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Abstract

Having agreed that public bureaucracy matters for facilitating economic development, social scientists debate which type of organizational design of bureaucracy is welfare-enhancing: that which is suggested by principal-agent theory or a classical civil service type? This paper explores the role of meritocratic recruitment in the organizational design of public bureaucracy in fostering small business growth in Russian provinces. Utilizing an original data set on the organizational structures of the departments of economic development in 40 of Russia’s provinces, we quantitatively test the theoretical prediction that provinces that incorporated competitive hiring of public bureaucracy personnel experienced more rapid small business growth between 1996 and 2004 than did those regions in which this organizational design was less fully incorporated. We find that meritocratic recruitment significantly enhances prospects for small business growth, even when we control for a number of variables, classically associated with economic development.

PROBLEM STATEMENT AND OBJECTIVES

The New Institutional Economics claims that secure property rights and low transaction costs are the key ingredients of good economic performance (North 1987, 1990, Williamson 1975). By possessing a significant discretion in public policy implementation and increasingly in rule-making
 public bureaucracy appears to hold the key to both secure property rights and low transaction costs. 

Case studies (Amsden 1989, Johnson 1982, Quah 1993, Wade 1990) and comparative research (Knack and Keefer 1985, Mauro 1995, Rauch 1995, Evan and Rauch 1999, Rauch and Evans 2000) have both found that the quality of governmental bureaucracy is a necessary condition for economic growth. While theoretical arguments and empirical evidence support the idea that the quality of the state apparatus matters for development, they tell us less about what determines a welfare-enhancing bureaucracy. If effective public bureaucracy is a prerequisite for economic growth, it is important both from theoretical and practical points of view to identify the determinants of welfare-enhancing public bureaucracy.

Questions about the determinants of welfare-enhancing public bureaucracy bring us to the center of an ongoing academic debate about principal-agent relations – ‘an asymmetric relationship in which authority is located on one side and informational advantage on the other’ (Miller 2005). In a canonical principal-agent model (Weigast and Morgan 1983, Weigast 1984, McCubbins and Schwartz 1984) a powerful principal monitors the behavior of self-interested bureaucratic agents and applies incentives and/or sanctions to improve their performance. Over almost three decades, many principal-agency scholars have found themselves concerned with the search for an incentive system that would align the agent’s actions with the principal’s interests and eliminate shirking. In 2001 a major piece on principal-agency theory summarized that today ‘economics is to a large extent a matter of incentives…’ (Laffont and Martimort 2001:1). Many policymakers around the globe share the optimism of studies that show that efficiency of firms and governments may be achieved by taming agent’s self-interests by means of a suitable incentive system. The policy recommendations developed in the spirit of principal-agent approach (performance-based pay, downsizing, tournaments among current employees for higher-level positions, inter-agency competition, outsourcing, quangos, etc.) found application as so-called New Public Management administrative reform in many countries, most notably in New Zealand (Bale and Dale 1998, Boston, Martin and Pallot 1991).

The major building block of the principal-agent theory is an assumption about the superiority of the principal’s preferences over those of the agent. The owner of a private firm knows better than her agent what is in her firm’s best interests. In a democracy the superiority of the principal’s preferences is often explained by the representative nature of political power. The desire for reelection forces politicians to promote public policies that more or less reflect the preferences of their constituencies.
 Consequently, the principal-agent relationship is normally seen as between a benevolent principal, seeking socially optimal public policies, and a shirking agent, who maximizes the goals of her agency or self-interest. A canonical principal-agent theory finds itself concerned with the problems of adverse selection – finding the right person for each bureaucratic position, and the agent’s moral hazard – ‘a self-interested incentive to do something that detracts from the efficiency of the social organization’ (Miller 2000: 290).

Despite the analytical elegance of this approach, critical analysis suggests that: 1) the theory is limited only to a relatively small number of democratic polities; 2) the theory fails to recognize that even in truly democratic settings politicians may display moral hazard. Representative democracy is a necessary condition for satisfying principal-agent theory’s claim about the superiority of politicians’ preferences over bureaucratic ones. If a person becomes a lawmaker by means other than free and fair elections, then the very rationale for claiming that politicians act in the interest of citizens is undermined. This means that the claim about the superiority of elected principals’ preferences does not hold against all political backgrounds but only in liberal democracies.

Most importantly, however, for principal-agent theorists, moral hazard on behalf of principals is not part of the puzzle. Meanwhile, the presence of welfare-undermining incentives on the part of the principals was proven theoretically (for discussion see Miller 2000, 2005) and empirically observed in both private and public sectors.
 Recognition of the fact that principals may behave opportunistically challenges the very foundations of principal-agent theory and poses serious doubts about the appropriateness of an organizational structure of public bureaucracy that advocates the direct and full subordination of agents-bureaucrats to their political masters, be it spoils or New Public Management. 

