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“Creative destruction, innovation, and entrepreneurship are at the core of economic
growth. The government has a clear role, to provide the basic fabric of a dynamic
society, but industrial policy and state-owned companies are the boulevard of broken
dreams and unrealized visions. This important message is convincingly stated in
Questioning the Entrepreneurial State.”

—Anders Borg, former Minister of Finance, Sweden

“While governments undoubtedly have an important role in ‘setting the table’ for
entrepreneurship, their track record in direct interventions to this end has been much
more problematic. The thoughtful essays in this volume highlight the many obstacles
that aggressive government efforts to boost entrepreneurs can encounter, and
provide a healthy corrective to naive prescriptions by academics and policymakers
alike.”

—Josh Lerner, professor, Harvard Business School

“Simple policy solutions won't solve complex societal challenges, as this book
thoroughly demonstrates. The proper remit of policy is to respect current societal
and economic structures while also supporting new directions. These can be
unleashed through the creative potential of new knowledge, innovations, and

entrepreneurs as agents of change in many spheres of society.”
—Maureen McKelvey, Professor of Industrial Management and Economics,
University of Gothenburg, Sweden

“Misreading the dynamism of American entrepreneurship, European intellectuals
and policymakers have embraced a dangerous fantasy: catching up requires
constructing an entrepreneurial state. This book provides a vital antidote: The

entrepreneur comes first: The state may support. It cannot lead.”
—Amar Bhidé, professor, Thomas Schmidheiny Professor of International
Business, Tufts University

“This important new book subjects the emergence of the entrepreneurial state, which
reflects a shift in the locus of entrepreneurship from the individual to the public
sector, to the scrutiny of rigorous analysis. The resulting concerns, flaws, and biases



inherent in the entrepreneurial state exposed are both alarming and sobering. The
skill and scholarly craftsmanship brought to bear in this crucial analysis is evident
throughout the book, along with the even but ultimately consequential thinking of
the authors. A must-read for researchers and thought leaders in business and policy.”
—David Audretsch, Distinguished Professor, Ameritech Chair of Economic
Development, Indiana University
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Introductory Chapter



Introduction ®)
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Karl Wennberg and Christian Sandstrom

Abstract Western economies are struggling to recover from a decade of Plagued by
structural crises, an ongoing pandemic, high unemployment and sluggish growth. As
progressively looser monetary and fiscal policies have not helped, both the EU and
national governments have increasingly turned towards interventionist industrial
policies. Mariana Mazzucato’s The Entrepreneurial State (2011) provided an intel-
lectual justification for these efforts, and consequently gained popularity. The
message was clear: in order to get more innovation, entrepreneurship, sustainable
development and growth we need more government, not less. In this book, 30
international scholars address the core ideas underpinning the entrepreneurial state.
We provide evidence of both historical and recent failures of “green deals” and
similar efforts, while also developing novel directions for innovation policy. In many
regards, this book is a warning: huge government schemes towards specific, noble
outcomes have historically been plagued with failures. In sum, we argue that
innovation policy needs to be inverted: instead of being specific and targeted, it
needs to be broad and general, focusing on the general conditions for firms to
operate. Instead of providing targeted support to certain firms, industries or even
technologies, innovation policy needs to constructively deal with barriers to inno-
vation, including the proactive handling of vested interest groups.

Keywords Entrepreneurial state - Innovation policy - Green deal

Many Western economies have been plagued by prolonged structural crises, persis-
tent unemployment, and the lack of durable economic recovery after the great
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recession in 2008-2009, the Euro crisis of 2011-2012, as well as the ongoing
pandemic and its repercussions.

These crises have resulted in several rapid shifts in economic policy. Low interest
rates, quantitative easing, and a myriad of public stimulus packages have followed
on top of each other. While available venture capital and new digital startups reach
record figures from year to year, public and private debt is mounting, yet produc-
tivity growth and job creation have been sluggish. Populist and nationalist agendas
have emerged and with them calls for the protection of national interests and
industries, as well as well-founded worries of increasing economic inequality and
global climate change.

This intellectual and economic milieu has become a fertile ground for the rebirth
of top-down industrial policies. Mariana Mazzucato’s book The Entrepreneurial
State (2011) has become a best seller that has fueled the renaissance of industrial
interventionism. As policymakers around the world were looking for answers and
ways to deal with issues such as global climate change, sluggish economic growth,
and increasing inequality, Mazzucato’s book was perfectly positioned to go viral.
Her follow-up book, Mission Economy (2021), expands on Richard Nelson’s work
on innovation missions and moonshots from the 1970s and 1980s to argue that
governments should formulate missions by which to spur innovations seeking to
solve great societal challenges—from green energy to national security to building
resilient health systems.

Mazzucato provided an intriguing and simple argument: the state had been the
main agent behind innovation and industrial renewal, and independent entrepreneurs
and large companies have merely followed and capitalized upon the efforts of
courageous governments over the years. Economic policy, and innovation policy
in particular, has therefore been misguided. Innovation and renewal do not happen
through independent entrepreneurial endeavors and innovations launched in a free
market economy. On the contrary, Mazzucato argues, prosperity instead comes from
large government efforts aimed at solving grand challenges faced by humanity.

The aim of this book is to take a serious look at Mazzucato’s ideas. As
policymakers were, and are, desperate in their search for solutions, few scholars or
politicians have scrutinized or questioned the idea of the entrepreneurial state.
Scholars have tended to ignore these ideas since they emerged from a popular
science book and not in peer-reviewed academic journals, and arguably they were
not subject to much academic debate. On the other hand, policymakers have tended
to uncritically accept these ideas as the next big thing, for several potential reasons.
After the great recession, the need for fresh ideas and perspectives in public policy
was great. Further and perhaps most importantly, by propagating the need for public
direction and coordination, especially that governments should be driven by large
missions, The Entrepreneurial State and Mission Economy provided public officials
with a sense of importance and authority. For these and other reasons, the message
was accepted rapidly throughout Europe and elsewhere. Mazzucato has served as an
advisor to the European Commission and numerous governments across the world.
More cautious policymakers seeking empirical evidence or detailed theoretical
rationale for redirecting public investments into large, top-down industrial policy
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schemes have not been equipped with arguments or evidence to critically examine
the story that was advanced.

As a consequence, the ideas of The Entrepreneurial State and Mission Economy
have been put into practice and rolled out across Europe over recent years, without
much prior analysis. Notwithstanding the increasing number of policy reports and
theoretical papers on missions, to date there have been hardly any empirical evalu-
ations or studies of how such missions are designed and executed, or when they
work or do not. As foundational innovation scholars Foray, Nelson, and Mowery
argued in a special issue on “a new generation of policy instruments to respond to the
Grand Challenges,” mission-oriented innovation policies “are not the right models
for new programs aimed at the challenges we now face” (2012, p. 1697). They argue
that regarding proposals for a new Manhattan or Apollo project focusing on issues
such as climate change, such challenges “are all very different than the challenges
faced and met by Manhattan and Apollo. These programs were aimed to develop a
particular technological capability, and the achievement of their technological
objective signaled the end of the program.” Also currently leading innovation
economists such as Bloom, Van Reenen, and Williams (2019, p. 179) write that
moonshot examples “lack a counterfactual example” and are by design geared
toward political decision-making which “may be more likely to favor sectors or
firms that engage in lobbying and regulatory capture, rather than the most socially
beneficial.” This point is also emphasized in several contributions to this book (see
e.g. the chapter “Third-Generation Innovation Policy: System Transformation or
Reinforcing Business as Usual?” by Bergkvist et al.). In short, while the idea of
aiming high and leveraging large portions of society’s resources to address some
fundamental human challenges may sound appealing to many, such ideas have
limited scientific credibility.

Currently, ideas emanating from The Entrepreneurial State and Mission Econ-
omy are being implemented in large state initiatives in order to accomplish what are
currently seen as vital outcomes. The European Union’s Green Deal amounts to
investments of around €1000 billion over the next ten years, including €430 billion
on hydrogen gas. What do we know—really—about the theoretical logic behind
these ideas, and what empirical support is there for the idea that such massive
top-down initiatives will bring about the innovative capacity to address global
climate change and other missions?

Over the past few years, some scholars have reviewed and discussed different
arguments related to The Entrepreneurial State and Mission Economy and have
thereby contributed to both scholarly and policy discussions (Aspromourgos, 2018;
Brown, 2021; Mingardi, 2015; Pradella, 2017; McCloskey & Mingardi, 2020).
However, we are not aware of any systematic effort to scrutinize the raison d’étre
of The Entrepreneurial State and Mission Economy, their theoretical validity, or
empirical support. Hence this book. We address the core ideas behind the entrepre-
neurial state and related innovation policy agendas, discuss contrasting and comple-
mentary perspectives, showcase empirical evidence, and articulate a new, and in our
view better founded, direction for innovation policy.
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This book is in many ways a warning. Grand schemes toward noble outcomes
have a disappointing track record in human political and economic history. Con-
ventional wisdom regarding authorities’ inability to selectively pinpoint certain
technologies, sectors, or firms as winners, and the fact that large support structures
for specific technologies are bound to distort incentives and result in opportunism,
seems to have been forgotten. This book serves as a theoretical and empirical
reminder.

1 The Contributions to the Present Volume

While each chapter in the current volume can be read as one distinct piece, there is
also an overall idea and logic to the book. Chapters “The Entrepreneurial State and
the Platform Economy”, “An Effectual Analysis of Markets and States”, “The
Entrepreneurial State: An Ownership Competence Perspective”, “Innovation With-
out Entrepreneurship: The Pipe Dream of Mission-Oriented Innovation Policy”
discuss theoretical perspectives that complement and contrast the theories underpin-
ning the entrepreneurial state. These chapters demonstrate that ideas about top-down
innovation policies often fail to consider central aspects of human individual and
collective decision-making, idea ownership, and the nature of digitalization. In “The
Entrepreneurial State and the Platform Economy”, Sinclair Davidson and Jason Potts
(2022) explain how value is created in the platform economy and how Mazzucato’s
description of the platform economy essentially misses out on value creation by
employing outdated theories of value creation in the network economy. In “An
Effectual Analysis of Markets and States”, entrepreneurship scholar Saras
Sarasvathy (2022) outlines how theories of entrepreneurial decision-making that
incorporate creativity, genuine uncertainty, and docility may be fruitfully leveraged
to study markets and market design. In “The Entrepreneurial State: An Ownership
Competence Perspective”, organizational economists Samuele Murtinu, Nicolai
J. Foss, and Peter G. Klein (2022) discuss how several of the key ideas underpinning
The Entrepreneurial State are at odds with notions of economic competence and
ownership competence. As government actors lack the owner’s responsibility and
incentives, the state is also bound to be less entrepreneurial, as are top-down
initiatives governed by public actors.

