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Foreword

It is no secret: small and mid-size firms are the backbone of economies every-
where. They account for more than 9 out of every 10 businesses. They generate
half of all jobs. Yet the actual trajectory of economic growth and prosperity is
determined by a different type of firm—businesses lucky or plucky enough to
make it big.

High-performing economies tend to have a larger share of employment in
big, competitive firms than other countries. Such firms are usually more pro-
ductive and have better market intelligence: they can lower production costs
while making high-quality investments and reaching the markets they need to
succeed. They are more likely to innovate, more likely to export, and more likely
to adopt international standards of quality. They typically pay higher wages and
provide more secure employment than small firms.

In small and lower-income countries, however, there is a pronounced short-
age of large, competitive firms—and the deficiency impedes economic prog-
ress where it is needed most. Indonesia, for example, has just 9 large firms for
every 100 mid-size firms in the nonagricultural sector. By contrast, the United
States has 20 large firms for the same number of mid-size firms. If Indonesia’s
business environment were as friendly to large-firm creation as the business
environments of high-income economies, the country could have an estimated
230,000 additional jobs in the manufacturing sector.

This book constitutes one of the most up-to-date assessments of how large
firms are created in low- and middle-income countries and what their role is
in development. Although the analysis was prepared before the COVID-19 out-
break, its findings are even more relevant in the current context. Productive
large firms will play a key role restoring growth and creating jobs in the after-
math of the pandemic.

The book focuses on firms with at least 100 employees. Globally, fewer than
1 out of every 20 firms operates at that scale. In low- and middle-income coun-
tries, however, smaller firms face tougher odds of making the big leagues. They
stay small; across low- and middle-income countries, only 1 in 10 small firms
grows to medium size, and only 1 in 100 grows to become a large firm.

Large firms in these countries, by contrast, are often born big. They also tend
to enjoy considerably more regulatory protection than large firms in high-income
economies, to the detriment of smaller firms and new entrants to the market.


http://documents.worldbank.org/curated/en/577091496733563036/pdf/115696-REVISED-PUBLIC-SMEs-and-Jobs-final.pdf
https://www.piie.com/bookstore/rich-people-poor-countries-rise-emerging-market-tycoons-and-their-mega-firms
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The superstars among them play an outsized role in many low- and middle-
income countries. In Serbia, for example, the 20 largest firms account for more
than 5 percent of national employment and 20 percent of GDP. In Ethiopia, the
largest manufacturing firm accounts for close to 10 percent of GDP. In Vietnam,
the top 20 firms employ more than 1 percent of the country’s workforce.

Development is not just about the number of jobs. It is also about better
jobs. It is about health, security, efficient use of resources, quality standards,
global integration, and resilience. Large firms tend to offer all of these benefits.
New, large firms—such as those that challenge the dominance of existing large
firms—offer even better prospects.

Progress in these countries, in short, cannot occur without a significant
role for new, large firms. The question for policy makers is what can be done to
enable more smaller firms to make it big—and what must be done to keep large
firms from becoming monopolies. The recommendations of this study offer a
way forward. Policy makers should focus on five types of interventions.

First, open up markets. As this study highlights, three private agents
play a key role in creating large firms in low- and middle-income countries:
multinational companies that establish local affiliates, entrepreneurs that
grow their start-ups or create large firms, and large domestic firms that create
spinoffs. High-productivity firms that have the ability to grow large deserve the
opportunity to do so. Domestic markets should be opened to broad-based com-
petition—through international trade and investment and through policies to
ease entry and break up oligopolies. Most countries have a long way to go in this
regard; regulatory protection of incumbents is more than 60 percent greater in
low- and middle-income countries than it is in high-income countries.

Second, improve the business environment. Costs resulting from government
policies—involving courts, labor laws, taxation, and trade rules and customs—
can sway investors’ decisions regarding where to establish new, large firms and
whether to expand. Improving the business environment—through smarter
government regulation, stronger trade facilitation, and better protection of
property rights—can make a big difference in fostering the emergence of large
firms.

Third, avoid state ownership beyond key public goods. Governments have his-
torically created large firms in the form of state-owned enterprises (SOEs)—a
generally unproductive exercise. These firms rarely deliver the benefits one
might expect, given their scale. Their record of underperformance means that
it is hard to establish an independent governance structure that allows them
to operate on fully commercial terms. As a rule, governments have also proved
unable to manage the conflicts of interest inherent in exposing SOEs to market
competition while avoiding financial and job losses. As a result, SOEs rarely
emulate the productivity and dynamism of privately owned firms.

Xii
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Fourth, strengthen private sector capabilities. A dynamic private sector
depends on much more than finance. Governments should strive to ensure
that private actors—entrepreneurs, foreign investors, and other large firms—
have the skills, technology, market intelligence, infrastructure, and finance
they need to create large ventures. Development finance institutions should
do the same: they can work proactively with lead investors to help them
overcome the constraints that dissuade them from creating large ventures—
among other things, managerial capabilities and the ability to export and
connect to regional and global supply chains.

Fifth, spread the benefits. The propensity of large firms to innovate and
achieve higher productivity can generate significant benefits for other firms:
large firms create demand in their supply chains, they grow markets, and they
spread know-how in ways that benefit other companies of all sizes. Development
finance institutions also play an important role here; many, including the
International Finance Corporation, have undertaken extensive financing and
capacity-building activities to support the growth of high-potential small and
medium enterprises. Through such activities, development institutions can
help to ensure that the benefits of large-firm growth reach other firms as well.

Low- and middle-income economies have much to gain by enabling more
firms to make it big—and it is possible for them to do so without creating
monopolies. They should not shirk from the opportunity.

Caroline Freund
Global Director for Trade, Investment, and Competitiveness
World Bank Group
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Executive Summary

Economic and social progress requires a diverse ecosystem of firms of different
sizes playing complementary roles. This report focuses on the particular role
that larger firms—defined as firms with 100 employees or more—play in this
ecosystem. Fewer than 1 out of 20 enterprises operates at this scale across the
world.

This report shows that large firms are different than other firms in low- and
middle-income countries. They are significantly more likely to innovate, export,
and offer training and are more likely to adopt international standards of quality.
Their particularities are closely associated with productivity advantages—that
is, their ability to lower the costs of production through economies of scale and
scope but also to invest in quality and reach demand. Across low- and middle-
income countries with available business census data, nearly 6 out of 10 large
enterprises are also the most productive in their country and sector.

These distinct features of large firms translate into improved outcomes not
only for their owners but also for their workers and for smaller enterprises in
their value chains. Workers in large firms report, on average, 22 percent higher
hourly wages in household and labor surveys from 32 low- and middle-income
countries—a premium that rises considerably in lower-income contexts. That is
partly because large firms attract better workers. But this is not the only reason:
accounting for worker characteristics and nonpecuniary benefits, the large-
firm wage premium remains close to 15 percent. Besides higher wages—which
are strongly associated with higher productivity—large firms more frequently
offer formal jobs, secure jobs, and nonpecuniary benefits such as health insur-
ance that are fundamental for welfare in low- and middle-income countries.

Large firms represent important vehicles of change by contributing to an
important share of net job creation and labor productivity growth across differ-
ent contexts—more than 50 percent across the sample of countries for which
we have both firm-level and macroeconomic data. A handful of top performers
lead the way; the 20 largest firms in Vietnam, Cote d’Ivoire, and Serbia contrib-
ute, respectively, more than 10, 15, and 50 percent of total tax revenue on profits
and capital gains. In Co6te d’Ivoire and Serbia, these 20 firms account for more
than half of total national exports.

The fundamental challenge for economic development, however, is that pro-
duction does not reach economic scale in low- and middle-income countries.
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Smaller and lower-income markets tend to host smaller firms. But even in rela-
tive terms, there are too few larger firms in these countries relative to the size of
the economy and the number of smaller firms—there is a “missing top.” In 2016,
for example, for every 100 medium-size firms, more than 20 large firms were
operating in the nonagricultural sector in the United States, as opposed to less
than 9 in Indonesia—a lower-middle-income country with roughly the same
population. A closer study of the firm-size distribution in country pairs sug-
gests that what is missing are the larger of large firms—that is, those with 300+
employees—as well as the more productive and outward-oriented firms. The
observation that relatively less distorted economies have smoother firm-size
distributions allows us to examine the hypothesis based also on some theoretical
shape that better fits less distorted economies, such as the Pareto distribution.
The evidence suggests that larger firms employing more than 300 workers are
systematically underrepresented in the lower-income countries under obser-
vation. In Ethiopia, for example, large firms have a 7-percentage-point lower
share of employment than what is predicted by the optimal distribution, while
in Indonesia, the gap is 4.6 percentage points, corresponding to a rough esti-
mate of 230,000 missing jobs in manufacturing,.

The scarcity of larger firms raises the question of how larger firms are cre-
ated in lower-income contexts and what goes wrong in this process. Firms
begin with “sponsors” that combine capital, labor, and know-how, in order to
access a market or create a new one. Four types of sponsors predominate in
lower-income countries: foreign firms creating new affiliates, other large firms
spinning off new ventures, governments, and entrepreneurs. These four actors
have different advantages in bringing together the ingredients of a successful
enterprise—capital, labor, technology, managerial talent, and market access—
and often build on existing assets and experience to create new ventures. As a
result, what is distinct about large firms is often in place from the time they are
established.

Drawing on a rare set of firm-level data from public and private sources,
as well as proprietary data from the International Finance Corporation (IFC)
and case studies, this report shows that large firms are often born large—or
with attributes of largeness in the way they are organized, their strategies for
market access, and the people they engage as managers and workers. Firms that
grow large from smaller sizes and those that start off large, for example, both
pay between 25 and 50 percent higher wages than the rest at origin. They also
report, on average, one additional layer of employment at origin. In the manu-
facturing sector of large countries such as China, Indonesia, and Vietnam, large
firms more often originate from the same segment: 55 to 80 percent of large
firms are estimated to have started off large. Of the large firms appraised by IFC
between 2015 and 2017, two out of three were also large at origin. The evidence
highlights the critical role of ex ante capabilities, including the intelligence
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to access and expand demand, in explaining the growth of firms in low- and
middle-income countries.

To fill the “missing top,” governments have often resorted to the creation
of state-owned enterprises (SOEs). These firms rarely deliver the benefits one
might expect from their scale. First, it has proven difficult to establish gover-
nance sufficiently independent of the state to operate in a commercial manner.
SOEs often pursue a mix of social and commercial objectives, which are used
to justify regulatory protection from competition. It is also difficult for govern-
ments to manage the conflict of interest that arises between exposing SOEs to
competition, on the one hand, and the risk of job losses and changes in prod-
uct offerings that come with this exposure, on the other. As a result, SOEs in
lower-income economies rarely emulate the productivity and dynamism of pri-
vately owned firms: they are three times less likely to be the most productive
firm in their country and sector.

Instead of that course of action, this report argues strongly that governments
should support the creation of new, large firms through private investment by
opening up markets to competition. In low-income countries, governments
can achieve that objective with simple policy reorientations, such as breaking
oligopolies, removing unnecessary restrictions to international trade and
investment, and putting in place strong competition frameworks to prevent the
abuse of market power. Opening markets to competition benefits entrants of all
sizes. In practice, however, regulation is often designed for the benefit of large
incumbents using statutory monopolies and oligopolies, preferential access to
natural resources and government contracts, or barriers to foreign competitors
that rarely enter at small scale in new markets. The entry of more large firms
to compete with incumbents would aim to disperse power by any one firm.
There is a long way to go in this regard: regulatory protection of incumbents
in lower-middle-income countries is more than 60 percent greater, on average,
than the level observed in high-income countries.

Beyond the entry point, operational costs associated with a range of gov-
ernment policies can greatly influence investors’ decisions to establish new,
large firms. Large firms in low- and middle-income countries are significantly
more likely than small firms to report customs operations, the court system,
workforce skills, transportation, and telecommunications infrastructure as
constraining their operations. Bread-and-butter reforms that aim to improve
market regulation, trade processes, and tax regimes and to protect intellectual
property rights stand to make a difference in that respect, even when these
long-term reforms do not have large-firm creation as the objective.

Governments should also strive to ensure that private actors have the skills,
technology, market intelligence, infrastructure, and finance they need to cre-
ate large ventures. Reducing informational barriers that hinder the adoption
of good managerial and production processes, improving access to technology,
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and providing incentives to adopt standards are particularly promising in fos-
tering the growth of small and medium enterprises as a channel of large-firm
creation. But this channel is unlikely to be sufficient in filling the “missing
top” by itself. Across low- and middle-income countries, only 1 in 10 small
firms grows to medium size, and only 1 in 100 grows to become a large firm.
Complementing policies that foster small and medium enterprise development
with policies that foster large-firm creation from other sources—foreign direct
investment through investment promotion and spinoffs of other large firms—is
also necessary.

Finally, governments and development finance institutions (DFIs) should
actively work to spread the benefits from production at scale across the larg-
est possible number of market participants. Large firms create demand in their
supply chains, grow markets of previously unavailable products and services,
generate surpluses that can improve workers’ income and employment condi-
tions, and generate know-how in ways that benefit other companies of all sizes.
Governments and DFIs have an important role to play for these effects to mate-
rialize: taking a value chain perspective and partnering with larger firms—both
incumbent firms and new challengers—in each industry to train, connect, and
improve the functioning of product and labor markets is necessary to allow
other participants to benefit from their growth. In the future, technological
change could erode some of the benefits that come with production at scale,
while increasing others. Market contestability should be the guiding pillar for
large-firm creation—it will enable markets to adapt and work for the largest
possible number of participants.

Note on COVID-19

The analysis and recommendations of this book were prepared before the
COVID-19 outbreak. Since the pandemic began in 2020, the global economy has
suffered the most severe shock since World War |l, affecting firms of all sizes and
their contributions to the livelihoods of the poor. A disorderly exit of otherwise
viable firms in this context would set back the process of structural transformation
and progress toward inclusive growth. It can create lasting effects on productivity,
employment, and competition. That risk warrants temporary and transparent
government support for vulnerable private firms targeted to the extent possible
toward growth-oriented enterprises and competitive sectors suffering the
greatest loss of capital.

The findings of this study are even more relevant in this context. Productive large
firms can play a key role in restoring growth and creating jobs in the aftermath of
the pandemic, so recovery plans should include actions to promote large-scale
entrepreneurship and foreign direct investment. Strengthening firm capabilities
to adapt and grow in an era of rapidly changing markets should be an immediate
priority, in addition to liquidity support. Open and contestable markets will be
critical for a faster recovery.
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12 Empirical
Highlights

1. Across 9 low- and middle-income countries with available business census
data, nearly 6 out of 10 large enterprises are also the most productive in
their country and sector. In services, the overlap drops to fewer than 2 out
of 10 large firms.

2. A large foreign-owned firm is 25 percent more likely than its large domes-
tic competitors to be among the most productive firms in its country and
sector. A large state-owned enterprise, by contrast, is three times less likely
to be among the most productive firms in its country and sector.

3. Workers in large firms report 22 percent higher hourly wages, on average,
in a pooled sample of household and labor surveys from 32 low- and middle-
income countries. Accounting for worker characteristics and nonpecuniary
benefits, the large-firm wage premium remains close to 15 percent on aver-
age. The magnitude of the premium is significantly higher in lower-income
contexts.

4. Large firms account for more than half of aggregate net job creation across
6 countries for which we have both an industrial census and official sta-
tistics on employment growth. These contributions are generally higher in
manufacturing than in services.

5. The employment share of 300+ employee firms is nearly 5 percentage
points lower, on average, than the share predicted by a Pareto distribution
in a sample of 6 low- and middle-income countries with available business
census data. In Indonesia, the lower share of labor in larger manufacturing
firms corresponds to more than 230,000 jobs.

6. Of all firms that enter with fewer than 20 employees and survive for at least
five years across our sample of countries, nearly 9 out of 10 are still small by
the end of five years. Only 1 in 10 grows to become a medium-size firm, and
1in 100 grows to become a large firm.
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11.
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Nearly half of large establishments surveyed by the World Bank in low-
income countries were already large when they started operating. The
share drops to one-third in middle-income economies and to less than
30 percent in high-income countries.

Among managers of large firms appraised by the International Finance
Corporation, 98 percent have other experience in the same sector of eco-
nomic activity. Of those who also have experience in a sector other than the
one in which the firm is operating, more than 40 percent have experience
in finance.

Firms that start large are at least two times more likely than the rest to
export at origin and three to four times more likely to report multiple-
sector activities.

Both firms that grow large from smaller sizes, and those that start off large,
pay between 25 and 50 percent higher wages than the rest at origin and
report, on average, 1 additional employment layer at origin.

Regulatory protection of incumbents in upper-middle-income and
lower-middle-income countries is more than 40 percent and 60 percent
greater, on average, than the level observed in high-income countries.

A large firm is 5 to 10 percent more likely to report customs operations,
the court system, workforce skills, transportation, and telecommunications
infrastructure as constraining its operations; 3 to 7 percent less likely to
report the availability of finance as a constraint; and 9 to 12 percent less
likely to report competition from the informal sector as a constraint.
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Introduction

Firms do not all serve the same purpose

Scaleisafundamental elementof economicactivity. As productionisreorganized
from individuals to firms and from smaller to larger firms, resources are better
used, firms take advantage of economies of scale and scope, and they invest in
innovation, standards, and human capital. Scale is ultimately associated with
productivity, which is a driving force of growth.

Yet firms do not all serve the same purpose in organized markets and societies.
While scale improves efficiency and returns for the market as a whole, smaller
firms ensure that economic activity occurs in a greater variety of essential services,
across densely populated but also remote locations, and for less dynamic segments
of society for which business is a way of making a living. Economic and social prog-
ress requires a diverse ecosystem of firms serving multiple objectives in parallel.

The availability of a variety of products and services in an economy is intrin-
sically associated with size diversity across firms undertaking different activ-
ities. Minimum efficient scale—that is, the minimum size at which a firm can
sustain operations without making losses—depends on the cost of establishing
production in different industries. In the telecommunications industry, for
example, that minimum scale is large, because the fixed cost of establishing
service provision is large. In the retail industry, by contrast, the fixed cost is
small and so is the minimum efficient scale. Essential services—such as con-
struction, business services, or personal care—are typically provided at smaller
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scale, customized to client needs. The welfare of societies and healthy market
ecosystems depend on these activities.

Size diversity is also needed to ensure that business occurs across a wide
range of locations. Scale involves the concentration of production in space,
which greatly accelerated during the waves of industrial revolutions, when goods
started moving inexpensively and rapidly across locations. While trade and trans-
port infrastructure ensure access to goods in remote locations, access to services
requires proximity. Universal service provision is thus dependent on smaller
firms that can operate in remote locations.

Economic activity, finally, does not serve the same purpose for everyone.
For the majority of entrepreneurs in low- and middle-income countries for
which we have evidence, an enterprise is a way of making a living (Schoar
2010). Businesses that are less motivated by growth tend to remain small, not
necessarily because of inefficiencies they cannot overcome, but because of the
less ambitious plans of their owners and sponsors faced with a scarcity of wage
employment. The purpose they serve is no less legitimate than the ambition
of their growing competitors. Improving their returns and the sustainability
of their operations can be an equally important policy objective that is aligned
with the principle of leaving no one behind.

This report argues that large firms advance a range of economic and social
objectives in ways that other firms do not. While these objectives are critical to
development, the contribution of large firms remains part of an aggregate that is
not served exclusively by large firms. The fact that lower-income countries lack
large firms is a handicap for an ecosystem of firms, constraining the growth and
survival of smaller enterprises and, ultimately, the growth and survival of healthy
markets that work for all.

How large is large?

Economic theory does not provide clear guidance on what constitutes a
large firm. At the edges of the firm-size distribution, there is little ambiguity
in this respect: a 10,000-employee firm is universally considered large, and a
10-employee firm is considered small. But where in between should one draw
the line? Is there an objective market or sector measure that puts a firm’s size
in perspective?

The question of how large is large is not only of academic interest. When
designing industrial or innovation policies, governments often target growth
of firms of a specific size (small or medium) or potential (high growth), which
requires a clearly defined selection criterion. By exclusion, any criterion used
for targeting small and medium enterprises (SMEs) implicitly defines a thresh-
old above which firms are considered to be large.
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FIGURE 11 The regulatory cutoff for “large” varies by economy, by employment
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The most commonly used criterion is employment—that is, the total number
of people employed by the firm. Figure 1.1 presents cutoffs that various juris-
dictions and international organizations use to define SMEs and, by extension,
large firms. Although 100 is the most popular choice, the cutoffs vary substan-
tially across countries, from below 50 in some small economies such as Burkina
Faso to 500 in large countries such as Canada.! International organizations do
not have a consistent threshold either; the European Union uses a threshold
of 250+, while the World Bank uses thresholds of 100+ and 300+ for its private
sector development arm, the International Finance Corporation (IFC).

Larger jurisdictions tend to add nuance by applying different thresholds
by industry, taking into account the minimum efficient scale and average size
of firms relative to their competitors. Mixed systems exist for defining size as
well, with some using not only employment but also revenue or total assets. The
United States Small Business Administration also applies thresholds that vary
by industry—larger for manufacturing, lower for services. The European Union,
however, applies a generic threshold of 250 employees or €50 million in sales
to all industries, implying that many firms considered large in Europe may be
considered medium in the United States.

Having a generic threshold may reflect a desire on the part of policy
makers to include a greater share of workers with benefits from SME programs.
In the United States, the share of employment in SMEs defined according to the



MAKING IT BIG

official threshold is 52 percent, but in Germany it is 63 percent and in Portugal
it is 78 percent (OECD 2017; United States Census Bureau 2018). In India, a
lower-middle-income country, the threshold of what is large is scaled down to
fit the economy; a firm is considered large if it has investment in plants and
machinery worth more than US$700,000, a criterion that would apply to most
manufacturing firms in the United States.

Governments also make judgments about what is large when choosing whether
to enforce certain regulations—for example, related to labor and taxes. These
thresholds exist typically because it would be too costly to enforce regulations
below that scale. They also tend to be lower than thresholds defined by SME
programs (Garicano, LeLarge, and Van Reenen 2013). For instance, in France and
the United States, certain regulations determine eligibility using the threshold of
50 employees, far below the thresholds used to define SMEs in those markets.

Ultimately, the conventions used to define “large” depend on the purpose
and perceptions of different market actors. They often reflect an underlying
economic rationale in their nuances across industries and the use of criteria—a
rationale that is challenging to measure with precision and often can only be
approximated. However, they have largely remained conventions. The critical
question becomes whether these definitions still ensure selectivity—that is,
whether they capture a group that is dissimilar from the average firm in quan-
titative and qualitative terms.

Adopting a rather conservative definition of large firm—the most widely
used threshold of 100 employees—fulfills that objective. However generic,
the threshold consistently captures a leading minority of firms: fewer than
1 out of 20 formal enterprises in low- and middle-income countries but
also high- income countries operate at that scale (see figure 1.2 on firm size
distributions in manufacturing and services for Spain and Vietnam as two
illustrative cases). These firms also make disproportionally high contributions
to employment. Despite accounting for less than 5 percent of the total number
of manufacturing firms, firms with 100+ employees employ, for instance, about
40 percent of total number of manufacturing workers in Spain and 80 percent
in Vietnam. The same holds for many other countries independent of their level
of development.

There is value in showing that firms at this conservative threshold are
different—it makes our insights applicable to many more cases and pres-
ents a workable and manageable target for both governments and develop-
ment institutions. Throughout this report, we use a generic threshold of 100
employees to define large firms, highlighting at all stages what is different
about the larger firms within that segment (that is, those with 300+ and 500+
employees).

In the rest of this report, we address four questions in detail. First, how
are large firms different from the rest of firms in low- and middle-income
countries? We delve into the distinct features of large firms that work for

4
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FIGURE 1.2 Firm-size distribution and employment shares: Vietnam and Spain, 2012
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Sources: For Vietnam, business census data (2012); for Spain, Organisation for Economic Co-operation and Development
(OECD) DynEmp data.

development—such as income generation, job creation, and innovation—and
explore their fundamental links with productivity and market contestability.
These firm-level differences translate into better aggregate outcomes, making
firms vehicles of change. But is there a shortage of large, firms in low- and
middle-income countries? The frequency with which we encounter large, pro-
ductive firms in low- and middle-income countries represents the core of the
problem: it is significantly lower than expected. So, where do new large firms
come from? Who creates them, how do they look at the beginning, and what
are the circumstances of their creation? Few scholars have examined these
questions because of the scarcity of evidence. We describe sources of large-firm
creation—such as entrepreneurship, foreign investment, spin-offs from other
large firms, and governments—and we track the growth paths of large firms
during the first years of their operations to illustrate attributes and strategies
that bring them to scale. The evidence invites a forward-looking final question:
how do we fill the gap? With market contestability serving as a guide, we explore
solutions that could work for large-firm creation in lower-income contexts and
the role of development finance in the process.
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Note

1| According to micro, small, and medium enterprise country indicators. For more information, see

IFC and SME Business Forum (2017).
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1. Large firms
make distinct
contributions to
development

Large firms in low- and middle-income countries have several features that set
them apart from smaller competitors. This chapter systematically examines the
distinct features that are closely associated with their productivity advantages
over smaller firms—that is, their ability to lower the costs of production through
economies of scale and scope but also to invest in quality and access demand.
Large firms frequently pursue better management and organization of pro-
duction, as well as seeking outward orientation, innovation, and investment in
human capital. This translates into better outcomes for their owners, and also
for their workers and for smaller enterprises in their value chains. Large firms
ultimately represent vehicles of change, driving a substantial share of aggregate
economic activity in low- and middle-income countries, while contributing to
net job creation and labor productivity growth across different contexts.

Yet this array of benefits does not come automatically with firm size. Market
contestability (that is, whether more productive entrants can challenge the
position of large incumbents) as well as the objectives of owners (whether they
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are foreign investors, domestic entrepreneurs, or government) to a large extent
explain the strength of the association between scale and productivity advan-
tages that ultimately drives better development outcomes.

The World Bank Enterprise Surveys are a unique source of information
for studying these questions; the set used in the analysis contains detailed
information about more than 70,000 establishments in 123 economies.! Industrial
censuses from 10 low- and middle-income countries offer additional insights, as
do other microdata sets, such as the International Income Distribution Data Set
(I2D2)—the largest set of globally harmonized household and labor survey data
collected by the World Bank, which provides a closer look at the quality of jobs
provided by large firms—and the Organisation for Economic Co-operation and
Development’s (OECD) Orbis and DynEmp databases, which include millions of
observations from firms in high-income countries, illustrating how large firms in
industrial markets differ with respect to their peers in less developed economies.

