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ABSTRACT. This article presents an analysis of the role of
small firms in the formation and reform of the Czechoslovak
manufacturing sector. It attempts to give an understanding of
the industrial structure formed under the past regime within
the framework of the mass production paradigm. As manu-
facturing productivity gradually declined over the past 25
years and small firms have been virtually eliminated, systemic
preference has been given lo the development of large
monopolies. Consequently, a monolithic coalition structure of
enterprise managers, state bureaucrats, and political nomen-
klatura has arisen and continues to present itself as a serious
hindrance to economic transformation. While small firms
have the potential to play a critical role in the democratic
marketization of Czechoslovakia, current government pre-
occupation with the rapid privatization of the state sector
risks damaging the development of a balanced distribution of
firm size and, in turn, the revitalization of the society.

I. Introduction

As Czechoslovakia enters into the uncharted
waters of radical economic transformation from a
centrally planned economy to a liberalized market
economy, serious consideration must be given to
the past and current performance, and in turn, to
the structure, of the industrial sectors at the firm
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level and to the challenges facing future develop-
ment. More specifically, the decreasing overall
efficiency of the Czechoslovak economy, notably
in manufacturing, questions the very foundations
of a command economy as well as the blind, rigid
economic strategy of perverse maintenance of the
mass production paradigm.

The paper aims at offering an alternative to the
description of firm behavior in the command
economy, in this case Czechoslovakia, as a strict
government controlled hierarchical structure, a
description inadequate as a point of departure for
transition into a market economy. It is our belief
that a better understanding of Czechoslovak firm
behavior can be given within the context of the
evolution of economies of scale production and
the distorted political-economic paths followed by
Czechoslovak economic leaders. Although there
has been unquestionable support for the mass
production regime, large scale firm size has not
aided the performance and competitiveness of
Czechoslovak manufacturing firms. Primary atten-
tion will be paid to the size of the firm and the
conditions needed for creating a harmonic size
structure of firms in the transitional economy.

The second section analyzes the diffusion of the
"law of economies of scale," which was derived as
a generalization of the concentration of produc-
tion processes in market economies over most of
the twentieth century. The "larger-is-better" atti-
tude exclusively shaped the Czechoslovak eco-
nomic policy for almost the last forty-five years. In
market economies the mass production regime
underwent a crisis towards the late 1960s, yet
firms in many regions were able to develop a
flexible response. The notable advantages of small
firms which have bloomed in the many advanced
market economies (i.e., lower MES, high job
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generation, significant innovation rates) indicate
thai small firms have the potential to play a critical
role in the democratic markelization and social
transformation of Czechoslovakia.

The third section provides an analysis of the
declining productivity and competitiveness and
firm size distribution in Czechoslovak manufac-
turing. In particular, the evidence reveals lhat after
forty-five years of central planning Czechoslova-
kia is left with an extraordinarily low number of
smaller firms, while the system has perpetuated a
market dominated by a relatively small group of
giant industrial firms.

The fourth section offers a qualitative analysis
of the industrial coalition structure lhat developed
over time among entrenched firms and the
bureaucratic and political hierarchies, and which
grew out of, and then supported, the highly
concentrated and rigid structure and behavior of
Czechoslovak industry. The fifth section analyzes
the current challenges to the transformation
process in Czechoslovakia for the development of
a dynamic industrial composiiion. Entrenched
state firms maintain a considerable advantage over
new private firms due to their ability to manipulate
and control the distribution of resources and
market information. The current govemment's
reform policy, which emphasizes the formal, rapid
privatization of the state sector as ihe key to firm
and capital formation, insufficiently addresses the
serious implicit barriers, which are embedded in
the concentrated industrial structure and en-
trenched informal networks and which impede the
development of new private firms, particularly in
the manufacturing sectors.

Conclusions are presented in the final section.
The evidence suggests that the former regime has
utterly neglected the development of a harmonic
firm-size distribution, which has not aided firm
performance in the Czechoslovak expon manu-
facturing sector. The maintenance of large eco-
nomies of scale gave rise to a corrupting coalition
of economic and political monopolists of re-
sources. If necessary measures, beyond the formal
privatization of the state sector, are not taken soon
to aid the proliferation of new private firms, the
development of alternative sources for advanced
technologies and the reskiiling of labor, in turn the
revilization of the economy can be seriously
damaged.

11. Forty-five years of economies of scale

a. The rise of mass prodttction

It is widely recognized that most process innova-
tions since the Industrial Revolution involved
increasing exploitation of economies of scale,
generally associated with "Tailorist" or "Fordist"
principles of organization and production (Chand-
ler, 1977). Classicists, as well as Marxists, seemed
to have agreed with Adam Smith that large-scale
production was the most efficient form of eco-
nomic development, and any disruption of mass
production would be regarded as wasteful, in that
it would not contribute to the transformation of
the property order into something higher (Piore
and Sabel, 1984). The degree of concentration
and plant sizes increased while products became
more standardized (Blair, 1948; Scherer, 1980).
These were the main factors of efficiency and
growth. Such a tendency of technological change
was reflected as well by Lenin at the beginning of
the 20th century (Lenin. 1916). Lenin's findings
on the concentration of monopolies were further
enriched and developed for socialism by Stalin
and his collaborators. Stalinist political economy
of socialism and "socialist growth theories," both
deeply rooted in the economies of scale paradigm,
have governed the economic policy of centrally
planned economies.

As mankind crossed its first "industrial divide,"
industrialization became synonymous with mass
production (Piore and Sabel, 1984). Mass produc-
tion required large investments in highly special-
ized equipment and narrowly trained workers.
Resources became highly particularized; a piece of
modem machinery dedicated to the production of
a single part could not be turned to another use.
As Wheelwright (1985) emphasized, even labor
was considered indistinguishable from all other
inputs, as long as scientific management was able
to extract a full days' worth of energy for a full
day's pay. As tasks became increasingly special-
ized, the required skill level was less important. In
the end. this logic of mechanization strove to make
human involvement in the production process
superfluous.

In both East and West, mass production was
seen as the technologically dynamic form, smaller,
specialized production as the subordinate. Incre-
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mental process innovations, rather than ceaseless
product innovations, dictated the limits of crea-
tivity. Organized labor would press for higher
wages and possible modifications in the heirarchal
structure of the firm, rather than consider a reform
in the existing organization of production (Piore
and Sabel, 1984). Ironically, leaders in socialist
economies accepted the subordination of labor
and the superiority of targe economies of scale,
reserving only bargaining over the wage fund for
the possible betterment of labor. What mattered
most under the mass production regime was the
consistency and reliability of each cog (Audretsch,
1989). Moreover, as the minimum size of an
efficient plant became larger and larger, instability
threatened the firm, internally as well as extemally.
In the Czechoslovak case, the emphasis on size
pertained not only to particular firms but to the
state controlling center as well, which could be
considered as one large conglomerate (Triska,
1990). Certain responses predicated its survival.

So-called "scientific management" structures
became the standard for the intemal organization
of firms. The essence was "command and control
of effort" and the masses of raw materials and
capital resources. The importance of management
and stability was stressed, rather than creativity. A
particular equation for production was imple-
mented into the corporate structure, with each
parameter predetermined, and a very specific use
of resources was achieved. As Reich (1983, p. 87)
points out, detailed planning was developed to
guide the firm's intemal operations and could be
applied generically toward other companies in the
same industry:

The tools used to plan and coordinate various lines of
production within a single firm could in principle be
extended to encompass an entire industry. Instead of each
firm's responding in isolation to economic upturns and
downturns by expanding or contracting its capacity —
resulting in cycles of overcapacity or undercapacity —
industry-wide coordination could enable each to accom-
modate its investment and production plans to the plans of
every other firm . . . Strategic planners in major firms and
within the govemment strove to 'rationalize' each industry
8s a whole.

Controlling extema! voUtility, that is, the sta-
bility, continuity, and reliability that constituted
the core of successful mass production, was
attempted in three main ways: collusion, consoli-

dation, and govemment regulation. Collusion, or
the creation of "pools," provided agreements
either to fix price or restrict output, enabling
prices to rise. This process was formally institu-
tionalized under the direction of trade associations
(Audretsch, 1989). Coordination also entailed
bargaining among firms. It required expert knowl-
edge of the needs of the industry and pending
changes in supply and demand. Bargaining implied
"accommodation and consensus; expertise sug-
gested technical fact finding." In practice, these
two processes were often indistinguishable from
each other (Reich, 1983, Ch. 5).

The drive for stability next found the form of
consolidation. Mergers, horizontal and vertical,
attempted to amass larger market shares as well as
stabilizing the infiow of supplies and distribution
of outputs. Alfred D. Chandler (1977) has empha-
sized the integration of mass marketing and mass
production as one of the basic organizational
innovations. Also, backward integration, through
inventory accumulation, was designed simply to
ensure a steady supply of raw materials of the
requisite quality.