The first section of the book concludes with Johan P. Larsson’s “Innovation
Without Entrepreneurship? The Pipe Dream of Mission-Oriented Innovation Policy”
(Larsson 2022), which argues that fundamentally, the state cannot act as an entre-
preneur because it faces no real risk, does not address a real market, and cannot be
evaluated. Larsson deconstructs the idea of mission-oriented policies and concludes
that these policies do not work in practice because of the impossibility of dispersed
actors with differing priorities and incentives to, in practice, agree on the mission
undertaken or on how it should be accomplished and evaluated.
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From these chapters we learn that what may sound good on paper in terms of
collective missions and directionality are often—but not always—at odds with the
received wisdom of individual action and coordination in open democratic societies.

Chapters “Building Local Innovation Support Systems: Theory and Practice”,
“Reducing Higher Education Bureaucracy and Reclaiming the Entrepreneurial Uni-
versity”, “Cultural Ideals in the Entrepreneurship Industry”, “Evaluating Evaluations
of Innovation Policy: Exploring Reliability, Methods, and Conflicts of Interest”, “Do
Targeted R&D Grants toward SMEs Increase Employment and Demand for High
Human Capital Workers?” contain empirical examples of innovation policies in
terms of creating entrepreneurial ecosystems, making universities more innovative,
and nurturing the innovativeness of new and small enterprises. In “Building Local
Innovation Support Systems: Theory and Practice”, Dan Hjalmarsson (2022)—an
innovation scholar turned public decision-maker with decades of experience in
designing and evaluating innovation policies—applies his ideas to the region of
greater Umea in northern Sweden and discusses what we can learn from decades of
policy support to enhance innovation and entrepreneurship in seeking to foster
university-industry collaboration. He concludes that successful policymaking is
about creating the right incentives, avoiding picking winners, and direct efforts in
ways that do not interfere with competition.

In “Reducing Higher Education Bureaucracy and Reclaiming the Entrepreneurial
University”, Siri Terjesen (2022) leverages academic research and policy practice
from her position as an associate dean to discuss ways in which current top-down
policies hamper rather than encourage experimentation and mindful decision-making
at higher education institutions, a crucial set of institutions in any innovation paradigm.
She argues that bureaucratization and top-down governance stifle innovation both at
universities and in corporations. Terjesen describes the worrying trend of increases in
bureaucracy and reports on successful anti-bureaucracy policies and practices such as
calculating ‘bureaucratic mass’ and the implementation of new technology.

In the chapter “Cultural Ideals in the Entrepreneurship Industry,” Anna
Brattstrom (2022) outlines the increasingly prevalent paradox that although there
appears to be much innovative activity in “local ecosystems,” in tangible ways there
is little innovative output. Leveraging in-depth data on entrepreneurs, associations,
and public sector activities in Skane, Sweden, she argues that entrepreneurship and
“being innovative” has become a cultural ideal that both firms and policymakers
sympathize with and enact as a form of social signaling, but with often limited
tangible output. In “Evaluating Evaluations of Innovation Policy: Exploring Reli-
ability, Methods and Conflicts of Interest”, Elias Collin, Christian Sandstrom, and
Karl Wennberg (2022) take a closer look at how innovation policies are evaluated
and by whom. They conclude that the vast majority of evaluations in Sweden tend to
be positive but that these statements are usually not backed by studies of effects. This
section concludes with chapter, “Do Targeted R&D Grants Toward SMEs Increase
Employment and Demand for High Human Capital Workers?” in which Sven-Olov
Daunfeldt, Daniel Halvarsson, Patrik Tingvall, and Alexander McKelvie (2022)
report the results of a counterfactual study into the effects of targeted innovation
support. Their most significant result is the absence of any statistically significant

2



8 K. Wennberg and C. Sandstrom

effects on employees, turnover, or profit. Bearing administrative costs in mind, these
findings suggest that the overall impact of such support structures may often be
negative for the economy. These chapters showcase how innovation policies are
executed in practice, with what impact—both direct and indirect, long term and short
term—and how they are commonly evaluated. We learn about practical challenges
related to the design, execution, and evaluation of innovation policy in practice.

Chapters “Third-Generation Innovation Policy: System Transformation or
Reinforcing Business as Usual?”, “Less from More: China Built Wind Power, but
Gained Little Electricity”, “The Failures of the Entrepreneurial State: Subsidies to
Renewable Energies in Europe”, “Directionality in Innovation Policy and the Ongo-
ing Failure of Green Deals: Evidence from Biogas, Bio-ethanol, and Fossil-Free
Steel” showcase alternative approaches to innovation policy such as transformative
policies and missions, focusing specifically on top-down approaches toward more
ecologically sustainable economies. Lessons from recent transformative policy pro-
grams in the European Union, China, and Swedish regions are discussed. The chapter
by John-Erik Bergkvist, Jerker Moodysson, and Christian Sandstrom (2022),
“Third-Generation Innovation Policy: System Transformation or Reinforcing Busi-
ness as Usual?,” provides a discussion of some ongoing attempts around the Western
world to accomplish innovation and renewal through large collaborative schemes.
Based on case studies across the European Union, the authors conclude that these
collaboration policies are likely to favor established interest groups rather than
contribute to industrial transformation.

Chapters “Less from More: China Built Wind Power, but Gained Little
Electricity”—“Directionality in Innovation Policy and the Ongoing Failure of
Green Deals: Evidence from Biogas, Bio-ethanol, and Fossil-Free Steel” provide
empirical evidence that problematize recent green industrial policies. In the chapter,
“Less from More: China Built Wind Power, but Little Electricity Came,” Jonas
Grafstrom (2022) reports evidence of failed wind power policies in China. Similarly,
Carlo Amenta and Carlo Stagnaro (2022) document that European subsidies to
renewable energy have had limited positive effects on the natural environment and
done little good for the economy in the chapter, “The Failures of the Entrepreneurial
State: Subsidies to Renewable Energies in Europe.” The chapter by Christian
Sandstrom and Carl Alm (2022), “Directionality in Innovation Policy and the
Ongoing Failure of Green Deals: Evidence From Biogas, Bio-ethanol, and Fossil-
Free Steel,” reports on historical cases of policy failure regarding innovation and
sustainable development. Documenting the costly failures of biogas and ethanol
efforts in Sweden, the authors identify the underlying mechanisms and apply them to
the ongoing development of supposedly fossil-free steel. Sandstrom and Alm (2022)
argue that large pools of “free” public money directed toward specific technologies
may distort incentives and make firms immune to risk, which in turn results in
reckless investments into specific technologies that may have little potential.

The final section of the book discusses how we can turn the page and move on
from ideas such as an entrepreneurial state toward more holistic innovation policy
anchored in what we have learned from almost a century of such policies. Chapters
“Policy Instruments for High-Growth Enterprises”, “Public-Steering and Private-
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Performing Sectors: Success and Failures in the Swedish Finance, Telecoms, and
City Planning Sectors”, “The Digital Platform Economy and the Entrepreneurial
State: A European Dilemma” compare more or less successful innovation policies
and describe what we can learn from them about how institutionalized sectors can be
transformed. In “Policy Instruments for High-Growth Enterprises”, Alex Coad, Peter
Harasztosi, Rozalia Pal, and Mercedes Teruel (2022) provide an in-depth review of
decades of knowledge accumulated on high-growth enterprises; their impact in terms
of innovation, change, and job creation; and how policy instruments can, or cannot,
be used to encourage the emergence and direction of such enterprises. Among other
things, they highlight the importance of getting incentives right, and the coordination
and consistency of policies over time. This evidence-based approach is perhaps less
spectacular than the moonshot policies of the entrepreneurial state, but likely to be
more effective in the long term.

In the chapter “Public-Steering and Private-Performing Sectors: Success and
Failures in the Swedish Finance, Telecoms, and City Planning Sectors”, Klas
A. M. Eriksson and Rasmus Nykvist (2022) discuss showcase three in-depth longi-
tudinal cases of sectoral transformation, documenting the difference in innovation
and competitiveness between the sectors that have been liberalized and city plan-
ning, which resembles more of a planned economy. In doing so, they also highlight
the critical role of vested interest groups in blocking attempts at policy renewal.
Relatedly, they highlight that innovation policy needs to deal better with incumbent
interest groups. In the chapter “The Digital Platform Economy and the Entrepre-
neurial State: A European Dilemma,” Zoltan J. Acs (2022) shows how the nature of
digital markets causes a dilemma for top-down policies seeking to steer innovation
in directional ways. Comparing the state of the rapidly growing digital platforms and
their impact in the United States, East Asia, and the European Union, he argues that
the absence of competitive European tech firms is a direct function of the ideas and
policy recommendations related to The Entrepreneurial State. Literature on innova-
tion systems has emerged and been diffused among policymakers in Europe. Amer-
ican industrial policy tends to put a more direct emphasis on entrepreneurial
ventures, and according to Acs, this is the primary reason why Europe is lagging
behind.

In the book’s final chapter, “Collaborative Innovation Blocs and Mission-
Oriented Innovation Policy: An Ecosystem Perspective,” Niklas Elert and Magnus
Henrekson (2022) compare and integrate insights from mission-oriented innovation
policy with an older innovation paradigm: that of collaborative innovation blocks.
By highlighting how some aspects of “mission interventions” may be beneficial if
enacted prudently and with the consideration of the institutional contingencies
underpinning innovative activities in various contexts, the chapter discuss how
more holistic and resilient innovation policies can be articulated to leverage the
strengths of today’s rapidly growing innovation ecosystems.



10 K. Wennberg and C. Sandstrom
2  Why Is the Entrepreneurial State so Popular?

The Entrepreneurial State gave policymakers what they needed, when they needed
it. With economies struggling to recover and increased demands for sustainability,
they were in great need of solutions or at least actions that seemed credible. The book
provided a flattering message to politicians and government agencies, highlighting
them as heroes and visionaries.

As we have seen in the current volume, it is far from evident that this is the case.
As already noted by Lerner (2009) in Boulevard of Broken Dream, history is full of
policy failure in the area of innovation and entrepreneurship. Several recent cases of
policy failure have been documented in this book. At the same time, efforts in the
European Union continue to gain momentum as the EU Green Deal is rolled out
across member states.