Firm size is associated with productivity

Firm size is associated with productivity—that is, the effective transformation of
inputs into output and returns. Scale and productivity can reinforce each other in
a virtuous cycle. Large firms benefit from economies of scale to lower the costs of
production or service provision: the more a firm produces, the lower the average
cost incurred per unit, because the fixed costs are spread over a larger amount of
output. Often, a single large firm is able to produce a bundle of several goods and
services more cheaply than a group of more specialized enterprises—a concept
known as “economies of scope.” Larger firms also have margins to invest in quality
and to access greater demand, both of which boost returns. Lower costs of produc-
tion, better quality, and higher demand, in turn, enable firms to grow even larger.
Theory offers insights into factors that underlie the productivity selection
driving firm growth at the beginning of the virtuous cycle. Lucas’s influential
model of firm size, for example, predicts that average firm size is driven by
“managerial talent” that generates more output from the available capital
per worker (Lucas 1978). Although entrepreneurs face decreasing returns to
capital and labor, use of this multiplier gives some firms a larger optimal scale
than others. The organization of production along the value chain also matters
(Grossman and Hart 1986). Firms become larger when it is more efficient to make
a product internally than to outsource it or buy it from the market. Ownership,
market intelligence, and many competitive advantages can be added to this list.
A close empirical association between scale and productivity is common in
the literature. In both high-income and low- and middle-income economies, large
firms tend to have higher total factor productivity and higher rates of productivity
growth (Ayyagari, Demirglic-Kunt, and Maksimovic 2014; Haltiwanger, Jarmin,
and Miranda 2013; Leung, Meh, and Terajima 2008; Poschke 2018). A glance at
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firm-level industrial census data from nine countries—China, Céte d’Ivoire, Ethiopia,
Indonesia, Kosovo, Morocco, Moldova, Serbia, and Vietham—confirms a significant
overlap between scale and productivity (figure 1.1; see chapter 3 for a description of
the data). Distinguishing between (a) large firms with more than 100 employees and
(b) the same number of most productive firms within each country, sector, and year
yields an overlap of nearly 60 percent. In other words, nearly 6 out of 10 large enter-
prises are also the most productive in the same country and sector.2 More formally,
doubling firm employment is associated with an average 9 percent increase in value
added per employee, taking into account country, sector, and year differences.

Yet size does not reflect productivity in every sector and context. While in
manufacturing the overlap is more than 60 percent, in services fewer than 2 out
of 10 large firms are also the most productive in their sector (figure 1.1). Minimum
efficient scale is one natural explanation for some of this variation. In the tele-
communications industry, for example, the minimum scale above which a firm
can operate without losses is large because the fixed cost of establishing service
provision is high. Larger firms in that sector may not necessarily be the most pro-
ductive ones. In the retail industry, by contrast, the fixed cost is small and so is the
minimum efficient scale.

Market contestability—that is, the ease with which entrants can challenge
the position of large incumbents—could also explain much of the discrepancy.
Contestability is difficult to measure. It refers to the level of competition, but
also the ease of entry, the threat of entry, the ability of new entrants to compete,
and a range of correlated factors that force firms to be more productive and to
share a greater portion of their returns to maintain operations. The sector of
economic activity—manufacturing or services—is a rough but good predictor
of the aggregate of these factors. The few studies that have attempted to esti-
mate competitive pressure beyond manufacturing have found systematically
less competition in services (Bottini and Molnar 2010; Bouis and Klein 2008;
Christopoulou and Vermeulen 2008; Hgj et al. 2007). There is no single expla-
nation for this finding. Customization and the difficulty of realizing economies
of scale could explain lower contestability in some services—for example, legal
or accounting services—while the opposite could be true for network indus-
tries, such as telecommunications, where high fixed costs of entry are the
main source of market power and where state intervention often constrains
competition.

More generally, competition in services is often based on quality and
diversification rather than cost efficiency, both of which offer protection against
competitive pressures (Antoniades 2015). A corollary of this feature is a loose(r)
association between scale and productivity in services: large service providers
are often able to capture high demand in narrow uncontested segments. Of
greater significance is the hypothesis that an economy’s diversification into
services in the course of its development could weaken the association between
scale and productivity, which could erode some of the benefits of large firms.

"
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FIGURE 11 Venn diagrams: Overlap between large and more productive firms
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Source: Calculations based on industrial census data from a selection of countries.

Note: Firm productivity is calculated as the moving three-year average of firm value added or sales per
employee using constant US$. Employment refers to total number of employees. A = small and productive
firms (total employment <100 and within the higher-productivity segment). B = large and productive firms
(total employment =100 and within the higher-productivity segment). C = large and unproductive firms.

Cross-country variation in the link between scale and productivity is also con-
siderable, even within manufacturing. In China, for example, across all sectors,
the relationship between scale and productivity is tighter than in the rest of the
sample, whereas overlap is estimated at the lower levels of 32 percent in Cote
d’TIvoire, 42 percent in Ethiopia, 10 percent in Moldova, and 14 percent in Serbia.
This variation suggests that market size as well as, potentially, the history of
industrial development and features of the business environment beyond con-
testability all affect the strength of association between scale and productivity.

12
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Ownership matters

Whether productivity serves the main objective function of the firm is
reflected in its relationship with scale. We find that a large state-owned
enterprise is three times less likely to be in the upper productivity segment
of the same sector and year than a privately owned large firm. Excluding
state-owned enterprises, the overlap between scale and productivity in all
firms rises to more than 60 percent. By contrast, a foreign-owned large firm
is 25 percent more likely than a domestic private firm to be in the upper
productivity segment and multiple times more likely than a firm in the lower
segment (figure 1.2).

These results are not surprising. State-owned enterprises deviate from
the average private firm in many respects: they are less profitable, more labor
intensive, and heavily leveraged; they also have easier access to credit than
private firms (Boycko, Shleifer, and Vishny 1996; DeWenter and Malatesta 2001;

FIGURE 1.2 Probability that a firm belongs to a particular segment
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Source: Calculations based on industrial census data from a selection of countries.

Note: The probability that a firm belongs to each of the four segments is calculated using four linear ordinary least squares
regressions G, =S, +F +H +k+s+t+¢g; ks, t are country sector and year fixed effects respectively, where G, is a
binary indicator of whether the firm is classified as small and productive, large and productive, large and unproductive,
small and unproductive in year t, respectively, as defined in figure 11. S, and F, are binary indicators of state and foreign
ownership, respectively, and H, is an indicator of high employment growth, as defined in Eurostat and OECD (2007).

The bars on the chart indicate the level of the coefficients on the regressors S, F,, and H, in each of the four regressions.
“* All coefficients reported in this figure are significant at the 1% level.

it



MAKING IT BIG

Liu, Tian, and Wang 2011). Their underperformance is often due to the mix of

social and commercial objectives they pursue, to poor performance monitoring,

and to their regulatory protection from competition. Governments’ willingness

to make up for their commercial losses heavily distorts incentives and leads

to low productivity. Foreign ownership, by contrast, is associated with several

advantages that enhance productivity, such as possession of more advanced

technology, managerial know-how, and access to foreign demand.

How much more productive are large firms?

The World Bank Enterprise Surveys offer unique data for exploring this ques-

tion across countries for different measures of efficiency; labor productivity

(sales per worker), total factor productivity (the part of production output not

explained by inputs of capital and labor), capacity utilization, growth of sales,

and growth of employment all reflect competitive performance.

The differences between the estimates coming from the World Bank

Enterprise Surveys and the business censuses may reflect their coverage
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BOX 11

The World Bank Enterprise Surveys

are establishment-level surveys from

144 countries that have been collected
using a standard methodology since 2006.
Other data sets used to examine business
dynamics, such as business censuses

or commercially available databases,

are reported at the level of firms. How
comparable is the evidence collected at
the level of establishments, firms, business
groups, value chains, or conglomerates?

There are advantages and disadvantages

to using establishments as the unit of
observation. To the extent that we are
interested in the scale of firms, and large-

firm premiums in particular, large firms that
operate many small establishments will

be misclassified. The potentially superior
performance of these small establishments,
which can be explained partly by the fact that
they operate as units of a large enterprise,
may shrink differences along the size
distribution and may downward-bias large-firm
premiums. The World Bank Enterprise Surveys
alleviate this potential bias by collecting
information on whether an establishment is
part of a multiple-establishment firm.

Comparability of data on establishments versus firms

However, large enterprises often

tend to be active in multiple business
sectors, which they report at the level of
establishments, keeping only the record

of the main activity at the level of the
enterprise. Netting out the effects of
sectors in a regression framework would be
more accurate at the level of establishments,
even when firms are the ultimate unit of
interest. The same holds for the effects

of geographic location on the firm’s
performance.

The biases introduced as the level of analysis
moves from establishments to firms also
apply as the analysis moves to higher levels
of aggregation. Firms that belong to business
conglomerates, for example, enjoy premiums
that are not captured accurately by restricting
the level of analysis to the firm. Ultimately, to
the extent that we are interested in analyzing
scale of production as an outcome or driver
of business behavior, results at all levels of
analysis would be relevant, with the caveat
that if we find significant differences between
large and small firms, these differences are
likely to vary as we change the main unit of
observation.
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FIGURE 1.3 Large-firm premiums on selected indicators of performance

Total factor productivity ® +0.17
Labor productivity O +0.14
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Source: Calculations based on World Bank Enterprise Survey data (2018).
Note: This figure presents the coefficient on the large firm binary variable in a series of linear ordinary least square
regressions with each performance indicator as a dependent variable, and controls for country and sector fixed effects.

(box 1.1). On the one hand, there are fewer larger firms among large firms in
each country, potentially because the surveys are less likely to sample firms in
the thin but long right-side tail of the size distribution. On the other hand, there
is a much greater variety of contexts—123 countries included in the analysis—
and, in many of them, large firms may operate in less contestable markets and
deliver less on their potential.

The evidence highlights advantages of large establishments relative to
smaller ones in most of these measures of performance (see figure 1.3). We
refer to these differences as “large-firm premiums,” bearing in mind the
distinctions of establishment-level and firm-level analysis (see appendix A
for details of the methodology).? First, large firms have, on average, higher
levels of labor productivity, which appear to be driven entirely by their
capital intensity. Once the amount of capital that firms use in production
is taken into account, the premium disappears. Put differently, higher sales
per worker for large firms relative to small and medium enterprises (SMEs)
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seem to be driven entirely by large firms’ use of more capital in the produc-
tion process.?

In addition, the evidence confirms that large firms are better able
than SMEs to combine labor and capital and to achieve higher total factor
productivity. This relationship remains strong and sizable, even after
accounting for other firm characteristics, such as age, foreign ownership, and
exporting status. Large firms are also better able to mobilize their resources,
achieving higher capacity utilization. This evidence indicates that large firms
produce output at levels closer to their maximum potential. Large firms also
have higher levels of sales growth, but not employment or labor productivity
growth, relative to SMEs.

The larger among large firms perform better in some dimensions

A relatively conservative definition of large firms (that is, firms with 100 or
more employees) conceals important variations within the large-firm seg-
ment of the firm-size distribution. The source of this variation is fairly intu-
itive: the larger among large firms may be substantively different in their
operations and may contribute substantially more in quantitative terms to
aggregate outcomes. Uneven qualitative contributions are also expected,
given that certain strategies, such as outward orientation, may be more suc-
cessful for the larger ones among large firms.

The evidence confirms this intuition: establishments with 300 or more
employees—ones that are at least three times larger than the definition of large
firms given above—use their capital better, are considerably more likely to
export, offer training more frequently, have greater access to external finance,
and have significantly higher adoption rates for international standards than
SMEs (figure 1.4).

Whether doubling a firm’s size would lead to a proportionate increase
in its contribution to aggregate outcomes remains an open question. Estimates
of returns to scale have not produced consistent results, with wide varia-
tion observed across countries and industries. While the World Bank Enterprise
Surveys provide evidence that some benefits increase with firm size, as expected,
the evidence on the exact factor of returns is weak.

Size is a proxy for a package of characteristics
and strategies

The close association between firm size and productivity is reflected in a
variety of other firm characteristics—such as age, ownership, managerial ability,
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FIGURE 1.4 Large-firm premium differences between 100+ and 300+ firms on selected indicators
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Source: Calculations based on World Bank Enterprise Survey data (2018).

Note: This figure presents the coefficients on two large firm binary variables for 100+ and 300+ definitions, in linear
ordinary least square regressions with each outcome indicator as a dependent variable, controlling for country and sector
fixed effects.

outward orientation, and innovation—which are likely to drive and be driven
by scale. Evidence confirms the close association between these features, all of
which can be proxied by scale.

Age

Age is the characteristic that is associated perhaps most visibly and intuitively
with firm size. The larger a firm is when it starts up, or the larger it grows, the
more likely it is to survive; the average age of large firms surveyed by the World
Bank in low- and middle-income countries is about 20 years, 5 years above the
average age of smaller firms (figure 1.5).5 This finding is consistent with the
existing literature. Although data sets containing information about firms’ age
are rather rare (most administrative data lack this information) (Headd and
Kirchhoff 2009), studies that explore both size and age find that large firms
are generally considerably older than SMEs (Ayyagari, Demirgii¢c-Kunt, and
Maksimovic 2011; Criscuolo, Gal, and Menon 2014; Haltiwanger, Jarmin, and
Miranda 2013).
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Because firms’ age and size are closely associated, distinguishing the

effect of each on firms’ outcomes is more meaningful. In fact, the two have often

been confounded in studies of firm size and its effects; various firm outcomes

have long been attributed to their size rather than their age (Anyadike-Danes

et al. 2015; Ayyagari, Demirgiic-Kunt, and Maksimovic 2014; Criscuolo, Gal,

and Menon 2014; Haltiwanger, Jarmin, and Miranda 2013). For example, it has

long been believed that larger firms grow less (on net), although this relation-

ship disappears once firm age is taken into account (Haltiwanger, Jarmin, and

Miranda 2013).

FIGURE 1.5 Age distribution of firms, by size and country income group
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Source: Calculations based on World Bank Enterprise Survey data (2018).

Note: SMEs = small and medium enterprises.
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Ownership dispersion and management

A concentrated ownership structure is less likely in larger firms. This relation may
be suggestive of adjustments to varying levels of risk, leading individuals to diver-
sify more as the stakes rise (Demsetz and Lehn 1985). The World Bank Enterprise
Survey data suggest that large firms are considerably less likely than SMEs to have
ownership concentrated in the hands of a single person or to have a legal form of
sole proprietorship.

Evidence also confirms another intuitive association: that, perhaps as part
of better access to higher-quality human capital in general, large firms employ
more experienced managers—in particular, ones with longer experience of
working in the relevant sector. This rather sizable discrepancy in managerial
quality is also evident in the considerable difference in the management prac-
tices of large firms compared with those of SMEs (see box 1.2 for more detail
for a subset of countries where the World Bank Enterprise Surveys collected
additional information about firms’ management practices).

Outward orientation

Moving beyond firms’ age and managerial ability, many features set large
firms apart. An important example of this is firms’ exporting status—in other
words, firms’ ability to access demand. Participating in exports is often con-
sidered a “hallmark of productivity,” achieved only by high-performing
firms (Ter Wengel and Rodriguez 2006, 25). This view is justified, given that
exporting activity is positively and robustly related to other indicators of

BOX 1.2 Size and management practices in Latin America and the Caribbean

The effects of firms’ management practices

on their performance are a relatively new and
important avenue of investigation (Bloom et

al. 2012, 2013). The ways in which firms are
managed appear to differ substantially across
firms and countries. Moreover, the evidence that
management practices are closely related to
firms’ performance and high-growth episodes

is accumulating quickly (for example, Goswami,
Medvedeyv, and Olafsen 2019).

To quantify the role of management practices,
Bloom and Van Reenen (2007) developed a set
of survey questions, which was adopted by the

United States Census Bureau and implemented
as the Management and Organizational
Practices Survey (MOPS) in 2010—the first large-
scale survey on the topic. Based on MOPS and
in collaboration with Bloom and Van Reenen
(2007, 2010), the World Bank Enterprise Surveys
modified these questions and implemented
them as part of standard Enterprise Surveys.
These questions have already been fielded in
the most recent World Bank Enterprise Surveys
in seven Latin American countries (Argentina,
Bolivia, Colombia, Ecuador, Paraguay, Peru, and
Uruguay).®

(continued)
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BOX 1.2 Continued

FIGURE B1.21 Large-firm premiums on indicators of managerial practices
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Source: Calculations based on World Bank Enterprise Survey data (2018).

Note: This figure presents the coefficient on the large firm binary variable in a series of linear ordinary least
square regressions with each performance indicator as a dependent variable, and controls for country and
sector fixed effects.

FIGURE B1.2.2 Average aggregate management score premium of large firms
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Source: Calculations based on World Bank Enterprise Survey data (2018).
Note: This figure presents the coefficient on the large firm binary variable in a linear ordinary least squares
regression for each country with the aggregate management score as the dependent variable, and controls for
firm characteristics and sector fixed effects. A 95% confidence interval is included in the figure.

(continued)
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BOX 1.2 Continued

The surveys capture five components could be due to firms of various sizes setting
of management practices, which can be targets that match their abilities.

aggregated into a single score, with a

higher score denoting “better” management
practices. For example, the survey asks,
“What action is taken when a problem arises
in production?” The responses indicate less
structured actions (“No action was taken”)

or more structured actions (“We fixed it and
took action to make sure it did not happen
again”)—with a higher score assigned to the
more structured practice. The data show that,
in general, large firms have better-structured
management practices. The only component
where no large-firm premium exists relates to
the level of difficulty of achieving targets for
production or service provision. This finding

The average aggregate management practice
score across all firms is 0.54, while for large
firms it is 0.64, suggesting a sizable large-firm
premium. Looking at the aggregate score

of management practices for each country
separately, large firms appear to apply

better management practices than SMEs in
Argentina, Ecuador, Peru, and Uruguay; and
this relationship holds even after accounting
for country and sector of operation as well

as firm characteristics. In Bolivia, Colombia,
and Paraguay, once firm characteristics are
accounted for, large firms do not differ from
SMEs in their management practices.

a. Data from Argentina are included in the analysis for this box, but are excluded from the rest of the chapter. This
is because the World Bank classified Argentina as high income in 2017, when the World Bank Enterprise Survey
was implemented there.

success, such as firms’ productivity, capital intensity, higher wages, episodes
of high growth, and survival (Alvarez and Lopez 2005; Andersen 1993; Autio,
Sapienza, and Almeida 2000; Bernard et al. 2007; Carpenter and Fredrickson
2001; Dominguez and Sequeira 1993; Goswami, Medvedev, and Olafsen 2019;
Javorcik 2004; McDougall and Oviatt 2000; Olney 2016; Park, Shin, and Kim
2010; Regis 2018; Sapienza et al. 2006; Yang, Chen, and Chuang 2004; Yasuda
2005; Zahra, Ireland, and Hitt 2000).

The evidence from Enterprise Surveys not only confirms that larger
firms are more likely to enter export markets but also provides information
on additional ways in which large firms may exhibit outward orientation.
Looking at foreign ownership, the use of foreign inputs, and international
quality accreditation, the Enterprise Surveys confirm that, across all
measures, large firms display significantly higher levels of outward
orientation, as illustrated in figure 1.6. Each of these effects remains
significant after accounting for a range of firm characteristics, confirming
the robustness of this relationship (see appendix A for more details on the
relevant regressions).

Innovation and investment in assets and people

Similar to exporting status, innovation offers firms new opportunities for
growth, while also requiring considerable resources and effort, which may not be
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FIGURE 1.6 Large-firm premiums in indicators of outward orientation

International quality certification ® +0.31
Exporter ® +0.19
Uses foreign inputs ® +0.16
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Source: Calculations based on World Bank Enterprise Survey data (2018).
Note: This figure presents the coefficient on large firm binary variable in a series of linear ordinary least square regres-
sions with each performance indicator as a dependent variable, and controls for country and sector fixed effects.

affordable for all firms. Research and development (R&D) activities can be espe-
cially challenging for smaller firms because of the associated uncertainty, high
fixed costs, and high level of minimum investments required, all coupled with
hardship in accessing finance.

The relationship between firm size and the propensity to innovate or
engage in R&D is corroborated in the Enterprise Survey data, as illustrated
in figure 1.7. Innovation of various types is self-reported and time-bound in
these surveys: owners or top managers of firms report whether they intro-
duced a product, service, or process innovation within the last three years.
Larger firms are more likely to have innovated and to report R&D spend-
ing, even after taking into account firm characteristics that are known to
affect both firm size and innovation activities. The data allow us to distin-
guish innovations that are new not only to the firm itself but to its market.
Using this more demanding measure of innovation, large firms are also more
likely than SMEs to have introduced a product or process that is new to their
market within the last three years (see appendix A figure Al.1 for additional
results on innovation).

Apart from engaging in the process of developing and implementing inno-
vations, firms may attempt to improve their performance by investing in their
human and physical capital. Larger firms are likelier than SMEs to attract
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FIGURE 1.7 Large-firm premiums in investment and innovation

Offers formal training ® +0.24
Purchases fixed assets ® +0.22
Spends on R&D ® +0.16
Innovates ® +0.15
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Source: Calculations based on World Bank Enterprise Survey data (2018).

Note: This figure presents the coefficient on the large firm binary variable in a series of linear ordinary least squares
regressions with each outcome indicator as a dependent variable, and controls for country and sector fixed effects.
R&D = research and development.

qualified labor (for example, Yang and Chen 2009), which may suggest less
need to train workers. However, a higher rate of innovation by large firms
may require more training of workers to implement these innovations. The
Enterprise Survey data suggest the latter: larger firms are found to be consid-
erably more likely to invest in their workers’ training. Investments in physical
capital—such as machinery, vehicles, equipment, land, and buildings—exhibit
similar patterns across firms of different sizes. As figure 1.7 illustrates, there is
a considerable large-firm premium in making such investments. Notably, this
relationship also holds after taking into account firm characteristics that are
known to be associated with investment behavior (such as age, export status,
and foreign ownership), suggesting that size itself, perhaps together with other

characteristics, underlies this premium.

Large-firm premiums might be different in high-income countries

Differences between large and smaller firms are not expected to be the same
in countries at different levels of development. Distortions and market fail-
ures have an impact on the survival of different types of firms. In high-
income countries, greater competition drives less productive firms—small or
medium size—out of the market. Sharper distributions of firm productivity
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have been reported regularly in countries like Germany and the United States,
where differences in productivity between larger and smaller firms shrink as
smaller, less productive firms exit markets (EBRD 2018; World Bank 2012).
Competitive distortions allow such firms to survive in lower-income coun-
tries, flattening the firm productivity distribution.

At the same time, the divergence between the global frontier and the rest
of firms in high-income countries (Berlingieri, Blanchenay, and Criscuolo
2017) is expected to exacerbate rather than shrink gaps between large and
smaller firms, possibly outweighing the effect of the exit of the latter on dis-
similarities along the size distribution. In fact, estimates of large-firm premi-
ums in four high-income countries—France, Italy, Spain, and Sweden—using
the OECD’s DynEmp and Orbis data yield significantly more pronounced
differences between large and smaller firms than those observed in low- and
middle-income countries (see appendix B for a description of the database).
The gap between large and smaller firms in labor productivity is as much as
four times greater, on average, in high-income countries, with differences in
total factor productivity in manufacturing rising to six times; and differences
in average wage and productivity growth are as much as four times greater as
well (appendix B, figure B.1).

Although these gaps are consistent with the expected impact of frontier
firms on dissimilarities along the firm-size distribution, the two samples used
to measure them are not fully comparable, as suggested by a robustness test
focusing on seven countries in Eastern and Central Europe and the year in
which the two databases overlap (appendix B, figure B.1, right panel). Further
work is needed to assess systematic differences between large and smaller
firms in high-income markets relative to what is reported. Future Enterprise
Surveys conducted in Western Europe will allow a more systematic compari-
son between the two databases using a consistent methodology.

Scale is associated with different returns to
workers

Large firms pay higher wages. Moore (1911) first observed this regularity in an
early-twentieth-century study of Italian textile mills, and subsequent analyses
have established it as a stylized fact of the labor market globally (Barth, Davis,
and Freeman 2018; Bayard and Troske 1999; Brown and Medoff 1989; Fafchamps
and Séderbom 2006; Mazumdar and Mazaheri 2002; Oi and Idson 1999; Troske
1999; Velenchik 1997).

Better returns to labor are associated with better returns to capital and firm
productivity. This association is confirmed across the board in firms surveyed
by the World Bank. While workers in large firms are, on average, paid higher
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wages (figure 1.3), the relationship between firm size and the average wage rate
disappears once other firm characteristics associated with size are accounted
for, such as foreign ownership, exporting, or multiple-establishment status.
Consistent with a recent study by Berlingieri, Calligaris, and Criscuolo (2018),
firms with higher labor productivity pay higher wages. Exporters pay higher
wages than nonexporters as well, which is consistent with the findings of
other recent studies (Brambilla, Chauvin, and Porto 2015; Duda-Nyczak and
Viegelahn 2018). A bundle of firm characteristics associated with size appears
to have a stronger explanatory power over better jobs and higher wages than
size per se.

Evidence from high-income countries further suggests that jobs in large
firms are often better along a range of nonpecuniary dimensions. Longer
queues for job posting and lower quit rates imply that jobs in large firms are
more desirable (Katz and Summers 1989a, 1989b). Direct survey evidence
suggests that employees of large firms have better work/life balance and sat-
isfaction (Bloom, Kretschmer, and Van Reenen 2011). Evidence from several
high-income countries shows that job stability increases with firm size (Garcia
and van Soest 2016; Haltiwanger, Hyatt, and McEntarfer 2015). In turn, job sta-
bility influences future prospects, including the development of human capital
and opportunities for advancement. Because large firms invest more in work-
ers, they continue to pay higher wages to retain trained employees (Keith and
McWilliams 1995; World Bank 2012). Learning on the job is one of the main
benefits of industrial jobs over self-employment (De la Roca and Puga 2017). In
countries where employment has been increasingly shifting toward outsourc-
ing, the loss of opportunities for lifelong learning that go hand-in-hand with
stable employment has started to affect career mobility and wage inequality
(Dube and Kaplan 2010; Goldschmidt and Schmieder 2017; Irwin 2017; Katz
and Krueger 2016). Given the prevalence of self-employment and informal wage
employment in low- and middle-income countries—65 percent and 20 percent
on average, respectively, according to recent estimates (Merotto, Weber, and
Aterido 2018)—the quality of jobs provided becomes critical in assessing the
contribution of large firms to development.

The International Income Distribution Data Set (I2D2) allows a closer
look at jobs provided by large firms and yields additional insights into what is
often argued to be the most important driver of poverty reduction (box 1.3).
The evidence in I12D2 confirms that large firms in low- and middle-income
countries provide higher-quality jobs in both pecuniary and nonpecuniary
terms. On average, larger firms provide not only higher wages but also formal
jobs, secure jobs, and benefits that smaller firms do not. In addition, the wage
premium in large firms tends to be higher in lower-income countries. Finally,
large firms appear to be more inclusive. That is, the large-firm wage pre-
mium tends to be higher for workers with less education.
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BOX 1.3 The International Income Distribution Data Set (12D2)

12D2 is a worldwide database drawn from
nationally representative household surveys and
consisting of a standardized set of demographics,
education, labor market, and household
socioeconomic and income-consumption
variables. 12D2 draws on different types of
surveys, usually conducted by national statistical
agencies, including household budget surveys,
household income and consumption surveys,
labor force surveys, and multiple-topic surveys
(such as the World Bank Living Standards
Measurement Study surveys). 1I2D2 allows cross-
country comparisons and analysis at various
levels of disaggregation: gender, urban/rural, age
cohorts, deciles of household income, education
levels, and employment, among others, because
the unit of observation is the individual. 12D2 has

about 50 harmonized variables and covers more
than 900 surveys from more than 160 countries.
Some of the surveys go back to 1960, but most of
them cover more recent years.