In a situation of ‘double transition’, the problem of restraining principals from welfare-undermining actions is of special importance. The economic transition from a command to market economy creates the availability of rents, which is considered as the ultimate source of rent-seeking behavior (Mauro 1998). A massive change in the ‘rules of the game’, namely privatization, creates incentives for power-holders to use the power of the state in their self-interest instead of for socially optimal policies. In a ‘double transition’ this economic change is taking place in the political environment of a nascent democracy, where the mechanisms of both horizontal (separation of powers and party discipline) and vertical (elections) checks and constraints are underdeveloped. This unleashes rather than controls the opportunistic behaviour of power-holders. In the context of simultaneous transiting from a command to market economy and from non-democracy to democracy we should recognize political opportunism as a critical issue in the design of public agencies.
Theoretical Framework

We draw on Gary Miller’s analysis of organizational design of public bureaucracy, which accounts for moral hazard on the part of politicians (2000, 2001, 2005, 2007). Miller tries to rationalize the prevalence of civil service in most developed countries, building his theory upon Bengt Holmstrom’s study of moral hazard in team production (1982) and the North and Weingast research on credible commitment (1989).
 

Miller has applied Holmstrom’s (1982) analysis of the effect of the organizational structure of private firms on efficiency to the production of public goods by the state. Holmstrom (1982) claimed that efficient team production requires a passive owner, who does not take part in the production process but simply claims residual benefits. In other words, if the owner is not passive and chooses to influence the actual running of her firm, it will likely undermine its efficiency. From this point of view, the separation of ownership and management in the organizational structure of modern corporations, which isolates owners from the day-to-day participation in the management of their firms, was recognized as playing the efficiency-enhancing role of creating a passive owner of the residual profit (Holmstrom 1982, Summers and Shleifer 1988). 

However, it was found that even under the separation of ownership and control ‘the self-interest of the residual owner is necessarily at odds with the efficiency of the organization’ (Miller 2000: 297). The example, brought to the literature by Eswaran and Kotwal (1984), demonstrated that the owner has an incentive to increase her own share of benefits created by the team; and even the passive owner has feasible opportunities to ensure that the team fails to reach its production targets. By bribing just one member of the team to shirk, the owner increases her own share by the amount of bonus that would be paid, had the team reached the targets. Miller concludes than any incentive scheme that eliminates moral hazard in one set of players, however, creates moral hazard in another set of players, let it be the passive owner in private firms (2000) or ‘external agent’ in public goods production (Falaschetti, Miller 2001). Consequently, Miller argues that ‘the owner must not be merely separated from the day-to-day management of the firm, she must be credibly constrained (author’s emphasis) from any action that will affect firm performance’ (2000: 298) and recognizes civil service as one of the organizational solutions to the problem of credible commitment in modern states. 

Civil Service 

Civil service is a personnel system where ‘important decisions about hiring, firing and promotion are… not under the control of the chief executive’ (Frant 1993: 990). Limited staffing powers put the bureaucratic decision-making out of the immediate reach of politicians, decreasing the likelihood of illicit pressure of opportunistic politicians on their bureaucratic subordinates.  

The power to hire a public manager is the most important instrument by which an opportunistic politician makes her bureaucratic subordinate fulfill her self-enriching interests. In a patronage-type entry to bureaucracy a public manager is compelled to ‘pay back’ for the favor of employment a political (or communal) boss by carrying out the patron’s orders and wishes (including unlawful ones) under a credible threat of firing. 
 A public manager has a lot to loose by violating the ‘trust’ of her boss, since her well being is linked to employment in the public agency. In a patronage-type bureaucracy a boss may punish ‘ungrateful’ bureaucrats by demotion, delaying promotion or simply firing. 

In a meritocratic-type entry to bureaucracy a public manager obtains her employment on the basis of her professional credentials and competition with other candidates rather than personal connections to the patron. A properly administered meritocratic recruitment eliminates the very foundation for ‘paying back’ the favor of employment by a public manager to her patron. Meritocratic recruitment eliminates the very phenomenon of a patron from the bureaucratic outlook. As a result, it makes it much more difficult for politicians to influence bureaucrats. Two other features of civil service – life-long employment and seniority-based promotion – also limit the politicians in their opportunities to intervene in the bureaucratic process because neither promises to promote loyal agents nor threats of the firing of vexatious ones are fully credible under civil service arrangements (Frant 1996, Miller 2000).  

Altogether civil service preempts politicians’ moral hazard penetrating public policies, which, according to Miller, is its major merit. This analysis provides a rigorous, positive explanation for the century old normative claims of Max Weber about the superiority of an ideal-type of bureaucracy, featuring many civil service attributes (Weber 1946).  Prior to Miller the merits of civil service were mostly seen in terms of its ability to mitigate the moral hazard on the part of bureaucrats by expanding time-horizons of public managers, committing them to larger and long-term policies, and generating behavioral norms conducive to greater welfare (Evans and Rauch 1999, Rauch 1995, Rauch and Evans 2000). 

