
See discussions, stats, and author profiles for this publication at: https://www.researchgate.net/publication/23551968

Barriers to entrepreneurship and SME growth in transition: The case of

Kosova

Article  in  Journal of Developmental Entrepreneurship · March 2007

DOI: 10.1142/S1084946707000563 · Source: RePEc

CITATIONS

184
READS

6,610

1 author:

Some of the authors of this publication are also working on these related projects:

This publication is part of my PhD work in progress View project

WBC-INCO View project

Besnik A Krasniqi

University of Prishtina

172 PUBLICATIONS   1,666 CITATIONS   

SEE PROFILE

All content following this page was uploaded by Besnik A Krasniqi on 23 January 2014.

The user has requested enhancement of the downloaded file.

https://www.researchgate.net/publication/23551968_Barriers_to_entrepreneurship_and_SME_growth_in_transition_The_case_of_Kosova?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_2&_esc=publicationCoverPdf
https://www.researchgate.net/publication/23551968_Barriers_to_entrepreneurship_and_SME_growth_in_transition_The_case_of_Kosova?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_3&_esc=publicationCoverPdf
https://www.researchgate.net/project/This-publication-is-part-of-my-PhD-work-in-progress?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_9&_esc=publicationCoverPdf
https://www.researchgate.net/project/WBC-INCO?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_9&_esc=publicationCoverPdf
https://www.researchgate.net/?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_1&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Besnik-Krasniqi?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_4&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Besnik-Krasniqi?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_5&_esc=publicationCoverPdf
https://www.researchgate.net/institution/University-of-Prishtina?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_6&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Besnik-Krasniqi?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_7&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Besnik-Krasniqi?enrichId=rgreq-b0bc47dbc2d8233da91e62addb31903f-XXX&enrichSource=Y292ZXJQYWdlOzIzNTUxOTY4O0FTOjEwNDgyNzA5OTAyNTQwOEAxNDAyMDA0MTM2Mjgx&el=1_x_10&_esc=publicationCoverPdf


April 25, 2007 14:57 WSPC WS-JDE SPI-J076 00056

Journal of Developmental Entrepreneurship
Vol. 12, No. 1 (2007) 71–94
© World Scientific Publishing Company

BARRIERS TO ENTREPRENEURSHIP AND SME GROWTH
IN TRANSITION: THE CASE OF KOSOVA

BESNIK A. KRASNIQI

Faculty of Economics, University of Prishtina, and
Riinvest Institute for Development Research

Agim Ramadani St., Pa numër, Fakulteti Ekonomik
Prishtinë, 10000, Kosovë
b.krasniqi@staffs.ac.uk

Received September 2006
Revised January 2007

This study investigates the barriers to growth of small- and medium-sized enterprises (SMEs) in Kosova.
It is based on a SME survey conducted by Riinvest Institute at the end of 2002 which identified critical
business environment barriers perceived by entrepreneurs such as legal environment, administrative
burden, external financing, tax burden and unfair competition. First, based on this SME survey, the
econometric model is constructed in order to test empirically the validity of Gibrat’s Law. Then, in
order to identify and measure the impact of current reported business environment barriers on SME
growth, the Gibrat’s Law is augmented with other business environment variables. The econometric
results suggest that firms’ growth is negatively linked to firms’ size and age, suggesting that Gibrat’s
Law does not hold for growing SMEs in Kosova. Also, the growth of the SMEs is reduced by the
presence of the business environmental barriers such as tax burden, unfair competition and inadequate
financing. Econometric results raise important issues and policy implications for the development of
the SME sector in Kosova.

Keywords: Gibrat’s Law; size; age; business environment; growth; SMEs; Kosova.

1. Introduction

The contribution of the SME sector to the economy has attracted the attention of academics
and policy makers in both developed and transition economies. Today, it is well-established
that SMEs are the engine of economic growth through employment generation, contribution
to GDP, technological innovations, and other aspects of economic and social development.
The importance of their role emerged, particularly in transition countries, because of their
fundamental ability to resolve some of the economic problems arising from the transfor-
mation process from a centrally-planned to a market economy. Despite this important role,
relatively little attention has been paid to the SME business environment, which is the
necessary condition to stimulate development of SMEs.

In particular, the interest of the researchers and policy makers is to address the question
“what determines the growth of SMEs?”. Their interest is understandable if we consider
recent empirical evidence that small firms grow faster than larger ones. If small firms grow
faster than larger firms, then it can be reflected at the policy-making level in addressing
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the issue of unemployment. This is a very important issue to be addressed in transition
countries where unemployment is one of the main challenges, especially in Kosova where
unemployment is estimated to be around 49 percent (Riinvest, 2003a).

Kosova is one of the last countries in the region to start the transition process to establish
a market economy. In this context, SMEs can play an increasingly essential role in this
delayed transition trajectory, especially if we consider that the private sector in Kosova
consists almost entirely of SMEs (there are only a few large enterprises). For this reason,
the SME sector’s contribution is primarily evident in job creation and income growth. The
increase in their number also contributes to the creation of a more competitive business
environment.

In spite of these contributions, SMEs in Kosova continue to face a number of business
environmental barriers. Thus, identifying and measuring the impact of these variables is
crucial for developing policies oriented toward creating a business-friendly environment
especially aimed at growing SMEs (with higher potential for employment and income
generation). In this context, we will review theories of small firm growth using Gibrat’s
Law as a departure point to develop our discussion about the determinants of SME growth.

The contribution of the study to the existing literature is twofold. First, it provides the
empirical evidence necessary to address the question whether Gibrat’s Law holds in SME
sector or not; the evidence from recent research is mixed. In addition, there is very limited
research on this issue in transition context. Second, although this study does not provide
detailed discussion on policy measure nor estimates the extent to which government should
influence the SME development via different channels for creating a business-friendly envi-
ronment, it identifies the most critical barriers and provides some policy implication with
some general suggestions. Thus, the study urges the need for more proactive government
polices aimed at development of entrepreneurship and SME growth. Existing theories on
determinants of small firm growth fail to explain the determinants of small firm growth
that underline economies in the transition. They do not sufficiently take into account the
institutional features and business environment, and their impact on entrepreneurship and
SME growth, which usually involves high transaction costs of doing business. This study
attempts to consider some of these transition-specific features.

The study is structured as follows. Section 2 reviews literature on theories and empirics
of small business growth. In particular, it discusses the Gibrat’s Law and associated empirical
evidence. In addition, this section discusses the impact of business environment on growth
of SMEs in transition economies. Section 3 discusses data and hypotheses. In Section 4,
we develop and explain the econometric model that tests empirically Gibrat’s Law validity
and the impact of the business environment on SME growth. In Section 5 we discuss our
econometric findings. Section 6 draws conclusions and policy implications.