The labor market module covers basic
information on employment status, sector of
activity, hours of work, wages, and other job
benefits. Critically, it includes data on lower-
and upper-bound firm size where the individual
is employed. We harmonize the firm-size
category, which varies across surveys, based
on overlap and sample size considerations.
Using all available surveys between 1988

and 2015 and dropping countries with no
observations of large employers yield a sample
with 4 million individuals in 32 countries.

FIGURE 1.8 Differences in the characteristics of large-firm jobs compared to small-firm jobs
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Source: Calculations based on World Bank International Income Distribution Data Set (1I2D2) data (2018).

Note: The plots show coefficient estimates and 95% confidence interval from regressing job outcomes (wages, having
a contract, holding additional jobs) on firm-size dummies. Large firms are defined as having 51-100, 101-500, or 500+
employees. Small firms are defined as having 0-50 employees.

How different are jobs in large firms?

The evidence presented in this report confirms some of the earlier findings on

job quality in large firms. Beyond wages, large firms are significantly more likely

to offer formal jobs; that is, a contract, health insurance, and social security ben-

efits (figure 1.8). Workers in larger firms are also more likely to be employed
full time and less likely to hold additional jobs. This is indirect evidence that
large firms offer better job security, which is particularly important in light

of the high rates of underemployment rather than unemployment in low- and

middle-income countries (Merotto, Weber, and Aterido 2018).
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FIGURE 1.9 Differences in the average education and skill mix between large and smaller firms
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Source: Calculations based on World Bank International Income Distribution Data Set (12D2) data (2018).
Note: The plots illustrate the marginal effect of being employed in large firms (100+ employees) on human capital. Results

are derived from a regression of individual characteristics on firm-size dummies conditional on country, year, and industry
fixed effects.

Worker selection drives part, but not all, of the observed premium.
Indeed, workers in large firms are more educated and more likely to be
employed in higher-skill occupations; on average, the share of skilled pro-
fessionals is about 7 percentage points higher in large firms (figure 1.9).
Nevertheless, the wage premium does not appear to be driven entirely by
the selection of higher-ability workers into large firms. When controlling
for worker characteristics such as age, gender, marital status, and education,
the wage premium decreases but remains significant (appendix C, table C.1).
Conditional on individual characteristics, the hourly wage is, on average,
close to 22 percent higher in firms with more than 100 workers than in
smaller competitors. Accounting for nonpecuniary benefits such as health
and social security benefits, the large-firm wage premium remains close to
15 percent.

Large firms do not favor the least-educated workers, but they do offer better
employment to workers with a basic education. Based on our evidence, there
is no discernible wage premium for working in a large firm for workers with
no education (figure 1.10). However, for workers with at least some education
(a primary education), working in a large firm tends to imply a higher wage
premium. On average, the wage gain from working in a large firm relative to an
SME is 8-11 percentage points for workers with a complete primary education
compared with workers with a secondary education and above.
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FIGURE 110 Large-firm wage premium for different education levels
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Source: Calculations based on World Bank International Income Distribution Data Set (12D2) data (2018).
Note: The plot shows coefficient estimates and 95% confidence interval from regressing wages on firm size and
education interactions, controlling for other individual characteristics and country and industry fixed effects.

These mixed results for different segments of the labor force could reflect
the different contexts in which large firms operate. While manufacturing
foreign direct investment, for example, has been found to have a significant
positive effect on female educational attainment in Bangladesh, in Mexico the
school dropout rate has been found to increase with local expansions of foreign
multinationals (Atkin 2016; Heath and Mobarak 2015). These contrasting
results are likely driven by differences in initial education levels and the skills
content of manufacturing jobs in the two countries.

What drives the wage premium of large firms in low- and
middle-income countries?

A sizable literature devoted to understanding the wage gap between large
and small firms explores potential explanations that are consistent with
perfect labor market clearing conditions or that rely on external regulatory
constraints or market frictions (for a review, see Oi and Idson 1999; and
Troske 1999). In the first line of reasoning, the premium might be driven by
selection—that is, a higher wage is offered to attract higher-quality workers
or to compensate for inferior working conditions in large firms. However, in
studies where workers’ ability could be taken into account, the evidence still
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points in the direction of a large-firm premium in wages, albeit a smaller one
(Arai 2003; Brown and Medoff 1989; Criscuolo 2000; Séderbom, Teal, and
Wambugu 2005). There is also a lack of evidence of worse working condi-
tions in large firms. Controlling for proxies of working conditions does not
eliminate the size premium (Schaffner 1998).

The second line of reasoning is related to more fundamental market
imperfections related to so-called efficiency wages—referring to wages that
overcompensate for labor output as an incentive to improve efficiency. The need
for such an incentive might be that large firms face higher monitoring costs or
find shirking more costly. Another explanation is that large firms might be more
willing to pay higher wages to reduce turnover because of higher screening or
training costs. Finally, large firms might find it optimal to share better returns
arising from higher productivity or market power with workers (Oi and Idson
1999; Schaffner 1998; S6derbom, Teal, and Wambugu 2005; Velenchik 1997).

To the extent that it is driven by market frictions, a higher size-wage
premium is costly and might explain why, in lower-income countries, it
is harder for firms to grow large and therefore why a larger fraction of
the labor force is employed in small establishments (Schaffner 1998). Our
evidence confirms a previously documented stylized fact: across coun-
tries, the large-firm wage premium is generally higher at lower income
levels, where market frictions are more intense. Figure 1.11 shows that the

FIGURE 111 Large-firm wage premiums, by country income level
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magnitude of the premium is striking in several low-income countries,
such as Niger in 2011 (more than 100 percent), the Comoros in 2013
(73 percent), and Tajikistan in 2009 (63 percent).

In theory, the size-cost differentials reflect fundamental differences
between firms of different sizes—in their use of technologies or the way they
are organized. For example, large firms might have a higher capital-to-labor
ratio, more sophisticated technologies, a higher ratio of workers to owners,
and a deeper organizational hierarchy than smaller firms, ultimately driving
wider wage gaps (Oi and Idson 1999; Schaffner 1998; S6derbom, Teal, and
Wambugu 2005). These differences would be more pronounced when there are
more frictions in the labor or capital market and where information, risk, and
contracting problems are more severe (Schaffner 1998; S6derbom, Teal, and
Wambugu 2005).

There are several possible explanations at the macroeconomic level for
why the wage premium is higher in lower-income countries. To the extent
that wages are determined by labor productivity, the wage gap can reflect
the productivity gap between small and large firms. This gap can be wider in
lower-income countries if, for example, financial markets are incomplete. In
such contexts, large firms might get better access to finance, which raises the
productivity of workers. Consistent with this hypothesis, we find a negative
relationship between a large-firm premium and countries’ measure of private
credit over gross domestic product (GDP).¢ Large firms can also pay more
because they have more market power and are more profitable in markets
with low contestability. We find some suggestive evidence of this hypothesis.
The premium appears to fall with the degree of local competition, as reported
in the World Economic Forum’s Global Competitiveness Survey (Schwab and
Sala-i-Martin 2017), which is consistent with the view that the premium is
related to markups. This slope remains, even when controlling for GDP per
capita. Another possible explanation pertains to segmented labor markets. If
labor regulations are enforced less evenly in lower-income countries, then
large firms might be more likely to comply and pay higher wages as a result.
We find evidence supporting this hypothesis. The premium increases sig-
nificantly with a measure of collective labor rights, even after controlling for
GDP per capita. Nevertheless, the coefficient on GDP per capita remains neg-
ative and significant, suggesting that higher size premiums in lower-income
countries are not driven entirely by labor market regulations (see appendix C
for more details on these results).

These results suggest that higher market frictions in low- and middle-income
countries might be a potential driver of the size/wage gap, which, in turn, might
pose barriers to firm growth. High labor costs have been identified as one of the
constraints on manufacturing growth in many Sub-Saharan African countries
(Gelb, Meyer, and Ramachandran 2014). In Ethiopia, where there have been
signs of the manufacturing sector taking off, working conditions in large

30



1. LARGE FIRMS MAKE DISTINCT CONTRIBUTIONS TO DEVELOPMENT

BOX 1.4 Job quality and development: Is there a trade-off?

According to Blattman and Dercon (2018), “For or improving the jobs too much too quickly will
poor countries to develop, we simply do not keep that industrial boom from happening. It is
know of any alternative to industrialization. The a difficult path to walk. But supporting insurance
sooner that happens, the sooner the world will end systems and encouraging companies to adopt
extreme poverty. As we look at our results, we are modern management strategies and worker
conflicted: We do not want to see workers exposed protections could be a way to travel that path
to hazardous risks, but we also worry that regulating faster and more safely.”

industrial firms have often been found to be hazardous (Blattman and Dercon
2018). Is there a job quality/development trade-off for low-income countries on
the path of industrialization? The answer might be a careful balancing of labor
regulations and incentives to encourage companies to adopt modern manage-
ment strategies that can both offer worker protection and improve labor pro-
ductivity (box 1.4).

Macroeconomic outcomes are influenced by
large-firm activity

Large firms look different, operate differently, and bring better development
outcomes for both their owners and workers. But what do these premiums
mean for aggregate development outcomes and progress in low- and middle-
income countries?

A few “superstars” account for substantial shares of
aggregate economic activity

While most of the evidence on the microeconomic foundations of aggregate
outcomes comes from high-income countries due to data availability, the
fact that few firms make up disproportionate shares of aggregate outcomes
holds equally for low- and middle-income countries. Sutton (2002a), for
example, was one of the first to document that a handful of leading industrial
firms accounts for the bulk of export earnings in Ethiopia and Zambia. More
systematic evidence on export “superstars” confirms that, globally, a small
number of firms often accounts for most aggregate exports (Freund and
Pierola 2015, 2016).

Disproportionate contributions of the largest formal firms to aggre-
gate employment, output, and tax revenue are evident across 10 low- and
middle-income countries in their industrial censuses (see figure 1.12 for the
cumulative contribution of the top 20 firms in employment, value added,
exports, and income tax to national aggregates). The numbers are striking; in
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FIGURE 112 Cumulative contribution of the 20 largest firms in selected countries
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Note: Aggregate employment data are missing for Kosovo. To check whether these results are driven by reporting errors,
we conducted a similar exercise using data on the top 20 publicly listed firms and found similar results: sales of the few
top firms account for a substantial share of countries” GDP.
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Serbia, for example, the top 20 firms contribute more than 5 percent of national
employment, 20 percent of GDP, 50 percent of all exports, and 50 percent of
total revenue from profits and capital gains tax. In Ethiopia, the top manufac-
turing establishment contributes close to 10 percent of all GDP; more than half
of total output in 2011 is accounted for by the top 20 firms. Even in large econo-
mies, individual firms make sizable contributions: the top 20 firms in Vietnam
employ more than 1 percent of all workers, while the top 20 manufacturing
firms in China and Indonesia produce between 3 and 4 percent of each coun-
try’s total value added output.

What happens to these few largest firms can sway the whole economy.
In some cases, a single firm expands enough to influence aggregate outcomes.
Anecdotal evidence, such as the cases of Intel in Costa Rica and Nokia in
Finland, suggests that the emergence of a single conglomerate can reshape the
specialization and export intensity of a whole nation (Freund and Moran 2017).
The close link between international trade flows and the success of individual
firms is exemplified in the case of France: 20 percent of the variation in real-
ized export intensity across sectors in the country is attributed to idiosyncratic
shocks affecting the top firm in each sector. In turn, idiosyncratic firm dynam-
ics account for a large share of the evolution of a country’s comparative advan-
tage over time (Gaubert and Itskhoki 2018).

Large firms contribute significantly to job creation and labor
productivity growth

Contributions of large firms to macroeconomic outcomes are not only static:
there is increasing evidence that large firms make up a disproportionate share of
not only aggregate employment and productivity but also growth.”

Aggregate employment

Detailed data from industrial censuses as well as recent studies confirm that
young and large firms are responsible for the bulk of net job creation in both
high-income and low- and middle-income countries (Ayyagari, Demirgii¢c-Kunt,
and Maksimovik 2014; Hallward-Driemeier and Rijkers 2013; Haltiwanger,
Jarmin, and Miranda 2013; Van Biesebroeck 2005).

Evidence in this report corroborates the conclusion: despite their small
numbers, large firms account for an important share of employment, both
total and wage, as well as productivity growth. Large firms contribute more
than 50 percent of net job creation across the sample of six countries for
which we have both an industrial census and official statistics on employment
growth (figure 1.13, panel a). Large firms can also contribute disproportionally
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FIGURE 1143 Cumulative contribution of large firms to aggregate employment

a. Net aggregate employment growth

T 4

fo

c

@©

R 3

< 97%

5 2

(o))

z

g ! 170%

s o ? 55%

L 67% B

£

Q

g 72%

S

o

S -2

< 8 8 ° 3 © N

C(.\\Q (\é’\ P & 6@"0 é@%

& N ¢ N
AN

b. Net aggregate employment growth by sector

= Manufacturing Services

©

5 25

c

C

@©

R 20

L

E

o 15

o

[S)

€

o 10

€

)

a 5

=

9]

2 0

@©

o

g

o -5

< o @ P R (o) > o o Q <@ (o) > R Q
& \\\0\« S &L o' \04 & L \4§ = \O\\ ¢ °
@) S & S © O 2 K\Z S © @O ¢
g < & 3@
I X I

M Large firms @ Small and medium enterprises

Sources: Calculations based on industrial census data and World Development Indicators data from a selection of
countries.

Note: The numbers that appear inside the bars indicate the jobs created by large firms as a share of total jobs created.
For the representation of the aggregate economy in panel a, the total number of jobs created during the period studied
in each country is from the World Bank World Development Indicators. The number of jobs created in large firms with
(100+ employees) is from an industrial census. In panel b, both the aggregate number of jobs and the number of jobs
created by large firms are from an industrial census. Annual growth is calculated over a different time period when data
are available: China, 1999-2007; Céte d’lvoire, 2004-13; Ethiopia, 2001 and 2011; Indonesia, 2010-15; Kosovo, 2007-14;
Morocco, 1996—-2006; Moldova, 2005-14; Serbia, 2007-15; and Vietnam, 2008—12.

a. Manufacturing only.

b. Censored census: in Ethiopia, 10+ employees, Indonesia, 20+ employees, Serbia 6+ employees, Morocco,

10+ employees, and China, revenue greater than ¥ 5 million.

34



1. LARGE FIRMS MAKE DISTINCT CONTRIBUTIONS TO DEVELOPMENT

to job losses and productivity slowdowns in bad times, as in the case of Serbia,
although there is no general evidence about how macroeconomic shocks affect
firms of different sizes.®2 On one hand, large firms might be more exposed to
macroeconomic volatility and its transmission across borders through trade
and foreign investment; on the other hand, larger firms are better placed to
respond to shocks—by hoarding labor, for example—or by using cash reserves
and inventories.

The variation is high across countries by sector of economic activity, with
shares of large firms in employment growth being important in both sectors
but generally higher in manufacturing than in services (figure 1.13, panel b).
Estimates using exclusively the industrial censuses from the nine countries
in our sample suffer from important imperfections: only part of the formal
economy is surveyed, which corresponds in all countries to only a fraction of
the actual jobs reported in official statistics. With the aggregate being sub-
stantially smaller, annual growth rates are significantly higher than the ones
observed in official statistics (figure 1.13, panel a). In many cases, the census
is censored by design, with only firms above a certain size or revenue thresh-
old reported (see the note to figure 1.13). Finally, the time periods covered in
each country vary substantially—before, during, or after the financial crisis,
reflecting different shocks to the economy and consequently variable patterns
that are hard to generalize. However imperfect, the distinct patterns across
manufacturing and services remain rather intuitive, as scale in manufacturing
sectors is associated more closely with productivity that allows firms to invest
and grow employment.

The shares of large firms in wage employment—that is, excluding the self-
employed from the aggregate number of workers—as well as over time, exhibit
high variation because different sources were used for the estimation. More
work is needed to assess the exact contribution of large firms across contexts,
sectors of economic activity, time periods, and economies with high shares of
informality.

Aggregate productivity

Because SMEs tend to contribute negatively to aggregate labor productivity,
large firms often account for more than 100 percent of aggregate labor produc-
tivity growth throughout the sample period (figure 1.14, panel a). Nevertheless,
our evidence suggests that, even when aggregate productivity growth is
negative, the contribution of large firms often reduces aggregate productivity
loss. There are a few exceptions, such as the case of Cote d’Ivoire in 2005-06
(figure 1.14, panel b).
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FIGURE 114 Cumulative contribution of large firms to aggregate productivity
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The sustainability of the macroeconomic contributions of large firms is a
contribution in itself. Excluding periods of strong recessions, the literature sug-
gests a fairly intuitive relationship between firm size and stability in employ-
ment, investment, and sales (Caves 1998; Sutton 1997, 2002b; Yeh 2017). The
scale at which firms begin to be more resilient to fluctuations in the business
cycle, however, remains an open question. In the United States, for example,
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lower cyclicality is only found among the largest firms—top 1 percent by size—
which dominate the behavior of aggregate fluctuations because of their large
share (Mehrotra and Crouzet 2017).

Smaller firms benefit from sizable spillovers to the wider economy

One important reason why large firms matter is their extensive linkages with
other firms and customers. Evidence from France, for example, suggests that
the largest firms are considerably different from the rest in the intensity of their
direct linkages with foreign buyers and foreign affiliates. Because of their con-
nectivity, large firms function as hubs for shocks to propagate throughout the
production network, both domestically and internationally (Dosi et al. 2018; di
Giovanni, Levchenko, and Mejean 2017; Magerman et al. 2016).

The evidence on various dimensions of the large-firm premiums highlights
the channels through which large firms can have important spillover effects on
the rest of the economy. Given that large firms are more likely to innovate and
have higher productivity, they generate positive knowledge spillovers to other
firms through agglomeration and supply chain linkages. Worker training and
longer job tenure can lead to positive knowledge spillover through employee
mobility.

Large firms’ superior performance spills over to demand facing SMEs
upstream in their value chains. In the Republic of Korea, for example, the sales
of large firms have been shown to significantly affect the growth rate of vendor
SMEs (Pyo and Lee 2018). A recent survey conducted in the United States
shows that 7 out of 10 small businesses increased revenues and size within
two years as a result of becoming part of a corporate supplier base. Evidence
in Europe also suggests that SMEs’ value added tends to benefit from posi-
tive shocks to the economic activity of larger firms. This positive spillover
is attributed to strong structural links between large firms and SMEs in the
region, such that the expansion of large firms translates into more business
opportunities for SMEs. Beyond the direct effect of demand, there is also evi-
dence that large enterprises can be important drivers of SME growth because
interactions can lead to changes in small firms’ organizational structure, man-
agement practices, efficiency, and access to finance (Ebeke and Eklou 2017;
De Fuentes and Dutrénit 2013).

Although evidence from low- and middle-income countries is scarce to
nonexistent, the experience of International Finance Corporation-supported
linkages between lead firms and smaller firms suggests significantly positive
effects. Beneficiaries of linkage initiatives on both sides often experience
an increase in sales, productivity, export revenues, employment, and cost
improvements, while indirect beneficiaries also experience positive spillovers
through linkages to SMEs and other businesses servicing the value chain
(World Bank 2018). Several countries, such as the Czech Republic and Malaysia,
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have also pursued active programs to support linkages of smaller firms with
global value chains as suppliers to larger multinationals (World Bank 2019).
However, evidence suggests that technical assistance to suppliers of large
multinationals results in greater spillovers, highlighting the fact that most
smaller firms in low-income countries require active support to take advantage
of the opportunities offered by value chain linkages (Cusolito, Safadi, and
Taglioni 2016).

In the long run, the growth of large, productive firms matters for
aggregate growth

A central insight of the development literature is that long-term national
income growth implies a transition from self-employment to wage employ-
ment and shifts in production from small toward larger, more productive
firms (Gollin 2008; McMillan, Rodrik, and Sepulveda 2017; Schoar 2010).
Empirically, there is substantial evidence that the average establishment
size (and level of self-employment) changes dramatically as economies grow
(Bento and Restuccia 2017; Gollin 2008). Income growth is often associated
with the growth of firms: two-thirds of growth comes from the expansion
of existing organizations rather than the creation of new ones (Rajan and
Zingales 1998).

Firm size and productivity translate into aggregate growth through effi-
cient resource allocation. Countries are richer when they can produce goods
and services more productively. Aggregate productivity growth, in turn,
depends on the extent to which resources shift toward productive firms. The
ability of high-productivity firms to grow, which results in large productive
firms, explains a great deal of the differences in country productivity and tends
to increase with level of income in both high-income and low- and middle-
income countries (Bento and Restuccia 2017; Freund 2016; Hsieh and Klenow
2009, 2014). To answer these questions, and specifically the cross-country
differences in the numbers of large productive firms and the ways they grow,
we turn to the chapters that follow.

Notes

1| The World Bank Enterprise Surveys are establishment-level surveys based on face-to-face interviews
with owners or top managers. The surveys are designed to provide a representative sample of firms in
the nonagricultural, nonextractive formal private economy with five or more employees and to ensure
that the data are comparable across countries and time. For more details on the methodology, see
http://www.enterprisesurveys.org/methodology. The Enterprise Survey data from high-income econ-
omies (as classified by the World Bank for the year in which the survey was conducted) are excluded

from the analysis.
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The relationship is stronger when productivity is measured in value added rather than sales per
employee. Notably, when defining large firms at larger thresholds of employment, the overlap
deteriorates, possibly due to decreasing marginal returns to constrained capital or simply the lack of
contestability at the very right side of the firm-size distribution. A more inclusive definition of “large,”
such as the definition of large firms as having 100+ employees that is used in this report, captures this

relationship well.

The figures presented in this chapter represent coefficients on the dummy variable for large firms,
taking into account only the firms’ country and sector of operation. We use distinct shading in the charts
whenever the results change substantively after controlling for the full set of firm characteristics and
also note such changes in the text. The analysis based on the World Bank Enterprise Surveys is not
meant to suggest a causal relationship between outcomes and firm size. Although we do control for a
series of firm characteristics, along with country and sector fixed effects, the regressions do not identify

causal effects.

Figure 1.3 suggests lower levels of capital intensity (ratio of capital use to output) among large
firms. However, once we account for firm characteristics and the use of other inputs in production
(specifically, material and labor inputs), large firms are found to use capital more intensively than

SMEs.

This relationship between firm size and age holds even after controlling for other firm characteristics
and aspects of the environment in which they operate. The firm characteristics we control for are
foreign ownership, multiple-establishment status, exporting status, the top manager’s experience in

the sector, legal form, and the firm’s size when it began operating.

The evidence is weak, however. Regressing large-firm premiums on both GDP per capita and private
credit per GDP at the country level yields insignificant results and a very small estimated coefficient

on credit per GDP. This result could be due to the relatively small sample of countries.

The positive correlation between employment and productivity growth during business cycles was
an established theoretical and empirical fact until recently (Gali 1999; Garcia-Cabo Herrero 2013;
Mortensen and Pissarides 1994). The cases of Europe and the United States, where productivity
growth over the last two decades has been associated with rising unemployment, have cast doubts
on the validity of the assertion, although explanations have thus far revolved around idiosyncratic
developments in the two economies rather than structural relationships between employment and

productivity.

Evidence confirms the same patterns in the United States: employment in large firms was affected
more adversely than employment in small firms during recent recessions (Kudlyak, Price, and San-

chez 2010; Moscarini and Postel-Vinay 2009).
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2. The
“missing top”

The question of whether low- and middle-income countries have enough large
firms has no straightforward answer. In this chapter, we investigate the number
of large firms in a cross-country comparative manner. Are their numbers com-
parable to figures observed elsewhere in the world? Taking market size, sectoral
mix, and overall firm population as given, do the number and size of large firms
deviate systematically from our expectations and, if so, in which direction?
While lower-income markets tend to host smaller firms on average, pair-
wise comparisons of countries at different levels of development suggests
that a gap might exist in relative terms as well. In 2016, for example, for every
100 medium-sized firms—defined as firms with 20-99 employees—there were
more than 20 large firms operating in the nonagricultural sector in the United
States, as opposed to less than 9 in Indonesia, a lower-middle-income country
with roughly the same population.! A closer study of segments of the firm-size
distribution in country pairs suggests that what is missing in low- and middle-
income countries is the larger among large firms as well as the more productive
and outward-oriented firms. If an “optimal” number of large firms is defined
proportionately against the number of smaller firms, then low- and middle-
income countries have fewer large firms than is common in the rest of the world.
Our findings highlight a “missing top” rather than a “missing middle”—a gap to
the right of the firm-size distribution in low- and middle-income countries.
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Lower-income countries tend to have
smaller firms

The empirical association between firm scale and level of development is an
old observation. The prevalence of small-scale production correlates negatively
with per capita income levels not only across countries but also within coun-
tries throughout time (Banarji 1978; Liedholm and Mead 1987; Little 1987;
Steel 1993; Tybout 2000). Yet establishments are not proportionally smaller in
lower-income countries: the gap is believed to exist in the middle of the firm-
size distribution. A so-called “dual-economy” view of low- and middle-income
countries hosting very many small firms and a few large firms operating dif-
ferently under different constraints, which was described as early as the 1950s
(Lewis 1954), gave rise to the so-called “missing middle” hypothesis, followed
by an array of possible explanations.

Recent empirical investigations of the relationship between economic
development and establishment size have benefited from better data, yet have
reached no uniform conclusions. A recent study, for example, finds a positive
relationship between establishment size and development (Poschke 2018),
while earlier work highlights opposite patterns (Alfaro, Charlton, and Kanczuk
2008; Bollard, Klenow, and Li 2014). How comparable these estimates are
remains an open question. Indeed, estimates might be biased by measurement
error or the use of different methodologies to aggregate data at the higher levels
typically reported in official statistics.

The most comprehensive recent account based on comparable country-
level economic censuses and surveys from 134 countries suggests that firms are,
on average, smaller in lower-income markets than in richer ones (Bento and
Restuccia 2020). Using the average number of persons engaged per establish-
ment, a 5 percent higher gross domestic product (GDP) per capita is associated
with a more than 1 percent higher average establishment size. The positive,
significant correlation between establishment size and income becomes even
stronger when small countries with populations less than 500,000 are omitted
from the estimation sample.

High-income countries drive a disproportionate amount of variation in this
relationship. Dividing countries into two groups, depending on whether they
are considered high income or not, helps to illustrate this point.2 The estimated
correlation between GDP per capita and establishment size for the group of low-
and middle-income countries is 0.39, which is significant at the 1 percent level
(figure 2.1), while the estimated correlation is higher for high-income countries,
where a 1 percent increase in GDP per capita is associated with a 0.50 percent
higher average establishment size. An equivalent increase in GDP per capita is
then associated with larger establishment size in high-income countries.
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FIGURE 21 Average size of nonagricultural establishments and GDP per capita, by country
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Note: Manufacturing data were collected for as many years as possible for each country from 2000 to 2012, while service
data were collected for the year closest to 2007. Countries were identified as high-income following the World Bank
Income Classification 2017. PPP = purchasing power parity.