As stabilization attempts through collusion and
consolidation met with marginal success, indus-
tries increasingly tumed toward the federal gov-
emment for help. Ultimately, the government was
able to provide a stable environment for planning
and coordinating investments among industry
participants (Reich, 1983). Firms were besieged
by increasing competition within the market as
well as by "democratic ferment." As Kolko (1963,
p. 6) notes, govemment intervention was respond-
ing not necessarily to the need to control monop-
oly power. "It was not the existence of monopoly
that caused the federal govemment to intervene
into the economy, but the lack of it." It was a move
to stabilize industry.

Over time, a network of govem m en t-man aged
advisory boards, trade associations, and regula-
tory agencies was established, enabling companies
and industries to coordinate investment and pro-
duction, as well as pricing, both formally and
informally. A "working oligopoly" partnership
between govemment and the corporation, espe-
cially in the American manufacturing industry,
evolved, making industry wide cooperation practi-
cally obligatory (Audretsch, 1989). Simply stated,
collusion, yet this time aided by the: federal
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government, was brought to a greater height. This
so-called "regulation movement," which lasted
through 1970, seemed to aid greatly the promi-
nence of mass production in the United States
(Audretsch, 1989). This was the world of "coun-
terveiling power," so aptly described by Galbraith
(1967), where virtually every major institution in
society acted to reinforce the stability needed for
mass production. In fact, the unprecedented
growth during this period has been attributed less
to the outcome of technology than to the result of
prevailing political and social forces working to
provide the market stability required for the
corporation to thrive (Piore and Sabel, 1984).

b. Czechoslovakia follows suit

Mass production was profitable only with con-
trived markets that were large enough to absorb an
enormous output of a single standardized com-
modity and stable enough to keep the resources
involved in the production of that commodity
continuously employed (Piore and Sable, 1984,
Ch. 3). Czechoslovakia, along with its socialist
brethren, followed the mass production model to
its logical economic as well as political extremes.
Before we discuss the development of the socialist
mass-production regime, it is important to note
the structure of Czechoslovak industry before the
fateful annexation by Hitler in 1938.

From its formation upon the break-up of the
Austro-Hungarian Monarchy in 1918, by the
1930s Czechoslovakia ranked as a major Euro-
pean industrial country, enjoying a strong tradition
of craftsmen skilled in producing machinery and
other manufacturers and of businessmen adept in
exporting these goods. Incomes were high, and the
well-developed economy had succeeded in forging
close financial and industrial links with the rest of
Europe. Although the Second World War ampu-
tated one third of the nation's territory and
subjected the remainder to foreign domination, it
did not inflict on Czechoslovakia the wholesale
destruction of property, plant, and infrastructure
that devastated Poland and Germany.

During the interwar years, the importance of
the industrial sector for Czechoslovakia's econ-
omy increased constantly. As early as 1921,
33.8% of the working population was employed in
industrial occupations. Estimates indicate that, by

1938, the industrial sector accounted for 65% of
the total value of Czechoslovak production and
that, in 1937, it contributed 35% of the national
income. Moreover, until 1929, the increase in
Czechoslovakia's industrial production was greater
than in the majority of European countries, even
four times greater than the increases of Gennany
and Austria and seven times greater than that of
Britain (Teichova, 1988, p. 33).

Czechoslovakia was the only country in Central
and South-east Europe where industrial develop-
ment resembled West Europe, with the producer
good industries being strengthened in relation to
the consumer-goods industries. Although the
share of the iron and steel, mechanical engineering
and chemical industries in Czechoslovak industrial
production lagged behind that of the West Euro-
pean countries, the rate of growth of the producer-
goods industries in Czechoslovakia was higher
than that of overall production in these countries
(Teichova, 1988).

The initial rapid rise in industrial production
was accompanied by moves to introduce labor-
saving devices in the production process, to
reduce the costs of production and to improve
profit margins which gave renewed impetus to the
trend to rationalization and concentration in
Czechoslovak industry. However, this process had
differing effects on individual branches of indus-
try, ranging from an effective oligopolistic struc-
ture in iron and steel to widespread dispersion in
the food-processing, textile, and clothing indus-
tries. We find, in fact, that Czechoslovakia had a
substantial base of small and medium sized firms.
According to the 1930 census, a total of 378,015
mining and industrial enterprises were counted.
The great majority — 336,577 firms employing
between one and five people — consisted of hand-
craft workshops or small specialist establishments,
mainly in food-processing, wood, clothing, and
leather industries, while most of the mechanical
engineering industry was based in small and
medium-sized firms. As Teichova (1988, p. 37)
points out, this 89% of industrial firms used only
10.5% of all power produced, whereas the 41,438
establishments with six or more employees (11%
of all industrial firms) consumed 89.5% of all
power used by Czechoslovak industry.

Although self-employment and small firms
continued to play a significant role, many of the
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Czechoslovak workers were employed in the
medium-sized to large-scale enterprises. As Table
I reveals, enterprises with more than 501 em-
ployees represented only 1.1% of all undertakings
but employed 29.4% of all industrial workers
while firms with greater than 250 employees
accounted for 42.1% of total industrial employ-
ment. However, as is shown below, when we also
take into consideration the fact that firms with less
than 250 employees accounted for over 50% of
industrial employment, the level of concentration
through the 193O's pales in comparison with the
extremely high degree of concentration and cen-
tralization established during the forced rationali-
zation of entire industries by the communist
regime.

While this gradual process of concentration and
centralization of industry may be relatively similar
to that occurring in the West, after 1948 the
communist authorities took centralization and
mass-production to its new economic and political
extremes. Market demand was subordinated to the
will of the state center, consequently, largely to the
perogadves of enterprise directors. Shortages
ensued under the planned price system, in turn,
the demand necessary to absorb and support the
mass production regime was created. Similar to a
"Catch-22" situation, the only way the political
authorities saw fulfillment of sufficient supply was
through manipulation of mass production, once
again exacerbating the shortage (see below).
Stabilization went hand-in-hand with increasing

returns to scale. The exploitation of such para-
digms with extensive political and administrative
control allowed for the monopolization of whole
industries as well as the whole economy. Such an
economy as that of Czechoslovakia can be viewed
as one large administrative body with the state
center as the proposed decision-making head-
quarters (Hlavacek and Triska, 1988).

The Soviet model emphasized "expansive"
growth principles, collectivizing and controlling
production inputs and outputs through large
administrative bodies (Vrabec, 1991). Nationaliz-
ing the economy effectively brought industries
under the control of one body of ownership — the
state. Small enterprises were either liquidated or
integrated into larger enterprises. During the
fifties, the private sector was almost completely
liquidated, while several hundred thousand enter-
prises were merged into approximately 1400
centrally controlled firms, 60% of which are
accounted for by the manufacturing sector (Zem-
plinerova, 1989b), thus stabilizing the develop-
ment of the size structure of firms. As can be seen
in Table n, even by 1960, 93.4% of Net Material
Product (NMP) was under state domination (for
all practical purposes, cooperatives behave and
are regulated like state firms). The non-farming
private sector had dropped its share of NMP from
33.34% to 1.6% in only the first twelve years after
WWn. As the mid 198O's approached, Czecho-
slovakia found itself with 96.7% of its NMP
dominated by the state sector and only 0.7% of

TABLE 1
Czechoslovak industrial enterprise size distribution according to number employed. 1930

Enterprise employment
size categories

Numt>er and shares
of enterprises

No.

28,612
7,020
2,905
1,833

622
446

%

69.0
17.0
7.0
4.4
1.5
1.1

Number and shares
of workers employed

No.

262,326
223.538
202.617
281.144
213,667
492,160

%

15.6
133
12.2
16.8
12.7
29.4

6-20
21-50
51-100

101-250
251-500
501 and over

Total 41,438 100.0 1,675,272 100.0

Source: Teichova(1988).
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TABLED
The percent share of the net material product produced by

individual sectors. 1948—1983 (current prices used)

1948 1960 1970 1980 1983

Total net
materialprod. 100.0 100.0 100.0 100.0 100.0

l . r 5.0 3.5 2.1 2.6

33.4 1.6 0.9 0.5 0.7

65.5 93.4 95.6 97.4 96.7

Individual
farms

Private
sector

Socialist
sector

state owned
enterprises 62.9 81.8 85.1 87.5 86.4
cooperatives 2.6 11.6 10.5 9.9 10.3

' one man or one family.
Source: Historical Statistical Yearbook of CSSR, FSU.
SNTL. Prague. 1985.

NMP contributed by the non-farming private
sector.

