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OverviewOverview
 Healthy, market economies are dynamicHealthy, market economies are dynamic

 High pace of output and input reallocationHigh pace of output and input reallocationHigh pace of output and input reallocationHigh pace of output and input reallocation
 Churning of firms, jobs and workers is productivity enhancingChurning of firms, jobs and workers is productivity enhancing

 Market selection yields exit of less productive firms and Market selection yields exit of less productive firms and 
establishmentsestablishments

Y d ll b i l f d l l i hY d ll b i l f d l l i h Young and small businesses play a fundamental role in these Young and small businesses play a fundamental role in these 
dynamicsdynamics

 Young and small businesses have higher than average net Young and small businesses have higher than average net 
growth rates and are much more volatile than large and mature growth rates and are much more volatile than large and mature g o a es a d a e uc o e o a e a a ge a d a u eg o a es a d a e uc o e o a e a a ge a d a u e
businessesbusinesses

 Uncertainty, experimentation, learning and selection play an Uncertainty, experimentation, learning and selection play an 
important roleimportant role

These factors important both for advanced economies atThese factors important both for advanced economies at These factors important both for advanced economies at These factors important both for advanced economies at 
technology frontier as well as emerging and transition technology frontier as well as emerging and transition 
economieseconomies

 Firm dynamics and worker outcomes closely linkedFirm dynamics and worker outcomes closely linkedy yy y
 Recent events remind us that healthy dynamism requires Recent events remind us that healthy dynamism requires 

well functioning markets (including credit markets)well functioning markets (including credit markets)



Motivating QuestionsMotivating QuestionsMotivating QuestionsMotivating Questions
 What factors impact these dynamics? What factors impact these dynamics? 

H d th d i diff d dH d th d i diff d d How do these dynamics differ across advanced, How do these dynamics differ across advanced, 
emerging and transition economies?emerging and transition economies?

 What is the role of selfWhat is the role of self--employment and theemployment and the What is the role of selfWhat is the role of self employment and the employment and the 
informal economy in these dynamics?informal economy in these dynamics?
 Can we learn anything about these questions from Can we learn anything about these questions from 

advanced economies?advanced economies?advanced economies?advanced economies?
 What are the implications for market structure What are the implications for market structure 

and institutions?and institutions?
Fl ibilit S f t N tFl ibilit S f t N t Flexibility + Safety NetFlexibility + Safety Net

 What is optimal mix?What is optimal mix?
 Does one size fit all? Does one size fit all? 

 What can go wrong?What can go wrong?



Evidence from U.S., Advanced,  Evidence from U.S., Advanced,  , ,, ,
and Transition Economiesand Transition Economies

 U S : Longitudinal Business Database (LBD)U S : Longitudinal Business Database (LBD) U.S.:  Longitudinal Business Database (LBD) U.S.:  Longitudinal Business Database (LBD) 
for all employer businesses and ILBD which for all employer businesses and ILBD which 
adds all nonemployer (e g sole proprietorsadds all nonemployer (e g sole proprietorsadds all nonemployer (e.g., sole proprietors adds all nonemployer (e.g., sole proprietors 
without employees)without employees)
 http://www ces census gov/index php/bds/bds homehttp://www ces census gov/index php/bds/bds home http://www.ces.census.gov/index.php/bds/bds_homehttp://www.ces.census.gov/index.php/bds/bds_home

 WB firm level data project:  Firm Dynamics WB firm level data project:  Firm Dynamics 
for advanced emerging and transitionfor advanced emerging and transitionfor advanced, emerging and transition for advanced, emerging and transition 
economieseconomies
Specific co nt st dies E g ColombiaSpecific co nt st dies E g Colombia Specific country studies:  E.g., ColombiaSpecific country studies:  E.g., Colombia





Share of Establishments by Firm Size, 2005

Large Firms (500+ 
employees),employees), 

1,030,481

Micro Firms (1-9 
employees), 

3,956,622

Small-Medium (10-
500 employees), 

1,669,297



Share of Employment by Firm Size, 2005

Micro Firms (1-9 
employees),employees), 
13,332,034

Large Firms (500+ 
employees), 
56,374,911

Small-Medium (10-
500 employees), 

46 147 89446,147,894



U.S. Labor Productivity:  Comparison Between 
Actual and Random Allocation of Size ofActual and Random Allocation of Size of 

Businesses
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Creative Destruction in U.S.

Net Employment Growth

Job Creation
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The Role of Establishment Entry and Exit

Job Destruction
Continuing Exit

Job Creation
Continuing Entry
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Job Creation/Destruction Rates: Economy by Year
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Share of Reallocation Between and Within Detailed 
Industries
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Business Startups as Percentage of Employment 
and Net Growth
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Percent of Jobs Accounted for by New Firms (All and Selected Size 
Classes)
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Are there Gazelles?
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Contribution of Net Entry to Productivity Growth (10-year 
horizon)
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Productivity Relative to Mature Surviving Incumbents

In Retail Trade, selection and learning effects play critical roles….

