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Abstract: This paper takes stock of recent suggestions that the state apparatus is a central and 
underappreciated actor in the generation, diffusion and exploitation of innovations enhancing 
growth and social welfare. We contrast such a view of “the entrepreneurial state” with theories 
and empirical evidence of the microeconomic processes of innovation in the modern economy 
which focus on well-functioning markets, free entry and competition among firms, and 
independent entrepreneurship as central mechanisms in the creation and dissemination of 
innovations. In doing so, we identify several deficiencies in the notion of an entrepreneurial 
state by showing that (i) there is weak empirical support in the many hundreds empirical studies 
and related meta analyses evaluating the effectiveness of active industrial and innovative 
policies, that (ii) these policies do not take account of the presence of information and incentive 
problems which together explain why attempts to address purported market failures often result 
in policy failures, and that (iii) the exclusive focus on knowledge creation through R&D and 
different forms of firm subsidies ignores the equally important mechanisms of knowledge 
dissemination and creation through commercial exploitation in markets. We discuss how a 
more theoretically well-founded focus on the state as investing in knowledge generation and 
securing the conditions of free and competitive markets will lead to a more innovative economy.  
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1. Introduction 

How innovation can best be promoted is a question that developed and developing countries 

alike seek to answer in order to enhance competitiveness, productivity, employment, growth 

and sustainable development. For decades, governments have used active industrial policies 

seeking to steer investments in the economy to specific sectors or firms thought to be ‘leaders 

of the future’ or ‘future growth sectors’. Later years have seen a renewed call for the active 

industrial policies of the 1980s throughout developed and developing economies alike. 

Today’s such policies go under different names. Sometimes they are called innovation 

policies, sometimes industrial policies. Increasingly, they go under the name of 

environmental policies. For example, the EU Commission in January 2020 proposed a 

program called the European Green Deal Investment Plan, also referred to as the ‘Sustainable 

Europe Investment Plan’. The Plan is supposed to “mobilise” at least €1 trillion in 

investments over the next decade through the EU budget and associated instruments 

(Commission 2020). Most developed countries have similar programs and initiatives. 

All these investments of tax money beg the question to what extent centrally placed 

public coordinators (bureaucrats) or decentralized and competitive markets should be central 

to innovation policy? That is the key question in our paper. The paper leans on our recent 

book with the same title and results from a major interdisciplinary research program 

(Financing of Innovation) conducted at the Ratio Institute in Sweden between 2013 and 2018.  

Our paper is structured as follows: we first briefly review competing perspectives on 

innovation policy in the literature, next we discuss a key assumption for the argument of 

bureaucrats as central actors in innovation policies – that notion of ‘market failures’. Third, 

we review stylized empirical evidence on the ineffectiveness of public support schemes for 

innovation, showing that overall, such support schemes have a poor record in terms of 

affecting innovation outcomes. We outline empirical evidence and theoretical arguments that 

such support schemes are based on faulty theoretical premises in that market failures in 

innovation are not the key impediment for innovations in society. Based on research in 

innovation economics we argue that research and public policy needs to shift from an 

exclusive focus on knowledge creation through R&D and different forms of firm subsidies to 

a focus on knowledge dissemination and creation through  commercial exploitation in free 

and competitive markets.  

 

 

 



3 
 

2. Competing perspectives on innovation policy 

Advocates of industrial and innovation policies thus most often given the government a major 

role in the promotion of innovations, sustainable development and the like. One such example 

is Mazzucato’s book The Entrepreneurial State (2015) which argues the state’s role in 

innovation has been greatly underestimated. Using examples primarily from the US to show 

different cases where the state rather than firms started the development of aviation, nuclear 

energy, computers, the internet, the biotechnology revolution, nanotechnology, and various 

environmental technologies, she then argues that the state should take the lead in developing 

strategies for key sectors and technologies. Scholars have pointed out a collection of problems 

with Mazzucato’s argument. First, Mazzucato’s view confuses invention with innovation as 

the iPhone and its social and economic value was an entrepreneurial discovery made in the 

marketplace, not in the laboratory. Second, her argument is at best anecdotal, but even the 

anecdotes contain several rather serious factual errors (Sandström, 2015). Third, the book 

does not try to infer any causality and it avoids attempts at a cost-benefit assessment of public 

interventions while nevertheless making bold claims about the government’s positive net 

contribution (Potts, 2015). 

