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Abstract

Relying, wherever possible, on timely data, the paper provides evidence on four
channels through which the COVID-19 crisis has affected productivity and business
dynamics across euro area countries: (i) cross-sectoral reallocation, (ii) creative
destruction and within sector reallocation, (iii) adoption of digital technologies and (iv)
teleworking. The results highlight that sectoral reallocation is sizeable and towards
high-productivity sectors. The process of creative destruction and of within-sector job
reallocation have slowed down but have not been distortive. Entry has recovered
more quickly than in the Global Financial Crisis. Firms have also accelerated the
ongoing digital transformation process and have adopted remote working. However,
not all firms went “digital and remote” to the same extent. Firms that were already
more digital before the crisis adopted more and more advanced technologies with
implications for productivity dispersion and business dynamics in the aftermath of the
crisis.

Introduction

The COVID-19 crisis has led to what can be considered the most dramatic global
recession since World War Il. It created an economic shock that has impacted both
demand and supply, and curtailed large areas of activity intermittently over months,
as measures on the part of both governments and individual actors were
implemented to limit the spread of the virus. The pandemic has also caused a
significant increase in uncertainty for an extended period of time, with important
consequences for corporate investment and durable goods consumption. With new
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variants of the virus still causing new infections in many countries, the end is still not
in sight in many parts of the globe, keeping the fate of the recovery path highly
uncertain.

The pandemic has affected virtually every firm, in every sector and country in the
world. The impacts have been both direct, from the pandemic itself, and indirect,
from factors such as the repercussions of economic recession; decrease in travel,
changes in consumption behaviour and production modes; impaired movement of
individuals; and disruptions to Global Value Chains (GVCs). Some sectors have
been more affected than others depending on their ability of working and selling
remotely and on how social distancing measures affected their operations. They
either were left almost unaffected, had an opportunity to grow, if considered
“essential” or if they were providing new services, or halted almost completely, if they
relied on face-to-face interactions and the physical presence of customers and a
public.

The aim of this paper is to provide new cross-country evidence on euro area (EA)
countries to inform policy in the aftermath of the COVID-19 crisis. The focus will be
on the channels through which the COVID-19 crisis has affected productivity and
business dynamics in the short- and potentially in the long term, zooming in on four
main mechanisms: cross-sectoral reallocation, the process of creative destruction
and within sector reallocation, the adoption of digital technologies and remote modes
of working.

We complement the new cross-country evidence with results from the extant
literature to provide additional insights on specific issues. Indeed, one of the biggest
challenges faced when preparing the paper has been the availability of timely
granular data that covered the ongoing COVID-19 crisis, with a clear trade-off
between completeness of the data, cross-country comparability and timeliness of the
information. Often, choices had to be made, and the evidence presented in the paper
is the result of these compromises.

For many of the changes described in the paper, it is too early to say whether they
will outlast the crisis or not. We're still probably in the cyclical phase of this crisis
characterised by high degree of uncertainty, (e.g. on the role of new variants and the
efficacy of vaccines against them) and it's not yet clear what the longer-term effects
will be. Some changes might be temporary, because of ongoing restrictions or
depressed demand, and we don’t yet have a sense of whether the landscape has
changed permanently or not, as some of the restrictions are still in place.

Cross-sectoral reallocation for example may be, to a certain extent, the result of low-
productivity sectors being effectively “closed”, with the relevant labour at home rather
than working in other sectors. The resulting increase in measured productivity during
the pandemic could be just a temporary batting-average effect and some of the
effects of the cross-sectoral reallocation in the medium-to-long run might be
contained if the re-opening is managed properly in short-term.

On the other hand, some of the reallocation might be more permanent. For example,
the growth of online retail vs brick and mortar shops seems to have come with a



growth in entry of new businesses and some changes in household consumption.
The horizon of other shifts might also be heterogeneous. It seems likely that
increased teleworking, may be a permanent change, with knock-on effects on the
location of economic activity in some industries, while there may be no permanent
changes in household behaviour in term of travel or consumption as a result of the
pandemic itself, once the restrictions are fully lifted.

To what extent any of these changes will continue beyond the cycle and will affect
productivity in the medium to long run is an open question. This blurry boundary
between what is cyclical and what is structural makes it tricky to have a sense of
long term prospect with some certainty and additional scarring effects, such as those
on human capital due to schools closures for extended periods during the pandemic
will also weigh in.

