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Q Pillar E - Innovation and Business
Support

This chapter focuses on Eastern Partner countries’ progress in SME
innovation and business support since the 2020 assessment according to
three dimensions: business development services, SME-specific innovation
policy, and green economy policy for SMEs. Analysing business
development services encompasses governmental provision of a wide range
of support services as well as initiatives to stimulate private business support
services, and the existence of such services to support SMEs’ digital
transformation more specifically. In addition, the dimension on SME
innovation policy analyses the policy framework, and government
institutional and financial support for innovative SMEs. The last dimension
examines the framework for SME-specific environmental policies as well as
incentives and instruments for SMEs to green their activities. Each of these
three dimensions contains a dedicated set of policy recommendations for
EaP countries to build on in the upcoming years.
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Introduction

Productivity growth is a key driver of economic growth and convergence. It is also the channel through
which countries generate the resources needed to lift standards of living and reduce inequalities. Small
and medium-sized enterprises (SMEs) are generally less productive than large companies, although the
scope of the difference varies across sectors and countries. Productivity gaps between firms of different
sizes are particularly evident in manufacturing, where production tends to be more capital-intensive and
larger firms can exploit increasing returns to scale. A recent analysis found that labour productivity of micro,
small and medium-sized enterprises in manufacturing stood at 37%, 62% and 75%, respectively, of that of
large companies. Productivity gaps are less stark in the services sector, and narrowest in retail trade, which
tends to display low labour productivity overall (Marchese, Giuliani and Carlos, n.d.;;; OECD, 2021(2).

Improved productivity is also a matter of resource efficiency. Natural resources underpin our economy by
providing essential raw materials, water, and other commodities. Besides environmental benefits, their
efficient use brings gains from an economic and trade perspective. A development pattern that depletes
the economy’s natural asset base without providing secure, long-term substitutes for the goods and
services that it provides, is unlikely to be sustainable and entails risks to future growth (OECD, 2015(3)).

At the macro level, determinants of productivity include framework conditions, such as the quality of the
competitive environment; the efficiency of the judiciary; financial market development; and the extent to
which economic institutions facilitate access to inputs and the allocation of capital and labour to their best
uses. At the firm level, drivers of productivity performance relate to managerial and workforce skills and
the adoption rate of innovations. SMEs can struggle in this regard, considering that they often face
difficulties in obtaining information, offering training to their employees, accessing advanced consulting
services and adopting innovative processes.

This is particularly relevant when it comes to the digital transition, an area where SMEs lag behind larger
firms, particularly in Eastern Partner (EaP) countries (OECD, 2021y4;). Most SMEs are not fully aware of
the potential benefits in productivity and competitiveness, cannot clearly identify their needs, or do not
have sufficient capabilities or financial resources to access and effectively use digital instruments. The
SME digital gap compared to larger companies slows productivity growth and increases inequalities among
people, firms and locations, and the COVID-19 pandemic has increased the need for businesses to operate
digitally, making this issue a policy priority for governments (OECD, 2021s)).

Innovation is also at the heart of the transition to net zero and a cleaner global environment (OECD,
20236)). Improved processes and new technologies can make manufacturing more sustainable, reduce
pollution, increase resource efficiency, develop products and services with lower carbon footprints and
yield other substantial environmental improvements.

This pillar brings together three dimensions of the assessment, which look closely at the policies in place
to foster a productive, innovative and green SME sector: 1) business development services; 2) innovation
policy for SMEs; and 3) green economy policy for SMEs. As presented in Table 7.1, the regional average
scores for the dimensions in Pillar E do not exceed 3.5, which implies ample room for improving policy
frameworks in these areas. Nevertheless, the trend observed using comparable scoring methodologies
shows (moderate) progress in all dimensions since the previous SBA assessment.
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Table 9.1. Pillar E, country scores by dimension and sub-dimension, 2024

Armenia  Azerbaijan Georgia Moldova Ukraine EaP EaP EaP
average  average average

2024 2020

(CM) (CM)
Business development services 3.06 3.33 4.22 3.69 3.57 3.57 3.74 3.61
Services provided by government 3.38 3.96 451 417 4,08 4,02 3.92 3.99
Initiatives to stimulate private BDS 3.14 3.19 4.10 3.72 3.20 347 3.57 3.22
BDS for SME digital transformation 3.1 291 3.59 3.51 3.53 3.33 - -
Outcome-oriented indicators 1.40 1.80 4.20 1.80 3.00 244 - -
Innovation policy for SMEs 3.00 2.85 3.44 31 3.03 3.09 247 2.31
Policy framework for innovation 3.06 3.1 3.50 2.99 2.72 3.07 3.06 2.97
Government institutional support 2.77 2.88 3.26 3.33 311 3.07 2.73 3.13
Government financial support 3.62 2.82 3.56 3.28 2.67 3.19 3.51 247
Outcome-oriented indicators 1.80 1.80 3.40 2.60 5.00 2.92 - -
Green economy policies for SMEs 2.51 2.54 3.08 3.38 2.56 2.81 2.99 2.59
Environmental policies 2.89 2.82 3.57 3.70 244 3.08 3.16 3.00
Incentives and instruments 2.54 240 3.14 3.60 292 292 2.87 2.32
Outcome-oriented indicators 1.00 2.33 1.00 1.00 1.00 1.27 - -

Note: BDS: business development services. CM: comparable. See the “Policy framework, structure of the report and assessment process”
chapter and Annex A for information on the assessment methodology.

Business Development Services

Business development services (BDS) enhance the performance of individual businesses, allowing them
to compete more effectively, operate more efficiently and become more profitable. Such services include
information provision, training, consulting and mentoring on a wide range of topics, from sales and
marketing to strategic management and legal issues (Figure 9.1). BDS should also evolve to respond to
changing conditions in the business environment, technological progress and market trends, as evidenced,
for instance, by the current wave of initiatives to support business digitalisation, such as the European
Digital Innovation Hubs (Box 9.1).

Entrepreneurs with limited skills and knowledge to start and operate a business can benefit significantly
from BDS, which save time and resources, help to evaluate potential business opportunities, and
encourage SMEs to enter and explore new markets. Ultimately, BDS allow firms to focus on their core
competencies while outsourcing non-core tasks to specialised advisors and reducing search costs for
relevant information. More advanced BDS can also provide firms with the knowledge and resources
required to innovate, grow and internationalise.
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Figure 9.1. Business development services: Topic areas and types of services

Topic areas
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Note: ICT: information and communication technologies; HR: human resources; IP: intellectual property; PR: public relations; CRM: customer
relationship management.
Source: based on (OECD, 2017p7)).

BDS markets generally suffer from information-related failures regarding both the demand and supply of
BDS, which disproportionately affect SMEs:

¢ On the demand side, SMEs often have minimal ex ante knowledge about the effectiveness and
potential impact on firm performance, which limits their expenditure on such services. They also
lack information on the availability of BDS and the type of support required, which may vary
depending on the firms’ type of activity and its stage of development. Finally, SMEs may simply be
lacking financial resources to access BDS.

e On the supply side, BDS providers often lack adequate and up-to-date information on the SME
training needs required to provide tailored and timely business support. Private BDS providers may
also lack the needed skills and face uncertainty regarding compensation from SMEs and would
therefore prefer working with larger companies due to more substantial contracts, longer
engagement and less risky payments.

Identifying market failures — which are typically the result of information asymmetries, a lack of trust
between parties and financial gaps — should be a first step in designing sound policy frameworks regarding
the provision of BDS to SMEs. Governments could intervene to stimulate the emergence of vibrant markets
for BDS but should avoid crowding out private initiatives. Policy interventions are then required to ensure
that SMEs are informed about the benefits and availability of support services (e.g. information campaigns,
awareness raising) and, if needed, incentivised (e.g. co-financing mechanisms) to increase access.
Financial support should nevertheless be temporary, as such incentives, if made permanent, are
vulnerable to rent-seeking. This approach would thus encourage the development of a sustainable market
in BDS provision, shaped by demand, and based on a clear understanding of the company’s needs and
expectations.
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Assessment framework

This dimension considers the availability, accessibility and effective implementation of government
initiatives to design and deliver the support needed to stimulate the supply and demand for targeted BDS
for SMEs. It also assesses the role of governments in identifying and addressing market failures in BDS
markets through public policy tools, such as government-led business support infrastructure and initiatives
to promote the development of private BDS providers.