Contemporary theoretical accounts of the microeconomic processes of innovation in 

the modern economy have been outlined by e.g. William Baumol, David Audretsch, and 

Zoltan Acs. A key distinction between these theories and the view sketched by Mazzucato is 

the focus on well-functioning markets, free entry and competition among firms, and above all 

the role of entrepreneurship as a central mechanism in the creation and dissemination of 

innovations. In Baumol’s (2002) The Free-Market Innovation Machine, the role of 

entrepreneurship and small firms is recognized, but it is also emphasized that the bulk of 

innovative activity is carried out by large, oligopolistic firms that compete neck to neck with 

each other through constantly launching new innovations. He compares this to an arms race in 

which no major firm dares to fall behind the others. However, since innovation (R&D) is 

costly, and can be made obsolete by rival innovation, firms split the costs through the sale of 

technology licenses and participation in technology-sharing agreements, which he sees as a 

natural and desirable outcome of the actions of profit-seeking firms operating in (imperfectly) 

competitive markets. Also, innovation tends to breed new innovations, through spill overs of 

various sorts. This process, in Baumol’s view, accounts for the unparalleled growth of modern 

capitalist economies. 

In Audretch and Acs’s theory – which has been developed in a series of well-cited 

articles and books since the early 1980s and summarized in Audretsch’s The Entrepreneurial 
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Society (2008) – the role of new entrepreneurial firms as the origin of innovation takes central 

stage. The authors offer an economic explanation to this question based on an agency cost 

perspective (Acs 2002; Audretsch 1995; Audretsch et al. 2001; Wiggins 1995) as they argue 

that in the absence of perfect markets with perfect information, markets are characterized by 

uncertainty and substantial information asymmetries which make the creation of new 

independent firms the best way to process the information needed to determine the value of 

new opportunities. Due to the uncertain nature of economic knowledge, and the existence of 

substantial information asymmetries across agents, the assessment of the expected value of a 

new means-ends framework is likely to be anything but unanimous between the entrepreneur 

and the decision makers of the incumbent actors. 

These contemporary theories of innovation to a large extent correspond to the 

classical contributions of (the early) Schumpeter, Hayek and Kirzner about how free markets 

contribute to growth and new knowledge. According to Schumpeter (1934) economic 

development is precisely the result of innovative entrepreneurship, that is, the 

commercialization of new, productive knowledge in a broad sense. Hayek (1945), in perhaps 

his major contribution to economic theory, emphasises that market competition works as a 

discovery procedure that make the use knowledge otherwise not known available to the 

economic actors. Kirzner (1973), in a sense, combines the two by showing that the uncertainty 

that characterizes new ventures and innovation can only be handled by entrepreneurs in 

competitive markets. Note, moreover, market competition for these authors, just as for 

Baumol, includes “imperfect” or oligopolistic competition in the neoclassical sense. 

The stark distinctions between ‘top-down’ views on innovation in society such as 

Mazzucato’s The Entrepreneurial State, and more bottom-up perspectives emphasizing the 

competitive dynamics on free markets as the central mechanism in the creation and 

dissemination of innovations implies that a further investigation of how these contrasting 

perspectives inform policy. In the next section, we delve deeper into the notion of market 

failures, which is critical in the realm of innovation policy. 

 

3. The straw man argument of ‘market failures’ in legitimizing interventions 

Modern industrial policies and in particular innovation policies tend to draw legitimacy from 

the economic theory of market failures which highlights that a market-based system may lead 

to welfare-suboptimal investments in research and development (R&D) (Arrow 1962). This 

well accepted theory explains why a free-market system with no or limited intellectual 

property protection may lower incentives for private actors to invest in producing new 
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knowledge, and hence that knowledge creation in society will be below a welfare-generating 

social optimum (Klette et al. 2000). 