Productivity Relative to Mature Surviving Incumbents
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Usually as 







Main MessagesMain MessagesMain MessagesMain Messages

 Creative Destruction ubiquitous feature of U.S. (and Creative Destruction ubiquitous feature of U.S. (and 
other healthy market economies)other healthy market economies)
 Large MagnitudeLarge Magnitude Large MagnitudeLarge Magnitude
 Creation in Recessions, Destruction in BoomsCreation in Recessions, Destruction in Booms
 Idiosyncratic Effects (Difficult to Pick Winners)Idiosyncratic Effects (Difficult to Pick Winners)

 Young, small businesses “Up or Out”Young, small businesses “Up or Out” Young, small businesses Up or OutYoung, small businesses Up or Out
 Productivity EnhancingProductivity Enhancing

 No free lunchNo free lunch
Costly for firms and workersCostly for firms and workers Costly for firms and workersCostly for firms and workers

 Breakdowns in the process?Breakdowns in the process?
 Collapse of Financial Markets?Collapse of Financial Markets?

But evidence clearly shows distorting process can have adverseBut evidence clearly shows distorting process can have adverse But evidence clearly shows distorting process can have adverse But evidence clearly shows distorting process can have adverse 
consequences on allocative efficiencyconsequences on allocative efficiency



Pace of Reallocation High in Developing, Emerging and 
Transition EconomiesTransition Economies
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Evidence shows pace of reallocation rose over course of 1990s for transition 
economies

However, impact of market distortions and poor institutions appears to work
more systematically on the nature and productivity of reallocation

Source:  Haltiwanger, Scarpetta and Schweiger (2008)



Figure 1:  Annual Rates of
Worker and Job Flows in Estonia
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The Rate of Job Reallocation The Rate of Job Reallocation 
D li ith Si f th FiD li ith Si f th FiDeclines with Size of the FirmDeclines with Size of the Firm
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Analysis of Variance Analysis of Variance yy
Gross job reallocationGross job reallocation Total economyTotal economy ManufacturingManufacturing
COUNTRY EFFECTSCOUNTRY EFFECTS
AllAll 0.16480.1648 0.18680.1868
OECDOECD 0.20190.2019 0.19810.1981
LACLAC 0 15880 1588 0 21570 2157LACLAC 0.15880.1588 0.21570.2157
Transition (1990s)Transition (1990s) 0.05120.0512 0.05080.0508
Transition (late 1990s)Transition (late 1990s) 0.08510.0851 0.07610.0761( )( )
INDUSTRY*SIZE EFFECTSINDUSTRY*SIZE EFFECTS
AllAll 0.55580.5558 0.56410.5641
OECDOECD 0.55790.5579 0.59300.5930
LACLAC 0.73260.7326 0.65190.6519
Transition (1990s)Transition (1990s) 0.72330.7233 0.70290.7029Transition (1990s)Transition (1990s) 0.72330.7233 0.70290.7029
Transition (late 1990s)Transition (late 1990s) 0.66920.6692 0.66050.6605

Source:  Haltiwanger, Scarpetta and Schweiger (2008)



Evidence of Distortion in the Nature of Reallocation

Maximum Variation in Job Reallocation across 
Industry*Size Classes
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Aggregate productivity and allocationAggregate productivity and allocation

 Olley and Pakes (1996) static decomposition:Olley and Pakes (1996) static decomposition:

  
i i

tittitittt PppNP ))(()/1(
__



where: N: # of firms in a sector; where: N: # of firms in a sector; 
 The first term is the unweighted average of firmThe first term is the unweighted average of firm--level productivitylevel productivity
 The second term (OP cross term) reflects allocation of resources: do firms with The second term (OP cross term) reflects allocation of resources: do firms with 

higher productivity have greater market share.higher productivity have greater market share.
 Requires representative cross sectional samples but does not require accurate Requires representative cross sectional samples but does not require accurate 

longitudinal linkageslongitudinal linkages
C t tif di tl i t f t d itC t tif di tl i t f t d it Cannot quantify directly importance of entry and exitCannot quantify directly importance of entry and exit

 By construction, cross term takes out country effects in productivity levels, so By construction, cross term takes out country effects in productivity levels, so 
abstracts from some aspects of measurement errorabstracts from some aspects of measurement error

Source:  Bartelsman, Haltiwanger and Scarpetta (2006)



Allocative efficiency (Olley Pakes decomposition -- cross term)
(weighted averages of industry level cross terms from OP decomposition) 