2. Theoretical Framework

2.1. Gibrat’s Law

Until a few decades ago, academic research and policy-making efforts were largely domi-
nated by the idea that the main motors of economic growth were large enterprises. In other
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words, large firms were believed to have advantages over small firms because they were
more able to exploit economies of scale and scope and hence, contribute more to the econ-
omy (Galbraith, 1967; Schreiber, 1968; Prais, 1976). Thus, large firms were seen as the main
contributors to employment generation and GDP growth. This encouraged economists to
analyze the relationship between the size of firm and its growth rate in order to answer the
controversial question of differences in the speed of growth between small and large firms.

Research attempts to explain determinants of small firm growth are summarized in the
Gibrat’s Law or Law of Proportionate Effect, which served as a departure point. According
to Gibrat’s Law, the size of firm sat time t is assumed to be a random variable distributed
independently of size s in the previous period t − 1 (Singh and Whittington, 1975; Reid,
1993; Heshemati, 2001).According to Singh and Whittington, the Law has some important
economic implications. It implies that there is no optimum size of the firm, although it
does not imply that size and growth should be positively related. The Law suggests that the
growth rate of a firm in a current period does not have an influence in the growth of the
same firm in the subsequent period. And finally, the Law implies that the concentration of
the industry will take place over time. Thus, the main conclusion from the Gibrat Law is
that the growth of firms in the same industry is a random phenomenon regardless of a firm’s
initial size.

In order to complement the proportional growth theory, Jovanovic (1982) introduced a
firm growth model called the noisy selection model, which is based on the lifecycle learning
theory approach. According to his model, firms learn about their real efficiency over time.
The model states that small firms grow faster than large firms because, initially, they are not
certain about their real cost efficiency. Usually firms enter the market under the minimum
efficient scale, and over time, grow to reach it. This explanation is linked to the common
economic knowledge of the U-shaped cost curve in the short-run as most new entrants are
small firms, which operate below minimum efficient scale — those that have incentives to
expand production while larger firms, which are above the efficient size, will not. Because
new entrants are more uncertain about their real abilities, they will learn over time by
observing how well they perform in the real business world. Thus, individuals who have
underestimated their skills and abilities in one period will be expected to expand production
in the next period, while those who overestimated their abilities will exit the business. The
main shortcoming of Jovanovic’s model is that it assumes no technological progress but
takes into account only the learning of entrepreneurs and its effect on firm growth (Ericson
and Pakes, 1995).

Another explanation why small firms grow faster than larger firms relies on adaptabil-
ity and flexibility of small firms to the economic/industry dynamics. Small firm flexibility
makes them more responsive to a changing business environment, resulting in higher growth
rates (Franicevic and Bartlett, 2001; Sak and Taymaz, 2004). This is because it is easier for
the firm with few employees and no diversified decision-making (usually one concentrated
decision maker or a few individuals) to react to that dynamic environment even in pur-
suing new business areas, products or technologies from the current business. In other
words, smaller businesses have lower adaptation costs to the change in environment, such
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as demand fluctuation and changes in technology. In addition, they respond more rapidly to
new circumstances (Sak and Taymaz, 2004).

Recent empirical evidence shows that the hypothesis of the independence of growth
of the firm and size is refuted in most cases. Numerous studies contradict the validity of
Gibrat’s Law using different samples varying in terms of time, region, sector of activity and
size (see Evans, 1987a, b; Reid, 1993; Hart and Oulton, 1996; Sutton, 1997; Wagner, 1992;
Weiss, 1998; Hart, 2000; Farinas and Moreno, 2000; Bartlett and Bukvič, 2001; Davidsson
et al., 2002; Harabi, 2003; Yasuda, 2005; Krasniqi, 2006). Some of them will be discussed
here.

Evans (1987a, b) examines the relationships between firm growth, size and age in the
U.S. manufacturing sector in the period of 1976–1982 and finds that growth is a decreasing
function of firm size and age, which is in line with Jovanovic’s model. Hart and Oulton
(1996) conducted a study covering 30,000 enterprises in the United Kingdom for the sample
covering the period of 1989–1993, supporting the hypothesis that smaller firms grow faster
than larger firms. Harabi (2003) found results for a sample of 370 enterprises from Morocco,
also supporting the view that size and age are negatively linked to growth of the firm. Bartlett
and Bukvič (2001), who studied 167 SMEs in Slovenia, report similar results. Their results
indicate a negative relationship between size/age of the enterprise and its growth. Weiss
(1998), in a study of the Austrian farm sector, and Davidsson et al. (2002) for the Swedish
small firms, show that size and age matters and have negative influence on growth of the firm.

However, there is another line of research that either fully or partially supports the Law
of Proportionate Effect (Hall, 1987; Das, 1995; Lotti et al., 1999; Johnson, Conway and
Kattuman, 1999; Piergiovanni et al., 2002; Hermelo-Diaz and Vassolo, 2004). For example,
Hall (1987) analyzed a sample of large firms in the manufacturing sector and could not
reject the Gibrat’s Law. In a study of firms in the service sector, Johnson, Conway and
Kattuman (1999) showed that size was significant only after a variable was entered as
squared, suggesting a non-linear relationship between the size and the growth of the firm.
However, both of these studies were sector biased: the first one in manufacturing and the
second in services. The finding from manufacturing should be treated with special caution
because in this sector, sunk costs are very high and small firms might be underrepresented
compared to larger firms. Another important point to consider is that, in the manufacturing
sector, there is room for exploiting economies of scale. In the study of the infant industry in
computer software in India, Das (1995) reported a positive relationship between growth and
firm size in a sample of 51 firms in the time span over 1983–1988. More recent evidence
based on a large sample of new Italian firms in the hospitality sector suggest that growth
rate is independent of size in two groups of businesses (cafeterias and camping sites), while
Gibrat’s Law is rejected for three other groups: hotels, restaurants and cafes (Piergiovanni
et al., 2002). A study of Argentinean firms shows that Gibrat’s Law does hold and suggests
that there are other factors more important than size of the firm (Hermelo-Diaz and Vassolo,
2004). However, their results should be interpreted cautiously because their sample size
is small (34), which results in small variations of the final analysis. Another important
conclusion to be drawn is that, for testing Gibrat’s Law, one should take the heterogeneity
among industries and sample representation into account.
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Empirical evidence reviewed above shows that evidence on Gibrat’s Law is still incon-
clusive. Thus, it is important to consider and empirically test the validity of Gibrat’s Law for
different countries with different characteristics and complement the existing literature. In
addition, Gibrat’s Law equation is augmented with other variables aimed at explaining the
growth of SMEs. Despite the importance of Gibrat’s Law in explaining small firm growth
in transition countries, there is a necessity to investigate the impact of business environment
on small business growth.

