	U. Venesaar

Tallinn University 
of Technology


	ENTREPRENEURSHIP
AND SME DEVELOPMENT IN ESTONIA

	
	


Development of new member states can be characterized as a distinctive experience that started 18 years ago and where entrepreneurship has been assessed as a driving force of decentralisation, economic restructuring and movement in the di​rection of market economy. As countries vary markedly in a way they regulate and provide an environment for enterprise, Estonia is an interesting case with its notably open small economy, extremely liberal economic policy and the ability to stay on the economic growth trend for more than ten years before economic decline last year.

The paper is based on empirical evidence drawn from three large-scale telephone surveys undertaken in 2002, 2005 and 2008. The analysis of the above-mentioned databases is supplemented by a review of secondary data from other studies undertaken in Estonia. A short overview shows continuous development of SME sector and the importance of its contribution to the economy, but also changes in the structure of enterprises by size and activity. Based on these changes and changes in business environment entrepreneurship policy in Estonia have been changed towards supporting the competitiveness of enterprises. Although considerable progress has been made in institutionalisation of entrepreneurship policy, there is a need to offer more actively services which can better consider the needs of newly established firms and entrepreneurs in regions with the aim to strengthen the role of entrepreneurship in economic development.

Introduction

In Estonia, development of enterprise sector has been assessed in general as a positive factor in economic development since the early years of transition, based on the fast growth of enterprises and the role of SMEs in generation of employment [Venesaar, 1999; Estonia country… 2002; Smallbone, Venesaar, 2004; Smallbone, Venesaar, Xheneti, 2007]. Despite of changes of the number of enterprises in the country, a number of indicators are referring to the need to raise entrepreneurial initiative in Estonia (e.g. enterprises per 1000 inhabitants; people’s motivation for starting a business) [Entrepreneurial Initiative… 2004; Eesti väikese… 2008]. For that reason it is needful to better understand and analyze what are those factors that could support increase of entrepreneurial initiative of the population and what are the main constraints hindering new business start-ups and their survival rates of Estonian enterprises in the markets. For eliminating these constraints it would be needful to find appropriate policy measures to support the development of entre​preneurship in the country. 

The principles of a new «The Estonian Entrepreneurship Policy for 2007–2013» [Eesti… 2006]) are based on various studies conducted during 2004–2005 and compared with the previous policy document (2002–2006) it is a step forward in the development of entrepreneurship and entrepreneurial initiative through a favourable entrepreneurship environment and appropriate support schemes. Entrepreneurship policy has established four purposes: strong enterprise culture; legal environment favourable to entrepreneurship; SMEs access to finance; capability for SME growth and exports. Against the background of the new entrepreneurship policy we should emphasise the growing role of educational system, particularly that of universities, in creating entrepreneurship culture and particularly in providing high-quality entrepreneurship education on all levels of education, as well as in the development of advanced education, raising awareness of entrepreneurship and innovation among enterprise managers, opinion leaders in the society and the public. 

The paper is based on empirical evidence drawn from three large-scale telephone surveys undertaken in 2002, 2005 and 2008. Although the analysis shows that in general entrepreneurship activity during the years between three studies has grown and business environment has become more favourable, start-up activities and their survival rates in different groups of enterprises are influenced differently by internal as well as external factors. Therefore, in the paper, after short overview of business development trends, an emphasis is given to the analysis of factors influencing the development of enterprises (e.g. enabling and constraining factors). The analysis of the above-mentioned databases is supplemented by a review of secondary data from other studies undertaken in Estonia. Based on the results of analysis the paper will conclude with a summary of the implications of the analysis for entrepreneurship and SME policy in Estonia.
Data and methodology

The analysis of SME contribution in the economic development in 1994–2007 is based on the data of the National Tax and Customs Board and Statistics Estonia. A data from the project of Business Demography on Employer Enterprises (co-ordina​ted by the Eurostat) are also used.
The analysis of factors that influence the development of new firms and existing enterprises is based on empirical evidence drawn from three large-scale telephone surveys undertaken in 2002, 2005 and 2008. The main policy implications are drawn about the support needs of SMEs with the aim of achieving the growth of new firm birth rates and their increasing contribution to regional economic development of the country.