Another reason why The Entrepreneurial State has been so popular is its com-
patibility with established interest groups. As observed in several contributions in
this book, support structures, platforms for private-public cooperation, and large
volumes of technology-specific money usually end up in the hands of established
interest groups. Hence, they are not very likely to question these policies but will
rather go along with the ride.

As noted by Potts et al. (2016), innovation policy can be classified either as giving
various forms of support or as policies aimed toward removing barriers and remov-
ing destructive vested interests. The political economy of these two alternatives
looks very different. Giving support does not result in any enemies. The cost of
support programs is distributed across the wider collective of taxpayers; potential
benefits are concentrated for a few actors. Conversely, policies aimed at dealing with
resistance are politically less popular. Dealing with opposition to innovation in the
form of incumbent oligopolies, regulations, or institutional obstacles is associated
with considerable political costs. While the long-term benefits of doing so may be
large, such benefits are less visible and distributed over many actors and over time.
We therefore conclude that the entrepreneurial state has become so popular because
it seems to cater to established interest groups in society: politicians and government
administrations are heralded as entrepreneurial and innovative while big incumbent
firms are often sheltered from competition via large collaboration schemes.

3 Innovation Policy, Inverted

As exemplified in several chapters of this book, due to forces of interest groups and
political logic, innovation policy tends to become a matter of providing selective
support instead of constructively dealing with resistance to innovation. We acknowl-
edge that it is politically difficult to enact policies that deal with powerful interest
groups. Yet, there is nevertheless a need to invert innovation policy. Innovation
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policy should be a matter of removing barriers to growth and renewal instead of
handing out targeted support that tends to end up reinforcing vested interests.

Also, it should focus on general conditions for entrepreneurship and innovation
rather than specific efforts targeting certain technologies. Targeting certain technol-
ogies or setting up large missions relates to an inherent risk of targeting the wrong
technology, resulting in distorted competition and lock-in around the wrong solu-
tion. As the right technology cannot be known beforehand, markets provide a
cumulative and emergent selection mechanism that results in innovation over time.

4 What Should Governments Do?

Innovation is a complex evolutionary process characterized by failures and
unpredictable breakthroughs (Aldrich, 1999). Top-down interventions aiming at
directionality suffer from the problems of dispersed knowledge emphasized by
Hayek (1945). Perhaps the most unanimous conclusion of the broad theoretical
and empirical literature on innovation and innovation policy suggests that good
institutions, not attempts by bureaucrats to pick winning firms, technologies, and
industries, are the key to societally valuable innovations (Aghion et al., 2016;
Baumol, 2002; North, 1990). For this reason, the best policies to promote innovation
are those that promote productive economic activity more generally: property rights
protection, open and contestable markets, a stable monetary system, and legal rules
that favor competition and entrepreneurship. Policy should promote an institutional
environment in which innovation and entrepreneurship can flourish without trying to
anticipate the specific outcomes of those processes—an impossible task in the face
of uncertainty, technological change, and a dynamic, knowledge-based economy.

In their recent work synthetizing extant knowledge on central institutional deter-
minants of innovation, Elert et al. (2019) provide a collection of guiding principles
for policymaking: neutrality, transparency, moderation, contestability, legality, and
justifiability.

Neutrality means not supporting or helping either side in a conflict or disagree-
ment. From this perspective, policymakers should strive toward a level playing field
between new incumbent organizations and new entrants—including, importantly,
potential entrants (Djankov et al., 2002). With the large financial and network power
among large firms, the playing field is all too often tilted against new entrants.

Transparency means that policymakers should operate in such a way that it is
easy for others to see what actions are performed and what consequences they will
entail. As such, transparency implies openness, communication, and accountability.
Ensuring more transparency about the criteria that determine how labor, knowledge,
and financial resources are made available or regulated in society reduces the source
of institutional uncertainty inherent in innovative endeavors and facilitates innova-
tive actors to focus on the type of uncertainty they seek to engage in—technological,
organizational, or market uncertainty (Fleming, 2001; Schumpeter, 1934). As one
successful Unicorn Entrepreneur told us when asked in an open panel whether high
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taxes were a problem, “Well, taxes are like rain. It often rains a lot in this country.
That’s ok, as long as we can plan for it. We focus on other things, like hiring the best
people wherever in the world we can find them; seeking to produce something new
and better for our customers. As long as taxes and regulations are fair and transpar-
ent, and apply to everyone, that’s not a problem for us.”

Moderation is commonly defined as the avoidance of excess or extremes or the
process of eliminating or lessening extremes (Elert et al., 2019). This means that if
regulations or taxes are changed, or subsidies of some sort are deemed necessary,
policymakers should be modest in extracting and allocating resources lest such
measures become costly to reverse. Uncertainty is all around us and the future is
unknowable; thus, altering course in policymaking may also be needed. When this is
done, moderate, gradual reforms are usually more wise than large, hard-to-change
reforms.

Contestability means that not only markets should be contestable, but also
policymaking. When followed, this principle entails that all vested positions, opin-
ions, and truths should be open to challenge and debate (Popper, 1945/2020). If
institutions, policies, and markets cease to be contestable, they risk becoming
outdated and obsolete in an ever-changing environment. Contestability is thus the
cure for societal sclerosis and rigidity.

Legality refers to the idea that de jure and de facto institutions need to coincide,
such that legality ensures the rule of law is both upheld and aligned with the
institutional framework. This principle is a fundamental precondition in all modern
economies and underpins any liberal democratic political order—to the point that it
is occasionally taken for granted in much of the European Union. Nevertheless, it is
important to realize that formally enacting the appropriate laws does not automati-
cally ensure the legality of institutions that support innovation if policy practice
accepts de facto institutions that break with what is formally legalized. When this is
done, it is seen as institutional hypocrisy, and it gradually breaks down legitimacy
and acceptance of the law.

Justifiability refers to the appropriate balancing of public and private interests that
is needed to justify policy interventions beyond a simple laissez-faire attitude. It is
not only active policies and institutions that need to be justified but also passive
institutions, such as (intellectual) property rights, if they are to be effectively
implemented and respected. Common-pool resources like our natural environment
need to be taken seriously in institutional governance and policymaking, as do
incumbent, new, and potential entrant organizations alike.

When considering commonly heralded institutions theorized to foster socially
beneficial innovations like those above, it is clear that the entrepreneurial state
violates many of these criteria. Large, top-down innovation schemes and moonshot
projects are not compatible with neutrality in terms of a level playing field between
entrepreneurs and incumbent firms. They are also less incompatible with moderation
as most of the ongoing efforts are large and directed toward certain predefined tasks.
When increasingly large swathes of common resources are pooled in very specific
missions, these efforts and the institutional backing that they receive become less
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and less contestable, and how they are evaluated and governed is often not very
transparent (Janssen et al., 2021).

Itis indeed true, as Mazzucato and others have noted, that successful products and
industries often follow military projects, publicly subsidized R&D, and similar
programs. It does not follow, however, that governments are better than market
participants (entrepreneurs, managers, and those who fund entrepreneurial and
innovative projects) at anticipating these successes ex ante. For these reasons we
are confident that independent markets actors, not public decision-makers, should be
the key actors in innovation policy.

Specific policy interventions may have a sizeable effect on innovation. However,
those that turn out to have a significant impact on innovation are usually those that
had nothing to do with innovation when they were enacted. For example, migration
waves after the collapse of the Soviet Union pushed large numbers of skilled
engineers and mathematicians to Israel and the United States, which granted them
generous residency and citizenship rights. These migrants made a substantial posi-
tive contribution to innovation in those countries. In countries such as the United
States or Sweden, tax policies aimed at the deduction of household personal com-
puters or broadband have also been documented to generate innovative entrepre-
neurship in broader population strata, even if innovation was never a main goal of
those policies (Fairlie, 2006; Olsson & Hallberg, 2018). Economists have also
argued that broader institutional policies such as housing regulations or access to
education may be sizably more important for innovation than any specific interven-
tion (Bell et al., 2019; Bloom et al., 2019).

In short, innovation policy needs to move from a focus on support to a removal of
barriers, and toward general improvements rather than specific technologies or
missions. While such a recipe is less politically appealing and less tangible than
spectacular-sounding moonshot policies, it nevertheless has the best track record.
The contributions to this book tell precisely such a story.

5 Lessons from Sweden

Several cases in this book concern the Swedish economy. Despite its small size,
Sweden has become somewhat of an entrepreneurial powerhouse over the past two
decades, especially within IT and software. The country has become one of Europe’s
most dynamic startup hubs, experiencing the largest inflow of venture capital in the
EU. Why is this the case? Central to the success of the Swedish technology sector
are, first, the large general investments in IT infrastructure and education made back
in the mid-1990s. Broadband access throughout the country was highly prioritized, it
was possible to deduct taxes on home computing, and educational efforts regarding
IT were directed toward the general population, meaning that a new generation of
self-taught developers emerged in the early 2000s (Olsson & Hallberg, 2018).
Access to free and high-quality university education, as in many European countries,
has also been important.
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Second, conditions and incentives for starting and running business have been
greatly improved. Sweden is still often mistakenly regarded as a semi-socialist
economy. Corporate taxation has gone from 50% in 1990 to below 20% today.
While taxes on employment remain high, taxes on ownership, capital, and dividends
are much lower. The combined effect of high taxes on labor and lower taxes on
ownership means that incentives for entrepreneurship have improved greatly
(Henrekson & Sanandaji, 2016).

Beyond strong incentives for entrepreneurship and a comparatively efficient and
transparent government administration, the country has also undergone a process of
privatization and deregulation over the past three decades, effectively opening up
markets and making them contestable for entrepreneurial activity. The country was
the first to create a fully private and electronic stock exchange in 1992. The postal
and shipping market was opened up for competition in 1992, and several welfare
sectors such as education and health have also been subject to competition, with
many innovative, high-growth companies emerging as a result.

These reforms have led to Sweden rising in international rankings on competi-
tiveness and innovativeness (Karlson, 2018), yet at the same time a strong welfare
state provides a cushion and environmental legislation is strict: During the time
period 1990-2018, total domestic carbon dioxide emissions in Sweden fell by 27%,
driven by a transition to more renewable energy, more efficient utilization of
resources, and more growth related to IT and services as opposed to heavy industry
(Grafstrom & Sandstrom, 2021).

We have also witnessed remarkable improvements with regard to fuel efficiency
in Sweden and other countries. Water consumption has been subject to steep
declines, both in absolute and relative numbers. Air quality has improved a lot
over the past three decades. Out of 26 different air pollutants, 24 have been reduced
in absolute figures, with an average decline of 52%. In relation to GDP, the decline is
even greater—77%. Lead emissions have seen the greatest decline (97%) (Grafstréom
& Sandstrom, 2021). In short, Sweden has been on a successful path toward
sustainability, which has primarily been focused on regulation, taxes, and
legislation.