The overarching policy idea – derived directly from Arrow’s argument– is that 

innovation has public good characteristics, and therefore needs to be publicly supported. 

However, proponents of active industrial policy and in particular of targeted innovation 

policies tend to overinterpret the theory as saying that in the absence of such government 

support, innovation will be undersupplied, and therefore the government is likely to play an 

instrumental role in innovation (Mazzucato, 2015).  

Market failure theory thus defines the innovation problem as an allocation problem 

that can be resolved through various instruments to correct the misallocation of resources. 

These instruments range from direct public support (e.g. public science or government 

grants), indirect subsidy (R&D tax credits), or by creating high-powered incentives for private 

investment (e.g. through intellectual property rights).  

One should note that Arrow does not discuss interventions as a necessary and 

sufficient condition to address the public goods nature of new (innovative) knowledge. This is 

but one of the policy tools available to incentivize private sector knowledge-generation. 

Removing regulations and impediments to new firm entry and competition with incumbents 

(Djankov et al. 2002) or designing intellectual property legislature that incentivize R&D and 

in particular high-risk R&D are equally potent policy conclusions from the theory (Shapiro 

2001). Further, an exclusive focus on the knowledge generation problem through R&D and 

the like is insufficient for promoting innovation-driven growth. Equally important is attention 

to knowledge dissemination and creation through market competition. While this is not the 

focus of Arrow’s argument, it is a necessary cornerstone of any wholesome theory of 

innovation in society as well as public policy on this topic. We return to discuss research on 

the mechanisms of, and impediments to, knowledge dissemination in the below. First, one 

needs to take stock of the accumulating evidence regarding various policies for fostering 

innovation based on the theoretical premise of market failures. 

 

4. The ineffectiveness of government support schemes: empirical evidence 

Since at least the 1970s, governments around the globe have implemented policies seeking to 

enhance innovation in the private sector, many targeted towards the funding of new 

innovative firms. These policies range from direct subsidies, tax cuts (directed especially at 

new or small firms), special grants for working capital, business training, and counselling 

services, etc. A sizeable portion of such innovation policies seek to provide financial 
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resources such as public loans or grants (Brown and Earle 2017). Through such policy 

interventions (also referred to as “input-related” policies), governments seek to provide 

support aimed at narrowing the knowledge and resource gaps entrepreneurs face as they 

launch and run their firms. Implicit in these interventions is an effort to address presumed 

market failures for these entrepreneurs to close these knowledge and resource gaps 

themselves (Audretsch 2008). Given the resources devoted to business support programs, it is 

natural to ask whether these interventions (“inputs”) are effective at growing successful 

ventures (“outputs”).  

To determine whether public support schemes – direct as e.g. in subsidies and tax 

relief, or indirect as e.g. in training interventions – for firms are effective, careful empirical 

work is needed. However, carrying out empirical evaluations of selective support/subsidies is 

often a difficult challenge since these are unfortunately rarely distributed in such a way that 

they can be systematically evaluated. A common practice in many government support 

schemes is to distribute funds to firms that actively seek and qualify for such support. Such 

firms differ from other firms in several ways: They can be more successful than other firms as 

they passed an evaluation to receive their support, or they may be less profitable than other 

firms, as they needed to apply for public support. This makes it difficult to study whether the 

intended effect of support schemes work since the counterfactual – what would have 

happened to the firm without the public support – is theoretically and methodologically thorny 

to identify. Another problem for government efforts is to prevent their interventions from 

crowding out the availability of resources already provided by market mechanisms (e.g. 

Cumming and Groh 2018). For example, if authorities offer lenient loans, support, or other 

measures on more favorable terms than the private sector, there is a risk that firms simply 

replace private money with public money without a net increase in the amount of capital. 

Given these evaluation problems, it is not surprising that the empirical results from 

assessments of policies seeking to increase the amount or quality of innovation in firms are 

highly scattered.  

