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1. INTRODUCTION

Small and medium enterprises (SMEs) are the key players in modern developed
economies (Gupta, Guha, Subramanian, 2013), given their potential to create new
jobs (OECD, 2017) by responding flexibly to market changes, innovating, and cre-
ating new products or even entire industries. On the other hand, the SME sector,
especially small and micro enterprises, is most sensitive to positive and negative
changes in the external environment, primarily due to the lack of resources to coun-
teract long-term negative phenomena.

It is therefore not surprising that determinants of the emergence and growth of
SMEs have been the focus of researchers over the last five decades (for example,
Anokhin, Grichnik, Hisrich, 2008; Gupta, Guha, Subramanian, 2013; Teeffelen, Uh-
laner, 2013; Wang, 2016). However, due to the variety of preconditions for starting
and doing business in different countries, in different historical periods, in different
industries and even for different entrepreneurs, there are significant differences
among researchers in determining the factors that are critically important for the suc-
cessful operation of SMEs.

The case of the emergence and development of small and micro businesses in
Ukraine is unique given that before the country gained independence after the col-
lapse of the Soviet command-administrative economy and the collapse of the USSR,
entrepreneurship as such did not exist. Thus, starting in 1991, Ukrainian entrepre-
neurs began to master and apply new skills to start their own business in an institu-
tional environment that often remains unfriendly to entrepreneurship after 30 years
of market transformation (Smallbone et al., 2010). While most existing large and
medium-sized enterprises in Ukraine formed due to the privatization of state-owned
enterprises, small and micro businesses emerged as startups of enterprising and ac-
tive individuals. The factors of their emergence and development have been insuffi-
ciently studied.

2. DEVELOPMENT OF SMES IN UKRAINE

The initial opportunities for Ukraine’s development differed somewhat from the
conditions experienced by the country’s neighbors, which eventually became more
economically successful. Entrepreneurship was banned in the USSR, unlike in Po-
land or Hungary, where entrepreneurs could operate in certain areas, such as working
in a family business, in business-to-consumer services or running private agricultural
firms. Moreover, the Soviet regime lasted in Ukraine for more than seven decades,
while in Poland, Hungary, Slovakia and Romania, the socialist rule lasted for about
40 years. Consequently, the understanding of the phenomenon of entrepreneurship,
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including nurturing business traditions and sharing personal success stories of entre-
preneurs, was lost. Last but not least, Ukraine was home to a significant share of the
industrial complex of the USSR. Most high-tech enterprises in the country were pro-
ducing for the military. After the collapse of the Soviet military bloc, this production,
with some exceptions (e.g., aircraft, spacecraft), had no demand in both domestic
and foreign markets.

Given the above factors, at the beginning of the 21st century, Ukraine’s industry
was mostly represented by metallurgical, mining, chemical and energy companies,
which produced low value-added products using outdated technologies. Today these
enterprises are mostly concentrated in the eastern and central parts of Ukraine. As
a result, two different business composition models developed in the country: the
regions where big businesses formed following the privatization of the Soviet “gi-
ants”; and the regions where the SME sector formed following the bankruptcy of
post-soviet enterprises at the end of the 1990s.

SME:s are considered the backbone of the economy (Gupta, Guha, Subramanian
2013). For example, in the EU, 64.9% of employees in 2018 worked in SMEs, of
which 49% worked in small businesses. At the same time, the SME sector produced
52.8% of value-added, of which small enterprises accounted for 35.7% of value-
added (‘Eurostat’). The SME sector also plays an important role in the Ukrainian
economy. The SME sector employed 66.5% of all employees in 2012-2013, and as
high as 72.6% in 2017 (see Fig. 1). However, in contrast to EU countries, in Ukraine,
the main share of employees worked in medium-sized enterprises (ranging from 41%
to 45%), while small and micro-businesses accounted for nearly 25% in 2012 to 27%
in 2017 (State Statistics Service of Ukraine, 2021).