2.2. Barriers to entrepreneurship and SME growth

Another line of research that investigates the growth of small firms is summarized in the
so-called barriers to growth literature. This approach mainly assumes that a proportion
of small businesses is growth-oriented and wishes to grow, but the external environment
impedes their desire or ability to achieve their growth potential. The evidence supports the
view that business environment is one of the key factors influencing the growth of the firm,
especially small firms. For example, Lumpkin and Dess (1996) pointed out that the envi-
ronment affects firm performance and growth regardless of its strategic orientation or firm
resources. However, business environment is a multidimensional concept embodying the
dynamism, technological opportunities, industry growth and the demand for new products
(Zahra and Ellor, 1993). Janssen (2002) summarizes the external environment as a dimen-
sion of generosity, dynamism and complexity.a Some other authors refer to the business
environment as either a munificent environment or hostile environment (Tsai et al., 1991;
Clement et al., 2004; Iakovleva, 2005) depending on whether it has a positive or negative
impact on small firm growth.

According to Janssen (2002), the generosity of the environment is a result of positive
trends, especially in economy such as industry growth, which also have a positive impact on
the firm growth. The dynamism might also have diverse effects on firm growth. For example,
in a growing industry, the existing firms are not very much affected by newcomers taking a
share of the industry market as this effect is compensated for by the growth of the sector or
industry itself. On the other hand, according to the same author, dynamism and complexity
of the environment are related to the degree of instability and uncertainty in the market. In
this context, some unpredictable factors, such as changes in the demand or rapidly changing
technology, are difficult to predict by a small firm owner. However, it is argued that dynamism
and complexity could be attractive for newcomers who might develop their ideas at the
cost of existing firms. Also, dynamism through competition could encourage the existing
firms to innovate in order to exploit growth opportunities generated in a rapidly changing
technological environment. Clement et al. (2004) also point to the dynamic environment as
munificence, which results from the continuing change in the environment arising from the
technological progress, competitive rivalry and regulatory developments. In such a highly

aGenerosity environment has a positive impact resulting from positive trends in the economy. Dynamism and
complexity environments can have either a positive or negative impact on firm growth as a result of changing
business environment through competition, which can push firms to innovate but also force them to exit from
tough competition.
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dynamic environment, opportunities emerge and small firms can take advantage of these
opportunities and grow (Chandler and Hanks, 1994).

Furthermore, it is apparent that the environment may be hostile and manifested by
adversity to the firm growth (Clement et al., 2004). The hostile environment might be a result
of radical and unfavorable changes in the industry or the intensity of competitive rivalry
in the market. Strong competition poses difficulties for small firms to survive, especially
in the early stage of their formation. Glancey (1998) supports the idea alluded to above
that external constraints arise mainly from the competitive conditions. On the other hand,
hostility also may arise from different sources including the declining demand or radically
changing technology, which pushes the firm to change its technology or to seek other market
opportunities (Clement et al., 2004). Change in technology requires additional investment
and financial resources. If we consider the financial constraints under which a small firm
operates, this might act as a growth impediment. Hay and Kamshad’s (1994) study, based
on a survey of UK SMEs, shows that owner/mangers identified several external factors
as growth-inhibiting. These factors were: inadequate availability of finance; inadequate
availability of venture capital and qualified labor; delays in obtaining new capital; and the
intensity of competition. However, according to them, entrepreneurs emphasize the intensity
of competition as most important.

An interesting related point to address is whether or not the hostility of the environment
affects firms of different size in the same way. The work by Storey (1994) shows that
compliance costs are much higher for small firms than for large firms relative to their size.
This is confirmed by a recent study conducted by Schaffer and Weder (2001) based on
a very representative worldwide survey that found small firms had more problems than
large firms in terms of raising finance, taxes and regulations, inflation, corruption, street
crime and anti-competitive practices.b Their regression analysis showed that, in most cases,
business environment obstacles are a decreasing function of size. These findings have some
important policy implications. Policies addressing the development of small firms should
be differentiated and made much simpler for small firms in order to create a level playing
field.

Business environment is of particular importance for transition countries because inher-
itance from the socialist system was in many ways not favorable and many aspects of the
transition reform process acted to make the environment less conducive for entrepreneur-
ship (Estrin et al., 2005). Several authors have conducted research on barriers to small firm
growth across different countries in transition (Aidis and Estrin, 2006; Aidis, 2002; Hallberg,
2000; Bartlett and Bukvič, 2001; Bartlett and Prašinkar, 1995; Hashi, 2001; Hoshi et al.,
2003; Pissarides et al., 2003; Smallbone, 2002). Their findings suggest that barriers to entry,
time-consuming regulatory requirements, incomplete legal framework, the tax structure that
distorts incentives and discriminates against small firms, and finance are the main obstacles
to SME growth in transition countries, especially in early transition. Below we will discuss
the barriers to SME growth in transition context.

bThe paper is based on a worldwide survey of some 10,000 executive across 80 countries in the period of 1999–
2000.
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2.3. Barriers to SME growth in transition context

Since the beginning of economic liberalization, the SME sector has gone through a very
dynamic development. Small private businesses have gained considerable weight in the
national economies of all transition countries. Undoubtedly, transitional countries have
gone through profound institutional reforms aimed to facilitate the development of the pri-
vate sector, although further institutional reforms are necessary for the majority of them
in order to improve policy environment for small businesses. The Business Environment
Enterprise Performance Survey (BEEPS) shows clear differences in perceived obstacles to
business across transition countries, which is largely explained by the variations in business
environment. Although general improvements in business environment are noted recently
(especially in countries that joined the EU like Poland, Czech Republic, Hungary and Slove-
nia), transition countries lag behind those in mature economies (EBRD, 2005). In this respect
the institutions have a predominant role in shaping business environment.Estrin et al. (2005)
argue that institutions can affect the entrepreneurship and SME development in two ways.
First, institutions may hamper the establishment of new firms by lowering the total number
of start-ups. Second, they may shape an unfavorable business environment that hampers
the growth of existing firms. Thus, the state has a critical role in creating “the rules of the
game” in shaping the business environment. The state should design the appropriate rules
in order to stimulate the supply of productive entrepreneurship (Baumol, 1990). In this way,
the state can influence the overall business environment that affects entrepreneurs’ behavior.
The business environment is composed of a range of elements that are influenced by the
exercise of the state’s functions. Sometimes, as a result of improper policies, the environ-
ment becomes hostile for business growth, especially in transition when policy environment
changes frequently make it difficult for entrepreneurs to predict future economic prospects
(Carlin et al., 2001). As a result, this may discourage entrepreneurs to take risks and invest,
or even worse, will encourage unproductive entrepreneurship (Baumol, 1990). Below we
highlight some of the current obstacles to the SME sector in transition countries.