Two important methodological changes have been introduced in this dimension since the previous SBA
assessment: i) given the increasing relevance of digital technologies to support business growth and
productivity, a new sub-dimension looks at the overall presence of business support services for the digital
transformation of SMEs; and ii) the analysis also considers countries’ ability to regularly collect quantitative
information to monitor the impact of policies on actual SME performance (“outcome-oriented indicators”).

As a result, the assessment framework for this dimension is composed of the following:

e Support services provided by the government: This sub-dimension assesses the recognition
of BDS in the overall SME policy framework; the existence of a government institution with a leading
role in design, delivery and monitoring of BDS for SMEs; and the extent to which public institutions
provide different types of BDS tailored to the needs of different SME segments.

e Government initiatives to stimulate private business support services: This evaluates
government initiatives aimed at stimulating private markets for BDS. This includes both demand-
related factors, such as financial incentives for SMEs to purchase bespoke advisory services, and
supply-related factors, such as quality assurance tools for private consultants.

e Business Support Services for the digital transformation of SMEs: The third sub-dimension
looks at government-led initiatives to support the digital transformation of SMEs. These may
include informational support, training, financial instruments and advisory services to better
understand company needs, procure digital technologies and develop tailored digital road maps.

e The section on outcome-oriented indicators for this dimension considers countries’ ability,
(typically through national statistical offices or central banks) to regularly collect statistical
information about the following indicators: i) number/share of SMEs benefitting from publicly (co-
Yfunded BDS, ii) performance of SMEs benefitting from publicly (co-)funded BDS (e.g. output
growth, employment growth, export growth), and iii) a range of digitalisation-oriented indicators
based on the OECD ICT Access and Use by Businesses database (i.e. number/share of
businesses with a website, using social media, using enterprise resource planning software, using
customer relationship management software, purchasing cloud computing services, using artificial
intelligence, performing big data analytics, using the Internet of Things).
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Figure 9.2. Assessment framework — Business development services
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Regional trend and comparison with 2020 assessment scores

Average regional performance on this dimension is 3.57. While this is lower than the average score in the
2020 SBA assessment, the decrease is entirely driven by the introduction of the new sub-dimension on
support services for the digital transformation of SMEs and of the outcome-oriented indicators, two areas
in which countries perform worse than on the other sub-dimensions.

In fact, the in-depth assessment results for this dimension reveal a generalised improvement in countries’
policy approaches to the design, implementation and monitoring of business development services for
SMEs. With the exception of Armenia, all countries have strengthened their SME support agencies and
have incrementally expanded the range of services targeting different segments of the SME population.
This trend is reflected in the score changes between 2020 and 2024 using comparable assessment
methodologies.
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Figure 9.3. Business Development Services, dimension scores
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Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.
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Two organisational models are emerging for government agencies to manage the
implementation of support services for SMEs

The first sub-dimension assesses whether BDS are recognised in the overall SME policy framework; the
institutional arrangements for design, implementation and monitoring of BDS for SMEs; and the extent to
which different types of BDS are tailored to the needs of different SME segments.

Table 9.2. Support services provided by the government, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension score 3.38 3.96 4.51 417 4.08 4.02
Planning and design 3.55 3.55 5.00 4.27 4.27 413
Implementation 3.33 4.39 4.39 4.28 4.50 418
Monitoring and evaluation 3.18 3.73 3.91 3.73 2.82 3.47

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

Overall, EaP countries’ performance in this sub-dimension has been rather stable. Although support
services for SMEs have become less prominent in governments’ strategic documents (e.g. national SME
strategies and action plans), this has been compensated by progress in implementation and monitoring.
Georgia performs the best on this sub-dimension, continuing its tradition of developing well-structured SME
strategies and action plans, relying on two strong implementing agencies. It is also the only country in the
region with an advanced system to evaluate the impact of its support programmes on SME performance
(See Box 12.3 in the Georgia chapter).

Two models are emerging for SME agencies to manage the implementation of support services for SMEs,
which can be interpreted as the strategic choice of governments seeking to maximise their assistance to
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the SME population, given i) the size of their countries and ii) the extent to which the ecosystem of support
service providers can complement government initiatives.

e Smaller countries with a relatively limited community of support service providers, such as Georgia
and Moldova, choose to have a strong role in the direct management and delivery of support
programmes. Their national SME agencies, ODA and Enterprise Georgia and ODA (Organisation
for the Development of Entrepreneurship), offer a wide range of support mechanisms (financial
and non-financial) and engage in a continuous update of their services to meet evolving SME
needs. From the point of view of the SME manager or individual entrepreneur, they are the go-to
institutions helping SMEs and in most cases are the direct providers of support services.

e Larger countries with a vibrant community of non-governmental service providers, such as Ukraine,
opt for a more decentralised approach, acting as a platform and leveraging the capabilities of other
actors in the ecosystem (e.g. international donors, local authorities, business associations). The
online portal Diia.Business, managed by the Entrepreneurship and Export Promotion Office
(EEPO), is without doubt the most developed and information-rich one-stop shop for SMEs in the
EaP region, representing a gateway for Ukrainian entrepreneurs into the universe of support
services available in the country, searchable by geographic location and type of support (e.g.
financing, training, consultations).

Regardless of the model chosen, this assessment round reveals a trend towards strengthening SME
support agencies across the EaP region. In Moldova, ODA (previously ODIMM) has undergone a
reorganisation to incorporate stronger governance mechanisms (clearer mandate, qualification
requirements for top management, audited financial statements); in Azerbaijan, KOBIA has expanded its
activities and improved its monitoring mechanisms; and in Ukraine, EEPO is now a full-fledged SME
support agency, with a broader mandate, more stable financial resources, and more numerous and
qualified staff than the previous SME support unit advising the Ministry of Economy. The only exception to
this trend is Armenia, where the capacity of the government to assist the SME population has been reduced
due to the closure of the previous SME agency, SME DNC, and the transfer of its functions to other
government entities.

In addition, since the last SBA assessment, several SME agencies have expanded their geographical
footprint and opened offices outside the capital cities in an attempt to better serve local SMEs. This is the
case for Azerbaijan (3 SME houses and 21 SME Development Centres), Ukraine (14 Diia.Business
Support Centres), and Georgia (3 regional growth hubs). This physical expansion can take place either by
opening tenders for independent actors willing to operate local offices of the national SME agency in a
“franchise” model (Ukraine) or by keeping all operations, and related costs, internal to the agency
(Georgia).

Finally, the range of available support services provided by the government is evolving, demonstrating an
improved understanding of the needs of SMEs in the EaP region. While most countries have established
financial support instruments for start-ups and trainings on basic business skills, some (Georgia and
Moldova, especially) are introducing more complex programmes for different categories of SMEs and their
specific needs, such as on greening production, digitalisation, internationalisation and technology
upgrades.

Role and involvement of private BDS providers is (slowly) increasing

This sub-dimension measures government mechanisms to promote the development of private markets
for BDS provision and stimulate the use of private BDS by SMEs.
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Table 9.3. Government initiatives to stimulate private BDS, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension score 3.14 3.19 4.10 3.72 3.20 3.47
Planning and design 3.00 2.60 3.93 4.20 3.33 3.41
Implementation 3.31 3.44 4.33 3.67 3.49 3.65
Monitoring and evaluation 3.00 3.67 3.89 3.00 2.33 3.18

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

EaP countries’ average performance on this sub-dimension has improved slightly, with the most significant
progress occurring in Azerbaijan and Moldova. Moldova, in particular, is the only EaP country
acknowledging the role external consultants play in its national SME strategy and action plan, which
explains its high score in the planning and design thematic block for this sub-dimension. Across the region,
however, governments’ involvement of private players in the provision of BDS to SMEs remains limited or,
at least, below potential.

First, governments can directly outsource some of their services for SMEs, especially trainings and
consultancy, to specialised advisors. This is the most common form of involvement of private BDS
providers across the EaP region, with all countries making use of this option in at least some respect. The
clearest example is Azerbaijan, where SMEs can easily request consulting support from advisors pre-
selected by KOBIA. Typically, these services are free of charge for end users, and while this format may
ease access to business advice for financially constrained entrepreneurs, it also risks distorting the market
by over-subsidising services that SMEs might otherwise be willing to pay for.

