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Introduction

One of the great social transformations of the 20th century is now well underway, the transformation of the formerly communist economies into various forms of private enterprise market economies.  The success of this massive transformation will depend in large part on the success in freeing and developing entrepreneurship in the transitional economies.  One of the few success stories in many of the Central European economies has been the explosive growth of the new private sector.  The transformation of the privatized enterprises is proceeding much more slowly than was originally expected.  Its success will require finding ways to combine the entrepreneurial energy of the new private sector with the restructuring needs of the privatized or to-be-privatized enterprises (e.g., through spinoffs including split-ups).  

This paper will outline some of the developments and strategies in entrepreneurship education and support, and address some of the entrepreneurial response problems in the slow-reforming transitional economies such as:

SYMBOL 183 \f "Symbol" \s 10 \h
the socialist culture of risk-avoidance,

SYMBOL 183 \f "Symbol" \s 10 \h
the absence of entrepreneurial finance mechanism, and

SYMBOL 183 \f "Symbol" \s 10 \h
the predator problem (e.g., bureaucrats and bandits).

Entrepreneurship Education

Entrepreneurship Culture

In a developed market economy, substantial entrepreneurial knowledge is transmitted as a part of the ambient culture.  Successful entrepreneurs are praised in the mass media.  Some ethnic subcultures are particularly rich with examples and role models so that children easily come to have entrepreneurial hopes and expectations.  But in socialist societies, neither the system nor peer pressure/values supported enterpreneurship so anything resembling entrepreneurship was usually limited to handicrafts, the service sector, or agriculture.

Thus entrepreneurship education in a transitional economy needs to be seen as a very broad social effort advancing on many fronts: primary and secondary schools, adult education institutions, universities, and colleges as well as in the vast domain of public education through the electronic and print media.

New Adult Education Institutions

GEA College in Slovenia is an example of a relatively new organization (five years old) focusing initially on entrepreneurship education for adults.  In addition to a broad array of day courses, GEA College also teaches night courses in many smaller cities and towns of Slovenia for adults with day jobs.  Many of the adult students can then start up small businesses (sometimes before fully leaving their regular job) and become independent self-employed people.  This facilitates the transfer of jobs from the state sector or the privatized sector into the new private sector.  Many of these new businesses will remain small to fill out the fine structure of a normal market economy.  Others will take advantage of the many unfilled niches in a transitional economy to become fast-moving and fast-growing "gazelles."

The Morozov Project in Russia is an example of a new organization that combines adult entrepreneurship education with a broad range of other consulting and training functions.  It uses a subtle blend of central organization and decentralized franchised business training centers across Russia to deliver entrepreneurship and business training programs over the country with the biggest land mass in the world.

While new entrepreneurship educational organizations such as GEA College and the Morozov Project have great freedom to respond quickly and to avoid the old education bureaucracies, they must also secure a sound financial basis.  Often entrepreneurship education is too narrow a basis to make the organization self-sustaining.  Without other financial support, the organization might also have to address the needs of companies, social sector organizations, and government units for mid-career retraining and skills upgrading.  This could involve everything from introducing executives and engineers to the quality revolution (e.g., international quality standards and Japanese management methods) to training secretaries to use Windows.

Adult Education and Labor Unions

In the West, some adult education institutions started as labor-oriented organizations designed to assist workers to escape the "wage system"  and to run businesses themselves.  In the United Kingdom in the early 19th century, there were Mechanics' Institutes in London and Glasgow with that goal.  The Mechanics Institute in London eventually became the present Birkbeck College of the University of London.  

In today's transitional economies, there is a large amount of employee ownership in the privatized sector.  The previous socialist economy has not prepared most managers, not to mention workers, to think as owners in a market economy.  In a substantially employee owned business, there is no need for a labor union organized around the collective bargaining function.  Labor organizations need to change to support the new ownership role of labor--as did the Mechanics Institutes over a century and a half before.  For example, in Slovenia where there has been substantial employee ownership in the privatization program, the major labor unions are sponsoring training programs on interpreting financial statements, the rights and responsibilities of ownership, and on the experiences with employee ownership elsewhere (e.g., the Employee Stock Ownership Plans or ESOPs in the United States and United Kingdom, or the Mondragon cooperatives in the Basque region of Spain).