6 Swedish Failures Are Failures
of the Entrepreneurial State

In some sectors, however, Sweden has followed the route of the entrepreneurial
state, initiating grand, moonshot projects in order to accomplish great leaps toward
sustainability. It is also in these areas that we see the greatest disappointments, as
outlined in chapter “Directionality in Innovation Policy and the Ongoing Failure of
Green Deals: Evidence from Biogas, Bio-ethanol, and Fossil-Free Steel” (Sandstrom
& Alm, 2022) of this volume: Municipal investments into biogas failed to deliver
anything but mounting debt and technology that did not work. Ethanol cars that were
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heavily subsidized in the early 2000s resulted in a bubble that eventually burst in
2009-2010. Efforts were made to extract ethanol from cellulose in the rural north in
order to reindustrialize the region and create sustainability and new jobs. This turned
out to be a financial disaster in the years after 2008 (Sandstrom & Alm, 2022).

What all these policy failures have in common is that ideas related to the
entrepreneurial state and the innovation-systems perspective underpinned them.
Large sources of public funding at the regional, national, and European levels
were combined, making actors immune to risks, resulting in overinvestments in
technologies that had little potential.

7 Toward Credible Innovation Policy

Revisiting the guiding principles of Elert et al. (2019)—neutrality, transparency,
moderation, contestability, legality, and justifiability—we would argue that the
success in recent decades with regard to innovation is related to these guiding
principles. Markets have become contestable through open access and competitive
reforms, and broad reforms focused on things like skills development and broadband
access have resulted in neutrality and moderation.

The findings of this book imply that innovation policy should not be about
schemes for public-private collaboration, technology-specific large public invest-
ments, or targeted support schemes for specific types of innovators or firms. Instead,
innovation policy needs to be inverted. Instead of giving active and specific support
to firms or technologies that are deemed to contribute to certain grand challenges, it
needs to be passive in focusing on general conditions and incentives, while also
actively dealing with interest groups. Instead of being mission and technology
oriented—regardless of how important those missions may seem to be—innovation
policies seeking to move society in a more equitable, productive, and sustainable
way need to focus on the conditions required to create desired outcomes: broad
reforms improving the conditions for any person to be able to launch or join new
disruptive organizations, whatever their background; ensuring competence through a
well-functioning educational system; and dealing constructively with vested inter-
ests to make industries more contestable. The protection of common-pool resources
and efforts to curb global climate change should be based on environmental legis-
lation and taxation that prohibits or makes it expensive to pollute, but remains
technology neutral, since nobody knows from where and through whom the next
world-changing or world-saving innovation will come. That is the beauty of
innovation.
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Part 11
The Entrepreneurial State: Theoretical
Perspectives



The Entrepreneurial State and the Platform m)
Economy =

Sinclair Davidson and Jason Potts

Abstract We critique the view of the platform economy as implying a necessary
regulation of big tech in the form outlined in “the entrepreneurial state.” The basis
for this view is a combination of fallacy, error, and political choice. The combina-
tions of these factors drive toward a conclusion that the platform economy adds little
or no value to the economy and subsequently should be heavily regulated, and
moreover, regulated in an internationally coordinated manner. We instead argue that
the rise of large platform firms is exactly what we expect to observe in the transition
from an industrial to a digital economy.

Keywords Innovation policy - Platform economy - Digital economy

If you were successful, somebody along the line gave you some help. There was a great
teacher somewhere in your life. Somebody helped to create this unbelievable American
system that we have that allowed you to thrive. Somebody invested in roads and bridges. If
you’ve got a business, you didn’t build that. Somebody else made that happen.

U.S. President Barack Obama (2012).

1 Introduction

In a 2012 campaign speech, former U.S. President Barack Obama correctly pointed
out that the market economy relies on cooperation and the division of labor. Anyone
familiar with Adam Smith’s discussion of the division of labor would view that
comment, at face value, as uncontroversial. Adam Smith had written (1976, p. 30),

In civilised society he stands at all times in need of the co-operation and assistance of great
multitudes, while his whole life is scarce sufficient to gain the friendship of a few persons.
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President Obama, however, was scoring a political point, not making an economic
argument. He would have been entirely correct if he had stated, “Somebody else
helped make that happen.”

The fact remains that the notion of individuals cooperating under the division of
labor is not controversial in economics. What Adam Smith had argued is that
individuals cooperated even in the absence of conscious control and intentional
planning: “he intends only his own gain, and he is in this, as in many other cases, led
by an invisible hand to promote an end which was no part of his intention.” This
latter notion, however, is somewhat controversial. It is widely believed that in the
absence of planning and some conscious control, market economies will under-
provide some goods and services such as education and roads: the very things
President Obama was referring to. There is a large, unresolved, empirical, and
theoretical literature that addresses the issue of so-called public goods.

This chapter addresses a special case of the public goods literature that extends
beyond the state having to provide basic education and roads, and generally accepted
public goods such as courts of law and enabling regulation and standards. Even
economists such as Friedrich Hayek had argued these goods and services were
appropriately within the power of the state (Hayek, 1960, ch. 15). An argument
promoted by Mariana Mazzucato (2013), however, suggests a far greater role for
government in the market economy. We do not intend to provide a critique of her
original contribution (see McCloskey & Mingardi, 2020) but rather to provide a
critique of an extension to the notion of the entrepreneurial state theory. That is to
address a question posed by Mazzucato (and others) in a 2021 essay: how should the
entrepreneurial state regulate the platform economy?

Innovation policy has always operated at the intersection of both industrial and
growth policy (i.e., in the Schumpeterian tradition, which emphasizes the value or
necessity of monopoly to create incentives to private investment in innovation) and
antitrust or competition policy, which by construction seeks to resolve the economic
problems caused by monopoly or imperfect competition. Joseph Schumpeter (1942,
p. 91) was himself particularly clear about the nature of this trade-off:

There is no general case for indiscriminate ‘trust-busting’ or for the prosecution of every-
thing that qualifies as a restraint of trade. Rational as distinguished from vindictive regula-
tion by public authority turns out to be an extremely delicate problem which not every
government agency, particularly when in full cry against big business, can be trusted to
solve.

But the platform economy—and platform economics—which is an innovation that
we mostly owe to the digital economy, brings a new angle to this trade-off. Platforms
(Rochet & Tirole, 2003) are in almost all cases firms, and when successful they are
very large firms. For instance, in early 2021, of the ten largest firms in the world,
seven are platforms (Apple, Microsoft, Amazon, Alibaba, Alphabet, Facebook,
Tencent). This represents a relatively recent structural shift. Just two decades ago,
most of the world’s largest companies were industrials, with only a handful of
platforms (e.g., Visa). The central reason for this transformation is that digitalization
lowers transaction costs (Goldfarb & Tucker, 2019). Following Coasean’s
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reasoning, this lowers levels of vertical scope, resulting in vertical disintermediation
as those wanting things, for instance, can be matched by the platform directly with
those supplying things, where the platform is able to be sufficiently attractive to both
sets of economic agents, often by engineering side payments or creating the institu-
tional conditions to incentivize all the relevant parties to turn up. A platform, in this
sense, is a business that does not so much produce things, like a factory, but rather
produces coordination, getting everyone together and reducing barriers and costs to
transactions. Digital technologies thus reduce transaction costs, which sets in motion
a competitive innovative process leading to the disintegration of industries and the
rise of platforms. Those platforms are now, in some instances, the size of the
industries they vertically disintegrated and disintermediated. But at the same time,
they are no less competitive, as platforms also compete with each other and contin-
ually seek to displace each other. For instance, MySpace, an early pioneer of social
media, was disrupted by a startup called Facebook, which grew into one of the
largest companies in the world but is now under threat from a range of new platforms
that include photo-sharing websites and online gaming companies. In each instance,
platforms seem like monopolies, but as Schumpeter (1939, p. 107) explained,
“practically every enterprise [is] threatened and put on the defensive as soon as it
comes into existence” and especially so when that business earns huge profits that
can be competed away through further innovation.

But platforms are critical economic infrastructure for the digital economy, pro-
viding economic foundations such as markets and matching, search, money and
payments, and identity and distributed communication (i.e., social media). These
large digital platform firms provide services that were often provided by govern-
ments in the industrial economy or were heavily regulated when privately held. So
while many digital economy platform firms are large, the relevant comparison is not
just to the industrials of the past, but to the comparative size of economic infrastruc-
ture organizations, many of which were utilities, often government owned. All the
new platforms are the result of a highly competitive Schumpeterian innovation
process and operate in contestable markets, in the sense that none hold monopoly
licenses or patents, or Royal charters, or are designated and protected national
champions. This situation is not true everywhere, for example, in China.)

However, as platforms, they are undeniably big. And that bigness has made them
targets of new variants of progressive innovation and competition policymaking.
There are two overarching forms of this: the new mission-oriented and broadly
Schumpeterian innovation policy, as led by Mariana Mazzucato, and the so-called
hipster antitrust policy, as led by Lena Kahn. We shall consider these in turn.

1.1 The Entrepreneurial State as a Regulator

In a 2021 Project Syndicate essay, Mazzucato, Kattel, O’Reilly, and Entsminger set
out arguments for regulating the “platform” economy. Readers are told,
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There is a growing consensus that platforms have been abusing their power, driving profits
by exploiting consumer privacy, crushing the competition, and buying up potential rivals.

Yet, there is no evidence that consumer welfare is being compromised. Therefore,

Regulators therefore need to look at the other side of the equation, particularly the supplier
marketplace. Even if consumers are not being harmed directly, there is the question of how
Google treats content creators, how Amazon treats sellers, how Uber treats drivers, and how
Facebook treats merchants. . . .

Because digital platforms tend to fall outside of the existing antitrust framework, we need a
new tool kit, with new metrics of market power, and a clear definition of platform power in
particular.

But outdated theories are only one part of the story. When modified to account for new
realities, market power arguments tend to conclude that the major platforms should be
broken up, and key mergers rolled back. But if we push these new theories further, it also
follows that some digital services should be considered social infrastructure.

At face value this is an unusual argument. Mazzucato et al. immediately concede that
there is no argument that these platforms are outside the scope of existing antitrust
laws and concede that these platforms do not appear to harm consumers (not too
much, anyway). Yet they still argue that antitrust, of some description, should apply
to these organizations. It seems these platforms may be harming other players in the
economy: suppliers, contractors, and the like.