Hlavacek and Mejstrik (1991) argue that the
abrupt reorientation of foreign trade from the
West to the East via CMEA agreements was
critical to the systemic resttucturing of domestic
industries. Czechoslovakia was designated to fulfill
the large demand in the USSR and its neighbors
for heavy industrial products. The "law of devel-
opment of heavy industry and manufacturing"
aimed at exploiting available resources as well as
creating the largest econoniies of scale possible for
the country, vertically integrating all metallurgical
production within a few firms — from base to final
products (Komarak, 1974).

In Czechoslovakia, industry made massive
investments in highly specialized eqtiipment and
narrowly trained workers. "Command and con-
trol" planning became the rule of thumb, where
the only serious management discussions con-
cerned the level of inputs and outputs possible for
the production equation over the medium term.
Through govemment regulation (i.e., restrictions
on ownership, absolute price control, CMEA),
five-year plans were thought to be given some of
the needed stability to function predictably. De-
tailed planning was required not simply of a firm
but of the whole economy as well. Where attempts
at providing internal and extemal stability over-

lapped was in this planning. The various industry
ministries and the instituted planning commission
planned to the last "koruna" each firm's level of
investment, production, pricing, and "earnings,"
providing consistency of production for each firm,
in tum, a somewhat reliable "market." In reality,
targets and plans were redrawn within a planning
period, often succumbing to the demands of the
state firms.

Concurrent to the nationalization period of the
fifties, with its organizational restructuring and
concentration of production, the growth of organi-
zational units gradually accelerated over time. As
an attempt to more easily manage the centrally
planned economy, in tum better coordinate indus-
tries, economic authorities decreased the number
of enterprises while increasing the size of the
firms. As can be seen in Table m, firms with over
2500 employees constituted only 4.7% of the total
number of manufacturing enterprises in 1956.'
However, we also observe that after 1960 through
the present, this share stabilized at about 257o,
while the share for firms of 500—2500 employees
stabilized at about 65%. In contrast, the share of
the total number of enterprises for fimis with less
than 500 employees fell from 49% to 10.2%
between 1956 and 1988. By 1988, the average
industrial fimi size was 3400 employees (Zem-
plinerova, 1989a).

As consolidation increased over the years,
membership to industrial trade associations (VHJ)
became largely obligatory. The associations acted
as middle level management or bureaucracy,
creating a network to translate basic indices from
the center into detailed directives for fimis within
their branch and to control the distribution of
resources. If an industry was not formally verti-
cally integrated under one fimi, these associations
provided the conduit for sometimes infomial, yet
absolutely rigid, integration. VHJ's were created in
the late 195O's to decentralize planning, yet as
firms lost much of their autonomy to such "trusts,"
concentration of industry as well as the adminis-
trative and technical monopolistic power of VHJ's
grew. In 1958, 383 VHJs were created, which
controUed 929 fimis, while 316 fimis remained
under direct control of the center. By 1980, the
number of VHJ's were reduced to 101 but con-
trolled 1050 fimis (Kaiisova and Gregus, 1991).
Just as Reich (1983) noted that in the U.S.
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TABLE lit
Enterprise size distribution of Czechoslovak manufacturing firms between 1956 and 1988

Year

1956
1960
1970
1980
1988

in absolute terras

<500

763
137
109
80
91

Share of total number of enterprises

500-2500

721
523
560
562
586

Employment size categories

>25OO

73
181
204
218
213

in relative terms (%)

<500

49.0
16.3
12.5
9.3

10.2

500-2500

46.3
62.2
64.1
65.3
66.8

>2500

4.7
21.5
23.4
25.4
24.0

Source: Historical Statistical Yearly CSSR. Prague, SNTL, 1985; Statistical Yearly, 1989.

bargaining within government aided regulatory
institutions was more of a limited exchange of
information for the sake of industry coordination,
in Czechoslovakia plan-bargaining between the
firm and center, and more often the firm and VHJ,
evolved similarly into a perverse collusion of
various high level government bureaucrats, firm
directors, and the regional Party bosses, where the
state became dependent as well on the firm for
coordinating information (Triska, 1989; Mlcoch..
1989). (A fuller discussion of the problems and
nature of this collusion is given in Section IV.)

The expectations associated with the law of
economies of scaJe (with little consideration for
optimal plant size) represented a technical reason
for the steady increase in plant size, which led the
small and functionally closed Czechoslovak econ-
omy to the artificial formation of an indivisible
single plant with an economic monopoly. The
hierarchical structure of the centrally planned
economy constituted institutional reasons for the
formation of an administrative monopoly. The
consolidation of branches under the VHJ's de-
creased the number of directives, yet large firms
and associations possessed both an economic and
administrative monopoly, which allowed them to
act without respect to economic efficiency (Triska,
1990), As mentioned above, producers could
count on state subsidies, price interventions,
priority credits, tax exemptions, etc.^ By not
reflecting actual market costs, prices reveal little
objective evaluation of performance. Thus, the
distorted price system of Czechoslovakia further
complicates the empirical identification of effi-

ciency and competitiveness by plant-size in the
centrally planned economy.

c. Crisis for the regime and adjustment in the West

Beginning in the mid-1960s, a series of disrup-
tions began to wreak havoc on the fragile mass
production order in the West, notably in the U.S.
External shocks jolted the much cherished sta-
bility, while the institutional structure was incapa-
ble of accommodating the spread of mass produc-
tion technology. The much needed consistency
and reliability of inputs, materials as well as labor,
was greatly hampered, rapidly increasing the costs
of production. The economy started to experience
shortages of labor, food, and ftiel, while increased
global competition and deregulation exacerbated
the uncertainty in the market. (See Piore and
Sabel, 1984, chapter 7; and Shepherd, 1982.) The
inflexibility of the corporation paralyzed it from
adequately responding to greater competition, in
tum, questioning the very nature of its production
and marketing strategies. The confusion led to the
breakup of mass markets for standardized pro-
ducts, that is, reducing sufficient demand to
support long-term, .stable production cycles.

This instability pushed industry toward more
flexible restructuring of economic agents. Tlie re-
emergence of small, flexible firms in the developed
market economies has been recognized as a
critical element in recent industrial adjustment
(Piore and Sabel, 1984; Acs and Audretsch, 1990;
Fitzroy, 1990). However, such a restructuring was
absent from the Czechoslovak economy as it
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continued to slide into industrial stagnancy (see
Section m).^

Blair (1948) argued that due to particular
innovations and fundamental shifts in technology,
the trend towards increasing size was being
replaced by the opposite trend towards smaller
size. He reasoned that it was the "decentralizing"
effects of these new technologies which were
reducing scale economies, and leading to smaller
sized plants and firms. Piore and Sabel (1984)
suggest that the emergence of this flexible mode of
production represents, in fact, an "industrial
divide" where firms and society are confronted
with a choice of technological modes. In referring
to the Italian example, where an increased reliance
on small-scale production has resulted from
underlying technological and institutional changes,
Piore and Sabel (1983) argue that flexible produc-
tion will tend to promote the relative x-iabiiity of
small firms. They argue that the flexible produc-
tion firm thrives on the same factors that are
debilitating to firms applying mass-production
technologies. Rather than trying to control the
path and direction of markets and technological
change, as is customary for mass-production firms,
the flexible-production firm needs to create new
market niches by continuously innovating and
redesigning the product to serve changing con-
sumer tastes.

While the recent shift toward flexible, small
firms has been attributed to several additional
factors, besides market turbulence,'' three ele-
ments have been given considerable attention.
First, recent technological changes, such as those
that have decreased the computer and re-pro-
gramming costs, may have reduced the optimal
size and the minimum scaJe of entry (Shepherd,
1982; Carlsson, 1989). Acs, Audretsch and
Carlsson (1991) suggest that the application of
flexible-production technology, particularly NC
machines, has tended to shift the firm size distribu-
tion towards small firms, notably in manufacturing
industries which historically have been dominated
by large firms. Second, we appear to be in the
midst of "creative destruction." Schumpeter's
(1950) description of the process by which entre-
preneurs develop new products and processes
which remove and replace the traditions of the
past. Acs and Audretsch (1989a, 1989b) show
that innovative activity is a strategy which small

firms have been using to enter industries and
remain viable in industries in which they would
otherwise experience an inherent cost disadvan-
tage. Carlsson (1989) argues that many firms,
large and small, have divested themselves of
activities of businesses which they do not consider
to be part of their "core" business.