The most broad-ranging policies seeking to address the underinvestment in R&D 

highlighted by Arrow (1962) are based on various tax credits schemes. However, meta-

analyses of R&D tax credits and R&D grants unanimously show that effects are very 

scattered across various studies, and few conclusions can be drawn about their potential 

effectiveness (e.g. Dimos and Pugh 2016; García‐Quevedo 2004) A recent OECD survey 

finds that “it is unclear whether the social benefits [of R&D tax support] outweigh the costs” 

(Box 2009, p.9). International experience of R&D support and similar policies suggests these 
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to be highly context dependent and difficult to generalize from (Sandström et al. 2018). For 

example, a study of Israeli innovation support found positive effects on small firm, but 

negative if support was given to large firms (Lach 2002). A German study indicated that 

support did increase private firms’ R&D investments (Hussinger 2008). A study of US R&D 

support for small firms found that support primarily crowded out private money and did not 

produce any positive effects (Wallsten 2000), while recent studies of the same program did 

find positive effects on the innovativeness of energy firms (Howell 2017). Overall, results 

seem to differ depending on the method used, the sector and region that is subsidized, and 

how subsidies are distributed (Colombo et al. 2011). 

A literature review summarizing 77 different studies of government support schemes 

reveal scattered results and that many published studies suffer methodological problems, 

partly related to the prevalence firms that benefit from multiple supporting activities (Zúñiga‐

Vicente et al. 2014). Evaluating efforts where firms receive more than one type of support is 

methodologically complicated. When firms have received several support initiatives, it 

becomes difficult to distinguish which of the supports had a possible effect, if there are 

competing effects, or if effects arise cumulatively. One of the countries with the longest 

history of offering a range of policies in support of entrepreneurship is the United Kingdom. 

In a long-term study of various UK government initiatives to support new and small firms, 

Bennett (2008) surveyed more than 2,000 firms in 1991, 1997, 2002, and 2004, finding that, 

overall, government intervention is difficult to make effective at reasonable cost–benefit 

ratios. Bennett finds little evidence of market failure for growing and more innovative firms, 

but rather than systemic market failures in the United Kingdom only seems to influence very 

early-stage start-ups. Over the study period, the UK government partly decentralized 

previously centralized programs, which had marginal benefits for the number and type of 

recipient firms on the one hand, but sharply increased public costs and the bureaucracy 

recipient firms had to negotiate on the other. Bennett’s survey also highlights the stark gender 

bias in a highly disproportionate number and sum of support provided to male-led firms, 

compared to the average level of male- and female-led small and new firms. 

Policies enacted are also highly heterogenous. Some government support comes in 

the form of free or subsidized advisory services, rather than as financial support. A recent 

study by Widerstedt and Månsson (2015) examined the effect of business counseling support 

from a 2004–2007 Swedish grant program, aimed at firms in peripheral regions, in which 

1,244 firms that applied for and received advice were compared to more than 90,000 control 

group firms in a matched sample. The authors found that while value added and number of 
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employees seemed to increase more rapidly for firms that received advice compared to the 

control group, this effect was mainly due to increased use of labor and capital rather than 

increased efficiency, and the differences disappeared when self-selection of firms seeking 

advice was controlled for. 

Other government support comes in the form of subsidized or wholly funded 

incubators and science parks where firms can apply for subsidized facilities, business advice, 

networking support, etc. What makes such incubators more (or less) successful has been 

amply studied in the innovation literature (e.g. Bruneel et al. 2012; Klofsten et al. 2020). 

However, studies that identify whether incubation is actually, on average, advantageous for 

beneficiaries and a cost-effective way for society as a whole to foster the creation of new 

innovative firms are scarce. Recent evidence from the United States, Italy, and Germany 

suggest that incubators are very heterogenous and that, on average, incubated firms perform 

no better than comparable non-incubated firms when their support comes to an end ((e.g. 

