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Innovation — or the systematic experimentation with new ideas — will be essential
for countries in Eastern Europe and the South Caucasus (EESC) in creating new points
of competitive advantage and consolidating and strengthening existing ones to form
the foundation and growth engines needed to reach the ambitious Sustainable
Development Goals. With their high education levels, histories of research excellence,
and strong political and societal commitment to innovation, the EESC countries carry
substantial potential for innovation-driven growth. Realizing this potential requires
sound, flexible and evidence-based policy interventions that, put simply, enable and
promote broad experimentation across the economy and society. EESC countries have
put such interventions high on their policy agendas, engaging in a broad range of
support mechanisms, such as incubators, technology parks, public research and fiscal
incentives — but our research shows substantial room for reform to target innovation in
a concerted fashion. As the COVID-19 pandemic demonstrates the need for resilience
and further constrains fiscal space, and as social spending and public debt grow,
the imperative to maximize the positive impact of public support is clearer now than ever.

This first iteration of the UNECE Sub-regional Innovation Policy Outlook (IPO) supports the
EESC countries through a comparative assessment of the quality and scope of innovation
policies, institutions and processes and offers actionable policy recommendations at
the national and sub-regional levels. EESC policymakers can draw on the IPO to identify
strengths and weaknesses in policies and institutions, to enlarge the evidence base for
policy dialogue and learning among EESC countries, and to set priorities and design
effective interventions.

The IPO represents one step on the path of improving the EESC countries’ innovation
policies, institutions and processes in line with good policy practices and principles,
as elaborated through UNECE work on innovation and competitiveness. | look forward
to continuing to strengthen UNECE's cooperation in support of EESC governments’
policy priorities.

Olga Algayerova

Executive Secretary
UNECE
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The Sub-regional Innovation Policy Outlook (IPO) of the United Nations Economic
Commission for Europe (UNECE) was developed on the basis of a mandate from the UNECE
Committee on Innovation, Competitiveness and Public-Private Partnerships. It aims to offer
policymakers in Eastern Europe and the South Caucasus (EESC) a framework for identifying
strengths and weaknesses in their national innovation systems and setting up effective
innovation policies and support mechanisms, as well as the institutions and processes to
design and run them efficiently. The IPO also provides guidance to international donors
and private investors on opportunities to support and invest in innovation for sustainable
development in the EESC sub-region.

Importantly, the IPO complements international composite indices and other
benchmarking frameworks, such as the Global Innovation Index (Gll, World Intellectual
Property Organization) and the Global Competitiveness Index (GCl, World Economic
Forum), in two ways:

1. By assessing the role of policies, support mechanisms and institutions in translating
innovation inputs, such as infrastructure and educational attainment, to outputs, such
as private sector innovation and intellectual property registrations. As innovation
policy often involves targeted public support for specific projects, which can be
expensive and involve substantial, unintended trade-offs, assessing these elements
is important to ensure that scarce public resources are put to optimal use, that
policies systematically contribute to innovation for sustainable development and that
institutions, processes and incentives are able to put them into practice.

2. By applying an assessment framework adapted to the economic, political, structural,
historical and institutional factors that strongly influence innovation-led development
in a specific sub-region. Common factors that set EESC countries apart from other
countries at comparable output levels include a legacy of economic planning, an
atrophying yet tangible tradition of applied and frontier research, and high levels
of educational attainment overall and in science, technology and engineering in
particular, as well as the potential for further economic integration among the EESC
countries and with the Eastern and Central Europe region.



The underlying research involved a comprehensive assessment process, including
government self-assessments, independent and parallel expert analysis, and broad
consultations. The findings were discussed, further developed and reconciled through
national and sub-regional meetings involving hundreds of innovation stakeholders.

The IPO has three pillars. Pillar I, innovation policy governance, assesses the overarching
strategic, institutional and legal frameworks supporting innovation policy, as well as
coordination and collaboration linkages among government agencies in charge of
innovation. Pillar II, innovation policy tools, looks at the range and quality of support
mechanisms in place. Pillar lll, innovation policy processes, examines the scope, nature and
effectiveness of rules, processes and mechanisms and, in particular, the role of evidence
and data throughout the policy cycle.

By engaging the EESC countries in an intensive process with high-level buy-in and strong
national ownership, the IPO has already created momentum. Scoring and evaluating
countries across a range of indicators forms the basis for sustained peer learning. | strongly
hope that this dynamic will continue and intensify, as innovation is essential for the EESC
countries to progress towards the Sustainable Development Goals. UNECE's Economic and
Trade Division stands ready to support the implementation of the IPO’s recommendations
with the support of donors and the aim of building back better after COVID-19.

52“9/"%{» %

Elisabeth Tuerk

Director, Economic Cooperation and Trade
UNECE

Foreword
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Context for and objectives of the
Sub-regional Innovation Policy Outlook

Countriesinthe Eastern Europe andthe South Caucasus (EESC) sub-region have considerable
potential for sustainable growth and development. The post-independence transition
process has been rocky: after half a century of central planning, it took decades to regain
the output levels of 1990 and to set up the fundamental elements of a functioning market
economy. With many of these elements now in place, as well as high levels of educational
attainment, a relatively diversified production structure in some countries, a tradition of
public research, a strong commitment to innovation and a range of opportunities for trade
and investment, these countries should hold substantial potential for sustainable growth.

Yet, this potential will not happen automatically with the current trends: several growth drivers
are reaching the point of diminishing returns and look increasingly unlikely to underpin
progress towards the Sustainable Development Goals (SDGs) in the medium term. The boom
many countries saw in the first decade of the century was driven mainly by market- and
resource-seeking investment and credit- and remittance-fuelled consumer spending. Most
countries have seen total factor productivity slow or even decline, in part due to negative
reallocation of factors of production from more to less capital-intensive activities, such as
from manufacturing to domestic services. Manufacturing has declined substantially in terms
of output, employment and diversification, and most countries rely on low value added
commodity exports and remittances for foreign revenue. The COVID-19 pandemic is the latest,
and potentially the most severe, of a long series of external shocks that have hit the region.

Against this background, making the most of each country’s potential requires systematic and
continuous experimentation with new ideas that could make more out of human and natural
resources — in other words, innovation. Such experimentation is under way, with the rise of
export-oriented services in information and communication technology (ICT) and business-
process outsourcing being a prominent example. But to enable sustainable development,
including progressing towards an increasingly circular economy and building resilience to
events such as the COVID-19 pandemic, experimentation with ideas and technologies must
become systematic across the economy and society. This requires entrepreneurship, or
specifically a small sub-group of innovative, potentially high-growth entrepreneurs, investors
and researchers who systematically look for opportunities and try out solutions — supported
by a good business climate, a solid research system, competitive markets and targeted,
effective support policies that defray risks and help overcome market failures.

Enabling, promoting and sustaining such a dynamic is the central challenge of innovation
policy in the EESC sub-region, especially in the context of uncertainty about globalization,
rapid technological change and the increasingly untenable nature of the development
trajectory that produced the success stories of East Asia. Innovation is equally central to



public policy playing an effective role in enabling and promoting this dynamic: the nature
and complexity of the challenge, especially in the broader context of reduced fiscal space
and the imperative to increase the impact of scarce public resources, requires effective,
flexible institutions and processes for designing, coordinating, driving and evaluating
policies and instruments.

The Sub-regional Innovation Policy Outlook (IPO) of the United Nations Economic
Commission for Europe (UNECE) guides EESC countries in responding to this challenge
through a concerted, systematic and comprehensive assessment and comparison of
innovation-related policies, institutions and processes across countries and across a
set of good practices and with a clear sustainable-development perspective. The IPO
complements international composite indices, such as the World Intellectual Property
Organization’s Global Innovation Index and the World Economic Forum’s Global
Competitiveness Index, by looking more closely at the role that policies and institutions
play in enabling and promoting innovation and by focusing on a group of countries
with shared economic, structural, legacy and institutional features, challenges and
opportunities. The results can inform policy dialogue, reform processes, joint initiatives,
donor-funded programming and investment.