2.3.1. Macroeconomic environment and SMEs

The establishment of a stable macroeconomic environment where business can be con-
ducted is considered a prerequisite for entrepreneurs to invest and take risks. All transition
economies suffered from inappropriate economic structure inherited from the previous sys-
tem. Freedom of entry was the first step toward market liberalization, which together with
privatization, improved the overall climate for the SME sector growth and encouraged poten-
tial entrants. The privatization played a crucial role in the creation of small firms, especially
if we keep in mind that only a relatively small proportion of the total state capital assets
were privatized through so-called “large” privatization (Futo et al., 1997; United Nations,
1999).

In economies where market reforms have been slow or only partial, the macroeconomic
environment is unstable and it impacts the characteristics and behavior of enterprises at the
micro level (Smallbone and Welter, 2001a). For example, the decline in GDP and persistently
high unemployment rates contributed to the decline in real earnings in the early years
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of transition, which affected the prospects of entrepreneurship (Earle and Sakova, 1999;
Smallbone and Welter, 2001b). As a consequence, customers’ purchasing power decreased,
leading to the depressed demand for goods and services and, consequently, limited SMEs’
growth potential. For example, in Bulgaria, the inadequate macroeconomic policies followed
by government contributed to the situation where the number of loss-making enterprises
exceeded the number of profitable enterprises in the SME sector (Bartlett and Rangelova,
1997).

Macroeconomic policy also affects the entrepreneurs’ decision to invest, especially in
projects that require a longer time to produce a return (Smallbone and Welter, 2003). This in
turn is because stable prices create a better environment for investment decision or capital
availability for expanding a business (Earle and Sakova, 1999). This in turn is because
the banks in environments alike are reluctant to loan to firms. Macroeconomic instability
reflected in high inflation harms businesses as it undermines the contractual relationship
between trading partners (McMillan and Woodruff, 2002). Any business contract will be
difficult to finalize as the future and prices cannot be foreseen to a manageable extent.
Also, in an inflationary environment, businesses will have more difficulties in predicting the
future, especially some of the SMEs that operate in international markets where exchange
rates are more difficult to hedge.

The evidence shows that most of these transition countries were unable to achieve their
pre-transition levels of GDP even after many years of recovery (see EBRD, 2004). However,
even now when most economies of the region are more stabilized and growing, low demand
seems to be one of the obstacles to SME growth. If we add to this the inadequate market
infrastructure, especially the underdevelopment of financial institutions, we have a clearer
picture of the overall economic conditions for small business growth.

2.3.2. Legal and regulatory environment

It is commonly believed that the appropriate institutional environment for SMEs and easily
accessible administrative procedures facilitate SME creation and growth. The establishment
of new commercial and contractual laws, property rights laws, bankruptcy and collateral
law, real estate regulations and labor laws were all conducive to business relationships
and facilitated access to external finance and principal-agent relations. For example, in all
transition economies, the majority of entrepreneurs who entered the market were unknown to
banks and other stakeholders in the beginning, so the establishment of business relationships
such as bank-to-business or business-to-business were difficult and risky. In relation to this,
contract law together with bankruptcy and collateral law have played significant roles in
building these business relationships. These positive trends are apparent mostly in advanced
transition countries that are more advanced in establishing market-based mechanisms and
business promotion polices. In other countries, entrepreneurs still face the lack of appropriate
legal framework or lengthy administrative procedures. The survey findings from Bulgaria
provided by Manolova and Yan (2002) show that owners/managers rated the impact of the
legal environmenton SME developmentas “chaotic,” “unpredictable” and in “constant flux”
and as the most significant constraint. However, even if the legal or institutional system is
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suitable for businesses, the frequent changes in commercial laws, tax regulations, etc., that
were particularly dominant in the early years of transition have adverse effect on businesses,
because they create uncertainty and make information and compliance costs higher (Hoshi
et al., 2003).

During the early years of transition, entrepreneurs also face other problems such as
the inability of state employees to offer appropriate services to them and time-consuming
procedures. These problems resulted from a lack of experience and knowledge with market
economy conditions, improper legal system and overall progress with transformation to a
market economy Thus, time-consuming administrative procedures and excessive require-
ments mutually act as obstacles especially in slowing down the establishment of new firms
and impeding existing ones to achieve their growth potential. This suggests that governments
should simplify administrative procedures like requirements for registration and licensing,
inspections, and complicated regulations that act as obstacles in all transition countries in
terms of entry of new firms or growth of existing firms. For instance, some years ago a poten-
tial entrepreneur in the Czech Republic was required to run a gauntlet of government offices
for “stamping” more than thirty documents to establish a business (Defillippi, 1995). In prac-
tice, these time-consuming procedures often create a favorable climate for corruption and
unofficial economy, contributing to an uncompetitive environment in the marketplace. State
officials are more able to take bribes from entrepreneurs who face difficulties in obtaining
needed documentation because some entrepreneurs may decide to use an “under the table”
method to deal with them. Other entrepreneurs may be discouraged and decide to operate
some or all activities informally. In an environment like this, corruption and the informal
sector blooms, creating barriers to entry and limiting the degree of the competition.

2.3.3. Unfair competition, informal economy and corruption

In general, today’s business environment in transition economies is characterized by the
informal economy, corruption and unfair competition that often jointly hinder SME growth.
As described earlier, excessive regulations provide the incentive for entrepreneurs to seek
ways of evading regulations (because of increased transaction costs), resulting in the growth
of the grey economy. The evidence from transition countries suggests that the impediments
to private sector development play an important role in pushing some entrepreneurial activ-
ities into the shadow economy (Hashi and Mladek, 2000). A similar explanation is provided
by Johnson, Kaufmann, McMillan and Woodruff (1999) who argue that high taxes, enor-
mous official regulations, the inadequacy of institutional environment, and the predatory
behavior by government officials seeking bribes from entrepreneurs operating officially
are the main causes of the unofficial economy. Shleifer and Vishny (1994) and Johnson
et al. (1997) emphasize that the politicization of economic life, especially through exces-
sive rules and regulations, enable politicians to achieve their own goals (corruption) and
push entrepreneurs into the informal sector of the economy. Additionally, corruption as a
socioeconomic phenomenon is one of the main obstacles in transition, causing harm to the
economy and society. In terms of the SME sector development, corruption has a negative
influence for the simple reason that it makes business transactions more costly. Corruption
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is largely the result of gaps in the law; it encourages the unofficial economy and discourages
both domestic and foreign investments, which are badly needed in these economies. The
result is an environment in which firms that go underground are able to charge lower prices
for their products than their counterparts trading officially. Stated differently, these factors
combined together can contribute to an uncompetitive environment, in which the market
fails to allocate resources efficiently through the increasing cost of business and lowering
productivity, which is harmful for the private sector growth, decreasing competitiveness of
an economy in the international market.