In contrast to Evans and Rauch, Miller has never disregarded the danger of bureaucratic moral hazard and accounted for it in his framework in a way similar to that suggested by Evans and Rauch. In a civil service bureaucrats are perfectly positioned to realize their selfish calculus: on the one hand, they possess significant discretion in implementation and rule making, which allows them to trade the powers of the state for private gains; on the other hand, civil service provides them with practically life-long employment, exempt from effective day-to-day oversight by politicians.  All three scholars recognize the anti-corruption value of deferred compensation inbuilt into civil service: 

Civil service is a dramatic instance of deferred compensation. Civil servants… are paid less than their true marginal productivity early in their careers. They are rewarded for making a lifetime commitment to a firm by opportunities for promotion, pay raises, and beneficial retirement plans (Miller 2000: 316).

Deferred compensation and high costs for bribery conviction (firing) reduce ‘the relative attractiveness of the quick return from corrupt individual practices’ (Evan and Rauch 1999: 752). It also enhances bureaucratic commitment to larger long-term policy goals, created by the prospects of life-long employment

Civil-service personnel policy not only mitigates the perverse effects of moral hazard on the part of politicians (and bureaucrats alike), it also contributes to the positive solution of the problem of adverse selection by encouraging the development of human capital and lasting competence (Evans and Rauch 1999: 752, Miller 2000:  318, 320, 325, Rauch 1995: 970-971). 

Civil Service as a Second-Best Solution  

Despite all of the above, civil service personnel policy is not a panacea.  Beneficial effects come at the expense of keeping mediocre staff, which succeed in passing entrance examinations, and restricting the inflow of potentially better-qualified outsiders. Seniority means that promotion does not necessarily reflect the actual performance of officials (Elling 1986, Johnson and Libecap 1994). Politicians lose a tested remedy for coping with external shocks – rapid changes in personnel policy (Weir and Skocpol 1985).  Civil service also suffers from all the drawbacks of a hierarchical organization, namely slowness or ‘red tape’ and the ‘problem of many hands’ (Thompson 1980). ‘Depolitization’ of the work of public managers makes it even harder ‘to be certain that it is reflecting citizen preferences’ (Frant 1996:371), hence increasing concerns about democratic accountability.

Most importantly, however, Miller’s interpretation of Holmstrom’s impossibility theorem as the impossibility of eliminating moral hazard, has suggested that no organizational solution can perfectly reconcile the conflict of self-interested individuals in interactive social organizations. Thereby civil service, as any other organizational solution, cannot induce the best possible outcome by definition. In a world of second-best tradeoffs, civil service plays a role in the credible constraining of rent-seeking interests that inevitably undermine the efficient provision of public goods. By limiting the staffing powers of politicians, civil service reduces the number of ‘technical’ points of entry in the day-to-day process of public goods production available to opportunistically minded politicians.  

PREVIOUS EMPIRICAL RESEARCH

In his pioneering empirical research about the impact of a civil service type of public bureaucracy on economic growth Rauch (1995) gathered data on municipal reform from a pamphlet published by the Civil Service Assembly of the United States and Canada, which gives the dates of the adoption of a civil service in U.S. cities. Rauch created a dummy variable that takes the value of 1 during the years when a civil service is present for a city and 0 during the years when it is absent. He found that civil service was positively and significantly correlated with the increased share of municipal expenditures allocated to investment in infrastructure across 144 American cities during the 23 years of the Progressive Era. 

Together with Evans, Rauch (1999) examined the relationship between the extent of meritocratic recruitment and career stability in the core state economic agencies and the economic growth of a sample of 35 less developed countries for the 1970-1990 period. They collected an original data set on the bureaucratic structures of those countries through a mail survey of more than a hundred country experts. The researchers found that greater meritocracy and greater prospects for long-term and rewarding careers enhance economic growth. In their companion study Rauch and Evans (2000) found that meritocratic recruitment is positively associated with lower levels of corruption and overall bureaucratic quality as measured by country risk agencies, while the importance of career stability, internal promotion and competitive salaries was less obvious. They called for ‘more research on variations in how state bureaucracies are organized’ (Rauch and Evans 1999: 748). However their call has not been addressed since, and there is a dearth of such investigation on countries undergoing transition.  

RESEARCH DESIGN 

Structure of Comparison

The contemporary Russian Federation provided us with a relevant milieu to test the theory. In the middle of the 1990s Russia inaugurated civil service reform, aiming to convert its state bureaucracy from a nomenclatura/patronage type to a civil service. The Federal Law 119-FZ from 31 July, 1995 ‘On the Basis of Civil Service of the Russian Federation’ proclaimed state service as a full-time, fixed-term, with a certain security of tenure, occupation for competitive salaries, where the entry to the bureaucracy was seen as conditional on a combination of educational credentials and relevant experience. 