Second, governments can subsidise (a share of) the costs of consulting services incurred by SMEs through
dedicated voucher schemes or other co-financing mechanisms. In practice, a more common version of
this kind of support adopted by EaP countries’ SME agencies is to include expenses on business advisors
among the eligible costs of broader grant programmes for start-ups and SMEs, as is the case in Georgia
and Moldova. This approach has several advantages, as i) it allows SMEs to obtain advisory services from
external consultants of their choice as opposed to pre-selected experts; ii) it makes specific industry or
business expertise more affordable to SMEs, while typically requiring a cost-sharing mechanism from
beneficiaries; and iii) it helps SMEs understand the value they can get from external advisors, thus
stimulating demand and, in turn, the supply of consulting services in the countries.

Finally, governments can help increase SME awareness of external advisors by providing information on
the availability and quality of private consultants. This can be done, for instance, through publicly available
databases of providers of business development services and digital marketplaces, complemented by
some quality assurance mechanisms. In the EaP region, only Moldova’s SME agency (ODA) offers this
type of information, with a dedicated section of its website listing dozens of private consulting firms, their
contact details, a short description of their areas of expertise, as well as the possibility for SMEs to rate
their experience working with them.

An important initiative that should be mentioned in this area is the EBRD’s “Advice for Small Business”
programme. The programme complements governments’ efforts to enable SMEs to access local consulting
services by working on both sides of the market: on the demand side, the programme provides SMEs with
co-financing to cover part of the cost of the advisory project (usually in the range of 50-60% of the total
cost); on the supply side, it delivers business training and capacity building to local consultants to increase
their expertise and ability to serve SMEs. According to the EBRD’s own data, the programme delivers
important results for participating SMEs in EaP countries: 60% of them experience significant job creation
and 83% see 28% increase in turnover , on average, within one year of advisory project completion (EBRD,
2021;g)).
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Tailored programmes to support the digital transformation of SMEs have started to appear

This new sub-dimension captures the availability of dedicated government-led initiatives to support the
digital transformation of SMEs, looking at both financial and non-financial instruments.

Table 9.4. Business support services for the digital transformation of SMEs, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension score 31 2.91 3.59 3.51 3.53 3.33
Design and implementation 3.22 3.04 3.51 3.47 3.51 3.35
Monitoring and evaluation 2.85 2.60 3.76 3.60 3.58 3.28

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

The digitalisation of government services for businesses has been many years in the making, across
OECD and non-OECD countries. In particular, a large number of dedicated online platforms have been set
up to help SMEs and entrepreneurs liaise with the public administration and cut red tape. Typically, these
“single digital portals” or “digital one-stop shops” serve as single entry points for accessing digital
government services and reducing redundancy in requests from the public administration (OECD,
forthcomingiq)). The digitalisation of businesses, primarily intended as the adoption of digital technologies,
has also become a very visible trend since at least the early 2000s. The COVID pandemic, however,
provided a short-term boost in this direction, requiring many SMEs to move online for the first time to be
able to continue their operations.

All EaP countries recognise the importance of supporting SMEs’ digital transformation, although the extent
to which this becomes an explicit policy priority translating into concrete support varies greatly across the
region. Trainings on various digitalisation-related topics (e.g. transferring business processes online, digital
marketing, digital finance) are the most common form of support provided by national SME agencies in
EaP countries. Such trainings are typically free of charge, often delivered online, and represent an
important first step in the range of services that governments can offer to SME managers and their
employees willing to build their skill sets for the digital economy. The “one-to-many” nature of these
trainings, however, cannot address the specificities of individual SMEs, which require tailored analysis and
recommendations developed by specialised consultants.

For these reasons, some countries have also started to introduce full-fledged programmes for SME
digitalisation, delivering individualised assessments and company-specific digitalisation road maps for
beneficiaries, complemented by dedicated financial support instruments to procure digital technologies or
obtain further specialised advisory services. Moldova has been the “first mover” in this area, with ODA’s
dedicated initiative for SME digitalisation operational since 2022, which also included, in its first version, a
digital maturity self-assessment. Georgia has followed suit: in 2023, Enterprise Georgia introduced a new
programme as part of its regional growth hubs’ services to help SMEs improve their digital skills and adopt
digital technologies. With the assistance of digital transformation experts, SMEs first undertake an overall
business diagnostic exercise and then develop a tailored plan with recommendations on how to digitalise
their operations. Co-financing mechanisms to purchase digital solutions and develop digital skills are also
available in both countries, up to EUR ~9 000 in Georgia and EUR ~26 000 in Moldova. In addition, the
EU-funded EU4Digital facility opened its EU4Digital Academy, providing free-of-charge digital skills training
to SMEs’ employees in EaP countries, in areas such as digitalisation of businesses, digital marketing and
e-commerce (EU4Digital, 2023[1q)).

The potential contribution of non-governmental actors to further SME digital transformation should also be
noted. Countries where SME agencies have not (yet) introduced advanced support instruments in this area
should consider the pool of active players in the ecosystem as potential partners in the development of
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new support programmes for SME digitalisation. This is especially the case for Armenia and Ukraine,
where donor-led initiatives, such as EBRD-trained consultants on SME digitalisation (Armenia) or the fast-
growing IT sector (Ukraine) could supply the industry expertise and act as mentors for traditional SMEs to
advance in their digital transformation.

Finally, EaP countries’ practices to build the evidence base on the state of SME digitalisation shows ample
room for improvement. Only Georgia and, to a lesser extent, Ukraine regularly collect statistical indicators
on businesses’ adoption of digital technologies with data broken down by enterprise size class; and
Armenia carried out a first pilot survey in 2023 following Eurostat’s model on ICT Usage in Enterprises.
These are important indicators to monitor in order to determine whether smaller companies can bridge the
digitalisation gap with larger ones, which has been highlighted as a determinant of productivity inequality
among firms (OECD, 20214)).
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Box 9.1. European Digital Innovation Hubs

European Digital Innovation Hubs (EDIHs) help companies as well as public sector organisations to
respond digital challenges and become more competitive. Through their regional presence, they can
easily reach local companies and address them in the local language while also giving them access to
the broader innovation ecosystem. As the network of digital innovation hubs is EU-wide, companies
can benefit from European best practices across hubs, which foster co-operation and knowledge
transfer between all stakeholders. This unique combination of regional expertise, paired with a
European network, enables well-tailored support on digital transformation with access to a community
of hubs.

Digital Innovation Hub services

EDIHs receive 50% of their funding from the European Commission and 50% from the respective
member state, associated country, or region, or from private sources. The hubs’ services can be divided
into four main categories: i) access to technical expertise and the opportunity to “test before invest” in
new technology, often through the involvement of third-party companies; ii) support to identify financing
and investment opportunities; iii) provision of trainings and skill development; and iv) access to the
innovation ecosystem and European network to share skills, resources, and knowledge.

EDIHs have proven to be important enablers for the digital transformation of SMEs. This best practice
can be replicated under the EU’s Economic and Investment Plan for the EaP region, which is worth
EUR 2.3 billion in grants, blending and guarantees, with a potential to mobilise up to EUR 17 billion in
public and private investments (EIB, 2020;11)).

Latvia’s Digital Innovation Hub

Latvia’s Digital Innovation Hub mainly targets SMEs and is co-ordinated by the local IT Cluster. It aims
at supporting the digital transformation of local companies by i) raising awareness about the benefits of
digitalisation through marketing campaigns, “kickstart” workshops, networking events and trainings on
general digital skills; ii) matchmaking with mentors and providing small grants (EUR <5 000) to test new
technologies; iii) providing support for technology adoption, through grants and other financial
instruments for process digitalisation as well as dedicated skill upgrades; and iv) fostering further digital
transformation via corporate hackathons, access to industry experts and grants for more innovative
technologies.

Source: (European Commission, n.d.(12)); (Latvia’s Digital Innovation Hub, n.d.p3)).