The analysis of income from sales of goods and services shows a similar trend.
The share of income generated by SMEs ranged from 55.1% in 2012 to 62% in 2017,
of which the share of small and micro enterprises ranged from 14.9% in 2012 to
19.2% in 2017 (Fig. 2).
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Fig. 1. The share of employees in terms of enterprise size;
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(State Statistics Service of Ukraine, 2021)
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Several main trends should be highlighted. First, we observe a lower share of small
and micro enterprises in the Ukrainian economy compared to EU countries. This may
be due to the institutional barriers to doing business and the lack of state support for
small businesses. Second, the importance of small and micro businesses has been
growing in recent years. This latter trend may be explained by the stabilization of the
macroeconomic situation in Ukraine after the 2014-2015 shock caused by the regime
change following the Revolution of Dignity and the Russian military aggression, as
a result of which Ukraine lost control over the Autonomous Republic of Crimea and
parts of Donetsk and Luhansk regions. At the same time, the acceleration of institu-
tional reforms after Ukraine signed the Association Agreement with the EU has some-
what improved the business climate in the country, which, above all, has led to a de-
crease in the number of unprofitable enterprises, including in the SME sector (Fig. 3).
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Fig. 2. Revenue from sales of products in terms of enterprise size; left graph — billion UAH,
right graph — percent (State Statistics Service of Ukraine, 2021)
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One can assume that the market transformations in Ukraine led to an increase in
the share of small businesses in the economy. In particular, Ukraine rose in the World
Bank’s Doing Business ranking from the 152nd position in 2011 to 64th place in
2019 (World Bank, 2020). This further raises the question of local factors that posi-
tively or negatively affect the development of small and micro businesses, the share
of which in the overall structure of Ukraine’s economy remains lower than in the
developed countries.

3. THEORETICAL BACKGROUND

Over the past decades, entrepreneurship studies have developed dynamically and
covered a broad range of different aspects of economic life. Most researchers recog-
nize the role of entrepreneurship as a driver of economic growth and innovation.
Scholars defined entrepreneurship as “the entry of new firms, and the creation of
high-growth firms” (Hoffmann, 2007); the ability of individuals to create and de-
velop innovative organizations that generate value (Gartner, 1990); or even “com-
petitive behaviors that drive the market process” (Davidsson, 2016). For this paper,
we define entrepreneurship as the ability of an entrepreneur to pool resources for
creating new business opportunities (Filion, 2021).

The SME sector is an important factor in economic growth in the modern econ-
omy, as small and medium-sized businesses significantly contribute to employment
growth (OECD, 2017), especially in times of crisis (Rotar, Pami¢, Bojnec, 2019).
Entrepreneurship is “the main vehicle of economic development” (Anokhin et al.,
2008, p. 117), and one of the reasons for that is that SMEs are more flexible and dy-
namic, which allows them to quickly adapt to changes in the environment and imple-
ment innovations (Gupta, Guha, Subramanian, 2013).

On the other hand, the growth of SMEs depends on many factors, which can be
divided into internal and external. Internal characteristics usually include the owner’s
insight, managerial skills, training, education, and background. The absence of these
characteristics often leads to bankruptcy (Gaskill et al., 1993). External factors in-
clude access to financial (Wang, 2016) and other resources (Chittithaworn et al.,
2011), state policies supportive of SME development, including macroeconomic
policy, government legislation, tax burden, direct support policies and programs that
are designed to assist SMEs (Smallbone, Welter, 2001).

Most studies point to a correlation between the size of the SME sector and eco-
nomic growth, but the causal relationship between these two factors is not obvious
(Beck, Demirguc-Kunt, Levine, 2005), especially in the case of developing coun-
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tries. On the one hand, the development of small and medium-sized enterprises cont-
ributes to reducing unemployment and increasing incomes and, consequently, in-
creasing GDP. According to empirical research, the above assumption is true in the
case of developing countries (Audretsch, Keilbach, 2004), but in the case of devel-
oped countries, the relationship is reversed. A cross-national study found that the
growth of entrepreneurial activity by nascent entrepreneurs affects economic growth,
but this effect depends on per capita income. Researchers found a negative effect for
developing countries and a positive effect for the developed countries (Stel, Carree,
Thurik, 2005). Another study examining the impact of the size of the SME sector on
the economic growth of rich and poor regions of the same country came to similar
conclusions (Cravo, 2010).