Structure of the Sub-regional
Innovation Policy Outlook

The IPO has three pillars. The first, innovation policy governance, assesses the overarching
strategic, institutional and legal framework for innovation policy, as well as the nature,
capacity, incentive structure, quality and effectiveness of the corresponding agencies,
coordination bodies and processes. The second pillar, innovation policy tools, covers the
nature, scale, scope, quality, impact and implementation status of key policy areas related
to innovation. The third pillar, innovation policy processes, examines the scope, nature
and effectiveness of rules, procedures and mechanisms, as well as the role of evidence
and data during policy design, implementation and post-implementation, using a specific
project or programme under way or completed in each country. Drawing on this analysis,
this third pillar derives broader policy lessons for innovation policymaking that are based
on general good regulatory practices.

Main findings and recommendations of the
Sub-regional Innovation Policy Outlook

Although many of the fundamental elements for innovation-driven sustainable
development are in place, progress is limited. EESC countries perform well compared with
their income-group peers on important innovation input indicators such as educational
attainment, political commitment and a waning but still critical mass of public research
institutions. Yet these factors do not systematically lead to corresponding innovation
outputs, such as diversification towards knowledge-intensive, tradeable products and
services and, ultimately, sustainable economic growth.

Executive Summary
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As this report illustrates, this problem stems in part from an overly narrow view of
innovation, especially from a public policy perspective, as restricted to scientific research
and high-technology start-ups rather than as a vehicle for sustainable development
overall. Another factor is the limited amount of vibrant linkages and systematic interaction
among the actors in the broader national innovation system, including collaboration
between science and industry, and the nascent stage of development of some of the
most important elements, such as markets for risk capital. Insufficient mechanisms for
protecting investors, the strong role of less efficient State-owned enterprises lacking
market competition in several sectors and concerns about corruption and rule of law
constrain domestic and foreign investment and entrepreneurship to the least innovative
and risky activities. Laws and regulations contain both significant gaps and a legacy of
rules that protect entrenched interests and constrain experimentation.

The complexity of innovation systems and the scope of the challenge, especially in
the broader context of the SDGs, require a significantly higher degree of coordination
and alignment than is currently taking place. At the policy level, long-term innovation
strategies do not systematically align with SDG priorities and those of central, related
policy areas such as industrial development, promotion of small and medium enterprises
(SMEs) and public research. At the level of design and implementation, few systematic
mechanisms exist for interministerial coordination and multi-stakeholder consultations
to explore needs and complementarities, align and consolidate efforts, and monitor and
evaluate impact.

Recognizing the importance of innovation, EESC countries engage in a range of targeted
support measures to support experimentation in the private sector — albeit with limited
impact. Countries offer a wide array of business development services, infrastructure
such as technology parks and incubators, and concessional finance schemes. Several
factors constrain their effectiveness. There is a strong emphasis on technology start-ups
and less attention to gradual, adaptive innovation in the economy overall — where most
of the potential lies. A clear life-cycle perspective is missing, with many gaps in support
at different stages. Countries would benefit from a concerted approach to cater to the
needs of the small sub-group of innovative, potentially high-growth entrepreneurs that
could consolidate and complement existing measures. Finally, funding and institutional
capacities are at times not sufficient to put ambitious plans into practice.

As innovation is, by definition, uncertain, its very nature conflicts with the traditional,
planning-oriented approach to policy and public support — making a solid, transparent
yet flexible approach to the different steps in the innovation policy cycle essential in all
EESC countries. Solid policy foresight exercises, broad stakeholder consultations, in-depth
analysis of and clarity about market failures and the rationale for intervention, clear and
detailed performance indicators, and continuous monitoring of impacts and regular
reviews that inform reforms and further interventions — all are essential to maximize the
positive effect of interventions.



Some of the central areas for reform and related recommendations include the following,
listed by IPO pillar:

Pillar I: Innovation policy governance

* Legal and institutional frameworks are not sufficiently robust to support
innovation policy effectively. Improve the enforcement of laws and regulations.
Simplify and adapt rules where possible, aiming to enable rather than constrain
innovation. Fill regulatory gaps and remove constraints on risk capital investment,
insolvency, start-ups and spin-offs. Harmonize national legal frameworks with

international standards and best practices.

e Coordination across policy areas relevant to innovation is insufficient. Integrate
different elements of innovation policy into a coherent strategic document covering,
in particular, research, technology and private sector development. Align the strategy
carefully with overarching strategies for socioeconomic and sustainable development.
Set up and empower mechanisms for supervision and coordination, at both the
ministerial and the working levels.

* Funding of strategic initiatives in innovation is low. Move from suboptimal
financing mechanisms to new arrangements for allocating funding. In parallel,
improve the quality of governance and the accountability and transparency of
public institutions. Explore alternative funding by taking advantage of private and

international sources.

Pillar Il: Innovation policy tools

® Broad, systematic and effective policy support for knowledge absorption is still
underdeveloped. Design, monitor and evaluate business support mechanisms and
infrastructure to align services more clearly with existing and potential needs and
opportunities. Promote good public and private sector organizational and managerial
practices. Introduce co-financing mechanisms for technical and business services.
Review the complex systems of fiscal incentives and exemptions to ensure measures
clearly target and catalyse experimentation with new ideas, rather than activities that
are established or would take place without support.

e The lack of systematic support throughout the different phases of firm
development, compounded by low access to finance for innovation, limits
efforts to promote innovation. Engage in regular consultations to scout needs and
opportunities to inform policy design. Develop a framework for regular monitoring and
evaluation of support schemes for the different stages in the firm life cycle, as well as
post-evaluation of beneficiary projects. Enable and catalyse risk finance, such as venture
capital, to address the gap between seed funding and early-stage development of
innovative start-ups and to systematically finance innovation across the economy.

¢ Relationships and linkages among actors in the innovation system are limited,
especially among science, academia, and the private sector. Extend the policy
mix of innovation voucher schemes and cooperative research and development (R&D)
grants to target more clearly pilot initiatives to align applied research with private
sector needs and to explore the commercial potential of research results across the

Executive Summary
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sub-region. Develop a comprehensive framework for monitoring and evaluating the
innovation support infrastructure, assess market needs and integrate business and
technical services in the portfolio of relevant structures. Expand the incentives for
mobility between academia and industry.

Policy tools do not sufficiently support the systematic diffusion of knowledge
through industrial technology assistance and brokerage schemes for technology
upgrading, and the potential of public procurement policy is not fully explored.
Stimulate innovative development through demand-based policies and contribute
to the diffusion of innovation for broad public use by enhancing public procurement.
Extend policy support for industrial technology assistance to stimulate technological
advancement of production processes. Develop further the digital infrastructure to
enhance connectivity in the sub-region.

The prevalent mismatch between education and research system outputs
and the needs of innovative entrepreneurs obstructs further enhancement of
research and education across the sub-region. Stimulate R&D activity in the public
sector by increasing the levels of R&D funding and ensure its efficient use. Conduct
a comprehensive impact assessment of research initiatives and grant programmes
to identify potential inefficiencies and drivers of innovative development. Consider
expanding schemes for commercializing research. Build a science, technology,
engineering and mathematics (STEM) community by engaging educators and
individuals within and outside formal educational settings to popularize STEM
education and make technical careers more accessible.

Pillar Ill: Innovation policy processes

The underlying analysis that should inform effective innovation policy design
is limited and not sufficiently based on evidence. Integrate innovation foresight
practices into the policymaking processes of relevant ministries to capture future
trends in and perspectives on research activities for incorporation in the long-term
strategic direction of innovation development. Review the legal frameworks for
preparing policy to ensure that they are clear, flexible, appropriate for the purpose
and consistently used. Build on regulatory impact analysis efforts to enhance the
quality of policy preparation and its evidence base, ensuring that efforts add value,
not administrative burden, and become sustainable.

Multi-stakeholder scrutiny of government work and participation in innovation
policy design is not systematically ensured. Develop or enhance approaches
to public-private consultations by relevant line ministries on policy design and
implementation, as part of the regular policy cycle and decision-making processes.
Strengtheninterministerial consultation processes, ensuring that all relevant government
bodies take part in the policy design process and have enough time to comment.