The way forward

As EaP countries update their policy approaches to design and implement business development services
for their SME populations, the following recommendations could be taken into consideration.

e All EaP countries can benefit from the inclusion of dedicated measures to deliver BDS for
SMEs in strategic policy documents, which can provide certainty and medium-term planning in
implementation. This is particularly relevant for Azerbaijan and Ukraine, which at the moment lack
dedicated national strategies for SME policy, although SMEs appear as an important target of
Ukraine’s National Recovery Plan drafted in 2022.

e As countries expand the local presence of their SME support agencies, they should devise ways
to ensure the sustainability of regional offices through strong quality-control mechanisms (if
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outsourced, such as in Ukraine) and cost/benefit analysis (if developed internally, such as in
Azerbaijan and Georgia).

e To leverage the existence non-governmental business development services, EaP countries
could embed single information portals with information on all actors in the BDS ecosystem
into their SME agencies’ websites, including donor-led initiatives and private quality-assured
consultants. Ukraine’s Diia.Business portal (https://business.diia.gov.ua/en/business-map) offers
a useful example in this respect and an opportunity for peer learning within the EaP region.

e To develop a more market-based provision of BDS to SMEs, EaP governments could consider
outsourcing support services to private BDS providers and increasing the offer of co-financing
mechanisms to SMEs for first-time BDS use, enabling firms to choose their preferred providers.
This could be particularly useful in countries such as Azerbaijan, where many BDS are provided
free of charge and where such financial support instruments are missing.

e Facing evolving SME needs, EaP countries (especially Armenia, Azerbaijan and Ukraine) could
upgrade existing initiatives and develop dedicated support programmes for SME
digitalisation, which should include elements to enhance digital skills, company-specific
digitalisation road-maps and financial support tools to facilitate technology adoption. In addition,
further investment in cyber-security (skills and technologies) are needed in all EaP countries, as a
key enabler to increase trust and the uptake of digital solutions.

e While there has been good progress across the region in monitoring the implementation of action
plans and programme take-up, there is a need to improve the evaluation of business support
programmes, in particular to assess the impact of BDS on various measures of SME
performance, as well as on the emergence of the overall BDS market. Georgia’s experience could
be a useful example in this respect (See Box 12.3 in the Georgia chapter).

e To build the evidence base to monitor SME digitalisation, all EaP countries could expand the
collection of statistical indicators on the adoption of digital technologies in the business sector. The
OECD database on ICT Access and Use by Businesses offers an important methodological
reference in this respect.

Innovation policy for SMEs

The OECD/Eurostat Oslo Manual (4" edition) defines business innovation as “a new or improved product
or business process (or combination thereof) that differs significantly from the firm’s previous products or
business processes, and that has been introduced on the market or brought into use by the firm” (OECD/
Eurostat, 201814)). It distinguishes between three types of innovation based on their degree of novelty: an
innovation can be new to the firm, the market or the world. By introducing new knowledge and technologies
in the firm’s production process, innovative practices and activities help firms expand and boost
productivity, even if only a small percentage of them advance to the global technological frontier (EBRD,
201415)).

Beyond increasing economic output, recent developments and global trends have demonstrated the role
innovation can play in tackling global social and economic challenges. Innovation and research and
development (R&D) have been at the forefront of the global response to the outbreak of COVID-19,
including through the development of vaccines and medical treatments, but also by providing digital
solutions to tackle social distancing, which has accelerated the automation and adoption of digital
technologies in many spheres of society, and has often been driven by the private sector (OECD, 2022;1¢)).

SMEs are essential for the generation and diffusion of innovations, but face difficulties in developing and
scaling up innovative activities due to their limited size and financial and staff capacity. Although some
SMEs are innovation leaders in their field, they generally tend to introduce fewer new products and
technologies than larger, more established firms.
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Governments can support innovation through public investment in science and R&D. Specifically for SMEs,
policy makers can also foster innovation at the firm level, by building an ecosystem conducive to co-
operation among firms and creating linkages with universities and research centres, encouraging the use
of applied research outputs, facilitating access to technology, protecting intellectual property, and
introducing financial incentives for firms to engage in innovative activities.

While a data breakdown on innovation activities in the business sector by enterprise size class is not
available, overall innovation performance in the EaP region remains well below that of EU countries
(Figure 9.4), both in terms of innovation inputs (gross domestic expenditure on R&D, or GERD, as % of
GDP) and innovation outputs (share of enterprises introducing product or process innovation).

Figure 9.4. Innovation performance in EaP countries vs. EU (2020)
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Assessment framework

This dimension considers the strength of the policy framework for innovation, with particular reference to
SME innovation, the different support services provided by governments to stimulate innovative activities
by SMEs, and the availability of direct and indirect financial support instruments to incentivise SME
innovation.

Compared to the previous SBA assessment, the main methodological changes introduced in this
dimension are the removal of a sub-dimension on “non-technological innovation” (while keeping relevant
questions and incorporating them into the other sub-dimensions) and the analysis of countries’ ability to
regularly collect quantitative information to monitor the impact of policies on actual SME innovation
performance (“‘outcome-oriented indicators”).

As a result, the assessment framework for this dimension is composed of the following:

e Policy framework for SME innovation: This sub-dimension assesses the overall policy approach
to foster innovation in the business sector, with particular reference to dedicated national strategic
frameworks, the existence of a co-ordinating agency and specific provisions for SMEs.

¢ Government institutional support services for innovative SMEs: This captures the availability
and quality of institutional measures to support innovation in the SME sector, with a focus on
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innovation infrastructure: incubators, science and technology parks, innovation centres and
technology transfer offices.

e Government financial support for innovative SMEs: Here, the availability of direct and indirect
financial support measures to encourage SMEs to innovate and carry out R&D activities is
evaluated. The role of demand-side policies such as public procurement of innovation and
functional procurement is also considered.

e The section on outcome-oriented indicators for this dimension considers countries’ ability,
(typically through national statistical offices or central banks) to regularly collect statistical
information about the following indicators: i) labour productivity in SMEs; ii) SMEs introducing
product/process innovations; iii) R&D expenditure in the business sector, by business size class;
and iv) sales of new-to-firm innovations as a share of the firm’s turnover.

Figure 9.5. Assessment framework — Innovation policy for SMEs
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Regional trend and comparison with 2020 assessment scores

Regional performance on this dimension is reflected in an average score of 3.09. This is a slight increase
compared to the 2020 SBA assessment, and is also reflected in the regional trend visible using comparable
assessment methodologies.

While the policy frameworks for innovation have not evolved greatly in the last four years, the options for
obtaining financial support for innovative SMEs have become more diversified and represent the area with
the most interesting developments. The main improvements are recorded in Ukraine, which started from
the lowest base in 2020 and whose performance is also boosted by the national statistical office’s
advanced practices to collect outcome-oriented indicators for this dimension.
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Figure 9.6. Innovation policy for SMEs, dimension scores
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Policy frameworks for innovation lack a strong focus on SME innovation

This first sub-dimension looks at the overall strategic approach that SME policies are based on, as well as
co-ordination and implementation mechanisms. It evaluates the level of development of the overarching
policy framework for supporting the innovation of the business sector, especially of SMEs.

Table 9.5. Policy framework for innovation, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension score 3.06 3.1 3.50 2.99 2.72 3.07
Planning and design 3.56 3.03 3.08 3.13 3.40 3.24
Implementation 3.27 3.58 3.93 3.04 247 3.26
Monitoring and evaluation 1.70 2.20 3.25 2.60 210 2.37

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

Policy frameworks for innovation in EaP countries have not substantially improved since the previous SBA
assessment. Dedicated national strategies for innovation with clearly defined and operational action plans
tend to be the exception rather than the rule, and only present in Moldova (the “National Programme in the
Field of Research and Innovation 2020-2023”) and Ukraine (the “Innovation Development Strategy 2030”).
However, countries compensate for this shortcoming by incorporating elements of innovation policy in
other strategic documents, such as the governments’ broad strategy for socio-economic development
(Armenia and Azerbaijan) and/or the national SME strategies (Armenia and Georgia). Nevertheless,
innovation and SME industrial or technology policy remain generally separated. This, in turn, continues to
hamper science-business linkages for intellectual property, and prevents the integration of innovation
angles into large-scale SME support programs that effectively deliver on established performance goals.
Additionally, specific policy targets on SME innovation remain very rare, which can be interpreted as a

SME POLICY INDEX: EASTERN PARTNER COUNTRIES 2024 © OECD/EBRD 2023


https://stat.link/ipafhz

| 223

reflection of the limited understanding of the barriers to SME innovation and relatively low ranking of this
policy area in EaP governments’ economic reform priorities.

On the institutional setting and implementation side, countries’ performance is more heterogeneous.
Traditionally, support for innovation in EaP countries has been directed to universities and research centres
carrying out fundamental research, often administered by the responsible ministries. However, in the last
decade, EaP governments have re-oriented the focus of their support for innovation towards the business
sector. As a result, dedicated innovation agencies have been created in some EaP countries (Georgia,
Moldova and, most recently, Azerbaijan), but their mandates and areas of intervention differ greatly and
range from start-up development to technology transfer and go as far as carrying out nuclear research
(Azerbaijan). Georgia’s Innovation and Technology Agency appears to be the best example in the region,
with a track record of providing a wide range of support instruments for start-up development and the IT
sector.