Amezcua 2010; Lukeš et al. 2019; Schwartz 2013). A recent comprehensive study of “the 

Swedish incubator program” – a governmental program overseeing the overall financial 

support and management of more than 40 incubators across Sweden examined how 

incubation affects performance of participating firms as well as innovativeness in terms of 

patenting among individuals managing or employees (Ejermo 2018). Comparing 296 CEOs 

and 2,585 employees in incubated firms with a matched sample of comparable individuals in 

similar (non-incubated) firms in 2005–2014, Ejermo found that while incubation did not 

foster turnover growth or value added among participating firms, incubation did seem to 

foster innovativeness in the form of patenting activity among CEOs of incubated firms. For 

employees, there was only a small effect on increased patenting.  

Further, it appears that the support schemes can distort firm behavior. Due to the 

prevalence of public support systems for innovation within countries where different 

authorities distribute various types of support – often with no or little coordination between 

the authorities – firms may systematically seek and obtain several grants for related purposes. 

Not only do this makes evaluations of various policies challenging (Zúñiga‐Vicente et al. 

2014) but it also creates a potential market for rent-seeking activities. Firms that are good at 

securing public grants may in theory be drawn from any tail in the productivity distribution 

but in practice authorities seek to foster ‘high-potential firms’ where they seem potential for 

growth and productivity improvement, meaning that below-average productive firms may 

easily be lured into a habit of applying for grants and public support rather than seeking to 

improve their productivity and gain market shares. Such firms in a sense becoming “subsidy 
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entrepreneurs” with lingering low long-term productivity but still being able to hire skilled 

workers and pay them well, at least for the intermediate time horizon (Gustafsson et al. 2018). 

If grants designed to stimulate innovation instead led to some firms simply specializing in 

getting grants this may in time create an increasing market for unproductive or even 

destructive entrepreneurship that compete unfairly with non-subsidies firms (Baumol 1990). 

Some argue that effects on innovation can only be seen in hindsight when sufficient 

time has elapsed.  In a study conducted by parts of the coauthor team, however, the only 

noticeable effects are short term in the form of a 'sugar rush' when grants recipients are able to 

overspend on equipment and new staff (Gustafsson et al. 2016). Over time, the effects fade 

away. Lerner (2009, p.5) summarized extant evidence on government interventions for 

innovation as: “for each effective government intervention, there have been dozens, even 

hundreds, of failures, where substantial public expenditures bore no fruit.”  

 

5. Attempts to correct market failure result in policy failure 

The results reviewed above suggest that positive effects of innovation policies are often 

exaggerated and that outcomes in terms of more innovations, entrepreneurship and growth 

have been disappointing. In this section, we explain these results theoretically. As outlined 

previously, innovation policies draw legitimacy from the existence of market failures in 

investments in and commercialization of new knowledge, meaning that firms will underinvest 

in R&D due to difficulties in appropriating the potential gains of those investments, leading to 

a societal suboptimal level of welfare-generating R&D. However, the presumed existence of a 

market failure is a necessary but insufficient criterion for public intervention. The criterion is 

insufficient because the government’s ability to solve market failures presupposes the absence 

of policy failures. An alleged market failure is not an adequate reason for political 

intervention: It also requires demonstrating that politics really can solve the problem in 

question, i.e. avoiding policy failures. This is an important but less often considered challenge 

for innovation policy. Challenges can be divided into information problems and incentive 

problems (Karlson, 1993; Boettke and Leeson 2004; Leeson and Subrick 2006; Pennington 

2011). 

 

5.1 Information problems 

Information problems concern the difficulty a public actor face in collecting the information 

and acquiring the knowledge enabling correct decision-making regarding, for example, the 

allocation of resources. As Hayek (1945) showed, it is practically impossible to aggregate 
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information and knowledge about production conditions, business opportunities, customer 

preferences, etc. to any central unit in society. Such information is dispersed, local, and time-

bound in character, even in today’s modern digital economy. With regards to innovation 

policy and the results reviewed above, there are numerous implications of Hayek’s argument. 

First, the existence of a market failure is empirically difficult to prove, or measure. 

The original argument by Arrow (1962) was of a theoretical nature and has not been 

validated. One could expect the potential size of such a market failure to vary greatly 

depending upon institutional characteristics, industrial context, regional and national setting. 