2.3.4. Financial obstacles

Access to external finance is a crucial determinant in all countries because it affects both
creation of new firms and expansion of existing ones (Falcetti et al., 2003). The external
finance can be supplied either by the owner’s own sources or from external sources such as
loans or grants from public sector assistance. However, the resources of small firm owners
are usually limited, especially for young and small businesses. Thus, the growth-oriented
small firms wishing to expand will need external sources of finance supplied by banks.
External finance is usually not available to all small firms for a variety of reasons. There
is a common view among economists that the capital markets are inefficient with respect
to small business finance. A large theoretical body of literature (Bannock, 1981; Storey,
1994; Chilosi, 2001; Beaver, 2002; Bridge et al., 2003) shows that the markets for loans
are imperfect and restricted in scope, even in developed economies, and that the market
mechanism fails to address the financing needs of small businesses. Furthermore, small
firms are also subject to credit rationing resulting from information asymmetry in capital
markets (Stiglitz and Weiss, 1981). This means that the demand for credit in the capital
market is not met. Banks do not have all the information about the borrower or is uncertain
about the future behavior of the borrower in terms of repaying the loan. Also, bearing in mind
that many firms in transition countries have only a short history of business, there is much
information asymmetry (Bratkowski et al., 2000). Therefore, banks are likely to credit
larger firms whose ability to provide collateral is greater, thus offsetting the information
asymmetry effect. Small firms are less able to provide required collateral, so are less likely
to access financing. Another explanation why small firms are rationed is that banks incur
high transaction costs if they deal with SMEs.

The high cost of capital is another burden in terms of SME financing. The study con-
ducted by Bartlett and Bukvič (2001) provides evidence from Slovenia and shows that
entrepreneurs ranked the high cost of finance and means of insurance of credit repayment
as the most severe barriers for their growth. Evidence from Bulgaria shows that terms and
conditions of credit for SMEs are inadequate; where loans were available, the collateral
requirements for borrowers were enormous, ranging from 125–300 percent, and terms were
very short, i.e., 1–2 years (Morris et al., 2001). In particular, these terms and conditions do
not favor the large and long-term investment projects, constraining SMEs from achieving
their growth potential.
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2.3.5. Tax burden

Taxation is crucial to the development of businesses because policy makers can change
the pattern and decision of entrepreneurs to invest through taxation. Incentive-based taxes
stimulate business and growth, but this means less money for government. Most of the
countries of the region have faced a tradeoff between low budget deficit and low taxation
imposed on businesses. The broadening of the tax base is one of the solutions to the problem
because SMEs, particularly in countries in the early stage of transition, cannot afford high
taxes. The evidence provided by Hashi and Mladek (2000) shows that, in some transition
countries, taxes and contribution are higher than in many European countries and are the
major source of complaints by businesses. In addition, in some countries, there is a large
number of taxes and sometimes the procedures to comply with tax authority requirements
are very complicated. The International Financial Corporation survey of Ukrainian small
businesses shows that during 1999 there were 23 national taxes levied on businesses, with the
possibility of local governments introducing another 16 types of taxes (Yacoub and Senchuk,
2000). Complicated methods of taxation very often force SMEs to employ outside advisors,
thus increasing transaction costs further. Hence, lowering taxes and contributions imposed
on SMEs can facilitate growth, increase the overall output and decrease the size of the
unofficial economy. The tax rate and the length of time entrepreneurs spend dealing with
public officials pose barriers for SMEs. Fries et al. (2003), using BEEPS data, show that
there is a strong correlation between length of time needed for compliance and corruption.

3. Data and Hypotheses

3.1. The sample

The data used in this study are based on the SME survey conducted by the Riinvest Institute
for Development Research at the end of 2002. The sample was designed to study the SME
profile and the development trends. The sample represents more than 2 percent of the
total population of the SME sector (excluding proprietorships), which is considered to
be a nationally representative survey. The sample was randomly selected from the business
register kept at the Statistical Office of Kosova (SOK) and initially consisted of 600 business
entities (including 100 sole proprietors).

The sample includes SMEs across all regions of Kosova. In addition, all sectors of busi-
ness activities are covered. The sample is stratified by three main sectors in order to reflect
the differences between trade, production and services. The sample was stratified in terms of
size as well, which includes microenterprises, small enterprises and medium enterprises. All
small and medium-sized firms included in the sample are defined according to the EU def-
inition.c The interviews were conducted using the face-to-face method with the key people
in each enterprise, mainly owners or general managers. The survey provides data about the

cThe generally accepted definition of SMEs is as follows: enterprises that employ less than 250 employees are
considered SMEs (OECD and European Commission). Medium enterprises are considered those with 50–249
employees; small enterprises with 10–49 employees; and microenterprises up to nine employees.
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number of employees in the current and previous year. In addition to employment growth
data, the survey provides companies’ years in the business. These are crucial for testing
Gibrat’s Law. The survey also contains information about the perception of entrepreneurs
regarding the business environment. Respondents were offered a list of 14 possible obstacles
to their business, classified either as external or internal to the firm. Respondents had to rank
business barriers in order of priority in a 1–5 Likert scale, with 1 being the highest and 5
the lowest barrier (see Appendix, Figure A1).d

Although our sample is representative of the entire SME sector, our analysis is limited
to explaining factors influencing SME growth among 178 growing firms. This is important
for two reasons. First, there are firms that are not growing, not as a result of barriers posed
by business environment, but because of an unwillingness to grow. Second, for the policy-
making implications of a country, this aims to target those SMEs with larger potential for
economic development. The view that not all firms have growth aspiration is supported
by evidence from both developed (Almus, 2002; Storey, 1994) and transition countries
(Bartlett and Bukvič, 2001; Scase, 1998, 2000). It is argued that the role of small firms is
real and evident, but not important if we take into account that only growing SMEs are
growth engines of economic development of a given country (Scase, 2000). Therefore, the
econometric analysis is focused only on growing firms.