Policy evaluation and impact assessments are of poor quality or not
implemented at all. Establish a culture of evaluating policies and promote the quality
of policies, for instance through guidelines, capacity-building and ex-post review and
control mechanisms. Adopt a more systemic linkage of monitoring and evaluation
practices with policy design, including in government bodies responsible for science,
technology and innovation policy.
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Context and objectives

At its 12th session, on 26-28 May 2018, the UNECE Committee on Innovation,
Competitivenessand Public-Private Partnerships decided to pilota Sub-regional Innovation
Policy Outlook (IPO) to assess and benchmark the scope and quality of innovation policies,
institutions and processes across six countries in Eastern Europe and the South Caucasus
(EESC): Armenia, Azerbaijan, Belarus, Georgia, the Republic of Moldova and Ukraine.

The IPO complements existing international composite indices, such as the Global
Innovation Index (Gll) and the Global Competitiveness Index (GCl), in two ways:

1. By capturing core mechanisms that translate innovation inputs, such as infrastructure
and institutional quality, to outputs, such as private sector innovation and intellectual
property registrations. As innovation policy often involves targeted public support for
specific projects, which can be expensive and involve substantial, unintended trade-
offs, these issues are of utmost importance to ensure that scarce public resources are
put to optimal use, that policies systematically contribute to innovation for sustainable
development and that institutions, processes and incentives are able and sufficient
to put them into practice.

2. By applying an assessment framework adapted to the economic, political, structural,
historical and institutional factors that strongly influence innovation-led development
in a specific sub-region. Common factors that set EESC countries apart from other
countries at comparable output levels include a legacy of economic planning, an
atrophying yet tangible tradition of applied and frontier research, and high levels
of educational attainment overall and in science, technology and engineering in
particular, as well as the potential for further economic integration among the EESC
countries and with the Eastern and Central Europe region.

Specifically, the IPO has five main objectives:

e |dentify policy and institutional strengths and weaknesses.

e Enlarge and continuously update in subsequent editions the evidence base for policy
dialogue and learning among the EESC countries.

e |dentify, monitor and evaluate potential market failures and needs to set priorities and
design effective interventions.

e Provide guidance for mobilizing donor funding and private investment to support
reform efforts in line with the recommendations.

e Ultimately improve innovation policies, institutions and processes in line with good
policy practices and principles elaborated through UNECE's work on innovation
and competitiveness, thereby enhancing productivity and competitiveness in the
EESC countries.



Methodology and structure

The IPO has three pillars:

l.  Innovation Policy Governance
Il.  Innovation Policy Tools

Ill. Innovation Policy Processes

Each pillar has several sub-pillars, which together contain 40 performance indicators.?
The indicators assess central issues of governance, tools and processes, and enable
comparisons across pillars and countries.

Pillar I, innovation policy governance, assesses the overarching strategic, institutional and
legal framework for innovation policy, as well as the competences and nature, quality
and effectiveness of coordination bodies and processes among the government bodies
involved in innovation and related policy areas.

Pillar Il,innovation policy tools, takes stock of policy tools or interventions in place to enable
and support innovation. The analysis covers their nature, scale, scope, quality, impact and
implementation status across central policy areas related to innovation.

Pillar Ill, innovation policy processes, examines the scope, nature and effectiveness of
rules, procedures, mechanisms and, in particular, the role of evidence and data during
policy design, implementation and post-implementation. Rather than analysing all policy
processes, the analysis looks into a specific innovation policy — agreed on with partner
governments — and draws broader lessons.

The leading data source for the analysis is a detailed questionnaire, with multiple,
concrete questions for each indicator. In each country, these questionnaires were filled
out by relevant government institutions and in parallel by local, independent experts,
who collected information from non-governmental stakeholders. A comprehensive
consolidation process ensured that these dual assessments were aggregated and aligned.

To quantify the indicators in pillars | and I, the IPO applies a straightforward scoring
methodology that benchmarks strengths and areas for improvement. Each indicator of
pillar I'is assessed using a score from 1 to 3, depending on the degree of development of a
policy initiative and its alignment with international good practice. Following a similar logic,
each indicator of pillar Il'is evaluated using a score of four levels depending on the maturity
stage of each measure. For pillar Ill, innovation policy processes, no quantitative score is
given, as the pillar examines only one policy measure as a purely qualitative case study.

Research and consolidation process

The pilot IPO project had six phases:

Phasel(October2018-March 2019) consisted of developing the conceptand methodology
in detail and putting together a comprehensive questionnaire, as well as engaging
countries, securing political buy-in and identifying national focal points, stakeholders and
local consultants.

Methodology and process
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IE1 ]G Local buy-in and ownership of the project

High-level patronage Focal point institution(s)

e Chairman of the Science

Committee ® Ministry of Transport,

Armenia e Deputy Minister of Transport, Communications and
Communications and High Technologies
High Technologies

e Deputy Minister of

Azerbaijan High-Tech Industry e Ministry of High-Tech Industry
e Chairman of the State e Belarusian Institute of System
Belarus Committee on Science Analysis and Information
and Technology Support of S&T Sphere
e Deputy Minister of Economy o )
. ) ® Georgia’s Innovation
Georgia and Sustainable Development and Technoloay Agenc
of Georgia 9y Agency
e General Secretary of e Ministry of Education,
Moldova, the Government Culture and Research
Republic of e Minister of Education, e National Institute for
Culture and Research Economic Research
e National Academy
Ukraine . Deput){ Minister Qf of'Slciences .
Education and Science e Ministry of Education

and Science

Source: UNECE.

Phase Il (March-May 2019) entailed testing the research process and questionnaire in
Georgia, which informed further refinements.

Phase Ill (May-September 2019) rolled out the assessment process in the other five
countries. This work included country missions, stakeholder roundtables, training on
the methodology and questionnaire that engaged the independent local experts, and
supplementary desk research and fact-finding, as well as assessment by both government
bodies and local experts.

Phase IV (October 2019-March 2020) focused on consultations with innovation
stakeholders to discuss the initial findings, clarify divergences and fill information gaps.
This work entailed a second round of stakeholder roundtables in each country as well as a
final sub-regional meeting to validate findings for publication in March 2020.

Phase V (April-October 2020) entailed putting together the draft chapters, submitting
them for country and expert review, and then finalizing, editing and designing the
publication.

Phase VI (November 2020-December 2020) saw the publishing and launching of
the publication sub-regionally and in each country, and the production of a
pocket-book version.



Partners

The IPO project engaged a broad circle of stakeholders throughout the process. Involving
governments through national focal points in each phase secured buy-in and ownership
in all EESC countries. A clear process, with stakeholder roundtables and missions, coupled
with frequent and structured interaction, was central to the success of the project. A larger
group of public officials, experts and civil society organizations contributed to the research
process, especially through the roundtables and review of draft chapters.

Several international organizations supported the process and reviewed the publication,
including the Organization for Economic Cooperation and Development (OECD)
(lead reviewer), the United Nations Resident Coordinator Offices, the United Nations
Industrial Development Organization (UNIDO), the United Nations Development
Programme (UNDP), UN Women, the World Bank, the European Union Joint Research
Centre (JRC) and the European Bank for Reconstruction and Development (EBRD).

Notes

1

2

ECE/CECI/2018/2 decision 4.8.9, p. 6.

This three-tier structure (pillar, sub-pillar, indicator) was inspired by the OECD SME Policy Index, as were the dual assessment
process and scoring methodology.

Methodology and process
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Introduction

Independence brought a rocky transition to a market economy

To understand the importance of innovation for sustainable development in Eastern
Europe and the South Caucasus (EESC), a cursory review of the past three decades is
highly informative. Institutions change slowly. This factor was radically underestimated as
overly swift and in part misguided liberalization efforts in these countries created a range
of structural constraints. If not systematically addressed, these constraints will stymie the
next stage of development in the region — especially if innovation, or experimentation
with new ideas that create value and jobs for all, is to take centre stage.