Third, in a world of increasing turbulence,
success depends more and more on flexible
relations within and among firms (Sabel, 1989).
This has led to a re-evaluation and reorganization
of the role of govemment at the regional level and
its capacity to facilitate cooperation and adjust-
ment — between firms and their competitors,
customers and suppliers, between management
and labor — in order to enhance and share the
risks of high value-added investments in human
resources and technological innovations. Fami-
liarity breeds cooperation; autonomy allows each
to benefit from the novel experience of the other.
Start-up and long-run development costs are
reduced because an important by-product of the
production is the knowledge about resource
availability and potential new products and pro-
cesses. The superior knowledge of such a network
spreads risk and minimizes transaction costs.

d. Implications of small firm dynamics

Market economies appear to be producing new
technological and organizational innovations
which allow a much greater fiexibihty of produc-
tion in terms of (a) acceptable variance of inputs
and outputs (defined in terms of the number of
cost-effectively produced homogeneous items per
unit of time); (b) acceptable variances of product
varieties; and (c) a decreased minimum scale of
efficiency. Dosi (1988) has discussed two major
consequences. First, these new technological and
organizational innovations increase the efficiency
of small scale production (Shepherd, 1982).
Second, they are likely to reduce the importance
of plant related scale economies, which were one
of the main sources of both productivity growth as
well as production rigidity exemplified in "classi-
cal" Fordist automation.

In trying to analyze the role of small firms and
competition, be it in the U.S. or Czechoslovakia,
the observed intra-industry size distributions of
flnns are affected by sector-specific technologies
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and opportunities of scale as well as the trade off
between scale and production flexibility (White.
1982). Indeed, there may be a certain number of
technology-specific size distributions, by plant and
firm, which represent, "evolutionary equilibria"
(Dosi, 1988). That is, a variety of firms and plants
coexist at roughly similar p>erfonnance levels
(Mills and Schumann, 1985) by exploiting more
economies of scale with less flexibility, more
economies of scope with less economies of scale.
However, the distribution of finns or plants,
coexisting with similar levels of efficiency, applies
not only to technological variety but also to the
behavioral diversity of Brms within identical
environmental incentives (Acs and Audretsch,
1989a). The firms use different strategies related
to innovation, pricing, R & D, and investment
(Freeman, 1982). Further, the coexistence of firms
is not only a result of this process but also of the
very form of competition among firms (Geroski
and Pomeroy, 1987).

The emphasis here is that scholars increasingly
realize the multiple possibilities for innovative,
competitive structures of production organization,
in tum a broader effective distribution of firm size.
As a result of the processes mentioned above,
market economies, as opposed to the Czecho-
slovak economy, have often been able to develop a
size distribution of firms, i.e., the coexistence of
firms with different sizes and behavioral patterns,
which has greatly contributed to technological
change and the satisfaction of increased consumer
tastes. The critical implications for economic
transformation in Czechoslovakia of this relation-
ship between technology, start-ups, and the devel-
opment of a harmonic distribution of firm size is
discussed in Section V.

in. Decline and firm size in manufacturing

a. Decline of productivity and competitiveness

The generally accepted range of Czechoslovak
GDP is between 53% and 83% of Austrian GDP
for 1985 (Zamrazilova, 1990). These figures
demonstrate Czechoslovakia's overall lead in
economic level (GDP) by nearly 50% over Poland
and 20% over Hungary. However, the "mature"
Czechoslovak economy over the last decade has
approached the lowest average figures of total

factor productivity (TFP) growth rates among the
European CMEA countries. Following the pro-
duction function theory (Brown, 1971), TFP
growth captures the macro effects of economies of
scale production. A drop in TFP growth, when not
compensated by product and process innovations
(as has been the case of Czechoslovakia), repre-
sents a decrease in the benefits derived from
economies of scale production. TTius, the drop in
TFP growth, which can be seen in Figure 1, led to
the gradual deceleration of average annual rates of
growth of the net material product (Mejstrik,
1990).

The decline in the competitiveness and per-
formance of Czechoslovak manufacturing can be
seen more clearly through its fall in export capa-
bilities. While the vast majority of production was
for the domestic and CMEA markets, those
products exported to the EC market represent the
highest quality goods available in the country. If
such goods are unable to compete in the inter-
national arena, it is safe to say that the state of
production capabilities for those goods not ex-
ported to the West is not any better and is most
likely far worse (see. Kolanda and Tous, 1983).
According to Mejstrik, (1990), in the period
1965—86 in various branches of manufacturing,
prices per unit of weight of Czechoslovak exports^
into the EC market developed quite differently
from those of competing countries (see Figure 1).
Essentially, these ratios refiect a general negative
relationship between the Czechoslovak prices and
those of their competitors. The most notable and
prolonged decrease in these ratios of average
Czechoslovak export prices per unit of weight to
competitor prices has occurred in the engineering
industry. The average export prices per unit of
weight of such products exported by Czecho-
slovakia to the EC have dropped from 52%
(1965) to 25% (1986) of the prices attained by
other countries' exports in the EC. The worst
situation has been in high tech industries (i.e.,
electronics), while the low tech industries (i.e.,
metallurgy) have faired relatively better. The
corresponding figure for metallurgy was 73% in
1986. These trends were accompanied by a
decrease of Czechoslovak export shares of trade
in the EC machinery market — 0.35% (1965) to
0.14% (1983). a 60% fall in market share.
Between 1965 and 1981, Czechoslovakia's share
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Source: Mejstrik and Cermak. 1990

Fig. 1. Decline of Czechoslovak factor productivity, 1955—86 (A); decline of Czechoslovak export manufacturing performance,
1960-86 (B).

in imports of manufactured goods into OECD
countries decreased steadily by 31.3%, while the
shares for newly developed countries and South-
em Europe increased by 163.5% and 150%,
respectively (Myant, 1989, p. 231).

The fall in export prices per unit of weight also
does not represent an improvement in techno-
logical innovation. First, a fall in relative prices for
goods in a fairly competitive market would repre-
sent an increase in efficiency if the market share
increased at the same time. The apparent failure
for Czechoslovak goods to win a foothold in the
market coupled with decline in prices per weight
reflects technological backwardness. Second, in
Czechoslovakia the production base is often sub-
stituted or extended with machines and installa-
tions of a similar parameter, yet with goods of the
same or higher price. The existence of such trends
can be summarized from crude domestic data on
innovation rates and new product development,
entitled "quality of products and their innova-
tion".'' While the share of products of "high
technological and economic quality" in industrial
gross output increased (from 5.4% in 1976 to
16.9% in 1986), "second class or average quality"

products continued to represent a substantial
majority. Moreover, the share of new products
introduced yearly from 1981 to 1988 fluctuated
around 5% of gross industrial output. In turn,
those products considered to be of ''high quality"
are subject to a fairly low frequency of innovations
(Mejstrik, 1989). Myant (1989, chapter 9) adds
that not only is the number of inventions and
related resources per scientist and engineer much
less than the level in advanced capitalist countries,
but also attempts to apply new processes or to
direct needed resources are frequently distorted
by the entrenched interests in the economy. A
small number of big projects are selected which
are intended to cut through the boundaries
between ministries, but they usually end up frag-
mented or tied to particular interest groups.

Rather than learning from firms in advanced
capitalist countries, many of whom developed a
more flexible, scaled down production structure
(as discussed in Section lie), Czechoslovakia
continued to follow large economies of scale
production in export manufacturing (Komarek,
1974).
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b. Manufacturing employment at the firm leveV

Table IV indicates that for the smallest 5% of
firms in terms of employment in the Czechoslovak
export manufacturing sector* in 1988 the average
size was still 900 employees per firm and the
corresponding quantile was 1232. The emphasis
and preference for large scale firms can further be
seen in the jump form the 8th decile to the 10th
decile in average firm size — from 8,504 to 36,712
employees per firm, respectively. These figures are
exceptionally high when compared to contem-
porary Westem developed nations. For example,
in Japan in 1983, firms with over 1000 employees
comprised only 13.2% of total employment in the
manufacturing sector (Sato, 1989). In West Ger-
many in 1986, firms with over 1000 employees
accounted for 49.9% of total manufacturing
employment (Schwalbach, 1989). By contrast, in
1988 Czechoslovak firms with over 1000 em-
ployees had over a 95% share of employment in

their export manufacturing sector and a 91.2%
share of employment in the whole manufacturing
sector (Zemplinerova, 1989). Moreover, Table V
indicates that, between 1956 and 1988, the share
of total manufacturing employment for firms with
less than 500 employees fell from 13% to 1.4%,
while firms with more than 2500 employees
represent over 55% of the total share.

A further indicator of the priority given to large
firms is revealed in shares of total manufacturing
sales. As Table IV shows, the 5 firms comprising
the 10th decile accounts for 71.5% of total sales in
this sector, while the 290 firms in the combined
1st and 2nd deciles account for only 4.4% of total
sales. TTie data confirms of the largely held belief
in Czechoslovakia that the system perpetuated the
market priority given to large scale production
across the manufacturing sector.