Such differences along with the fact that it is a very methodologically challenging task to 

locate and compute the size of a market failure means that policymakers are put in the 

awkward position of trying to solve a problem that is unknown both in terms of its existence, 

size and location. Needless to say, such a situation is almost bound to result in 

malinvestments. 

The second implication concerns that a market economy is more compatible with the 

notion of dispersed knowledge than a public policy intervention. Industrial development in a 

market economy characterized by innovations is often described as a complex evolutionary 

process (Nelson and Winter 1982). Through experimental search characterized by failures and 

unpredictable breakthroughs, the economy develops over time (Aldrich 1999). Individual 

market actors make mistakes and invest in the wrong technical solution or the wrong business 

model for a new technology (Delmar et al., 2011). If the actors themselves who operate in a 

market are unable to know which technology or business model is optimal, there is reason to 

question how a public actor in the form of a government agency or a policymaker can perform 

this task satisfactorily. Government involvement in the form of “picking winners,” that is, 

attempts to generate growth through government selection of technologies or firms, risks 

becoming expensive for taxpayers (Lerner 2009). Previous research has shown that venture 

capital investments tend to be highly spatial and build on social networks (Hochberg et al. 

2007). The price mechanism provides aggregate information about customers’ demand, and 

the firms’ profits and losses. Information and knowledge are thus conveyed and generated 

among market actors in competitive markets who are nested together through social, 

economic and technological interdependencies, and this information is hard to extract from its 

origin and locate in a central policy unit. 

 

5.2 Incentive problems  



11 
 

Incentive problems concern whether policies can be designed in a way that is compatible with 

incentive structures throughout society. Any policy implementation needs to consider the 

extent to which political decision makers, administrators and commercial forces are driven by 

incentives that make policies work out as intended. The literature on political economy often 

highlights public actors’ goal setting as a matter of aligning between different types of 

interests, including the vote maximizing behavior of politicians and budget maximizing 

among government agencies. Moreover, politics and public grants in particular are frequently 

influenced by lobbying of special interest groups at the expense of taxpayers and the public 

(Niskanen 1975). 

Incentive problems help us explain some of the results regarding why public policies 

for innovation have delivered meagre results. Different public programs tend not to be closed 

down, even when they have no positive effects, arguably due to the budget maximizing nature 

of government agencies and the need of politicians to appear as decisive. Government 

initiatives can also lead to firms developing opportunistic behaviors which, ultimately, can 

result in both cheating and corruption. A recent German study found that soft loans have not 

necessarily gone to firms that need them most, but to firms where management have personal 

connections to funding agencies (Haselmann et al. 2018). 

Furthermore, even support or cheap loans are not free as they are always associated 

with a search process that requires personnel resources, both for the firm and the 

administrative body. Competition may be distorted, and selective support can create skewed 

incentives where firms spend more time applying for grants and lobbying for support than 

they do developing their products and services (Baumol 1990). There is also a risk that 

politicians prioritize what benefits them in the short term rather than making decisions that 

benefit society in the long term. There is always a risk, then, that support schemes and an 

active innovation policy will be exploited by opportunistic politicians as well as authorities 

and firms. One example comes from contemporary developments in Spain, where an overly 

supportive scheme for renewable energy resulted in a bubble of solar cells and wind power, as 

well as considerable levels of corruption. The support was so generous that growth became 

unmanageable for the government, which eventually had to withdraw the support it had 

assured would apply for years to come (Alvarez et al. 2009). This shows that public initiatives 

for innovation are associated with considerable incentive problems. 

To sum up, there are several theoretical arguments why a market’s conditions would 

produce an insufficient supply of innovation, suggesting that policy efforts are needed. These 

are, however, associated with their own difficulties, both with regard to access to relevant 
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information and incentives of the actors involved. The fact that innovation is important for the 

economy therefore does not imply that R&D or specific firms should be supported by 

authorities. A functioning policy for growth therefore needs to strike a balance: Policy failures 

may be as problematic as market failures. 