After the fall of the Soviet Union, a raft of newly sovereign states passed through a rocky
transition from a socialist, centrally planned system to a market-oriented one while
creating national identities and constitutions, in some cases from scratch. The process
brought dramatic developments, politically, economically and socially. Indeed, there had
not been a similar transition in modern history to show the way. The sub-region witnessed
the rapid break-up of the long-established economic integration of the region and of its
institutional and technological links. This break-up was coupled with a lack of political
will and a lack of clear political consensus about what a market economy was, how to
transition to it, what the role of Government should be, if and how the public assets that
made up the majority of economic assets should be privatized, and how strong and far-
reaching the central planning legacy — in many cases bypassing price signals completely —
would be. Ethnic and regional conflict, social unrest, political instability and the challenge
of nation-building overall compounded these problems in most EESC countries.

The result — in the first half of the 1990s — was one of the most severe depressions in
modern history, as entire sectors of the economy, unable to compete effectively,
disintegrated and few new ones emerged. Output declined by as much as 80.2 per centin
Georgia (cumulative, 1989-2004), against the average decline of 31.4 per cent across the
sub-region (UNECE, 2005). Although Soviet-era data on outputs are not entirely reliable
and comparable with later macro-level indicators, the depression was — by any indication
- substantial and protracted. Even as the EESC countries gradually found their bearings,
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it still took more than two decades to regain the gross domestic product (GDP) levels
of 1990. Despite substantial subsequent progress in the transition to a market economy,
a number of challenges remain in ensuring sustainable, inclusive development.

The EESC countries, with the partial exception of Belarus, which took a notably more gradual
approach to reform, were significantly slower to recover than the new EU member states —
despite, as Gevorkyan (2018) argues, benefiting from a critical mass of industrialization and
economic diversification with roots in the heavy investment into industry of the 1950s.
This recovery stands in stark contrast to that of post-war Europe, whose rapid recovery
stemmed, in large part, from broad political consensus on the importance of recovery and
need for planning, as well as strong public investment driven initially by the Marshall Plan
- all elements that post-Communist countries did not have.

Only in the first decade of the 21st century did GDP in the sub-region start to recover
in earnest, as countries benefited from “low-hanging fruit” - long-neglected, potentially
profitable parts of the economy that became attractive after a series of macro reforms
removed the most serious impediments to investment. Foreign and domestic
investors seized attractive opportunities in banking, trade, infrastructure development
and construction.

Much of that momentum has stagnated in the past decade, as concerns grew over the
long-term consequences of rising joblessness (Richter and Witkowski, 2014), giving rise
to the question of potential future sources of growth and sustainable development.
The same is true for productivity trends. The growing gap with Central Europe and
the Baltics demonstrates that the EESC sub-region must complement its attention to
fundamental macro- and micro-level reforms with concerted attention to enabling and
promoting experimentation with new ideas and scale up what works - in other words,
innovation. Despite institutional and structural progress in the last couple of years,
challenges for the future are manifold. Overcoming them will depend on the ability to
exploit opportunities emerging from creative ideas, innovations and technology, and
to design flexible policies, rules and institutions to enable and promote experimentation.

This consideration is at the heart of the first IPO for the EESC sub-region, which aims to
compare, evaluate and guide reform efforts to upgrade innovation policies, institutions
and processes. It falls squarely within the role of UNECE in supporting countries with
economies in transition, in the context of both Agenda 2030 and the Sustainable
Development Goals (SDGs), in a range of policy areas that include economic development
and cooperation, trade and innovation.

Economic trends and dynamics

At the core: consistent difficulty enabling and promoting
innovation to improve productivity

Current trends point to a dynamic in which most growth has come from relatively
straightforward means: reallocation of resources — labour, capital, skills, technology —
from a planned economy to more efficient uses driven by market prices; market-seeking
investment into the economic activities that make economies work, such as finance,



construction, telecommunication and mining; and consumption, driven largely by
household debt and remittances - the latter making up over 10 per cent of GDP in many
EESC countries, but fluctuating strongly (figure I.1). This path has not, however, been easy
— several problems remain, and inequality has risen.

This can be observed clearly by looking at how productivity changes contributed to
growth over the past decades. Insufficient gains, and in many cases losses, remain evident
across the sub-region — in industry, agriculture and services. As figure 1.2 shows, five of
the six EESC countries lagged behind Central Europe and the Baltics on industrial labour
productivity in the period 2000-2019. Only Azerbaijan performed better, but this stems
largely from its reliance on large investment into capital-intensive, employment-poor
extractive industries such as oil. The same applies to the services sector, where the lag in
productivity is even larger (figure 1.3).

This suggests that, following a sharp slump with massive destruction and write-downs,
productivity has largely been driven by three forces: the accumulation of capital
(physical capital, such as machinery, and to a lesser extent human capital, such as useful
and relevant skills in the labour force — including the ones needed to use the physical
capital well); investment and reallocation into the manifold immediate opportunities of
transition; and exports of commodities and natural resources based on the productive
capacities that largely had been built up before independence. Clearly, this dynamic
is hitting the point of diminishing returns: once the EESC countries had erected new
buildings, set up a banking system and put in place necessary hard infrastructure, they
needed to turn their attention to efficiency, diversification and better use of technology.

Figure I.1 - Remittances received, 1997-2019 (Per cent of GDP)
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Source: UNECE, based on data from the World Bank (2020a).
*Missing values for Georgia (1995—1996) and Ukraine (1995).
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These become especially urgent as wages have risen and opportunities for labour-intensive
manufacturing have receded as part of a worldwide trend towards deindustrialization
and the ascent of the service economy. The Conference Board calculations of total factor
productivity (TFP) echo this trend: the strong TFP growth in the first decade of the century
subsided and in some cases turned negative in the 2010s, indicating that economies grew
mostly by factor accumulation rather than by using those factors efficiently — a process in
which innovation is essential.

The lack of a clear development path based on endowments and opportunities makes
well-targeted, efficient State support through innovation and related policies important to
support the experimentation with ideas that is necessary to find out what works, especially
given that most EESC countries are small and dependent on a limited set of commodity
exports in export markets. A clear orientation towards sustainable development should
guide these efforts: long-term economic growth relies on good, sustainable use of human
and environmental resources.

Figure .2 - Value added per worker Figure 1.3 - Value added per worker
in industry (including in the services sector,
construction), 2000-2019 2000-2019
(Constant 2010 $1,000) (Constant 2010 $1,000)
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Source: UNECE, based on data from the World Bank (2020a).
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Deindustrialization contributes to negative sectoral reallocation:
many resources move from more to less productive activities

Part of the reason for these trends is deindustrialization, both worldwide and in the EESC
sub-region in particular, which in turn has released resources that have moved to less
productive activities. Four factors — low efficiency; the lack of competitiveness in terms
of quality and market prices; lingering uncertainty about asset valuation and ownership;
and the sudden disappearance of Soviet supply chains, fixed prices and quotas - triggered
a rapid contraction in manufacturing, as companies suddenly faced exposure to market
competition in the first decade of independence. To some extent, these effects still hamper
sustainable growth. As figure 1.4 shows, Ukraine lost two-thirds of its manufacturing share
in GDP since 1990, while Belarus — whose transition was deliberately gradual — lost about
half. Only since 2014 has this trend slowed or slightly reversed.

In 2019, the manufacturing sector of the EESC countries — with the exception of Belarus —
contributed 12 per cent or less to GDP, a significant decline compared with the early 1990s,
when in countries such as Ukraine and Belarus the sector contributed 45 per cent to GDP
(each in 1993) (see figure 1.4). In Azerbaijan the value added of the manufacturing sector
since 2010 amounts to a constant 5 per cent. At the firm level, Mitra (2008) points out that
productivity gains in manufacturing during the transition period were largely achieved
within the sector, rather than from sectoral reallocation. In other words, gains came from
companies becoming more productive, rather than from a systemic shift of resources,
labour and capital from less to more profitable activities (figure 1.3). These elements are
the main drivers of the productivity gains of individual companies, but less so for the EESC

countries as a whole.

