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Key messages: ECA countries require a set of reforms and policies to
promote Entrepreneurship, Technology Adoption, and Innovation

Foster enterprise dynamism and innovation
* Implement long-overdue enterprise reforms
* Private sector driven growth needed to sustain long-term prosperity

Move beyond broad SME support and focus on high-growth firms
* A”missing large” problem—too many small, unproductive firms
* Focus on value added: jobs, innovation, exports, to name a few

Strengthen domestic competition
 Large incumbents—including SOEs—often dominate markets
* New entrants must have access to markets, finance, and technology

Facilitate better access to finance
* Deepen financial markets and reduce distortions, including from directed credit

* Venture capital and other forms of long-term financing remain underdeveloped
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Patterns of growth and role of innovation
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Resource reallocation rather then “firm upgrading” drives productivity
growth in most ECA MICs...and this runs into decreasing returns

Labor productivity growth
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Sources: National statistical offices; Melitz and Polanec (2015); Orbis (https://www.moodys.com/web/en/us/capabilities/company-
reference-data/orbis.html).

Note: The data reported are one-year arithmetic averages. A dynamic Olley-Pakes decomposition was performed at the three-industry
level of NACE Rev. 2 using a two-year rolling window (EC 2008). Firms and sectors were weighted based on the employment weight in
each activity and economy during the reference period. NACE = Statistical Classification of Economic Activities in the European
Community. HICs = high-income countries; MICs = middle-income countries.
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Low innovation capacities and investments are behind the weak
“within firms"” upgrading patterns

Number of patents and GDP per capita
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Sournces: European Patent Office; Werld Bank.

Mote: GDF per capita is in log, current US dollars adjusted by purchasing power parity as of 2022. For country
abbreviations, refer to Intermational Crganization for Standardization (152 (https2fwswwiso.org/obpy/ui#seanch).
BCA = Burope and Central Asia; HICs = high-income eountries; MICs = middle-income countries; PPP = purchasing

power parity.

a. Patents b. Research and development
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Sources: European Patent Office; World Bank.

Note: The most common interventions delivered by governments and innovation agencies include (3) tax incentives for
RED (such as subsidies, tax exemptions, and tax credits]; (o) patent boxes (which operate as spedial tax regimes that
lower the tax rate on revenues denving from patents); () R&D grants, loans, and subsidies; and (d) policies that seek to
increase human capital (Bloom, Van Reenen, and Willams 2019).
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Especially in ECA MIC firms lag behind in terms of innovation

Global Innovation and economic development

80 -
GBR
CHE
JPN SWEUSA o
KOR: DEUDNK .
60 - CHN o e
PRT L BEBL,. LUX
a<) BGR TUR E é\/g\ ....... T\“_D
E WNSVRF NOR IRL
—_ MKD RUS A
c 40 - .@ﬁg POL
2 UKR DA Gao ot ® HRV
IS vz @ ,.,..-;:BLR ° ROU
o KGZ . R ARM MNE
£ 20 - TJ.K. """""""" BIF KAZ
- ALB AZE
O I I I I I I I I 1
8.4 8.8 9.2 9.6 10.0 10.4 10.8 11.2 11.6 12.0
Log GDP per capita (PPP, current $)
® ECA MICs ECA HICs EU and benchmark HICs
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Note: 3-letter ISO country codes. GDP per capita (in logs, current $ PPP-adjusted) as of 2022.
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Underlining these weak innovation capacities there are weak
“foundational” capacities in management

a. Research and development b. Technology licensed from foreign-owned firms
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Source: World Bank Enterpnse Sunveys (www enterprisesurveys_ong).

MNote: ECA countries include Albania, Azerbaijan, Bulgana, Croatia, Czechia, Estonia, Georgia, Hungary, the Kyrgyz

Republic, Lithuania, Morth Macedonia, Poland, Serbia, Slovenia, Turkaye, and Ukraine. Binned scatterplots control for *

country and sector foeed effects as well as age-size controls. Mumber of quantiles is set to 100, ) THE WORLD BANK
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And firms may under-invest in upgrading their technology and
management as don’t take into account “spillovers” to other businesses

Businesses in ECA benefit from the presence of highly productive firms

a. Productivity b. Productivity change
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Sources: National statistical offices; Orbis (https:/fwew moodys comiweb/en/us/capabilties/company-reference-datal
orbis htmil).

MNote: Baseline categones are as follows: Micro/small firms (< 4% employees); domestic private, and young firms (0—4
years). Ordinary least squares regression includes three-digit sector and geographic (NUTS 2-equivalent) fived effects
and year effects. Standard emrors are clustered at the NUTS 2 level. Whiskers show 95 percent level confidence intenals.
MUTS 2 = Momenclature of Termtonal Units for Statistics, basic regions (https://ec.europa_ew/eurostat/web/nuts). HICs =
high-income countries; MICs = middle-income countnies.
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This translates into a large productivity gap with rich countries

The productivity gap between ECA countries and Germany is large
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Sources: Mational statistical offices; BC (2008); Orbis (https=/fwww moodys comiweb/en/us/capabilibes/company-

reference-data/oris. Aimil).
Mote: Figures are based on firms with at least 250 employees are considered. Labor productivity is defined as value THE WORLD BANK
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Patterns of firms’ (stunted) growth and the
role of large businesses
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There are too many small firms in ECA

ECA MIC employment density is low because their firms do not expand enough
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Sources: National statistical offices; Organisation for Economic Co-operation and Development; Orbis
(https://www.moodys.com/web/en/us/capabilities/company-reference-data/orbis.html).

