson and Loveman, 1995, p. 9; Hungary, Slovenia, Mace-
donia - Bartlett and Hoggett, 1996, pp. 163-4; Ukraine - Lakoza, 1997.

The last row in Table 2 shows that Ukraine - like Russia, mired in a transformation reces-

sion - had a similarly anemic rate of growth in the number of small businesses.

5. Could stagnation be a statistical artifact?

It could be that the growth of the small business sector continues as it should, but

in the forms that official statistics are unable to fully capture.
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5.1 Re-registration eliminates inactive firms

Vilenskii (1996, p. 36) suggests that the re-registration of small firms to comply with
changes in the law weeds out inactive firms, reducing the total number of registered firms. It is
implied that new business birth rate may remain as high as before, but the observed death rate is
exaggerated because deaths that occurred in earlier periods get discovered during the registra-
tion. If so, statistical data on stagnation may be masking actual growth in the number of small
businesses.

However, Goskomstat itself tries to check registration data against the tax returns to eli-
minate the inactive firms (see 3.2 above). So the reported stagnation applies to the (however
poorly estimated) number of active small businesses. Even if these attempts are largely unsuc-
cessful and the reported number of firms includes many inactive ones, the re-registration still
would not matter. Most of the re-registration of Soviet-era firms was completed before 1994,
when the growth stopped.'® And the compliance with the new Civil Code in 1995 cannot explain
the lack of growth in 1994 and 1995, since most firms did not have to re-register right after the
adoption of the Code (see 3.2 above). A survey of small businesses in Moscow in March 1996
found plenty of firms with organizational structures not in compliance with the Civil Code. No
one was being forced to re-register or punished for failure to do so (“Malyi ...”, 1996, pp. 27-28,
38).  Finally, there is no evidence of a decline in the share of inactive small firms in recent
years. Thus, out of 20,000 small firms registered in the Magadan region, only 4,000 filed tax re-
turns (Babaeva and Chirikova, 1996, p. 166). In Moscow, two thirds of small businesses filed tax

returns. The share of “fictitious” firms in their total number is estimated to be 10-12% (Latynina,

18 A nationwide survey of small businesses in 1994-95 found a small number of cooperatives
(“Malyi ...”, 1995, pp. 22, 54).
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1996). In Moscow’s central district, with the country’s highest concentration of registered firms,
about half did not submit reports to tax authorities. For the newly formed firms this share reaches
two thirds (Rumiantsev, 1996). The Moscow registration office estimated that by the end of
1995, 30% of businesses, most of them small, stopped operating without formally liquidating
themselves (“Malyi ...”, 1996, p. 46). In yet another sample, only a half of the registered small
firms filed tax returns. Of these, one third submitted returns showing no activity (\Vagina and Ti-
ukanova, 1996, p. 133).

Either the re-registration process did not weed out the inactive firms thoroughly enough,
or new inactive firms have been created as fast as the old ones were liquidated. In either case, the

impact of re-registration on the reported number of small firms should not have been significant.

5.2 The shadow economy, changing definitions, mergers and graduation

Several sources allege that small businesses are increasingly going into the shadow econ-
omy, presumably to avoid taxes and other levies.'” If so, one could argue that the growth of the
small business sector continues, only in forms invisible to Goskomstat.

Operating underground is just one way to avoid taxes. Creating many shell firms is an-
other (see Filippov, 1997, Rumiantsev, 1996, Dokuchaev, 1997a). These firms register with the
municipal authority (thereby becoming visible to Goskomstat). They also acquire a seal and sta-
tionery, but never register with the tax authorities or the pension fund. They may not even need a
bank account (which cannot be opened without registering with tax authorities). There is little
threat of detection for about a year, and some manage to stay below the tax inspection’s radar

even longer. Others close down within a year, either without the audit (obligatory for closing

7 Kapkov, 1996; Kriviakina, 1996.
14



down a firm), or having bribed the auditors (Barkan et al., 1995, pp. 39, 42). Alternatively, a firm
may register with tax inspection and open a bank account, but wind down its operations and
empty the account by the time it has to file a tax return. The demand for such “shells” is high
enough to give rise to specialists who register and sell corporations (Rumiantsev, 1996).18

Evading taxes by not registering a firm involves substantial costs. Unregistered business
cannot operate on the same scale and grow the same way as a registered one. They cannot use
the banking system, engage in anything visible (hang a shingle, advertise broadly) and grow
large.™ Therefore, the preferred tax avoidance strategy is for the registered firms to hide more of
their activity (Kaufmann, 1996, p. 14).2° Therefore, the effects of increased tax avoidance on the
reported growth of the number of small firms are ambiguous.

