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Introduction
▶ Following the Covid-19 pandemic outbreak, governments around the

world spent large amounts of money to shield their economies from
the fall out of the crisis.

▶ Yet, the approach in continental Europe with widespread support to
businesses contrasts with that of other countries.
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Introduction

▶ Question: how wise was such massive support?

▶ One view: support policies should be relatively light and phased out
swiftly, to let severely affected firms exit (see Freeman et al. 2021 or
Hodbod et al. 2020).

▶ Another view: Aggregate demand externalities can trigger adverse
spirals (Gobbi et al. 2020). Firms going bust can lead to large
contractions in demand, leading to additional waves of firm exits.

▶ Assessing which view is more likely to hold requires a proper
understanding of the dynamics of firm entry.

▶ Firm entry is very responsive to past exit ⇒ first option with light
support seems appropriate.

▶ Firm entry needs specific conditions or support to thrive ⇒ second
option seems more suitable.
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Introduction

▶ To shed light on these questions, I run an empirical analysis of the
dynamics of firm entry. The analysis is conducted at the sector level
for the main Euro Area economies for the period 2009-2019.

▶ Two questions:
▶ How (much) does entry depend on past entry and exit developments?
▶ What economic conditions, which economic policies affect these

lead-lag relationships?

▶ Two main exercises:
▶ A simple model with 2 key ingredients: (i) risk-averse firms decide

entry on the basis of current and future profits, (ii) stronger growth
expectations raise average future profits and reduce their volatility.

▶ Empirical analysis’ 2 main results: (i) entry increases with past exits
if strong expected growth (not if strong current growth), (ii) (public
and private) investment contribution is the main driver.
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Literature

The paper builds on the literature studying the two-way interaction
between firm turnover and the business cycle.

▶ Do firm exits make room for new more productive firms? Cabellero
and Hammour (1994), Johnson and Parker (1994), Pe’er and
Vertinsky (2008)

▶ How much entry contributes to aggregegate productivity? Clementi
and Palazzo (2016), Asturias et al. (2022), Gourio et al. (2016)

▶ Which factors drive entry? Barlevy (2003), Campbell and
Hopenhayn (2005), Aghion et al. (2007) or Osotimehin and
Pappadà (2015)

▶ Recessions as periods of fewer and weaker new entrants: Sedlacek
and Sterk (2017) and Moreira (2017)

▶ Role of entry in business cycle fluctuations through expectations of
future profits: Bilbiie et al. (2012, 2015)
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The model
▶ Consider an economy where output yt consists of a continuum of

sectoral goods yt(s).

▶ In each sector s, a measure nst of firms produce differentiated
varieties of the sectoral good s:

▶ Entry/exit decisions are made before the state of the economy is
realised ⇒ yt(s) depends on ns,t−1.

yt =

[∫ 1

0

[αt (s)]
1
σ [yt (s)]

σ−1
σ ds

] σ
σ−1

and yt (s) =

[∫ nst−1

0

[yst (i)]
θ−1
θ di

] θ
θ−1

▶ αt (s): sectoral shifter, satisfying
∫ 1

0
[αt (s)]

1
σ ds = 1.

▶ General price level: pt =
[∫ 1

0
αt (s) [pt (s)]

1−σ ds
] 1

1−σ

▶ Price level in sector s: pt (s) =
[∫ ns,t−1

0
[pst (i)]

1−θ ds
] 1

1−θ

▶ Price of the variety i of good s: pst (i)
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The model
▶ Profit of firm i operating in sector s and charging a price pst (i)

writes as

πst (i) = [pst (i)− c]

[
pt (s)

pt

]−σ [
pst (i)

pst

]−θ

αt (s) yt

▶ Assuming θ > 1, under optimal pricing, date-t profits in sector s
write as:

πs,t+1 =
c

θ − 1

1

[ns,t ]
θ−σ
θ−1

αt+1 (s) yt+1[∫ 1

0
αt+1 (i) [ni,t ]

σ−1
θ−1 di

] σ
σ−1

▶ Profits πs,t+1 decreases with the measure nst of firms whenever
θ > σ

▶ Firms decide to enter at date t in sector s if the expected utility of
future profits net of the fixed cost of entry Fst is non-negative:

E [u(πs,t+1 − Fst)] ≥ 0
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The model

I then make the following assumptions:

▶ The fixed cost of entry Fst decomposes into an ex ante and an ex
post fixed cost:

Fst = F a
st + F p

st+1 with F i
st = f iyt − nst−1 and f i ≥ 0

▶ The fixed cost of entry depends positively on aggregate output and
negatively on the number of firms in operation in the sector.