On the other hand, most researchers agree with the “classical theory” of SMEs,
suggesting that areas with more dynamic economic growth in developing countries
generate additional opportunities for small business development (Anderson, 1982).
Urban areas usually have higher income rates and create better preconditions for
business growth than agricultural areas (for example, Cravo, 2010; Tambunan,
2008). These assumptions, however, have several important caveats.

The resource theory suggests that the main prerequisite for starting a business and
surviving in a competitive environment is the availability of heterogeneous assets
for achieving a firm’s sustainable competitive advantage (Alvarez, Busenitz, 2001)
and for exploiting opportunities (Gupta, Guha, Krishnaswami, 2013). Here, the hu-
man capital of both the entrepreneur/the head of the enterprise (Teeffelen, Uhlaner,
2013) and the employees (Rauch et al., 2005) play a crucial role. However, in the
context of accelerating economic growth, human capital becomes the most scarce
resource. The growth of competition in the labor market creates additional obstacles
to starting a new business.

Rapid economic growth creates favorable conditions for the growth of existing
firms. Consequently, there will be a consolidation of small and micro enterprises and
the transformation of small enterprises into medium ones and, in turn, micro enter-
prises into small enterprises. Following this logic, one could hypothesize that:

HI. An acceleration of economic growth leads to a decrease in the number of
small and micro-enterprises.

On the other hand, small, and especially micro-businesses, usually emerge to
meet the needs of local consumers, whose purchasing power, along with other factors
that characterize the market, such as tastes and preferences of consumers, competi-
tors, or market capacity, is an important indicator, which will affect both the decision
of a potential entrepreneur to start a business and the chances of survival for the
existing firms. Therefore, the following hypothesis can be formulated:

H?2. The growth of purchasing power of the local households has a positive effect
on the number of small and micro-enterprises.
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It should be noted that most of the external factors analyzed in the literature are
common to the territories of a particular country. At the same time, territories differ
in business development opportunities due to the availability of resources, the struc-
ture of local markets, infrastructure and innovation centers (Janssen, 2009), which,
in turn, create additional factors that support or suppress the development of SMEs.

Ukraine has regions where large industrial enterprises (metallurgical plants, min-
ing enterprises, energy-generating enterprises) dominate, and regions where the con-
tribution of large enterprises to the gross regional product is not decisive. Given that
large enterprises tend to be more competitive, especially in terms of competition for
access to scarce resources (Anderson, 1982), one can suggest that the regions domi-
nated by large enterprises are less attractive for small business development:

H3. The increasing share of large enterprises in the region’s economy has a neg-
ative impact on the growth of small and micro-businesses.

The increase in activity of SMEs in foreign markets at the end of the last century
(Knight, 2000) has attracted the attention of researchers, although there was a con-
sensus that it is more difficult to enter foreign markets for SMEs. The main chal-
lenges that small businesses have to overcome to enter international markets are
product competitiveness, opportunities for access to foreign markets, the degree of
market liberalization and the availability of the necessary management skills and
knowledge (Abe, 2016). Entering foreign markets creates additional opportunities
for the growth of small and micro-businesses by expanding the range of their poten-
tial customers and gaining new knowledge and skills that increase their competitive-
ness. To compare the availability of foreign markets for local businesses in different
regions one can check the indicators of gross imports and exports of goods and ser-
vices. The following competing hypotheses can be formulated:

HA4.1. The size of regional exports of goods and services has a positive effect on
the development of small and micro-businesses in the region.

H4.2. The size of regional imports has a positive effect on the development of
small and micro-businesses in the region.

4. DATA AND METHODS

Dataset. We used the data published by the State Statistics Service State (Statis-
tics Service of Ukraine, 2021) at the level of Ukraine’s regions from 2015 to 2020.
We have chosen this time period given that 1) since 2014, there has been an increase
in the share of small business in the economy; 2) in 2014, the Russian Federation
occupied the Autonomous Republic of Crimea and parts of Donetsk and Luhansk



212 Yevhen Revtiuk, Halyna Malynovska

oblasts, so since 2015, statistical data on these territories are not taken into account

in the published statistical reports. The study covered all 25 regions of Ukraine, in-

cluding 24 oblasts and the city of Kyiv, which has the status of a separate adminis-
trative-territorial unit of the all-Ukrainian level.