 

5.3 Explaining the prevalence of innovation support policies 

Despite the empirical evidence reviewed in this paper and the well-established theoretical 

edifices related to information and incentive problems, active and targeted innovation support 

policies are becoming increasingly popular. How can this be the case? 

An explanation for the policy trend is that targeted support initiatives are easy to 

justify politically (Potts et al. 2016). Politicians appear decisive and committed to a cause 

when they launch a new support structure and state that billions of euros or dollars will be 

invested in innovation and entrepreneurship.  Beneficiaries of such policies include 

politicians, government agencies and the firms that thrive on these support schemes, who 

congeal into concentrated interest groups.  The cost, however, is distributed across a large and 

immobilised group in the form of taxpayers and other firms who instead concentrate their 

attention on serving customers and improving their operations. Unfortunately, policies that 

have limited effects but strong proponents and are politically easy to justify may prevail in the 

long term, despite their ineffectiveness. Conversely, escaping a trap of subsidy and privilege 

is difficult. It is hard to remove regulatory burden, labor market restrictions, and other barriers 

to innovation and entrepreneurship.  The benefits of liberalization are distributed over large 

and unidentified groups. Reformers need to be deal with vested interest groups that have or 

think they have a lot to lose from the enactment of new policies. A competitive market 

economy is most likely a more genuine public good than R&D. 

 

6. Discussion: new theoretical approaches to innovation 

Given the stark evidence against the effectiveness of various targeted innovation policies, one 

must ask to what extent this is a problem in design of such policies or a more fundamental 

problem in that they are based on faulty theoretical premise? We here argued for the latter. 

Market failures in innovation are not the key impediment for innovations in society and may 

never have been. 

Research in the fields of open innovation (e.g. Von Hippel 2005), knowledge 

commons (e.g. Frischmann et al. 2014), and intellectual property (e.g Boldrin and Levine 

2002) all emphasize that organizations and markets regularly work their way around 
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knowledge investment and appropriation problems. What is emerging instead is a new 

theoretical approach to the innovation problem that emphasizes coordination and knowledge 

problems rather than resource allocation problems, and that draws on evolutionary economics, 

Austrian market-process theory, and new institutional economics (see e.g. Davidson and Potts 

2016). These new theoretical models emphasize that the economic problem is the discovery of 

value not invention of new technology. The focus therefore is on the innovation problem in a 

market context, rather than on the invention problem in an organizational context.  

The new approaches, which as already has been noted largely builds on the 

contributions of Schumpeter, Hayek and Kirzner, emphasize the role of entrepreneurship in 

the market discovery process and the role of institutions to coordinate such discovery, and 

they focus attention on the barriers to innovation that come from within the economy, 

particularly regulatory and political constraints. They find that innovation resources are more 

than just the technical details of an invention but also crucially include market information 

about the nature of the entrepreneurial opportunity. 

To explain how innovations are introduced, Nelson and Winter (1982, p. 119–121) 

suggested that it is the departure of employees with idiosyncratic knowledge from a plant that 

causes the ‘mutation’ of an existing routine, both in an old plant and in the new organization. 

From this perspective, labor mobility on a competitive labor market is an essential 

mechanisms for dissemination of knowledge relevant for innovations to occur, since that 

knowledge is embedded in individuals (Wennberg, 2009). Recent large-scale studies provide 

evidence in favor of this theory by showing that in US states that have non-compete covenants 

to disincentivice skilled personnel to change employers, patenting behavior is more rare 

(Marx 2011; Marx et al. 2015). European evidence also indicates that in national states with 

higher labor market regulations, innovative entrepreneurship tends to be less prevalent (Fu et 

al. 2018). 

The commercial exploitation of new knowledge is an equally important ingredient in 

economic growth as the creation of new knowledge through R&D and the like (Romer 1994). 