SME sector and its role 
in economic development 

The history of private business in Estonia after the re-establishment of independence is not long. The country has nevertheless come a long way in a fairly short time, which is evident from the faster emergence, improved competitiveness and positive economic results of Estonian companies. In 2007 there were nearly 55000 active companies and more than 50000 active self-employed persons in Estonia. The total number of registered enterprises and self-employed at the end of 2007 was over nearly 110000. To make a distinction in statistics between the registered and operating enterprises hereafter non-trading businesses are excluded from the analysis. More than half of the active self-employed were also employees receiving salary; this percentage has remained stable during last years. 
The structure of the SME sector by size class points out that micro enterprises hold the main share comprising 85,6% of total number of enterprises in 2007. Small enterprises make up 11,9% of all enterprises. The average yearly increase in total stock of enterprises during the period of 1999–2007 was due to the increase of micro enterprises. While the number of SMEs and large enterprises decreased, the number of micro enterprises increased. Therefore, most Estonian companies are micro-enterprises with up to nine employees. On the basis of the data of enterprise demography the average number of persons employed in newly born employer enterprises in 2004 was 2,4, but 1,6 in 2006. Nearly 90% newly born employer enterprises start their activity with less than 5 employees and only 3,3% start with more than 10 employees. 

However, Estonian SME sector’s structure differs from the European average and new EU member states. Small enterprises (with 10–49 employees) account for a higher share in Estonia than in other European countries (e.g. 5% in Slovenia and 6,5% in EU19). This can be explained due to the relatively low entrepreneurial activity in the country, but indicating the continuous growth potential of micro enterprise sector in Estonia (e.g. up to 93% microenterprises in EU19) and on the other hand, the need for governments to implement appropriate measures aimed to raise the entrepreneurial activity.

At the end of 2007, Estonian SME sector employed 513622 people making up 78% of total enterprise sector employment. Micro enterprises accounted for 22,9% of employment, small enterprises 28,6% and medium-sized enterprises 26,6%. The proportion of total employment in micro enterprises has increased considerably during 1994–2007, whilst that in large enterprises has declined. Similar changes are typical to all post-socialist countries as a result of the privatization process dividing large state-owned enterprises into smaller private companies complemented by the growth of entrepreneurial activity. This has led to a rapid increase in the creation of micro enterprises, which offer jobs to those made redundant during the restructuring of large enterprises. 

The average enterprise size in 19 European countries was 6 employees, which is similar also in Hungary, Slovakia and Slovenia. In the Baltic countries this figure is higher than the European average, e.g. 8 in Estonia
 indicating a continuous growth perspective in the micro enterprise sector in the Baltic countries.

Operations in both domestic and foreign markets have been growing steadily. The net turnover of Estonian businesses has more than tripled over the past decade. SMEs together accounted for 80% of the enterprise sector turnover. Estonian SME sector accounts for 80% of total exports. This is considerably higher than that of the counterparts in other new member states
. But the total growth in the number of enterprises has been bigger than the increase of exporters. Such development may be due to two main reasons. Firstly, the expansions in the share of micro enterprises. The latter obviously are less capable to start export activities. Secondly, sectors where the enterprise birth rate is high – wholesale, construction, business services, hotels and restaurants – are mainly oriented to the domestic market. 

The contribution of SMEs to the generation of Gross Domestic Product in 2003 was 73%, of which the share of micro enterprises was 18%, small enterprises 25% and medium-sized enterprises 30%. The SME contribution to GDP has grown by 5 percentage points during the period 1999–2001 and remained stable in 2002–2004. Still, the productivity of Estonian companies lags significantly behind that in developed Western countries and makes up only lightly over 50% of the average productivity per employee in the EU member states.
Entrepreneurial activity across regions in Estonia indicates differences in entrepreneurship environment and possibilities, especially between the capital city Tallinn and other counties, as regional economic development has been strongly polarised to the territory around the capital city. Tallinn is the business centre of Estonia. With its close to 400000 population (29% of the Estonian population) the capital city is the heart of the national economy. The share of Tallinn and the surrounding Harju county in the total number of operating enterprises has been gradually rising. Big differences can be found in the economic structure of counties. One of the reasons for this is definitely the legacy of planned economy but also different paths of development in the transition period and the firm demography among sectors and regions. 

Managers’ opinions about 
the constraints of newly 
established firms

The overall opinion is that indirect support to business development prevailed through macroeconomic stabilisation and improvement of legal external environment during a first decade of private sector development in Estonia [Venesaar, 1999; Estonia Country… 2002]. Since 2000, the aim of SME policy has become increasingly linked to improving the competitiveness of firms in domestic and foreign markets and by today a working support system has been developed, based on the entrepreneurship support principles used in the European Union. Some studies have been made to ask entrepreneurs’ opinions about the impact of entrepreneurship services on setting up new enterprises and entrepreneurship development [Jürgenson et al., 2003; Eesti … 2005; Eesti... 2008]. 