Dependent variables. To test the hypotheses about factors influencing the de-
velopment of entrepreneurship, we built two groups of identical models, with
outcome variables being 1) the number of small businesses in the region per 1000
inhabitants (QSE), and 2) the number of micro-businesses in the region per 1000 in-
habitants (QMicroE).

Independent variables. The following indicators were used to construct controls
that characterize the macroeconomic conditions of small and micro-businesses:

— indicators that characterize the economic development of the region, namely
the value of the gross regional product (VRP);

— indicators that characterize the purchasing power of the population living in
the region, namely the total annual expenditure of the households (ExP) and the
total annual income of the households (InP);

— indicators that characterize the role of large enterprises in the economy of the
region, namely the total revenue from sales of products and services of the large
enterprises (RLE);

— the degree of inclusion of the region in international trade, namely the value of
total annual imports (Im) and exports (Ex) of goods and services by enterprises
in the region.

At the same time, during the construction of the models, we encountered a lack
of data on the performance of small and medium-sized businesses by region in
open access, which narrowed the opportunities for comprehensive testing of the
assumptions. Also, the widespread use of tax avoidance practices by small and
micro-businesses forced us to abandon financial performance indicators for small
and micro-enterprises in favor of indicators of the number of enterprises.

To construct a panel-like dataset, we collected indicators for each of the 25
regions for every year, from 2015 through 2019, with a total N = 150. Some values
of the revenue of large enterprises (RLE) are missing for several regions and com-
pletely absent for the Chernivtsi region. As a result, our analytical sample consists
of N = 108 observations, nested in 24 regions. Descriptive statistics for dependent
and independent variables are provided in Table 1.

Statistical analysis. To understand the effect of independent variables on the
number of small and micro enterprises in Ukraine’s regions, we performed calcula-
tions using xtreg command with fixed effects specification in Stata 16 statistical soft-
ware. In this way, a longitudinal dataset and corresponding data design potentially
mitigate problems common to cross-sectional datasets, namely omitted variables
bias and reverse causality (AndreB3, Golsch, Schmidt, 2013). The fixed effects ap-
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proach is considered a more robust method of panel data analysis, as it reduces the
impact of confounding by accounting for units’ of observation (in this case re-
gions’) time-invariant measured and unmeasured characteristics (Cameron,
Trivedi, 2010).

We used two different models for each of the dependent variables. Model 1 for
the dependent variable on small businesses QSE (equation 1) and Model 3 (equa-
tion 2) for micro-enterprises (QMicroE), which include control variables that char-
acterize the economic development of the region (VRP), the level of inclusion
of the region in international trade (Im and Ex), the purchasing power of the house-
holds (InP) and the role of big business in the economic development of the
region (RLE).

QSEj; = B1 - VRP, + B, - RLE; + B3 - InP, + B4 - Im; + Bs - Ex; + o + pj¢ (1)

QMicroE;; = 1 - VRP, + B, - RLE; + B3 - InP, +
B4 - Im; + Bs - Exj + o + Wit (2)

Where:

— Wit is the error (i = region, t = time);

— Pn is the coefficient for the independent variable;
— ay is the unknown intercept for each region.

We avoided testing the ExP and InP variables in the same model because of the
close relationship between these variables. Therefore, Model 2 (equation 3) for the
dependent variable QSE and Model 4 (equation 4) include similar groups of vari-
ables as the previous specification, except for the indicator that characterizes the
purchasing power of the households.

QSE;; = B; - VRP, + B, * RLE; + B3 - ExP, +
By - Im; + Bs - Exj + o + it 3)

QMicroE;; = By - VRP, + B, - RLE; + Bs - ExP, +
B4 - Im; + Bs - Ex; + o + Wit €))

5. RESULTS

The results presented in Table 2 below suggest that a change in the gross regional
product is negatively associated with the change in the number of both small and
micro-enterprises. This impact of the gross regional product is statistically signifi-
cant in all analyzed models. Thus, our first hypothesis is confirmed. Because the



Determinants of small and micro enterprises’ development in Ukraine’s regions... 215

negative impact is observed for both small and micro-enterprises, one may assume
that the main reason for this relationship is the lack of resources and the need to
compete with other market participants, rather than the “migration” of enterprises
from one group to another due to the growth of the enterprise itself.