While fairly intuitive, the association remains coarse. GDP per capita
captures a great variety of market characteristics that might be reflected in
establishment size. Patterns drawn from business censuses bring a wealth of
additional insights.

The gap is in the larger among large firms

Information about the universe of firms in low- and middle-income countries
is scarce. Suggestive evidence on firm-size distributions often relies on pair-
wise comparisons between countries that carry out business censuses and are
of similar size, yet are at different levels of development (Alfaro and Chari 2014;
Hsieh and Olken 2014).
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FIGURE 2.2 Distribution of average firm-level employment in selected middle- and lower-

income countries
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Source: Calculations based on business census data for Céte d’lvoire, Ethiopia, Indonesia, and Serbia.

Note: The industrial censuses for Ethiopia and Indonesia only cover the manufacturing sector. w.rt. = with regard to.

To shed light on whether richer economies have a different population of larger
firms, we follow this approach and compare the distribution of firm-level employ-
ment for two pairs of similar-size countries at different stages of development:
Cote d’Ivoire and Serbia, on one hand, and Ethiopia and Indonesia, on the other.
The size of markets as well as the mix of activities tracked in the surveys provide
a starting point for assessing the number of large firms operating in the market.

Expressing all observations relative to the sectoral and market average con-
sistently shows that lower-income markets have fewer larger among large firms.
In Serbia, for example, an upper-middle-income country with a population of
7 million, the frequency of firms that are larger than the average in each given
sector, is higher relative to Céte d’Ivoire, a lower-middle-income country with
a population of 24 million (see figure 2.2, panels b and d, for the distribution of
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average firm-level employment with respect to sector and year average for the
two countries). Evidence for manufacturing in Ethiopia and Indonesia between
2009 and 2011 exhibits a similar pattern. In this pair, it is more likely to find
firms that are larger than the sector average in Indonesia, the richer economy.
The frequency distribution of differences in employment with respect to the
sector average for Indonesia, a lower-middle-income country with a population
of 260 million, is shifted to the right of the distribution for Ethiopia, a low-
income country with a population of 100 million. These pairwise observations
reinforce the conclusion reached by Bento and Restuccia (2020) by suggesting
that they are robust to market size and sectoral mix.

Looking at the frequency of employment outliers with respect to the
sector-year-country average makes it possible to illustrate these patterns even
better.2 Controlling for the structure of the economy as well as for seasonal
trends lends support to the main hypothesis: the richer economies under obser-
vation, Indonesia and Serbia, consistently report a higher frequency of outliers
than the lower-income economies, Cote d’Ivoire and Ethiopia (figure 2.2 for
shares of outliers in total number of establishments observed). The premium is
robust to different identification methods for outliers.

The approach has limitations. By demeaning with respect to country-sector
average and jointly reporting observations from different sectors, the number
of outliers for economies where production is highly specialized in a few sec-
tors tends to be lower. Moreover, the number of outliers in each country might
not be stable over time: aggregate economic shocks might affect some sectors
more than others, and countries with a higher number of firms operating in
these sectors could experience noticeable reductions in the number of employ-
ment outliers over time. Keeping in mind the rough approximation, the results
support the higher probability of encountering large scale of production in
richer economies.

Firm characteristics associated with size exhibit similar patterns

Size is not the only feature of firms that stands out in different markets. By focusing
only on employment outliers, we might disregard other sources of heterogeneity
across firms. For example, establishments reporting a large number of employees
might be less productive than smaller ones operating with more advanced tech-
nologies. However, given the strong association between size and other firm char-
acteristics illustrated in chapter 1, it is natural to assume similar patterns in the
distribution of firm performance across countries at different levels of income. In
particular, we would expect productivity differences across firms to be correlated
with similar variations in firm size, although less strongly in low- and middle-
income economies (Garcia-Santana and Ramos 2015).

The evidence from the two pairs, Cote d’Ivoire-Serbia and Ethiopia-
Indonesia, confirms a higher frequency of more productive firms with respect
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tothe sector average in the richer comparator country (figure 2.3). Manufacturing
firms operating in Indonesia, for example, are consistently more likely to report
higher labor productivity with respect to the sector-year average than Ethiopian

firms in the same period.

FIGURE 2.3 Distribution of more productive firms in selected middle- and lower-income

countries
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Differences in export revenue along the distribution of firms exhibit
similar patterns. Firms reporting export revenues that are higher than the
sector average are more present in the richer economy under observation, as
suggested by comparisons of the distributions of Cote d’Ivoire-Serbia and
Ethiopia-Vietnam (figure 2.4).% Overall, differences in establishment size

FIGURE 2.4 Distribution of manufacturing firms reporting export revenue in selected higher-
and lower-income countries
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Note: The industrial censuses for Ethiopia and Indonesia only cover the manufacturing sector.
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between countries at different stages of development are associated with
heterogeneity in firm productivity and export revenue. These findings are
robust to considering sectoral differences within countries for the variables
of interest.

Employment outliers are different in other related dimensions

Employment outliers tend to stand out in other dimensions as well (table 2.1).
For example, they tend to report higher sales and are more likely to be exporters
as well as importers of intermediate inputs. Reversing the focus reveals equally
strong relationships: productivity outliers, for example, tend to employ a higher
number of individuals and are more likely to import or export (see appendix D
for detailed results). To give a sense of the differences in scale, a productivity
outlier in the sample of the four countries under investigation, on average,
employs 98 more individuals than a nonoutlier. The group of exporting firms
among productivity outliers is 10 percent larger with respect to nonoutliers.
Overall, independent of the characteristics chosen to distinguish performance,
the associations remain strong.

Although employment outliers are different than the average firm, they
do not simultaneously tend to be export or productivity outliers. The overlap
of different types of outliers tends to be below 20 percent in the countries we
observe.

TABLE 21 Difference in means, employment outliers

T-test
Employment Not employment difference in
Indicator outlier outlier means
Firm sales, US$ millions 19.922 0.810 1941
(132.92) (13.013) 182.46
Labor sales productivity 0.053 0.051 0.00218
(0.270) (0.681) 1.02
Exporting firms (probability) 0.297 0106 01971
(0.457) (0.307) 17215
Importing firms (probability) 0.517 0.309 0.208***
(0.500) (0.462) 69.34

Observations 2,011,065

Source: Calculations based on business census data for Céte d’lvoire, Ethiopia, Indonesia, and Serbia.

Note: The industrial censuses for Ethiopia and Indonesia only cover the manufacturing sector. Standard deviations are in
parentheses.

p<10* p<.05* p<.0n
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Is there a “missing top”?

The “missing middle”—the gap in the middle of the firm-size distribution—is
not believed to occur naturally. It is often portrayed as a reflection of market
failures associated with development (Hsieh and Olken 2014). In low- and
middle-income countries, mid-size firms might be large enough to be regulated
and pay higher taxes, yet too small to sustain profit.

Our evidence lends support to an alternative hypothesis in the literature:
that the gap is to the right of the firm-size distribution (for exporters, restating
the problem as a “truncated top,” see Fernandes, Freund, and Pierola 2016;
Hsieh and Olken 2014). In other words, the segment that is less likely to be
present in low- and middle-income countries consists of large firms rather than
mid-size firms. Differences in classifications of large firms might reduce the
question to an issue of definition: firms within the range of 50-250 employees
may be classified as mid-size firms or as large firms. But the evidence that richer
economies in our sample have a greater number of outliers—firms that belong
to the extreme of the distribution for employment, labor productivity, and
exports—suggests that the larger among the large firms are fewer in number,
which warrants further investigation.

What would constitute evidence of a lag in the number of large firms in an econ-
omy? The mere shape of the distribution might be informative. Hsieh and Olken
(2014), for example, associate the missing middle empirically with evidence of
bimodality—distinct peaks (local maximums) at the extremes of the distribution
representing very small and very large firms. The observation that relatively less
distorted economies have smoother firm-size distributions allows us to exam-
ine the hypothesis based on some theoretical shape that fits the rest of the world
better. Various alternatives have been suggested: the undistorted cumulative size
distribution may be approximated as Pareto (see Axtell 2001; Luttmer 2007; Tybout
2000) or as log-normal (Shimul and Anderson 2019), with arguments in favor of
both alternatives (for a review, see Coad 2009).

Use of a Pareto distribution has several advantages: first, its simplicity and
widespread use in economics and, second, its close fit with actual firm-size
distribution in the United States, often taken as a benchmark case for the lack
of market distortions (Axtell 2006). We analyze properties of the employment
distribution in each country-year, following Tybout (2014), and repeat the esti-
mations with evidence from less distorted economies in Europe (box 2.1).2

Contrary to a nearly perfect match between actual and predicted shares
of employment falling under each size category in Europe, the evidence from
low- and middle-income countries confirms a sizable gap to the right of the
firm-size distribution. The evidence suggests that the larger among the large
firms employing more than 300 workers are systematically underrepresented
in the lower-income countries under observation. According to our estimates
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BOX 241 A Pareto approximation of the firm-size distribution

If x accounts for the number of workers in each When plant size is distributed according to a
firm, the cumulative distribution of employment Pareto function, the share of the labor force

in an economy is given by employed in plants belonging to size range
[<x< l/ is

Fg =1 =% S0, 1K) = [~ %
where the shape parameter of the function, Relying on data from countries in our data set,
k, accounts for heterogeneities across we can estimate the shape parameter k for
countries affecting the distribution of each country-year by minimizing the Euclidean
employment. Using data on the share of the distance between the vector of actual shares,
workforce in different firm-size categories s, and the vector of shares predicted by the
allows us to identify deviations from shares optimal Pareto distribution, s. We rely on
predicted by the Pareto distribution. different thresholds to identify firm-size groups.

of actual and predicted shares of firms employing fewer than 100 employees,
100-300 employees, and 300 or more employees, the country that is “missing”
the largest amount of large firms is Ethiopia, where large firms have a 7 percent
lower share of employment than what is predicted by the optimal Pareto distri-
bution (see figure 2.5 for estimates of gaps in different countries).

Assuming the same average characteristics for existing large firms, we can
make sense of this number using some counterfactuals on the weight of these
missing firms in terms of employment or forgone revenue. Since the median
Ethiopian firm in this size category employs more than 500 individuals, the
total number of large firms would increase by more than 20 ventures in differ-
ent manufacturing sectors.® If these new large firms were able to obtain reve-
nues equal to the median for firms in this size category, total revenue would rise
by US$500 million, leading to a sizable effect on Ethiopia’s GDP.

Having a greater number of large firms to match a Pareto distribution
would also be beneficial for the richer economies in our group. For example,
if Indonesia had the same number of firms as expected, that segment would
employ a 4.6 percent higher share of labor, and total manufacturing employ-
ment in this country would increase by 237,300 individuals. Since the median
Indonesian firm in this size category employs more than 650 individuals,
the additional employment would correspond to more than 360 new large
ventures of average size.

Two points are worth noting. First, in addition to “missing top” estimates, a
gap is also revealed at the lower end of the firm-size distribution. That missing
bottom is likely the reflection of an imperfect or censored sampling of small
firms, many of which are either excluded from industrial surveys or operate
in the informal sector. An imperfect fit of the shape of the Pareto distribution
on the left tail could also be behind part of the gap at the bottom. In fact,
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FIGURE 2.5 Predicted versus actual share of employment in large firms in selected middle-
and lower-income countries

a. Cote d'lvoire b. Ethiopia c. Indonesia
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76.73
80 80 80 72.03
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(0]
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M Predicted [] Actual

Differences in the actual share minus the predicted share of employment, by country and segment of the
firm-size distribution

$<99 5$<100-299 S$>300
Country Period k -§<99 -$<100-299 -$>300
Céte d’lvoire 2003-13 1.07 —0.051 +0.087 -0.045
Ethiopia 2000-11 1.08 -0.078 +0.150 -0.070
Indonesia 2009-15 1.05 -0.057 +0.100 -0.047
Serbia 2006-09 112 -0.059 +0.115 -0.056
Vietnam 2007-12 1M —-0.049 +0.093 -0.045
South Africa 2012 and 2014 115 -0.023 +0.042 -0.018

Source: Calculations based on business census data for Céte d’Ivoire, Ethiopia, Indonesia, Serbia, South Africa, and Vietnam.
Note: Median values are reported. The Industrial Censuses for Ethiopia and Indonesia only cover the manufacturing sector.
k = shape parameter of the function (see box 2.1). S = firm size (number of employees).

recent evidence looking at the distribution of productivity across firms in
different countries but also looking at the distribution of employment in the
United States suggests that a convolution of lognormal and Pareto distribu-
tions increases precision on the left tail by providing a better fit (see Kondo,
Lewis, and Stella 2018; Nigai 2017). Second, it is noteworthy that the shape
parameters reported in figure 2.5 are not always monotonically and negatively
correlated with per capita GDP, as suggested by earlier work (Cosar, Guner,
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and Tybout 2016). Indeed, while results for the pair Ethiopia-Indonesia con-
firm that the richer country, Indonesia, has a smaller shape parameter, the
estimates for Cote d’Ivoire-Serbia suggest that the richer economy has a
larger shape parameter.

Modifying the thresholds for robustness lends further support to the
hypothesis that the larger among the large firms might be smaller in number
in low- and middle-income countries. We distinguish between firms with
fewer than 30 employees, with between 30 and 299 employees, and with
300 employees and more. Results suggest that the share of firms employing
more than 300 individuals is lower than what is predicted by the Pareto distri-
bution in all countries under observation (see appendix D for details). As pre-
viously observed, the country lacking the most large firms is Ethiopia, where,
according to the findings, large firms should have had a nearly 10 percent
higher share of labor than they actually had in the period 2000-11. The pres-
ence of these large of large firms would have been associated with total revenue
of more than US$800 million.

Further research to establish patterns of a "missing top” across more coun-
tries and to increase their precision would be helpful to validate the evidence
presented in this chapter. Additional nuance would be useful, too—for exam-
ple, examining characteristics and sectoral distributions of firms populating the
right tail of the size distribution. Overall, failures preventing smaller as well as
mid-size firms from growing could explain these findings.

Perceptions of a “missing middle” have misled policy makers for a long time,
with detrimental effects for aggregate growth. The example of India is illustra-
tive in this respect (Freund 2016): convinced that small and medium enterprises
drive jobs and growth, in the mid-1970s Indian policy makers restricted about
1,000 manufacturing products to firms in that segment, ultimately forgoing an
additional 7 percent increase in jobs as a lower estimate. Firm-size restrictions
remained in place until the early 2000s.

Notes
1| Calculations are based on United States Census Bureau (2016) and OECD (2018).
2 | Based on the World Bank income classification for 2012.

3 | For the purposes of this exercise, we identify as outliers those firms reporting values higher than 1.5

times the interquartile range of the distribution in the respective country-year-sector pair (Tukey Rule).

4 | Due to data constraints, figure 2.4 reports data from exporting firms based in Vietnam instead of

Indonesia. Vietnam, in the period 2009-11, belongs to the lower-middle-income group.

5 | Inthissection we rely on data from Cote d’Ivoire (2003-13), Ethiopia (2000-11), Indonesia (2009-15),
Serbia (2006-15), South Africa (2012 and 2014), and Vietnam (2007-12).
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6 | We provide this back-of-the-envelope estimate using median total employment by Ethiopian firms

employing more than 300 workers during the period under analysis: 56,846.

7 | The median revenue for Ethiopian firms in this size category is equal to US$40 million for the period

under analysis.
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3. Large-firm
creation: Origins
and growth paths

Large firms make important contributions to development, and their numbersin
low- and middle-income countries lag behind those in high-income economies.
These two facts beg the question of how large firms are created in lower-income
contexts and where frictions lie in this process. Turning the focus to the origins
and growth paths of large firms is difficult due to the scarcity of evidence. To
shed light on this question, we draw on a rare set of industrial censuses from
10 low- and middle-income countries, a comparator data set from 4 high-
income Organisation for Economic Co-operation and Development (OECD)
economies, as well as records of the origins and sponsors of 1,000 firms that the
International Finance Corporation (IFC) has appraised for investment in low-
and middle-income countries.

This chapter highlights that what is distinct about large firms is often
in place from day one. Large firms are often born large or with features of
largeness in their organization, orientation, and capabilities that deviate from
the average firm in the industry. Those that grow large from small or medium
size pursue growth strategies that are similar to those of large firms from the
start, such as product diversification and industrial organization that reflects
scale. The evidence highlights the critical role of ex ante differences in firm
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characteristics, including the intelligence to access and expand demand, in
explaining firm growth in low- and middle-income countries, with important
implications for policy that are discussed in chapter 4. The growth paths of
large firms in low- and middle-income countries are not significantly different
from what is observed in high-income economies.

What do we know about the origins
of large firms?

Little is known about where large firms originate. The people behind these
ventures; their means in terms of intelligence, capital, and capabilities; their
strategies; and finally the opportunities they seize have all been identified as
successful ingredients of firm growth. All five ingredients—managerial ability,
capital, labor, technology, and market access—need to be in place for a new firm
to succeed. The features of some of these ingredients are better understood
than others; we know more about labor and capital than about managerial
talent. Moreover, the exact mix that works in different contexts is less well
understood. Is access to technology and the associated lower costs the key to
large-firm growth, or is access to markets and demand?

Quantitative cross-country evidence is practically nonexistent, with one
exception: the Enterprise Maps, a decade-long effort by the International
Growth Centre to trace systematically the history of leading industrial firms
in Sub-Saharan Africa (for example, see Sutton 2014; Sutton and Kellow 2010;
Sutton and Kpentey 2012; Sutton and Langmead 2013; Sutton and Olomi
2012). Findings of this relatively eccentric strand of literature focus on three
aspects of large-firm creation: size at origin, human capital (who started the
firms that became large), and the historical circumstances that triggered their
creation. One consistent finding is that large firms have often been medium or
large at origin. The Enterprise Maps highlight this fact for Ethiopia, Ghana,
Mozambique, Tanzania, and Zambia, with several other studies confirming it
for other countries (Van Biesebroeck 2005) or for other characteristics associ-
ated with size, such as exporting (Freund and Pierola 2015, 2016).

Ownership is another important determinant of size at origin, as firms that
start operating at scale from the beginning are often foreign owned (Freund and
Pierola 2015, 2016; Sutton 2014)! and founded by individuals with extraordinary
wealth (Freund 2016) or extraordinary political connections (Rijkers, Freund,
and Nucifora 2017). Ownership is associated with advantages in some of the
pillars of successful enterprises. Foreign investors, for example, are able to rely
on managerial ability, capital, and technology transferred from abroad, while
individuals with extraordinary wealth and political connections are often able
to secure market access and regulatory protection.
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Individuals who create successful firms generally have distinct capabilities.
In Sub-Saharan Africa, for example, many large firms were created by man-
agers with trading experience, a seminal finding of the Enterprise Maps proj-
ect that highlighted the importance of market intelligence and organizational
ability for firms to stand out. Knowing what to produce, how to sell it, and how
to manage an enterprise effectively might matter more than access to technol-
ogy in markets that are in the early stages of development. Investors with such
abilities—driven by business opportunities, and more educated, motivated, and
willing to take risk—are a minority in lower-income countries (Schoar 2010).

These capabilities may often be acquired through former experiences in
other activities or firms. Employee spin-offs have been documented as a major
mode of entrepreneurship in high-tech manufacturing (Klepper and Sleeper
2005) and a driver of exports (Lafontaine and Shaw 2014; Muendler and Rauch
2018). In the United States, entrepreneurs’ prior experience in the specific
industry in which they start a new business appears to be highly predictive of
their success (Azoulay et al. 2018). Managers and initial workers at high-growth
Brazilian firms are reported to be more educated and to have prior experience
in managerial occupations or experience in large, formal firms. Nonetheless,
these characteristics explain only a small share of variation in firm performance
(Bastos, Silva, and Proenca 2018).

Whether firm success is determined by ex ante differences observed at
entry or ex post productivity and demand shocks—that is, what happens to the
firm after entry—remains an open question. The size of initial investment, and
the capabilities of founders and managers at origin, including the technology
and market intelligence they bring in, would fall under the category of ex ante
differences observed at entry. The origins of large firms matter if we believe
that ex ante heterogeneity differences in firm characteristics drive firm success.
Recent evidence suggests the magnitude of that influence: in the United States,
as much as 40 percent of firm growth 20 years after entry can be attributed
to firm differences present at the moment of start-up (Pugsley, Sedlacek, and
Sterk 2018).

This discussion is also related to another central question about firm
dynamics—that is, the relative importance of efficiency in production ver-
sus the demand facing the firm as drivers of firm entry and growth. Theory
is divided—some identify heterogeneity in costs of production as the pri-
mary source of differences in firm entry and outcomes (Eaton, Kortun, and
Kramarz 2011; Hopenhayn 1992; Jovanovic 1989). More recent work high-
lights demand-side heterogeneity in explaining size differences and market
share (Arkolakis 2016; Luttmer 2011). In homogeneous goods industries in the
United States, for example, entrants are small and grow slowly despite higher
efficiency (Foster, Haltiwanger, and Syverson 2016). In supplier-buyer net-
works in higher-income economies, differences in appeal to final consumers
and downstream intermediate demand rather than cost of production could
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account for most of the firm-size differences (Bernard et al. 2019; Hottman,
Redding, and Weinstein 2016).

Ultimately, the answer to this empirical question will likely vary by context.
In Sub-Saharan Africa, findings about the trading origin of industrial firms
suggest a dominant role for demand discovery and market creation, while in
the Chinese context evidence points toward the substantial contribution of
both production cost and demand in explaining sales (Roberts et al. 2018).
Historically, it is possible to draw examples to illustrate the role of external
shocks such as government interventions or market episodes in large-firm
creation. In the late nineteenth and early twentieth centuries, the transition
from traders to manufacturers in India, for example, accelerated after a sud-
den crash in trading profits (Gupta et al. 2018). In Latin America, successful
export pioneers have emerged thanks in part to government interventions,
as with the flower industry in Colombia or soybean and aircraft production
in Brazil (Sabel et al. 2012). These experiences show that experimentation
entails high fixed costs and uncertainty. Even when market opportunities
have been identified, with missing credit and insurance markets, firms might
not be willing to take on such risks without some initial level of demand guar-
antee or public input provisions.

To sum up, evidence about what distinguishes large successful firms from
the rest is only starting to emerge. Theories and empirical evidence exist
about the relative role of ex ante heterogeneity versus ex post shocks as well
as the importance of supply versus demand in explaining firm-size differences.
However, the specific sources of such heterogeneity are less well understood.
This chapter adds to this literature by documenting stylized facts across a large
sample of firms in low- and middle-income countries: what would be distinct
sources of large-firm creation in these geographies, and how do large firms
invest, acquire capabilities, and access markets differently over the first few
years of operations.

Cross-country information on firm creation

Studying the growth paths of large firms is a data-intensive exercise that
needs longitudinal records of firms over several years since their origin.
Business registers matched with recurring business censuses are an ideal
source of information, but few low- and middle-income countries conduct
them systematically and even fewer make the information available for ana-
lytical purposes. In addition, some of the fundamental aspects of firm cre-
ation such as ownership and management characteristics are typically not
recorded in business registers and censuses. Drawing on multiple sources
of information is necessary to study the many aspects of firm creation in a
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meaningful way. This exercise brings together insights from three sources:
business censuses from low- and middle-income countries, public records of
firms from high-income economies, and a unique set of IFC appraisal docu-
ments tracking information on the origins and sponsors of firms evaluated by
IFC for possible investment.

A large set of business censuses from low- and
middle-income countries

The evidence that follows draws from one of the largest data sets gathered to date
to study this question in low- and middle-income countries: firm and establishment
longitudinal data from 10 countries.2 For this analysis, “large” is considered a firm
outcome. Therefore, to study the origin of firms, we follow firms that entered at
any point in the sample period and managed to survive and become large by the
last year (year t) observed. For the growth path analysis, we use all cohorts of firms
whose entry as well as survival are observed for at least five years: a total of 18,066
and 26,070 firms in the first and second analyses, respectively.

Cross-country firm-level data have important limitations, one of the most crit-
ical being the comparability of employment and capital measures, which can vary
from one survey to another. For the purposes of firm origins, the fact that many
enterprises do not report figures for employment or economic activity until several
years after birth is a major impediment. The misreporting of data at the level of the
enterprise is also important. In low- and middle-income countries, misreporting
takes place either strategically to ensure compliance with various regulations and
incentives or unintentionally due to poor accounting or records kept at the level
of the enterprise.? There are no readily available ways to verify the accuracy of
the individual data; therefore, besides harmonization and some basic imputation,
analysis is inevitably constrained by what is available in the surveys or censuses.
Country fixed effects, which are used extensively in this analysis, can partly, but not
entirely, mitigate systematic biases pertaining to data comparability.

The 10 countries in our sample represent a diverse set of economies with
different income levels and growth trajectories. We observe a growing number
of large firms in dynamic economies such as China, Ethiopia, Moldova, and
Vietnam and a declining trend in countries such as Serbia, where growth has
been more anemic during the observed period (figure 3.1). Cote d’Ivoire pres-
ents a unique case because it was an economy emerging from civil conflict at
the time of observation.

As a comparator group, we use a cohort of more than 31,000 entrants across
four countries—France, Italy, Spain, and Sweden—from the OECD DynEmp
and Orbis databases to understand how the growth path of large firms might be
different in high-income economies. Some limitations exist here as well. While
the selection of countries is reassuring in terms of the representativeness of
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FIGURE 31 Trends in the number of large firms across the sample countries at
the start of the year
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Source: Calculations based on industrial census data.

Note: The number of large firms observed in the first year of the survey in each country is normalized to
100. Kosovo and Moldova are plotted separately in appendix G due to the extreme rate of growth in the
number of large firms.
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large firms, the information for the first year of their operations is often miss-
ing. Track records in OECD-Orbis have been commercially sourced from public
records with a lag that explains this gap.

A unique set of 1,000 IFC prospective clients tracking information at
firm origin

The International Finance Corporation has track records of thousands of pro-
spective clients from low- and middle-income countries that have applied for
funding over the last 70 years of its operation. Information on applicants is
recorded in a variety of formats and has evolved substantially over the years;
it typically includes qualitative descriptions of the origins and growth paths as
well the history of sponsors of these firms, as an element for assessing their
potential. The data set is a unique source to supplement qualitative information
on owners and sponsors that is not available in standard firm-level census data
for studying the origins of firms; moreover, it has never been coded systemati-
cally to date and has seldom been used for analytical purposes (see appendix E
for details of the information that was codified).

This sample comes from manually coding 1,000 appraisal documents for
prospective IFC investments between 2015 and 2017, tracking information on
firms, their sponsors, and their managers at origin and at the time of invest-
ments. The sample covers prospective investment projects from all regions and
income levels (see appendix E for details). These firms come in greater num-
bers mostly from financial (41 percent) and manufacturing (16 percent) sectors
with systemic impact.

