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Introduction
Small and medium-sized enterprises The European Commission Recommendation 2003/361/EC (as of May 6, 2003 in force as of Jan 1, 2005) defines the category of micro, small and medium-sized enterprises as made up of enterprises which employ fewer than 250 persons and which have an annual turnover not exceeding EUR 50 mil, and/or an annual balance sheet total not exceeding EUR 43 mil.  After amendment as of May 2004, Bulgarian SME law incorporated the EC Recommendation by increasing the number of employees to 250, and turnover and balance sheet ceiling respectively to 15 mil BGN or 8 mil BGL for medium-sized companies (50-249 employees) and 5 mil BGL for small companies (10-49 employees). Departing from EC Recommendation 2003/361/EC, Bulgarian legislation includes in the SME category only legal entities only, while the EC definition includes any form of economic activity irrespective of the legal status.  (SMEs) are essential in the process of transition from a centrally planned economy to a competitive market economy; they are a key determinant of job creation, social stability and sustainable economic growth. In addition, small firms If not otherwise indicated in the paper I use the terms ‘SMEs’ and ‘small firms’,  respectively ‘small businesses’ alternatively easily adapt to changes in the economic environment and play a significant role in the transfer of innovations. Equally important, small enterprises target the existing market niches and, thus, ensure a supply in the economy that fully responds to consumers’ needs. 
Small and medium firms in Bulgaria comprise about 99% Source:  National Statistical Institute of the total number of all enterprises in the economy. Moreover, these enterprises ensure 79% of the employment and 75% of the turnover, as well as create 61% of the private sector value added. SMEs’ share in the private sector exports is 54% and 73% Source: National Statistical Institute of the imports, making them an important factor for business internationalization. At the same time, however, SMEs are extremely vulnerable to international competition, as well as to changes in the administrative regulations. All these characteristics of SMEs make them crucially important in the context of Bulgaria’s European Union (EU) accession. 
The aim of the paper will be to analyze the problems SMEs in Bulgaria face on the road to the EU accession and to highlight the opportunities and challenges in front of them. First I will focus on the role of the initial conditions in Bulgaria because of their importance for the SME development and will then proceed to a more detailed analysis of the problems of Bulgarian SMEs. The analysis will be performed in the light of the main aim in front of SMEs: to survive and grow on the Single European Market Regarded as ‘the single market’ this point forward. 
Role of Bulgaria’s initial conditions on the small business sector
A simple comparison between Bulgaria and Hungary, regarded as a pioneer in economic reforms, provides enough evidence of the role of initial conditions: Hungary had in 1985 about 33,000 SMEs, while, in contrast, Bulgaria had at that time only 650 small firms - all state-owned. Hence, one of the most important consequences of the communist regime in Bulgaria regarding the small businesses was the complete loss of entrepreneurial traditions and culture. There is no doubt, however, that apart from the initial conditions, the state and trends of small business in the former communist economies differ due to other reasons, as well, among which I would emphasize the different speed and depth of the reforms. 
Bulgaria started real reforms in the private sector only after the political changes in 1989 with the adoption of the fundamental legislative framework. In this respect 1991 was a cornerstone in SME development, marking the foundation of a conceptually new state policy towards small business. In 1991 the Small Enterprises Fund was established with a main purpose to offer financial assistance to the small businesses. This soon transformed the image of the national economy from an economy with limited number of big state-owned entities to dominance of the SME sector. In 1992 alone the number of the small firms in the country reached nearly 200 thousand, over-passing 450,000 in 1995. Currently the number of SMEs in Bulgaria is 216,000, which comprises 99.2% of all enterprises and 99.8% of all private enterprises Source: National Statistical Institute.