Note: The high-income country benchmark is based on selected high-income OECD and EU member countries. The upper-middle-income

country (UMIC) benchmark countries includes countries on which data were available. Firm counts and employment were cross-checked with THE WORLD BANK
published data on the web portals of national statistical institutes The solid line indicates a logarithmic trendline. ECA = Europe and Central Asia; IBRD - IDA | WORLD BANKGROUP
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ECA firms show stunted job growth

Post-entry employment growth
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Sources: National statistical offices; Orbis (https://www.moodys.com/web/en/us/capabilities/company-reference-data/orbis.html).
Note: Although the average size of entrants is above five in Poland, filing business registries is not mandatory among microenterprises,
o ) ) . : : ) THE WORLD BANK
which increases the average size of the observed sample of firms. The minimum size threshold in Poland may therefore be considered IBRD - IDA | WORLD BANKGROUP
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Not a “missing middle” but “missing large” (very large)

ECA countries have too little employment in (very) large firms
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Sources: Mational statishical offices; BEC (2008); Orbis (hitps2//www.moodys com/web/en/us/capabilibes/company-
reference-data/orbis. htmi).

Mote: SME = small or medium-size enterprise. "BExcess” refers to the share of employment in excess of what would be
predicted given the country sze by a Pareto distnbution. "Lack” refers to the lack of employment in specific companies
relative to what would be predicted.
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Larger businesses grow “fatter” rather than more productive

Larger firms are not always more productive in ECA
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Mote: The number of bins 1s set to 100, Figure shows the log of sales per worker residuals from regressing the log of
sales per worker on capital per worker (in logs) and three-digit sector fixed effects, year effects, and ocwnership controls.

HICs = high-income countnes; MICs = middle-income countries.
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Troubles at the top

The performance of the top 100 firms is lower in ECA than in the
European Union and the United States

160

120 -

US dollars, thousands

404

Value added per worker Tangible assets per worker Intangible assets per worker

ECA MICs ECAHICs [leEuz7+uk  UsA

Source: Orbis (httpsyAew. moodys comdweb/en/us/capabilibes/company-reference-data/orbis_himl).
MNote: Data are for 2019. BCA = Europe and Central Asia; EU = European Union; HICs = high-income country;
MICs = middle-income county; UK = United Kingdom.
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Mature SMEs destroy more jobs than they create
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Young businesses and larger ones are the main drivers of jobs
- creation
)
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Focus on key drivers and policy challenges
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The competition environment is problematic for many MICs

a. Market-based competition
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And this is reflected in relatively high market concentration

Herfindahl-Hirschman Index
0.0 a.1 0.2 0.3
L 1 |

Kyrgyz Republic
Montenegro
Morth Macedonia
Kazak hstan
Serbia

Kosowo
Croatia
Romania
Poland
Georgia
Bulgaria

B ics
B HICs

Sources: Mational statistical offices; Oriois (hittps/ favnemoodys.

comdweb/en/us/capabil ties/company-reference-data/orsis htmil).

Mote: Diata are for 20271 or most recent availlable. The Herindahl-

Hirschman Index (HHI) = a measure of market concentration,

with lower values indicating a less concentrated market

ECA = Eurc:pe E_ur'uzl Central J'-"-sl_a; HICs = high-income countnes; @ THE WORLD BANK
MICs = middle-income countnes.
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The presence of SOEs is another issue that hinders entrepreneurial
and jobs dynamism

Exit Turnower
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Sources: Mational statistical offices; Orbis (https2/www. moodys comiweb/en/us/capabilities/company-reference-datal
arbis.htmnil).

Mote: Each specification includes market fixed effects and controls for aggregate market productivity and capital
intensity, changes in market size, functioning (covanance term of the Clley-Fakes static decomposition) and
concentration (Herfindahl-Hirschman Index). Country-year effects and activity-year effects and the presence of foreign

firms are included, using the same critena as for exposure to 50Es. Whiskers show 95 percent level confidence intervals.

S0E = state-owned enterprise.
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(entrants, incumbents, and exiters)
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Sources: National statistical offices; Orbis (https2fwww moodys comiweb/enf/us/capabilities’company-reference-data’
orbois Amil).

Mote: Each specification includes market fived effects and controls for aggregate market productivity and capital
intensity, changes in market size, and measure of functioning (the covariance term of the Olley-Fakes static
decomposition) and concentration (the Herfindahl-Hirschman Index). Country-year effects and activity-year effects and
the presence of foreign firms are included, using the same critena as for exposure to state-owned enterprises. Whiskers
show %5 percent level confidence intervals. Gross job creation is jobs created as a result of entry of new firms and net
expansion of incumbent firms; gross job destruction is job losses caused by exiting firms and the contraction of
incumbents. Job chum is the sum of gross job creation and gross job destruchon.
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Availability of long-term finance is an issue ...

i Relatively few ECA firms access long-term finance
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... as is the lack of venture finance

Venture capital is underdeveloped in ECA

Venture capital investment per capita, 2022 (€) Cumulative venture capital investment per capita in

United States technology companies, 2015-19 (€)
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Policy recommendations
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To boost growth, focus on the wide-ranging agenda that remains

Improve business environment and market functioning

* Enhance the competition framework to encourage entry and growth of more productive
businesses

* Facilitate internationalization and integration with global economy - key opportunity for
more productive businesses

* Discipline incumbents and reduce the state footprint in the economy

Advance productive development policies
« Don't focus on SMEs in general, focus on young and more dynamic businesses

* It's not about “picking” or supporting businesses but implementing policies that
specifically address the constraints of these types of businesses

* Incentives to invest in management and innovation (tech adoption & R&D)
« Upgrade the capacities and skills of workers - and deepen the link between businesses
and academia
Improve access to finance & finance allocation
« Deepen capital markets and reduce the debt-equity bias
« Expand venture capital to support early-stage businesses
 De-risk investments in upgrading and international integration @THE WORLD BANK
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