The above evidence reveals a very interesting
situation in the Czechoslovak export manufac-
turing sector. While there has been a gradual

TABLE IV
Czechoslovak state expon manufacturing sector, 1988

Employees
per firm
(high end)*

No. of firms
Ave. no. of

employees

Ave. total
sales (Kcs)

Employees
per firm
(hi^ end)'

No. of firms
Ave. no. of

employees

Ave. total
sales (Kcs)

0.0-0.05

1«*

628310

0.5-0.6

SA66
41

5160

1423219

Firm size distribution by employment quantises and deciles

Employment quantile and decile categories

0.05-0.1

1649
72

1443

588823

0.6-0.7

7413
32

6479

1762791

0.1-0.2

2329
104

1994

774871

0.7-0.8

11168
25

8504

4082009

0.2-0.3

2912
79

2606

907124

0.8-0.9

23454
H

16690

7009155

0.3-0.4

3690
63

3288

1386224

0.9-0.95

41001
4

35600

13594068

0.4-0.5

4572
51

4114

136014

0.95-1.0

41159
1

41159

U324670

• denotes the high end of the given employment quantile or decile category.
Source: Czechoslovak Statistical Bureau. 1988.
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TABLE V
Enterprise size distribution of Czechoslovak manufacturing firms between 1956 and 1988

Share of total manufacturing employment
Employment size categories

in absolute terms (OOO's of workers) in relative terms (%)

Year

1956
I960
1970
1980
1988

<500

193.2
154.7

37.0
26.0
26.0

500-2500

826.2
745.4
729.0
75L0
787.0

>2500

466.6
857.9
995.0

1052.0
1024.0

<500

13.0
8.8
2.1
1.4
1.4

500-2500

55.6
42.2
41.4
41.1
42.8

>2500

31.4
48.S
56J
57,5
55J

Source: Statistical Yearly, FCU, SNTL. Prague, various years.

decline in the overall economy in Czechoslovakia
in its export competitiveness, the economic
authorities have emphasized the need to maintain
and support large economies of scale production
in the export manufacturing sector. However, as
Mejstrik and Cermak (1990) confirm, this em-
phasis on large scale mass production has not
aided performance of these firms, even when they
have strong negotiation power. In fact, their results
suggest a negative correlation between the large
size of Czechoslovak firms in export manufac-
turing and performance.

One explanation for the decline in competitive-
ness and performance, as discussed in the previous
section, is that the large size and domestic monop-
olistic positions of Czechoslovak manufacturing
firms hindered their capacities and incentives to
adjust quickly to competitive market demands and
improve their innovation rates and applied human
resource skills. Administrative convenience en-
courages enormous production runs with mini-
mum variability. However, this is only a partial,
perhaps technical, explanation. More revealing is
that the high concentration of industry gave birth
to a perverse coalition structure, which tried to
maintain its hold on its economic and political
monopoly and subsequently presents itself as a
serious impediment to the economic transfonna-
tion of the country.

IV. The coalition structure in Czechoslovakia

As can be seen above. Czechoslovak manufac-
turing is experiencing serious woes in its inter-

national competitiveness. Both the aggregate and
disseminated data reveal that the Czechoslovak
manufacturing sector has not been able to recover
from its decline while the centralized system has
supported increasing economies of scale. It seems
that the institutional structure, as previously
discussed, can be considered as serious influence
on firm behavior and, moreover, has not created
any response to this steady fall nor any hope for a
future tum around. What is feared is an irreversi-
ble, sharp decline in export manufacturing, i.e.,
decreasing productivity and relative quality, con-
sequently a loss of markets. Therefore, radical
measures must be taken to restructure industry
and reflect world standards.

Economic reformers face a market dominated
by large state monopolies (Zemplinerova, 1989b),
which were created and maintained by administra-
tive action rather than economic determination,
and almost completely lacking a private sector.
even when compared to Hungary or Poland. One
could say that Czechoslovakia is home to a double
monopoly, that is, a monopoly established simply
due to the high degree of market concentration yet
combined with a monopolization along the politi-
cal and administrative power structure:

The enterprise in a non-parametrical environmenl is a
coalition of intemal and extemal participants. The internal
participants include the "control group" — the power
center of the enterprise, the worker aristocracy, and the
administrative apparatus. The main goal of this group is
not to improve efficiency and innovation, but rather to
establish close links with all members of the extemal
hierarcha) superiors. i.e., planning commission, industry
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ministries, and regional Party bosses, as well as with key
suppliers and cusiomers. These links help to insure the
fulfillmenl of personal interests of the "control group" —
ihcir material and political welfare. (Mlcoch, 1989, p. 15)

The coalition structure derives its own system
of barter exchange, an informal distribution net-
work of resources, where formal monetary cost
plays a secondary role. The trump card in an
exchange is the abihty to deliver a deficit product,
also known as "natural revenues," such as indus-
trial materials in short supply, the inside line on
certain consumer goods, or a "natural" bonus
system of coveted vacations. Capital is measured
not simply in monetary terms but rather in one's
access to materials through established informal
networks.

While the center may try to assert control over
firms directly or through VHJ's, the collusion of
formal and informal control groups creates an
illusion of "plan struggle." In reality, the collusive
monopoly decides on a distribution of resources
and benefits primarily for the internal rewards of
the "mafia." (This conception was originally dis-
cussed by Mlcoch, unofficially published between
1980 and 1983.) The larger the firm, the greater
its political and economic power, steering the
economic authorities to continue preference for
large scale production. Mejstrik and Hlavacek
(1991) argue that in monopolized or oligopolized
industries producing intermediate goods, the posi-
tion of the producer via the center and market is
strengthened as the government becomes depen-
dent upon such firms for the relative administra-
tive and economic stability. The center has no real
alternative in the short-run but to continue sup-
port of such firms.

Smaller producers, while also dependent upon
the larger coalitions particularly for supplies,
derive their power vis-a-vis the center through
their relative informational monopoly of their pro-
duction process and immediate inputs. Hlavacek
(1987) and Hlavacek and Triska (1988) have
shown that such producers aim at maximizing the
reserve (difference) between the real output and
the maximal attainable output with given inputs in
order to "soften" the tautness of the current or
future plan. The result is low production perform-
ance in both quantity and quality, with an em-
phasis on accruing large reserves of material

resources. Moreover, even though the firm may
be relatively smaller, its regional monopolistic
powers over resources and information allow it to
establish coalition ties with regional apparatchiks
and nomenklatura. Thus, while a smaller firm's
outright bargaining power with the center may be
less Uian that of a larger national monopoly, its
relative position in the industrial structure em-
powers it within regional coalition networks, such
as those described above by Mlcoch (1989).

The coalition structure and the manipulation of
material and financial resources is deeply rooted
in its informal nature, where the behavioral prob-
lems can not be easily changed by the abrupt,
formal transfer of the economy to a market-based
one. TTie country faces, in tiuTi, a very hostile
environment for the introduction of a market
framework. Barriers to entry include not only
those common in developed market economies'
but also a complete lack of guaranteed supply as
well as of market and resource information, most
of which is controlled by the entrenched state
firms.

V. The challenges of the reform process

The principle points of departure for reform are
the ftjll or partial privatization of state firms as
well as the development of a new private sector of
small and medium sized firms. Privatization in
Czechoslovakia is divided into "small" and "large"
privatization. The former method entails the
public auctioning for money of small parts of state
firms, services, retail shops, and restaurants with
only domestic residents allowed to participate.
The latter method concerns 60—70% of assets of
all state firms, except utilities, public transporta-
tion, primary resource producers (i.e., coal, iron,
etc.), health and education institutions, and those
included in small privatization. A market for the
purchase of shares is created as citizens are
allowed to buy shares of firms through the use of
vouchers, which are distributed by the government
for a nominal fee. State firms are given until
October 31, 1991 lo prepare the company for
such privatization, and the voucher auction begins
inJanuary, 1992.'"

Even the formal break up and privatization of
these enterprises does not, however, dissolve the
coalition structure nor address many of the
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barriers facing private start-ups, particularly in
light and medium manufacturing. The Czecho-
slovak privatization plan emphasizes the rapid
formal privatization of the state industrial sector.
It rests on the assumptions that firm formation
will occur principally through the "former" state
sector and that once a legal order for market
exchange has been established, property rights
delineated, and macro-economic monetary institu-
tions created, capital and firm formation will take
place in the "best of all possible ways" (see Triska,
1990; and Klausova, 1991). Most economic
reformers are demanding that the voucher process
be completed by the fall of 1992. The bulk of state
firms have been given only five to six months to
restructure before the October 31 deadline, and
reformers prefer to privatize larger entities for the
sake of administrative ease and speed. Whole
firms or large divisions are easier to evaluate and
prepare for privatization since the separate units
of a firm have no individual accounting system
(Hlavacek and Mejstrik, 1991). In tum, the pre-
privatization break-up has increased the number
of state industrial firms to less than 3000. Post-
privatization deconcentration is uncertain, be-
cause the further sale and restructuring of parts of
firms will not be rapid due to the low level of
domestic capital and the problems of asset evalua-
tion; and moreover, many firms and units are
likely to become bankrupt (Hlavacek and Mej-
strik, 1991).