Selection is the main concern regarding the patterns emerging from this
data set. Firms that apply to IFC for funding have a certain international expo-
sure and a certain size that allows them to bear the costs of the process. The
selection bias, however, works for the purposes of our study, which focuses on
the origins of large, well-managed, productive firms that are missing in low-
and middle-income countries. IFC’s client selection process screens for these
attributes. Yet technically, the pool is not necessarily representative of this cat-
egory, since many large firms with these attributes do not apply for develop-
ment finance—either because they can raise capital from other sources, such as
retained earnings, or because they do not need as much funding, such as firms
in some service sectors.

Ultimately, the key motivation for the study of the sample is that firms
that do obtain IFC finance have significant positive impacts on development
(by selection) and, in many cases, are of systemic importance for the econ-
omy, making their origins of particular interest for the purposes of this study.
Also important for the purposes of this study is the fact that most of these
large firms have not just begun operations. Their creation spans a much longer
period than what recent business censuses provide and makes the sample an
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exceptionally interesting complement to the information that is publicly or
commercially available. Overall, this is a relevant sample for the strategic and
policy questions that follow.

Origin of large firms

It is difficult for small firms to grow into large ones

Entrepreneurs driven by business opportunity and growth rather than neces-
sity are a minority in low- and middle-income countries. This established fact is
reflected in the unlikely transition of small firms into medium and large firms.
Of all firms that enter with fewer than 20 employees and survive for at least
five years across our sample countries, close to 89 percent are still small at the
end of five years. Only 10 percent of firms grow to become medium size, and
1 percent grow to become large. One might legitimately argue that small shares
of transition are due to the short period covered by the evidence. Yet extending
the study period to 10 years does not alter the conclusion: the vast majority of
firms that start small and survive—83 percent—remain small over that period.
Less than 3 percent would grow into a large firm by age 10 (figure 3.2).

FIGURE 3.2 Firm-size transition: Evolution of small firms 5 and 10 years after entry
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Source: Calculations based on business census data from nine countries (except South Africa; see table 3.1).
Note: Small, medium, and large indicate employment size of 0—19, 20—99, and 100+, respectively.
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TABLE 31 Description of the sample used in the analysis

Country
China

Indonesia

Vietnam

Moldova
Kosovo
Serbia

Morocco

Cote
d’lvoire
Ethiopia

South
Africa®

Sample 2:
share of
GDP Sample1: Sample 2: firms that
per large firms  firms that Sample 2: started
capita inyeart enteredand share of small or
(2017, whose survived firms that medium
current Time entry we at least started and grew
us$) coverage Restrictions observe 5 years large large
8,827 1998- Manufacturing firms 13,638 4,916 68% 26%
2007 (legally independent
subsidiaries) with
sales > 5 million RMB
3,847 2010-15 Manufacturing 737 449 41% 1%
establishments with
at least 20 employees
(L>20)
2,343 2007-12 Full census of 3,024 17.310 3% 6%
large firms, limited
information on small
firms
2,290 2004-14  Firms in all sectors 190 658 10% 19%
3,894 200514 Firms in all sectors 95 1,953 2% 2%
5,900 2006-16 Firms in all sectors, 145 325 12% 22%
L>6
3,007 1995- Manufacturing 186 262 35% 23%
2006 establishments with
at least 10 employees
(L>10)
1,662 2003-13 Firms in all sectors 40 178 6% 16%
768 2000-11  Manufacturing " 19 32% 37%

establishments
with L >10 and use
powered machinery

Tax records of firms in
all sectors

6,161 200914

a. Analyses of South Africa data conducted by the South Africa Treasury, without World Bank direct access to the data.

Large firms, however, are a minority of the business population, so the
question of their origin boils down to the share of large firms that were large
at origin. Transition rates vary substantially by country and sector, resulting in
differences in that indicator (figure 3.3). Many firms, moreover, do not report
figures until a year or several years after entry, which adds a margin of error
to the estimates of actual size at origin. Overall, in the manufacturing sector
of bigger markets—such as China, Indonesia, and Vietnam—the majority of
large firms are estimated to be already large at origin. Morocco’s high integra-
tion into global value chains in both light and heavy manufacturing exposes
an otherwise small country to a global market, which likely drives similar
patterns (World Bank 2019). In smaller markets—such as Kosovo, Moldova,
and Serbia—and in service industries, relatively more firms grow from being
a small and medium enterprise (SME) to being a large firm within the same
time frame—a distinction that resonates with the loose association between
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FIGURE 3.3 Share of five-year-old large firms that were large at origin, by sector
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Source: Calculations based on business census data from nine countries (except South Africa; see table 311).
Note: Empty bars indicate estimates over samples of fewer than 50 firms. The lower estimate corresponds to
the share if all five-year-old large firms with an unobserved origin had started small, and the upper estimate
corresponds to the share if all five-year-old large firms with an unobserved origin had started large. Firms
reporting employment figures within one year from establishment are assumed to have been in the same size
class at origin.
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firm size and productivity in services discussed in chapter 1. Extending the
growth period to 10 years reduces the available observations considerably
but points to similar conclusions: three out of four large firms in China were
already large at origin.

In the sample of prospective IFC clients, the pattern is even more pro-
nounced: of all large firms at the time of appraisal, 69 percent were already
large at birth. However, a larger share of large firms started as small rather
than medium, a clear reflection of the selection of applicants with high growth
potential. Selection bias is a major concern, as small firms are underrepre-
sented both in the sample of IFC client companies—a nonrandom sample of the
firms with high development impact—and in business censuses, due to various
sampling imperfections and informality.

A mix of factors is likely behind these figures. One explanation for
cross-country differences in how often large firms are already large at origin is
that different starting sizes are feasible across countries, due to the volume of
demand, the available technology, or entry barriers. As discussed in chapter 1,
these three factors would affect sunk costs at entry or returns to scale, making it
unsustainable for firms to enter at small size. Alternatively, in markets plagued
by high transaction costs, firms with more complex production might prefer a
higher degree of vertical integration and hence start larger. Yet another expla-
nation is financial constraints. If firm size affects the ability to obtain external
financing, firms might find it optimal to start larger. It can also be the case that
firms start suboptimally small if start-ups are financially constrained. We find
suggestive evidence supporting all of these potential explanations (see appen-
dix F, table F.1, for more details).

The sensitivity to these factors is in many ways dependent on the activity
of the firm. Service providers, for example, operate typically in less global-
ized, more customized markets, with less initial capital and high transaction
costs for forward linkages. The consistently smaller share of large service
providers that were large at origin likely reflects a combination of these
drivers. Differences in the availability of technology and market conditions
give rise to higher optimal starting size in manufacturing and larger markets,
which can partly explain the patterns.

Global patterns across all low- and middle-income countries are hard to obtain
due to the scarcity of firm-level data. Patterns across a large number of low- and
middle-income countries suggest, however, that at lower levels of development,
the share of large firms that begin large at origin is higher (figure 3.4; Bruhn and
Xu 2019). About half of large firms surveyed by the World Bank in low-income
countries were already large when they started operating.

Rather than it being difficult for firms to enter small, another interpretation
for these patterns is that it is more difficult for firms to grow to scale in some
markets.? Following cohorts of firms that enter five years before the end of the
data sample in each country until the last year (year t) allows additional insights
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FIGURE 3.4 Share of large firms, by origin size and country income level
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Source: Bruhn and Xu 2019.

in this respect. Following Cabral and Mata (2003), we compare the effect of
selection versus growth on the final firm-size distribution by comparing the
size distribution of three groups: all entrants in year t—5, surviving firms in year
t-5, and surviving firms in year t (figure 3.4).

The results suggest very different patterns of firm growth and selection
across countries for the years considered in the analysis (figure 3.5). For some
countries—such as Indonesia, Kosovo, and South Africa—the distribution of
firm size changes little five years after firm birth. For Moldova—and, to a lesser
extent, Cote d’Ivoire and Morocco—selection at birth explains a significant part
of the evolution of the firm-size distribution. In other words, firms are large
after five years because survivors are already larger at entry. Surviving firms in
Ethiopia are also significantly larger at entry. However, their size distribution
flattens out by the end of the sample period, indicating both significant growth
and contraction across different sets of firms. In contrast, firm growth appears
to explain most of the right shift in the firm-size distribution in China, Serbia,
and Vietnam. These results suggest that selection at entry can dominate growth
after entry, and vice versa, in different contexts.

The four sources of large-firm creation: foreign investors, the state,
domestic investment mobilization, and entrepreneurship

Firms begin with people—sponsors, in investment terms—who use capital,
labor, and know-how in order to access a market or create a new one. Who are
the sponsors of large firms? Four types of sponsors predominate: foreign firms
creating new affiliates, domestic sponsors with experience in other large firms,
governments, and entrepreneurs growing smaller ventures to scale. These four
actors have different advantages in bringing together the ingredients of successful
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FIGURE 3.5 Size distribution of entrants and surviving firms at entry and after five years
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Source: Calculations based on business census data from 10 countries (see table 3.1)

enterprise—capital, labor, technology, managerial talent, and market access.
Foreign investors, for example, rely on managerial ability, capital, and technology
transferred from abroad for their new ventures. They often enjoy global market
intelligence but have to fight for access to local markets. Large domestic firms are
often able both to secure market access in new sectors and to transfer know-how,
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TABLE 3.2 Foreign ownership at entry and the probability of becoming large

Country Probability
China 0.196***
Cote d’lvoire 0.0189*
Ethiopia 0138
Indonesia 0.366**
Kosovo -0.000571
Moldova 0.0163***
Serbia 011
Vietnam 0120**

Source: Calculations based on business census data from eight countries (see table 3.1).

Note: The figures reported are coefficient estimates from regressions of large status (at the end the
sample period) on foreign ownership at entry, controlling for sector and entry year fixed effects. Foreign
ownership is defined as ownership of more than 10% by foreigners. An exception is China, which is lacking
information on shares owned by foreigners. Instead, we rely on a variable that captures the registration
type of a firm. Results are qualitatively identical if we also control for initial firm size.

*p<10* p<.05*p<.0l

financial capital, and managerial talent from other parts of their business. Smaller
entrepreneurs have to acquire know-how through trial and error, face difficul-
ties raising capital from banks and attracting skills, and have limited access to
cutting-edge technology. They often rely on innovation and customization to grow.
The prevalence of foreign ownership in larger rather than smaller firms is an
established empirical fact. In all country samples, large firms are more likely to
have started with some foreign owners than smaller firms. However, the role of
foreign ownership at entry appears to vary (table 3.2). In China and Indonesia,
foreign ownership significantly increases the probability of large size by close
to 37 and 20 percent, respectively. In Cote d’Ivoire and Moldova, this effect is
significant but much smaller in magnitude. The result that foreign ownership
matters for firm size is in line with knowledge spillovers from foreign direct
investment. Why it matters more in certain contexts is less understood.
Beyond foreign ownership, many large firms in former planned economies
started off as government ventures and were privatized during transition reforms in
the late twentieth century. These ventures have not often created wealth and have
suffered from failures in the allocation of resources as well as the lack of incentives
to expand until their privatization (Freund 2016). Many relied extensively on for-
eign know-how to fill gaps in the generation of skills, resources, and know-how to
sustain operations, a process that was supported by the state, as in the post-Khrush-
chev Soviet Union (Hoffmann and Fleron 1980). Ethiopian Airlines illustrates an
African state-owned venture that relied on foreign know-how at its very origin,
while the government maintained ownership during the company’s growth to
become one of the leading carriers in Africa (box 3.1). The state origins of large
ventures have not been limited to planned economies—in Western Europe and the
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BOX 341
know-how to grow

After gaining Ethiopia’s independence in 1941,
Emperor Haile Sellassie reached out to the
France, the United Kingdom, and the United
States, requesting help to modernize Ethiopia
and its economy. The United States responded
positively and equipped the nation with materials,
promising technical and economic aid to
accelerate its development. In that context, a
request for technical assistance was made to
establish a commercial airline. The United States
Department of State arranged meetings between
Ethiopian government officials and Brigadier
General T. B. Wilson, chairman of the board

of Transcontinental and Western Airlines, later
known as Trans World Airlines (TWA), who had
been directed by the board to expand the airline’s
operations into foreign countries. An assistance
agreement was ultimately signed on September
8, 1945, which committed TWA to establish a
commercial aviation company in Ethiopia.

The first chair of Ethiopian Airlines board of
directors and president was an Ethiopian
and a government minister; the first general
manager was an American, H. H. Holloway,
appointed by TWA. The carrier, originally
called Ethiopian Air Lines, was founded with
an initial investment of Br 2.5 million, divided
into 25,000 shares that were held entirely by
the government. The company was financed

Ethiopian Airlines: A state-owned venture that relied on foreign

by the Ethiopian government but managed

by TWA. Consistent with the agreement, TWA
management dispatched a team of talented
pilots, accountants, administrators, instructors,
and technicians to set up Ethiopian Airlines.
The Ethiopian government hired TWA to select
potential employees, train them, and then assign
them in the areas of aircraft maintenance and
repair, piloting, and business management.

It took almost two decades to meet those
objectives; in 1971 the last TWA general
manager, Joe Brumit, handed over the office
to the first Ethiopian general manager, Semret
Medhane. The last TWA contract employee
stayed on for an additional three years, until
1974. Since then, Ethiopian Airlines has been
fully managed and run by Ethiopian nationals.

Ethiopian Airlines remains 100 percent
owned by the government of Ethiopia.
Throughout its history, the airline has been
one of the pioneers of aviation in Africa and
is considered one of the continent’s leading
carriers today: from its hub in Addis Ababa,
Ethiopian Airlines connects passengers to
124 destinations: 20 domestic, 55 in Africa,
and 49 others in the Americas, Asia, Europe,
and the Middle East. Currently, its fleet
includes 87 passenger airplanes, with an
additional 61 planes on order.

Sources: Ethiopian Airlines, Star Alliance, and Ethiopian Airlines Former Employees Association.

rest of the world, service industries have been dominated by state-owned large ven-

tures for decades, aiming for public provision rather than profits.

Insights on other types of ownership, such as by influential families, are hard to

obtain using conventional census data. IFC client data are valuable in this respect

because they track detailed profiles of owners to assess the firms’ potential. And

indeed, except for East Asia, family ownership appears to be significant among

larger firms in most regions. The prevalence of family ownership is especially high
in South Asia and in Latin America and the Caribbean (figure 3.6). The case of the
Tata Group in India illustrates the expansion of a conglomerate, taking advantage

of experience in different sectors, while maintaining family ownership throughout

its history (box 3.2). Influential families enjoy political connections that often facil-

itate and protect their ventures from competition, explaining much of their growth.

These large conglomerates are able to transfer know-how, financial capital,

and managerial talent from other parts of their business into new ventures.
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FIGURE 3.6 Shares of family-owned firms by firm size and region (IFC clients)
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Note: IFC = International Finance Corporation.
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BOX 3.2 The Tata Group of India: A family-owned conglomerate expanding into

different sectors

Jamsetji Tata founded his first trading company,
in 1868, at the age of 29. After setting up

his company, he bought a bankrupt oil mill

at Chinchpokli and converted it into a cotton mill.
Within only two years, he was able to turn the mill
around and sell it for a profit. He had four goals:
(a) set up an iron and steel company, (b) open a
unique hotel, (c) establish a world-class learning
institution, and (d) establish a hydroelectric plant.
However, during his lifetime, he was only able to
venture into the hotel business. The Taj Mahal
Hotel at the Colaba waterfront was opened in
1903, making it the first hotel with electricity in
India. After he died the following year, his older
son, Dorabji Tata, became the chairman, following
his father’s vision by establishing the Tata Iron
and Steel Company in 1907. What is today known

as Tata Steel has grown over the last century from
its humble beginning to become India’s largest
integrated private sector steel manufacturer, with
a workforce of more than 40,000. It manufactures
a wide range of flat and long steel products at its
facilities in Jamshedpur. Jamsetji Tata’s vision of
bringing clean energy to Mumbai by establishing
Western India’s first hydro plant was also brought
to life by his son in 1910—the beginning of Tata
Power. The final dream, opening a world-class
learning institution, was completed in 1911 with
the admittance of the first batch of students to
the Indian Institute of Science. The Tata Group
debuted its consumer space in 1917, with Tata
Oil Mills Company, known for the popular soap
brands Hamam and Moti. This business was sold
to Hindustan Lever in 1984.

(continued)
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BOX 3.2 Continued

In the 1930s Tata expanded the group’s
business into aviation, founding Tata Airlines
in 1932. Tata Airlines became a public

limited company on July 29, 1946, under the
name Air India; after Indian independence

in 1947, 49 percent of the airline was
acquired by the government of India. The
group’s rapid expansion continued with the
establishment of Tata Chemicals in 1939 and
Tata Locomotive and Engineering Company
in 1945. Tata discontinued manufacturing
steam locomotives in 1971. However, in

1954 the Tata Locomotive and Engineering
Company began manufacturing automotive
vehicles and officially changed its name to
Tata Motors in 2003. The automotive vehicle
business commenced with the manufacture
of commercial vehicles under financial and
technical collaboration with Daimler-Benz AG
(now Daimler AG) of Germany. The Tata Group
added Tata Global Beverages in 1962 and Tata
Consultancy Services in 1968.

takes place within the Tata Group, and the
campus selects candidates from the top
business schools in India. The aim is to create
an exclusive group of managers within the
company and provide a rich platform for these
talents to realize their full potential in a wide
range of industries and functions.

In 201718 the revenue of Tata companies,
taken together, was US$110.7 billion. These
companies collectively employ more than
700,000 people, in a global business

group with products and services in more than
15 countries. Each Tata company or enterprise
operates independently under the guidance
and supervision of its own board of directors.
There are 28 publicly listed Tata enterprises
with a combined market capitalization of about
US$145.3 billion (as of March 31, 2018). Over
the years, IFC has partnered with the Tata
Group on numerous projects, including a loan
agreement with Tata Iron and Steel Company
Limited to support Tata Steel’s modernization,
a partnership to develop strategies to

improve water use at some of the group’s

A backbone of this expansion has been
Tata Administrative Services—an intensive

leadership training program that recruits and
trains young managers for lifelong mobility
across Tata Group companies. Selection

manufacturing plants, and creation of the first
private sector “Green Investment Bank” in
India in 2017.

Source: Tata Group.

The case of Tata Administrative Services—the flagship training program that
focuses on building transferable management skills across a range of sectors,
businesses, and functions of the Tata Group in India—illustrates the mobility that
benefits new ventures.

But that is only part of the story. Another explanation for why firms tend to
remain family owned while growing very large in low- and middle-income coun-
tries is the so-called “principal-agent problem” between the firm’s founder and
manager. In environments where contracts are harder to enforce, retaining family
ownership even as firms reach a larger size might help to overcome the expropri-
ation problem (Burkart, Panunzi, and Shleifer 2003). Yet the literature has also
found that family ownership can be detrimental to productivity. One mechanism
is through management quality. Lemos and Scur (2018), for example, suggest that
family-controlled firms have weaker management practices because they cannot
credibly commit to worker discipline. The interplay between the quality of the
legal system and structure of firm ownership might be a significant factor limit-
ing firm growth in many parts of the world.
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Large firms often build on existing managerial capital

The importance of managerial ability in spurring firm growth has long been
acknowledged in the literature. Yet conventional firm-level data contain limited
information on the managers of firms (Goswami, Medvedev, and Olafsen 2019). IFC
data prove invaluable in that respect. However, echoing the difficulty of identifying
the defining characteristics of successful entrepreneurs or the efforts of develop-
ment institutions to minimize discrimination, there appear to be no discernible dif-
ferences in the impact of the type of sponsor characteristics—gender, foreign versus
domestic, state versus private—on large size among IFC prospective clients.

What stands out is the experience of these companies’ managers: almost all
firms considered for an IFC investment between 2014-16 have managers with prior
experience in the same sector or in another large firm. Of those who also had prior
experience in a sector different from the one in which the firm is operating, almost
40 percent came from finance (figure 3.7). There are two possible interpretations
of these results. One is that manager experience in finance helps firms to overcome
financial constraints. Another is that experience in the financial sector captures
general managerial capabilities that are valuable in other sectors.

The example of Secure ID in Nigeria, an IFC client, showcases the advantage
that employee spin-offs have in intelligence about their parents’ markets—that is,
knowledge about demand rather than supply (box 3.3). The experience of Tbilvino
in Georgia is reminiscent of the observation that “successful industrializers got out
early and often”—in other words, the importance of learning from foreign technol-
ogies and markets (Cusolito and Maloney 2018), but also the critical role of mana-
gerial ability for firm resilience in the face of demand shocks (box 3.4).

FIGURE 3.7 Experience of managers of prospective IFC client companies

Manager had experience Manager had prior
Current size from same sector experience in large firms
Large 98% 93%
Medium 100% 93%
Small 100% 92%

In which other sectors does the manager have experience?

0 100
Percent

M Finance Real estate B Agriculture M Other sectors
Source: Calculations based on International Finance Corporation proprietary data (2015-17).
Note: IFC = International Finance Corporation.
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BOX 3.3 Secure ID, Nigeria: Entrepreneurship building on large-firm experience

Established by Kofo Akingkube in 2005, Secure
ID is the largest supplier of bank smartcards and
other security-sensitive cards in Nigeria as well
as the first certified smartcard manufacturing
plant in Sub-Saharan Africa. After serving in the
Nigerian Youth Service Corps, Akingkube started
her career in the banking industry, working with
International Merchant Bank Plc and Chartered
Bank Limited. She remained in the financial
sector for more than 12 years, until 1997, when
she left to start Interface Technologies Ltd.

(ITL), a security management and biometrics
technology company. With a bachelor’s degree in
mathematics and a master’s degree in business
administration from the University of Strathclyde,
she successfully ran ITL for nine years, before
establishing Secure ID Nigeria Ltd., an offshoot
from a small department of ITL and the first VISA-
certified plant in Sub-Saharan Africa.

Today, Secure ID is Nigeria’s leading smartcard
manufacturing and personalization plant,
providing comprehensive end-to-end payment
services, while identifying management and
digital security solutions for the financial services

sector, telecommunications, government,
education, health care, and private enterprises.
The company is fully certified by VISA, Verve,
and MasterCard and operates a world-class
production plant employing best practices and
international standards. The company’s client
base spans five African countries and is the
leading EMV-certified card plant in West Africa,
one of six in Africa, and a member of the elite
club of only 80 such companies in the world.
Located in the heart of Lagos, Secure ID is
fully certified by the requisite global industry
organizations, and it currently has an installed
capacity for producing 200 million cards per
year, with scope for future expansion. Secure
ID’s success has been setting the standard for
innovation and creativity in the smartcard sector
in Sub-Saharan Africa.

An International Finance Corporation equity
investment in 2015 of up to US$6 million in
Secure ID supports the development of non-oil
sectors with strong export potential and also
supports small and medium enterprises’ access
to finance in Sub-Saharan Africa.

BOX 3.4 Tbilvino, Georgia: The importance of managerial ability for resilience and growth

The story of Thilvino begins in 1962, when

one of the most powerful wine factories in the
Soviet Union was launched. That was also the
year when Thilisi held its 10th International
Congress of Winegrowers. For years, the
factory remained a significant part of the Soviet
wine-making industry, with 9 of every 10 bottles
of wine sold inside the country and abroad
being made in this factory. In the early 1990s,

it emerged as an independent wine company
with a new philosophy and approaches;

the company is still undergoing substantial
development, both in its infrastructure and in
the growing sophistication of its wines.

Brothers Zura and Giorgi Margvelashvili were
shareholders in Tbilvino, post-1991. After Zura
returned from a wine-making internship in
California, he was inspired to work with wine,
and the brothers invested the family savings
in a share buyout, taking control of Tbilvino in
1998. When they took over the business, as
Giorgi recalls, “Tbilvino was not in very good

shape in 1998—it had close to zero production.
Contact with former suppliers and customers
was lost.” The brothers built Thilvino up from
this unpromising start, with a radically different
approach from the Soviet process of blindly
accepting and bottling bulk wine. The new
strategy meant getting involved with the many
growers who supplied the grapes, taking an
active part in the harvest, and upgrading the
quality of the wine.

In 2006 the company lost around 52
percent of its business when a Russian
import embargo on Georgian wine kicked in.
The shock was an opportunity for change.
Most of the Thilisi site was sold off to raise
money, and a new, smaller, quality-optimized
winery was built, focusing on exports to the
European market. Finally, by 2008, Tbilvino
had recovered, stronger than ever, under the
Margvelashvili brothers’ leadership. Today
the company produces around 4 million
bottles a year and exports to 30 countries,

(continued)
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BOX 3.4 Continued

producing as many as 18 million bottles a region. In 2015 the International Finance
year in its heyday. Currently, as a joint stock Corporation provided a US$1.5 million loan
company with 105 employees, Thilvino to support Thilvino’s investment in crushing
is the largest Georgian wine exporter by and processing equipment, with the aim of
volume and procures grapes from more than spurring job creation and generating tax
300 small farmers located in the Kakheti revenues for the state budget in Georgia.

Growth paths of large firms

Many large firms start off large and build on existing managerial capital and assets.
But what about the minority of firms that grow large from smaller sizes? Are their
strategies in any way aligned with those of firms born large? This section exam-
ines the question by comparing the growth path of firms starting at different sizes
over several key outcomes such as employment, labor productivity, exports, and
financing over their life cycle.® Track records of firms allow only observations for
five years after they enter. These first years of a firm’s life cycle capture import-
ant dynamics given the overall high rate of firm exits. In low- and middle-income
countries, more than 95 percent of firms that start off with fewer than 10 employ-
ees disappear within that time frame (Merotto, Weber, and Aterido 2018). Even in
mature economies such as the United States, half of start-ups fail within that period
(Pugsley, Sedlacek, and Sterk 2018).

More formally, the growth paths of firm outcomes can be captured in a
simple framework using an interaction between indicators of firm-size group
and years after entry in the following specification: y, = B X sizegroup.d, +
o, +d, +E¢

ics”’

where y, indicates the firm outcome, sizegroup, indicates the

ics
size group the firm belongs to, o indicates country x sector fixed effect, d,
the cohort-start year fixed effect, and ¢,_the error term

To account for differences that might be driven by country characteristics,
sector composition, and macroeconomic trends, the regressions also control
for country-sector fixed effects and cohort fixed effects. The spotlight is on
four types of large firms: firms that started large, firms that started small or
medium but grew large within five years, and other surviving and nonsurviv-
ing firms.7

This simple descriptive exercise brings a wealth of insights on how large
firms enter, access markets, make investments, and acquire capabilities
differently as they grow. In what follows, we discuss these results in four main
areas: (a) firm size, (b) role of efficiency versus demand for entry and growth,
(¢) investment in capabilities, and (d) role of organizational capital.
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Firms that start large retain a substantial size and
productivity premium

Across countries, on average, firms that grow large are substantially smaller
than firms that were large at entry (see figure 3.8 for the predicted employ-
ment and confidence interval by size group at each year after firm’s entry).?
However, these smaller, high-growth firms expand rapidly in the first year
and by the fifth year after entry more than halve the employment gap with
firms that start large. Large firms that start large also grow, albeit more
slowly. Average employment for the rest of the firms stays flat throughout
the observed period.