Monitoring and evaluation of innovation policies for SMEs show ample room for improvement. Three main
factors appear to be behind the relatively low performance in this area. First, as national policy documents
do not focus on the SME sector, there is a scarcity of SME-specific initiatives that can be assessed.
Second, EaP countries typically tend to monitor the implementation of activities rather than evaluate the
impact of support programmes; the only exception in this regard is Georgia, which is planning to expand
Enterprise Georgia’s impact evaluation methodology to Georgia’s Innovation and Technology Agency’s
(GITA) operations as well. Third, outcome-oriented indicators in the area of SME innovation are generally
not available, with the notable exceptions of Azerbaijan and Ukraine. Ukraine participated in the EU
Community Innovation Survey 2020 and reports on nationwide statistical information on sales of new-to-
firm innovations as a share of turnover. Azerbaijan‘s statistical office compiles data on R&D expenditure
by enterprise size class.

Institutional support is slowly evolving, with interesting developments in technology transfer

The second sub-dimension assesses the availability of institutional support for innovative SMEs, including
innovation infrastructure such as incubators, science and technology parks, technology transfer offices
and innovation centres.

Table 9.6. Government institutional support services for SMEs, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension score 2.77 2.88 3.26 3.33 3.1 3.07
Planning and design 3.00 3.00 3.70 3.70 3.30 3.34
Implementation 3.08 317 3.33 3.33 3.00 3.18
Monitoring and evaluation 1.67 2.00 2.33 2.67 3.00 2.33

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

Government in-kind support services for innovative companies continue to expand in EaP countries,
although they remain heavily oriented towards assisting entrepreneurs active in the digital and IT sectors.
All countries have more or less widespread networks of incubators and accelerators supporting business
creation and innovative start-ups with co-working facilities, trainings and networking opportunities. Such
initiatives can be managed directly by governments (Azerbaijan’s SABAH.lab) but are often sponsored and
implemented by private players (Ukraine Start-up Fund’s accredited accelerators), non-governmental
organisations (Moldova’s Tekwill) and the donor community (Armenia’s Enterprise Incubator Foundation).

Science and technology parks can also support resident companies (both newly created and established
ones) with logistical infrastructure as well as research and prototyping laboratories. Progress in this area
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has been more mixed: Georgia’s GITA has expanded its physical infrastructure and opened two new
techno parks (now eight in total); Armenia, Azerbaijan and Moldova have not introduced considerable
expansions to their existing facilities; Ukraine adopted several laws to stimulate the development of
industrial parks and manufacturing in the country, and even though 60 industrial parks were registered as
of early 2023, most of them are reportedly not active and the government did not allocate any budget in
this area in 2022.

The most interesting developments have occurred in the area of science-business linkages, where EaP
countries’ performance has traditionally been very weak in spite of a legacy of directing public funding
towards supporting basic research carried out by public universities and research organisations. This has
started to change in recent years, with renewed efforts to promote science-industry interactions,
technology transfer and co-creation of knowledge. This is particularly the case in Georgia, where the
innovation agency, GITA, carried out a first technology transfer pilot programme with the goal of identifying
scientific outputs with high commercial potential and assisting the research teams to negotiate licensing
and business deals with potential business partners. Ukraine has also expanded its network of Technology
and Innovation Support Centres (17 active in 2023), offering support to innovators to register for IP
protection, enter into IP agreements with partners and clients, and help with technology search.

Government financial support for innovative SMEs remains primarily focused on the IT
sector

This sub-dimension analyses the availability and effectiveness of the direct and indirect financial incentives
the EaP governments are providing to encourage SMEs to engage innovative activities, from investing in
R&D to purchasing innovative technologies.

Table 9.7. Government financial support for innovative SMEs, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension scores 3.62 2.82 3.56 3.28 2.67 3.19
Planning and design 3.55 3.00 3.55 3.55 3.18 3.36
Implementation 3.86 3.00 3.86 3.29 2.7 3.34
Monitoring and evaluation 3.22 2.1 2.91 2.78 1.67 2.54

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

The lack of financing is reportedly one of the most important constraints on innovative activities, given the
inherently risky nature of innovation and uncertainty of financial returns. The problem is even more
pronounced for smaller, knowledge-intensive companies due to the relative intangible nature of their
assets. Governments can help overcome such obstacles by making it easier for SMEs to innovate and
reduce the financial risk of investing in innovative projects. Well-designed financial support aims at
catalysing experimentation with new ideas, “crowding-in” private investment in R&D and acknowledges the
complexity of engaging in innovation activities and accompanying SMEs along the entire innovation cycle
(development, engineering, production and commercialisation).

Overall, the average performance of EaP countries on this sub-dimension has improved since the previous
SBA assessment, mostly driven by positive developments in Armenia and Ukraine. However, a
disproportionate focus on the IT sector and start-up segment persists. While this can be seen as a
response to the growing IT skills and IT-oriented entrepreneurship in the EaP region’, governments should
not neglect other sectors that could benefit from public support to innovation. Agriculture, for instance,
could benefit from the diffusion of relatively simple technologies to increase the productivity of what still
remain mostly small-scale producers.
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Direct financial support instruments for innovative SMEs have become available in all EaP countries.
These typically take the form of grants in the range of USD 9 000 (Ukraine) to EUR 54 000 (Georgia) and
can have diverse objectives, such as to stimulate enterprise creation and idea commercialisation (Armenia
and Ukraine), facilitate prototyping and improve manufacturing (Moldova), and develop products and
services with the potential for internationalisation (Georgia). Such grants are typically awarded via a
competitive process and, even though they can make a real difference for the winners, they are, by design,
only able to reach a limited number of beneficiaries. Furthermore, the extent to which risk-sharing features
are considered when designing grants for innovation varies greatly from country to country: while
Azerbaijan’s grants do not require any contributions from beneficiary SMEs, Moldova’s “Program to
Support Digital Innovations and Technological Start-ups” covers at most 80% of the amount of the
investment project, and Georgia’s innovation matching grants (discontinued in 2022) required up to 50%
of the eligible project costs to be secured from beneficiaries. It should also be noted here that EaP countries
continue to be eligible for the main EU funding programme for research and innovation (Horizon 2020,
followed by Horizon Europe), although their actual participation in terms of funding received, especially by
SMEs, is very small (Box 9.2).

Indirect financial incentives for innovation and R&D remain rare and limited with respect to the targeted
sectors and business population. Azerbaijan has introduced a “Startup certificate”, through which micro
and small businesses can benefit from a tax exemption on the profits generated by the sale of innovative
products or services for a period of three years. The Ukrainian government has recently established
Diia.City, a legal and tax environment incentivising investment and employment for companies operating
in the IT sector. The most interesting development in this area has occurred in Armenia, which has
introduced a new set of “measures to modernise the economy”. Through this programme, entrepreneurs
benefit from subsidised loan and leasing agreements to purchase new machinery and equipment. This
package has been very well received by Armenian entrepreneurs, with nearly 1 000 credit and leasing
agreements signed in the first 9 months of the programme and manufacturing companies reportedly
starting to export thanks to the increased quality of their production.
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Box 9.2. EU support for research and innovation: Horizon 2020 and Horizon Europe

Following Horizon 2020, the biggest EU research and innovation programme with a budget of almost
EUR 80 billion of funding, an even bigger successor programme called Horizon Europe was launched
in 2021 with a budget of EUR 95.5 billion until 2027. The new programme is meant to facilitate
collaboration and strengthen the impact of research and innovation within the context of economic
development. The investments made possible through the programme should boost economic growth
and enhance industrial competitiveness.

Horizon Europe consists of three pillars, reflecting the topics of excellent science, global challenges and
European industrial competitiveness, and an innovative Europe, which are built upon the evaluation of
the previous Horizon 2020 programme. The first pillar is promoting financing for researchers through
the European Research Council and provides fellowships to new talented researchers. The second
pillar is exploiting European clusters supporting collaborative research on key subjects such as health
and digitalisation. The third pillar includes the new feature of the European Innovation Council that
especially focuses on supporting SMEs and start-ups. The new programme is supposed to maximise
the impact of the investments in research and innovation through better access to support also for riskier
investments and more collaboration on a European level.

EaP countries participate in Horizon Europe and participated in Horizon 2020 with different degrees of
involvement. Georgia and Ukraine have benefitted the most, with the highest amounts of contributions
received and the largest degree of SME participation. Ukraine and Armenia were awarded the largest
average grant.