▶ New entrants know current aggregate output yt , but only the
distribution of future aggregate output yt+1:

yt+1 = βyt + gt+1 + εt+1

Etyt+1 = βyt +mt+1 and Vtyt+1 = σ2
t+1

▶ Higher expectations of future output mt+1 are associated with lower
volatility σt+1 of future output: ∂σ2

t+1/∂mt+1 < 0 scatter plots
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The model

▶ Assume firms’ preferences write as U(x) = E [x ]− γ
√

V [x ], with γ
a positive scalar

▶ Solving for the free entry condition E [u(πs,t+1 − Fst)] = 0, the
number of firms in sector s at date t satisfies:

ln nst =
θ − σ

θ − 1

[
lnπst+1 − ln

[
f p +

f ayt − nst−1 − nst
βyt +mt+1 − γσt+1

]]

▶ The equilibrium number of firms nst operating in sector s at date t:

▶ depends positively on the number of firms nst−1 already in operation.

▶ but less so, when current output yt and/or growth expectations mt+1

are stronger

▶ Growth expectations matter more than current output for the

sensitivity of current to past entry when 1− β + γ
[
− ∂σt+1

∂mt+1

]
≥ f a

f p
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The data

We use data on from three main sources:

▶ Eurostat database on Business demography indicators
▶ Firm entry, exit and active firms across sectors for main Euro Area

countries
▶ data on employment creation and destruction by entering and exiting

firms, also available.
▶ Sample covers 7 largest EA economies (AT, BE, DE, ES, FR, IT, NL)
▶ Data is annual, covers 2009-2019, and all 2-digit sectors, but

“Agriculture” and “Financial and Insurance Activities”.

▶ OECD EO and IMF WEO databases
▶ I collect vintages to compute forecasts of main macro variables

(GDP, consumption, investment, etc.).

▶ OECD SPIDER database:
▶ country-level data on quality insolvency regimes, ability/difficulty for

firms to obtain credit, and presence of barriers to entry.
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Some descriptive statistics

Let us define gross entry and exit rates eist and xist as:

eist =
Eist

Nist
and xist =

Xist

Nist

▶ On average, gross entry rate ≥ gross exit rate

▶ Similar finding holds for medians in all countries, but Spain

▶ Dispersion in gross entry rates ≥ dispersion in gross exit rates
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The cyclical properties of entry and exit

▶ Let us consider the (simple) average entry and exit rates across
sectors

▶ Average exit rate is counter-cyclical, ie. high in low-growth periods
and low in high-growth periods

▶ Average entry rate is only mildly pro-cyclical, correlation with GDP
growth positive but insignificant
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Leads and lags

Let us now look at lead-lag correlations.

▶ Do exits beget exit, or are more exits followed by more entry?

▶ More exits are followed by less entry and more exits after 1 year

▶ But there is no clear-cut pattern following more entry
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The econometric specification
I use as dependent variables cumulative gross or net entry (net of exit):

cgist+h =
Eist+1 + ...+ Eist+h

Nist

or cumulative entry net of exit:

cnist+h =
Eist+1 − Xist+1 + ...+ Eist+h − Xist+h

Nist

I then estimate a set of cross-country, cross-sector panel regressions as
follows:

ln

(
cgist+h

1− cgist+h

)
= β(h)

e ln

(
eist

1− eist

)
+ β(h)

x ln

(
xist

1− xist

)
+ Λ(h) + ε

(h)
ist

or

ln

(
1 + cnist+h

1− cnist+h

)
= β(h)

e ln

(
eist

1− eist

)
+ β(h)

x ln

(
xist

1− xist

)
+ Λ(h) + ε

(h)
ist

14 / 31



Results from the baseline regressions

▶ Gross firm entry displays significant time persistence

▶ Exits do not seem to affect the forward path of gross entry.
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The dynamic impact of entry and exit
▶ How does entry behave a one percentage point drop in entry rate

and a one percentage increase in exit?

▶ Both gross and net entry fall significantly after one year

▶ Still, the fall in entry is small (roughly 10% of the combined impulse
in entry and exit), and impact fades away after one year.
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Exploring sector, country and time differences
▶ Previous estimates likely to hide large differences across sectors,

countries and time.

▶ To explore these differences, I re-estimate the baseline specifications,

allowing coefficients β
(h)
e and β

(h)
x to differ between across sectors.

▶ Entry is more persistent in services than in industry

▶ Exits weighs more on subsequent entry in industry than in services
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Exploring sector, country and time differences

▶ Here, I re-estimate the baseline specifications, separating the period
up to 2013 —GFC and EA SDC— from the period 2014 onwards.

▶ Up to 2013, entry displays strong persistence, and correlation with
exit always negative

▶ After 2013, persistence drops and correlation with exit turns positive
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Exploring sector, country and time differences

▶ Here, I re-estimate the baseline specifications, separating core
(AT,BE,DE,FR,NL) and periphery countries (ES and IT).