The paper will try to draw longer-term policy conclusions on the basis of what we
have seen so far and where available, of expectations of managers and workers
from survey evidence. Figure 1 provides an overview of the different ways in which
the COVID-19 pandemic may have affected productivity and business dynamics that
are considered in this paper.

Figure 1

How the COVID-19 pandemic affects productivity and business dynamics
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Across nearly all sectors, the crisis brought a large drop in revenues throughout
2020 for many firms who still had to respect payment commitments to suppliers and
workers. This caused a liquidity shortfall which may have resulted in a liquidity crisis
and the potential default of businesses, including those that were profitable before
the onset of the crisis, and consequent job losses had it not been for the sizeable
fiscal intervention by governments through different support measures. These
measures include for instance direct financing of wage bills via job retention (e.g.
short-term work and wage subsidy) schemes, support to laid-off workers (e.g.
extension of the coverage and increase in the replacement rate of unemployment



benefits), tax deferrals, debt moratoria and extensions.? In some euro area countries
(e.g. Finland, France, Greece, Italy, Lithuania, Slovak Republic and Spain),® these
measures were also accompanied by changes in dismissal regulations, such as
layoff bans. A major part of support policies ensured that companies maintained
access to credit, via loans provided or guaranteed by the government* and/or
through the relaxation of macroprudential buffers.® This significant effort in
preventing a drop in credit supply to firms has likely contributed to support
productivity, as there is significant evidence that negative credit shocks reduce firm
investments in productivity-enhancing activities (Manaresi and Pierri 2019, Duval,
Hong, and Timmer 2020, Lenzu, Rivers, and Tielens 2020). The support measures
went hand-in-hand with large-scale monetary policy measures by central banks,
which have also facilitated the expansive use of fiscal policy during the crisis.

The evidence presented suggests that labour productivity in the EA business sector
increased in the first few months following the tight social distancing measures
implemented in many EA countries to limit the spread of the virus. This increase
reflects a short-term response to the crisis whereby hours worked dropped much
faster than output. Indeed, thanks to the large support measures put in place to
ensure the protection of job relationships and business survival, the drop in output
was not accompanied by a similarly sized drop in employment. However, hours
worked dropped and even more than output, with a consequent increase in labour
productivity measured as output per hour worked. During the second half of 2020,
hours worked recovered in line with output to result in a small drop in labour
productivity.

During 2020, average sectoral labour productivity, measured as real value added per
hour worked, saw in fact a 1.5% increase, while aggregate output in real terms
declined by 6.3% across the EA. The aggregate figure is the result of heterogeneous
productivity performance and reallocation across sectors. Low-productivity services
that require face-to-face contact with customers, such as hotels, restaurants and
entertainment, were the most affected, and experienced drops in terms of value
added and hours worked, especially during the first half of the year, because of the
social distancing regulations. Most other sectors often being affected indirectly, e.g.
through a drop in demand in downstream sectors and by consumers or through
disruptions in the value chain (e.g. food; aeronautics; etc.) saw a smaller decrease in
both output and hours worked. Information and Communication even saw an
increase in value added. The relative shrinking of the lower productivity sectors in
terms of labour input and their subsequent decreased weight in the economy,

2 For example, Demmou et al. (2021) suggest that, without any policy intervention, up to 38% of firms
would face liquidity shortfalls after 10 months since the implementation of confinement measures.

3 See https://www.oecd.org/social/Covid-19-Employment-and-Social-Policy-Responses-by-Country.xIsx

4 Similar schemes have also been implemented at the supranational level, for example the European
Investment Bank managed the Pan-European Guarantee Fund. See Falagiarda, Prapiestis and
Rancoita (2020) for a more detailed analysis of uptake of these schemes across euro area countries.

5  See, for example,
https://www.ech.europa.eu/press/pr/date/2020/html/ecb.pr200312~45417d8643.en.html
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contributed to higher aggregate labour productivity. At the same time the large drop
in their value added contributed to the decline in real output.