Table 2. Results of longitudinal analysis using fixed effects specification

Independent Dependent Variables
V:fizblees Number of small businesses Number of micro-businesses
Model 1 Model 2 Model 3 Model 4
G;)‘:f:lrer'o " ~0.05" ~0.07" ~0.05** ~0.06"
lglc X p (0.02) (0.02) (0.02) (0.02)
Revenue
from sales of -0.03™" -0.02™ -0.03"" -0.02™
large enter- (0.00) (0.01) (0.00) (0.01)
prises
Income of ok -_—
the house- 0.06 0.05
holds (0.01) (0.01)
o e I
holds ) )
Import 3.18™ 2.95" 3.00"" 2.79"
(0.46) (0.43) (0.44) (0.42)
Export 1.27" 1.87" 1.33* 1.88"
(0.46) (0.43) (0.45) (0.42)
Intercept 0748.33" 9501.87"" 8167.33" 7943.56™
(667.44) (635.49) (650.11) (620.09)
AIC 1760.66 1751.82 1754.98 1746.52
BIC 1787.48 1778.64 1781.80 1773.34
Unit-times 108 108 108 108
Units 24 24 24 24
R? 0.8453 0.8575 0.8265 0.8396

Note: “p < 0.05, " p <0.01, ™ p < 0.001. Standard errors in parentheses.

The above analysis also suggests that the growth of purchasing power, which we
have operationalized using indicators of gross income (Model 1 and Model 3) and
gross expenditures of the households (Models 2 and 4), is positively and significantly
associated with the change in the number of both small and micro-businesses. Our
hypothesis H2 that the growth of purchasing power of the population has a positive
effect on the functioning of small and micro-enterprises is confirmed. Consequently,
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this suggests that small and micro-enterprises in Ukraine are primarily focused on
meeting the demand of local consumers.

The increase of income from the sale of goods and services of large enterprises
is negatively and significantly associated with the change in the number of small
(Model 1 and Model 2) and micro (Model 3 and Model 4) enterprises, so hypothesis
H3 that the growing role of big business in the local economy negatively affects
small and micro-businesses is also confirmed. This finding again supports the above
assumption about the negative impact of increased competition among market par-
ticipants for resources on the functioning of small and micro-businesses.

The increase of the region’s involvement in international trade positively affects
the number of small and micro-businesses. These control variables — the value of im-
ports and exports — are positively and significantly associated with the number of small
and micro-enterprises in all four proposed models. While the positive relationship with
the value of exports indicates the competitive advantages of Ukrainian enterprises in
the international markets, the impact of imports requires more explanation. One might
argue that the opening of Ukrainian markets for importers of goods and services, es-
pecially consumer goods, created additional opportunities for small and micro-busi-
nesses. Such a statement, however, requires a more detailed investigation.

Overall, the proposed model specification accounts for more than 80% of the var-
iation in the number of small and micro-enterprises in Ukraine’s regions, as sug-
gested by R? indicators. A change in AIC and BIC indicators also suggests that mod-
els with household expenditures are slightly better than those with household income
in explaining a change in SME numbers.

6. CONCLUSIONS AND DISCUSSION

Economic reforms in post-Soviet Ukraine have led to the rapid development of
the SME sector. The reasons behind this growth, at the same time, are not addressed
by the existing literature. In this study, we use data on the development of entrepre-
neurship at the regional level to reveal trends related to the local characteristics and
factors related to national macroeconomic processes and their impact on SMEs de-
velopment in the country. To tackle the impact of local and national economic con-
ditions, we constructed a panel-like dataset and performed a fixed-effects analysis.

Our findings, first and foremost, suggest the unwillingness of small and micro-
enterprises in Ukraine to compete for resources with large businesses, which was
suggested by a negative impact of both the growth of large enterprises and acceler-
ating regional economic development on the number of SMEs. One might argue that
this trend is due to the imperfect regulatory policies and corrupt practices that com-
plicate the access to resources for small and micro-entrepreneurs (World Bank,
2020). At the same time, the liberalization of visa policy with the EU, which caused
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a wave of labor migration, only exacerbated the negative trends in the labor market
and, consequently, increased competition among employers for skilled workers.
Small businesses are not always compatible with large enterprises.