Adult Education and Veterans' Associations

In the FSU, the relaxation of the Cold War has led to substantial demobilization or "downsizing" of the armed forces.  Many of the people who are to be reintegrated into the civilian economy have considerable leadership experience (e.g., the officers) and might, with some training, harbor entrepreneurial ambitions.  Veterans' associations and organizations of reserve and retired officers can help the process by sponsoring entrepreneurship education programs.  Franchising, as a form of partly pre-packaged entrepreneurship, might be a particularly effective way of getting ex-military officers started in business.  Lump-sum separation benefits could provide part of the initial financing.

Secondary Schools

Business literacy education need not wait for college or be restricted to college students.  It should start in the secondary schools.  High school students are not adverse to dreaming--so with a little knowledge of how business works, these dreams can take a more practical entrepreneurial form.

Colleges and Universities

In the western market economies, most all universities have a graduate business education program or a business school offering an MBA-like degree.  Many undergraduate colleges also offer a business major.  The colleges and universities in the transitional economies will sooner or later follow a similar path.  Since this is obviously a positive development, only a few caveats might be in order.  Not only business majors but all students should have some basic business literacy education to help compensate for both the negative propaganda of the past and the unrealistic Hollywood-image propaganda of the present.  The get-rich-quick expectations of many young people will lead them to make long-term career choices in favor of the currently flashy financial services sector as opposed to the scientific and engineering sectors.  But it is much easier for a scientist or engineer to learn about business later on in their career than for opposite to happen.  It is often useful to perform a gedanken experiment of listing famous entrepreneurs in a dynamic industry such as, say, the computer industry, and then consider how many took their university education in a scientific or engineering subject and how many majored in business. 

Public Education

In the transitional economies, education about entrepreneurship and business in general needs to extend beyond the educational institutions to the public media.  Chambers of commerce, government agencies, trade associations, business clubs such as Rotary Clubs, and even labor organizations can sponsor public awareness campaigns.  Many educational materials (e.g., distance learning courses or business books) can with a little effort be translated and/or adapted and disseminated through the public media.

Entrepreneurship Support

Business Training Centers

A number of transitional economies have already developed networks of business training centers (BTCs).  The BTCs have a variety of functions such as business training, consulting, and serving as an information resource or library for business people.  They might be organized as semi-public non-profit companies or as private companies.  They might be financed my local governments, by consulting fees and user charges, or even by international donors.  They might be stand-alone organizations or part of a larger network or franchise system.  Usually the difficult transition is from government-funded to self-financed training which involves developing the local demand for business training services.

BTCs are not unique to transitional economies.  For instance, in the United States the Small Business Administration (SBA) was a Federal agency that supported many Small Business Development Centers often associated with universities.  For the agricultural sector (thinking of farms as small businesses), the Agricultural Extension Service, usually associated with an agricultural college, provided information and consulting advice on best practices to farmers all across the country.

Incubators

Business incubators provide some of the standard infrastructure (space, communications, and support services) for new startups so that the entrepreneurs can focus on what is unique to their businesses.  Some incubators also provide consulting services and advice.  The internal incubator (as, for instance, developed by the company InIn in Slovenia) is an incubator inside of a large company that needs to downsize by spinning off some workers in small businesses.  These could be new businesses or part of the old company to be spun off as a separate operation.  The internal incubator should be a particularly important tool in the restructuring of the large uneconomic enterprises in the post-socialist economies.

Franchising

A business franchise is a pre-packaged slice of relatively successful entrepreneurship which saves the franchisee the trouble of "reinventing the wheel."  While the concept should be very useful in the transitional economies that are currently lacking in strong entrepreneurial traditions, there are several reasons why the uptake may be slow.  Firstly, many of the western franchises can only with great difficulty be transplanted into the transitional economies.  The supply networks may be absent, the tastes may be quite different, and the niches may not be the same.  Some foreign franchises may only work for awhile due to the pent-up demand for foreign products.  Eventually domestic master franchisers will be developed, and only then can the potential of franchising be realized.  The second problem that needs to be addressed is that of intellectual property rights.  In an economy with lax enforcement of trademarks and franchises, so many imitators and pirates would free-load off the brand recognition and reputation of the franchise that it would soon be uneconomic for the master franchiser to continue.