Sales follow a trajectory similar to employment across smaller, high-growth
firms and large firms, with one major difference: firms that are large at origin
also attain, on average, significant sales growth after entry. At age five, the levels
of output of these firms are about 2.5 times higher than at entry. The contrast
between rapid growth of some firms over others is consistent both across and
within countries, suggestive of a “winner takes all” environment. These high-
growth firms are transformational in ways that have been discussed extensively
in the literature (Schoar 2010).

Growth differences are reflected equally in firm productivity: those
that start off large or grow large are more productive. All firms attain some
productivity growth by the fourth to fifth year of age, with the average value
added per worker being similar for large firms independent of their start size
and significantly higher than that of firms that stay small or exit. As expected,
substantial productivity gaps persist between surviving firms and exiting firms,
especially at the year prior to exit. However, conditional on survival, there is
little evidence of selection on labor productivity at entry and in the first three
years of a firm’s operations.

The labor productivity growth path is unique in that it is the only char-
acteristic that seems statistically similar in the first two to three years for
these different firm-size groups (figure 3.9). What can explain the similar-
ity in observed labor productivity over the early years of firms’ operations?
Short-lived demand could explain the early growth of all types of firms.
The pattern stresses the importance of expanding demand—either through
exports or through product diversification—for a firm’s survival and transi-
tion to larger scale.

Market access distinguishes firms that start or grow large from the rest

Large firms are increasingly likely to export over time. At entry, SMEs exhibit
similar export propensity independent of their later outcomes. That propensity
is low, in contrast to the propensity of firms that start off large. However, firms
that grow large narrow the exporting gap quickly after entry—by age five, about
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FIGURE 3.8 Growth paths in employment and sales
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Note: Small, medium, and large indicate employment size of 019, 20—99, and 100+, respectively.
Predicted values and 95% confidence interval from regressions of employment on size group*years after
entry, controlling for country*two-digit sector fixed effects as well as cohort start-year dummies. Firm
employment is winsorized at the 1% tails at the country level. SME = small and medium enterprise.
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FIGURE 3.9 Growth path in labor productivity
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Source: Calculations based on business census data from 10 countries (see table 3.1).

Note: Small, medium, and large indicate employment size of 0—19, 20-99, and 100+, respectively. Predicted
values and 95% confidence interval from regressions of employment on size group*years after entry,
controlling for country*two-digit sector fixed effects as well as cohort start-year dummies. Firm employment is
winsorized at the 1% tails at the country level. SME = small and medium enterprise.

30 percent of both types are exporting directly. SMEs that do not survive do not
have significant differences in their exporting status (figure 3.10). Large firms
in which IFC invests exhibit a similarly pronounced export orientation and are
more likely to report foreign expansion as their growth strategy (figure 3.11).
These paths are not surprising: only firms beyond a certain size and produc-
tivity level can afford the fixed cost of exporting (Melitz 2003). Hence, while
all firms seem to increase labor productivity over time, large firms are increas-
ingly likely to export while others remain nonexporters. What is surprising is
that high-growth firms close the exporting gap so quickly or that a nonnegligi-
ble share of firms already export at entry, given the arduous process of learning
that the activity involves. The accumulation of capacities and linkage needed for
export production—a process of simultaneously exploring what should be made
and how to make it—often takes years (Sabel et al. 2012). This result could be a
data artefact if these firms are spin-offs from more established firms. It could also
be the case that these entrepreneurs have already identified some prior demand
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FIGURE 310 Growth paths: Exporting and product diversification
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is winsorized at the 1% tails at the country level SME = small and medium enterprise.
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FIGURE 311 Growth strategies of large firms relative to smaller ones
(sample of IFC prospective clients)
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Source: Calculations based on International Finance Corporation (IFC) proprietary data.
Note: Coefficient estimates and 95% confidence interval of large-firm dummy on stated growth strategy, with sector fixed
effects. Results are less precise but almost identical when excluding the financial sector.

and enter the market to satisfy that demand, as when employee spin-offs export
to their parent-firm markets (Muendler and Rauch 2018). The fact that traders
accumulate knowledge about demand that, in turn, drives their success in indus-
trial activities has been highlighted in the Enterprise Maps (Sutton 2014; Sutton
and Kellow 2010; Sutton and Kpentey 2012; Sutton and Langmead 2013; Sutton
and Olomi 2012). Finally, as noted in a now extensive literature, conventional
measures of productivity suffer from difficulties in separating physical efficiency
and demand from typical firm-level data (Cusolito and Maloney 2018). As such,
the observed trends in increasing labor productivity and exporting can also be
driven by the fact that firm growth is driven by rising demand.

New sources of demand spur firm growth, whether it be in different coun-
tries or in different products and services. Operating in multiple industries over
time—a proxy for product diversification—falls into that category of drivers and
illustrates growth strategies with similar paths to exporting. Large firms that
enter large are the most diversified, with 16 percent and 24 percent of them
operating in multiple industries at entry and five years after entry, respectively.
Almost all firms that started at smaller sizes operate within one industry at
entry. By age five, however, close to 20 percent of firms that grow large have
diversified into at least one more industry. Surviving SMEs also diversify over
time, albeit at a much lower rate relative to those that grow large, and exiting
firms do not diversify for the most part. These results highlight the importance
of market access and the associated intelligence as a driver of firm size at entry
and growth over time.
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BOX 3.5 Wadi Group, Egypt: Product and market diversification as a growth strategy

Launched in Egypt in 1984 with a small-scale
poultry operation, today Wadi Group operates
in 12 subsidiaries with 10 brands in three distinct
sectors. The chairman of the board of directors
and shareholder, Musa Suleiman Freiji, is a
leading figure in the Middle Eastern poultry
industry, with experience spanning 50 years

in Egypt, Jordan, Lebanon, Saudi Arabia, and
the Syrian Arab Republic. His commercial
experience in the poultry industry dates

from 1957 when he became the production
manager at Greenleaf Poultry Company in
Zahle, Lebanon. Thereafter, he established
and managed 13 poultry and poultry-related
operations in the Arab world, seven of which
are still operational.

Although the company’s activities were
historically concentrated in poultry, Wadi has
expanded its business since 2004, diversifying
into production of primary agricultural products
(for example, olives, grapes, and vegetables),
food processing, commercial poultry feed,

cell pads, logistics, and glass containers.
Geographically, Wadi has also expanded its
poultry business in Sudan and currently has a

Source: International Finance Corporation.

market share close to 50 percent in the day-old
broiler chicken market there. With more than
3,250 employees, Wadi has played a significant
role in creating direct and indirect jobs by
making the company’s funding sources more
sustainable. Meanwhile, the synergy that Wadi
Group has developed between its various
sectors has been crucial to improving efficiency
and ensuring sustainability. The company

has also contributed to turning the desert
green, helping to make poultry an affordable
household staple, and has successfully
integrated industry across the supply chain,
while also playing an instrumental role in
ensuring that grain-handling logistics are as
safe and efficient as possible. The International
Finance Corporation’s US$22 million loan in
2017 supports Wadi Group efforts to expand

its exports, which will help to generate foreign
currency in Egypt. In addition, this investment
aims to increase the reach of farmers and

small and medium enterprises as the company
enters new product markets and expands the
company’s economic reach through distributors
and suppliers.

The cases of Wadi Group in the Arab Republic of Egypt (described in box 3.5)

and the Indonesia-based Indorama Group (described in box 3.6), both IFC
clients, illustrate the importance of product diversification and foreign market
access as a growth strategy for firms in low- and middle-income countries.

Firm size goes hand-in-hand with investment in capabilities

Large firms build on existing human capital through the experience of their
founders or managers. At the same time, investment in skills is a distinct growth
strategy to maintain comparative advantage over time.

One proxy for the quality of human capital is wages. Wage growth over time
mirrors labor productivity growth for most firms: average wages increase gener-
ally with firm age for all size groups (figure 3.12). Notably, large firms that enter at
smaller sizes pay similar wages at entry as those that start large and increase their
wages at a similar rate. The wage gaps between large firms, surviving SMEs, and
exiting firms are more clear-cut. At entry and five years after entry, the average
wages of large firms are significantly higher than those of SMEs. Despite similar
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BOX 3.6
in the chemical industry

Founded by Sri Prakash Lohia and his father as
Indorama Synthetics in 1976, Indonesia-based
Indorama Group is currently the largest global
producer of polyethylene terephthalate (PET)
as well as the second largest manufacturer

of olefins and polyolefins in Africa, with
manufacturing facilities in six sites, including
Indonesia, Thailand, and Uzbekistan. S. P. Lohia
was born in India in 1956, but moved with his
family to Indonesia in 1973. His father, who
already had a small garment business, inspired
him to start Indorama Synthetics in 1976. At first,
the company only produced synthetic yarn, but
later he and his brother Anil Prakash started

to expand their product line to polyester fiber
and PET (bottle-grade polyester). In 1995 the
company started to produce resin products, and
profits began to rise significantly.

In 2006 S. P. Lohia set up base in Africa

and invested in the fledgling petrochemical
industry by acquiring Nigeria-based Eleme
Petrochemicals Company. Under his
leadership, Indorama Corporation is now

the largest foreign investor in West Africa’s
petrochemicals sector and so far has invested
close to US$2 billion in the region. From one
small company, the business later expanded
to Indorama Shebin, ISIN Lanka, and Indorama

Source: International Finance Corporation.

Indorama Group, Indonesia: The importance of foreign expansion for growth

IPLIK; all of these companies produce
products related to synthetic fiber, such as
polypropylene, PET resin, and polyethylene.
Later, he also built Medisa Technologies, which
made medical gloves. The Indorama Group
has grown from US$10 million to almost US$10
billion over the last 40 years, operating in as
many as 19 countries, with 10,000 employees
in Indonesia and more than 30,000 employees
worldwide. Indorama Group not only has
spurred job creation all over the world, but also
has played an instrumental role in international
trading and brought increasing revenues to
Indonesia.

In 2014 an International Finance Corporation
loan of nearly US$40 million to Indorama
Kokand Textile in Uzbekistan provided support
for 900 permanent jobs in a local market,

of which more than 80 percent are women
employees, primarily in underdeveloped areas
of Uzbekistan. The expansion of business to
Uzbekistan also supported significant south-
south investment in a country that has had
difficulty attracting foreign direct investment,
while also contributing directly to increased
export of higher-value-added products in a
priority sector for the country, within seven
years.

levels of productivity at entry, persisting gaps suggest that large firms have higher-
quality workers at entry. This finding is consistent with studies discussed earlier,
such as Bastos, Silva, and Proenca (2018), and with evidence from chapter 1 that
large firms employ disproportionally more educated workers.

“Physical” capabilities exhibit similar patterns, as illustrated by the growth of
investments in assets and inputs over the first years of a firm’s life cycle. Not sur-
prising, large firms have a significantly higher stock of capital (fixed assets) at entry
and beyond.2 SMEs that grow large have lower initial capital stock, on average, but
they gradually catch up with firms that are born large. The trend in capital stock
implies consistent capital investment over time by large firms that are born smaller,
in excess of investments by those that are born large. In contrast, other SMEs and
exiting firms make, on average, negligible investment in fixed assets.

The pattern in a range of measures of intangible investments and input use
is less clear. No discernible pattern arises in large firms versus SMEs in the use
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FIGURE 312 Growth path in wages
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Source: Calculations based on business census data from 10 countries (see table 3.1).

Note: Small, medium, and large indicate employment size of 0—19, 20—99, and 100+, respectively.
Predicted values and 95% confidence intervals from regressions of employment on size group*years
after entry, controlling for country*two-digit sector fixed effects as well as cohort start-year dummies.
Firm employment is winsorized at the 1% tails at the country level. SME = small and medium enterprise.

of imported inputs, in service inputs over sales or investments in research and
development, or in the share of firms’ intangible assets over total assets. The lack
of statistical evidence about differences in input use and investment in intangi-
ble capital is partially due to limited sample size, since these variables are only
recorded in a small subset or a single country in our sample. But it also suggests
that other dimensions of firm capabilities are not well measured in existing data
(for an overview of difficulties in measuring intangibles, see Haskel and Westlake
2017, for example). More generally, many important determinants of a firm’s
capabilities such as knowledge, use of specific technologies, and other inputs are
rarely captured in existing firm-level data sets (Bloom et al. 2014).

Differences in the pattern of capital accumulation can be instructive about
firm constraints. Unlike firms that grow large, there are no discernible changes
in the level of capital stock by firms that enter large (figure 3.13). It is possi-
ble that SMEs enter at a smaller scale due to uncertainty about demand or
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FIGURE 313 Growth path in capital stock and investment
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Source: Calculations based on business census data from nine countries (see table 3.1).

Note: Small, medium, and large indicate employment size of 0-19, 20-99, and 100+, respectively. Predicted
values and 95% confidence interval from regressions of total fixed assets and investment in fixed assets on
size group*years after entry, controlling for country*two-digit sector fixed effects as well as cohort start-year
dummies. Firm outcome is winsorized at the 1% tails at the country level. Results include China, Cote d’lvoire,
Moldova, and Vietnam only due to data availability. SME = small and medium enterprise.
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productivity and only make gradual investments as they acquire market intel-
ligence. It might also be the case that SMEs face financial constraints and can
only scale up investments as they grow. Little evidence exists to distinguish
these two hypotheses.

To what extent do firms of different sizes rely on external finance to grow?
Firms that start large are able to secure finance from the first day of their oper-
ations, possibly capitalizing on the experience of their founders and managers,
but also on the volume of commitment at the beginning. High-growth firms
starting at smaller sizes need to prove their potential and creditworthiness
before acquiring external finance. Compared to firms that start off large, they
have significantly less leverage at entry—that is, they have significantly less
external debt relative to their total assets (figure 3.14). The gap in leverage nar-
rows significantly and disappears by age five. Large firms among IFC clients
also disproportionately report reinvested earnings as a source of financing, sug-
gesting that they capitalize on existing resources in addition to external sources
of financing for growth (figure 3.15). The evidence could well reflect financial
constraints, likely overstating the use of internal finance in large firms that are
not soliciting funds from development finance institutions.

FIGURE 314 Growth path in leverage (ratio of total liabilities to total assets)

0.7

Ratio of liabilities to total assets

0 1 2 3 4 5
Number of years after firm birth
- Started large Started SME, grew large
= Survived, stayed SME =~ «===- Exitint<5

Source: Calculations based on business census data from nine countries (see table 3.1).

Note: Small, medium, and large indicate employment size of 0—19, 20-99, and 100+, respectively. Predicted values and
95% confidence interval from regressions of leverage on size group*years after entry, controlling for country*two-digit
sector fixed effects as well as cohort start-year dummies. Firm outcome is winsorized at the 1% tails at the country level.
Results only include Céte d’lvoire, Moldova, and Vietnam due to data availability. SME = small and medium enterprise.
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FIGURE 315 Financing strategies of large firms relative to smaller ones
(sample of IFC prospective clients)
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Source: Calculations based on International Finance Corporation (IFC) proprietary data.
Note: Coefficient estimates and 95% confidence interval of large-firm dummy on stated growth strategy, with sector fixed
effects. Results are less precise, but almost identical when excluding the financial sector.

BOX 3.7 Atasu Logistics, Kazakhstan: Moving from internal to external finance for growth

Atasu is an Almaty-headquartered private 350 people. Atasu has recently completed an
company specialized in providing logistics equity financing deal with the CITIC Capital
solutions in Kazakhstan and the region, with Silk Road Fund, which joins the company

the focus on serving import and transit cargo as a significant minority shareholder. In

from China. In 1998, at the age of 22, Marat addition, the company has raised financing
Zhuman, a Kazakh national, founded Atasu from the European Bank for Reconstruction
Logistics. Using reinvested earnings, he and Development and plans to direct the
grew the company organically from a small funds to develop the company in the logistics
asset-light freight-forwarding business to a industry and to strengthen its position in the
well-established entity employing more than international market.

Source: International Finance Corporation.

Yet sources of finance are never mutually exclusive. Rather the opposite:
a higher level of commitment typically mobilizes a greater volume of external
finance in a mix that likely evolves over time. The case of Atasu Logistics, an
IFC client, illustrates the evolution in the mix of reinvested earnings as a source
of finance for growth early on, gradually reaching the equity markets as the firm
matures (box 3.7).
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SMEs that grow large organize production differently
from the beginning

The organization of production through “layers” of employment—or
knowledge-based hierarchies—has been highlighted as an essential mecha-
nism for firm growth. In fact, growth is often seen as an endogenous process
of accumulating organizational capital—in other words, information—but
early discussions have been silent about the specific mechanisms in place
(Luttmer 2011; Prescott and Visscher 1980). The allocation of workers into
hierarchical layers allows the firm to minimize cost, which could be a motiva-
tion for firms to reorganize as they grow (Luttmer 2011; Prescott and Visscher
1980). Reorganization matters because it economizes on the knowledge of all
preexisting layers.t®

Little information is available to assess firms’ evolution in that respect in
low- and middle-income countries. For this study, we rely on the case of Cote
d’Ivoire, where the census data allow us to disaggregate employment and
define layers based on hierarchical occupational categories.! As expected, the
evidence shows a distinct employment structure that includes more layers for
firms that start large and grow large, even at the moment of entry (figure 3.16).
The number of layers in SMEs that grow large is statistically higher than in
other SMEs and is similar to firms that start off large. The average number of
layers also tends to increase for large firms over time. The same pattern holds
with alternative measures of internal organization, such as whether firms have
all employment layers or whether they have the top layer.

This result suggests that organizational capital and the ability to reorganize
might be a critical asset for successful firms. When viewed together with the
supply side of skills, this result is also informative of the constraints that might
prevent firms from growing large. After all, the firm’s span of control is affected
by the skills composition in the labor market (Eeckhout and Kircher 2018).
Depending on the skills’ distribution in the economy, better (high-productivity)
firms might be smaller even without any market distortions.

The growth of large firms is not much different in
high-income countries

A lot of what is different about large firms in high-income countries is driven
by frontier firms: conglomerates that dominate global markets and push the
productivity frontier of multiple industrial countries at once. With few excep-
tions, these firms are not young; they operate one way or another for decades
and grow from a large base.

The growth path of firms over the first years of their life cycle illustrates
a process typically taking place away from the frontier. Some of the funda-
mental aspects of firms’ growth, such as the importance of market access and
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FIGURE 316 Growth path in organizational capital (proxied by employment
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Source: Calculations based on business census data from 10 countries (see table 3.1).

Note: Small, medium, and large indicate employment size of 0—19, 20—99, and 100+, respectively.
Predicted values and 95% confidence intervals from regressions of employment on size group*years
after entry, controlling for country*two-digit sector fixed effects as well as cohort start-year dummies.
Firm employment is winsorized at the 1% tails at the country level. SME = small and medium enterprise.

investment in capabilities, are therefore not expected to be different. What
would be expected, however, is a sharper growth path given the absence of sev-
eral market distortions that hamper firm growth at entry in low- and middle-
income countries.

Results from a cohort of more than 30,000 large firms in the OECD DynEmp
and Orbis databases confirm this basic intuition, with growth paths being,
on average, similar to observations in low- and middle-income countries yet
sharper in the trends they illustrate (see appendix H for illustrations of growth
paths in France in terms of employment, sales, labor productivity, capital stock,
investment, and wages). Firms that start off large retain a significant premium
in size, sales, export propensity, and investment over the first years of their
operations, while firms that grow large record rapid expansion of investment
and foreign market access. However slim, this comparator evidence highlights
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commonalities in the early process of firm growth and capitalization of capabil-
ities across different income contexts.

To summarize, the patterns of firms’ origins and growth paths highlighted
in this chapter resemble a so-called “separating equilibrium” whereby large
firms have characteristics and make decisions that distinguish them from the
rest. The minority of SMEs that grow large narrow the gaps quickly and follow
often similar strategies reflecting scale from the beginning.

How do we interpret these results in light of theories of firms’ growth?
The distinct growth path of large firms seems to suggest that ex ante dif-
ferences in capabilities, including intelligence to expand market demand
domestically and internationally, are a key determinant of firm performance.
Nevertheless, future research is needed to understand further the choice of
who become entrepreneurs and what are their characteristics in different
settings. This research will require the use of matched employer-employee
data as well as more qualitative evidence on firms and individuals in low- and
middle-income countries. Better data on measures such as intangible capi-
tal, supplier-buyer networks, and organization are also needed to understand
how firms accumulate capabilities.

Notes

1| Jones (2013) discusses China and Singapore as typical examples of such impact, where multinational

enterprises helped to create the leading exporting companies.
2 | For the rest of this chapter, we refer to firms or establishments synonymously as “firms.”

3 | For example, the number of employees might be misreported due to informal employment, value
added might be inflated by local authorities to meet targets, and revenues and expenses might be mis-

reported for tax purposes (Holz 2014; Joshi, Hasan, and Amoranto 2009).
4 | For an influential argument along these lines, see Hsieh and Klenow 2014.

5 | Seeappendix G for details about the variables used in this analysis and their availability across coun-

tries.

6 | To have comparable age cohorts, we are limited by the short panel length in some countries. Fur-
ther, the small number of firms that survive beyond five years in small economies makes extending
cohort length unconducive for statistical analysis. To maximize sample size, we pool all available
five-year cohorts in the data in each country, which results in one or multiple cohorts depending
on the panel length. For example, Vietnam has only one cohort that entered and survived between
2007 and 2012. Other countries such as Serbia had as many as five cohorts that entered in each year

from 2006 to 2011.
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7 | Specifically, indicators of the firm-size group include the following:
e Firms that are large at entry (¢)) and large in year five (t,)
e Firms that begin as small or medium in ¢, and grow large in ¢,
e Other firms who survive in ¢, at small or medium size

e Nonsurviving firms in ¢, : exiting at ¢, t, t,, and t, respectively.

8 | Inthe pooled results, they are also significantly smaller than other SMEs that did not survive or grow

large. This result is driven by China and Indonesia, however.

9 | See appendix G for a discussion of the caveat regarding comparing capital and investment across

countries.

10

Caliendo and Rossi-Hansberg (2012), Caliendo, Monte, and Rossi-Hansberg (2015), and Cruz, Bussolo,
and Iacovone (2018) find support for this argument, showing that an export promotion program in
Brazil induced firms to reorganize by adding more layers, reduced average wages in all preexisting

layers, and improved their export performance.

11 | In the case of Cote d’'Ivoire, the layers include unskilled employees, technical and professional em-
ployees, managers, and executives. Average workers in a higher layer earn more, and the typical firm

uses fewer of them.
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4. Supporting
large-firm
creation

Scale of production and productivity translate into better outcomes for firms
and markets. But scale does not reach its full potential in low- and middle-
income countries: the evidence points to a large-firm deficiency, both in the
number of large firms and in the development benefits they generate. The
shortage is most acute in the larger of large firms and the more efficient ones.
These firms are often born different from the rest: they often start off large,
build on existing skills and capital, organize production differently, and pursue
strategies for market access that distinguish them from the rest from day one.
Small and medium enterprise (SME) development is therefore important but
unlikely to fill the gap on its own.

In light of this evidence, this concluding chapter explores a more balanced
approach to supporting firm creation and growth that facilitates the emergence
of large and productive firms, while still ensuring that their market power does
not become entrenched and other firms have the space they need to thrive. We
argue that policies to support SMEs should remain important within the agendas
of low- and middle-income countries, but they should be complemented with
policies to support large-firm creation from other sources through broad-based
competition spurring foreign direct investment and spinoffs of other large firms.
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Governments have an important role to play in fostering large-firm creation,
through the correction of market failures that prevent the main ingredients of
firm growth from coming into play—market access, technology, capital, labor,
and managerial talent—rather than through the creation of state-owned ven-
tures. Attention to the sources of large-firm creation—domestic mobilization,
foreign investment, and entrepreneurship—combined with an effort to make
markets contestable and operationally friendly to scale would go a long way
toward filling the large-firm gap.

In much of the low- and middle-income world, these priorities are often
less complex than they seem. For low-income countries, where many sources
of large-firm creation are weak, medium- to long-term efforts should focus on
improving institutions, competition authorities and frameworks, infrastructure,
access to finance, and foreign investment. In the future, technological change
stands to erode some of the key contributions of large firms to development,
while increasing these firms’ market reach and their impact on other dimen-
sions. Keeping market contestability as the guiding principle for large-firm cre-
ation will enable markets to adapt and work for the largest possible number of
participants.

What types of constraints give rise to the
“missing top”?

Barriers to large-firm creation are numerous at time of birth yet go well beyond
entry. Investors internalize a stream of future revenues and costs in their deci-
sion to enter a market, making a wide array of frictions to operation relevant for
their decision. In what follows, we highlight an illustrative set of barriers, both
at entry and beyond.

Market contestability

Perfectly contestable markets, as defined by Baumol’s seminal 1982 work, are
those with zero entry and exit costs—that is, no barriers, such as sunk costs and
contractual agreements—and readily available industrial technology. In essence,
they are markets where any new supplier could challenge incumbents on equal
terms, undercutting their ability to extract rents and sustain inefficiencies.
Perfectly contestable markets do not exist in the real world: some markets
are more contestable than others. But using contestability as a guide can foster
large-firm creation and grow its beneficiaries without recourse to state owner-
ship or highly restrictive business regulation, which have been used extensively
in the past to these ends. Market contestability benefits, in principle, entrants of
all sizes. In practice, however, restrictions in many sectors of economic activity
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are of higher relevance to large entrants or firms that grow to scale. Regulatory
restrictions, such as statutory monopolies and oligopolies, preferential access
to natural resources and government contracts, or barriers to foreign competi-
tors, are often designed to prevent entry at scale. Increasing market contestabil-
ity ultimately facilitates entry at scale or growth to scale, which can challenge
incumbents, improve efficiency, and increase the benefits to consumers. Entry
costs and barriers as well as the availability of relevant know-how to compete
are in many ways dependent on the nature of economic activity. But govern-
ments have a role in improving contestability. Regulatory protection of incum-
bents, closed markets through licensing, or barriers to trade and investment all
fall within the scope of what governments can address to that end.

Low- and middle-income countries have important ground to cover. First,
many of these countries offer significantly greater protection to incumbents
than higher-income economies. Over the period 2013-16, lower-middle-income
countries exhibited protection levels about 20 percent higher than levels in
upper-middle-income countries and about 70 percent higher than levels in
high-income countries (figure 4.1). Such institutional barriers prevent the
emergence of new large firms that could contest the market. The differential
protection from import competition further distorts the allocation of resources
toward less-competitive firms.

International trade and the establishment of foreign firms can be a source of
strong pressure that increases market contestability. Because free trade increases
the extent of the market, it also raises the viable number of participants. Trade,

FIGURE 41 Levels of protection of large incumbent firms across countries at
different income levels
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Source: Calculations based on Organisation for Economic Co-operation and Development (OECD) and
World Bank indicators of product market regulation and competition data (Koske et al. 2015).
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therefore, is a sine qua non for firm growth in countries that are otherwise too
small or too poor to support production at scale. Their comparative advantages
remain untapped without exposure to global demand. Moreover, for exporters
and investors establishing affiliates abroad, technological barriers to entry and
the associated sunk costs have already been incurred elsewhere, bringing about
a potent pool of potential challengers to incumbents in markets where they enter.