If indeed prospective entrepreneurs increasingly choose not to register their ventures, this
IS not a statistical, but a real phenomenon. New underground businesses are very imperfect sub-
stitutes for the legal ones because of the more limited growth opportunities.

The new legal definition of small enterprises, adopted in 1995, apparently was not used in
the Goskomstat report for 1995, since non-private small firms were still counted (“Razvitie ...”,
1996, p. 63). It remains unclear whether the new definition was applied in 1996. The switch to
the new definition, when it occurs, will not necessarily depress the reported number of enter-

prises. On one hand, the maximum number of employees for industrial and construction small

18 This practice is not limited to fraudulent firms. Most new firms in Moscow buy registrations
from such intermediaries (“Malyi ...”, 1996, p. 37).

19 See “Malyi...” (1996, pp. 32, 39) on the factors counteracting the lure of dropping out of the
legal economy.

20 An estimate of the share of “underground” dealings in small businesses’ total operations,
based on surveys in Moscow, did not change in 1994-1995 (“Malyi ...”, 1996, p. 39). A compari-
son of regional surveys for these years does show a significant increase of underground sales
(Alimova et al., 1997, p. 17).
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firms will be lower and non-private firms and those with more than a 25% stake owned by large
firms will be excluded. On the other hand, the maximum number of employed for retail outlets,
one of the most numerous groups of small firms, will be doubled, and farms and the self-
employed will be included.

Rapid growth of new businesses would not show up in the data on their numbers if every
year a large number of small firms grew into larger ones. Mergers of small firms could also keep
the total number stagnant, even if new businesses are created at a healthy clip. While theoreti-
cally possible, such a turn of events does not seem plausible. In a mature market economy, only a
tiny fraction of small firms ever grows large (Geroski, 1991, Ch. 2). This fraction may be sub-
stantially higher during the transition, but there is no evidence of too many small firms in Russia
growing large or swallowing up other small firms.

It appears that the cessation of growth of the small firms’ numbers is a real phenomenon,

rather than statistical artifact.

6. Possible causes of stagnation

6.1 General approaches

Registration procedures have become easier throughout the country and the local authori-
ties’ hostility towards private business declined in 1994-95 (“Malyi ...”, 1995, p. 21; Alimova et
al., 1997, p. 16, 44). A survey of small businesses in Moscow in 1996 found a significant im-
provement over the recent years in the ease of opening a bank account, finding a place to conduct
business and registering a business (“Malyi ...”, 1996, pp. 34, 36, 37). These positive changes
must have been swamped by the negative ones to produce the observed stagnation in the number

of new businesses.
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The end of growth in the number of small businesses could be the result of a falling num-
ber of births, a rising number of deaths, or some combination of the two phenomena. Having
separate data on these two variables would help in identifying the causes of stagnation. Thus, a
decline in the birth rate without a change in the death rate would suggest that new business crea-
tion is impeded by a different set of factors than the functioning of the existing firms. It appears
that in Moscow, stagnation resulted from a sharp drop in new firm registrations in 1993 and an-
other decline in 1995 (*“Malyi ...”, 1996, p. 29).

A few regions, with their particular circumstances, could shape the national trend. One
reason to look beyond the aggregate numbers is the very large influence of oblast’” authorities on
firms in their territory (Dolgopiatova, 1995, p. 238). Regional policies appear to influence the
emerging firms more than the established ones (Alimova et al., 197, p. 15). The distribution of
small businesses across the country is very uneven. There is an extraordinary concentration of
small business in Moscow and St. Petersburg (20% and 8% of the national number) (“Razvitie..”,
1996, p. 63).%* The regions around these two cities, Central and Northwestern, account for 26%
of the country’s population and 40% of small firms (see Table 3). The share of all the other re-
gions is no larger than their share in the population, and even less for most of them.

The density of small businesses should vary even more across smaller units - oblast’s and
republics. In order to explore the role of regional conditions in the stagnation of the small busi-
ness sector, time series data for small business by oblast’/republic would be needed.