However, it is still too early to be sure that this productivity-enhancing between-
sectors reallocation effect is going to be long lasting, as it will depend on changes in
consumer behaviour, government support and regulatory measures. The implications
for growth in the recovery in turn will depend on the costs and frictions characterising
the reallocation of resources across sectors in different countries. The higher the
frictions and costs, the more difficult the reallocation and slower the growth.

The reallocation observed during the crisis is the result of mobility of resources
across existing businesses, and of creative destruction with firms entering and
exiting the market. This process of creative destruction is a key driver of aggregate
productivity growth, so understanding to what extent COVID has affected the
magnitude and nature of this process is particularly important.

Cross-country evidence shows that contrary to the 2008 Global Financial Crisis
(GFC), business entry in several EA countries has held up during the COVID-19
crisis and in some sectors, e.g. online retail®, have seen a significant increase.
Indeed, the COVID-19 crisis has provided new opportunities for start-ups and
innovation. Venture capital has flown to investments in sectors related to remote
working, automation, e-payments and health but also in areas related to the green
transition. If start-ups can grow and develop in a level playing field, with the
necessary financing sources and regulatory environment, current trends of declining
business dynamism and rising concentration might also be halted. However, if
successful start-ups cannot enter or grow because of regulatory barriers or lack of
financial resources, or become targets of M&As by large players, then pre-COVID
trends in concentration will likely continue in the recovery period, with consequences
for productivity growth, inequality and innovation, as will be discussed in Section 5 of
the paper.

Exit has declined during the COVID-19 crisis relative to 2019 suggesting a slowing
down of the creative destruction process. If lower exit levels reflect productive firms
remaining afloat and productive jobs matching being protected from the shock, then
lower exit might be beneficial for aggregate productivity growth (Guerrieri et al.,
2020). However, if lower levels of exit allow non-productive firms to remain in
business a slowing down the cleansing process of reallocation, they will contribute
negatively to aggregate productivity growth. Evidence from single country studies
suggests that, although subdued, exit during the COVID-19 crisis has not been
distortive, as less productive firms were more likely to exit during the crisis. Similarly,
reallocation of resources amongst incumbents has been positively related to size
and productivity.

These changes point to a potentially positive outlook for productivity growth after the
crisis. The speed of the recovery will also depend on the extent to which policy will
allow for a swift reallocation of resources across sectors and on whether the process

6 See for example for the Netherlands (Fareed and Overvest, 2021) and for US (US Census, 2021).



of exit, which has been largely put to a halt by governments, gradually returns to
levels that are more “normal”.

The COVID-19 crisis has also spurred significant changes within firms. Indeed, the
crisis has shifted the modus operandi of firms and individuals, and potentially altered
behaviour and preferences in the long run. In particular, through the required sudden
and far-reaching changes “imposed” on businesses to continue operating, the
COVID-19 crisis has been a catalyst for an unexpected acceleration in the adoption
of digital technologies and of telework practices. This is likely to have long run
consequences on firms’ productivity growth but also on productivity distribution and
market power, and, through the latter, indirectly on economic growth, inequality and
innovation.

On the one hand, the sudden and fast adoption of digital technologies, teleworking
and e-selling might allow firm-level productivity to increase across the board. This, in
turn, would improve aggregate productivity. Firms lagging behind, such as SMEs
might experience rapid productivity improvements thanks to the increased adoption,
and might be able to close the gap with firms at the frontier of the productivity
distribution. In this scenario, aggregate productivity would increase and productivity
dispersion would decrease thanks to the faster catch-up of “laggard” firms. Wage
inequality, which is closely related to productivity dispersion, might also decrease.”

However, if the adoption of digital technologies is heterogeneous across firms, and if
both, the adoption and the productivity returns to it, depend on firms having
complementary intangible assets, such as good management, the COVID-19 crisis
might lead to an exacerbation of ongoing trends of productivity divergence and
(wage) inequality. Already before the crisis, SMEs, liquidity constrained and lagging
firms were adopting less or more basic digital technologies than firms that were
larger, liquidity unconstrained and more productive, which were adopting faster, more
and more advanced digital technologies. If adoption of digital technologies during the
COVID-19 crisis follow a similar pattern, existing productivity gaps might endure, and
might be further magnified at the aggregate level, since the cross-sectoral changes,
induced by the COVID-19 crisis, have tilted resources towards digital services where
productivity divergence was already more pronounced.