▶ Entry is 2 to 3 times more persistent in the periphery

▶ More exits are followed by more entry in the core, but less entry in
the periphery
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The role of growth forecasts

▶ I extend the specifications to include interactions of current entry
and exit rates and measures of expected future economic conditions.

ln

[
cgist+h

1− cgist+h

]
=

[
β
(h)
e0 + β

(h)
e1 Etgit+j

]
ln

[
eist

1− eist

]
+
[
β
(h)
x0 + β

(h)
x1 Etgit+j

]
ln

[
xist

1− xist

]
+Λ(h)

ln

[
1 + cnist+h

1− cnist+h

]
=

[
β
(h)
e0 + β

(h)
e1 Etgit+j

]
ln

[
eist

1− eist

]
+
[
β
(h)
x0 + β

(h]
x1 Etgct+j

]
ln

[
xist

1− xist

]
+Λ(h)

▶ Etgit+j GDP growth forecast in country i between t + j − 1 and
t + j , conditional on the information set available in year t,
▶ j = 0: GDP growth real-time assessment
▶ j = 1: 1-year ahead GDP growth forecast
▶ j = 2: 1- to 2-year ahead GDP growth forecast

▶ Growth numbers from OECD economic outlook and the IMF World
Economic Outlook databases.
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Forecasts and realisations: some summary statistics

▶ distributions of GDP growth, real-time and final estimates very close.

▶ GDP growth forecasts more optimistic and less dispersed than real-time and final
estimates

▶ Correlations btw forecasts and realisations rather low, especially at longer
horizons
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The empirical results

▶ Higher growth forecasts reduce the persistence of entry:
▶ a one pp cut in entry reduces entry after 2 years by 0.7 pp with flat

growth forecasts, but no impact if growth forecast about 2%.

▶ Higher growth forecasts turn the correlation between exit and
subsequent entry from negative to positive
▶ Turning point for growth forecasts: 1.4-1.65%
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The empirical results

▶ In the short-run,
▶ With low growth forecasts, entry falls significantly following higher

exit and lower entry. But with high growth forecasts, entry is flat.
▶ After two years,

▶ Weak growth forecasts are followed by significantly lower entry, while
strong growth forecasts associated with significantly higher entry

▶ Eventually, after four years,
▶ difference in cumulative entry between the high and low growth

scenarios amounts to about 1 to 1.5 pp
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Some robustness checks
▶ Do growth forecasts capture the outlook or current conditions?

▶ Current conditions do affect entry persistence, but have no impact
on the sensitivity of entry to past exit
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Some robustness checks
▶ What is the role of insolvency frameworks in the dynamics of firm

entry?

▶ Better insolvency procedures reduce entry persistence, and increase the
sensitivity of entry to past exit.

▶ But the effect is relatively weak, particularly relative to that of growth forecasts
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Some robustness checks
▶ What is the impact of firms’ ability or difficulty to raise funding on

the dynamics of entry?

▶ Tight credit standards increase entry persistence

▶ Plentiful credit and/or strong credit growth raise the sensitivity of entry to past
exit
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Some robustness checks
▶ Is not the dynamics of entry essentially about the presence of

barriers to entry?

▶ Barriers to entry have a significant impact on the dynamics of firm entry: entry
more persistent and somewhat less sensitive to past exits

▶ But impact of growth expectations is broadly robust
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Decomposing GDP growth forecasts
▶ Which GDP component matters for the dynamics of entry?

▶ Investment (public and private) is the main driver for the impact of growth
expectations on the dynamics of firm entry
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A difference-in-difference exercise

▶ In response to a combined one pp drop in past entry and a one pp
increase in past exit,
▶ entry increases by an additional 0.6 pp after 4 years after a one sd

increase in the contribution of public investment to expected GDP
growth.

▶ By contrast, changes in public consumption contribution to expected
GDP growth makes little to no difference
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Conclusions

▶ Empirical exercise to understand what drives the dynamics of firm
entry

▶ Main take-away: aggregate economic outlook plays a crucial role in
the sectoral dynamics of firm entry
▶ Higher growth expectations reduce entry persistence and raise firm

entry in response to past exits

▶ Main conclusions hold against a variety of alternative possibilities
▶ current vs: expected economic conditions
▶ structural vs. cyclical factors

▶ Special role for fiscal policy in fostering business dynamism through
expectations of public investment
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Better growth forecasts come with reduced uncertainty

Better growth forecasts come with reduced uncertainty. Each panel plots the

average and standard deviation of individual forecasts for GDP growth the US,

Germany, France, the United Kingdom, Italy, Spain and Japan, for the period

2008-2019, as reported in the Consensus Forecast publication. back
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