The reform resembles a ‘natural experiment’, offering an opportunity to test systematically whether civil service-like changes in organizational structure have been conducive to greater efficiency of public goods production. Based on the knowledge of administrative reform in the USSR and post-Soviet Russia, we assume that the extent of meritocratic recruitment in the beginning of the period under study was zero. If the ‘treatment’ – the Federal Law 119-FZ – was the same, the degree of its implementation has varied across the Russian provinces. In the second half of the 1990s regional governors retained substantial de jure and de facto discretion from the federal center, which resulted in a great deal of difference in the implementation of the 119-FZ and consecutive laws, thus allowing for the variance in the independent variable. 

Besides this, substantial autonomy of regional authorities in Russia has made them a important actor in public goods production (Kolomak 2006). We reasoned that if organizational design matters, then, given a wide autonomy of the Russian sub-federal authorities in economic decision making over their territories, the structure of the departments of economic policy (economic development) has an effect on the level of economic activity in the given province. 

The above-mentioned considerations decided in favor of a cross-regional mode of comparison, focusing on the regional departments of economic development as the unit of analysis. Comparative studies of localities within a single country have a considerable methodological advantage in allowing for a greater control for the influence of the broader country-specific societal contexts, thereby enhancing the explanatory power of the model. A conventional norm of eliminating the vivid outliers (Slinko, Yakovlev and Zhuravskaya 2005) has reduced the initial number of regions under study from 89 to 70.
 Considerations of the project’s feasibility and maintenance of data quality required us to use a sample instead of the entire population of provinces. We drew a simple random sample of 40 cases so as to allow for the execution of a statistical analysis (Appendix A). 

Measuring Meritocratic Recruitment 

Convincing efforts to adjudicate the empirical validity of the statement that civil service fosters small business growth in Russia’s regions require a set of quality indicators of the bureaucratic structures – the independent variables of the analysis. Personal research experience suggests that the greatest difficulty in carrying out detailed empirical work on bureaucratic structures in Russia is that archival materials on personnel matters are often inaccessible to outsiders and relevant facts are poorly documented.  At the same time, the data available from the Federal State Statistics Service often misses a regional dimension and covers just a few of the features under question (Federal State Statistics Service, 2006). These considerations dictated both the decision to collect a new, original data set and the method of data acquisition – an expert survey.

Evaluation of the regional bureaucratic structures was conducted through cooperation with a pool of experts who possess a thorough knowledge of the governmental bureaucracy of a particular region. The database of experts has been built up since 2002. The experts were identified largely with the help of six networks: The Network of Institutes and Schools of Public Administration in Central and Eastern Europe (NISPA); International Policy Fellowship (Open Society Institute, Budapest, Hungary), Moscow School of Political Studies, expert society of the Carnegie Moscow Center (Regional Monitoring Program), Russian graduates of the Central European University (Budapest, Hungary) and its special and extension programs and the consulting firm ‘123’, which has offices in 45 provinces.

126 experts in 40 regions of Russia, who represented 5 different sources of information about bureaucratic structures, offered their expertise (Appendix B). The data was gathered with the help of a self-administrated questionnaire over a period between May and November 2006. In order to increase the degree of control over possible bias in the data, the individual responses to the questions of all experts for each country (3 experts for 36 regions, 4 experts for 2 regions, and 5 experts for the remaining 2) were averaged to create province-level data. By narrowing the unit of analysis to one policy department we also thought to increase the accuracy of the data. 

The variable ‘meritocratic recruitment’ is composed of two measures: a share of public managers
 employed via competitive procedures in the total number of civil servants in the department of economic development and independence of the process of recruitment from the chief executive and her political appointees in the agency. The experts were asked: ‘Approximately what is the proportion of currently working bureaucrats who have entered the service via the competitive recruitment procedure?’ We did not provide the experts with the range of possible answers; instead they gave us their estimates, which were averaged to obtain a region’s score (score 1). Then the respondents were asked: ‘Even if the competitive selection procedures take place at this department, the result is decided in advance in ____ cases out of 10’. This question was introduced in an attempt to uncover ‘mimic reform’, a widespread phenomenon in Russian administrative reform, when the regional governor and her group formally comply with the provisions of the administrative reform legislation, but in fact do little to change the pre-reform practices and implement innovations (Savva 2006: 74).  Individual responses to this question were weighed
 and averaged according to the number of respondents representing a given region (score 2). Then the measure of the extent of meritocratic recruitment (score 1) was weighed by the fairness of the recruitment procedure (score 2) to obtain the ‘meritocratic recruitment’ variable. The variable ‘meritocratic recruitment’ proxies the effective proportion of public managers in department of economic development, whose decisions are exempt from the day-to-day intervention of the regional governor and her group. 