It is true that the platform organizational form is somewhat new. Historically,
they have not obviously dominated the economy as they now do. Mind you, banks
and media firms are identifiable as platform organizations, but economists have only
taken notice of the unique features of this organization form since Rochet and Tirole
(2003). It is intriguing that Mazzucato et al. make no effort to argue that this
organizational form may disadvantage consumers.

But with Google, Amazon, Facebook, and others offering ‘free’ services to their users, the
calculus has changed. Even if the leading platforms were to pay their users, they could still
end up ahead, because one of the main sources of value in these markets lies in amassing
user-generated data with which to sell or drive targeted advertising.

The benefits of their business model are so great that consumers cannot be at a
disadvantage. At best, it can be argued that consumers get too little from the
exchange, but not that they are worse off for the exchange. This leaves Mazzucato
et al. having to introduce a different set of arguments to justify (increased) regulatory
control over platform organizations. Having already determined that the large digital
platforms should be either broken up or, in some instances, nationalized—that is
how we interpret the notion that they are “social infrastructure”—Mazzucato et al.
correctly point out that platform organizations are a different form of organization to
those policymakers are used to dealing with. Quite rightly, policymakers should
re-evaluate their assumptions and expectations relating to the regulation of these
different organizational forms. Yet Mazzucato et al. never provide that analysis.
They declare platforms organizations to be different, concede they do not harm
consumers, and proceed to evaluate them as if they did cause harm and were in the
need of additional regulation.
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In the first instance, they argue that platforms have some market power over
suppliers and merchants. This is an argument about unequal bargaining power. They
also argue that many of the profits earned by these platforms are “rent” in an Adam
Smith sense; that they are not earning returns from adding to the productive capacity
of the economy (i.e., profit) but that they are extracting value from their consumers.
Mazzucato et al. also appear hostile to the notion of advertising:

If personal data is used for micro-targeted advertising, we should ask whether the platform is
in the business not only of identifying but of creating consumer desires through subtle forms
of psychological manipulation.

Finally, it should not be overlooked that the European Union (and the United
Kingdom) would like to increase the tax burden placed on (predominately) U.-
S. organizations. While Mazzucato et al. do not explicitly discuss taxation, it is
clear that increased taxation forms part of the general agenda. The European Union,
for example, is attempting to use competition policy to increase Apple’s tax burden
in Ireland.

2 Rent Is a Classical Fallacy

Mazzucato et al. make the following argument:

We need to recognise, as Adam Smith—The Father of Economics’—did, that there is a
difference between profits and rents—between the wealth generated by creating value and
wealth that is amassed through extraction.

That is a powerful argument. An appeal to authority, to the authority of Adam Smith,
no less. Yet, it is an error. As much as we loathe to admit it, Adam Smith was wrong.
At least, wrong in thinking that rent could explain important attributes of the
economy.

Rent was a very important component of classical economics, being the return to
land, one of the three factors of production; the other two being capital and labor.
Land has a very specific meaning in this context. Land is the bounty of nature: David
Ricardo (1996, p. 45) referred to “the original and indestructible powers of the soil.”
Fred Foldvary (2002, p. 185) writes that economic land “includes all natural
resources and natural opportunities.” Land is a bounty of nature, where nature is
defined as “all resources prior to and apart from alteration by human action”
(Foldvary, 2004, p. 166).

Rent essentially has its origin in the classical theory of value. If we employ a labor
theory of value, or a cost theory of value, it is difficult to understand why the bounty
of nature has any value at all. Rent becomes a device to explain why some resources
have value when no labor power has been exerted to create that value. Joseph
Schumpeter (1954, p. 675) sums up the argument very well:

If we do insist on a labor-quantity conception of value, or even on a theory of value that rests

on real cost in the sense of disutility and abstinence, and accordingly wish to eliminate
requisites of production that are costless in this sense, the device does its duty.
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Rent serves a purpose in explaining phenomena that the classical theory of value
cannot otherwise explain; land has the ability to produce goods of value despite the
lack of human intervention. It is only after the marginal revolution in the 1870s and
the introduction of subjective value that rent can be explained. Modern economists
understand why land with different fertility and soil quality is valued differently. It
turns out that land is not a homogenous asset and a device called rent does not need
to be introduced to equalize returns from very different assets. As Ludwig von Mises
(1949, p. 636) explained,

It does not astonish the farmer that buyers pay higher prices and tenants higher leases for
more fertile land than for less fertile. The only reason why the old economists were puzzled
by this fact was that they operated with a general term—Iland—that neglects differences in
productivity.

The value of land is determined not by some notion of rent; rather it is determined by
the ability of an entrepreneur to employ that land to generate a good or service that
can be profitably sold on the market. Land that can be employed more productively
is more valuable than land that is less productive. Similarly, since effort is a
discretionary variable, employees who are more enthusiastic are more valuable
than those who would seek leisure on the job; at a given wage, the former are a
source of rent to their employers.

The notion of rent remains in modern economics either as a so-called quasi-rent
(a temporary excess return associated with inelastic supply curves) or as a basis for
taxation. The basis for taxation also relies on supply curves being inelastic. It may
well be that Mazzucato et al. are basing their argument on the platforms having
access to quasi-rents, but they make no argument that platforms have perfectly
inelastic supply curves.

Many economists have argued that what Adam Smith called rent—and could not
explain in the classical theory of value—is really a return to entrepreneurship. David
Ricardo (1996, p. 58) comes very close to this insight:

The metals, like other things, are obtained by labour. Nature, indeed, produces them; but it is
the labour of man which extracts them from the bowels of the earth, and prepares them for
our service.

Ricardo is ultimately blinded by the classical theory of value, yet he does recognize
that natural resources are not naturally valuable. Picking up on that theme, Frank
Knight (1921, p. 160) argued,

It should be self-evident that when the discovery, appropriation, and development of new

natural resources is an open, competitive game, there is unlikely to be any difference
between the returns from resources put to this use and those put to any other.

Unless money grows on trees, nature does not simply provide economic assets—
even if money did grow on trees, it would still require a labor input to pick the money
from the trees. In a hunter-gatherer environment, nature may well provide some
bounty, but at any level of economic activity above hunter-gathering, and critically
only at low population densities relative to those resources (i.e., the Malthusian
curse), natural produce must be combined with capital, labor, and entrepreneurial
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insight before economic value can be established. Even hunting requires an invest-
ment in skills and human capital. Adam Smith, when establishing the notion of rents,
used the example of collecting kelp to create alkaline salt (1976, p. 162). The land or
the kelp itself did not generate a return; the knowledge that alkaline salts can be
derived from kelp and subsequently turned into soap generated the returns. The rent
is not inherent within the land itself; it is a return to entrepreneurial discovery. Land
is an input into the wealth creation process just as any other factor of production.

What the classical economists called rent is, at the very least, a return to human
capital, or entrepreneurial insight.

Mazzucato et al. attribute platform firms’ high levels of profit to either risk-taking
or rent extraction. In doing this, they paradoxically fail to consider that the platforms
may add value to their users. That individuals may enjoy using their products.
Furthermore, Mazzucato et al. are convinced that the platforms simply extract and
exploit data from their users. The impressions readers have is that the platforms
simply acquire private data from users and are able to profit from it at no cost.

Like any other natural resource—or gift of nature—data is not valuable in and of
itself. It must be found, it must be curated, it must be presented to the market in a
usable format. What is overlooked is that value on a platform is co-produced. The
data generated by users interacting with other users and interacting with the platform
itself is the valuable resource being created. The returns from that resource are not
somehow free or zero-cost. They are a return to developing the platform and
providing valuable interaction opportunities on the platform.

Mazzucato et al. are able to side-step those considerations by suggesting that
platform users become ‘“‘addicted” to the platform and are manipulated by
advertising.

Recommendation algorithms mediate between advertising incentives and microtargeting

demands (encouraging practices that lead users to give over more data for fewer benefits);
and user interfaces are designed to maximise data collection by fostering addiction.

They are somewhat scathing of advertising and the profit motive.

The implication, as Google co-founders Larry Page and Sergey Brin foresaw in a 1998
paper, is that advertisers or any other third-party interest can embed mixed motives into the
design of a digital service. In the case of internet search, the advertising imperative can
distract from efforts to improve the core service, because the focus is on the value generated
for advertisers rather than for users. ... As this example shows, it is necessary to ask who
benefits the most from the design of a given service. If a platform’s core mission is to
maximise profits from advertising, that fact will shape how it pursues innovation, engages
with the public, and designs its products and services. . .. How data is used, and which data
is collected in the first place, are therefore paramount questions. If personal data is used for
micro-targeted advertising, we should ask whether the platform is in the business not only of
identifying but of creating consumer desires through subtle forms of psychological
manipulation.

It seems advertising simply exists to manipulate consumers against their own
interests and in the interests of business. It also appears that Mazzucato et al. believe
the gains from trade mostly accrue to sellers and not buyers. Finally, we are invited
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to imagine that the profit motive misallocates resources and distorts decision-
making.
Both of those views are simply wrong.

3 Modern Fallacies

Mazzucato et al.’s views on advertising echo those of John Kenneth Galbraith,
articulated in his 1958 book The Affluent Society. There he argues (2001, pp. 33-34),

Production only fills a void that it has itself created. ... Consumer wants can have bizarre,
frivolous or even immoral origins, and an admirable case can still be made for a society that
seeks to satisfy them. But the case cannot stand if it is the process of satisfying wants that
creates the wants. . .. The even more direct link between production and wants is provided
by the institutions of modern advertising and salesmanship. These cannot be reconciled with
the notion of independently determined desires, for their central function is to create
desires—to bring into being wants that previously did not exist.

At face value, that first sentence reads somewhat like Say’s law: Supply creates its
own demand. But that is not the point Galbraith is making. Nor Mazzucato et al. The
argument is that rather than meeting consumer needs, generated by the consumer, the
firm simultaneously generates and then meets the consumer need. The consumer is a
passive player and is manipulated by the firm. Galbraith (2001, p. 37) labeled this
phenomenon the “dependence effect.” This is the very claim that Mazzucato et al.
make in relation to platform organizations.

Neoclassical economics has been hostile to advertising in general. The strong
perfect information and perfect knowledge assumptions inherent within neoclassical
economics preclude any valuable role for advertising. Why would consumers need
to be informed about goods and service available in the market, when—by defini-
tion—they already know everything to know about those goods and services?