In such a small, closed economy as Czecho-
slovakia, divisions left intact have a high degree of
regional monopolistic or oligopolistic power, par-
ticularly in the manufacturing sectors. Thus,
Czechoslovakia is faced with a monumental task
of creating basic competition — alternative sup-
pliers, in turn, alternative selection of the prices
and qualities of goods.

Beyond opening up the market to foreign
competition — a necessary measure which is at a
primitive stage of implementation and has proven
to be initially quite costly — Czechoslovakia can
open and facilitate the expansion of a domestic
private sector.

Since the legalization of private business activ-
ity was enacted in May 1990, enterprises are
indeed forming. Data collection on the new private
firms is at a rudimentary stage due to the com-
plicated registration process and transitory tax and

commercial codes. Initially, entrepreneurs and
their firms are registered as "physical" persons
with the subsequent option of registering as "legal"
persons. The former status simply declares one's
general commercial interest, where revenues gen-
erated are recorded in personal tax returns. The
latter status demands a detailed tax return by the
firm itself, which gives particular information
about the firms expenses, sales, profits, employ-
ment size, and capital base. Table Via shows the
breakdown of those individuals who have done the
general registration, and Table VTb shows the
number of new firms registered as legal persons
and the number of their employees, stratified
according to industry. Since such firms are the
only private firms which file a tax return, these are
the only private firms that are officially recorded
as actually operating.

The most immediate observation from the
above data is the disparity between the number of
persons registered for undertaking private busi-
ness (655,023) and the number of operating
private firms (1800). One reason for this is
technical. Table Via can be viewed as the number
aspiring entrepreneurs in the country. Most of
them registered simply to keep their options open
to start a firm, others have opted for the time being
to be employed in private firms, and still others
are operating firms which are registered as physi-
cal persons and, thus, are not officially recorded
by the government. In fact, preliminary research
by the authors and information from the Czecho-

TABLE Via
Registered private finns in Czechoslovakia as of March 21,

1991

Total number of registered private firms

Relative indt«try share of total (%):

Agriculture, forestry, marine commerce
Industrial production
Construction
Transportation and communications
Retail trade
Other production services
Accommodation and travel services
Municipal services
Education, culture, health and social care
Other services

665,023

xo
28.9
26.4

2.7
14.6
0^
2JL
8J
X7

12.2
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TABLE VTb
Number of private firms and employees by industry,

March 31, 1991

Indusuy No. of finns No. of employees

Agriculture, forestry.
and marine commerce

Industrial production
Construction
Transportation and

communications
Retail trade
Research and development
Real estate management
Olher services
Education, culture.

healih and social care
Other non-production

sectors
Unknown

Total

37
341
230

119
429

8
3

182

22

354
75

1800

Total

65
1862
1962

293
1537

73
37

858

183

1063
421

8318

ave. per firm

1.76
5.46
8.37

2.46
3.58
9.13

12.33
4.71

8.32

3.0
5.6

4.62

Source for Via and VIb: Jaroslav Kux, 1991, 'Enterprises
and Non-agricultural Cooperatives with a Small Number of
Employees' ('Fodniky a nezemedelska druzstva s malym
poctem pracovniku"). Statistical paper no. 2, Federal Statis-
tical Bureau, Prague.

Slovak Association for Private Entrepreneurs"
reveals that the majority of new firms are regis-
tered as physical persons, the reasons for which
present an interesting barrier to start-ups and are
discussed below. Thus, the actual number of
private firms is most likely greater than 1800, yet
is unascertainable at this time.

Table Via shows that 28.9% of aspiring entre-
preneurs are interested in starting an industrial
production business, and 25.7% are interested in
the construction business. The rest opt for various
service businesses. Table VIb shows that 341 or
18.9% of officially recorded firms partake in
industrial production, and 230 or 12.8% of such
firms partake in construction. T^e 1800 firms
officially employ 8318 persons, industrial produc-
tion accounts for 1862 employees, a 22.4% share
of total private employment, and construction
accounts for 1926 employees, a 23.2% share of
total private employment. Although the average
official size of private firms fluctuates between 2
and 12 employees per firm, recent research shows

that the average number of employees per firm is
often double since many employees are hired as
permanent "sub-contractors" in order to avoid
social security payments by the firm.'"'

While the above data show that private firms
are starting and will compose the bulk of small
firms, there is no overwhelming rush toward
establishing new firms. A recent poll of a third of
the working population reveals that although
many people are interested in establishing private
firms, not one mentioned an interest in the manu-
facturing sectors (Jozifkova. 1991). Indeed, the
barriers to private firm generation and survival,
particularly in manufacturing, remain high.

One barrier concems the registration process
and commercial codes. If a firm has more than 25
official employees and over 300,000 Kcs profit, it
must re^ster as a legal person (the same status as a
state firm), at which point the profit tax jumps
from 35% to 55%. Moreover, there continues to
exist a two-tier price system — the lower tier is
subject to a mark-up ceiling for the prices of inputs
and equipment. Legal persons, not physical per-
sons, are privileged to buy at the lower level and
are allowed to have direct foreign commercial
relations. These points present significant implicit
barriers to entrepreneurs who wish to expand their
firms. The increase in profit taxes and the subjuga-
tion to state administrative regulations discourage
new small firms from becoming legal persons.
In tum, they are hindered from hiring more
employees under legal contract and acquiring
cheaper domestic resources as well as higher
quality foreign inputs and equipment. Aspiring
private manufacturers are particularly impeded
from starting-up and expanding, since often they
require large amounts of inputs (the expen.se for
which is significantly higher when bought at the
higher price level), advanced (mostly foreign)
technology, and several skilled employees who are
now in great demand and liable to walk out at the
"next best offer" (especially to a foreign firm).
Recent interviews with start-ups reveal that such
entrepreneurs feel stifled from investing the neces-
sary time and money in production facilities and a
reliable workforce, because their liquidity con-
straints and the administrative redtape are com-
pounded by the regulations accompanying being a
physical person at such an early stage in the life of
the firm.
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Liquidity constraints are a serious problem in
Czechoslovakia, particularly concerning access to
bank credits.'-' Recent statistics show that although
Czechoslovakia has a savings base of approxi-
mately 267 billion Kcs, over one third is owned by
only 5% ofthe population (i.e., past nomenklatura,
black marketeers, etc.). At best, average savings
per household is about 53,000 Kcs or about
$ 1800 (McDermott and Mejslrik, 1992). This lack
of private investment capital, forces citizens to
tum to the banking system for start-up and re-
investment credit. However, the existing banking
system fails to meet the needs of private entrepre-
neurs for several distinct yet interrelated reasons.

Recent evidence shows that state firms are
becoming increasingly insolvent yet not bankrupt.
The reasons are threefold (Holman, 1991). First,
because of inflationary expectations associated
with the price liberalization in January 1991, state
firms used most of their liquid assets to increase
their input stocks and inventories by 115%, while
the average increase for industrial and manufac-
turing firms was approximately 140%. At the same
time, the decrease in 1990 in state subsidies and
depreciation allowances from 79% to 32% share
of firm disposable financial resources severely
constrained the financial capacities of state firms.
Total state firm insolvency jumped 45% in Janu-
ary 1991 alone. Second, to avoid primary insol-
vency, and consequently closure by the Mini.«;try of
Economic Affairs, state firms prefer to suffer from
secondary insolvency — their customers are
unable to pay for the goods already purchased.'"*
That is, state firms prefer to sell goods to one
another at inflated prices knowing that the cus-
tomer is unable to make payment, causing second-
ary insolvency which is officially insufficient
grounds for the closure of a state firm. Outstand-
ing inter-firm debt, as indicated by the level of
secondary insolvency, increased by 185% between
March and September 1990 alone and is one way
of financing excessive input stocks. The second
way has been through bank credits ((the third
reason for the perpetuation of insolvent state
firms).

Holman (1991) reveals that the banking system
does not have the financial capacity to cancel
inter-firm debt nor is it interested in halting credit
to state firms and causing massive bankruptcies.
Virtually all of bank capital is invested in state

firms, and the bankruptcies of state firms would
lead to the closure of the banks themselves.
Furthermore, since household savings is the
primary source of financing for credits to state
firms, the govemment has refused to cancel state
firm debts. Thus, state banks have actually in-
creased short and medium temi loans to state
firms, primarily used for financing inventories and
inter-firm debt, while decreasing long-term loans.
Between March 1990 and 1991, short-term credit
increased 64.75% and medium-term credit in-
creased 37.32%, while total lending increased only
7.5% (Holman, 1991).