Figure .4 - Value added of manufacturing as a share of GDP,
1990-2019
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This effect, termed negative intersectoral resource reallocation, has indeed been negative
on average: capital and labour have shifted from capital-intensive manufacturing to less
capital-intensive services and, to some extent, small-scale agriculture. Most of the labour
force is employed in activities whose output per worker is below the overall average
and far below that of manufacturing, ICT and utilities. We can measure this by noting
productivity gaps among sectors, which are far higher than in Central Europe and the EU
- a symptom of systemic constraints on a dynamic where resources flow to where they
can be best put to use.

Compared with Central Europe and the Baltics, productivity in the services sector
is significantly lower in all six EESC countries. Sectoral services-led growth in the EESC
countries is driven mainly by the financial sector, trade and public services rather than
by high value added, knowledge-intensive (technology-based) services, as in Western
European countries. In 2017, however, ICT services exports accounted for a larger share of
total services exports in Ukraine (19.5 per cent), the Republic of Moldova (13.9 per cent)
and Belarus (184 per cent) compared with Central Europe and the Baltics (11.3 per cent),
which indicates a comparative advantage (World Bank, 2020a).

The driver for this is, of course, innovation — broad, systematic experimentation with ideas
to find out what works and what does not, and how resources can be put to best use —
which will be central to build the underpinnings for long-term sustainable development.
Research shows that several factors can play an inordinate role in constraining innovation,
including rigid labour market regulations that constrain labour movement and risky
investment, the prevailing system of State ownership of productive assets that not only may
not operate efficiently but also crowd out competition, and insufficient or poorly enforced
investor protection and property rights. Equally important — as a range of externalities and
market failures, even in an efficient business climate, continue to constrain the societally
optimal level of innovation — will be targeted, cost-effective measures and a productive,
flexible role for government. This concern is at the core of the IPO.

Reallocation stems from limited innovation in upgrading,
expanding and diversifying activities

These trends coincided with an equally steep decline and subsequent stagnation in
the already modest levels of technology and applied research and development (R&D),
an area of strength in the Soviet economy. No EESC country plays a significant role in
the international markets for knowledge-intensive products and services. As chapter |l
explains, the overall technological competitiveness or performance in the region is weak:
The Global Innovation Index shows moderate and stagnating performance on knowledge
diffusion, an aggregate score covering intellectual property receipts, high-tech net exports,
ICT service exports and net outflows of foreign direct investment (FDI).

As this report will illustrate, this weakness stems in part from an overly narrow view
of innovation, especially from a public policy perspective, as restricted to research,
technology and high-tech start-ups rather than as a vehicle for sustainable development
overall. This perception misses most of the potential of innovation. Reflecting broad
consensus, Radosevic (2017) notes that most innovation potential in the sub-region lies
outside this narrow focus, in elements such as improving production capabilities, process
engineering, business models or the potential of platforms. Platforms create demand and



supply for new activities that previously were not possible, such as resource sharing —
essential in order to be able to consume more while using scarce resources sustainably, as
SDG 12 calls for. Indeed, most innovation stems from drawing on existing ideas, business
models and technologies that are only new to the context — the country, sector, region —
and adapted and modified as needed. In fact, among the fastest-growing small
and medium enterprises (SMEs), relatively few are research-focused or technology-
oriented. They include childcare providers using online platforms and applying brand
development and modern customer-relationship management techniques; and
construction companies experimenting with different building materials to lower heating
costs in countries where energy subsidies are phased out.

Despite several success stories, overall success does not happen systematically.
The reasons, of course, are manifold, some of them discussed in this report: regulatory
constraints, insufficient or no market competition in many sectors, modest but insufficient
levels of organizational and managerial capacities among SMEs, the continued large role
of State-owned enterprises (SOEs), strong and at times ineffective restrictions on FDI
and poorly developed systems and markets for financial intermediation — especially the
kind of equity mechanisms that are best able to finance the substantial risk that

innovation entails.

Overreliance on commodities and domestic services hampers
innovation for diversification and sustainable development

Dependence on a narrow set of commaodities and trading partners not only limits growth
prospects, but also amplifies vulnerability to economic and political shocks that will
further deter investment into experimentation. These shocks include political instability,
external crises, global sectoral trends and rapid price fluctuations, especially for natural
resources and agricultural commodities. But the problem goes far beyond the risk of
not sustaining solid export revenues. Such a production structure also limits abilities to
build the broad productive capacities that are essential for innovation and diversification:
expertise in harvesting grains or extracting oil is too specific to put to use in many other
sectors, as a significant body of work on productive capacities and the product space
shows (Hausmann and Klinger, 2007; Hidalgo et al,, 2007).

The 2020 edition of the SME Policy Index for Eastern Partnership Countries (OECD and
others, 2020) noted that EESC countries rely on a limited set of products and export
markets and exhibit a low degree of export sophistication, a measure of the uniqueness
and skill intensity of products exported. Compared with Central European countries,
the product diversification index for EESC countries is higher (the higher the index value,
the lower the degree of product diversification) — indicating a greater divergence from the
world pattern. In Belarus and Georgia, the index even increased since 2008 (UNCTADstat,
2020). The lack of diversification and sophistication in merchandise exports (figure 1.5
on the following page) is confirmed by data published in Harvard Growth Lab’s Atlas of
Economic Complexity database. The average sub-regional score on the 2018 Economic
Complexity Index was —0.12 (with higher values indicating greater complexity in the
products of the country’s export basket). The average rank in the sub-region was 69th,
out of 133 countries; Azerbaijan ranked lowest (124th) with a score of —1.37 and Belarus
highest (29th) with a score of 0.89 (CID, 2020).
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Figure 1.5 - Merchandise exports by type, 2018
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Source: UNECE, based on data from the World Bank (2020a).

The structure, trends and target markets of
EESC exports also reflect limited innovation -
albeit with several promising exceptions

Merchandise exports from the EESC sub-region grew swiftly in the first decades after the
fall of the Soviet Union but slumped and remained volatile following the global financial
crisis and the 2014 Russian crisis, struggling to regain previous levels, let alone the export-
to-GDP ratio of the EU and Central European countries. With overall export of goods and
services accounting for 70.2 per cent of GDP in 2018, the highest ratio since 1993, Belarus
is the only EESC country outperforming the average for Central Europe and the Baltics.
With the exception of Azerbaijan and the Republic of Moldova, all other EESC countries
see exports lingering below the level preceding the global financial crisis.

The composition of exports reflects the overall reliance on commodities with low
levels of sophistication, such as cereals, natural resources and low-tech manufactured
goods. High-technology exports account for less than 8 per cent of all manufactured
exports for all six EESC countries, except Armenia (9.9 per cent in 2019). For Belarus,
Georgia and the Republic of Moldova, the share is even lower (4 per cent and below).



Central Europe and the Baltics, which began the transition with similar characteristics to
the EESC countries, see high-technology exports of 13 per cent — so the gap and future
potential is significant and underscores the importance of innovation (figure 1.6).

Figure .6 - High-technology exports, 2009-2019
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Note: 1n 2013, the “Year of ICT" in Azerbaijan, the Government increased spending in the ICT sector with the establishment of the High-Tech Park, designed to foster the increased
production and export of ICT (EC, 2014).

*Missing values for Ukraine (2009—2010; 2019), Belarus and the Republic of Moldova (2019).