It is important to note, that this variable measures the ‘distance traveled’ by the regions (in terms of civil service personnel reform) in the period between 1996 (when there were virtually no public managers hired via competition) and 2006, rather than the sheer state of meritocratic recruitment in the year 2006. In the spirit of the previous research we find that bureaucratic structure is notoriously difficult to change (Evans and Rauch 1999).
 In the sample of 40 regional departments of economic development, the proportion of public managers employed via competition varies between 3,33 and 52,5 percent. 

The reliability of the measurement used is backed up by the fact that within the region dispersion of the expert estimates is low, and ‘within the group’ variation of the expert evaluations is lower than ‘between the groups’ variation. Our measure of the extent of meritocratic recruitment is correlated with another measure of administrative reform progress in Russia’s regions. In 2006 Russia’s Ministry of Economic Development held a competition among the Russian provinces that aimed to provide financial assistance to regions advancing public administration reform (12 reform areas, excluding personnel policy). 46 regions took part in the competition and received a score, which is highly positively correlated with our measure of meritocratic recruitment (r = .572, p = .001). Assuming that a region’s success or failure in administrative reform is consistent across many of the dimensions of administrative reform, the parameters of the correlation suggest that our measure adequately reflects variation in the personnel policy component of administrative reform in Russia. 

Empirical Model, HypothesES and DATA

This paper seeks to discover whether the central element of a civil service type of bureaucracy – meritocratic recruitment – has an effect on small business development that is independent of the effects of other factors classically associated with economic development. Our empirical proposition is straightforward: those of Russia’s regions where meritocratic recruitment has been incorporated to a greater extent exhibit greater rates of small business growth, than those provinces in which this organizational feature has been less fully incorporated.

Despite the list of the potential explanatory variables for economic development in general and small business growth in particular being large, we use three core variables that proved to be robustly related to small business growth, namely initial levels of economic development and human capital (equation 1) and the level of investment (equation 2) (Levine and Renelt 1992)

 [Small Businesst - Small Business(t-1)] = α +b1 [Meritocratic Recruitmentt – Meritocratic Recruitment(t-1)] + b2 Initial Level of Economic Development + b4 Initial Level of Human Capital + Errort
(1)




[Small Businesst - Small Business(t-1)] = α +b1 [Meritocratic Recruitmentt – Meritocratic Recruitment(t-1)] + b2 Initial Level of Small Business Development +b3 [Fixed Capital Investmentt – Fixed Capital Investment(t-1)] + b4 Initial Level of Human Capital + Errort 




(2)

Small business growth is measured by the change in the number of small business enterprises per 1000 inhabitants between 1996 and 2004. This data comes from the Federal State Statistics Service and available up until 2004 inclusively (2006). Though the time discrepancy between the dependant and independent variable might pose a serious methodological concern about meritocratic recruitment not being a temporal antecedent for small business development, we felt secure in assuming that that the differences we discovered among regional bureaucracies in 2006 would be similar in a kind if not a degree to the situation in place in 2004. This assumption is based on the previous research on bureaucratic structure, which suggests the incremental character of its transformation (Evans and Rauch 2000). To check on this assumption, experts were asked whether within the last 2 years (e.g. since the year 2004) the proportion of people hired via competitive procedures has: (1) rapidly grown; (2) slowly grown; (3) remained at about the same level; (4) slowly declined; (5) rapidly declined. All, but 4 experts chose answers 2 (89 respondents) and 3 (33 respondents), allowing us to safely claim that the extent of meritocratic recruitment as documented in 2006 was similar in kind if not degree to the situation in the year 2004.   

We use two alternative proxies for initial level of economic development: fixed capital investment (million rubles) and gross regional product per capita (thousand rubles) at the time point prior to the introduction of administrative reform – 1995. This data is obtained from the official publication of the Federal State Statistics Service (2006). The same source provided us with the level of fixed capital investment (million rubles) in the period between 1996 and 2004.
 In both models we control for the initial level of human capital with the share of labor force that attained higher education. This data comes from the Federal State Statistics Service’s microcensus, conducted in 1994 (Slinko, Yakovlev and Zhuravskaya 2005). 

ANALYSIS

Since the argument that a better bureaucracy might simply reflect the higher levels of initial economic development and/or human capital has been spelled out in the literature (Evans and Rauch 1999, 2000), we checked a degree of bivariate association between the variables in question. In fact, in this sample of Russia’s regions no association was found between the meritocratic recruitment and the preexisting level of economic development (Table 1). As in the case with the study of Evans and Rauch on developing countries (1999, 2000), the preexisting level of economic development seems not to be a cause in itself of welfare-enhancing public bureaucracy. The parameters of the correlation between meritocratic recruitment and human capital (r = .184, p = .256) suggest that the regional variation of meritocratic recruitment is not likely to be caused by the variation in the human capital.  