Enterprise Forums and Clubs

On the model of the MIT Enterprise Forum, an entrepreneur presents a business plan to a panel of experts, financiers, and experienced entrepreneurs before a public audience.  The presenter will learn much about the problems in his plan which can be rectified before it is presented to the real financiers.  Future entrepreneurs in the audience learn first-hand about business plans and their presentation, and about the whole culture of entrepreneurship.  

An enterprise forum might be associated with an entrepreneurs' club which could sponsor other public activities and social gathering.  In addition to supporting the culture of entrepreneurship, these clubs provide a central meeting place to allow entrepreneurial team members and financiers to find each other.  Clubs might be associated with BTCs, incubators, chambers of commerce, colleges, or schools.

Entrepreneur Mentoring Programs

It is a commonplace that much of "entrepreneurship" cannot be captured and transferred in textbooks.  Thus, to be successful, business cultures need to develop ways in which entrepreneurial skills in their "embodied form" (i.e., in successful entrepreneurs) can be socially transmitted, propagated, or "recycled" to aspiring young and mid-career people.  This might be accomplished through various programs to mentor, champion, or godfather aspiring entrepreneurs.  The supporting structure could be based on:

SYMBOL 183 \f "Symbol" \s 10 \h
market relationships (e.g., consulting contracts or venture capital investments), 

SYMBOL 183 \f "Symbol" \s 10 \h
overhead in a large organization or network (e.g., mentoring in a large company's intrapreneurial program or the role of godfathers in the Mondragon cooperative network), 

SYMBOL 183 \f "Symbol" \s 10 \h
an entrepreneur's social role (e.g., in clubs or forums), or 

SYMBOL 183 \f "Symbol" \s 10 \h
familial relationships.

Entrepreneurial Spinoffs from Large Enterprises

Advantages of Spinoffs

Large state-owned enterprises are often in need of massive restructuring.  How can entrepreneurship be applied to this task?  The application of entrepreneurship within a large organization is sometimes called "intrapreneurship."  While this is certainly possible and indeed necessary in the large post-socialist enterprises, the focus here will be on the next step of actually spinning off the entrepreneurial subunit as a separate enterprise (probably contractually related to the mother firm).  

The spinning off (or hiving off) of assets in new firms has emerged as a particularly appropriate restructuring strategy--particularly when the small and medium-sized enterprises can still reap the advantages of continuing relationships with the mother firm and with each other.  This section will focus on the advantages and drawbacks of spinoffs, on the financial structures of spinoffs, and on government policies to promote spin-off restructuring.

Greater Efficiency of Small and Medium-sized Firms

State-owned enterprises (SOEs) usually suffer from the disease of giganticism.  New technologies have usually allowed quite efficient units in smaller scales (e.g., the mini-mills in the steel industry).  In human terms, small and medium-sized firms always had the advantage.  In general, organizations should strive to have greater proximity and visibility between the efforts expended by teams and the fruits of those efforts.  This is clearly more possible in smaller organizations than in large ones where the results of a team's effort can easily be lost in the enormity of the operation.

A reduction in the scale of operations can in part be achieved by dividing an enterprise into profit centers.  However, profit centers always seem vulnerable to accounting manipulation (e.g., the vagaries of transfer pricing) and "political" interference from top management.  By spinning off the profit center as a separate business unit, the unit can achieve a smaller scale, a greater measure of autonomy, and a greater ability to capture the fruits of its efforts with less threat of expropriation by the parent enterprise.

Some care must be taken as to how an enterprise is broken into segments.  Given a vertically integrated monopoly, it would be of little use to vertically dis-integrate it into a series of smaller monopolies each one buying an input or selling an output to another.  That would only reduce the scale of the monopoly and replace an internal transfer with a bilateral monopoly bargaining situation between the units.  It would be better to horizontally break up a firm according to product lines and/or regions so that there are some contested markets at least around the edges.