Nonetheless, some neoclassical economists, such as George Stigler, have coun-
tered the Galbraithian view with scorn (1976, p. 57):

The contrasting view, to which I am led by this same professional training, is that consumers
generally determine what will be produced, and producers make profits by discovering more
precisely what consumers want and producing it more cheaply. Some may entertain a tinge
of doubt about this proposition, thanks to the energy and skill of Professor Galbraith, but
even his large talents hardly raise a faint thought that I live in a house rather than a tent
because of the comparative advertising outlays of the two industries.

Stigler, however, also analyzed the economics of information and had an apprecia-
tion for the role advertising plays in the economy. Another neoclassical economist,
Harold Demsetz, had a less scornful, yet still dismissive attitude to Galbraith’s views
on advertising (1968, p. 174):

The formation of wants is a complex process. No doubt wants are modified by Madison
Avenue. They are also modified by Washington, by university faculties, and by churches.
And it is not at all clear to this reviewer that Madison Avenue has the advantage when it
comes to false claims and exaggeration.
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While both Harold Demsetz and George Stigler are neoclassical economists, they are
also firmly within the so-called Chicago tradition.

A better analysis of the importance and value of advertising has come from
economists in the Austrian tradition. Ludwig von Mises (1949, pp. 321-322)
makes the obvious counterargument:

It is a widespread fallacy that skillful advertising can talk the consumers into buying
everything that the advertiser wants them to buy. The consumer is, according to this legend,
simply defenseless against ‘high-pressure’ advertising. If this were true, success or failure in
business would depend on the mode of advertising only. ... The idea that business
propaganda can force the consumers to submit to the will of the advertisers is spurious.
Advertising can never succeed in supplanting better or cheaper goods by poorer goods.

Unlike Galbraith, Mises is making an empirical claim. Far too many new products
fail in the market for advertising to be the powerful force that Galbraith suggests it
is. Furthermore, while it may be possible for advertising to induce a consumer to buy
the product once, it cannot also convince the consumer that purchasing the product
has actually satisfied their wants. The point being that although advertising may
satisfy the need to acquire information about a good or service, advertising cannot
also satisfy the actual consumption expectations the consumer has when consuming
the good or service.

The notion that advertising itself can manipulate consumers, in the long run,
contrary to their own best interest is discredited. But that still leaves the unexplored
question—unexplored also by Mazzucato et al.—of whether platform firms are
uniquely placed to manipulate their users through advertising.

What the platforms do, however, is offer their clients targeted advertising. This
service is valuable. As U.S. retailer John Wanamaker is purported to have said, “Half
the money I spend on advertising is wasted; the trouble is I don’t know which half.”
Adpvertising is a cost to business. Simultaneously, undirected advertising is a dis-
traction for consumers. Targeted advertising reduces costs for both business and
consumers. It may even represent a Pareto improvement to the economy as infor-
mation and search costs fall for all market participants.

Similarly to advertising, there is a lot of confusion as to the role of profit in the
economy. Mazzucato et al. imply that the profit motive has distorted platform
decisions away from what they otherwise might have been. This is almost certainly
true. That is what profits are intended to do. As Schumpeter said (1939, p. 105),
“Profit is the premium put upon successful innovation in capitalist society and is
temporary by nature: it will vanish in the subsequent process of competition and
adaptation.” The decisions that would be made were the profit motive not in place
would be quite different.

The approach to profit of Mazzucato et al. flows from their view that platforms
exploit users. Not only do they provide no evidence that platforms exploit their
users—they do make that assertion—but they also do not recommend policy action
on consumer welfare grounds. Rather, their argument is that the entrepreneurial state
can better manage the platforms, i.e., it could direct resources to capture value
differently or have different priorities to those the platforms currently pursue. This
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argument is trivially true. Being true, however, does not make the argument a viable
or even desirable policy option.

What is clear is that the platform firms are particularly good at meeting consumer
wants. These wants can be good or bad, even vulgar. As Mises (1949, pp. 299-300)
has pointed out,

It is not the fault of the entrepreneurs that the consumers—the people, the common man—
prefer liquor to Bibles and detective stories to serious books, and that governments prefer
guns to butter. The entrepreneur does not make greater profits in selling ‘bad’ things than in
selling ‘good’ things. His profits are the greater the better he succeeds in providing the
consumers with those things they ask for most intensely. People do not drink intoxicating
beverages in order to make the ‘alcohol capital’ happy, and they do not go to war in order to
increase the profits of the ‘merchants of death.’

The Mazzucato et al. argument invites the reader to imagine that bureaucrats could
better meet the needs of consumers. Their argument, however, is that consumers
have been misled into holding the preferences they hold and that other preferences
should be substituted for consumer preferences. This argument is popular and
widespread among academic and political elites. It forms the basis of the nudge
movement within behavioral economics.

Berg and Davidson (2017) have provided a critique of the policy consequences of
behavioral economics and nudge. Many of the challenges facing libertarian pater-
nalists using behavioral economic insights are those that face central planners. As
Ludwig von Mises and Friedrich Hayek argued in the 1920s and 1930s, the
information costs and incentives that planners (or bureaucrats or libertarian pater-
nalists) face make it impossible for them to actually plan an economy. The Hayekian
information problem is fatal to many forms of planning—and nudging—beyond
very trivial instances.

That, however, is not the Mazzucato et al. view. Indeed, Mazzucato herself has
been at the forefront of arguing that the state can, and does, do much more than what
even many neoclassical economists claim it can and should do. This is especially so
in the case of R&D and innovation.

The first point to make is that Mazzucato (2013) has an industrial conception of
R&D. In her 2013 book, for example, she makes the following argument (2013,
p. 82):

. it is also true that if a country has lower than average R&D spending, this is not
necessarily a problem if the sectors that the country specializes in are not sectors in which
innovation occurs necessarily through R&D (Pierrakis 2010). For example, the UK special-
izes in financial services, construction and creative industries (such as music)—all with
relatively low needs for basic R&D. And there are many industries, especially in the service
sector, that do no R&D at all.

Yet creative industries do not do little R&D; they are R&D (Potts, 2011). Indeed, as
Potts et al. (2008) argue, the creative industries are not really industries at all, but are
better understood as being a type of social network market.

It is important to realize that R&D is an input—it is a cost to business—and
innovation is an output. The difference between R&D and innovation is Knightian
uncertainty. We cannot know which R&D will be valuable and which will not be
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valuable. This is why there is value in private order institutions that pool knowledge
in early-stage innovation in order to discover entrepreneurial opportunities (Potts,
2019). It may be true that the U.S. military built the internet as a communications
system to survive a nuclear war, but until someone realized that it could be used to
trade (or even share cat pictures), no innovation had occurred.
Mazzucato’s critique of Apple, for example (and this is her example), misses the
important point (2013, p. 143):
... Apple concentrates its ingenuity not on developing new technologies and components,
but on integrating them into an innovative architecture: its great in-house innovative product
designs are, like that of many ‘smart phone’ producers, based on technologies that are mostly
invented somewhere else, often backed by tax dollars. ... Apple’s capabilities are mainly
related to their ability to (a) recognize emerging technologies with great potential, (b) apply
complex engineering skills that successfully integrate recognized emerging technologies,
and (c) maintain a clear corporate vision prioritizing design-oriented product development
for ultimate user satisfaction. It is these capabilities that have enabled Apple to become a
global powerhouse in the computer and electronics industry.

These are not trivial abilities. No doubt Apple has many competitors and would be
imitators. Yet it has succeeded where many others have failed. Moreover, if it was
such a trivial thing to develop these capabilities, which in turn have created mani-
festly enormous profits, then we may reasonably ask why those clearly observable
profits did not induce the many other technology firms around the world to imitate
these allegedly trivial capabilities and erode Apple’s profits. The fact that Apple
retained a sufficiently competitive lead, and one that enabled it to exploit premium
pricing models for decades in one of the world’s most competitive businesses,
suggests that those capabilities were perhaps not as trivial as Mazzucato et al.
suppose.

What is also important to note is that the state has not been entrepreneurial. The
state has provided many of the inputs to the entrepreneurial process. Some of these
inputs are more obvious and important than others. Military expenditure, however, is
mostly waste. It reflects well on entrepreneurs that they are able to create value from
what would otherwise be wasteful expenditure.

Building on that point, it is the entrepreneurs who add value in platform econo-
mies. Mazzucato et al. make an intriguing concession:

But the foregone compensation here is not really about remuneration (the value of one’s
individual data production is miniscule, amounting to perhaps a few dollars per year).

The value of the data that platforms collect is low. The value of the platforms
themselves is extremely high. It is the entrepreneurs who have added value to the
data being collected. This is not acknowledged in Mazzucato et al. It is difficult to
reconcile their argument that platforms simply earn rents, but at the same time that
the value of the data they collect is low, “perhaps a few dollars per year.”
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4 The Techlash and the Hipster Takeover

What is known as competition policy in most parts of the world, but as antitrust in
the United States, has for the past half century been significantly shaped by the
analytic perspective of the Chicago school of economics. This approach argues for a
powerful and direct focus on revealed consumer welfare as being the standard
whereby competition policy is evaluated. The Chicago approach thereby allows
that highly competitive market structures that maximize consumer welfare can occur
with large and even very large seemingly monopolistic firms. This recognizes that
when firm size is the result of scale economies and markets are contestable, the
benefits of scale and innovation flow to consumers through aggressively competitive
pricing. In the Chicago approach, whether or not big is bad is to be evaluated by the
effect on pricing and consumer welfare, not directly by the size of the firms.

However, the new progressive antitrust—also known as “hipster antitrust” (Sha-
piro, 2018)—has sought to block mergers and enforce breakups to reduce market
power by taking a principled position against size per se, irrespective of any
evidence—or even in the face of counter evidence that indicates clear benefits to
consumers—of harm to consumers, even when these same firms, which are all
platforms, are lowering prices, often to zero, in their markets. The hipster antitrust
approach is foremost concerned with countering the perceived “power and influ-
ence” of these “big tech” firms (see especially Kahn, 2017, and Wu, 2019).

The hipster antitrust approach that works to threaten large (and almost entirely
U.S.) platforms with forced de-mergers or breakups, as well as global taxation, has
proven to be a popular policy agenda on the progressive side of politics, with
U.S. President Biden appointing prominent hipsters (including Lena Kahn) to
high-ranking positions in his administration. The European Union has also sought
to drive competition policy in this direction, emphasizing data privacy concerns and
seeking to enact significant taxes on tech platforms operating in the Union. Very
large and profitable companies, irrespective of the competitive structure of their
industries, represent a perennially popular (and populist) target for political
bargaining and rent-seeking, irrespective of whether the economic logic of the attack
makes any sense.