Table 1. Bivaritae Correlation Between Meritocratic Recruitment and Different Measures of the Initial Level of Economic Development: 40 Russia’s Provinces

	
	Fixed Capital Investment per 1000, 1990
	Fixed Capital Investment per 1000, 1995
	Gross Regional Product per capita, 1995
	Number of Small business per 1000, 1995

	Meritocratic Recruitment
	-.218

(.176)
	-.142

(.382)
	-.056

(.730)
	-.209

(.195)


Note: Numbers in parentheses are significance.

Regression analysis, following the basic equation 1, demonstrates that the extent of meritocratic recruitment is a strong and significant predictor of small business growth, controlled for the effects of initial levels of economic development and preexisting levels of human capital (Table 2). The effect of meritocratic recruitment is robust in the face of different measurements of the initial level of economic development. The scattergram of small business growth on meritocratic recruitment with the effects of inivital level of GRP per capita and preexisting levels of human capital controlled is shown in Figure 1.

Table 2. Standardized Coefficients from Regressions of Small Business Growth per 1000 inhabitants, 1996-2004, on Selected Independent Variables: 40 Russia’ Provinces

	Independent Variable
	Model 1
	Model 2

	
	coefficient
	p-value
	coefficient
	p-value

	Meritocratic recruitment
	.524
	.000
	.572
	.000

	GRP pc, 1995
	_
	_
	-.455
	.000

	Fixed capital investment, 1995
	-.536
	.000
	_
	_

	Share of people with higher education in labor force, 1994
	.007
	.947
	.019
	.867

	R2
	.613
	.530


Figure 1. Scattergram of Relationship between Meritocratic Recruitment and Small Business Growth (1996-2004)
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* Unexplained small business growth is the growth that is not explained by level of GRPpc in 1995 and the share of people with higher education in labor force in 1994.

In the second part of the analysis we check on the effect of meritocratic recruitment on small business growth, controlling for variables, classically associated with economic development: initial state of small business development, initial level of human capital and the level of fixed capital investment (equation 2). Table 3 shows the results with respect to these variables using our sample and time period. The finding of immediate interest is that meritocratic recruitment proved to be the most powerful explanatory predictor of small business growth: the larger the share of regional public managers who are free in the day-to-day performance of their obligations from direct intervention of politicians (mostly the regional governor and her group), the greater the number of small enterprises. The number of small firms per 1000 inhabitants tends to be higher in the regions with smaller amount of investment into fixed capital. Having known that Russia’s economy is heavily depended on oil and natural gas export and natural resource extraction requires substantial fixed capital investments, the increased entrepreneurial activity in the low fixed capital investment regions suggests that the nature of this phenomenon is compensatory rather than complimentary. In other words, the greater number of small firms does not accompany the process of regional economic development, but compensate for the lack of development. Under these conditions, the role of the bureaucracy seems being crucial in providing the right incentives for entrepreneurial activity. At the same time, the levels of small business development and human capital prior to administrative reform appear to be insignificant factors for small business growth.

Table 3. Standardized Coefficients from Regression of Small Business Growth per 1000 inhabitants, 1996-2004, on Selected Independent Variables: 40 Russia’s Provinces

	Independent Variable
	

	
	coefficient
	p-value

	Meritocratic recruitment
	.501
	.000

	Number of small business per 1000 inhabitants, 1995
	-.267
	.090

	Change in fixed capital investment per 1000 inhabitants, 1996-2004
	-.329
	.027

	Share of people with higher education in labor force, 1994
	.050
	.662

	R2
	.605


Although the argument about the positive effect of human capital on small business growth is omnipresent in the literature (Bartik 1989, Basareva 2002, Moyes and Westhead 1990, Webster 1992), the proportion of people with higher education proved to be an insignificant predictor for small business growth in Russia’s provinces. We can explain this finding by questioning the adequacy of the measurement of the concept of human capital used, and the suitability of the content of Russia’s higher education for the needs of entrepreneurship. Observers note that the quality of Russian higher education, including business education, remains unsatisfactory (Guriev 2007), and scholars use alternative measurements of human capital in the Russian context (Ahrend 2002, Basareva 2002). Nevertheless, the merits of higher education for the prospects of small business growth cannot be dismissed out of hand. In the countries of transition from command to market economy, all individuals were forced to substantially change their economic behavior and to acquire a large amount of new knowledge and skills. The creation of a small enterprise was a particularly demanding task, not only because ex-Soviet citizens lacked the required knowledge and skills, but also because the transition from the status of being employed by the state to the status of self-employed or employer posed a significant many-dimensional challenge to individuals (physiological, economic, cognitive, etc.). It is reasonable to expect that people with a higher education were better prepared to take such a challenge. As Basareva argues “the higher the percentage of people in a region who are able to embrace new ideas, risk and liberal reformation, the higher labor demand appears in the sector of small business” (2002: 25). We also might expect this effect to be short-termed: once market economy becomes an irrevocable feature of the Russian society, more people socialize in the environment of capitalism, acquiring required skills and attitudes; the hypothesized impact of higher education diminishes. 