Table 9.8. Participation of EaP countries in Horizon 2020 and Horizon Europe

Country Net EU contribution  Participating entities Average grant SME share of EU Number of unique
(EUR) (number of unique (EUR) contribution SMEs involved in
organisations) projects

Armenia 7163 926 23 159 198 2.3% 4
Azerbaijan 686 989 19 28625 0.0% 0
Georgia 11141 839 44 148 558 4.8% 3
Moldova 10 478 020 48 105 839 17.9% 7
Ukraine 63 195 461 210 208 566 31.0% 47

Note: Numbers in the table refer to EaP countries’ participation in both Horizon 2020 and Horizon Europe as of July 2023. OECD analysis
on selected indicators since the beginning of Horizon 2020. Armenia, Georgia, Moldova and Ukraine are “associated countries” and as such
enjoy equal participation rights as EU member states.

Source: (European Commission, 2023(17)).

Source: Horizon Europe (europa.eu) How Horizon Europe was developed (europa.eu).
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Box 9.3. Indirect financial incentives for innovation

Governments can support innovation in the business sector through both direct and indirect financial
incentives. On the one hand, direct incentives such as grants and subsidised loans are a common way
to encourage SMEs to innovate. These direct financial supports are, however, prone to misallocations
as they are received by the beneficiaries before any investment is made.

On the other hand, indirect incentives provide a good alternative as they are granted after the firm has
already invested in new technology or R&D activities. Examples of indirect support are broad-based
(i.e. available to a large number of companies) fiscal incentives, such as tax allowances, exemptions or
deductions, as well as tax credits. The specific functioning of the tax benefit, however, differs depending
on the instrument: while tax allowances, exemptions and deductions reduce the taxable amount before
assessing the tax, a tax credit is the amount subtracted directly from the beneficiary’s tax liability after
it has been computed. With regard to R&D, allowing related expenses to be fully deducted remains the
default among OECD countries.

Indirect financial incentives need to also be carefully designed in order to be beneficial for the addressed
firms. Tax benefits on profit, for example, might not lead to the desired stimulation of investment in
innovation among SMEs, particularly in the case of innovative start-ups, which may not yet make any
profits and thus may not be able to take advantage of such tax benefits. Thus, for firms with insufficient
tax liability, standard types of tax relief instruments do not work efficiently on their own. Indirect support
instruments can, therefore, be refined further to address these segments of companies.

One way to do so is through carry-over provisions of tax benefits. These are popular instruments among
OECD countries and partner economies, as they allow moving the tax benefit on profits to future years.
Thus, when the company will make a profit, it will be able to claim the carry-over and reduce its tax
payment for that period. The time horizon for the claim can be finite or infinite, and varies substantially
across OECD countries: in 2022, it ranged from 3 years (the Czech Repubilic) to 20 years (the United
States).

A step further is the provision of offsetting payments or “refunds”, which can be particularly beneficial
for young and innovative firms at the stage of investing in developing and launching their products. In
this case, the tax authority uses a tax refund to cover the company’s unpaid claims and thus setting
these off with their tax credit. This can also be applied to offset payroll taxes or social security
contributions.

Source: (OECD, 2021p18)

The way forward

While renewing their policies to build a more innovative SME sector, EaP countries should focus on the
following reform priorities. The EC-OECD STIP Compass database (https://stip.oecd.org/stip/) collects
information on innovation policies across OECD and partner countries and could inspire policy reforms in
the EaP region based on international policy examples.

e All EaP governments can better highlight the role of SME innovation in their strategic
documents. Whether in national strategies for innovation or in sectoral SME strategies, the
specific obstacles for SME innovation should be acknowledged, addressed through dedicated
measures and monitored against SME-specific policy targets.
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e Some countries (especially Armenia and Ukraine) could strengthen their co-ordination and
implementation capacity by clearly identifying bodies tasked with supporting SME innovation and
building staff capacity to design and implement dedicated programmes.

e To foster science-business linkages, governments should build the skills of agencies tasked
with technology transfer and intensify co-operation between academia and the private
sector. This is particularly relevant for countries where successful donor-led initiatives are coming
to an end (e.g. Georgia) or where governments’ efforts are at a very initial stage (e.g. Armenia).
For instance, enhancing co-operation would require promoting start-ups based on applied research
insights and co-financing of research services, as well as ensuring closer ties between applied
public research and its commercial demand and potential applications.

e When devising specific support programmes for SME innovation, governments should consider
assisting the SME population beyond the start-up segment as well as services to support
technology absorption in more mature SMEs (as is the case in Georgia and Moldova).

e With regards to direct financial incentives for innovation, governments (especially Azerbaijan and
Ukraine) should ensure that a matching component is required when awarding grants/soft
loans, to share risks with beneficiaries of financial instruments for innovation.

e Governments should also consider introducing more flexible indirect financial incentives for
innovation, which are more market-based and less prone to distortions than direct instruments
(Box 9.3), and broadening the set of potential beneficiaries of support programmes.
Alternative finance, crowdfunding, and cooperation with networks of business angels can be
considered.

e Last, to empower national administrations to monitor and evaluate the impact of their innovation
policies, governments should strengthen the national statistical office’s capacity to collect
information about SME innovation performance. Eurostat's Community Innovation Survey and
the European Innovation Scoreboard offer useful references in this respect.

SMEs in a green economy

Human-induced climate change is under way and accelerating, leading to many weather and climate
extremes in every region across the globe. This has led to widespread adverse impacts, disrupting
economies, transforming eco-systems, and causing damages to nature and people, especially the most
vulnerable groups (IPCC, 202319). To address this key global policy challenge, countries are pledging to
mitigate and adapt to climate impacts with self-defined Nationally Determined Contributions, detailing their
commitments to cut greenhouse gas emissions and limit global average temperature rise to 1.5°C above
pre-industrial levels.

The primary focus has traditionally been on large corporations, seen as the largest emitters of greenhouse
gases. However, it is estimated that over 80% of their emissions are derived from their supply chains,
which are often composed of smaller enterprises that perform essential services in the production process.
Thus, although individual SMEs may not be large carbon emitters, the collective emissions of this business
segment, amounting to roughly 90% of businesses worldwide, mean that SMEs will be critical to achieving
global decarbonisation targets (WTO, 202220;). EaP countries have ample margins to decarbonise their
economies to bring them closer to greener economies (Figure 9.7).
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Figure 9.7. Carbon intensity of EaP economies
CO2 emissions per unit of GDP (kg per PPP USD of GDP)
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Environmental challenges, and related “green economy” opportunities, deserve further attention from
policy makers when it comes to the promotion of biodiversity and combating environmental degradation.
Biodiversity and eco-system services provide invaluable — but often invisible — benefits at global, regional
and local scales. These include services such as nutrient cycling, habitat provisioning, pollination, erosion
control and climate regulation. The need to mainstream biodiversity and ecosystem services more
effectively into national and sectoral policies has recently gained renewed impetus on the global policy
agenda (OECD, 201821).

Furthermore, a growing number of companies worldwide recognise the advantages of resource efficiency
and cleaner production in terms of reduced costs in materials, energy, water and compliance with
environmental requirements, as well as in responding to customers’, investors’ and local communities’
expectations. However, SMEs, and particularly micro-businesses, have limited capacity to learn about and
interpret environmental regulations, along with financial constraints to invest in green practices beyond
environmental requirements (OECD, 202322)).

Governments have a range of tools at their disposal to support SMEs in adopting greener practices. These
can be roughly divided into regulatory, financial, and informational tools. Regulatory tools involve using the
regulatory system to incentivise better environmental performance, including by providing incentives for
firms that exceed environmental standards. Financial tools include ensuring that SMEs can access
financial resources to implement green practices, as well as helping to create markets, for example by
implementing green public procurement policies. Informational tools include providing SMEs with the
information they need to adopt green practices, as well as providing recognition and certification for those
that do. Good policies can help shift the conversation about greening SMEs into a discussion about the
business benefits that greening can bring, rather than the costs.

A key issue for SMEs is understanding the benefits of adopting more resource-efficient practices, and the
positive impact that these practices can have on their bottom line. While businesses may be aware that
they can reduce their costs by using less energy, water and material inputs and by cutting their waste
levels, they may not be aware of how to do it, or whether they are able to fund it (OECD, 201823))
Addressing this issue includes supporting access to finance, as well as providing direct support to SMEs
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in terms of what measures they can take to improve their performance. Governments also have a role in
improving the business case for SMEs, by developing new markets through green public procurement,
and by recognising green achievement through awards and ecolabels and communicating it to the public
(OECD, 201823)).