There is an important note I would like to make here: certain psychological factors played a role in the boom of private firms registration: many people entered the small business aiming only at making profits from covering the emerging market niches (especially in the sector of service providing); at the same time, as a legacy of the past, there was no entrepreneurial knowledge and culture. This lack of managerial excellence became a major factor for a huge number of bankruptcies among SMEs in the mid-90s, and presently determines some of the weaknesses of the small firms that continue to exist. Another point is that during the years of transition many of the entrepreneurs headed to sectors which did not require large investment to set up a business.  Up to a great extent the trend to enter the fast-liquidity sectors is maintained also today due to the still difficult access to financial resources, strong competition, as well to relatively narrow consumption. Recent data Source: Agency for Small and Medium-Sized Enterprises, Annual Report, 2004 shows that the biggest share (almost 55% of all SMEs) is taken by micro and small enterprises in the trade sector and car repair, followed by hotels, restaurants, real estate and financial service Excluding banks and insurance companies
 Source: Agency for Small and Medium-Sized Enterprises, Annual Report, 2004 agencies. 
Present achievements: improvement in the business environment
For the past couple of years there was a slow but stable increase of the small enterprises’ role in the economic growth indicators. As a continuation of the 1998 trend, SMEs continue to increase their share in the gross value added. At the same time, share of small firms in employment continues to rise reaching an absolute increase of over 100 thousand employees in the period 2002-2003. These positive trends reflect the increasing weight of small business in the Bulgarian economy and confirm correlations that have already been noticed in other national economies, i.e. when macroeconomic indicators stabilize small businesses react faster than big entities and first register growth.  
Here I would like to point out several administrative measures which lead to improvement of the business environment for SMEs and played a positive role for small businesses’ growth. First, the Agency for Small and Medium-sized Enterprises was established in 1997 – the first ever institution in the country dealing with the problems of small firms. The Agency has various functions, of which the most important are developing drafts of the National Strategy for Promotion of SMEs, initiating legislative changes, providing financial support to SMEs, as well as offering information and consultation; it thus plays a key role in small business promotion. 
A number of legislative changes have had a positive impact on SMEs standing, as well, such as changes in the taxation policy with the amendments of the corporate tax and VAT laws. Even more important, amendments in the administrative regulations in recent years lead to removing part of the administrative barriers in front of SMEs, among which reducing the number of licensing and permit regimes. There were also significant (although still not sufficient) improvements in the administrative efficiency leading to better public procurement procedures and easier bankruptcy procedures, which made it possible for small firms to more easily go in and out of business.
Finally, I will briefly mention Bulgaria’s participation in various international programmes and initiatives, offering support to the SME sector, among which the EU PHARE and SAPARD programmes, as well as the Framework programmes on SMEs Presently the Sixth Framework Program is into force; USAID’s FLAG programme; the credit lines of the CoE Development Bank, etc. All this creates good opportunities not only for small firms’ projects financing but also for attainment of education and training for the employees. As part of the implementation of EU projects information and consultancy centres and business-incubators were established all over the country. 
All the above-mentioned facts are important steps towards creating a business-friendly environment. At the same time, however, Bulgaria’s EU membership will lead to significant changes of the whole macroeconomic structure, as well as cause sector and market segments’ reorganization at the mezzo level. Furthermore, at the micro level Here I use the taxonomy of EU membership effects to macro, mezzo and micro effects, proposed by Dominiak, 2002 the single market would require an intra-firm change, especially regarding the business strategies and management competencies. With regard to SMEs in particular, EU-membership means higher opportunities, such as a larger market, better growth perspectives and less administrative barriers but it also brings risks of intensified competition, higher input prices, strict requirements for compliance with the quality standards and, as a result, possible loss of competitive advantages. In this respect, in the following section I analyze both internal and external factors that I consider crucial for SMEs survival and growth in the context of the county’s EU accession.
Bulgarian SMEs: internal weaknesses and external threats
The Annual Reports of the Agency for SME shows that small businesses enjoyed higher revenues and growing profits for the past couple of years. At the same time, however, these reports do not mention the fact that the main source of profit growth remains the low labour cost (by reason of low qualification of the employees). The reports highlight, however, another liability of Bulgaria’s SMEs: the relatively low level of investment in new technology and machinery – factors that are crucial to achieving long-term competitiveness. And here I see one of the potential problems for the small business in terms of Bulgaria’s EU accession – the present low competitiveness of the domestic SMEs might lead to mass closing of small firms when combined with the intensive EU member-states competition, which in turn would mean a boost of unemployment and loss of both social and political stability. 