The regression analysis, based on the basic model, could simply not capture this temporal nature of the impact of education on small business growth. Allowing for such an effect, we run the following regression

Number of Small Enterprises1995 = α +b1 Initial level of Fixed Capital Investment + b2 Initial Level of Human Capital + Errort









(3)
As Table 4 demonstrates that education proved to be a significant predictor for the early development of small-scale entrepreneurship in Russia, accounting, together with the starting economic positions of the regions, for almost 53% of variance in the sample. At the same time, the relative impact of the number of the university graduates in the regional labor force is 3 times smaller than the impact of the fixed capital investments in the beginning of the transition. 

Table 4. Standardized Coefficients from Regressions of the Number of Small Businesses per 1000 inhabitants, 1995 on Selected Independent Variables: 40 Russia’ Provinces

	Independent Variable
	

	
	coefficient
	p-value

	Fixed Capital Investment, 1990
	.695
	.000

	Human Capital, 1994
	.230
	.044

	R2
	.527


Taking into account the discovered temporal effect of the share of university graduates in the regional labor force on pre-1995 small business development, we modify our conceptual model accordingly (Appendix C). In the corrected model, meritocratic recruitment and the amount of fixed capital investment continued to be significant predictors for increased entrepreneurial activity (r = .515** and -,347* accordingly), while the pre-reform level of small business development continued to be insignificant. The exclusion of the pre-existed level of human capital from the regression analysis increased the explanatory power of the model by 1%.  

CONCLUSION

The empirical evidence we have presented in this paper is consistent with the theoretical predictions that public bureaucracy characterized by greater insulation of public managers from day-to-day intervention by political principals is conducive to collective welfare. The extent of meritocratic recruitment provides analytically persuasive and robust explanation of observed differences in regional small business growth. 

Our finding is consistent with evidence on the welfare-enhancing role of public bureaucracy from a number of contexts. In our case, civil service has shown its merit in compensating for the failures of economic development, chiefly driven by oil and gas export. This should inform policymakers about the welfare-enhancing potential of civil service in emerging markets/immature democracies, rich in natural resources, as compared with other organizational alternatives for governmental bureaucracy.

The production and dissemination of the data on the extent of meritocratic recruitment and other features of organizational shape of regional bureaucracy in Russia is a contribution to academic scholarship. Producing what other areas of social science have long had – a common set of quality indicators that allow for testing theories in the field – could stimulate further studies of bureaucracy, allowing them to move beyond their current focus on case studies.  Equally important, meritocratic recruitment is a parsimonious measure of the degree of penetration of the state by predatory interests, which has increasingly been in the focus of many scholars of Russian transition (Gelbah, Sonin and Zhuravskaya, 2006; Slinko, Yakovlev and Zhuravskaya 2005). 
There are several avenues open for improving the research. Collecting data for a larger sample of regions is the most obvious avenue for a better test of robustness of the relationship reported in this paper. Robustness of relationship can also be checked by alternative specifications for the model and econometric methodology. Our finding and their interpretations should be corroborated by case studies on the welfare-enhancing role of civil service.  
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Appendix A. Regional Coverage (Cases)

	Belgorodskaya obl       

Bryanskaya obl          

Vladimirskaya obl       

Voronezskaya obl        

Ivanovskaya obl         

Kaluzskaya obl          

Kostromskaya obl        

Lipetskaya obl          

Moskovskaya obl         

Orlovskaya obl          

Ryazanskaya obl         

Smolenskaya obl         

Tverskaya obl           

Tulskaya obl            

Yaroslavskaya obl       

Vologodskaya obl        

Leningradskaya obl      

Murmanskaya obl         

Novgorodskaya obl       

Pskovskaya obl          


	Stavropolsky kray       

Astrakhanskaya obl      

Volgogradskaya obl      

Rostovskaya obl         

Tatarstan               

Chuvashia R             

NN                      

Penzenskaya obl         

Samarskaya obl          

Saratovskaya obl        

Ulyanovskaya obl        

Tumenskaya obl          

Cheliabinskaja obl      

Altajskij kr            

Irkutskaja obl          

Kemerovskaya obl        

Novosibirskaja obl      

Omskaja obl             

Tomskaja obl            

Amurskaja obl           




Appendix B. Pool of Experts 

	
	Group Name
	Description

	1
	Faculty members of the departments of public administration of Russian institutions of higher education
	This is a well informed, most accessible and enthusiastic group of experts. Facing the problem of graduate placing, these experts posses a thorough knowledge of the terms and conditions of hiring policy in a given regional administration. There are 28 educators from 22 provinces in the database. 