New Management

The managerial dynamics of spinoffs are quite interesting.  The older top management cannot provide the day-to-day management in a number of spinoffs even if the spinoffs are maintained as subsidiaries, not to mention if they are spun off as separate firms.  Thus this sort of a breakup will always dilute and disperse some of the direct span of control of the original top management.  Ordinarily some of the more entrepreneurial middle managers would emerge as the management of the spunoff unit, although it is possible for an outsider to be recruited for the job.  Top managers might drop down into a particularly promising subsidiary but then they would be giving up their previous position spanning the whole enterprise.  

In view of the organizational inertia of the old structures, the break-up restructuring of spinning off various business units may prove a more effective means of getting new management in place than fighting to directly replace the top management of the parent company.  In any case, methods need to be devised to motivate the parent such as "compensating the parent for explicit release of rights to technology previously developed in the parent and to be used by the spinoff; giving the parent a right of first refusal for subsequent financing; preferential utilization of the parent's labor as the spinoff grows; or giving the parent the right of first refusal on licensed production"[Bernstein 1994, p. 205].

Tapping the Vitality of the New Enterprise Sector

In view of the amount of down-sizing, rationalization, and rehabilitation that are needed in the old SOEs, entrepreneurial managers are understandably reluctant to invest their time, energy, and other resources in the old firms.  But many of these problems are alleviated in spinoffs.  One strategy is therefore to structure spinoff transactions that are attractive enough to entrepreneurial managers from inside the old firm to engage their best energies.

Pure Plays for Outside Investors

Strategic (or trade-related) investors might only be interested in a relatively small and well-defined part of the old enterprise.  They have no desire to take over the entire old firm (even if politically acceptable) and then close down or sell all the other parts just to get the desired segment.  Thus the government might allow a foreign investor to pick the viable and relevant part of the old firm (a "pure play") and to repackage it in a spinoff rather than make no investment at all.

Post-Voucherization Restructuring

In the early debates about privatization, "private ownership" referred to real owners who would control and restructure the privatized enterprises.  But with the widespread use of voucher-based mass privatization, "private ownership" was redefined to mean the private ownership of shares in quasi-public companies ("quasi-public" in the Berle and Means sense of having widely dispersed passive shareholders [see Berle and Means 1932]).  Since the public "voucherized" companies had no effective owners, the question once again arose of fulfilling the original aims of restructuring the companies to function profitably in a market environment.  

In the absence of foreign investors or domestic entrepreneurs able to invest in a company, the management-employee buy-out (MEBO) is one of the few feasible methods of finding a set of owners able to act as a coherent unit (particularly in small and medium-sized firms) and bear the costs of their own actions or inaction.  Thus a hard budget constraint can enforce real restructuring in an employee-owned firm.

One restructuring option for a large voucherized firm or a state-owned firm is, in effect, to sponsor its own "second-stage" MEBO program by facilitating the spinning off of its business units to their management and staff.  
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"Bust-Up" Restructuring with Second Stage MEBOs

Drawbacks of Spinoffs

Less Financial Clout

In a market economy, the spun-off units might have greater credit-worthiness since they have greater economic viability.  But in the reforming economies, credit may in fact follow political directives, and the whole original enterprise would have more political clout and thus more financial clout than the separate parts.  This might well be seen as a drawback of the spinoffs.

The spunoff units need not, however, stand alone.  Segments of a large enterprise might spin off but then become a part of a larger keiretsu-like group.  In that manner, they might hope to reap some of the benefits of a spinoff while not entirely giving up the financial and other advantages (e.g., access to social assets) of a larger grouping.

Bankruptability

It is increasingly unrealistic to expect governments to let large voucherized or state-owned firms sink into bankruptcy.  In a strong economic environment, the United States government still stepped in and bailed out large firms such as Chrysler and Lockheed when they were threatened with bankruptcy.  Reforming governments can hardly stand by as numerous large firms go bankrupt.  Without an alternative, the old soft budget constraint threatens to be continued in new forms.