FDI inflows create limited potential for innovation and other
spillovers; exceptions point to substantial underused potential

Levels of FDI inflows are low, highly volatile and procyclical. After several peaks in the
first decade of the century — hitting 19 per cent of GDP in Georgia following radical
reforms in 2007, and a whopping 56 per cent in Azerbaijan as that country opened up
to investors in oil extraction in 2003-2004, when world oil prices were high — FDI has
stagnated (UNCTAD, 2020). Although Georgia attracted FDI worth 7.2 per cent of GDP in
2019, other countries are far behind, with the Republic of Moldova at 5 per cent, Belarus
at 2 per cent and Armenia at 1.9 per cent (World Bank, 2020a). The underlying stories vary
considerably: most FDI inflows are limited to a small set of source countries with which the
country already had strong trade ties, with the notable exception of Georgia, which has a
more diverse set (Gevorkyan, 2015). More than 60 per cent of Armenian FDI inflows were
driven by diaspora connections between 1994 and 2004 (UNCTAD, 2019). The strong role
of existing relationships and the relatively modest amount of market-seeking investment
indicate a lack of dynamic, systematic exploration of market and investment opportunities.
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Perhaps more important from an innovation perspective are the targets of FDI flows:
to develop productive capacities, EESC countries need economic activities that create
spillover effects, build skills and carry the potential for diversifying exports — broadly, these
tend to be efficiency-seeking FDI (box I.1). The EESC sub-region falls short in this regard:
with the notable exception of Azerbaijan which attracts resource-seeking investment in
its extractive sector, FDI flows mainly into market-seeking opportunities, such as finance,
construction, trade and to a lesser extent manufacturing for the domestic market, such
as building materials. Narula and Guimon (2009) note that Eastern European countries
are unlikely to attract significant investment into supply-driven R&D, manufacturing and
capital-intensive technology. There are notable exceptions: an initial investment by a
German automotive supplier into limited production in the Republic of Moldova, driven
mainly by diaspora contacts, low wages, proximity to the EU and attractive conditions in
dedicated economic zones, subsequently led to diversification and spin-offs into related
products. Perhaps most prominently, most EESC countries, led by Armenia and Belarus,
have seen the rapid rise of export-oriented ICT and business process outsourcing services
(box 1.2). Overall, however, these are the exceptions that prove the rule: FDI that gives rise
to competitive, new sectors remains rare and often driven by circumstances and chance
rather than by a broader dynamic of systematic experimentation with new ideas across
the economy. As the current returns of foreign investment inevitably diminish, FDI and
innovation policies must target, enable and promote the right kind of FDI and investment
overall. A wide range of frameworks exist for shaping investment policies and incentives
and developing bespoke investment promotion services, while monitoring impact
carefully and continuously. An example is the UNCTAD Investment Policy Framework for
Sustainable Development.

m Not all FDI is created equal

Different kinds of FDI can vary radically in their potential contribution to innovation, diversification and sustainable development.

The distinctions in the UNCTAD World Investment Report and in Dunning's framework are useful in this regard:

Natural resource-seeking investment is driven by the potential to find and exploit resources in the country, such as oil in Azerbaijan.
Such investment is capital intensive and can furnish substantial public revenue, but it creates few jobs and capacities that can be
used to innovate and diversify, and often leads to countries falling prey to overreliance on mining exports as other sectors fail to
compete and export revenue drives up the value of the local currency.

Market-seeking investment seeks to fill gaps in supply in response to local consumer demand. It makes up most FDI in the EESC
sub-region, filling sudden demand for construction, financial services, telecommunication and consumer goods. Although filling
these gaps is important, such investment is unlikely to contribute to export diversification and may depend on unstable, debt- and
remittance-fuelled consumer demand.

Strategic asset-seeking investment is driven by interest in assets, such as brands, skills, linkages and customer bases. This is rare in
transition economies.

Efficiency-seeking investment aims to gain efficiency by producing, often in tradeable sectors and with export orientation. This kind
of FDI has the largest potential to build capacities and skills, enable global value chain integration, generate positive spillover effects
and, in some cases, develop entirely new sectors.

Broadly, encouraging efficiency-seeking FDI is important, and it has been the main driver in the development path of fast-growing

countries over the past decades.?

Sources: Dunning (1980), UNCTAD (1998).
* Fruman, Cecile, Why does efficiency-seeking FDI matter?, World Bank Blogs, World Bank, 5 February 2016, https://blogs.worldbank.org/psd/why-does-efficiency-seeking-fdi-matter.



m ICT success stories in the EESC sub-region

Whereas the digital prowess of countries such as China is recognized, that of the EESC countries is, with few exceptions, overlooked.
As Gevorkyan?® (author of Transition Economies) notes in a new study, ICT and the Fourth Industrial Revolution may provide new
opportunities and a new development phase, as several initial successes show.

Armenia stands out. A high-tech and industrial centre of the Soviet Union, its ICT sector has grown at double-digit rates since
the mid-2000s with over 800 ICT companies in software and fintech (such as the Enterprise Incubator Foundation); PicsArt, an Armenian
photo-editing app, making the top five of the 2015 Forbes list of the year's hottest start-ups; and a range of global tech companies in
the country, including the Microsoft Innovation Centre since 2011.

The ICT sector in Belarus has also grown exponentially over the past decade, employing over 85,000 people directly and an additional
30,000 IT specialists in other sectors, and seeing exports of IT goods and services grow from 0.16 per cent (2005) to 3.25 per cent of
the total. Investment into services exports has been the main driver. In 2019, Gartner named Belarus among the nine most attractive
locations for outsourcing and shared services in Europe, the Middle East and Africa.

Several challenges remain if the EESC countries are to bridge the gap with other transition economies such as Estonia (often called
the world's most digital country and the birthplace of household names like Skype). The benefits remain relatively small and unevenly
distributed: constrained supply has driven up salaries for programmers to levels that undermine the initial wage advantage, and
the technology gap with the rest of the economy looms large. Financing and large customer bases are hard to come by, and many
companies with potential tend to remain small. Outdated regulations affect the smooth use of technology for cross-border transactions.

Source: EY (2017).
? Gevorkyan, Aleksandr V., and Norean R. Sharpe, How the digital economy is transforming Eastern Europe and the former Soviet Union, NextBillion.net, 20 September 2019, https://nextbillion.net/digital-economy-

transforming-eastern-europe.

Stagnating momentum in governance, institutional
and structural reform continues to restrain innovation
and undermine sustainable development

In countries sharing similar economic, political and social challenges, opportunities,
histories, and cultural and institutional characteristics whose legacy remains apparent, the
transition towards market-oriented economies is well under way but far from complete
and uneven, as the paths countries have taken often diverge. According to North (1990,
p. 3), institutions are “the humanly devised constraints that structure human interaction’,
including formal institutions (laws and regulations) and informal ones (conventions). The
new institutional economics perspective put special emphasis on creating and preserving
market-supporting institutions (such as property rights, commercial law and regulation
of licensing, credit and the setting up of business enterprises), which are regarded as
essential conditions for transition economies as well (Zeghni and Fabry, 2008).

The difficulty is apparent when looking at governance, institutions and structural reforms.
In particular, building new institutions and reforming existing ones to meet the needs
and dynamics of a market economy has been much more challenging than many
initially assumed: the majority of existing institutions had to be remodelled and new ones
established to fill gaps in areas such as macroprudential supervision and competition
policy and in ensuring the rule of law and adequate protection for commercial transactions
and investors. This took time: Bergléf and Bolton (2002) note that in the 1990s few countries
managed to push through broad macroeconomic reforms and build effective market
institutions. Many were wracked by conflict and political turmoil, and most either failed
to restructure and privatize public assets and SOEs or made serious mistakes in doing so.
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Institutional legacy and path dependency as barriers
to institutional reforms

Several authors point to weak and ill-fitting institutions in the EESC countries — often reflecting the Communist legacy of central

planning and control of the economy - as barriers to development (Bevan and Estrin, 2004; Tidrico, 2006). Reluctance, lack of consensus

and a range of entrenched interests make these barriers difficult to overcome in the sub-region. Globerman and Shapiro (2002) link

economic success to the willingness and ability of local governments in particular. The speed of change also matters: Kyriazis and

Zouboulakis (2005) point to the importance of the interaction between old and new values as an essential determinant.

Against this background, the notion of path dependency has come to the fore: “A path-dependent process is one possessing an

asymptotic distribution that evolves as a function of the process's own history” (David, 2007). Once a process (or outcome) settles in, it

becomes progressively locked to external actors (of a group, network or system), resulting in a suboptimal development path. Spatial

elements of path dependency explain the competitive advantages of different countries over time. An initial advantage of a country in

one technology area, for instance, may strengthen this position through an “accumulation of experience’, while other countries without
that advantage may be left behind.