At the same time the competitiveness of the SMEs is Bulgaria is highly susceptible to the domestic demand. The domestic demand is, of course, a key determinant for the achievement of competitive advantages for most of the enterprises at any economy. But there is a specific feature of the economic situation in Bulgaria I would like to mention here: regardless of the stable macroeconomic indicators, Bulgaria’s economy is still characterized by low internal demand and low purchasing power for the majority of the population. This, in turn, forces SMEs to implement strategies to lower the costs instead of implementing strategies to improve the quality of the products and production processes; the latter means lower productivity and lower competitive ability. 
Hence, the domestic demand significantly lowers the opportunities for Bulgarian small firms to achieve higher competitiveness since demand is driven by lower prices and not by higher quality, thus, sending a wrong market signal to SMEs. I see the latter as the major setback to increasing the competitiveness of the Bulgarian SMEs; at the same time, the EU market is characterized by strict requirements for the quality of both production processed and final products. For many of the Bulgarian small and medium firms, however, the EU standards remain difficult or even impossible to achieve. For example, the last Registrar of milk processing companies published in February this year reports that almost 200 of these firms have been closed as a result of being unable to implement quality standards, while only 33 of them have been licensed to export in the EU Source: National Veterinary Medicine Service.  
Regarding the production factors, Bulgarian SMEs possess some competitive advantages but these are, to my mind, exclusively due to low-priced labour force and occasionally to good business location, and not to innovation. However, such competitive advantages are highly vulnerable to changes in the macroeconomic framework. At the same time, as a result of still difficult access to finance for most SMEs, investment in new technologies remains rather limited. And here, I think, comes the next serious challenge for Bulgarian small business: the old technologies make the production process ineffective and, therefore, rather expensive. There is a positive trend, though, to implementing the EU quality standards but the share of the SMEs with EU certificates remains low as compared to the total number of enterprises. It is a crucial point since firms’ failure to implement quality standards after Bulgaria’s full EU-membership would be equivalent to going out of business. 
Another major problem for the Bulgarian small firms, as hinted from the previous paragraph, remains the shortage of funds. SMEs fail to fully benefit from the county’s participation in the international programmes offering financial assistance and from the stable banking system. Due to the credit expansion in 2004 and 2005 Bulgaria is catching up with the EU member-states with respect to the private sector credits/GDP ratio and ‘access of SMEs to finance has considerably improved’Source: Regular Report on Bulgaria’s Progress towards Accession, European Commission, 2004, www.europa.eu.int: both for circulating assets and investment loans. At the same time, according to a research of HVB Bank Source: Delegation of the European Commission in Bulgaria, www.evropa.bg for the challenges and trends in financing SMEs, the main problems in SME financing remain the same: SMEs often fail to provide collateral, lack credit history, keep no accurate accounting and cannot present realistic business plans. Hence, innovations are mostly self-financed by the entrepreneurs or leased, which determines the slow pace of technological improvement. The bottom line is that fully benefiting from the existing financial sources is another crucial challenge to Bulgarian SMEs since it fundamentally determines competitiveness and sustainability of these businesses.
One other weakness of Bulgarian SMEs comes from the fact that many of them fail to obtain information on the market. A representative survey of the Bulgarian Marketing Association shows that less than 40% of small firms use any kind of marketing: 13% of the managers report that they do not gain information on the market and competitors, 20% have no adequate sources of such information and another 21% share of the managers answer that they are not aware of this issue. 43% of all managers assess their marketing knowledge as good; at the same time, however, 52.4% of them fail to name any source of marketing information. These results are quite alarming, I think, since the use of marketing is a proxy for the firms’ ability to survive and be completive in the single market. Furthermore, there are still SMEs with no access to Internet and computer usage (19.5% Source: Joint Survey on Information and Communication Technologies Usage in Enterprises, 2004,  National Statistical Institute and the European Community of the enterprises with 10 to 49 employees report no computer usage at all), which would mean further loss of competitiveness in the long term. 