However, a number of prominent legal and economics scholars (Schrepel, 2019;
Dorsey et al., 2020) have pushed back against these progressive developments,
arguing that these populist proposals are not backed by any evidence that consumer
welfare is being harmed, nor that antitrust policy enforcement is failing or currently
misdirected. Indeed, they worry that—just as happened 50 years ago, prior to the
Chicago revolution in antitrust strategy (as detailed in Dorsey et al., 2020)—the
populist approach may end up causing economic harm due to its fundamental
incoherence as a policy approach by blindly targeting anything big.

Mazzucato et al. are at least right about this point, arguing against a hipster
antitrust approach and recognizing that breaking up one large platform will just
result in a bunch of smaller, less efficient platforms.
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Moreover, it is important to understand that even if antitrust authorities were empowered to
break up companies such as Google and Facebook, that would not eliminate the data
extraction and monetisation that lie at the heart of their business models.

Creating competition among a bunch of mini-Facebooks would not weed out such practices,
and may even entrench them further as companies race to the bottom to extract the most
value for their paying customers.

The very nature of platform competition is that it works best when the platforms are
big—buyers want to go where there are lots of sellers, and sellers want to go where
there are lots of buyers—so the most competitive and innovative marketplace will
inevitably be a large platform, which under competition is going to be a private or
public firm. If this is nationalized, then you lose the benefits of incentives to innovate
in the platform and create contestability. So, the most competitive and consumer
welfare maximizing market structure will tend toward a large monopolistic platform.
Hipster antitrust policy applied to this context in an unsophisticated form will harm
social welfare, even if it is politically popular due to the opportunities for populist
big-tech—bashing and multinational corporation tax shakedowns.

Mazzucato is wrong about industrial R&D applied to digital platform innovation,
but she is not wrong to recognize that antitrust is not the answer. However, Kahn is
wrong about the social welfare implications of antitrust directed at big firms, due to
the fact that these policy reform targets will inescapably target platforms. Breaking
up platforms may well be good retail (i.e., populist) politics, but it will definitely
harm innovation and consumer welfare because it does not ameliorate the need for
platforms; it just leaves them less efficient and less effective.

We are currently in an era undergoing a deep historical transition from an
industrial economy to a digital economy. This is likely to be as profound and
disruptive as the transition from the feudal to the industrial economy that occurred
several centuries ago (although more recently in some economies). The transition
from an industrial to a digital economy has many manifestations, including the rise
of digital and computer capital and of intangible value added; the growth of software
(“software eats the world,” wrote Marc Andreessen (2011)); servicization (X-as-a-
service); integration (e.g., dev-ops) and full-stack design; shifts in the value of
particular skills and types of jobs; the growth of data as a resource; and the
emergence of new cross-cutting layers in the economy such as infosec, cybersecu-
rity, and identity.

But the other major shift that the transition from an industrial to a digital economy
brings is a shift from the comparative efficiency of administrative hierarchy (whether
corporate or government) toward the comparative efficiency of platforms
(or protocols), made possible by the ability of digital platforms (and protocols) to
automate many administrative functions into software-embedded rules. The most
advanced form of this evolution is currently the Web3 environments of blockchain
(Berg et al., 2019), with protocol money (cryptocurrencies), protocol contracts
(smart contracts), which then enable decentralized markets (DEXes), decentralized
finance (so-called DeFi), digital assets (tokens, including so-called NFTs), and
decentralized autonomous organizations (so-called DAOQOs) as a network of
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distributed protocol infrastructure. Some of these networks, platforms, and protocols
can be extremely large. The Bitcoin and Ethereum blockchains, for instance, are at
the scale of small countries in terms of value, or number of users, which is also true
of other large digital platform companies such as Facebook and Amazon, which are
familiar corporate entities and are both companies. But they are also platforms, in
effect marketplaces that provide infrastructure for a local and specific economy,
matching buyers and sellers, providing rules and governance services, managing
identity, providing security, and even experimenting with offering their own money
(e.g., Facebook is currently experimenting with a private money called Diem,
developed from an earlier experiment called Libra). While it is technically correct
to call these large companies, they are also, to the extent that they provide much of
their own economic infrastructure, a type of small economy. The layer 1 protocols of
Bitcoin and Ethereum, as with the next generation of layer 1 blockchains such as
Cosmos and Agoric, are arguably better understood as startup digital economies,
rather than as firms per se. Indeed, they will often form a company or foundation to
manage the launch (or bootstrap) phase.

In the transition from an industrial to a digital economy, some large firms are
industrial and some are digital. Almost all the digital firms are platforms, and the new
blockchain firms are exclusively platforms in the form of protocols. Large industrial
firms are a legitimate target for concern with respect to anticompetitive behavior, but
a standard should still be met with respect to manifest harm. However, the large
digital firms, many of which are very young (Google was founded in 1997,
Facebook in 2004, and the Bitcoin protocol was written in 2008), are better under-
stood as innovative new economic infrastructure. The transition from an industrial to
a digital economy requires this infrastructure, and in almost every case, governments
have utterly failed to provide it, while the private sector has produced, and continues
to competitively produce, high-quality functional and operational digital infrastruc-
ture (what Davidson et al., 2018 call “institutional technologies”).

5 Conclusion

This chapter has offered a critique of Mazzucato et al.’s (2021) view of the platform
economy. In particular, Mazzucato et al. argue that the entrepreneurial state should
regulate big tech. The basis for this view is a combination of fallacy, error, and
political choice. The combination of these factors drives toward a conclusion that the
platform economy adds little or no value to the economy and subsequently should be
heavily regulated in an internationally coordinated manner. For example, the
European Union wishes to tax U.S. multinational corporations but is deploying
competition policy in order to do so, and Australia has already gone down this
path. To derive this perverse result, it is necessary to refocus competition or antitrust
policy away from the concept of consumer protection and toward either targeting
size per se, or introducing notions of unequal bargaining power among suppliers.
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The notion that big tech platforms should be considered social infrastructure is
code for very high levels of regulation, if not outright nationalization. These political
outcomes are justified by the reintroduction of fallacy (i.e., classical rent) and error
(i.e., that advertising does not benefit consumers). Modern economic theory employs
the concept of rent as being a gift from government. Classical economics viewed rent
as a gift of nature. As a theoretical concept, rent explained away anomalies in the
classical theory of value. In particular, classical rent masks the role of entrepreneur-
ship in the modern economy.

Platforms are an entrepreneurial innovation, not an exercise in harvesting classi-
cal rent that can then be taxed with no deadweight loss. Ignoring information costs in
the economy leads to the error that advertising plays no efficiency role in the
economy. Ultimately, Mazzucato et al. draw attention to the (digital) platform
economy’s difference from the industrial economy, but then analyze it using out-
dated economic frameworks. Unsurprisingly, they fail to appreciate the value of the
platform economy and view it with traditional hostility. To paraphrase Ronald Coase
(1974), they have seen something they do not understand, or do not like, and have
reached for a monopoly explanation.
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Abstract Entrepreneurial expertise consists in nonpredictive heuristics grouped under
the rubric of effectuation. The principles and process of effectuation specify ways to
tackle multiple uncertainties, allowing the cocreation of innovative upsides even
without large, upfront investments. In focusing attention on the differences between
risk and uncertainty, effectuation compels us to rethink the familiar relationships
between risk and reward. Entrepreneurs and their stakeholders self-select into the
effectual process not only to build products and ventures but also to reshape their
environments, including markets and states. An effectual perspective, therefore, offers
new frameworks to analyze the role of markets and states in innovation, especially in
shaping and choosing goals worth pursuing in the face of complex interacting uncer-
tainties. Additionally, it suggests that the question, “What are we willing to live with if
we get it wrong?” has to become a larger part of the public discourse than it is today.

Keywords Effectuation - Market design - Uncertainty

1 Introduction

We know from over two decades of research that entrepreneurial expertise consists
in heuristics of nonpredictive control, grouped under the rubric of effectuation
(Sarasvathy, 2009). The principles of effectuation allow entrepreneurs to act under
multiple uncertainties. Moreover, the effectual process logically implies a high
probability of innovation, while keeping losses within the control of entrepreneurs
and their stakeholders. This vitiates the taken-for-granted relationship between high
risk and high reward.

Conventional wisdom about entrepreneurs being risk-takers is not accurate. In
fact, the familiar relationship between risk and reward speaks to investor behavior
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rather than how entrepreneurs act and the lessons they learn. This does not mean that
risk-taking is unimportant to entrepreneurship. Instead, it means we need to pay
attention to differences between risk-taking and uncertainty-bearing. All individuals,
risk loving, risk neutral, and risk averse can learn to tackle uncertainty through
effectual approaches. In analyzing markets and states from an effectual perspective,
it is therefore important not to confound investor behavior with entrepreneurial
behavior.

As explained in the brief overview below, effectuation explicitly tackles the three
dimensions of the entrepreneurial problem space consisting of Knightian uncer-
tainty, goal ambiguity, and isotropy. These three dimensions also occur in the
context of the central question this essay aims to tackle: What are the implications
from the theory of effectuation for the design of governance mechanisms, particu-
larly the roles of markets and states in fostering innovation?

I undertake a careful analysis below to show that states, through their represen-
tatives, elected or otherwise, tend to act more like causal investors who try to predict
the future to justify risky bets than effectual entrepreneurs who eschew or at least
minimize the use of predictive information. This may seem counterintuitive, since
one would expect states to lead the way under uncertainty. Yet both historical
evidence and the analysis below will show why effectual entrepreneurs are necessary
in tackling uncertainty, even in cases usually argued for in the purview of public,
nonprofit, or governmental action.

I begin the analysis with a quick overview of effectuation.

1.1 Overview of Effectuation

Briefly, effectuation consists in the following principles:

* Bird-in-hand principle: Be means-driven rather than goal-driven. In other words,
begin with things already within your control, instead of chasing means you do
not have to achieve some predetermined goal. The canonical example here is
cooking based on a recipe for a preselected dish (causal) vs. cooking based on
what is available in the kitchen and garden, even if that means having to substitute
ingredients or cook up something for which there exists no recipe at all
(effectual).

» Affordable loss principle: Instead of placing large bets in pursuit of high expected
returns (causal), invest only what you can afford to lose (effectual). This does two
things—it keeps the downside within your control and removes irrational exu-
berance about predicted upsides.

* Crazy quilt principle: Allow stakeholder self-selection. Instead of predicting and
targeting particular stakeholders who can help achieve predetermined goals
(causal), effectuators are open to working with anyone and everyone who self-
selects into the venture by making actual commitments for the opportunity to
shape the goals of the venture (effectual). In other words, those who come on
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board have a say in where the venture is headed, rather than the goals of the
venture determining whom to invite on board.