All i ffi i OPed
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Evolution of allocative efficiency during the transition -- Eastern Europe, manufacturing
(weighted averages of industry level cross terms from OP decomposition) 
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Hungary:  allocative efficiency over the transition
(cross-term of the Olley Pakes decomposition, manufacturing)
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Slovenia:  allocative efficiency over the transition
(cross-term of the Olley Pakes decomposition, manufacturing)
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Olley-Pakes Decomposition for Colombian 
ManufacturingManufacturing 

1 70

1.80

0 90

1.00

1 40

1.50

1.60

1.70

0 60

0.70

0.80

0.90

1.20

1.30

1.40

0.40

0.50

0.60

0.90

1.00

1.10

0.10

0.20

0.30

0.80
82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98

Year

0.00

Aggregate (Weighted) Simple Average Cross-term

Source:  Eslava et al. (2005)



Restructuring and Reallocation Critical for Productivity 
Growth in ChinaGrowth in China

Olley Pakes Decomposition of Labor Productivity 
(Average Industry)
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Young Businesses and economic Young Businesses and economic gg
growthgrowth

 Theme that emerges:Theme that emerges:
 Understanding U.S. growth dynamics at aggregate Understanding U.S. growth dynamics at aggregate 

level requires drilling down to dynamics of firmslevel requires drilling down to dynamics of firmslevel, requires drilling down to dynamics of firms level, requires drilling down to dynamics of firms 
(e.g., the role of young businesses)(e.g., the role of young businesses)

 Emerging evidence for ROW is that these same Emerging evidence for ROW is that these same 
f h h d f llf h h d f llfactors are important AND that the dynamism of small factors are important AND that the dynamism of small 
and young businesses may be distorted by market and young businesses may be distorted by market 
structure and institutionsstructure and institutions

 One last twist:One last twist:
 Entrepreneurial dynamics starts at micro business Entrepreneurial dynamics starts at micro business 

levellevellevellevel
 ILBD:  Nonemployers (e.g., sole props without ILBD:  Nonemployers (e.g., sole props without 

employees) + Employersemployees) + Employers



Micro Businesses constitute a large share of businesses 
and a small share of revenue…

Distribution of Businesses by 
Business Type, 2000

Distribution of Revenue By Business 
Type, 2000
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Shares of New Employer Businesses in 1997 
ith Pre Histor as Nonemplo er B sinesseswith Pre-History as Nonemployer Businesses
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Taking stockTaking stockTaking stock…Taking stock…

 Creative destruction as evidenced by:Creative destruction as evidenced by:
 Job reallocationJob reallocation
 Firm entry and exitFirm entry and exit

is a ubiquitous feature of market economiesis a ubiquitous feature of market economies
 Churning is productivity enhancingChurning is productivity enhancing
 Young, small businesses are very high growth, Young, small businesses are very high growth, 

very volatilevery volatile
 Micro business to employer business transitions importantMicro business to employer business transitions important
 Financing importantFinancing important Financing importantFinancing important



Evidence/Questions for Emerging Evidence/Questions for Emerging 
and Transition Economiesand Transition Economiesand Transition Economiesand Transition Economies

 Churning is high except for preChurning is high except for pre--transition transition 
economieseconomieseconomieseconomies
 So churning by itself it not keySo churning by itself it not key
 Is it distorted in some fashion?Is it distorted in some fashion?

 Age, size, micro businesses?Age, size, micro businesses?
 Haltiwanger, Scarpetta and Schweiger (2008) find Haltiwanger, Scarpetta and Schweiger (2008) find 

evidence that hiring and firing restrictions distort job evidence that hiring and firing restrictions distort job 
ll ti / i l ti hill ti / i l ti hireallocation/size relationshipreallocation/size relationship

 Age and micro businesses should be high priorities for Age and micro businesses should be high priorities for 
future data infrastructurefuture data infrastructure

I it d ti it h i ?I it d ti it h i ? Is it productivity enhancing?Is it productivity enhancing?
 Allocative efficiency differs substantially across Allocative efficiency differs substantially across 

countriescountriescountriescountries
 Institutions and market structure?Institutions and market structure?

 Flexibility + Safety Net:  What is the right mix? Flexibility + Safety Net:  What is the right mix? 



Missing Pieces manMissing Pieces manMissing Pieces…many…Missing Pieces…many…

 Public sector/SOE retrenchmentPublic sector/SOE retrenchment
 Often managed poorly by public sectorOften managed poorly by public sector
 Adverse selection: best workers leave and then needAdverse selection: best workers leave and then need Adverse selection:  best workers leave and then need Adverse selection:  best workers leave and then need 

to be rehiredto be rehired
 Impact on workers:Impact on workers:

Ch i f j b d fi i li d f kCh i f j b d fi i li d f k Churning of jobs and firms implies need for worker Churning of jobs and firms implies need for worker 
mobilitymobility

 How to achieve most of this with EHow to achieve most of this with E--toto--E flows and E flows and 
h t d ti l t?h t d ti l t?short duration unemployment?short duration unemployment?