A summary SWOT analysis of the above mentioned positive and negative aspects of small business is presented in the table below.  Of course, the presented analysis is far from being exhaustive but it gives grounds to conclude that small firms face various challenges in the context of the country’s EU accession. These problems, combined with the expected effects of the enlargement, lead to the natural question for the readiness of the Bulgarian SMEs for the single market.  

Table 1: Summary SWOT analysis of Bulgarian SMEs
Strengths
Weaknesses
Growing role of SMEs in the value added, GDP and employment 
Faster responsiveness to macroeconomic stability
Flexibility and easy adaptation
Customer orientation
	Lack of entrepreneurial excellence
	Price-oriented strategy
	Limited possibilities for technological innovation
	Ineffective production process → low competitiveness
Lack of strong marketing 
	Insufficient creditworthiness 

Lack of capacity to benefit from EU funds
Unable to meet quality criteria on the EU market
High volatility to changes in the environment
Opportunities
Threats
Stable banking system → better access to finance 
	Lower administrative barriers, faster administrative procedures,  favorable tax legislation → better business environment
Participation in various  EU programs 
Establishment of information and consultancy-providing centres
Establishment of national and transnational cooperation
	Price-,  not quality-oriented demand 
	Frequent legislative changes and deficiencies in the judicial system

Potential threats after the EU accession: 
	Intensified competition
	Higher input prices
	Strict quality standards

Source: Data from Agency for Small and Medium-Sized Enterprises, Annual Report, 2004, own conclusions

Readiness of Bulgarian SMEs for the EU accession 
This year’s Business Barometer survey Source: www.unwe.acad.bg carried out by an association of university professors shows growing worries among SME managers regarding the EU accession: about 75 % of the managers of different Bulgarian SMEs fear of the negative effects of the EU enlargement; moreover, nearly half of the respondents predict an avalanche of bankrupt enterprises after entering the EU. Another representative survey on the readiness of Bulgarian entrepreneurs for the single market, executed by the Bulgarian Chamber of Commerce (2003), also produces alarming results: 22% of the entrepreneurs expect to gain support form the EU funds, while at the same time, more than half of them are unaware of the PHARE and SAPARD programmes; only 12% are familiar with the European Charter for Small Enterprises and less that 20% with the National Strategy on SMEs. And an even more alarming signal is that 47% of small business managers declare that they share no interest in these documents since these do not help their business in any way. 
The main reason I quote these surveys is that both show a key contradiction: on the one hand, most SME managers remain ‘myopic’ and fail to realize that the country’s EU accession could be a source of new opportunities for their businesses; on the other hand, many of those, who do realize the positive economic effects of Bulgaria’s EU membership expect to benefit from the new opportunities without possessing the necessary knowledge for it. At the same time, it is namely the managers of these firms,who need to directly face the EU challenges and it is their efforts that would lead to a business survival or failure. This contradiction, together with all other weaknesses of the small firms in Bulgaria, gives the sad answer to the question for the readiness of the Bulgarian SMEs for the EU membership: presently the majority of these firms remain ill-prepared to face the challenges of the single market. And of critical importance here is whether there are any corrective measures to be undertaken in the extremely short time-period before 2007 and, if yes, what is necessary to be done. The next section provides policy recommendations in two main directions: measures on state level and on SME management level, aiming at transforming the identified weaknesses of small businesses into strengths, overcoming the threats and fully benefiting from the existing opportunities.  
Policy recommendations
Overcoming the challenges of the EU accession, by all means, requires the support of all state-level authorities. As pointed out in the last two Regular reports on Bulgaria’s progress towards accession Bulgaria needs to ensure coordination of efforts of all state authorities in the process of SME policy making and implementation. First and foremost, following the recommendation of the 2005 Progress report  the Bulgarian Parliament needs to amend the definition of SMEs to ensure full compliance with the Commission Recommendation.  Next, there is the also the need for the government to facilitate the transformation of Bulgarian entrepreneurs into knowing and skillful managers. This would require that the Cabinet initiates educational and training courses that fully respond to the needs of SMEs. Even more important is the need to tailor the whole educational system and to closely link it to the business needs, as a whole and the needs of small business, in particular. In this respect, I believe, the Bulgarian government could ‘import’ some good EU practices, such as the JUNIOR JUNIOR project of the Institut der Deutschen Wirtschaft allows students in secondary schools and above to carry out mini-businesses lasting for up to an year, and thus get acquainted with entrepreneurial issues. project implemented in FR Germany, for example.   