But reducing entry barriers is not sufficient to generate contestable markets.
Leftunregulated, large businesses will have an incentive to deter subsequent entry,
a situation that calls for public intervention through legislation, surveillance,
and enforcement of competition policy. The case of South Africa is illustrative
in that respect: inefficient state ownership can be replaced by inefficient private
or foreign ownership of large firms that pursue uncompetitive practices and
contribute little to development (box 4.1).

BOX 44 Privatization and foreign ownership do not guarantee contestable markets:

The case of South Africa’s steel industry

The South African economy is characterized
by high barriers to entry and high levels of
concentration. Large firms play an important
role; however, they also perpetuate some of
the challenges in the structure of the economy.
Many of the dominant firms in the economy
have links to South Africa’s colonial history
through the privatization of state-owned
enterprises.

The South African Iron and Steel Industrial
Corporation Limited (Iscor) was founded

in 1928 as a statutory parastatal. Iscor was
privatized in 1989, and its shares were listed
on the Johannesburg Stock Exchange. In the
mid-1990s (after the apartheid era), it became
apparent that structural transformation was
required through beneficiation—additional
processing that improves the economic value
of the ores. In 2001 Iscor’s steel and mining
operations were divided into two separately
listed companies: Kumba Resources (iron

ore mining) and Iscor (steel production). Iscor
is now owned by ArcelorMittal South Africa
(AMSA), a multinational group that holds

68 percent of shares.

The lack of competition persisted after

privatization and foreign takeover. For 25 years,

AMSA benefited immensely from cheap
energy cost agreements from the 1990s and
the guaranteed iron ore supply at cost plus a
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3 percent management fee, which were set in
place when Iscor’s steel and mining operations
were unbundled. Its main competitor, Evraz
Highveld Steel, closed down its operations

in February 2016 due to the downturn in
commodity prices and competition from
subsidized steel imports from China.

AMSA's dominant position in the market

has allowed the company to undertake
anticompetitive behavior in the South African
economy. In 2008 the Competition Commission
initiated an investigation against long and

flat steel producers in South Africa following
concerns about high and rising prices of
steel products, despite South Africa being a
net exporter of steel. AMSA was involved in
two cartels and flat steel price fixing. AMSA
admitted to taking part in these cartels and
price fixing and agreed to pay a R1.5 billion
administrative penalty. Evraz was also fined
R1 million for its involvement in flat steel price
fixing.

Despite restructuring, upstream industries
have continued to dominate the domestic
steel industry, making the steel industry a good
example of how ownership transition and
foreign investment do not by themselves lead
to more competitive markets.

Source: National Treasury of South Africa.
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What does this public intervention consist of in practice? Competition law
and policy require an independent, competent authority with the means to
survey the market for evidence of price-fixing agreements or abuse of dominance,
discrimination, or predatory pricing and the power to penalize and thereby
deter anticompetitive conduct. These authorities, the mandates to survey, or
the capacity to deliver are often absent in lower-income countries (World Bank
2016). Beyond competition law, economic regulation is meant to simulate compe-
tition to encourage or induce firms to operate efficiently in sectors where market
failures are widespread. Pricing rules, such as the adoption of upper and lower
bounds for the prices of firms considered to possess market power, can replicate
the bounds that market pressures would enforce under perfect contestability in
the case of natural oligopolies (Baumol 1982). Often, several regulatory options
exist to address valid public policy objectives—such as labor, social, or environ-
mental protection—which are all associated with better development outcomes.
Governments should choose regulatory options that are the least restrictive to
competition (for example, setting and enforcing standards rather than outright
banning additional operators of certain activities).

Perceptions of the intensity of competition and effectiveness of government
policies across countries and income groups are revealing of the ground that low-
and middle-income countries have to cover in these areas. The lower the income,
the lower the scores on both indicators over the last decade (figure 4.2). The fact
that governments are relatively ineffective at enforcing competition resonates
with the evidence that the scope for informal or formal anticompetitive arrange-
ments is greater in these markets (Hallward-Driemeier and Pritchett 2015).

Trends point to a reason for further action: while significant improve-
ments were recorded in the first part of the decade, perceptions of competitive

FIGURE 4.2 Opposite trends in perceptions of competition and effectiveness of government
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pressure remained largely unchanged since 2014, and the effectiveness of pol-
icies has weakened. In higher-income countries, executives perceive an inten-
sification of competition, possibly due to increasing concentration of market
power among a handful of frontier firms (Andrews, Criscuolo, and Gal 2016),
with which the majority of firms find it harder to compete. The trend is not
followed in low- and middle-income countries.

Ultimately, low contestability stands to affect both firm performance and
large-firm entry. Not only will large firms in noncontestable markets fall short
on delivering the same development benefits; their protected status will pre-
vent other large firms that can provide such benefits from entering the market.

Business environment constraints are internalized in the
decision to enter

Even in theoretically perfectly contestable markets, entrants need to have an
operational advantage over incumbents to be able to grow (see Stiglitz’s critique
of Baumol’s theory contestability; Stiglitz 1987). Firms internalize these opera-
tional advantages and constraints in the decision to enter a market, which are
neither size-neutral nor the same across countries at different income levels.

In low- and middle-income countries, cross-country empirical studies
document a range of regulations that can disincentivize the growth of firms
beyond smallness. Large firms often bear the brunt of business regulation.
Corporate tax systems, for example, often focus enforcement efforts on larger
firms, where they can maximize potential revenues at minimum cost. As a
result, the effective tax rates for smaller firms may be lower, creating incentives
for firms to stay small. As discussed in the introduction, other regulatory taxes—
such as wage regulations, hiring and firing restrictions, social security contri-
butions, and reporting requirements—are often applied at specific employment
thresholds, creating incentives to remain small.

The large-firm “tax” is highest in low-income countries. The World Bank
Enterprise Surveys, compiled for 123 countries over the 2006-18 period, allow
analysis of constraints facing firms in different areas—from regulation to com-
petition and infrastructure—that other surveys cannot support across countries
and industries. The likelihood that large firms will report a certain factor as
constraining gives some inkling of its severity, while the difference between
that likelihood across firms of different sizes tells us more about the specificity
of this constraint on large-firm operations (see box 4.2 for details of the estima-
tion). Several findings in that respect are worth noting.

First, the extent to which areas of the business environment are viewed
as constraints tends to decrease with national income, not only for SMEs
but also for large firms. In general, constraints on operations are viewed as
more severe in low-income countries, but the degree to which those con-
straints affect large firms specifically is also higher (figure 4.3). For instance,
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BOX 4.2 Severity and specificity analysis for constraints reported in World Bank

Enterprise Surveys

The analysis on constraints by firm size made
use of World Bank Enterprise Survey data, a
firm-level survey of a representative sample of
an economy’s private sector. The surveys cover
a broad range of business environment topics,
including access to finance, corruption, infra-
structure, crime, competition, and performance
measures. Enterprise Surveys from 123 coun-
tries were drawn on, using the latest survey
years available (all between 2006 and 2018).

Using a linear probability model, the severity of
any business constraint was modeled with the
following specification:

y/sc - ﬁ0+ BLLGIVQe u Dc+ Ds +£/sd

where the dependent variable, y_, is a binary
variable that is equal to 1if the firm indicates that
the obstacle in question is a moderate, major, or
very severe obstacle to its operations. Large is

a binary variable indicating whether a firm has
more than 100 employees; D_and D_are country
and sector fixed effects. This regression was run
separately for each obstacle across three groups
of countries (low-income, lower-middle-income,
and upper-middle-income countries).

Through this regression, we report (B+ )
as the probability that a constraint is severe
for large firms in a country group, while /3L as
the probability that a constraint is specific to
large firms in a country group.

FIGURE 4.3 Large firms face more severe constraints on operations in low-income countries
® Corruption
1.0 Electricity K

A Corruption
2 Land Political instability ~ © Customs
= L|censmg Workforce
ag"’ Finance Land Courts .CustgmsTeIecommunications
s |08 ° ° Taxratesg g Tax administration
Ky Finance Electricity ® Workforce
> e Labor regulations
3 Crime Tax administration
15} e Transportation )
> N Transportation

o Informal competitors Tax rates i p
% | o6 pet . Crime ¢ Telecommunications
§ Licensing Courts
5 o . ® Political instability
E Tax adminis rat|on‘ Tax rates
3 0.4 Informal competitors Corruption
; : ® Electricity c
) o Customs
2 ® Informal competitors La.nd ® Political instability
Qo ® Workforce
© Labor regulations
S | o2 )
@ - ® Finance e Labor regulations
[= Licensing @ Courts
) ° o Transportation
o Crime ® Telecommunications
-0.15 -0.10 -0.05 0 0.05 0.10 0.15

The challenge is specific to large firms

® Upper-middle income @ Lower-middle income

Low income

Source: Calculations based on World Bank Enterprise Survey data (2018).
Note: Severity and specificity of challenges for large firms are calculated according to the methodology outlined in box 4.2

for countries in different income groups.

107



MAKING IT BIG

the average probability that any factor will be viewed as a constraint on oper-
ations is 26 percent in upper-middle-income countries, compared with about
74 percent in low-income countries. The additional probability that the factor
will be viewed as constraining business for large firms is only 1 percent in
upper-middle-income countries, compared with 3 percent in low-income
countries. This suggests that constraints on operations in low-income coun-
tries will particularly affect the operations of large establishments, reducing
large-firm density.

Second, large firms and SMEs face different types of constraints on their
operations. Large establishments often have particular advantages that make
them more resilient to certain aspects of the policy environment and conditions.
At the global level, evidence suggests that they are less likely than SMEs to be
affected by credit constraints and less likely to be affected by competition from
firms operating in the informal sector (figure 4.3). Issues like crime and access to
land are also less severe deterrents for large-firm operations. As a more general
finding, government-led functions and institutions—such as courts, customs,
regulations, and infrastructure—have both a high severity and a dispropor-
tionate impact on large-firm operations. This is especially true in low-income
countries, a finding that is not surprising, as smaller firms in these contexts can
more easily fall under the government’s radar and pursue operations with only
partial compliance to relevant regulation.

Large firms are also affected disproportionately by workforce issues, cor-
roborating the results from previous chapters, which detail important differ-
ences between firms that grow large and those that stay small or medium, in
terms of the physical, managerial, and human capital. Both large firms that
start off large and SMEs that grow large are often skill-intensive companies
that build on prior experience strongly suited to the business, either in the
same sector, in other large enterprises, or in finance. Large firms also hire
more experienced and generally higher-skill workers with industry-specific
expertise.

A corollary to the differential impacts of regulation on large firms and SMEs
is that, even when regulations are applied uniformly across the firm-size distri-
bution, the impact may be greater for larger enterprises. In other words, uni-
formly applied policies do not constrain firms uniformly. For example, large
firms disproportionately bear the burden of cumbersome or complex customs
operations because they tend to export more, even if objective data suggest that
SMEs face the same average costs, wait times, and the like. Recent research
suggests, also, that large firms differentially benefit from big data technology
because, with a higher volume of economic activity and a longer firm history,
they have more data to process. Fully understanding the constraints on entry
and operations of large firms depends on understanding the factors that are
important for large-firm operations.
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How to foster large-firm creation?

Little empirical analysis has been devoted to understanding the policies and
actions that contribute to changes in the size distribution of firms. As a result, it
is difficult to draw general lessons from the strategies that individual countries
have pursued to increase the presence of large firms.

Four main sources of large-firm creation are identified in chapter
3: domestic investment mobilization, foreign direct investment (FDI),
government sponsorship, and entrepreneurship (start-up firms that grow
to scale). In the absence of private sources of large firms, governments
have often resorted to state-owned firms to create markets, boost export
competitiveness, and spur the benefits of commerce to societies. The vast
majority of these experiences have failed to deliver, and state-owned ventures
still represent large contingent liabilities for governments around the world.
Governments today have an important role to play in fostering large-firm
creation by correcting market failures that prevent production from reaching
scale play—market access, technology, capital, labor, and managerial talent—
rather than by running state-owned ventures. Various strategies, which are
often complementary, exist to encourage the growth of large firms, to which
we now turn.

Industrial policies and domestic investment mobilization

Industrial policy in large part coincides with facilitating large-firm develop-
ment by mobilizing domestic investment. Large firms often benefit heavily
from industrial policies, whether aimed at supporting scale per se or support-
ing the buildup of specific sectors and activities. Many of these policies and
experiences have grown from country efforts to rebalance economic growth
toward manufacturing with the aim of reaping productivity improvements and
entry into global value chains. A central feature of large firms—economies of
scale and scope—are particularly important in manufacturing.

The Republic of Korea’s industrial development exemplifies this perspec-
tive, as it went hand in hand with the promotion of large industry. Over sev-
eral decades, Korea saw a significant rise in employment in technology-driven
large industrial firms, steered by a systematic identification of the human and
technological constraints on fast growth combined with intense support for
family-owned industrial conglomerates (chaebols). The chaebols played an
important role in developing Korea’s export capabilities into new products and
markets and were instrumental in Korea’s growth. Their growth was heavily
aided by direct government support in the form of contracts, legislative sup-
port, tax benefits, foreign exchange allocations, and cheap credit. Pursuing a
policy of guided or managed capitalism and taking advantage of its control of
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the banking system, the government granted easy and cheap access to capital
as well as control over imports that could compete with the chaebols, ensuring
their ability to dominate the market (Doral and Patrono 2010). In return, the
chaebols agreed to make large investments in export-oriented industries. The
government even guaranteed repayment should a company be unable to repay
its foreign creditors.!

In Korea, support for large firms was coupled with value chain development
and support for smaller firms. At the beginning, the focus of industrial poli-
cies was on promoting industries with scale economies by means of exports. In
the country’s third and fourth five-year development plans in the 1970s, SMEs
received strong support to supply parts and components to heavy and chemical
industries. This balance was very effective: SMEs bloomed due to local content
initiatives.

But direct support for large firms also contributed to entrenched market
power. As large-firm productivity has the potential to raise the barriers to
entry for new (and potentially smaller) competitors, large-firm positions
can become entrenched, allowing them to exploit their market power.2 This
situation may be particularly acute in low- and middle-income countries,
lacking competitive markets. The rise of the chaebols was instrumental in
transforming Korea’s economy, but as their size and influence grew, they
became increasingly difficult to control (Naval Post-Graduate School 2014).
A major driver of resilience for the chaebols’ productivity is that they are
exposed to international competition.

Special support for large firms can also be inefficient. Industrial policies and
support geared toward larger firms may result in financial outlays without pos-
itively affecting large-firm behavior. Industrial policies in the United Kingdom
designed to raise productivity and employment across firms of all sizes have
been found to have no treatment effect on larger firms, with impacts limited to
smaller firms (Criscuolo et al. 2012). Large firms could be more able to game
the system and benefit from program incentives without changing investment
or employment decisions. Ultimately, concerns about governments’ ability to
“pick winners” and identify distortions, which are highly dependent on market
structure and the nature of economic activity as well as corruption around the
process, often introduce further distortions than the ones industrial policies are
designed to remedy (Freund 2016).

There has been no consensus to date over the exact ingredients of success
for industrial policies. In the last decade, there has been renewed emphasis on
these strategies in both high-income and low- and middle-income countries to
address new needs for integrating and upgrading global value chains as well
as developing the knowledge economy (United Nations 2019). A recent global
stocktaking by the United Nations highlighted three main directions that cap-
ture about one-third of more than 110 industrial policy schemes around the
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world: horizontal facilitation policies with measures to promote the buildup
of specific industrial sectors—focusing mostly on (a) natural-resource-based
(processing) industries and light manufacturing, (b) horizontal policies having
industry-specific catch-up objectives in higher-skill manufacturing industries
(engineering industries), and (¢) mostly in high-income countries, specific focus
on the development of advanced manufacturing, driven by the New Industrial
Revolution. These new policies are increasingly designed to include or connect
small and medium enterprises, preserve market contestability, and integrate with
other policy areas to respond to broader issues such as sustainable development.
The current thinking is summarized well by three key principles that are widely
thought to underpin the success of the Asian industrial policies of the last
decades (Cherif and Hasanov 2019): (a) state intervention to fix market failures;
(b) export orientation, in contrast to import substitution; and (c) the pursuit of
fierce competition both abroad and domestically, with strict accountability.

Foreign direct investment

Multinational enterprises have advantages in terms of productivity, scale, and
market access that challenge incumbents in ways that no other entrant can.
They typically enter at a scale that is larger than domestic start-ups and with
prospects for growth that are significantly more positive (World Bank 2020).
At the same time, they face barriers due to their foreignness against which they
typically evaluate returns from entry into a new market.

Because of their value addition—jobs, tax revenue, and aggregate productivity—
almost all economies have policies and investment strategies aimed in part at
recruiting large multinational enterprises to operate in their country. These strat-
egies can result in significant increases in the share of large firms in a short period
of time. With FDI declining worldwide—from 5.3 percent of gross domestic
product (GDP) in 2007 to 2.3 percent in 2017 (figure 4.4)—low-income countries
must compete for ever scarcer investments, suggesting a potentially declining
source of large-firm creation in these contexts.

A large empirical literature provides insights on the factors that have proved
important for countries to attract FDI inflows—both policy-related and non-
policy factors. Along with the market size of the host country, its remoteness,
factor endowments, and political and economic stability, factors on the pol-
icy side include discriminatory regulation as well as typical constraints that
large domestic firms face, such as regulation imposing additional labor costs,
market arrangements, corporate tax rates, infrastructure, trade barriers, and
product-market regulation (World Bank 2018b).

The constraints on FDI differ from country to country, and so do the reform
agendas. The United Nations’ latest data on related policy trends across the
world show that, in the last year alone, one-third of new policy measures
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FIGURE 4.4 Low-income countries must compete for ever-scarcer foreign direct investment
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toward FDI restricted or regulated investment more tightly, while two-thirds
of new measures liberalized and promoted FDI (United Nations 2019). This is
the highest share of restrictive and regulatory measures over the last 15 years,
although the world as a whole has become more liberal toward investment.
Sub-Saharan Africa attracts the lowest level of FDI as a share of GDP world-
wide, but some countries have made giant advances in creating an enabling
framework for FDI, and they have seen strong results. One of them is Sierra
Leone, whose government has actively encouraged private investment over
the last decade by establishing a one-stop shop for investors, the Sierra Leone
Investment and Export Promotion Agency; implementing key trade promotion
activities under the Integrated Framework; and as revising legal and regulatory
frameworks. The country offers an open and friendly FDI regulatory regime
and firm guarantees against expropriation (investor protection), and most
business sectors are fully open to foreign equity ownership (the Investment
Promotion Act offers a level playing field for all domestic and foreign investors
with respect to ownership of local companies) (Siddigi 2016). Since 2007, the
share of inward FDI has increased from 4.4 percent of GDP to 14.8 percent.
During the 2007-17 period, Ethiopia dramatically improved its share of
FDI (with FDI as a share of GDP increasing from 1.1 percent to 5.0 percent)
through the privatization of huge state-owned companies, institutional reform,
and construction of industrial parks in special economic zones. Because the
reforms and investments needed to attract foreign investment can be extensive
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and difficult to achieve, low-income countries have looked to special economic
zones as a way to ring-fence market-oriented reforms and build experience that
can then be implemented more widely.

Ultimately, FDI is one route to grow a large-firm presence in low-income
economies, but the extent to which the domestic economy benefits from multi-
national ventures varies. While there is clear evidence that FDI can have a pos-
itive impact on the domestic productivity of host countries, certain “mediating
factors” are needed, such as the productivity of foreign investors, the absorptive
capacity of host firms, and the institutional frameworks of the host economy.
Large firms benefit the domestic economy by crowding in other investment and
technology transfers and the transmission of new managerial ideas and skills.
Any factors that inhibit this crowding in of domestic and labor markets, as well as
foreign markets, will naturally result in lower benefits from FDI (Munemo 2015).

By their nature, the domestic links of foreign multinational companies
tend, on average, to be less strong than those of domestic firms, with very few
exceptions (Lejarraga and Ragoussis 2018). Part of this variation could be due
to industrial activities where multinational firms are concentrated. Yet in coun-
tries with large markets—such as China, India, Indonesia, and Nigeria—both
multinationals and domestic firms exhibit strong local sourcing. This is due to
the availability of local inputs for a variety of activities and also to the intensity
of market-seeking FDI in addition to other types of investments. Large firms
created through FDI therefore stand to benefit the local economies, though to a
varying extent that depends primarily on the context.

Supporting entrepreneurship and SME growth

With few large firms to begin with, low- and middle-income countries need to
support start-ups of new firms, even though high failure rates mean that few of
them will grow to become large firms. Almost all low- and middle-income coun-
tries have policies to promote SMEs. They range from incubation platforms to
small business financial support to tax incentives. Increasingly, policy makers
recognize that, while the SME segment as a whole can benefit from better access
to finance, capacity building, and more, only a small proportion of SMEs have
the potential to become large firms. Hence, many governments also pursue more
targeted policies toward “small and growing businesses,” or “gazelles,” that have
the potential to grow into large firms.

The challenge for government policy in the area of entrepreneurship has
become how to transform the competitive basis of SMEs from one of exploiting
labor to one of exploiting technology. Measures to support high-growth SMEs
must include ways for small business to tap the knowledge of experienced
entrepreneurs. A platform of knowledge and access to information is crucial
for picking business opportunities and for creating better-functioning, robust
networks and linkages between entrepreneurs.
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The model used by Taiwan, China, has been successful in this respect. The
economy adopted the “second mover” strategy of entering the global high-tech
market only after products matured by working on the capability of domestic
firms to deliver them (Amsden and Chu 2003). Government-funded research
institutes were important in implementing the strategy. They assimilated
advanced technology from abroad, then diffused the technology to smaller,
local firms. The institutes have also increasingly served as the platform for
coordinating the development of indigenous technology. As a result, many
firms that started as SMEs in Taiwan, China, have enhanced their technolog-
ical and innovative capabilities and have upgraded in their global value chains.
These innovation financing policies, together with the intermediary role of
government research institutes, have been major drivers of that transition.
During the 1990s, the schemes began to focus more on helping firms to develop
new products, enhancing research and development capabilities, and encourag-
ing the emergence of start-up companies in new sectors such as biotechnology.

Technology changes large-firm creation,
growth, and impact

The emergence of new technologies of production, such as automation, and new
technologies of distribution, such as digital platforms, have many implications for
the ways in which firms enter and grow to scale. Three main effects can be identified.
First, new technologies allow firms to increase their market reach, which boosts the
returns of entrants with incremental innovation, even in markets that are remote or
small. While many of these technologies are widely available to new entrants, they
require skills and complementary services to deliver their benefits (De Stefano,
Kneller, and Timmis 2018), which entrants in low-income countries may have dif-
ficulty obtaining. Even if, in principle, these technologies allow smaller entrants to
contest incumbents using information, price competition, and customization—the
materialization of their benefits will depend on the development of a base of critical
skills and complementary infrastructure. In low-income countries, it is argued that
greater diffusion of existing rather than new technologies has the potential to bring
substantial benefits to firms (Comin and Mestieri 2018).

Second, new frontier technologies of production—from artificial intelligence
to biotechnology, energy, and transport—are being developed by an increasingly
smaller number of lead firms in high-income and major emerging economies.
These technologies allow firms to amass market power quickly and effectively
deter the entry of other firms at global scale. Megafirms of that tier can challenge
incumbents in lower-income economies effectively through FDI, but themselves
would be increasingly difficult to challenge once they enter, leading to likely
abuse of dominance. Lower-income countries might be ill prepared to address
the resulting failures.
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Third, new technologies stand to erode in some ways the value the addi-
tion of large firms in development terms, while increasing it in others. The
automation of production and provision of digital services, for example, allow
businesses to use less labor-intensive production and reduce demand for local
intermediate goods and services, both of which are among the key develop-
mental benefits of large firms. However, by growing their reach and revenue,
these technologies can also generate greater tax revenue from the resulting
economic activity.

One can argue that lower-income economies stand to benefit more from
this balance of pros and cons because they remain focused on traditional low-
technology and services sectors where market access remains the most import-
ant obstacle to entry and growth. With the right regulatory framework, access
to existing technology in these markets can change large-firm creation and
growth in ways that likely bring more benefits than costs. As countries upgrade
with more sophisticated production, then safety nets, skills strategies, and
industrial strategies become more important to balance the benefits that tech-
nology promises through scale, with all of its disadvantages.

What are the options for low-income countries?

While there are no generic formulas to achieving greater scale of produc-
tion, there are some considerations that could be helpful to countries where
sources of large-firm creation are weak. First, the evidence highlights that
government-led functions and institutions have a disproportionate impact on
large-firm operations and, by extension, large-firm creation in these coun-
tries. Improving the functioning of these institutions with better regulatory
environments, trade facilitation, protection of property rights, and efficient
tax regimes stands to make a difference for large firms, even when these long-
term reforms do not have large-firm creation as the objective.

Where institutional enforcement capacity is limited, governments need to
do all they can to make conditions as favorable as possible for pro-competitive
behavior, which includes sustaining open trading regimes and avoiding the cre-
ation of obstacles to market contestability through poorly designed regulation or
the granting of privileges to state-owned enterprises. This is the essence of the
so-called “broad-based competition policy” defined to encompass all actions that
governments may take to promote competition, including trade liberalization,
measures to facilitate domestic and foreign entry into industry and services, the
demonopolization of sectors, and imposition of hard budget constraints on public
enterprises (Hoeckman and Holmes 1999).

In Africa, the policy reorientation required is often more basic than in
countries at higher levels of development. Markets are often effectively
closed, marked by a range of policies, procedures, and commercial decisions
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that reinforce noncontestability by restricting the number of firms or limiting
investment in specific industries. Competition law is nascent, largely limited
to the law defined under common markets, such as the Common Market for
Eastern and Southern Africa, and focused primarily on cross-country merg-
ers. Few countries have an applicable legislative regime in force to govern
domestic conduct from an antitrust perspective (World Bank 2016). While
competition law is becoming more active, only 32 countries (out of 54) had
competition laws by 2015;2 where laws exist, they are often not enforced
because of weaknesses in regulatory bodies. Prioritization needs to be given
to removing the most harmful anticompetitive practices and, in some cases,
revising fines for companies practicing techniques designed to deter the entry
of a prospective entrant (World Bank 2016).

Fostering productive and competitive large firms also requires the insti-
tutional capacity to deliver the changes needed for large-firm entry, innova-
tion, and access to technology. The importance of a few large firms in driving
growth stems from their critical role in the allocation of capital and labor for a
country’s potential output (Freund 2016). To unleash their potential, govern-
ments need to shift attention away from particular sectors and toward pro-
ductive firms within every sector.

There are different ways of doing so. As noted in a recent World Bank
report on productivity (Cirera and Maloney 2017), countries need to build
institutional capacities to match specific policy goals for entrepreneurship.
Low- and middle-income countries are often marked by enabling environ-
ments that do little to promote firm upgrading, which would allow them to
realize catch-up gains, building on the ideas, products, and technologies of
higher-income countries. With scarce government capacity, helping large
firms to enact such upgrades would require policies to be sequenced in
accordance with the capabilities of the private sector: a “capabilities esca-
lator,” which ratchets through progressively higher stages of sophistication.