	2
	Local journalists
	Main regional newspapers have at least one journalist accredited with the regional authorities. The results of the pilot project, conducted in 2004, demonstrated that this group of experts possesses very rich information, though their knowledge is not always focused on the bureaucratic structure per se. At the same time, journalists are well informed about who is who is the regional politics, and answered questions about the degree the governor controlled the process of hiring/firing and promotion with confidence. 

A danger to internal validity comes from the fact that most of the local journalists accredited with the regional governments are affiliated with the regional incumbents and can distort the information on the actual state of affairs with bureaucratic structure. In order to control for possible bias in the data, journalists should not ‘outweigh’ the representatives of other groups of experts in any region. The current number of journalists in the database that could serve as experts is 13 from 10 regions.

	3
	Representatives of business 
	Discrepancy between the actual and desirable levels of effectiveness of governmental agencies gave birth to the social institution of ‘middleman’ organizations across the globe. ‘Middleman’ organizations in Russia specialize in serving business with different bureaucratic outputs (business registration, obtaining licenses etc.) in a faster or simply more ‘user-friendly’ way. The very nature of the business of ‘middleman’ organizations presupposes that they possess detailed information on many aspects of the agency they deal with.  In many cases business people build personal relations with bureaucrats that makes them a valuable source of information on personnel policy of regional bureaucracies. 31 regional representatives of the consulting firm ‘111’ kindly agreed to provide the researcher with such information upon request. There are also 17 other representatives of business from 14 provinces. 

	4
	Russian and international scholars
	Russian academics whose professional interests include issues of public bureaucracy/public administration and foreign scholars who spent a considerable amount of time in Russian provinces constitute the least populous group of experts: 9+3. The major threat for the accuracy of the data comes from the fact that although experts in larger issues of public bureaucracy, they may not possess a detailed knowledge about the extent of the institutionalization of civil service in regions. 

	5
	Others
	This multifarious group includes current and former public managers, local opposition politicians, local and federal legislators and their aids, and representatives of non-governmental organizations. Most of these individuals have first hand experience in the bureaucratic cadre policy of the regions they represent. Since almost all 25 experts in this group were introduced to the researcher through private contacts, they demonstrate no hesitation in answering most open questions.   


Appendix C. Modified Conceptual Framework 
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� Rule-making is an administrative equivalent of law-making. The greater scope and complexity of public policies has forced politicians to delegate a part of their legislative responsibilities to administrative agencies in addition to their more standard implementation functions. Nowadays it is difficult to imagine a country where public bureaucracy does not issue regulations. 


� Of course, the situation is more complex than that, considering problems of preference aggregation, interest group formation and so on. 


� For evidence in the private sector see Shleifer and Summers 1988. There is overwhelming anecdotal evidence of politicians involvement in ‘pork barrel’ politics and corruption activities across countries, including liberal democracies.   


� The notion of team production refers to the situation where output reflects the contribution of many individuals, while individual contributions cannot be easily identified. As Miller notes, the concept of team production captures the nature of the work of many, if not most, public bureaucracies (Miller 2000: 293-294, 308). 


� The former is of particular relevance to the countries affected by the Soviet legacy, where exchange of favors was one of the most important elements of the socio-economic fabric of the society, and a deeply entrenched behavioral norm (Ledeneva 1998).


� We have excluded from our analysis 7 regions of the North Caucasus because of their distinctive clan-based social structure, which arguable might have an impact on the ways public managers are hired, fired and promoted; 11 autonomous areas for the lack of variance on major socio-economic indicators and Moscow-city for its incomparable positioning in the contemporary economic and political structure of Russia.


� Evans and Rauch (1999) and Rauch and Evans (2000) successfully employed an expert survey in similar circumstances. It proved to be a reliable method of data acquiring, while the level of experts’ collaboration was ‘gratifying’ (Evans and Rauch 1999: 754).


� The notion of public manager refers to a career civil servant, who is neither a political appointee nor an auxiliary worker (driver, secretary, etc.).


� 1 was given when the respondent mentions 0 cases and 0,1 when the expert indicates 9 or 10 cases. 


� While it is reasonable to assume that regions have had a different pace of reform and some of them could reach 2006 figures prior to 2006, and then slowed down, we consider that severe set backs have not upset the course of the civil service reform either. The nature of meritocratic recruitment suggests that a public manager, once hired via competition, is virtually ‘unfirable’, thus making it almost impossible for politicians to considerably reduce this group of bureaucrats. This point of view is supported by the fact that, when asked, none of the experts mentioned set backs in the reform’s progress. This fact is important for satisfying the OLS regression analysis’s assumption of linearity, e.g. the relationship between  ‘meritocratic recruitment’ and the dependent variable is linear and additive. 





� All measures of fixed capital investment were recalculated per capita. 