The following analysis is dedicated to the opinions of managers of newly established firms (young firms operating up to 2 years) on the basis of three surveys (2002, 2005, 2008). We tried to identify differences in the opinions of start-up enterprises’ about which problems and difficulties they seem to encounter more frequently than old enterprises. Not surprisingly, the results of the analysis showed that finding financial resources and markets were more frequently mentioned as factors constraining the development of enterprises by the managers of newly established firms than by managers of older enterprises. The need to improve financing opportunities for SMEs is one of the priorities identified in the SME policy document. The surveys revealed that only a minority of Estonian SMEs received external finance at start-up. This means that the vast majority of business start-ups in Estonia are still reliant on self-financing, in the context where the scope of accumulated or inherited wealth is smaller than in most of the developed countries. 

When respondents were asked about the type of information they need to overcome difficulties, then the managers of newly established enterprises mentioned more frequently (in both surveys) the information about markets, regulations and standards in foreign markets, and about foreign partners. As for the reasons for not using consultancy, they explained that consultancy has not been necessary (92% in 2002; 83% in 2005; 84% in 2008) or they did not find appropriate consultancy. The need for consultancy was assessed as needful twice more frequently by managers of newly established firms than by older ones. Among the concrete types of consultancy they mentioned more often a need for consultancy about accounting, taxation, sales and marketing, business planning and financial sources. It is noticeable, that a need for consultancy has arisen much in 2005 and 2008 compared with the first survey, which is indicating increasing competitiveness in the markets as well as awareness of managers about the availability of consultancy. 

In addition on the growth of awareness of entrepreneurs, the activity of using the offered services by starting companies has also grown. For example the starting subsidy has been used by ca 5% and training subsidy by 7% of respondents, that is still quite a low level. This implies to a necessity to increase the impact of entrepreneurship policy, especially to support the regions and fields where the level of establishing new companies is low. 

A new Entrepreneurship Policy Programme is a step forward in the development of entrepreneurship and entrepreneurial initiative through a favourable entrepreneurship environment and appropriate support schemes. A lot of measures on that document are directed towards solving the abovementioned problems and increasing the activeness of establishing new companies. In order to increase the competitiveness of Estonian enterprises in foreign markets, additional guarantees are available for managing export risks. 

Based on the economic survey the year 2007 was a turning point of the economic cycle for Estonian economy. Economy, having grown vigorously by the support of loan money inflow, real estate boom, raising wages and domestic consumption, started to show signs of cooling and this trend continued in 2008. In the coming years, an answer should be found to the question how to raise productivity which has not grown as fast as wages, and how to improve the export capacity of our companies in order to restore balanced development. In order to accelerate the adjustment process and to support the innovation capacity of enterprises, the Ministry of Economic Affairs and Communications with its partners has developed central national strategies, including comprehensive measures for solving long-term and more urgent problems.

Conclusion

Development of entrepreneurship has been a dynamic process in Estonia influenced considerably by changes in domestic business environment as well as the external influences, which is typical for a small country with open economy. Devel​opment of entrepreneurship through SME development and regional firm formation has supported economic development in Estonia, the growth in employment and decrease in unemployment. However, based on the firm birth rates by activities and counties, considerable variations can be found, which allows suggesting differences in entrepreneurship environment and possibilities. This allows assuming that the regulation influencing the establishment and activity of enterprises, other policy measures or external influences during the period under study has to be strengthened if to encourage higher birth rates and survival of enterprises. 

The results of the analysis showed that finding financial resources and markets for newly established forms were more frequently mentioned as factors constraining the development of these enterprises. The managers of newly established enterprises mentioned more frequently about the difficulties in finding information about markets, regulations and standards in foreign markets, and about foreign partners. The need for consultancy was assessed as needful twice more frequently by managers of newly established firms than by managers of older ones. Although considerable progress has been made in institutionalisation of entrepreneurship policy, there is a need to offer more actively services which can better consider the needs of newly established firms and entrepreneurs in regions with the aim to strengthen the role of entrepreneurship in economic development in Estonia

Connected with the changes in economic development and in order to accelerate the adjustment process and to support the innovation capacity of enterprises, the Ministry of Economic Affairs and Communications with its partners has developed central national strategies, including comprehensive measures for solving long-term and more urgent problems.
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� The numbers about Latvia and Lithuania are in Observatory of European SMEs, 2002/2, European Commission.


� For example, SME sector accounts for 18,5% in Hungary, 24,1% in Slovakia, 33% in Slovenia, 34% in Czech Republic and 41,8% in Lithuania. Source: Small and medium sized enterprises in countries in transition, UNECE 2006.
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