The existing system of state commercial banks
has virtually exhausted its financial resources in
continued lending to state firms, and, in tum,
explicitly as well as implicitly discriminates against
lending to private firms. While the insolvency of
private firms represented less than 1% of total
insolvency in the first year of the legalization of
private enterprises, by the end of the first quarter
1991 loans to private firms represented less than
2% of total bank credits (Holman, 1991). More-
over, as of May, 1991 the average interest rate
charged on loans to state firms was 15.32%, yet on
loans to private firms its was 19.12%. Holman
(1991) argues that banks prefer to lend to state
enterprises than to private firms, since the banks
continue to rely on state subsidies to state firms.
For example. Kommercni Banka, which has a 48%
market share in Czechoslovakia and handles the
majority of private firm accounts, has instructed its
subsidiaries not to grant long-temi credits but only
short- and medium-term credits to private firms.
Its credit ceilings are 5 million Kcs for private
fimis and 100 million Kcs for state firms. Any
requests for loans exceeding these limits are
subject to negotiations with the headquarters,
where entrenched state firms can exploit their
previously established "inside lines" on credit
(Levitas, 1989).

When banks are not erecting explicit barriers
for private firm access to loans, the system estab-
lishes imphcit obstacles to gain investment capital.
First, state commercial banks continue to evaluate
requests for loans according to the level of existing
capital in a firm. While entrenched firms have little
problem with this criterion, private start-ups can
offer only a moderate sum of personal savings and
perhaps a rebuilt machine acquired from a state
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firm as sectired assets. In tum, start-up loans tend
fluctuate between 200,000 Kcs and 800,000 Kcs.
Second, the average terms of loans are 18%—20%
interest rate and 2—3 year payment schedule
(Holman. 1991). Private firms are unable to obtain
refinancing or further loans until the first loan is
paid in full. The result is that private firms suffer
from liquidity constraints soon after their estab-
lishment. Start-up capital is quickly used for the
purchase of a few used machines and materials
from the dominant state sector which demands
immediate payment upon purchase because of its
own liquidity crunch. Any remaining capital and
profits are used immediately for loan payments,
salaries, and further purchase of inputs. Since
private firms depend largely on state firms for
customers as well, they often experience great
delays in receiving payment from the many in-
solvent state firms. As tax and commercial codes
are not expected to be revised until next year, the
only legal penalty against late payment is a 0.05%
per diem (1.5% per month, 18.25% per year)
finance charge, which is a nominal cost for a state
firm and often cheaper than a new loan.

Small privatization was designed to meet many
of the needs for start-ups, particularly the oppor-
tunity to purchase production space and facilities.
However, the pace of the auctions has decreased
considerably. Although the govemment planned
to sell about 100,000 objects within 2—3 years,
only 7000 places were auctioned in the first six
months of the program, indicating that small
privatization will take 8— 10 years. There are three
main criticisms of small privatization (Wurmova,
1991). First, authorities have not complemented
small privatization with an adequate reform of the
state banking system to provide needed start-up
financing, as can be seen above. Only 4% of
auction purchases include financing through bank
loans. Second, approximately 81% of the facilities
auctioned have been for the purchases of only two
year leases with no guarantee of renewal. This
regulation greatly increases the risk of investing in
medium to long-term production facilities. Third,
properties auctioned are mostly retail shops and
restaurants, rather than facilities and space ade-
quate for production, such as parts of industrial
state firms, which further hinders start-ups in the
manufacturing sector.

In general, the production of intermediate

inputs and even basic equipment is dominated by,
a highly concentrated (soon to be privatized) state
sector, upon which private firms are dependent for
both suppliers and customers. The problems
presented by the combination of complex registra-
tion and commercial codes, a discriminatory
banking system, and the insufficient oppwrtunities
to purchase facilities through small privatization
hinder considerably the generation of new firms,
particularly in the production sectors and actually
allow entrenched firms to continue their preferred
access to resources. State firms continue to flex
their monopolistic and monopsonistic powers.
Since the freeing-up of and creation of alternative
financial and material resources appear to rest on
the reorganization of the concentrated state sec-
tor, the development of new private firms is still
largely dependent on entrenched informal net-
works.

On the one hand, state firms are and will be the
principal source for supplies. While they are
willing to sell inputs to private firms, the selection
and quality of goods are limited, and the terms of
contract and payment are stiU dictated the state
supplier. Recent interviews with start-ups reveal
that access to choice materials and even second-
hand equipment is greatly influenced by an entre-
preneur's ability to maintain from past employ-
ment personal ties to certain managers at state
firms. On the other hand, state firms represent the
primary source of customers and market informa-
tion for the entrepreneur. Often customers are
state firms with which the entrepreneur had previ-
ously done business as a state employee. Never-
theless, state firms still prefer to sell to and hire
one another in order to avoid primary insolvency,
as mentioned above, and to receive shortage
supplies as part of payment.

While these observations may not seem unrea-
sonable for start-ups in a transforming economy
such as Czechoslovakia, the problem is that new
firms largely depend on just a few entrenched
firms with which they have already ties. Rapid
privatization of the concentrated state industrial
sector, without previously boosting the formation
of private, smaller firms, leaves the nascent private
sector with few new options for supplies and
customers. As output falls and liquidity tightens in
the privatized state sector, start-ups may be faced
with poorer selection of goods, rising input prices.
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and increasing outstanding debts from customers.
Furthermore, such a environment is hostile to the
development of alternative production processes
which can aid the generation new inputs and
equipment as well as the reskiiling of workers.

As discussed in Section II, key factors in the
birth, development and success of small, flexible
firms are the opportunity to develop state-of-the-
art technology and various methods of retraining
laborers (Acs and Audretsch, 1989a; Sabel,
1989). Given the high costs associated with the
purchase of equipment from abroad and the con-
tinued reliance on entrenched firms for machin-
ery, manufactured goods, and the training of the
labor force, the dynamic growth of small firms,
subsequently a more balanced size distribution of
firms, as well as of the entire manufacturing sector
can be significantly hampered. The effect of such
an ologopolistic, perhaps monopolistic, market is
a general lack of competition ~ sluggish produc-
tivity and innovation coupled with inflationary
pressures.

White the privatization of the Czechoslovak
state sector is necessary lo the transformation of
the economy, adequate support'^ for the develop-
ment of new small firms is an essential component
to the re vital ization of the society. As new firms
concentrate their efforts on the production of
consumer and manufactured goods as well as
expand output before the state sector can be more
effectively organized, the traditional dominance of
heavy industry over the consumer and light indus-
tries will be weakened — and with it one of the
main structural causes of inflation in CPEs (Kor-
nai, 1986). The proliferation of thousands of new
small entrants can help demonopolize the indus-
trial structure and strengthen tendencies toward
price competition. Also, since small firms are
associated with high rates of job generation (Acs
and Audretsch, 1987), they have the ability to
absorb much of the unemployed from the bank-
rupt state factories.

Furthermore, the fairly rapid development of
the small firm sector can greatly aid the proposed
plans for the reprivatization of state firms, and in
turn the trading of shares. The capital accumulated
in these numerous start-ups will speed up the
selling of the state sector in the secondary market,
producing a broader middle class of financially
participating owners, other than a concentration of

past nomenklatura or indifferent shareholders
(Komai, 1990).

The public needs to be reassured that their
positive future is tied to their direct and local
participation in the development of markets.
Economic reformers need to offer a concrete
vision of how individuals and groups themselves
can take advantage of prospective market oppor-
tunities, i.e., by creating altemafive networks of
interdependent, competitive small and medium
sized firms as well as new local banks. Moreover, a
large body of independent, active economic agents
can better assure the maintenance and growth of
democratic markets in this volatile period of
transformation. Providing more direct economic
opportunities in local, smaller firms to those
currently without privileges demonstrates to the
people that marketization is not just for the
privatized nomenklatura, who may try to transfer
their former political capital into economic power
(Levitas, 1989).

Reformers in Czechoslovakia are gradually
realizing the need for an industrial policy which
actively fosters the development of private small
firms in the manufacturing sector.'^ At the mini-
mum, Czechoslovakia needs a distribufion of firm
sizes, which would efficiently enhance techno-
logical change and the satisfaction of consumer
tastes. Small firms can rapidly contribute to the
development of a harmonic size distribution of
firms. Given the structural barriers described in
this section, simply the legalization private busi-
ness, the implementafion of anti-trust policy, and
the reduction of bureaucratic red tape are insuffi-
cient. The current govemment's over-emphasis on
the privatization of the state sector al such an early
stage of industrial restructuring ignores the devel-
opment of a dynamic private entrepreneurial
sector and risks creating only a single ownership
and organizational form. As Cui (1991) argues
however, the key element which differentiates
market economies from socialist economies is the
"experimental nature" of market economies that
enlarges the opportunity set for the whole society
to experiment with new technological and organi-
zational forms. Such opportunities for experimen-
tation were at the core of the adjustment in market
economies, as discussed in Section lid.
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VI. Conclusion

This article has attempted to give an understand-
ing and analysis of Czechoslovak manufacturing
firms within the context of the economic strategy
based on the returns to scale paradigm. This
paradigm has been followed to its political and
economic extremes in Czechoslovakia yet did not
appear to positively influence the performance
and competitiveness of firms, contradicting the
assumptions by industrial policy-makers and man-
agers.