14

Only in the 2000s did momentum pick up in earnest: EBRD transition indicators show
significant improvement among the EESC countries in the period 2000-2014, albeit
significantly behind those for Central Europe and the Baltics.

Over the past decade, however, this reform momentum has stagnated — indicative of a
range of lingering impediments to economic diversification and innovation. To take a few
examples: Low resilience adds layers of risk to all investment, especially into already risky,
innovative projects. This is especially the case in Azerbaijan because of its overwhelming
dependence on hydrocarbon exports, especially as prices dropped to record lows in the
wake of recent price wars and the drop in demand following pandemic-related restrictions
and income losses. Inadequate rule of law, insufficient investor protection and persistent
corruption — all prevalent to varying degrees across the EESC sub-region — deter investors
from risking substantial amounts of capital — one of the reasons why many have opted
for the ICT sector, where large capital commitments are often not necessary. The large
presence of SOEs inhibits productivity growth and incentives for private investment into
those sectors. The absence of market competition inhibits new entrants and competition-
induced pressure to increase productivity and diversify among incumbents.

Conclusion

To play an effective role in sustainable development, innovation
policies must address constraints systematically and target
support to encourage experimentation and risk-taking

The potential for innovation in the EESC countries is, in fact, very large - larger in some
respects than in other countries at similar levels of development. Start, for instance,
with education and research: Ukraine long boasted the highest levels of educational
attainment in the labour force, with several other EESC countries not far behind — and a
large portion of enrolment in scientific and technological fields of study. Despite gradual
budget cuts, all countries have maintained the Soviet legacy of cutting-edge research



and a network of both basic and applied research institutions — many generating, but
not systematically exploiting, findings that have commercial potential. With the stark
exception of Belarus, many EESC countries started out with diversified production
structures that they subsequently lost, though some of the productive capacities
remain. Given the long time since independence, this potential is atrophying as skills are
increasingly outdated or not used at all. Wage levels have risen but remain far below those
of the EU, which should be attractive for efficiency-seeking FDI. Perhaps most importantly,
all countries share strong societal and political commitment to innovation.

Looking ahead, opportunities abound. There is substantial potential in simply doing things
better — streamlining organizations, using technology better, automating and upgrading.
The past decades have opened up a range of opportunities for trade to meet demand in
the EU, the Commonwealth of Independent States and Turkey, or for efficiency-seeking
investment. Rapid technological advances, digitization, the platform economy and the
broader implications that some call the Fourth Industrial Revolution open up the world
for trade in services — often enabling entrepreneurs to circumvent some of the regulatory
constraints or innovation system deficiencies that hitherto hampered innovation in
the sub-region.

Overall, the volatility and stagnation of growth since 2009, exacerbated by a series of crises
including the ongoing economic effects of pandemic-containment measures, clearly
calls for action - especially regarding productivity-enhancing sectoral reallocation and
respective policies. Innovation- and technology-based national development and policies
play essential roles within this context, as they are the main drivers for a gradual move from
less to more productive activities: technological upgrading (of the remaining production
capacities), the generation of innovations and the support of knowledge-intensive
(high value added) services.

This, of course, is not easy. It is not only a matter of reforming policies, institutions and
processes — a notoriously difficult, long-term process that even star performers such as
Georgia have managed only partially. More fundamentally, it requires a rethinking of the
role of government altogether, as innovation is uncertain, risky and impossible to plan
and foresee with any certainty. The 2006 report of the World Summit on the Information
Society assembled leading experts from around the world but failed to mention mobile
internet, big data, cloud computing and the platform economy - all of which rose to
prominence just a few years later and now are essential to the world economy.

The fundamental question for innovation and related policies is then: how do we know what
to do, and what do we put in our long- and medium-term strategic plans? What do we
prioritize? And perhaps most importantly: How do we know what is working and what is
not, and how do we make sure we have the data, incentives, and processes to systematically
make sure we stop what is not working and scale up what does? In a sense, then, innovation
is as important to policy and institutional design and reform as it is to the economy overall.

This recognition, shared by all EESC countries, lies at the heart of this report and its focus on
how EESC countries design policies, institutions, processes and incentives rather than on
their innovation inputs and innovation performance. This is especially true in the context
of impending stagnation and rapid technological change, which remove some of the
traditional development models that drove countries such as the Republic of Korea from
post-war destitution to developed-country status in just a few decades (Amsden, 2001).
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" Gevorkyan, Aleksandr V., Roots of CEE economic success were planted in postwar industrialisation, financial Times (North
American edition), 14 June 2019.

16



Bibliography

Acemoglu, Daron, Philippe Aghion and Fabrizio Zilibotti (2006). Distance to frontier, selection and economic growth. Journal of
the European Economic Association, vol. 4, No. 1, pp. 37-74.

Amsden, Alice Hoffenberg (2001). Amsden, Alice Hoffenberg. The Rise of “the Rest”: Challenges to the West from Late-
Industrializing Economies. Oxford: Oxford University Press.

Beck, Thorsten, and Luc Laeven (2005). Institution building and growth in transition economies. Policy Research Working
Paper 3657. Washington, D.C.: World Bank.

Bergldf, Erik, and Patrick Bolton (2002). The Great Divide and beyond: Financial architecture in transition. Journal of Fconomic
Perspectives, vol. 16, No. 1, pp. 77—100.

Bevan, Alan, and Saul Estrin (2004). The determinants of foreign direct investment into European transition economies.
Journal of Comparative Economics, vol. 32, No. 4, pp. 775—787.

Cherif, Reda, and Fuad Hasanov (2019). The return of the policy that shall not be named: principles of industrial policy.
Working paper. Washington, D.C.: IMF.

(ID (Center for International Development) (2020). The Atlas of Economic Complexity (database). https://atlas.cid.harvard.edu/
rankings.

Cornell University, INSEAD and WIPO (2019). The Global Innovation Index 2019: Creating Healthy Lives — The Future of Medical
Innovation. Ithaca, Fontainebleau and Geneva.

David, Paul A. (2007). Path dependence: a foundational concept for historical social science. Cliometrica, vol. 1, No. 2,
pp.91-114.

Dunning, John H. (1980). Toward an eclectic theory of international production: Some empirical tests. Journal of International
Business Studies, vol. 11, No. 1, pp. 9-31.

EBRD (European Bank for Reconstruction and Development) (2014). Innovation in Transition. London.
EBRD (European Bank for Reconstruction and Development) (2018). Transition Report 2018—19— Work in Transition. London.

EBRD (European Bank for Reconstruction and Development) (2019). Transition Report 2019—20 — Better Governance,
Better Economies. London.

EC (European Commission) (2014). Fast Horizon EECA Cluster — ICT Environment, Innovation Policies and International
Cooperation Report. Brussels.

EY (Emst and Young) (2017). The IT Industry in Belarus: 2017 and Beyond. London.

German Agency for International Cooperation (GIZ) (2011). Current Situation of the Diaspora-Connected FDIs in Armenia.
Yerevan: GIZ Private Sector Development Program South (aucasus.

Gevorkyan, Alexsandr V. (2015). The legends of the Caucasus: Economic transformation of Armenia and Georgia.
International Business Review, vol. 24, No. 6, pp. 1006—1024.

Gevorkyan, AlexsandrV. (2018). Transition Fconomies: Transformation, Development, and Society in Eastern Europe and the Former
Soviet Union. Oxford: Routledge.

Globerman, Steven, and Daniel Shapiro (2002). Global foreign direct investment flows: The role of governance infrastructure.
World Development, vol. 30, No. 11, pp. 1899—1919.

Hausmann, Ricardo, and Bailey Klinger (2007). The structure of the product space and the evolution of comparative advantage.
(ID (Centre for International Development) Working Paper No. 146. Cambridge: Harvard University.

Havas, Attila, and others (2015). Comparative analysis of policy mixes of research and innovation policies in Central and Eastern
European countries. Working Paper No. 3.12. Brussels, London: GRINCOH (Growth-Innovation-Competitiveness Fostering
Cohesion in Central and Fastern Europe).