3.2. SME survey results

Survey results show that entrepreneurs are more concerned with constraints related to the
external environment rather than internal factors such as managerial or employees’ skills,
which were ranked in the very bottom of the list of the constraints. Entrepreneurs perceive the
lack of laws, administrative burden, unfair competition, strong competition, financing and
high tax as the most intense barriers to their firm’s performance. Table A2 in the Appendix
shows how the intensity factor was calculated. Concerns of entrepreneurs about the business
environment are related to unfair competition. In a business environment dominated by unfair
competition, performance of the firm in the market does not reflect real performance achieved
through competitive advantage such as resources, strategy, etc. Instead, the presence of
an informal economy and corruption, which in turn is affected by an inadequate legal
framework, creates an uncompetitive business environment, leading to the increased cost of
doing business for firms that operate officially compared to their counterparts that operate
informally or partially informally.

Entrepreneurs’ concerns related to the legal environment are due to an inadequate
legal system, which was due to the lack of important laws, since in the aftermath of the
War of Kosova, everything started from scratch. The previous legal system was aban-
doned (although some of the laws are still applicable) and the new ones have not yet been
implemented. This legal vacuum left plenty of doors open for unfair competition through
informal activities and corruption. Inadequate legislation and administrative capacities of
tax authorities influenced the slow development of tax and custom systems, which still

dFor more details, see Riinvest (2003b).
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are not business-incentive based. As an outcome of the War and because of the lack of
administrative capacities, the majority of budget revenues are being generated by busi-
nesses, which means that the tax structure is diversified to a limited extent among other
taxpayers rather than businesses. On the other hand, the financial system is not fully
developed to meet the needs of businesses. It took seven months after the War ended
before the first bank started to operate in Kosova (January 2000). In 2002, the develop-
ment of banks was manifested through spreading their networks within the territory of
Kosova, and the number of branches increased significantly in all municipalities in Kosova
(Riinvest, 2003b). The Banking and Payment Authority of Kosova (BPK) governs and mon-
itors the activities of these banks on regulations that correspond to international standards.
However, the terms and conditions for loans are not appropriate for businesses that faced
War destruction and other consequences. Nevertheless, this volume of loans and terms
of conditions cannot be considered as adequate compared to the needs of businesses,
their demands and the experiences of other countries with maximum interest rate of 18
percent (Riinvest, 2003c). Based on the SME survey results in the next section, econo-
metric methodology is used in order to measure the impact of external barriers on SME
growth.

3.3. Data limitations

The SME study survey encountered several data problems that may affect empirical anal-
ysis. First, sole proprietorships were excluded because those entities are less likely to
grow as they are not growth-oriented (see Bartlett and Bukvič, 2001). Thus, including
sole proprietors in the analysis might produce biased results. Second, the only dependent
variable is employment growth, which is biased toward the labor-intensive firms due to
non-availability of data about the capital growth or other measures of growth. However, the
employment growth indicator has been widely used in the SME growth studies. The major-
ity of the studies provided in the literature review in Section 2 use employment growth
figures as a proxy for firm growth. Third, conclusions from our dataset are limited due to
survivorship bias (see Bratkowski et al., 2000). The sample contains an overrepresenta-
tion of the firms that have survived long enough to be interviewed, and not of those that
have been bankrupted or some of the firms that operate unofficially. Fourth, the qualita-
tive nature of data may affect the results in all empirical studies because of perception
biases. For example, some of the respondents may underestimate or exaggerate a given
obstacle, or all of them, and respond accordingly (Ayyagari et al., 2006). In addition, the
managers refused to provide answers for several questions. Finally, as mentioned above,
our sample is no longer representative for the whole SME sector as our research interest
is focused on growing firms. However, this is important for policy implications as we are
interested in SMEs with higher growth potential, which can contribute to the economy
the most.

The main limitation in methodology is the lack of time dynamics. The cross-section
model used captures the effect of the business environment at one point in time. The panel
data technique would be more appropriate and would show a difference in the firm level and
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also time variation. This is an important component in transition context because the policy
environment changes frequently, which would show the effect of changes in the business
environment on SME growth. In addition to quantitative methodology used in the paper,
it would be useful in the future research to conduct some in-depth interviews with both
successful and failed entrepreneurs to combine and compare qualitative versus quantitative
results. The regression analysis gives us only a direction and estimation about the impact of
a certain variable on SME growth (for example, corruption). However, this would not give
us the ways in which corruption affects the firm, which would be captured if we employed
a qualitative technique.

3.4. Hypotheses

In order to examine how business environmental barriers affect the growth of SMEs, the
following hypotheses will be tested:

H1: Small firms grow faster than larger firms. There are several reasons (see Section 2).
First, because smaller firms enter the market with a smaller minimum efficient scale
and over time grow to reach it; second, smaller firms are more flexible and adaptable;
third, larger firms suffer from diseconomies of scale because of increase in managerial
costs as firms get larger.

H2: Newer firms grow faster than older firms. It is argued that firms learn about their real
efficiency and costs over time so there is a diminishing return on learning/experience
as firms become older.

H3: The more incomplete/inadequate the legal environment is, the higher constraint it poses
for SMEs. For example, the lack of pledge registration or accounting standards makes
access to finance for SMEs difficult and constrains the growth of small firms.

H4: The higher the tax burden, the lower the performance and growth of SMEs because
with higher taxes and compliance costs, the less profit there is left for investment and
growth.

H5: The more bureaucratic and complicated the procedures are, the more time-consuming
and costly they are for SMEs. Very often SMEs needed to employ an outside adviser to
deal with certain regulations, which increased transaction costs and constrained SME
growth.

H6: An uncompetitive/unfair business environment poses higher barriers to SME growth.
In this study, this dimension is accounted for by corruption, the informal economy and
everything that limits fairness in the marketplace, which consequently constrains SME
growth.

H7: Inadequate access to financing for SMEs creates more obstacles to investment and
growth. Growing firms need external finance such as bank loans to achieve their growth
plans.