Some early evidence, presented in Section 4, suggests indeed that, while the
adoption of digital technologies and remote work has become widespread, they are
asymmetric across firms. Larger, more productive and more digital intensive firms
have been leading ahead. Thus, there might be a risk for an even larger digital divide
in the post-pandemic era and policies that ensure a more inclusive digital

7 Criscuolo et al. (2020) use new harmonised cross-country linked employer-employee dataset for 14
OECD countries to and find that, on average across countries, about half of the changes in overall
wage inequality can be explained by changes in the dispersion of average wages between firms. Two
thirds of these changes in between-firm wage inequality are accounted for by changes in productivity-
related premia that firms pay their workers above common market wages. The remaining third can be
attributed to changes in workforce composition, including the sorting of high-skilled workers into high-
paying firms. These results are in line with previous cross-country evidence showing a strong
correlation between productivity dispersion and wage inequality (Berlingieri, Blanchenay and Criscuolo,
2017) and with evidence from single country studies (for references, see Criscuolo et al., 2020).



transformation, from the provision to lagging firms of digital skills and complementary
intangible assets to the wide availability of digital infrastructure will become very
important.

Indeed, the risk that the pandemic accelerates trends not only of productivity
dispersion but also of rising concentration and market power more generally, is
topical. The evidence for now is scant, mainly due to the lack of available data but
also because of methodological and measurement challenges. Evidence reported in
the paper suggest that concentration may indeed increase especially in digital
intensive sectors, given the larger number of sizeable M&A deals by the largest
players in these sectors. Concentration might also increase if the wave of business
exits and bankruptcies, that have been frozen during the crisis mainly thank to the
massive support provided by government, finally materialise. Maintaining a level
playing field for businesses during and after the pandemic, especially in sectors that
have already high levels of concentration, should therefore remain a priority for
governments.

These results have important implications for policy, which will be discussed in
Section 7. The main message is that while some of the changes observed during the
crisis have the potential to increase potential output, structural policies will play an
important role for minimising adjustment costs of reallocation and thus minimising
the risk for unemployment, inflationary pressures and rising inequalities. Support
measures will have to be gradually lifted and adapted to the evolving economic
conditions to avoid stifling the reallocation process. Policies that foster digital
diffusion, such as skills and worker mobility will be particularly important, given the
nature of the reallocation and the increased digitalisation of firms especially if
combined with policies that improve digital infrastructure. Policies that foster creative
destruction, ensuring smooth entry and exit, and support experimentation, as well as
those that ensure a level playing field, such as competition policy and enforcement,
will be important components of the toolkit that would ensure a resilient and inclusive
recovery.

The paper is organised as follows. Section 2 provides an overview of the
heterogeneous impact of the crisis on output, investment, employment and hours
worked, as well as its heterogeneity across sectors and its implications for aggregate
productivity, remaining however agnostic on whether these changes are cyclical or
structural. Section 3 focuses on the process of creative destruction, providing new
evidence on trends of entry, exit and bankruptcy during the COVID-19 crisis. This
section also discusses productivity implications of the reallocation observed across
and within-sectors during the crisis, focusing on the potential distortive role of
government support given the generosity of many such measures.

Section 4 focuses on two significant changes observed during the pandemic within
firms: the sudden and widespread adoption of digital technologies during the crisis
and the use of remote working arrangements to overcome social distancing
measures. Implications for organisations, productivity and its distribution and
inequality across workers, firms and regions are likely to outlast the crisis. The
section provides new evidence on telework adoption within countries and highlights



2.1

differences in adoption within sectors across firms of different size and in different
locations, as well as the role of digital infrastructure.

Section 5 looks at market power before and during the COVID-19 crisis, by looking
at markups and concentration trends over time and across sectors, as well as at the
M&A dynamics during the COVID-19 pandemic. It links these trends to structural
factors, such as the digital transformation and the rising importance of intangible
assets in production.

Section 7 concludes by providing an overview of policy implications.