 Firm heterogeneity, dynamics and frictions have Firm heterogeneity, dynamics and frictions have 
implications for earnings:implications for earnings:

E i d d h d h kE i d d h d h k Earnings depend on who you are and where you work Earnings depend on who you are and where you work 



In severe recessions there is substantial disruption in the labor market flows…
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Hires and Establishment GrowthHires and Establishment Growth
Hires
(Percent of Employment)

35.0 Unconditional
Controlling for Establishment Fixed Effects

25.0

30.0

20.0

10.0

15.0

0 0

5.0

0.0
-30.0 -25.0 -20.0 -15.0 -10.0 -5.0 0.0 5.0 10.0 15.0 20.0 25.0 30.0

Net Growth (Percent of Employment)



Quits and Layoffs vs Establishment Net Quits and Layoffs vs Establishment Net 
Growth, JOLTSGrowth, JOLTSGrowth, JOLTSGrowth, JOLTS
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Quarterly Earnings of Distressed Separators in Quarterly Earnings of Distressed Separators in 
1995:2:1995:2:

By Length of Jobless Spell.By Length of Jobless Spell.
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Distribution of Earnings Growth resulting from Distribution of Earnings Growth resulting from 
Job ChangeJob ChangeJob ChangeJob Change

All Job SeparatorsAll Job Separators 1010thth 2525thth 5050thth 7575thth 9090thth

EE1: no jobless spell EE1: no jobless spell --33.3533.35 --11.1911.19 8.008.00 34.9434.94 90.3390.33

EE2: short jobless spellEE2: short jobless spell --46.0146.01 --19.1419.14 4.774.77 32.3432.34 91.6691.66

EE3: 1 qtr. nonEE3: 1 qtr. non--emp.emp. --39.3139.31 --10.8810.88 0.690.69 11.5911.59 41.2641.26

EE4 2EE4 2 3 t3 t 62 4562 45 33 0133 01 3 593 59 25 0125 01 97 8797 87EE4: 2EE4: 2--3 qtrs. non3 qtrs. non--emp.emp. --62.4562.45 --33.0133.01 --3.593.59 25.0125.01 97.8797.87

EE5: 4+ qtrs. nonEE5: 4+ qtrs. non--emp.emp. --72.1272.12 --42.0542.05 --1.311.31 52.8652.86 195.53195.53

Distressed SeparatorsDistressed Separators 1010thth 2525thth 5050thth 7575thth 9090ththpp

EE1: no jobless spell EE1: no jobless spell --31.6031.60 --12.0012.00 3.363.36 23.2523.25 64.0564.05

EE2: short jobless spellEE2: short jobless spell --39.3139.31 --15.6115.61 4.914.91 24.9324.93 56.8656.86

EE3: 1 qtr. nonEE3: 1 qtr. non--emp.emp. --48.0048.00 --19.3719.37 0.100.10 15.2815.28 46.3146.31

EE4: 2EE4: 2--3 qtrs. non3 qtrs. non--emp.emp. --63.4663.46 --40.6740.67 --10.4710.47 20.3420.34 79.9479.94

EE5: 4+ qtrs nonEE5: 4+ qtrs non--empemp --74 0874 08 --47 5747 57 --11 0811 08 31 5131 51 121 62121 62EE5: 4+ qtrs. nonEE5: 4+ qtrs. non emp.emp. 74.0874.08 47.5747.57 11.0811.08 31.5131.51 121.62121.62

Job StayersJob Stayers --29.3829.38 --7.857.85 1.031.03 10.7010.70 31.3331.33



Safet Net Challenges?Safet Net Challenges?Safety Net Challenges?Safety Net Challenges?

 Flexibility of Jobs and Workers is critical in advanced Flexibility of Jobs and Workers is critical in advanced 
AND emerging economies for productivity growthAND emerging economies for productivity growth

 Stifling job and worker reallocation through job andStifling job and worker reallocation through job and Stifling job and worker reallocation through job and Stifling job and worker reallocation through job and 
worker mobility restrictions dampens productivity levels worker mobility restrictions dampens productivity levels 
and growthand growth
BUT o ke s ca ght p in this t b lence e en in U SBUT o ke s ca ght p in this t b lence e en in U S BUT workers caught up in this turbulence even in U.S. BUT workers caught up in this turbulence even in U.S. 
can experience persistent periods of joblessness and can experience persistent periods of joblessness and 
earnings losses.earnings losses.

 Implement safety net without moral hazard and adverse Implement safety net without moral hazard and adverse 
selection problems, without dampening job and worker selection problems, without dampening job and worker 
mobility but provides support…mobility but provides support…