Break-up (or bust-up) restructuring separates a large firm into a number of parts spun off from the mother enterprise.  Some of the spun off may prosper and absorb workers from the other parts that have to rationalize their workforce.  Since the spun off firms are much smaller than the original enterprise, each of them is more bankruptable in the sense that it could go bankrupt without creating as much sudden unemployment and social shock.  From the viewpoint of the individual spun off unit, that bankruptability may be a drawback of the spinoff strategy.

The top managers and the workers of the original enterprise understand "instinctively" that the ability to extract continuing subsidies and support from the local and national governments depends on the size and clout of the enterprise--which may be lost after bust-up restructuring.  Thus break-up restructuring presents a basic dilemma to the top managers and workers: 

a)
to break up the enterprise by spinning off segments and gain the advantages outlined above, or

b)
to keep the old enterprise together and sacrifice the advantages of the spinoffs in favor of the greater political and financial clout of the whole enterprise.

A spinoff restructuring program would have to make the spinoffs attractive enough to overcome the accompanying increase in bankruptability.

Financial Structure of Spinoff Transactions

The financial options are essentially the same in a second-stage MEBO as in a first-stage or state-sponsored MEBO program except that the seller is the mother enterprise rather than the state.  Bank credit or other third party credit is typically not available to finance MEBOs in reforming economies so the transaction must use seller-supplied credit or be a leasing or hire-purchase transaction (which could be viewed as a seller-financed transaction with ownership only passing at the end of the payments).  The mother firm might also issue "wage bonds" for unpaid past wages which can then be used to partially finance the spinoff.

Seller-supplied credit can take a number of forms, the simplest being a term note to be paid off over a period of years.  A more flexible arrangement is for the MEBO to issue redeemable preferred stock to the mother.  Instead of payments on a term note, the preferred stock is divided into different issues that need to be redeemed at fixed time intervals.  If a redemption payment is missed then that issue of preferred stock converts into voting common stock.  Thus if the MEBO fails to keep up its payments, then it will become increasingly owned by the original mother enterprise so its attempt to gain some degree of separation from the mother will have failed.  

In a typical example, the management and staff destined to work in a proposed MEBO spinoff will incorporate a new company putting in some amount of cash (possibly with personal borrowings) and wage bonds as equity.  Then the mother drops down the necessary assets into the MEBO firm in return for some combination of common stock, preferred stock, redeemed wage bonds, or debt notes issued by the new company (or by assuming some debts of the mother company).  If only a minority of the outstanding common voting stock went back to the mother, then the spinoff would be heavily leveraged but the insiders would have majority control (and thus a rather clear incentive and capacity to go their own way).  

In designing a second-stage MEBO spinoff program, consideration must also be given to the creditors of the mother firm.  Ordinarily some consent of the creditors might be necessary before major assets were spun off to a daughter firm.  It might also be possible to drop down liabilities (as well as assets) into the spun-off firm.  Such a reassignment of debts would typically require the consent of the affected creditors.  If the mother enterprise was distressed (as would often be the case), the creditors might prefer their chances of being paid by the spun-off MEBO firm.

The following is an example of a MEBO spinoff using an asset drop-down transaction.  The original Mother firm has 14,000 in assets, 5,000 in liabilities, and 9,000 in shares owned by the state or citizens and investment funds following a voucher distribution program.
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The staff of the to-be-spun-off business unit invests 1,500 in a new company, 1,000 as wage bonds and 500 as cash.  Assets worth 6,000 are dropped down to the MEBO firm in return for 3,000 worth of preferred stock, 1,000 of redeemed wage bonds, and dropping 2,000 worth of debts.
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Government Policies to Promote Spinoff Restructuring

In the aftermath of the "voucherization" of SOEs, the government has lost the direct power of ownership over the enterprise.  But many voucherized enterprises lack effective private owners (this is called the “corporate governance” problem) and are slowly sliding into bankruptcy.  As arrears pile up in distressed firms, the government gains new levers to promote restructuring.  The court systems are quite unable to handle such a scale of impending bankruptcies.  Widespread liquidation is not politically or socially feasible.  Thus a government reorganization bankruptcy program may be the only alternative to de facto or de jure renationalization of the large bankrupt voucherized companies.