H8: Firms located in regional urban centers grow more rapidly than firms in rural areas
as they have more access to finance and face higher levels of demand.
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4. Model

In this section we construct an econometric model (OLS regression) in order to estimate the
individual and joint impact of various constraints on the growth of SMEs. First, the simple
growth-size-age model is constructed (see Reid, 1993; Bartlett and Bukvič, 2001):

LNEMPGRO = α + β1LNEMP + β2LNAGE + ε. (1)

In this model, the growth of employment (LNEMGRO, dependent variable) is regressed
on the log of employment and log of age as an independent variable. Then the basic model
was supplemented by other variables of interest (main barriers to SME growth). So, the
conventional growth-size-age model led to the final multiple regressions presented below:

LNEMPGRO = α + β1LNEMP + β2LNAGE + β3LEGALENVI + β4TAXES

+ β5BUREAUC + β6STRONGCOM + β7UNFAIRCOM

+ β8FINANCING + β9LOCATION + ε. (2)

The following discusses in detail the dependent and the independent variables depicted
in Tables A1 and A2 located in the Appendix.

Dependent Variable: The dependent variable is the natural log of employment growth
used as a proxy for growth. Growth is defined as rate of growth over number of employees
in the beginning and the end of 2002. Taking a log of the data increased the normality
distribution of data. Also, the sole proprietors are excluded from the sample because these
firms are less likely to grow, not because of the business barriers, but because these firms
are not growth-oriented. Following Bartlett and Bukvič (2001), we include in this model
only growing firms (N = 178).

Independent Variables: All business environmental variables are of qualitative nature,
while variables such as size, age and location are of non-qualitative nature. The man-
agers/entrepreneurs were asked to rank obstacles on a 1–5 scale (1 the most intense barrier,
5 no barrier at all).e All values of response are converted into dummy variables taking value
of 1 where the respective barrier to firm’s growth is recoded as 1, and taking value of 0
where recorded otherwise.

LNEMP (Employment) — The logarithm of employment at the beginning of the year
2002 was used as a proxy for size of the firms. The natural logarithm is used because of the
non-linear relationship between growth of the firm and size of the firm. As size of the firm
increases, the ability and opportunity to grow decreases as the firm is closer to the minimum
efficient scale. Also, another reason for using logarithms was for pure econometrics. The
sample includes a few firms that employ large number of employees in comparison with other
firms in the rest of the sample. Taking logs improved normality distribution and significance
of the coefficients. A priori, it is expected that this variable will have a negative relationship
with growth of the firm as underlined in the theoretical background.

e1 — causes very big problems; 2 — causes big problems; 3 — causes problems; 4 — causes small problems; and
5 — does not cause any problems at all.



April 25, 2007 14:57 WSPC WS-JDE SPI-J076 00056

86 B. A. Krasniqi

LNAGE (Age) — Age of the firm indicates the number of years the firm has been
conducting its business. The natural log is used because of its non-linear relationship between
the age of the firm and growth. As the firm gets older, there is a decreasing return from
learning from experience. A priori, it is expected that this variable will have a negative
relationship with the growth of the firm.

LEGALENVI (Legal Environment) — This variable is expected to have a negative effect
on SME growth because the legislation in Kosova is incomplete; there is still a lack of certain
commercial laws that would have a facilitative role in the growth of the firm.

TAXES (Taxes) — A priori, it is expected to have a negative sign because entrepreneurs
consider higher taxes and compliance costs a barrier to their business.

BUREAUC (Bureaucracy) — Longer and more time-consuming procedures pose
stronger barriers to SMEs. A priori, it is expected to have a negative sign.

STRONGCOM (Strong Competition) — The variable might have either a positive or
negative effect. On the one hand, it is argued that the stronger competition might slow down
the growth. On the other hand, competition might push firms to innovate and increase their
competitiveness in order to survive. However, in our dataset, the respondents seem to have
confused strong competition with unfair competition.

UNFAIRCOM (Unfair Competition) — This variable aims to pick up the impact of the
informal economy, corruption and other illegal methods used by entrepreneurs to improve
their competitive position. The greater size of the informal sector constrains the growth of
SMEs as it disadvantages the position of firms that operate in the formal sector. The more
often the entrepreneurs use bribes as a way of dealing with bureaucrats, the more intense
the barrier for SME growth. A priori, this is expected to have a negative relationship with a
firm’s growth.

FINANCING (Finance) — The more difficult it is to access finance (for a variety of
reasons), the higher the barrier poses to a firm’s growth. The financing has several dimensions
such as high requirements, inadequate credit terms and conditions and insufficient supply
of loans for SMEs. This variable is expected to have a negative relationship with growth of
SMEs.

LOCATION (Geographic Location) — The firms located in rural areas are less likely to
grow because their counterparts in urban areas operate with better business infrastructure
and have better access to financing and higher purchasing power.

5. Empirical Findings

The empirical results reported in Table A1 indicate that the growth-size-age model fits the
data well as can be seen from diagnostics (R2 = 0.31). The coefficients are significant
at 1 percent level and have the expected negative sign, suggesting that Gibrat’s Law does
not hold for SMEs in Kosova. Thereafter, the Gibrat’s Law has been augmented by other
variables (i.e., other business barriers) such as legal environment, taxes, bureaucracy, strong
competition, unfair competition, financial obstacles and the dummy variable for location.
After the inclusion of other independent variables, the explanatory power of the model has
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increased considerably (R2 = 0.31 to R2 = 0.38). The final model explains 38 percent of
the variations in the dependent variable by variations in independent variables. The correla-
tion matrix reported in Table A2 suggests that there is no correlation between explanatory
variables in our data. All correlation coefficients are lower than the accepted level (highest
coefficient being 0.37), suggesting no multicollinearity in the data. Other diagnostic tests
were satisfactory as well, with no presence of heteroscedasticity and no multicollinearity
(see Diagnostics panel in Table A1).f Also, the normality assumption holds, meaning that the
model fulfils the condition for normality assumption (see Wooldridge, 2005; Studenmund,
2000).g

The variables “size” and “age” have the expected sign and are significant either at
5 percent or 1 percent level of significance. This satisfies Hypotheses 1 and 2 that smaller
and younger firms grow faster than larger and older firms. The tax burden constraint is also
significant and has the expected sign, meaning that the higher tax burden slows down the
growth of SMEs (Hypothesis 4). Unfair competition is significant and has the expected neg-
ative sign; the greater the size of the informal economy or the higher the level of corruption,
the higher the constraints are on the growth of SMEs (Hypothesis 6). The variable related
to financial obstacles is significant and has the negative expected sign, which means that the
higher bank requirements and the inadequate loan terms and conditions limit the growth of
SMEs (Hypothesis 7). However, the legal environment, administrative burden and strong
competition are not significant. Entrepreneurs might perceive that the lack of laws might
positively impact their business due to less rules and regulations and less paperwork. Until
the time of the survey, there was insufficient capacity of the authorities to monitor business
activities associated with weak law enforcement. Also, the administrative burden does not
have an impact on firm growth, which might also be a result of incomplete regulations
and administrative procedures. It seems that entrepreneurs are more concerned with unfair
competition than with strong but fair competition, because unfair competition causes the
main obstacle to their growth for the same reasons explained earlier (see Section 2). The
location dummy is just above the accepted statistical threshold, which suggests that firms
located in urban centers experience higher growth rates. Firms located in urban centers face
higher demand for products and services and also are closer to customers and suppliers,
which reduces the cost of business.