In spite of a relatively high economic level
inherited from past generations, the mature
Czechoslovak economy suffered serious drops in
total factor productivity growth rates as well as in
the ratio of the Czechoslovak export sale price per
average price of foreign competitors in the EC
market, especially in the manufacturing sector.
Furthermore, the Czechoslovak export manufac-
turing sector is dominated by firms with well over
1000 employees, with small firms virtually absent.

The qualitative and quantitative evidence sug-
gest an interesting reason for the downfall of
communist economies in Eastern Europe. Just as
Marx declared of capitalist economies, one can
say that communist centrally planned economies,
as in the Czechoslovak case, "sowed the seeds of
its own destruction." As the regime married itself
to ever more increasing scales of production,
coalitions of enterprise directors, regional Party
officials, and deputies of relevant ministries in-
creasingly acquired economic and political power.
These coalitions could virtually blackmail the state
into financially and politically supporting their
economic structure, while maintaining their eco-
nomic monopoly and, in tum, a "soft" environ-
ment for performance. Thus, intemal pressure for
structural change could be diffused over an
extended period of time.

The Czechoslovak manufacturing sector faces a
sharp decline in international competitiveness.
The transformation process is presented with the
challenge of a persisting coalition structure that is
deeply rooted in its informal nature, where the
behavioral problems cannot be easily changed by
the simple, formal transfer of the economy to a
market based one. Preliminary analysis of the
newly establishing small business sector and of
adopted legislation indicate that the complex

commercial codes, the discriminatory banking
sector, and the lack of opportunities to acquire
production facilities through small privatization
present serious obstacles to the development of
dynamic capital and firm formation, which is
critical to the survival and success of democratic
marketization. The government's preoccupation
with the rapid privatization of the state sector
through the use of vouchers ignores the difficulties
facing the development of small and medium sized
firms, especially in the manufacturing sectors, and
consequently risks damaging the economic revi-
talization of the country.
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Notes

' Czechoslovak statistics record only the number of laborers
in firms, excluding the calculation of the number of white-
collar employees.
- Koraai (1980 and 1986) has written most extensively on
such an environment, terming the problem a "soft budget
constraint."
^ In the 1960s, economic and political leaders in Czecho-
slovakia began to debate and test reform measures in order to
reverse the economic decline that the country had been
experiencing since 1959. The Warsaw Pact invasion inio
Czechoslovakia on August 21, 1968 brought an end to
Prague Spring as well as any deviation in the traditional model
of a centrally planned economy. After 1969, the center began
to reassert it.self. For an insightful discussion on the reform
debates during the 1960s see Batt (1988).
"* First, increased labor-force participation of women and the
baby boom generation may have increa.sed the supply of
exactly those kinds of labor which is most conducive lo small
firms (Evans and Leighton. 1989). In addition, the decrease in
U.S. real wages during the 1970s and early 1980s may have
also provided labor intensive smaller with a competitive edge
over capital intensive firms. Second, the proliferation of
consumer tastes, away from standardized mass-produced
goods and towards stylized and personal products, has also
been a catalyst for small firms. Third, relaxation of entry
regulation in some industries, such as telephone manufac-
turing and financial services, has increased the opportunities
for small firms (Brock and Evans, 1989).
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' Relative prices per unit of weighl of exports is regarded as
the strongest indicator of relative product and technological
quality in comparisons with Eastern European economies.
This is a subject of considerable interest in Czechoslovakia
with a general assumption that a high price per unit of weight
of product reflects a high input of "qualified labor." Official
statements even refer to this measure as a desirable target for
economic policy. The measure has been suggested in British
as an indicator of the technological level of machinery, and it
does correspond in some cases at least to foreign Irade
performance of individual products. It seems far more
attractive as a measure of comparative product quality of an
Eastern European country able to produce and export even
uncompetitive products (Myant, 1989, pp. 229—235).
*• Statistics are taken from the Federal Statistical Yearbook.
Prague, respective years. U should be noted that the classifica-
tion of the level of product quality and innovation is based
entirely on domestic administrative (subsequently less de-
manding) criteria, which often are influenced by local
interests. Also, these criteria are predominantly of a technical
nature — users have little influence on their evaluation and
the assessment of products is done a priori. In tum, low
quality products are practically no longer assessed, and a
reduction of the prices of poor quality products is hardly ever
implemented, even when low efficiency exports are attained
(i.e.. the ratio of the number of goods with increased prices to
those with decreased prices in 1985 was 78:1). Thus, "innova-
tions" fail lo register as cost saving measures (Mejstrik, 1989).
' According to Brown and Phillips (1989), the employment
measure is a standard criterion to gauge firm size.
" Expon manufacturing firms are defined in Czechoslovakia
as those which pursue expon activities, yet also contribute
(often principally) to domestic production. According to
Zemplinerova (1989a) export manufacturing firms account
for 65% of all manufacturing firms.

** Standard entry barriers in leading developed countries are
typically high capital requirements, scale economies, adver-
tising, and R & D (Geroski and Schwalbach, 1991). By
contrast, entry barriers are vastly more complicated and
widespread in Czechoslovakia.
'" "Small" privatization is implemented through a standard
financial auction, "l^rge" privatization is a "dutch" auction
for the shares of state firms that is administered through the
use of vouchers, because authorities believe that there is
simply not enough private capital in the country for citizens to
panake in de-nationalization of 60% of the economy. For
2000 Kcs, a citizen over the age of 18 receives a check book
worth approximately 30000 points. Voucher points are ex-
changed for shares in firms directly or in mutual funds. Each
citizen is allowed only one voucher bcx>k, and vouchers are
non-transferable. A standard secondary market for shares
opens a few months after the close of the second three month
round of voucher trading. August 31, 1992. For a more
detailed account of the process, see KJausova (1991).
'' Preliminary research on start-ups in the Prague region was
conducted during summer, 1991 by McDermott. 30 firms
were interviewed and 125 were surveyed. Industries analyzed
were industrial electronics repair and manufacturing, energy
production, construction, furniture, gas equipment repair and
manufacturing, and hght metal manufacturing. The best infor-

mation on the private sector is at the Czechoslovak Associa-
tion for Private Entrepreneurs, established in January. 1990.
The Association boasts a membership of 115,000 entre-
preneurs. Although a detailed statistical analysis of the
activities of its members is still in progress, initial returns
indicate that only about 3% of its members are willing to start
a manufacturing firm.
'- It appears that most employees are each officially sub-
contracted firms. A person registered as a physical person, or
with his "zivnotensky list," is allowed to cam a limited amount
of private income from his own business and is responsible
for his own social security payments. If a firm hires a person
as an official employee, not under sub-contracting terms, the
firm must pay the social security taxes for the employee. In
order to avoid these taxes, the firm hires people, who have
their own "zivnotensky list," under permanent or per-job sub-
contracting terms. Thus, a construction firm with 200 em-
ployees may only officially have 4 employees, while the rest
have their own "zivnotensky list" and are permanently sub-
contracted.
" Evans and Jovanovic (1989) have shown that liquidity
constraints are a serious impediment to the formation of
firms.
'* The Ministries of Industry and Economic Affairs are
allowed to close a company only if it suffers from primary
insolvency, not secondary insolvency. Primary insolvency is
defined as insolvency due to the outright inability of a firm to
sell the good it has produced. Secondar>' insolvency is defined
as insolvency due to the purchase firm's inability to pay the
bill. Theoretically, a firm suffering from secondary insolvency
is able to produce marketable goods bout is not fully
responsible {'or the fact that the purchaser can not pay the
outstanding debt. Therefore, in order to avoid formal bank-
ruptcy, state firms collude to sell to one another, increase
inter-firm debt, and suffer from secondary insolvency. At the
same time, they demand payment upon purchase from private
firms.
' ' For example, Anthony Levitas (1989, 1990) has argued
for the formation of local institutions in Poland which would
improve the flow of resource and market information, the
skill level of workers and the provisions of credit for new
firms.
'* For concrete policy recommendations in developed mar-
ket economies, see Storey and Johnson (1987). The govern-
ment in the Czech Republic has recently submitted a support
program of 3-year interest-free loans for certain classes of
private start-ups, yet the program will not be implemented
before January, 1992, at the earliesL
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