A government reorganization bankruptcy program would typically be implemented not by the courts but by some organization that we will call the Enterprise Restructuring Agency (ERA).  The ERA would have a form of trusteeship over the enterprises in its restructuring program.  Enterprises could enter the program in various ways such as: involuntarily after a certain level of arrears (at the instigation of creditors or by an automatic trigger); or voluntarily as an alternative to liquidation.  Government-sponsored restructuring programs are sometimes called “enterprise isolation programs” because the sources of soft credit are removed to enforce adjustment and restructuring.  It is advisable to organize the ERA separate enough from the government to avoid the salary scale for government employees.  The director of the ERA will, in any case, need considerable clout with the government in order to stop the accumulation of penalties (e.g., on utility bills and overdue loans) and to reschedule debts.

The ERA could use a centralized or decentralized approach to restructuring.  In a centralized approach, a term of experts would “take over” the enterprise and devise a restructuring strategy.  In a decentralized strategy, the burden of preparing the restructuring plans would fall on the managers or entrepreneurial teams (which might come from outside the firm).  

With different management or middle-management teams vying to spin off segments of the distressed business, the ERA will need to decide which restructuring plans are to be accepted in view of the interests of creditors and other stakeholders.  Insofar as possible, the process should be “passively” regulated in the sense that the ERA officials do not need to exercise active judgment, but only need to check if the restructuring plans satisfy certain objective criteria.

To reduce transaction costs and bargaining stalemates, the ERA should enforce standard terms for asset drop-downs and other spinoff transactions [see the examples of Polish leasing or the draft law for internal buyouts for Slovenia in Ellerman 1993].  A standardized valuation procedure would be needed to value the assets.  Assets dropped down to a spunoff unit might be: 

(1) purchased in return for a "wage bond" issued to workers for unpaid past wages, a note receivable, or redeemable preferred stock with installment payments on standard terms; 

(2) purchased in return for assuming (renegotiated) debt from the parent enterprise; 

(3) transferred as injected capital into the daughter in return for shares; or 

(4) leased by the daughter with an option to purchase after specified payments have been made (perhaps with a moratorium period of, say, six months on lease payments).  

There are also certain shared costs that might need to be incurred in order to facilitate spin-offs and start-ups of small firms in the premises of a bankrupt company such as new utility meters, doors, and walls.

A certain percentage  (e.g., majority or 75%) of the workers originally involved in the segment being spun off would have to accept the spinoff proposal (e.g., by getting shares if not jobs in the initial spinoff unit).  Within the standardized guidelines for each option and within a certain time deadline, the entrepreneurial team would have to devise a restructuring plan acceptable to the Enterprise Restructuring Agency.  Otherwise liquidation procedures would commence to satisfy, as far as possible, the claims of the creditors.

Liquidation can itself be designed to facilitate the development of new and often related startups using some of the liquidated assets.  For example, the firm to be liquidated could be converted into an asset holding company charged with the task of selling or leasing out the assets to recover as much value as possible for the creditors.  Once this liquidation option has removed the possibility for the old management and workers to keep the old firm propped up by more subsidies, top and middle managers might redirect their energies to restarting small companies using some of the assets and workers from the old firm.  A moratorium on lease payments for a certain time period would reduce their working capital requirements.  
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Outside entrepreneurs or other companies might also bid on certain assets to be redeployed in their operations.  The asset company would have a certain life span to recover as much as possible for the creditors.  The new companies would be free of dealing directly with the old creditors unless they chose to partly finance their assets by taking over old debts (secured by those assets).

Entrepreneurship Problems in Transitional Economies

Outline of Some Entrepreneurial Strategies

In a post-socialist transitional economy, the usual finance and risk problems for entrepreneurs are compounded by:

SYMBOL 183 \f "Symbol" \s 10 \h
the culture of risk avoidance inherited from socialism, 

SYMBOL 183 \f "Symbol" \s 10 \h
the lack of an established system of entrepreneurial finance, and 

SYMBOL 183 \f "Symbol" \s 10 \h
the predator problem due to the lack of enforceable property rights in the fruits of entrepreneurial efforts.