The heterogeneous impact of the crisis

The asymmetric response of employment and hours worked

The COVID-19 crisis was significant in its impact on demand and supply across
countries. Sizeable was also the policy response of many developed economies.
Estimations suggest that the announced support measures across euro zone
countries amounted up to 4 to 11% of GDP (French National Productivity Board,
2021). A support measure widely used by governments has been job retention
schemes that help maintain employment by firms and supported companies’ cash
flow and was accompanied in many countries by regulations banning layoffs. These
measures allowed avoiding mass-layoffs and safeguarding job relationships. It also
allowed steering clear of a liquidity crisis despite the sudden drop in sales. Moreover,
the safeguard of job matches likely contributed to a swift recovery of activities.

Indeed, as shown in Figure 2, business sector® output declined substantially in the
second quarter of 2020, as a response to the restrictions in place to contain the
COVID-19 pandemic and to the drop in demand. Despite the gravity of the crisis, in
euro area (EA) countries, total employment, expressed as persons employed, saw
an average contraction compared to the second quarter of 2019 that is a fifth of the
output drop (3.8% relative to 17.9% contraction). This is likely thanks to government
supported job retention schemes. Thus, GDP per person employed dropped
significantly.

The adjustment took place on hours worked rather than employment. Hours per
person employed saw a much larger drop, by more than 20% in the EA, reflecting
temporary closures or curtailed operations by firms, as well as demand constraints
and potential effects of increased uncertainty. This allowed productive job matches to
be maintained and employment to recover smoothly in the last two quarters of 2020.
This seems indeed very different from what happened in the 2008 GFC when hours

8  Figure 1 considers non-agriculture business sector excluding real estate (ISIC Rev. 4 Divisions 05 to 66
and 69 to 82).



worked and employment as well as investment took a much long time to recover
(See Figure 3).°

For most euro area countries, labour productivity, measured as value added per
hours worked, increased between 2019 and 2020. Over the course of 2020, hours
worked adjusted much faster than output resulting in an inverted V shape
productivity trend in 2020.

Figure 2 also highlights that investment dropped significantly in 2020 and remained
at lower level relative to the pre-crisis period. Low investments may have long term
effects, e.g. on potential output. Thus, in the Appendix we distinguish between
investment in tangible and intangible assets (Figure A 1 and Figure A 2). As it had
been the case in the Global Financial Crisis, investment in intangible assets show
stronger resilience to the shock.

Figure 2

Real Gross value added, number of employees hours worked, Gross fixed formation
and labour productivity in Non-agriculture business sector excluding real estate

2015-21, euro area
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Source: Calculations based on Eurostat’s National Accounts database.

Notel: Non-agriculture business sector excluding real estate (ISIC Rev. 4 divisions 05 to 66 and 69 to 82) corresponds to the total
economy excluding agriculture, real estate, public and other services.

Note2: GVA in the chart corresponds to real value added, EMP to total employment in persons, HRS to hours worked, LAB-HW labour
productivity with hours worked in denominator, LAB-EMP- labour productivity with employment in denominator and GFCK* gross fixed
capital formation for all industries, as this is variable is not available by industry in quarterly estimates.

9 Trends for the UK and the US in both the current COVID-19 crisis and the 2008 Great Financial Crisis
are shown in Figure A 3 and Figure A 4 in the Appendix, respectively.



2.2

Figure 3

Real Gross value added, number of employees hours worked, Gross fixed formation
and labour productivity in Non-agriculture business sector excluding real estate

2005-10, euro area
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Source: Calculations based on Eurostat’s National Accounts database.

Notel: Non-agriculture business sector excluding real estate (ISIC Rev. 4 divisions 05 to 66 and 69 to 82) corresponds to the total
economy excluding agriculture, real estate, public and other services.

Note2: GVA in the chart corresponds to real value added, EMP to total employment in persons, HRS to hours worked, LAB-HW labour
productivity with hours worked in denominator, LAB-EMP- labour productivity with employment in denominator and GFCK* gross fixed
capital formation for all industries, as this is variable is not available by industry in quarterly estimates.