Assessment framework

This dimension analyses governments’ approaches to help SMEs improve their environmental
performance, both via the general policy framework for green and environmental policies, as well as
through dedicated regulatory and financial incentives.

Small changes have been introduced to the methodology of this dimension since the previous assessment:
to better capture reporting requirements on environmental performance and the availability of green
finance instruments; and to analyse countries’ ability to regularly collect quantitative information about
actual SME environmental performance (“outcome-oriented indicators”).

As a result, the assessment framework for this dimension is composed of the following:

o Framework for green and environmental policies targeting SMEs: This sub-dimension
examines the overall set of environmental policies targeting SMEs, as well as the greening aspects
in national SME, sectoral and innovation policy frameworks. It also considers the presence of
operational government agencies assisting SMEs with the adoption of greener practices.

¢ Incentives and instruments: The second sub-dimension explores the existence and
implementation of different instruments and measures of whether the government provides
regulatory and financial incentives to SMEs, whether there is any evidence that SMEs benefit from
those incentives, and how such support schemes are structured and delivered.

e The section on outcome-oriented indicators for this dimension considers countries’ ability,
(typically through national statistical offices or responsible government agencies) to regularly
collect statistical information about the following indicators: SMEs having adopted environmental
management systems; SMEs having implemented resource-efficiency and pollution-reduction
measures; SMEs that offer green products or services; SMEs with a turnover share more than 50%
generated by green products or services; and the number of environmental public procurement
contracts.
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Figure 9.8. Assessment framework — SMEs in a green economy
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Regional trend and comparison with 2020 assessment scores

Regional performance on this dimension is reflected in an average score of 2.81. This is a marginal
improvement compared to the 2020 SBA assessment, although it becomes more pronounced when
looking at scores generated by comparable assessment methodologies.

Overall, policy settings for environmental protection across the region rarely address SME specificities,
and financial incentives are not widely available. Moldova is a welcome exception in this respect; it is both
the best performer and the country that has improved the most on this dimension, thanks to the clear
recognition of SMEs in recently adopted environmental policies, as well as to the introduction of dedicated
financial support instruments for SME greening.
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Figure 9.9. SMEs in a green economy, dimension scores

a) 2024 scores b) Comparable methodology scores
s 2024 scores EaP average _ 3 _%8%8 average M %ggi average
5 5
45 | 45
4} 4
&
35 35
3 F 3 F 3 M o
25 | 25 | 5“‘0““0 ““““ 8
2 F 2 F ©
15 15 |
1 Armenia I Azerbaijan I Georgia I Moldova I Ukraine 1 Armenia IAzerbaijanl Georgia I Moldova I Ukraine

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

StatLin https://stat.link/p1acyw

Environmental policy frameworks rarely address SME specificities

This first sub-dimension evaluates the introduction of greening initiatives in the policy framework for SMEs.
It examines whether strategic enterprise and innovation policy documents cover eco-efficiency and eco-
innovation, and the extent to which SMEs are explicitly reflected as a target group.

Table 9.9. Policy frameworks for greening SMEs, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension scores 2.89 2.82 3.57 3.70 2.44 3.08
Planning and design 3.00 3.00 432 3.40 3.62 3.47
Implementation 3.00 3.16 3.16 4.00 1.83 3.03
Monitoring and evaluation 245 1.73 3.18 3.55 1.73 253

Note: CM stands for comparable methodology. See the “Policy framework, structure of the report and assessment process” chapter and Annex
A for information on the assessment methodology.

This round of SBA assessment reveals how all EaP countries acknowledge the importance of supporting
green economic growth in high-level planning documents, a sign that environmental concerns are
becoming more salient as governments in the region join the global trend to mitigate the causes and adapt
to the effects of climate change. However, the focus on SMEs in such strategic documents remains rather
limited. Only Georgia, Moldova and, to a lesser extent, Armenia include specific provisions for SMEs in
their strategic policy documents. Moldova’s national development strategy “European Moldova 2030”,
clearly stipulates greening SMEs as a priority through the creation of green jobs and the promotion of eco-
innovations and eco-labelling for products and services offered by SMEs. Georgia included the
“Development of the Green Economy for SMEs” as one of the seven strategic directions of its ongoing
SME Development Strategy 2021-2025, with specific actions to develop eco-tourism, eco-innovation and
access to green finance. Other EaP countries lag behind in this respect, with no clear mention of SME-
related initiatives or measurable targets in their strategic policy documents. While it may be worth noting
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that some of the countries (Azerbaijan) have adopted green economy policies that will affect SMEs, they
do not specifically target this segment of the enterprise population and therefore risk overlooking their
specific size-related barriers and needs to improve SME environmental performance.

On the implementation side, SME agencies in the EaP region typically do not engage in the promotion of
greening initiatives, and the ministries responsible for environmental issues tend to minimise outreach to
SMEs. As a result, SME considerations in overall guidance and support on environmental policy for
businesses remain limited, and often left to sectoral business associations. The only exception in this
regard is Moldova, where ODA, the local SME agency, has assumed a strong role in promoting greening
practices directly to entrepreneurs (see the next section). Furthermore, most countries have not committed
significant budgets to supporting the greening of SMEs, and many programmes and initiatives remain
heavily reliant on donor funding.

Finally, monitoring and evaluation persists as the weakest area of this sub-dimension for almost all the
countries. The generalised lack of SME-specific activities and targets in environmental policy documents
means that governments do not commit to look at the effects of their policies on the SME sector, and even
when there are SME-specific policy actions (such as in Georgia and Moldova), the focus is on monitoring
implementation rather than on impact evaluation. This is also because all countries have very limited
statistical production of outcome-oriented environmental indicators, which is a prerequisite to track
progress of SME environmental performance at the national level.

Incentives and instruments for green SMEs remain rare, but all countries have made some
progress

The second sub-dimension considers the various tools and instruments in place to support SMEs in their
greening efforts. It particularly explores whether governments provide regulatory and financial incentives
to SMEs, whether there is any evidence that SMEs benefit from those incentives, and how such support
schemes are structured and delivered.

Table 9.10. Incentives and instruments, sub-dimension scores

Armenia Azerbaijan Georgia Moldova Ukraine EaP average
Sub-dimension scores 2.54 2.40 3.14 3.60 2.92 2.92
Planning and design 3.61 2.39 3.50 4.39 3.55 3.49
Implementation 2.39 2.58 3.36 2.82 2.85 2.80
Monitoring and evaluation 1.00 2.00 2.00 4.00 2.00 2.20

Note: See the “Policy framework, structure of the report and assessment process” chapter and Annex A for information on the assessment
methodology.

Traditionally an area of weak performance due to the regulatory focus on large polluters and a generalised
lack of SME-specific financial incentives, this sub-dimension records some progress for all countries since
the previous SBA assessment, although the reasons for this trend vary.

Environmental regulation represents one of the most effective ways by which governments can directly
influence the environmental performance of SMEs. Environmental regulatory reforms are being introduced
in the region, mainly through risk-based environmental assessment/permitting and to disincentivise
environmentally harmful practices. As an example, Armenia has shifted to a risk-based approach for its
environmental impact assessments of economic activities, with different procedures depending on the
severity of possible environmental hazard. In Azerbaijan, in accordance with the Law "On the Rational Use
of Energy Resources and Energy Efficiency" approved in 2021, several Decisions of the Cabinet of
Ministers were subsequently approved and are expected to stimulate enterprises to implement energy
efficiency measures. In parallel, Georgia has developed a set of General Binding Rules (GBRs) for the
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poultry sector aimed at reducing the environmental impact of SMEs without putting an undue burden on
their operations. Moldova, on the other hand, continues to use deterrents to reduce the use of natural
resources and limit pollution, in particular through established tax measures for the use of natural resources
(e.g. water, minerals, timber) and charges for environmental pollution.

Environmental management systems (EMSs) can also promote green behaviour by allowing an enterprise
to be recognised for setting environmental objectives and consistently controlling its operations in order to
achieve them. Most EaP countries (Armenia, Azerbaijan and Ukraine) are promoting the adoption of EMSs,
through information campaigns, but lack dedicated financial support for SMEs. This may slow down uptake,
as SMEs face size-related human and financial resource constraints to adopt and get certified for EMS-
related standards.