Another point is that, regardless of the legislative changes many small firms continue to report high taxes as a major setback for their businesses Source: Agency for Small and Medium-Sized Enterprises, Annual Report, 2004, meaning that further action is required in this respect. Other important tasks are further simplification of the regulatory framework and better administrative efficiency. Unfortunately, it seems to me that the state authorities are unwilling to adopt radical simplifications of the administrative procedures probably because it would require higher efforts and real willingness to change.
Another issue of key importance, as already mentioned, concerns the need to improve the efficiency of the state administration. Based on the low awareness of SME mangers of the EU programs, it is apparent that both the Agency and the business centres fail to competently provide information and consultation; it is therefore crucial, among other things, to improve the administrative capacity of these structures. Furthermore, the government’s information policy should be strongly focused the on the EU accession; this might happen  for example by creating a great number of smaller offices located all over the country that would give detailed information on various issues concerning not only access to EU funds but also on administrative issues. 
As previously mentioned, technology and innovation are important determinants of SMEs competitiveness. Hence, it is necessary that the government finally establishes a national innovation system to ensure the transfer of innovations and exchange of know-how between SMEs both on national and international level. It is also the government’s duty to put priority on the use of information and communication technologies as a fundamental determinant to SMEs development; efficient use of ICT would allow SMEs to have an easier access to information on legislation, administrative regulations, as well as EU programmes, financial sources and market information. And finally, as pointed out by the Commission the last two Regular reports, a crucial point in the overall process is that the state authorities ensure involvement of representatives of the small business in the process of policy drafting and implementation. 
Government participation is a necessary condition to overcoming the SMEs’ weaknesses; however, this goal is impossible achieve without the active participation of the small firms’ management. The first and most important step in this respect calls for the managers of Bulgarian SMEs to fairly assess their own weaknesses and show willingness to work for the improvement of their businesses. Managers currently underestimate the internal problems of their businesses, coming from both low quality of their production factors and final products and, at the same time, tend to overestimate the external problems, i.e. legislative changes, taxation, administrative barriers. In my opinion, key to acquiring a higher competitiveness of SMEs is access to finance because of its fundamental role for technological innovation and sustainable growth. Hence, improving the capacity of SMEs as borrowers is of crucial importance; if necessary, SME managers should look for external consultants to assist them in the process of establishing strict accounting and realistic business plans. 
Equally important, managers should keep themselves well-informed on the legislative changes, technological innovations, as well as of the opportunities provided by Bulgaria’s participation in the EU programmes. In this respect it is vital for the small firms to enhance computer usage and Internet, as well as to ensure education and training both for the managers and employees. And, last but not the least, key issue in the whole process is that small business’ management finally shifts from survival strategies based on price competitive advantages to development strategies based on the quality of the products; failure of the SMEs to ensure compliance with the quality requirements would put out of the agenda their participation in the single market.  
Concluding Remarks
After the fall of the communist system Bulgaria has put a lot of efforts to overcome the inherited loss of entrepreneurial culture and to ensure the presence of fundamental pre-conditions for small business establishment.  Furthermore, the country has also made good progress in stabilizing the macroeconomic indicators and creating a friendly environment for the SMEs. At the same time, in order to ensure complete preparation of the small firms for the challenges of the EU accession the state authorities need to better coordinate their efforts on implementing a credible and efficient SMEs policy to further improve both the business environment and the SMEs’ management capacity. The successful entry of the Bulgarian small firms into the Single European Market is not only crucial for the small business itself but also for ensuring stability and growth of the Bulgarian economy as a whole.
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