Heterogeneous impact of the crisis across sectors

While the effects of the pandemic have been felt globally, they have been far from
uniform across sectors. Indeed, the pandemic and the stringent measures, taken by
governments and private actors, limiting mobility and interactions have affected
some sectors more than others. In particular air travel, tourism, brick and mortar
retail, and entertainment, have seen their revenues plunge. Indeed, when looking at
EU countries, the majority of job losses are attributed to the sectors belonging to
wholesale, retail, transport, hotels and restaurants. Of these, retail (e.g. of food) and
transport services, considered as “essential services”, were probably less affected
than hotels and restaurants, whose operations were hit hardest by the restrictions
introduced to limit the virus’s spread. Most of these sectors involve significant social
contact in consumption (e.g. travel, hospitality, arts and entertainment, personal
services, and airlines) or strongly depend on these sectors (e.g. transport)

Other industries, such as telecommunication services, online retail, and essential
industries were less negatively affected by the recession. These are also the
industries with relatively higher productivity as shown in Figure 4.

10



Figure 4

Low productivity sectors cut hours relatively more, 2019-20, euro area

Change in hours worked relative to previous half year by major sectors of economic activity
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Note: euro area corresponds to weighted average of 19 EA member countries. Variables in 2015 prices.



The inter-industry reallocation process observed during the COVID-19 pandemic
with low productivity sectors disproportionally affected and high productivity sectors,
such as Information and communication services, showing stronger resilience,
contributes positively to productivity growth. Relatively less productive sectors also
observed significantly higher drop in Value added, as shown in Figure A 6.

The first half of 2020 saw an increase in labour productivity across most industries,
with the exception of Manufacturing; Entertainment; Mining and utilities; likely
reflecting the stronger adjustment in hours worked relative to the drop in output, in
response of the tight lockdown measures during the first wave of the epidemic.
During the second half of 2020, most sectors saw a decrease in productivity, with the
exception of manufacturing and mining and utilities. The only sector that shows a
major decrease in productivity throughout 2020 is the arts and entertainment, which
sees a cumulative drop in labour productivity of 3%, more than 15 folds of the other
sectors. By the end of the year, the increase in aggregate productivity is also the
result of reallocation from low-productivity sectors to high-productivity.©

When comparing which sectors have been most affected by the COVID-19 crisis
with those mostly hit during the 2008 GFC strong differences are evident: for
example, the sectors that saw the largest drop in 2008-2009 were manufacturing and
construction. These two sectors were not strongly affected by the COVID-19
pandemic, with construction growing in the first half of 2020 and manufacturing
rebounding quickly in the second half of the year achieving a positive annual growth
in 2020.

Bloom et al. (2020a) estimate inter—industry reallocation to have contributed 8.5% to
labour productivity growth in the UK in the second quarter of 2020, with the effect
declining over the course of 2020 to account for less than 1% of labour productivity
in the first quarter of 2021. This suggests that the importance of inter-sectoral
reallocation for aggregate productivity growth will have less weight in the medium
and long run. In addition, as noted by Bloom et al. (2020c), if the cross-sectoral
reallocation results from the shrinking of low productivity sectors without the
corresponding growth in high productivity sectors, the crisis may result in lower
economic output with negative implications for aggregate growth and welfare.

The next section will provide more details on the Schumpeterian process of creative
destruction. Because of data limitations, we will look at the extensive margins of
entry and exit using timely data and refer to existing evidence from single countries
that investigates whether the process of creative destruction observed during the
crisis is productivity enhancing or whether exit indiscriminately hit productive and
non-productive firms.

10 In sum, in the first semester of 2020, the stronger drop in hours worked relative to value added has
shaped the aggregate trends in labour productivity. This effect was, however, short lived and bounced
back in almost all sectors by the end of the 2020 resulting in mitigated changes in labour productivity
relative to 2019 at the sectoral level (Figure A 7).
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3.1

Process of creative destruction during the COVID-19
pandemic

As discussed in Section 2, reallocation is key for productivity growth. The process of
Schumpeterian creative destruction through business entry and exit is central to
reallocation and for ensuring growth and innovation (see for example Acemoglu et
al., 2018).1t

Whether the restructuring following a recession is productivity enhancing and can be
considered a silver lining is still an open question, both from a theoretical and an
empirical standpoint. While a crisis might result in a cleansing of low productivity
firms and thus an increase in productivity growth (e.g., Caballero and Hammour,
1996; Osotimehin and Pappada, 2017; Foster, Grim, and Haltiwanger, 2016)
recessions can be sullying (Caballero and Hammour, 2005; Kehrig, 2015) depending
on their nature and the potential increased role of distortions during downturns.