Broad social strategies will be suggested to address some of these problems: 

SYMBOL 183 \f "Symbol" \s 10 \h
the use of "small-start" or incremental entrepreneurship rather than "big bang" entrepreneurship,

SYMBOL 183 \f "Symbol" \s 10 \h
the development of "social capital" to support a startup (without having to buy it with financial capital), and

SYMBOL 183 \f "Symbol" \s 10 \h
whenever necessary, the embedding of entrepreneurial ventures into social partnerships to better protect the fruits of the efforts.

An Approach to the Risk Problem: Incremental Entrepreneurship

History provides a wealth of lessons that myopia is more the norm than clairvoyance.  When the way forward is unclear, then it is better to proceed by small steps than by great leaps.  It is better to "cross the river feeling for the stones as one goes"  because small missteps can be corrected without great losses.  Successful entrepreneurs usually have behind them a trail of several small failures ("learning experiences").

An incremental small-start approach to entrepreneurship is particularly important in post-socialist economies due to the culture of risk-avoidance nurtured by socialism.  Grandiose business plans (with "new machines from Germany") are to be avoided in favor of small sequenced or staged startups.  Only after the lessons are learned and adjustments made from one stage does the project build to the next stage.  This would greatly reduce the risk involved in the venture and would minimize the startup capital requirements.

An Approach to the Finance Problem: Capitalizing Social Capital

There is considerable experience (and literature such as Otero and Rhyne, 1994 or Bennett and Cuevas, 1996) on providing finance to micro- and small businesses in developing countries.  Many of the conventional and unconventional techniques (e.g., peer group or mutual guarantee lending institutions and rotating savings and credit associations) will eventually find application in the transitional economies.   

Our approach here is to emphasize methods of "capitalizing social capital" to minimize the need for financial capital in the beginning of a startup.

Conventional economics models markets so it tends to interpret all social relations as market relations and to thus assume that cooperation must be purchased with money.  If we refer to habits of teamwork, cooperation, and reciprocal trust as "social capital", then it is too often assumed that social capital must be purchased with financial capital.

Consider a business startup involving a leader/entrepreneur and ten workers.  If the ten workers have only a market (i.e., employee) relationship to the venture, then they might well demand that the venture be sufficiently financed to guarantee, say, six months salaries.  Their social capital would have to be purchased with a sizable investment of upfront financial capital.  If, on the other hand, the workers were involved as co-venturers with an equity stake in the enterprise, then a substantial amount of the upfront finance would be replaced by their "sweat equity."  Their social capital (teamwork, cooperation, and trust) would have been obtained by other means.

Family-based startups, as seen with the overseas and mainland Chinese, provide other examples where social capital is obtained (based on familial relations) outside of expending financial capital in market relationships.

In a transitional economy with little or no system of entrepreneurial finance, it is imperative that every means be developed to obtain social capital for startups other than with financial capital.   Sweat equity and familial relations are two methods already mentioned.  Social capital in the form of trust between the venture and its suppliers and customers can serve to greatly reduce the need to finance working capital.  Suppliers can give credit to the venture, and customers might partially prepay their orders.

Many post-socialist societies are quite impoverished in social capital; communism corrupted and destroyed many of the normal forms of social cooperation leaving behind a confused, cynical, and sullen individualism.  In a semi-desert area, it is all the more important to conserve the few sources of water, and similarly in the post-socialist landscape, it is all the more important to conserve and build onto any remaining pockets of social capital.

In market economies, firms may be seen as local non-market solutions to collective action problems where transaction costs prevent coordination by market contracts [see Coase 1937].  In the new post-socialist market economies, as in the established market economies, the primary example of extensive social cooperation in daily life is found in the workplace.  Thus entrepreneurial efforts that arise out of or spin off from existing enterprises may be particularly effective in post-socialist societies.  Other social organizations that might support entrepreneurial efforts include local township governments (e.g., the township-village enterprises in China, see [Weitzman and Xu, 1994]), unions, cooperatives (housing, consumer, credit, and producer co-ops), mutual aid associations, guilds, professional associations, churches, veterans associations, clubs, schools, and extended family groups.