The growth of purchasing power in the region positively impacts the number of
small and micro-businesses, given that local households are the main consumers of
goods and services in the SMEs sector. At the same time, the growth of purchasing
power of the households is primarily due to economic growth, which, as we have
found, hinders the development of small and micro-enterprises. Because the growth
of the large enterprise sector negatively affects the development of small and micro-
enterprises, the latter are mostly not focused on cooperation with large businesses
and are not integrated into the production chains. This situation may be partly ex-
plained by the sectoral structure of big businesses, the lion’s share of which is min-
ing, metallurgical or industrial enterprises created before the independence of
Ukraine, whose products are mostly exported.

The positive relationship between the number of small and micro-enterprises and
the region’s involvement in international trade demonstrates the potential for
Ukraine’s small businesses to enter new markets and closer integration into the modern
international division of labor. Successful cases of Ukrainian high-tech startups and
the growing share of IT products in the export of services demonstrate the readiness of
Ukrainian small businesses to take advantage of existing competitive advantages and
produce innovative products for both domestic and international markets.

In general, the results of our study highlight two main features of the Ukrainian
sector of small and micro-businesses. First of all, the entrepreneurs are willing to use
opportunities both in the domestic (in the case of our study, such an opportunity is
to increase the purchasing power of the households) and in foreign markets. At the
same time, the development of big businesses not only hinders the development of
small businesses by creating additional demand in local consumer markets but also
creates barriers related to access to production resources, including a limited supply
of qualified human capital in local markets.

We acknowledge the limitations connected with the design and analytical strategy
employed in this study. First of all, the results of this initial analysis are hard to
generalize to other economies. It is also difficult to talk about SME development
patterns in Ukraine outside the analyzed period of five years.
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DETERMINANTY ROZWOJU MALYCH
PRZEDSIEBIORSTW I MIKROPRZEDSIEBIORSTW
W REGIONACH UKRAINY: ANALIZA PODLUZNA

Streszczenie

Rozw6j matych i $rednich przedsigbiorstw (MSP) jest waznym czynnikiem rozwoju go-
spodarczego kraju, poniewaz podmioty te tworza lwia cz¢$¢ miejsc pracy w rozwinigtych
gospodarkach i s3 motorem innowacji. MSP zazwyczaj nie dysponuja znacznymi zasobami
i podlegajg zmianom pod wptywem otoczenia zewnetrznego. W ostatnich latach na Ukrainie
coraz wicksze znaczenie w procesach gospodarczych maja gospodarka tranzytowa oraz mate
przedsiecbiorstwa i mikroprzedsiebiorstwa. W artykule zbadano wptyw czynnik6w makroek-
onomicznych na rozwoj matych przedsigbiorstw i mikroprzedsigbiorstw w poszczegdlnych
regionach Ukrainy, a mianowicie wielko$¢ produktu regionalnego brutto, sit¢ nabywcza go-
spodarstw domowych, warto$¢ eksportu i importu brutto, dochody ze sprzedazy duzych
przedsiebiorstw. Korzystajac z oficjalnych danych statystycznych, stworzono panelowy ze-
staw danych obejmujgcy wszystkie regiony Ukrainy na lata 2015-2019. Przeprowadzono mo-
delowanie podtuzne ze specyfikacja efektow statych. Stwierdzono pozytywny wptyw zmiany
catkowitych dochodow i wydatkow gospodarstw domowych oraz zmiany wskaznikéw han-
dlu zagranicznego oraz negatywny wptyw zmiany produktu regionalnego brutto i zmiany
wynikow ekonomicznych duzych przedsi¢biorstw na liczbe matych przedsigbiorstw i mikro-
przedsigbiorstw w regionie.

Stowa kluczowe: przedsicbiorczo$¢, mate przedsigbiorstwa i mikroprzedsigbiorstwa,
rozwoj regionalny, Ukraina
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