Table 3. Distribution of small firms relative to population by economic region
Economic region Population share, % Share of small firms, %

! Interestingly, Moscow is also doing significantly better than other regions economically
(“Analiz ...”, 1996).
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North 4.0 2.9

North-West 55 9.6
Central 20.2 30.5
Volga-Viatka 5.7 2.9
Central-Black earth 5.3 2.7
Volga 114 9.6
North Caucasus 11.9 9.8
Urals 13.8 10.6
West Siberia 10.2 10.5
East Siberia 6.2 5.2
Far East 5.1 5.0

Sources: population - Vishnevskii, 1996, p. 96; small firms -Vilenskii, 1996, p. 31.

6.2 Hypotheses to be tested

All the hypotheses listed here relate to nation-wide causes. Hypothesizing about the re-
gional causes requires the knowledge of the regions.
A. Firms that have emerged before 1994, and those that are trying to start now may be facing dif-
ferent conditions. Those who got in early use the local authorities to block the entry for the po-
tential competitors. Similarly, organized crime may be more than paying for itself in the eyes of
the incumbent businesses by keeping the entrants out.?? The result would be the drop in the birth

rate of new businesses.

22 See Gambetta (1993, pp. 197-225) on mafia’s role as the cartelizing agent in the legitimate in-
dustries.
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This is consistent with the fact that incumbents are doing fine. More than two thirds of
small businesses in Moscow were satisfied with their performance in 1995 (“Malyi ...”, 1996, p.
29). A survey in two regions found that small businesses do not experience much competition
(Alimova et al., 1997, p. 21). Also, casual observation suggests that the variety of providers of
retail and consumer services in Moscow is often surprisingly low. Finally, surveys find that the
existing small businesses do not rate racketeering as a major problem. This is usually attributed
to the respondents’ lack of candor on the subject. The present hypothesis suggests that this opin-
ion may be honest - they may be just grateful.

B. It is claimed that a worsening tax and regulatory climate after 1993 explains the end of growth
in the number of small businesses (VVagina and Tiukanova, 1996, pp. 132-135). Surveys of small
businesses consistently find that high taxes are rated as the main problem.?* However, taxes were
already cited as the greatest problem in 1992 (Dolgopiatova, 1995, p. 239). One would need to
measure the change in tax and regulatory burdens over time in order to test this present conjec-
ture.

A worsening tax regime may operate both through increasing mortality of the existing
businesses and lowering the birth rate of new ones (either by dissuading the prospective entre-
preneurs from going into business at all or by driving them underground).

C. Most cooperatives (80% by some estimates) were attached to the state enterprises and allowed
the management to exploit the different status of the state and private sectors (e. g., the differen-
ces between the state-set and market prices) (Lapina, 1995, pp. 18-20). Most small enterprises

created in 1990-1991 were spin-offs of larger state owned firms (Dolgopiatova, 1995, p. 232;

23 Chernina, 1996, p. 97-98; Dolgopiatova, 1995, p. 240; Latynina, 1996; “Malyi ...”, 1996, p.
54; Markova, 1996, p. 117.
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Belokonnaia and Plyshevskii, 1995, p. 8). The use of small firms to siphon off the earnings of the
state-owned or privatized firms continues (Babaeva and Chirikova, 1996, p. 170). However,
transferring resources from state to private enterprises has been made difficult recently (Barkan
etal., 1995, p. 38).

It looks like the spurt of new business creation through 1993 was motivated by the pos-
sibilities of carving up the state-owned pie. Once the pie got carved up, the main motive for cre-
ating small firms disappeared. An explanation along these lines would work through the de-
clining birth rate.

D. Bank bankruptcies have caused many small businesses to lose money on their accounts and
go bankrupt themselves (“Malyi ...”, 1996, p. 37). The timing of the banking crisis (1994-96) co-

incides with the stagnation of the small business. This factor would have worked to increase exit.

7. Conclusion

Speculations that massive privatization of Russian state-owned enterprises would fuel
sustained growth of the economy have been proven wrong. The privatized enterprises embody
central planners’ decisions that in many cases are not viable in market economy. As a group, the
former state-owned enterprises are bound to decline. New businesses can propel a recovery, as
has been the case in other transition economies. Yet net new businesses formation in Russia ap-
pears to have stopped in 1994-96.

The end of growth in the number of small firms appears to be a real, rather than statistical
phenomenon. The likely causes of this stagnation fall into several groups: increased tax and
regulatory burdens and/or plunder by tax and regulatory authorities, barriers to entry raised by
the authorities and/or racketeering, the use of new businesses to plunder state-owned and privat-
ized firms, and changes in privatization procedures. Any explanation of the stagnation in new
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business creation is likely to involve an important regional component.
Sustained economic growth is Russia is impossible until new business formation resumes

at a healthy pace.
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