An Approach to the Predator Problem: Socially Embedded Entrepreneurship

One of the greatest disincentives to entrepreneurial effort is the belief that predators will reap what the entrepreneur has sown.   Mafia-like criminal groups as well as rent-seeking government agencies can effectively discourage any local entrepreneurial efforts.  For instance, national, regional, and local government authorities might have an array of taxes levied on businesses which are largely unenforced due to the distressed nature of many businesses.  But once a firm shows some signs of success, the tax authorities will arrive at the door demanding that the firm "obey the law" and pay all the taxes.  There may well also be a vast number of local regulations (backed by penalties) that the authorities can enforce at their discretion to raise public funds (or private bribes).  

Entrepreneurship could, of course, flourish under a regime of stable and protected property rights, enforceable contracts with a fair system of adjudication of disputes, and a liberal system of uniform taxes and tariffs.  In the evolving post-socialist societies, aspiring entrepreneurs cannot postpone their efforts until something like the idealized system arrives; they need to develop second-best or third-best approaches that are better adapted to their less-than-ideal environment.  Vigorous programs of deregulating small businesses, reducing business taxes, and downsizing big government should nevertheless be pursued to minimize the chances of governmental predation in the new private business sector [see De Soto 1988 on the importance of deregulation in a developing country context]. 

One broad second-best strategy is for entrepreneurial groups to pursue their ventures in some type of alliance with legitimate social powers that can provide the necessary protection.  One highly successful example is the township-village enterprise (TVE) in China.  Completely private enterprises might be subject to forms of political expropriation by various levels of government, so local entrepreneurs teamed up with local township or village governments to form TVEs.  This arrangement protected the entrepreneurial group while enhancing the status of the local administrators by providing jobs for the towns people and taxes for the government.  The TVEs have been the engine of the remarkable Chinese transition, and yet first-best policy advice based on thorough-going privatization would have recommended against such enterprises.

In a similar manner, entrepreneurial ventures in other transitional economies might have to be embedded in some legitimate social structure in order to find protection and to flourish.  One general restructuring strategy for large post-socialist enterprises is to systematically spin off smaller units.  These spinoffs might be majority owned by the insiders in the spunoff units with the mother enterprise retaining minority interests as well as a variety of contractual and commercial relationships.  In this manner, the entrepreneurial spinoffs could combine the strength of association with the larger group while reaping the benefits of relatively independent initiative.

Entrepreneurial efforts in commercial real estate development might be stifled by potentially predatory municipal governments.  One approach to obtain the support of the city government would be to have a defined contribution pension plan for city employees and for a real estate development company to put shares into such a plan in exchange for say some tax holidays, licenses, or clearances.  Then the members of the city administration would have a clear interest in helping the real estate development venture succeed.

These examples indicate how entrepreneurial ventures can form partnerships and alliances with more powerful organizations so that the fruits of their entrepreneurial efforts will be better protected against other rent-seeking groups.

Conclusions

Entrepreneurship is key to the transition, both in small startups and in restructuring large enterprises.  A large variety of entrepreneurship education and support organizations have been developed in the leading transitional economies and can be developed in the late-starting or slow-reforming economies.  Entrepreneurship can play a major role in the restructuring of large post-socialist enterprises by means of spinoffs.  Special strategies need to be used to help kick-start entrepreneurship.  Chronic risk-avoidance can be partially compensated for by using incremental startup strategies to parcel out and reduce the entrepreneurial risks.  The relative lack of risk capital for entrepreneurs can be partly addressed by using other ways to mobilize the cooperation of the necessary agents.  Fear of having entrepreneurial profits expropriated by predatory groups and agencies in a very imperfect legal environment can be partly combated by linking the entrepreneurial ventures to legitimate and protective social powers.
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