Governments can also contribute significantly to the success of large
firms by reducing informational barriers that hinder the adoption of good
managerial and production processes and spreading digital technology that
will allow them to access new markets. A huge variation is observed across
establishments in the adoption of practices known to improve productivity
and profitability, including quality control procedures, inventory manage-
ment, and some human resources management practices. Making knowledge
about good practices more broadly available can help small and potentially
large companies to improve their productivity and expand their operations.
Indeed, a recent study in India found that making free consulting services
on management practices available to large textile firms led to a 17 percent
increase in firm productivity during the first year and the opening of more
production plants within three years (Bloom et al. 2013).
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CASE STUDY
Large-firm creation in Guinea: Past, present, and
future

Despite the fact that its economy has more than doubled in size in the past decade, Guinea
remains one of the world’s least-developed countries, with GDP per capita of US$827 (in
2017), well below the regional average of US$1,573. The Guinean private sector is composed
largely of informal, small, rural, and low-revenue enterprises; 92 percent of Guinean busi-
nesses employ fewer than five people and generate annual revenue of less than US$7,000
(APIP 2016). Despite the challenging context, the government has options to foster the

creation and growth of large firms.

The landscape of firms

Formal Guinean firms operate in a limited set of sectors and are dominated by a
small group of business elites (World Bank 2019). Very few are large in size, mainly in
extractives, agriculture, and, recently, energy. Manufacturing is confined to 100 or so
formal enterprises, producing mainly flour, beer, fruit juice, mineral water, edible oils,
cement, cotton, soap, and chemical products (World Bank 2019). Most of these enter-
prises enjoy a monopoly or virtual monopoly in domestic goods but face strong compe-
tition from imported products (WTO 2018). Few enterprises export, as reflected in the
small number of products approved under the Economic Community of West African
States, free-trade regime. In the agribusiness sector, and despite favorable agroclimatic
conditions, governance and institutional challenges have resulted in massive underper-
formance and missed opportunities. Formal private sector activity is limited, especially
at the producer level, and commercial activity is mostly in agriprocessing handled by a
small number of SMEs (World Bank 2019).

At the end of October 2017, the government owned shares in 40 enterprises, 18 of
which were majority owned (WTO 2018). The principal sectors concerned are mining,
transport and transport support services, financial services, telecommunications, indus-
try, agriculture, energy, and trade. Seven enterprises were holding monopoly positions
in the mining, energy, transport, and trade sectors. Foreign investment, especially from
China, has risen dramatically in recent years, as exemplified by China’s decision in
September 2017 to support Guinea’s mining industry through a US$20 billion grant over

a 20-year timeline in exchange for future mining concessions.
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Barriers to entry and firm growth

Guinea’s business environment not only imposes frictions on entry but also prevents
firms that enter from reaching scale. Lack of infrastructure impedes market access; inef-
ficient bureaucracy, weak rule of law, and political uncertainty increase risks; and lack
of skilled workers hampers productivity. Of those challenges, market access tops the list:
the inferior quality of Guinea’s transport corridors is a main deterrent to nonmining pri-
vate sector investments, including foreign ones.

Firms that enter have to face what is one of the most difficult operating environments
in Africa. It takes 400 hours per year to file taxes for an average company in Guinea (ver-
sus 280 hours, on average, in the Sub-Saharan Africa region and 49 hours in Singapore),
according to Doing Business indicators. Furthermore, the ratio of tax and contributions
as a percentage of profit is 61.4 percent. These exceptionally high rates impose heavy bur-
dens on firms, especially considering that firms are not necessarily receiving good public
services in return. Also, a complicated tax system is associated with greater perceived
corruption, less investment, and higher risks of evasion and informality, reducing reve-
nue for the government. Similarly, goods take, on average, 52 days to export and 30 days

to import, at a cost of US$906 for exports and US$989 for imports, ranking Guinea 167

FIGURE 4.5 Annual number of new firms registering in Guinea versus regional peers
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globally on the Doing Business indicator for trading across borders, the second-lowest
performer in the index.

This daunting business environment translates into low business density in the
country and low penetration of large firms. Data collected in 2014 on Guinea’s new busi-
ness density ratio show that, with a few exceptions (Liberia, Niger, and Sdo Tomé and
Principe), Guinea trails most of its regional and global peers and struggles with low pri-
vate sector dynamism, with only 0.13 new business registration per 1,000 working-age
adults (figure 4.5).

The public sector approach: State-ownership and joint ventures

Efforts to create markets in Guinea have been secondary to turbulent politics and poorly
implemented for decades. Successive governments have promoted state-owned enter-
prises to fill the gaps left by the lack of local private large firms (Nellis 2005). Some of the
large enterprises operating in Guinea today—like the Guinean Oil Palm and Rubber Tree
Company, which cultivates 22,000 hectares of plantations and employs more than 3,500
employees—originate from these policies (WTO 2018). The performance of state-owned
firms generally fails to meet the expectations of their creators.

In recent years, policy has shifted toward creating public-private joint ventures. The
Project to Develop the Cotton Subsector in Guinea, for example, was adopted in May
2011, creating a private company whose shares are held mostly by the state and Géocoton,
a private company responsible for managing and providing technical support for the new
venture. This project led to the establishment of a cotton-ginning plant. Production rose
from 45,000 to 120,000 tons of cotton lint between 2011-12 and 2016-17, with annual
exports of 10,000 tons of cotton lint, chiefly to Senegal. The Géocoton plant supplies
inputs on credit to 17,000 cotton farmers, who are supervised by staff from the plant
(WTO 2018).

How can the government facilitate large-firm creation today?

To boost private investment, the government of Guinea initiated pro-market reforms of
its business and regulatory environment in 2013. These reforms included establishing
new government institutions such as the Agency for Private Investment Promotion
(APIP), enacting a new investment code in 2015, establishing a one-stop shop for licens-

ing mining companies, passing a new public-private partnerships (PPPs) law in 2017,
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and establishing a new commercial court that is expected to improve the legal operat-
ing environment for firms. In 2018 alone, more than five reforms were recorded aimed
at improving the business environment by facilitating market entry (by streamlining
registration through a one-stop shop), property registration (by reducing property trans-
fer fees), construction permitting (by reducing the cost and time to obtain a permit),
international trade (by reducing inspection requirements), and contract enforcement
(by adopting a law regulating mediation), among others (World Bank 2018c). In 2018,
the reform momentum moved the country’s position on the World Bank’s Doing Business
ranking to 152 (out of 190), up from 179 in 2012 (World Bank 2018c).

A range of reforms are still needed to support the entry of large firms. The first is to
open markets to competition. The regulatory framework for competition and price control
has not changed since 1994, and the country’s competition authority is not fully operational
(WTO 2018). The government could revise regulations or policies that (a) reinforce domi-
nance or limit entry, (b) are conducive to collusive outcomes or increase costs to compete
in the market, or (¢) discriminate and protect vested interests. The second is to improve
business entry (and exit), mainly by streamlining the business registration, licensing, and
permitting process. By centralizing more procedures and removing the paid-in capital
requirement, the government could replicate in other sectors the one-stop-shop model
that was established to improve licensing in the mining sector. Streamlining licensing and
using a risk-based approach for the licensing process would encourage new firms to enter
the market and to access new sectors. In parallel, easing the conditions for firms’ exit by
introducing measures for insolvency proceedings would facilitate the exit of low-produc-
tivity firms. The third is to mobilize foreign investors. The recently enacted Investment
Code regulating FDI, ratified in May 2015, remains to be implemented effectively. Slow
implementation of the new PPP law is delaying the implementation of large PPP projects
in transport, energy, water and sanitation, health, telecommunications, industrial parks,
tourism, and mining that involve the creation of large firms.

Tackling the operational constraints of large firms is also essential to unlock the
growth of new entrants. Several reforms could address these barriers. First, the com-
mercial judicial system could be strengthened by operationalizing the new commercial
court as well as building the capacity of the judiciary through the training and recruit-
ment of new judges and clerks specialized in commercial law. Second, the tax payment
system could be improved in numerous ways. Automating tax payments through an e-filing
system and online payment systems would improve the efficiency of the tax system, espe-
cially for larger companies. In addition, digitizing the National Social Security system

and connecting it with other agencies would facilitate filing and social contributions



4. SUPPORTING LARGE-FIRM CREATION

by employers. Third, skills are needed to enhance productivity in strategic sectors such
as agriculture, where farmers lack the knowledge needed to increase productivity, as
well as the financial sector, where low literacy has hindered the uptake and expansion of
mobile money services. The lack of skills is even more acute in mining, where large-firm
investment is high. Vocational training programs would go a long way in this direction.
Overall, strengthening accountability, governance, and the rule of law could greatly
improve the operating environment for firms of all sizes. Actions could focus in the short
term on creating private sector feedback loops and increasing government openness and
transparency through accountability institutions and independent complaint mechanisms

where firms can raise their concerns.
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The role of development finance institutions

Development finance institutions (DFIs) can support countries’ efforts to pro-
mote more large firms. Since the establishment of the International Finance
Corporation (IFC) in 1956, DFIs have built up a long track record of invest-
ing in and building the capacity of large firms. In its early years, IFC financed
mainly large foreign firms from high-income economies seeking to establish
and expand operations in lower-income countries. The first loan in 1957, for
example, was to support the expansion of German manufacturer Siemens’ affil-
iate in Brazil to manufacture electrical equipment. Over time, IFC increased
its support for medium and large firms from low- and middle-income coun-
tries, including support for cross-border expansion (so-called “south-south”
investing) and support for established large firms to enter new industries. For
example, Korea’s LG Electronics began its international breakthrough with a
US$17 million IFC loan-and-advice package in 1974 and soon became one of
the first globally competitive firms from a lower-income country. Privatization
programs of the 1990s also supported market creation around large firms in
former planned economies,* an experience that has been applied since then to
numerous African and Asian economies where privatizations were necessary
to boost the development outcomes of large firms. Other DFIs have followed
similar trajectories.

At the same time, in recognition of the lack of large firms in lower-income
countries, DFIs have undertaken extensive financing and capacity-building
activities to support entrepreneurship and the growth of high-potential SMEs. By
partnering with many types of financial intermediaries—including microfinance
institutions, commercial banks, and leasing companies—DFIs reach smaller firms
indirectly with these objectives. After a first project in 1976 for Kenya Commercial
Bank to on-lend to smaller local companies, in the second half of the 2010s about
20 percent of IFC loans were targeting SMEs and microenterprises.

Some of these efforts have exploited synergies with investments in large
firms that have a broad base of SME suppliers, such as “linkage” programs that
support the creation of value chains around DFI-financed large firms. IFC’s sup-
port for value chain development includes top-down initiatives (tailored to the
needs of large firms and working backward in their chain to build the capacity
of SMESs), bottom-up initiatives (instruments customized to the needs of SMEs
to position them as suppliers to larger firms), and industrywide action (often
a combination of top-down and bottom-up initiatives and business-enabling
environment reforms) (World Bank 2018a). They also involve the full range of
instruments, from financing to technical assistance that helps suppliers meet
the standards of larger producers, alleviating firm-specific constraints along
value chains, while ensuring that smaller firms within and across industries
benefit from their growth.
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There are many examples of successful engagements of this kind, such as
Bayer in the chemicals industry in Ukraine and Cargill in agriculture in Cote
d’Ivoire, with an important impact. They all build on commercial return, mutual
business advantages along the value chain, sufficient capacity of supply chain
stakeholders to respond to business incentives, and a supportive, enabling
environment.

DFIs with a global mandate like IFC play an important role in supporting the
creation and growth of new, large firms in low- and middle-income countries.
They can provide financing with a scale and tenor beyond that of local financial
institutions; they can provide specialist advice, capacity building, and support
to management; they can broker joint ventures and partnerships between firms;
and they can help firms to achieve the quality standards needed to participate
in global value chains. The ability of DFIs to form long-term partnerships can
play an important role in helping new, large firms grow and prosper.

Notes

1 | For more information, see http://www.country-data.com/cgi-bin/query/r-12303.html.

2 | Abuse of market position can take place through various means, including pricing goods and services
excessively, denying competitors access to essential supplies or facilities, engaging in price discrimi-

nation, and pricing goods and services below cost to exclude rivals.
3 | For more information, see https://www.lexafrica.com/developments-in-competition-law-in-africa/.

4 | In1991 IFC supported Poland in designing its privatization program and launching the initial public
offering of Swarzedzkie Fabryki Mebli, the first widely distributed retail initial public offering in post-

communist Eastern Europe.
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Appendix A:
Methodology
for large-firm
premiums

Using establishment-level data from the World Bank Enterprise Surveys, we
examine the ways in which large establishments are different from smaller and
medium-size ones according to their characteristics, actions, and experiences
and across several measures of performance. For consistency with the rest of
the study, we refer to these differences between large and smaller establish-
ments as large-firm premiums.

As afirst step, we look at the difference between large and smaller establish-
ments, controlling for only country and sector of operation. In this first step, we
are comparing the average characteristics and outcomes of large and smaller
establishments, without taking into account any other characteristics associ-
ated with being large. This average premium is estimated via the following ordi-
nary least squares regression:

yisc = ﬁ0+ ﬁL‘Largei + Dc + Ds +8isc’
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FIGURE A1 Innovation: Bundled premiums for 100+ and 300+ firms
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Source: Calculations based on World Bank Enterprise Survey data.
Note: R&D = research and development.

where, y,_is the outcome (that is, characteristic, action, experience, or mea-
sure of performance) for establishment i operating in sector s and country c;
large, is a dummy variable indicating whether establishment i is large; f3, is the
estimated large-firm premium; D, and D, are country and sector fixed effects
(dummy variables); and €, represents the error term.

In the next step, we reestimate the large-firm premium, this time accounting
for a range of establishment-level characteristics that may also be associated with
being large and that are likely to be related to establishments’ observed outcomes.
These characteristics are age, foreign ownership, multiple-establishment status,
exporting status, the top manager’s experience in the sector, the establishment’s
legal form, and the establishment’s size at birth. These characteristics are con-
tained in the vector X; in the following equation:

yisc=%+n.largei+DC+DS+yz'.Xi+£isc'

The term 7, represents the premium associated with being large, after
taking other establishment-level characteristics into account.

Reference

World Bank. Various years. Enterprise Surveys database. Washington, DC: World Bank.
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Appendix B:
The OECD Orbis
database

The Organisation for Economic Co-operation and Development (OECD) Orbis
database is the largest available cross-country company-level database for eco-
nomic and financial research. The database contains annual balance sheet and
income statements, commercial data collected by Bureau van Dijk—an elec-
tronic publishing firm—using a variety of underlying sources ranging from
credit-rating agencies (such as Cerved in Italy) to national banks (National Bank
of Belgium for Belgium) as well as financial information providers (Thomson
Reuters for the United States).

The OECD Orbis database is a version of the database that has been treated
by the OECD for the purposes of economic analysis, using three steps. The steps
follow suggestions by Kalemli-Ozcan et al. (2015) and previous OECD experience
(Gal 2013; Pinto Ribeiro, Menghinello, and Backer 2010) and include (a) ensuring
the comparability of monetary variables across countries and over time
(industry-level purchasing power parity conversion and deflation), (b) deriving
new variables for analytical purposes (capital stock, productivity), and (c) keep-
ing company accounts with valid and relevant information for present purposes
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(filtering or cleaning). For most countries, the OECD Orbis includes a subsample

of the universe of companies, with smaller firms often being underrepresented.
Four country samples have been retained for the purposes of this report:

France, Italy, Spain, and Sweden in 2012 (figure B.1). All business sectors of the

FIGURE B.1 Large-firm premiums in high-income versus low- and middle-income countries

a. High-income versus developing countries

Labor productivity growth o——O
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Employment growth oo
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b. High-income countries, Eastern Europe: OECD-Orbis versus WBES
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® High income (OECD-Orbis) @ Developing (WBES)
O Premium not statistically significant at the 10% level

Sources: Calculations based on World Bank Enterprise Survey (WBES) data and OECD Orbis data

Note: Total factor productivity estimated for manufacturing firms (excluding petroleum manufacturing) with more than

20 employees using the instrumental variables method proposed by Wooldridge (2009). This figure presents the coeffi-
cient on large-firm binary variables in a series of linear ordinary least square regressions with each performance indicator
as a dependent variable, and controls for country and sector fixed effects.
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economy are covered (excluding government services). The sample includes
up to 1.4 million firms in four countries, with 24,000 employing 100+ workers
(2 percent of the sample).
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FIGURE CA1 Large-firm wage premium and labor rights, by country
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Source: Calculations based on World Bank International Income Distribution Data Set (12D2) data (2018).
Note: Large-firm premium is estimated at the country level in Mincer regressions, controlling for occupation and industry.

TABLE CA Large-firm wage premium regressions

Log hourly Log hourly Log hourly Log hourly

wage wage wage wage
Large-firm (100+ employees) 0.363*** 0.245 *** 0.216*** 0.146***
(0.000) (0.000) (0.000) (0.000)
Other controls:
Country fixed effects Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes
Sector fixed effects Yes

Mincer controls (age, gender,
marital status, education sector Yes Yes Yes
fixed effects)

Occupation fixed effects Yes

Contract Yes
Social security Yes
Health benefits Yes
M 969,421 635,266 599,495 215,574
R? 0.788 0.517 0.520 0.869

Source: Calculations based on World Bank International Income Distribution Data Set (12D2) data (2018).
Note: Results from regressing lag wage on large-firm dummy in a pooled sample of 26 countries.
*p<10*p<.05*** p<.0L
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Appendix D:
Outliers of the

firm distribution

TABLE DA Difference in means, labor productivity outliers

Productivity Not productivity T-test difference in
Characteristic outlier outlier means
Employment 144.57 46.39 98.18***
(705.35) (373.839) 74.99
Exporting firm 0.217 0114 0103
(0.412) (0.318) 83.30
Importing firm 0.538 0.313 0.225%*
(0.499) (0.464) 63.10
Observations 2,011,065

Standard deviation in parentheses. *p < .10 *p <.05 **p <.01.
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TABLE D.2 Difference in means, sales outliers

T-test difference in

Characteristic Sales outlier Not sales outlier means
Employment 391.24 29.97 361.27*
(1341.96) (218.51) 3174
Exporting firm 0.278 0.106 0172**
(0.448) (0.308) 16173
Importing firm 0.593 0.302 0.291"*
(0.491) (0.459) 9877
Observations 2,011,065

Source: Calculations based on business census data for Céte d’lvoire, Ethiopia, Indonesia, and Serbia.

Note: Manufacturing data were collected for as many years as possible for each country from 2000 to 2012, while service
data were collected for the year closest to 2007. Countries were identified as high income following the World Bank
Income Classifications 2017.

Standard deviation in parentheses. *p <10 ** p <.05 *** p < .01

TABLE D.3 Predicted versus actual share of employment in large firms in selected higher- and
lower-income countries

Country Period k 0-30 workers 31-299 workers 300+ workers
Céte d’lvoire 2003-13 1.07 -0.088 +0.015 -0.060
Ethiopia 2000-M 1.07 -0135 +0.225 -0.094
Indonesia 2009-15 1.04 -0.094 +0.160 -0.063
Serbia 2006-15 112 -0.012 +0.210 —-0.089
Vietnam 2007-12 m —-0.085 +0.015 -0.063
South Africa 2012-14 116 -0.03 +0.044 -0.014

Source: Calculations based on business census data for Cote d’lvoire, Ethiopia, Indonesia, Serbia, South Africa, and Vietnam.
Note: Median values are reported. The Industrial Censuses for Ethiopia and Indonesia only cover the manufacturing sector.

138



Appendix E:
IFC client data

TABLE EA Information collected from International Finance Corporation (IFC)
appraisal documents

Format Source
Variable text project characteristics
ID Numerical Project characteristics
Country 3-digit ISIC Project characteristics
Industry 2 Digit ISIC Rev 4 Project characteristics

Industry (secondary)
Size (Last record)
Year (Last record)
MINE

Family owned

Year founded

Orgin size (estimate)

Orgin sector

2 Digit ISIC Rev 4
Ordinal [S, M, L]
Numerical

on

on

Numerical
Ordinal [S, M, L]
2 Digit ISIC Rev 4

Project characteristics
Project characteristics
Project characteristics
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company

Sponser’s nationality: Domestic on IRM book/company

Sponser’s sole venture: Yes on IRM book/company

Sponser’s gender: Woman on IRM book/company
Sponser’s public status: Listed on IRM book/company
Sponser’s type: State on IRM book/company
Orgin event: technological development on IRM book/company

(continued)
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TABLE EA Continued

Variable

Orgin event: regulatory change

Orgin event: world market shock

Orgin event: merger (market consolidation)

Management: previous management experience
in same sector

Management: previous management experience
in another sector

Management: previous management experience
in other large companies

Market served: new product/service

Market served: intermediate product/service
Market served: foreign market

Market served: social/public service
Finance: reinvested earnings

Finance: loans

Finance: equity

Growth strategy: foreign expansion

Growth strategy: product/service expansion
Growth strategy: vertical integration

Assets: intangibles (latest year)

Assets: property, plan and equipment (latest year)
Turnover (latest year)

Value added (latest year)

Employees (latest year)

Share of market (latest year) > 50 percent
Exporter

Exporter turnover

Wage bill (latest year)

Expected development impact: economic
Expected development impact: social

Expected development impact: environmental

Source: International Finance Corporation.

Note: ISIC = International Standard Industrial Classification.
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Format
text

on
on
on

on

2 Digit ISIC Rev 4

on

on
on
on
on
on
on
on
on
on
on
Numerical [US$]
Numerical [US$]
Numerical [US$]
Numerical [US$]
Numerical [US$]
on
on
Numerical [US$]
Numerical [US$]
on
on
on

Source

project characteristics

IRM book/company
IRM book/company
IRM book/company

IRM book/company

IRM book/company

IRM book/company

IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
IRM book/company
Financial statements
Financial statements
Financial statements
Financial statements
Financial statements
Financial statements
Financial statements
Financial statements
Financial statements
IRM book

IRM book

IRM book



APPENDIX E: IFC CLIENT DATA

FIGURE EA Sectoral composition of International Finance Corporation
(IFC)—appraised firms

M Primary

B Manufacturing

Utilities
W Financial and insurance activities
M Other services

Source: International Finance Corporation.
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FIGURE F1 Number of large manufacturing and services firms in Kosovo and
Moldova, 2004-15
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APPENDIX F: ORIGIN AND GROWTH PATH RESULTS

TABLE F1 Why do firms start large?

Characteristic

Dependence on
external finance

Lagged average
size of incumbents
(minimum efficiency
scale proxy)

Lagged gross exit
rate in the industry
(sunk cost proxy)

Herfindahl-
Hirschman Index
(sales)

Foreign owned

Lagged industry
sales growth

Country fixed
effects

Country fixed
effects*external
finance

Sector fixed
effects

Year fixed effects

Start size (log
employment)

-0.0899"**
(0.000)

0.00271**
(0.000)

-1.028"*
(0.000)

-0.198***
(0.000)

0.223*
(0.000)

-0.000257**
(0.000)

Yes

No

Yes

Yes

Start size (log
employment)

-1.710**
(0.007)

0.00272**
(0.000)

1042
(0.000)

-0182*
(0.000)

0.223"*
(0.000)

-0.000253**
(0.000)

Yes

Yes

Yes

Yes

Source: World Bank calculations based on Orbis data.
Note: Large refers to firms with at least 100 employees. Dependence on external finance is calculated using Orbis data
for firms in the United States. It is defined as the industry-level (two-digit ISIC rev.4 sector level) median ratio of capital
expenditure minus cash flow over capital expenditure, following the methodology used by Rajan and Zingales (1998). We
keep only country samples whose industry classification can be mapped to ISIC rev.4. Hence the sample excludes China.
All lagged variables are calculated as a three-year average at the two-digit industry level. ISIC = International Standard
Industrial Classification. Standard deviations are in parentheses.
p<10* p<.05p<.0O

References

Start large

-0.00903***
(0.000)

0.000267***
(0.000)

0.00231
(0.742)

-0.0126"
(0.002)
0.0103**
(0.000)

-0.0000556+*
(0.000)

Yes

Yes

Yes

Start large

0.0288
(0.712)

0.000270**
(0.000)

0.00247
(0724)

-0.00990"
(0.015)

0.0102***
(0.000)

-0.0000540**
(0.000)

Yes

Yes

Yes

Yes

OECD (Organisation for Economic Co-operation and Development). Various years. Orbis database. Paris:

OECD.

Rajan, Raghuram G., and Luigi Zingales. 1998. “Financial Dependence and Growth.” American Economic

Review 88 (3): 559-86.
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Appendix G:
Sample for the
growth path
analysis

The growth path analysis studies key variables regarding size, labor produc-
tivity, markets, financing, investment, and organizational structure. For all
monetary variables, we use the gross domestic product (GDP) deflator to con-
struct real values.

As a consequence of the nature of our data set, the variable definitions are
not always homogeneous across countries. Employment can explicitly include
seasonal employees (Cote d’Ivoire) or exclude them (Morocco). It can be mea-
sured at a particular time of the year (Ethiopia and Vietnam) or averaged over
the period (Serbia). In the case of Indonesia, it includes unpaid workers and
excludes external and nonmanufacturing workers. Likewise, wages can cap-
ture wages and salaries including other benefits and contributions (Moldova,
Morocco, and Serbia) or explicitly excluding them (China, Céte d’Ivoire,
Ethiopia, Indonesia, and Vietnam).
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TABLE G.1 Information availability in industrial censuses

Characteristic Definitions

Size Employment and sales

Labor productivity Value added/employment

Sales/employment

Markets Becoming multiproduct
Becoming exporter

Financing Liability/total assets

Investment Fixed assets and Investment

in fixed assets

Organizational Employment layers

Note
Not available for all years for China and Kosovo.

Not available for Kosovo. Not available for all years
for China and Vietnam. Not available for all years for
China and Kosovo.

Not available for Ethiopia, Kosovo, Moldova, Morocco,
and Serbia. Not available for all years for Indonesia.

Not available for Moldova. Not available for all years
for Kosovo.

Not available for China, Ethiopia, Indonesia, Kosovo,
Morocco, and Serbia.

Not available for China, Ethiopia, Kosovo, and
Morocco. Not available for all years for Vietnam.

Only available for Céte d’lvoire. Not available for

structure average wage Kosovo.

Source: World Bank.

We define capital as the book value of total fixed assets reported on the
firm’s balance sheet. International comparisons of levels of capital are difficult
to make because data sources are susceptible to problems of international com-
parability. First, differences in capital cost and measurement of price indexes
are a cause of potential bias. Second, the composition of capital can vary, even
with the same book value of capital. For example, the treatment of many types
of intangible assets such as software can be a leading cause of divergence in
capital input measures across different accounting systems (see, for example,
Ahmad 2004). When different types of capital can have different degrees of
intrinsic efficiency and complementarities with other inputs, differences in
capital composition alone can account for differences in labor productivity
(Caselli and Wilson 2004).

Another caveat is the incomplete coverage of key variables. Table G.1 pro-
vides a summary of the availability of key variables across the sample countries.
As a consequence, each growth path presented is based on a different subset of
countries.

References
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FIGURE HA Growth paths for France
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FIGURE H1 Continued
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