Hidalgo, Cesar, and others (2007). The product space and its consequences for economic growth. APS (American Physical
Society), A22-006.

Kyriazis, Nicholas Z., and Michel S. Zouboulakis (2005). Modelling institutional change in transition economies. Communist and
Post-Communist Studies, vol. 38, No. 1, pp. 109—120.

Chapter |

17


https://atlas.cid.harvard.edu/rankings
https://atlas.cid.harvard.edu/rankings

Sub-regional Innovation
Policy Outlook 2020:

18

Novak, Jurica, and others (2018). The Rise of Digital Challengers. How Digitization Can Become the Next Growth Engine for Central
and Fastern Eurape. New York: McKinsey.

Mitra, Pradeep K. (2008). Innovation, Inclusion and Integration. From Transition to Convergence in Eastern Europe and the Former
Soviet Union. Washington, D.C.: World Bank Group.

Narula, Rajneesh, and Jose Guiman (2009). The Contribution of Multinational Enterprises to the Upgrading of National Innovation
Systems inthe EU New Member States: Policy Implications. Paris: OECD (Organization for Economic Cooperation and Development).

OECD (Organization for Economic Cooperation and Development) and others (2020). Eastern Partner Countries 2020:
Assessing the Implementation of the Small Business Act for Furope. SME Policy Index. Brussels, Paris: European Union,
OECD Publishing.

Piatkowski, Marcin (2004). The impact of ICT on growth in transition economies. Working Paper Series, No. 59. Warsaw.

Radosevic, Slavo (1999). Transformation of science & technological systems into systems of innovation in Central and Eastern
Europe: the emerging patterns and determinants. Structural Change and Economic Dynamics, vol. 10, No. 3-4, pp. 277-320.

Radosevic, Slavo (2006): The knowledge-based economy in Central and East European countries — an overview of key
issues, in Knowledge-Based Economy in Central and Eastern Europe: Countries and Industries in a Process of Change. London:
Palgrave Macmillan.

Radosevic, Slavo (2017). Upgrading Technology in Central and Eastern European Economies — Existing Policies in Eastern Furope
Will Not Sufficiently Promote Technological Innovation. 1ZA World of Labour. Bonn: Institute of Labour Economics (IZA).

Richter, Kaspar, and Bartosz Witkowski (2014). Does growth generate jobs in Eastern Europe and Central Asia? Policy Research
Working Paper. Washington, D.C.: World Bank Group.

Romer, Paul (1990). Endogenous technological change. Journal of Political Economy, vol. 98, No. 5, pp. S71-102.

Sachs, J., and others (2019). Sustainable Development Report 2019. New York: Bertelsmann Stiftung, SDSN (Sustainable
Development Solutions Network).

Sahay, Ratna, and others (1999). The evolution of output in transition economies — Explaining the differences. Working Paper.
Washington, D.C.: IMF.

Tidrico, Pasquale (2006). Institutional change and human development in transition economies. Working Paper No. 59.
Rome: Dipartemento di Economica, Universita Degli Studi Roma Tre.

UNECE (United Nations Economic Commission for Europe) (2005). Fconomic Survey of Europe, No. 2. Geneva.

UNCTAD (United Nations Conference on Trade and Development) (1998). World Investment Report — Trends and Determinants.
New York, Geneva.

UNCTAD (United Nations Conference on Trade and Development) (2019). Investment Policy Review: Armenia. Geneva.

UNCTAD (United Nations Conference on Trade and Development) (2020). World Investment Report 2020 — Country Fact Sheet:
Transition Economies. Geneva.

UNCTADstat (United Nations Conference on Trade and Development Statistics) (2020). International Trade in Goods and Services
(database). https://unctadstat.unctad.org/wds/ReportFolders/reportFolders.aspx?sCS_ChosenLang=en.

World Bank (2020a). World Development Indicators (database). https://data.worldbank.org/indicator.
World Bank (2020b). WITS (World Integrated Trade Solution) (database). https://wits.worldbank.org/CountryProfile/en.

Zeghni, Sylvain, and Nathalie Fabry (2008). Building institutions for growth and human development: An economic perspective
applied to the transitional countries of Europe and CIS. The Munich Personal Research Papers in Economics (RePEc) Archive
(MPRA) Paper No. 9235. Munich.


https://unctadstat.unctad.org/wds/ReportFolders/reportFolders.aspx?sCS_ChosenLang=en
https://data.worldbank.org/indicator
https://wits.worldbank.org/CountryProfile/en/

Innovation climate across
the EESC sub-region

Since their independence, the EESC countries have embarked on a journey of economic
liberalization and growth amid their transition from planned to market economies.
The challenge now is to sustain and accelerate growth in productivity, while reducing the
economic inequality and vulnerability to external shocks that came in the wake of market-
oriented reforms (chapter ). Innovation plays a crucial role in addressing this challenge
and enabling a resilient and sustainable post-COVID-19 recovery while also promoting
the transition to circular economy.

This chapter gives an overview of the innovation performance of the EESC sub-region.
It first discusses innovation outcomes — the amount and quality of innovation
that is being generated. It then discusses the scope and quality of the underlying
innovation activities that led to these outcomes. The innovation performance of the
EESC countries corresponds broadly to their levels of economic development. In part
because of rising ICT exports, some have even been classified as innovation achievers
relative to their income group level in the Global Innovation Index (Gll; box IL.1).
However, to take the next step and to fully develop innovation capacities, the EESC
sub-region needs to mitigate skills mismatches on the labour market, strengthen
technological competitiveness, expand absorptive capacities, attract more FDI, and
deepen university and business linkages.

Innovation outcomes

Innovation outcomes can be assessed along a number of dimensions, reflecting the
different types of innovation and ways of generating value from them. This section
discusses a range of quantitative indicators that shed light on these dimensions and that
are publicly available and comparable across countries.!

Technological and non-technological innovation can be proxied by the share of
medium- and high-technology outputs in the manufacturing sector and the creative
outputs indicator of the GIl (Cornell University, INSEAD and WIPO, 2019), respectively.
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Process and organizational innovation and the ability to move up in value chains can
be proxied by the number of ISO 9001 quality certificates. The extent to which domestic
innovation is internationally competitive — that is the quality of innovation, can be
proxied through indicators such as net exports of high-technology manufactured
goods, ICT services exports and revenues generated from licensing intellectual
property abroad.

Between 2013 and 2019, the EESC sub-region made progress on ICT services exports and
international quality certification (figure I1.1). By contrast, there was a decline in creative
outputs across the sub-region, and medium-and high-technology manufacturing
outputs, high-technology exports and intellectual property revenues from abroad all
remained stable.

Despite progress in some areas, the sub-region ranks in the top half of the countries
covered by the Gll only for ICT services exports. For the other five indicators considered
here, innovation outcomes remain moderate on a global scale (table Il.1). Overall, these
indicators suggest that the region has been relatively successful at carving out a niche in
the international market for ICT services, with Ukraine, Armenia, the Republic of Moldova
and Belarus (in that order) ranking in the top 20 in the 2019 Gll, but that it still struggles to
produce internationally competitive innovation in other sectors.

m The Global Innovation Index

For more than 10 years, the Global Innovation Index (Gll) report — co-published by Cornell University,
INSEAD and the World Intellectual Property Organization (WIPO), a specialized agency of the United
Nations — has identified global innovation trends and measured the innovation performance of about
130 economies. It has been influential on three fronts.

First, as part of their economic policy strategies, policymakers now refer regularly to innovation
and their innovation rankings. Officially, the Gll is considered a yardstick for measuring innovation,
as noted by the UN General Assembly in its resolution on the importance of science, technology
and innovation for achieving the Sustainable Development Goals (SDGs) at its 74th session in 2019.

Second, the Gll allows policymakers to assess the innovation performance of economies. They
invest resources to analyze their Gl results in cross-ministerial task forces and use the Gl to design
appropriate innovation and intellectual property policies. This as