6. Conclusion and Policy Implications

The econometric evidence suggests that Gibrat’s Law does not hold for growing small firms
in Kosova. OLS regression analysis confirmed the view that smaller firms grow faster than
larger ones. Also, the new firms grow faster than older firms. This satisfies the conventional
learning theory based on growth-size-age model, which maintains that firms enter the market

f χ2 computed (1.34) is smaller than χ2 statistics from the table at 1% (6.63) and 5% (3.84) level of significance,
suggesting that there is no present heteroscedascity in our data.
gχ2 computed is smaller than χ2 statistics in the table at 1% level of significance (6.4 < 9.21).
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under minimum efficient scale as they are small in size, so their ability to exploit economies
of scale increases as there is an increasing rate of return from experience. Also, older firms
grow slower than new firms because with time there is diminishing return on experience.
Econometric analysis shows a statistically significant negative non-linear relationship of
size and age with growth of the firm.

The empirical evidence also revealed that reported business environmental barriers have
a significant impact on SME growth. Several dimensions of business environment such as
tax burden, unfair competition and financial obstacles constrain the growth of the SME
sector. Tax burden including compliance cost of regulations slows down the growth of SMEs
because it increases the cost to the firm. Unfair competition mainly caused by corruption and
the informal sector also hinders the growth of SMEs because it increases the cost of doing
business. Econometric analysis also has shown that finance as a dimension of banks’ high
requirements and inadequate terms and conditions for loans constrain the growth of SMEs.
In addition, location of businesses seems to play a role in explaining SME growth, with firms
located in urban areas experiencing higher growth. However, we do not find a statistically
significant impact of legal environment, strong competition and bureaucratic procedures.
The econometric findings have important policy implications for the priority of reform
efforts. Econometric results refuted Gibrat’s Law for growing SMEs in Kosova. Economic
policies of the country should be targeted toward development of the small business sector,
especially targeted at growing SMEs, in order to stimulate economic growth and reduce
high unemployment rate. In addition, our results show that promoting a competitive market
environment associated with rule of law and combating corruption at any level can promote
small business growth and hence, generate economic growth. Also, one of the priorities of
government policies should be targeted toward improvement of access to external financing,
which is very important for growing small firms. In addition, the cost of external finance is
very high in Kosova, having consequences on limiting the growth potential of small firms.
Entrepreneurs still report tax burdens as one of the main barriers for growth, despite the fact
that the tax rate is among the lowest in Europe (15%). However, government efforts to reduce
the overall tax burden should be focused more on simplification of the procedures, which will
reduce the compliance cost of firms. The importance of the policy efforts targeted on small
firms is particularly important for the specific context of Kosova because its entire private
sector consists of small firms. The main caution in interpreting the results of the regression
analysis is that they are not generalizable to all SME populations because they are applicable
only to firms that experienced growth. Further research aimed at explaining differences in
external barriers to SME growth is also needed. Moreover, it should be complemented by
time dynamic analysis, which will capture the changes in business environment and their
impact on SME growth.
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Fig. A1. Barriers to SME growth in Kosova (2000–2002).

Source: Riinvest SME Database, 2000–2002.
Note: Respondents ranked each factor on a 0–4 point, 5 grade scale. Individual values were multiplied by the number
of respondents and divided by the possible maximum value of the indicator. This yielded a percentage value of
maximum 100 (all respondents attributing maximum importance to the factor) and minimum 0 (all respondents
attributing minimum importance to the factor).

Table A1. The impact of various constraints on the growth of SMEs
(multiple OLS regression).

Independent Variables LNEMPGRO (1) LNEMPGRO (2)

Constant 1.439 (0.151) 1.622 (0.184)
LNEMP −0.403*** (0.051) −0.329*** (0.055)
LNAGE −0.191*** (0.060) −0.183*** (0.059)
LEGALENVI −0.022 (0.108)
TAXES −0.328** (0.130)
BUREAUC 14578 (0.147)
STRONGCOM 0.099 (0.118)
UNFAIRCOM −0.214* (0.115)
FINANCING −0.258** (0.126)
LOCATION −0.110 (0.111)
Diagnostics:
Serial Correlation 0.11 (0.73) 0.00 (0.97)
Functional Form 12.19 (0.00) 7.01 (0.00)
Normality 4.18 (0.12) 6.49 (0.03)
Heteroscedasticity 1.09 (0.29) 1.34 (0.24)
R2 (R̄2) 0.31 (0.30) 0.38 (0.35)

Note: Standard errors in brackets; ∗significant at 10%; ∗∗significant
at 5%; ∗∗∗significant at 1%. Diagnostic tests panel: Chi square values
are given with corresponding p-values in the brackets.
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Table A2. Correlation matrix of explanatory variables.

SIZE AGE TAXES BUREAUC

SIZE 1.00 0.14 0.21 − 0.03
AGE 0.14 1.00 0.02 − 0.01
TAXES 0.21 0.02 1.00 0.37
BUREAUC −0.03 −0.01 0.37 1.00
LEGALENVI 0.11 −0.03 0.17 0.04
STRONGCOM −0.07 0.03 0.20 0.11
UNFAIRCOM 0.18 0.13 0.25 0.13
FINANCING 0.09 −0.07 0.33 0.14
LOCATION −0.16 −0.16 −0.09 0.02

LEGALENVI STRONGCOM UNFAIRCOM FINANCING LOCATION

SIZE 0.11 −0.07 0.18 0.09 −0.16
AGE − 0.03 0.03 0.13 −0.07 −0.16
TAXES 0.17 0.20 0.25 0.33 −0.09
BUREAUC 0.04 0.11 0.13 0.14 0.02
LEGALENVI 1.00 0.05 0.19 0.04 −0.05
STRONGCOM 0.05 1.00 0.28 0.03 0.10
UNFAIRCOM 0.19 0.28 1.00 −0.00 −0.02
FINANCING 0.04 0.03 −0.00 1.00 −0.13
LOCATION −0.05 0.10 −0.02 −0.13 1.00

Note: The highest correlation coefficient is between the TAXES and BUREAUC (0.37). Other correlation
coefficients are generally low.
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