The use of information instruments is increasing. Azerbaijan has developed a new online self-assessment
tool for greening SMEs to help them assess their environmental performance? (EU4Environment, 202124)).
Moldova also launched a self-assessment tool for entrepreneurs, a platform that shows SMEs how to
improve resource efficiency and environmental performance, increasing their competitiveness by reducing
their costs®. By completing the online questionnaire, businesses receive customised recommendations
based on the characteristics of their enterprise. By mid-2023, some 1200 Moldovan enterprises had
benefitted from this digital tool. (EU4Environment, 202025))

Thanks to EU-funded support, capacity building among SMEs in EaP countries has promoted awareness
of circular economy benefits. Training for increasing resource efficiency and tailored expert assessments
and advice have helped pilot enterprises to achieve significant savings of raw materials, water, and energy.
Clubs of green-minded SMEs (Box 9.4) have been established in several municipalities across the region,
with specific business cases developed based on the achievements of the enterprises participating in these
pilot initiatives. However, while clear progress has been made, the scale of action is still modest.

Box 9.4. Local knowledge networks for applying Resource Efficient and Cleaner Production

Production with fewer resources, less pollution, and better productivity is at the core of Resource
Efficient and Cleaner Production (RECP). The RECP methodology has proven to be effective in allowing
SMEs to lower production costs while improving their competitive advantage and the impact on the
environment. In EaP countries, its application has been supported by the EU with UNIDO’s technical
involvement. Established to speed up the uptake of resource efficient practices by SMEs, the so-called
RECP Clubs are based on a scalable model for rolling-out RECP in groups of enterprises. The
enterprises adopt a coaching and guidance programme designed to help them improve performance
by undergoing a self-assessment.

UNIDO has monitored the achievements of RECP Club members. For example, during 2015-16, over
250 enterprises were members of 22 RECP Clubs throughout all EaP countries. During the training
modules, expert visits and counselling sessions offered within the RECP Clubs, the participating
companies learned to develop action plans for RECP (with some already implementing the
improvement measures within their production). The identified measures allowed the industries to make
annual savings on energy (24,884 MWh), materials (61 thousand tonnes) and water consumption (1.3
MM of m?), while reducing production costs (EUR 4.2 million) and CO2-eq emissions (41,255 tonnes)
cumulatively. Support for RECP Clubs is ongoing and will continue.

Source: (EU4Environment, 202326)

Dedicated financial incentives for greening SMEs are rare across the EaP region. Moldova has advanced
the most, with the introduction in 2020 of two new SME support programmes implemented by the local
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SME agency ODA (the “Greening Programme for SMEs” and the “Energy Efficiency Programme for
SMESs”). These represent a good practice in the region, as SMEs can benefit from information materials,
consultancy support, and training services to identify solutions and take concrete actions to green their
production processes, complemented by grants up EUR 75 000 for investment in machinery and
equipment using alternative energy sources. In the period November 2020 — August 2022, 85 companies
from diverse sectors benefited from such grants (Government of Moldova, 2022p27)).

Governments’ efforts in this area in other EaP countries lag behind, although some incentive schemes
exist for companies to adopt greener practices (not specifically for SMEs), for instance to transfer to green
electricity consumption and generation (Armenia and Georgia). In many cases, donor-funded initiatives
play an important role in filling the financing gap for green-oriented investment, such as the EU-financed
“Promoting Green Lending in the Eastern Partnership” project, which channels green financing to SME
through local commercial banks and the EBRD-led “Finance and Technology Transfer Centre for Climate
Change” (FINTECC) initiative, including its EU4Climate window, which helps businesses adopt climate
technologies for renewable energy and resource efficiency.

An interesting development is the introduction of the Sustainable Finance Taxonomy in 2022 by the
National Bank of Georgia, which provides a classification system for identifying activities that deliver on
climate, green, social or sustainability objectives and is expected to create a framework for green
companies to be easily identifiable and have easier access to concessional loans financed by green funds
and development banks. In a similar vein, Azerbaijan’s Entrepreneurship Development Fund started
considering ESG criteria in the financing decisions of its concessional loans. With EU support, work on
analysing the potential of capital markets has been carried out in EaP countries with a focus on green
bonds and their potential to raise additional resources for the transition to a green, low-carbon and resilient
economy (EU4Environment, 20232g)).

Lastly, public procurement can also offer opportunities and incentives for companies to adopt greener
practices. “Green” public procurement is either planned or already operational in a number of countries
(Georgia, Moldova and Ukraine), but implementation levels and accessibility for SMEs remain hard to
determine. Ukraine, in particular, introduced the notion of "life cycle cost" into the Law on Public
Procurement, which allows contracting entities to consider the environmental impact of the procured goods
or services among the tender assessment criteria.
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Box 9.5. Fiscal incentives for adopting environmentally friendly technology in the Netherlands

Environmental Investment Deduction (MIA) and Arbitrary Depreciation of Environmental Investments
(Vamil) are two separate tax schemes designed to promote Dutch companies’ investments in
environment-friendly technology.

Introduced in 2000, MIA is a fiscal instrument through which Dutch companies can deduct 27% to 45%
of the costs of an environmentally friendly investment, in addition to their regular investment tax
deductions. The percentage that can be deducted from taxable profit are explicitly determined in an
“‘Environment List” ; the benefits thus depend not only on the applied tax scheme (corporate or income
tax), but also on the investment itself. This scheme ultimately reduces profit tax. MIA’s budget for 2023
is EUR 192 million.

In parallel, Vamil was introduced in 1991. Through this tax measure, Dutch entrepreneurs can
determine themselves when to write off 75% of their investment costs. This scheme accelerates
depreciation and thus gives businesses an immediate tax benefit equivalent to approximately 4-5% of
the total investment. The Vamil budget for 2023 is EUR 25 million.

The Vamil scheme is often applied together with MIA — i.e. an application for MIA often qualifies a
company for Vamil. Hence, the combination of these two environmental subsidies allows a business to
maximise the advantage on a single, environment-friendly, investment. Such fiscal incentives are
particularly beneficial and thus attractive for SMEs: they are the most represented firm group in
submitted applications, despite both schemes being accessible to businesses of all sizes.

Source: (OECD, 2018p23)).

The way forward

To advance their policy frameworks to support greener SMEs, EaP governments could consider the
following reform priorities:

e Government should align SME support policies with national decarbonization and green
economy policies and targets. SME greening should be mainstreamed across broader SME
policy documents, such as national strategies for SME development or innovation, to ensure that
SME economic development goes hand-in-hand with improved environmental performance. This
should be done with due attention to the specific needs and capacities within the SME sector. At
the same time, environmental and climate regulations should be adapted to reflect the
particularities of this segment of enterprises.

e To increase awareness and help SMEs go green, governments should strengthen their
institutional capacity to provide guidance to SMEs, for instance by including this as part of the
SME agencies’ mandate. The use of digital tools could magnify the outreach of awareness and
capacity building efforts.

e In doing so, the business case for improving environmental performance should be
emphasised, and government agencies could leverage a diversity of intermediaries (sectoral
business associations, local governments, financial service providers) to enhance outreach to
SMEs. A simplified environmental management system for SMEs could be proposed, as it allows
them to progressively advance their environmental performance.

e As SMEs adopt innovative tools to improve their environmental performance, it will be important to
facilitate partnerships and best practice sharing among businesses to support SME greening
activities (e.g. resource efficiency, circular economy).
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Governments should also ensure that public procurement policies adopt green/sustainable
assessment criteria in their tenders, so as to create a demand for greener products, services and
production processes. In addition, public procurement officials will have to ensure that green
procurement opportunities are known and accessible to SMEs. These policies should also enhance
innovation by linking payments to performance criteria and allowing bidders to find innovative ways
to meet such requirements. This approach would optimise the chances of finding practices that are
both more environment-friendly and more efficient financially — which, when found, will be decisive
and catalytic for SME greening.

SMEs in EaP countries would also benefit from increased availability of financing instruments
for investing in greener equipment and processes. This could be done through tax incentives
for greener businesses (see Box 9.5), as well as by developing specific financing mechanisms
targeting SMEs (e.g. grants, soft loans). In parallel, commercial banks’ capacity to report on
sustainable financing should be increased to reward ESG-oriented lending.

Lastly, governments could improve the statistical production of environmental indicators,
which are a prerequisite for strengthening tools to evaluate the impact of SME greening policies,
certification and support programmes on actual SME environmental performance.
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" In 2020, the EU4Digital facility developed recommendations to improve access to finance for SMEs
specialised in digital innovation in Georgia and Ukraine, focusing on three sources of financing: alternative
finance, crowdfunding, business angels. The assessments provide a comparison of the gaps in both
countries in these sectors, with tailor-made recommendations in line with European best practice
(EU4Digital, 202029)).
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