New knowledge comes from things that people do. They create new knowledge because they 

think they may be able to achieve market power and earn monopoly rents. The question then 

becomes who the agents are that are most likely to create the new knowledge and introduce it 

to the market for commercial ends, and why do they do this. Awareness about the existence of 

this knowledge is not necessarily free or equally distributed across all individuals in an 

economy. On the contrary, as Hayek (1945) pointed out, a central feature of a market 

economy is the division of knowledge among individuals, as no two individuals share the 
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same knowledge or information at the same point in time. What is important is that new 

knowledge is diffused and generated in the economy through the market process, not that it is 

equally available to everyone.  

Given the vital need for independent actors’ decisions to exploit new knowledge for 

commercial purposes, the state’s role is to secure the conditions of free and competitive 

markets rather than to seek to identify or steer who exploits this knowledge, and how. 

Moreover, it needs to be emphasized that there is no automatic logic suggesting that 

the differences in access to knowledge will lead to the successful exploitation of that 

knowledge. On the contrary, those that are the most successful in identifying potentially 

valuable opportunities are far removed from those most capable of exploiting them 

(Schumpeter 1934). A long line of influential work beginning with Vannevar Bush (1945), 

has argued that government support for basic science is necessary to create new technologies 

and industries. This is perhaps best exemplified with knowledge arising from public 

investments such as university research, where professor-led commercialization attempts are 

on average by far the least successful compared to commercialization attempts led by 

industrially experienced actors (e.g. Wennberg et al. 2011). The distinctive role of different 

actors in identifying and exploiting new knowledge for commercial purposes is not distinct 

for university innovations but broadly applicable in the economy. For example, an important 

role of the venture capital industry is to identify entrepreneurs with valuable opportunities and 

to match them with human and financial resources needed to organize the exploitation of that 

opportunity (Gompers and Lerner 1999). 

 

Conclusions 

In a world of technological change and global competition, economies struggle to remain 

competitive. Inspired by popular but theoretically incomplete and empirically weakly founded 

notions of “the entrepreneurial state”, the European Union and other political entities have 

sought to address this challenge through various industrial and innovation policies such as 

targeted support schemes, research & development (R&D) grants and subsidies. In this paper 

we contrasted such a notion of an “entrepreneurial state” with other contemporary and 

classical theories on innovation that put the emphasis on entrepreneurship and market 

processes highlighting several deficiencies in the notion of an entrepreneurial state. 

The entrepreneurial state relies on the theory of market failure that assumes that ‘the 

innovation problem’ is in essence an allocation problem in funding R&D. The policy 

implication is that the misallocation (compared to a fictional social welfare optima) can be 
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resolved with a reallocation of scarce economic resources. This suggests a role for centrally 

placed bureaucrats in supporting innovation by targeted spending of public resources. In this 

paper, we have reviewed and discussed empirical results suggesting that this logic is flawed. 

Having covered a considerable body of research suggesting that various innovation support 

schemes have limited positive effects, we explain these results by drawing upon information 

and incentive problems.  

The information problem implies that market failures cannot be measured or properly 

located, meaning that attempts to resolve them are bound to be misallocated in terms of size 

and scope. Moreover, the notion of dispersed knowledge suggests that central policymakers 

cannot substitute a decentralized market process (Hayek 1945). The incentive problem posits 

that innovation policies may often result in unintended outcomes as self-interested behavior 

among policymakers and firms alike generate distortions and opportunistic behavior. In sum, 

the presence of information and incentive problems imply that attempts to resolve market 

failure instead result in policy failure. 

We have argued that the market failure approach suffers from an exclusive focus on 

knowledge creation as it ignores the equally important mechanisms of knowledge 

dissemination and creation through commercial exploitation in markets , and instead suggest 

a more theoretically germane role of the state in securing the conditions of free and 

competitive markets. Based on central perspectives in innovation economics and a long time 

of empirical results, this provides a stronger foundation for a more innovative economy than 

alternative perspectives ignoring central economic priors and without due empirical basis, 

such as notions of an Entrepreneurial State. Only by doing less and do it better can 

governments help unleash – rather than steer – the welfare-generating engine of the free-

market Innovation machine (Baumol 2002). 
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