Indeed, Foster, Grim, and Haltiwanger (2016) find that reallocation following the GFC
was not as cleansing as in previous recessions and Bartelsman, Lopez-Garcia and
Presidente (2019), for nine European countries, find that the link between
reallocation and productivity broke during the GFC and attribute this to the trade
collapse observed during the GFC. Additional evidence finds that the lack of entry
following the 2008 GFC amplified the effects of the financial crisis and caused a
missing generation of firms (Messer, Siemer and Gourio, 2016) with negative
implications for job creation, productivity growth and innovation.

The question therefore arises on the magnitude and productivity-enhancing nature of
the reallocation linked to the COVID-19 crisis. Given data limitations, we are able to
provide cross-country evidence on the extensive margins of reallocation, business
entry and exit, and not on the intensive margin and cannot explore the cleansing
nature of the crisis. Thus, we rely on single country level studies to provide evidence
on this issue, e.g. in the euro area: France (Cros, Epaulard and Martin, 2021);
Portugal (Kozeniauskas, Moreira and Santos, 2020); Italy (Lamorgese, et al., 2021)
and the Netherlands (Fareed and Overvest, 2021). Evidence is also available for the
UK (Bloom, et al., 2020a and Andrews, Charlton and Moore, 2021) and the US
(Barrero et al., 2021; Wang et al., 2020; Bartik et al., 2020).

Entry, Exit and Bankruptcy during the crisis

The drop in demand, the increased uncertainty but also the strict social distancing
measures and governments’ support instruments have significantly affected both
entry and exit during the COVID-19 pandemic with an ex-ante ambiguous effect on
aggregate productivity.

11 See Foster, Haltiwanger and Krizan (2006) for evidence on the US; Bartelsman, Haltiwanger and
Scarpetta (2013) for cross-country evidence and Disney, Haskel and Heden (2003) for evidence on the
UK.
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Firm entry, including of high productivity and innovative start-ups, might have
dropped because of the demand shock, the lack of liquidity and increased
uncertainty especially in the sectors most affected by the crisis. However, entry might
have increased as crises also generate new opportunities for new ventures and new
business models. Moreover, even if entry has declined, because of selection at entry,
firms that start during the crisis might be on average more productive.

The fate of firms’ exits and bankruptcies during the crisis might be twofold. On the
one hand, crises may increase the probability of exit at the bottom end of the
productivity distribution, thus tightening the process of market selection and therefore
result in improved aggregate productivity. On the other hand, the liquidity shock
arising from the exogenous social distancing constraints during the COVID-19
pandemic may have forced even productive firms to exit especially in the most
affected sectors and in countries where support measures may have not provided
prompt and sufficient support to households to sustain demand and to firms to
contain liquidity constraints. In countries where governments put in place fiscal
support measures, exit, including of low productivity firms, may be subdued as a
result of such measures and regulations that delay bankruptcies (see also Caballero
and Hammour, 1996). In either case the exit process would be less productivity
enhancing during the crisis. In the first case because of the break in the link between
productivity and exit and in the second case because support would prevent the
cleansing effect of exit and the reallocation of resources from low- to high-
productivity firms. This is more likely to be the case if the most productive firms rely
less on government support.

Figure 5 shows the change in the number of monthly (quarterly) entry and
cumulative entry in 2021 and 2020, relative to 2019 levels in the same month (or
guarter) across eight euro area (Belgium; Finland; France; Germany; Italy;
Netherlands; Portugal and Spain); UK and US.

In most countries, entry at the beginning of 2021 has recovered or exceeded 2019
levels for the same period (with the noticeable exception of Portugal). Some
countries have even experienced a surge in entry compared to 2019.

This is reassuring as the fall in firm entry during crises may amplify the drop in output
and reduce the speed of recovery (Clementi and Palazzo, 2016) and potentially
leave long-lasting scars to the economy (Sedlacek, 2020; Messer, Siemer and
Gourio, 2016). The data reported in Figure 5 shows that entry declined substantially
in the first months of the COVID-19 pandemic, when the global economy was hit by
a sudden and deep economic contraction (OECD, 2020). At its trough (which for
most countries corresponded to April 2020), the number of entrants per month was
between 20 and 60% lower than the corresponding figure in 2019. The recovery in
e