* Lemonade principle: Leverage (effectual), rather than avoid (causal) contingen-
cies. Even when things outside your control inject positive or negative surprises
into the process, consider ways to incorporate these into the effectual process. An
obvious interpretation of this principle is, when life throws lemons at you, make
lemonade. A more nuanced view argues for a radical revision of attitudes toward
failures and successes. For example, separating the performances of entrepre-
neurs from the performances of their ventures.

 Pilot in the plane: Futures are cocreated through human action, and environments
are endogenous to the effectual process. This principle emphasizes the role of
human beings (effectual) and dampens the idea of trends or inevitable trajectories
(causal). It rejects the idea that history runs on autopilot.

As mentioned earlier, effectuation explicitly tackles the entrepreneurial problem
space consisting of Knightian uncertainty, goal ambiguity, and isotropy.

2 Three Dimensions of the Effectual Problem Space

As T explicate each of the three dimensions below, it will be useful to keep in mind
that these can interact and combine. Even though they can occur independently of
each other, they are not always mutually exclusive.

2.1 Problem Dimension One: Knightian Uncertainty

Effectuation has been studied relatively well in the context of Knightian uncertainty,
a term originating from Frank Knight’s taxonomy of uncertainty in his 1921 thesis,
Risk, Uncertainty, and Profit. In lay terms, Knightian uncertainty refers to situations
in which the future is not only unknown but also fundamentally unknowable. An
iconic example from decision theory can help clarify Knight’s taxonomy. Imagine
you are playing a game in which you draw balls from an urn containing 50 green
balls and 50 red balls. You will win if you draw a green ball. Although you do not
know which ball you will draw, you can still calculate the odds as 50-50 since you
know the distribution of balls in the urn. This captures the idea of “risk”—namely, a
known set of possibilities but an unknown draw.

Another concept of interest is the notion of “uncertainty” in which you know
neither the distribution nor the draw. This would be like an urn containing many
different colored balls, but you do not know how many of each color or even the
total. The game, however, is the same: You win if you draw a green ball. It is easy to
see that this game is much more difficult to play than the game of risk. Many
organizational, economic, and socio-political problems are conceptualized as
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problems of uncertainty that can only be tackled through sophisticated techniques for
prediction ranging from systematic hypothesis-testing to scenario analysis and other
approaches based on simulation and big data.

In both the above thought experiments, we knew something about the urn’s
contents. In situations in which Knightian uncertainty is involved, even this infor-
mation is unavailable. The urn may contain things that defy classification or even
recognition, making it impossible to classify them into a distribution on which
predictive techniques can work. It is as though the urn could contain umbrellas,
snakes, bars of gold, disease, anything and everything that can and may exist. You
get something different every time you draw—not just balls. In other words,
Knightian uncertainty refers to the impossibility of imagining, let alone specifying
a distribution, on the basis of which you can make predictions. In dealing with
Knightian uncertainty, you need to come up with techniques that either minimize or
completely avoid prediction altogether. The lessons that expert entrepreneurs learn
consist in nonpredictive techniques that we call effectuation or effectual logic,
contrasted with predictive or causal logic.

Effectuators develop an awareness of and even a preference for Knightian
uncertainty. Hence, in addition to cocreating futures with self-selected stakeholders,
effectual approaches emphasize possible errors as decision criteria rather than
predicted upsides (e.g., the affordable loss principle). This is a powerful tool to
help bring downsides within one’s control, without constraining upsides. Therefore,
one starting point for an effectual analysis of markets and states is to ask: In any
given governance choice, what are we willing to live with if we get it wrong?

2.2 Problem Dimension Two: Goal Ambiguity

The literature on effectuation also highlights problems of goal ambiguity and
isotropy, both of which are also relevant to an analysis of markets and states,
especially in terms of their roles in innovation. At the level of analysis of individuals,
goal ambiguity refers either to not knowing what one’s preferences are or not
knowing how to translate high-level goals into actionable subgoals. The latter
applies at the levels of organizations and institutions as well. Especially when
faced with complex problems such as climate change, goal-setting is fraught with
ambiguities. For example, it is not clear if certain species are more crucial for
conservation, bees for example, and therefore need to be protected more than others,
say mosquitoes. What about frogs? Or crickets? The foundation species literature
argues that there are species that are foundational, but there is little agreement on
how to decide which ones at any given point in time. Also consider the famous Julian
Simon wager against Paul Ehrlich on peak oil and futures in commodity prices
(Simon, 1982). In 1980, Ehrlich chose five metals he predicted would increase in
scarcity within 10 years and hence in price, but Simon won the bet in the other
direction. Prices of most commodities, including oil, have not hit peak 30 years
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since. Even with increasing consensus on the reality of climate change, goal ambi-
guities continue to plague this problem. Effectual action is surely called for here.

Organizations as Fabricators of Artificial Predictability and Goal Clarity. Inter-
estingly, organizations (including states) are a way for us to reduce Knightian
uncertainty and goal ambiguity. Hence their ubiquity in human affairs, as argued
by Joseph Schumpeter, Herbert Simon, and others. Unlike markets that enable open-
ended interactions, organizations are for the most part hierarchical in structure
(Williamson, 1973). Note that in the ensuing discussion, I will use the word
organization to include a variety of hierarchical structures ranging from familiar
for-profit firms to normative institutions such as regulations and customs. At the
extreme end of this spectrum are states, which are organizations endowed with the
right to use coercive force.

By constraining what members can and cannot do through contractual obliga-
tions, organizations create artificial predictability amidst pervasive uncertainty.
Traffic lights offer a simple example. By simply agreeing to stop when traffic lights
turn red, we create predictability and hence safety for both pedestrians and drivers.
However, simple agreement is not sufficient. Some amount of effective enforcement
against transgressors is also necessary. Particular combinations of voluntary com-
pliance and enforcement differ across different socio-political contexts (just compare
busy streets in Mumbai with those in Frankfurt). In the case of designing traffic
systems, contextual elements involve different types and speeds of vehicles, num-
bers of pedestrians, widths and types of streets, as well as historical and cultural
antecedents to behavior. When designed well, organization can provide reasonable
predictability in a wide variety of contexts.

On the face of it, it seems easier to see how market interactions (such as
interpersonal negotiations) can be more efficacious in the case of organizations
such as small businesses than in the case of larger societal institutions such as traffic
lights. It seems absurd to think about negotiating with traffic lights. Yet there is more
of a role for market interactions in the case of traffic lights, just as, on the flip side,
there can be enforcement within organizations, even completely voluntary organi-
zations. For example, communities do negotiate and vote on a variety of institutions
around traffic lights, including speed limits on roads, placement of lights, and widths
and numbers of lanes. It is unfamiliar, however, to consider any of these as market
activities. In such cases, the missing link is provided by institutional entrepreneurs,
people acting effectually to build these institutions. As we develop the ensuing
analysis of markets and states from an effectual perspective, we will use a more
general view of entrepreneurship than a narrow focus on the building of for-profit
firms. This generalization is common to the works of noted economists such as
Williamson, Ostrom, and North, as well as most entrepreneurship scholars today.

Once formed and functioning well, organizations can also resolve goal ambiguity
at the individual level by creating and enforcing norms around particular missions,
often defined in behavioral, technological, and strategic terms. Jim March’s “gar-
bage can” model shows how organizations do these through simple mechanisms
such as deadlines (Cohen, March, and Olsen, 1972). In market-based societies,
individuals can select in and out of particular organizations for a variety of reasons,
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including alignment with the stated and actual missions embodied in norms practiced
within organizations. Whereas individuals with high levels of goal ambiguity might
still vacillate in their choices, most will strive to align themselves with the goals of
organizations they sign on to.

Similarly, organizations strive to both select in individuals with some degree of
mission coherence and then invest in processes and incentives that seek to realign
individual and organizational goals as needed and feasible over time. To the extent
that they succeed at this function, organizations also create oases of predictability
and goal clarity, both for individuals and communities, at least for reasonable
periods of time, so that reasonably positive outcomes for both can be fabricated.

This method of reducing uncertainty already involves a move from goal ambi-
guity to goal alignment. Returning to the example of traffic lights, trade-offs between
speed and safety can be efficiently managed by solving the problem of behavioral
(human beings), contextual (types of streets), and technological unpredictability
(types of vehicles), through a combination of voluntary commitment and enforce-
ment of compliance with that commitment. Voluntary commitments, for example, a
community’s determination of an acceptable speed limit, resolve goal ambiguity.
Once the limit is determined, anyone ambiguous about it still has to comply with the
limit. Or exit. Move to Montana or Manila.

In other words, one way to remove goal ambiguity is through organizations’
efforts to align the goals of its members, through voluntary commitments during
formation, and thereafter through incentives and enforcement. Furthermore, multiple
goals embodying differing tastes, preferences, and values can be leveraged and
achieved through organizations aligned with these. For unaligned individuals, the
choice then becomes unwilling compliance or exit. This works in the case of
organizations and markets. But it can be problematic or even impossible in the
case of states.

2.3 Problem Dimension Three: Isotropy

The third dimension of the effectual problem space, isotropy, differs from Knightian
uncertainty and goal ambiguity. Isotropy refers to the problem of
relevant vs. irrelevant information. In contexts of reasonable predictability, it is
relatively easy to evaluate the relevance of any given piece of information. But
contexts of innovation are contexts of unpredictability. And in these, even when
goals are clear, the isotropy problem is rampant. In fact, the more innovation called
for, the more this problem might become salient to all kinds of endeavors, including
the enterprise of policymaking. Decisions and actions for the fabrication of organi-
zations involve isotropy. Even more so the making of markets and the shaping of
states. And most importantly, isotropy pervades choices between markets and
hierarchies. In order to clarify the concept of isotropy a bit more extensively, let us
consider a standard problem that budding entrepreneurs face.
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Suppose you have come up with the idea for a green widget. Most standard
textbooks and courses in entrepreneurship would suggest you go talk to potential
customers and ask for their input in making marketing and production decisions.
This advice is based on conventional wisdom that makes a series of assumptions,
each of which is usually not only unjustified, but has the potential to misguide
entrepreneurial action:

e There exists a market for the product.

* You know who your potential customers are likely to be.

e Your potential customers know what they want.

e They will actually do what they say—buy what they say they will buy, not buy
things they say they will not buy, etc. Note that these two are not the same, nor are
they symmetrical.

* You have the time and resources to talk to enough potential customers to figure
out what they want and do not want.

¢ Your potential customers will not want completely contradictory features.

* There are no customers you do not know about.

You can combine the above into the most important and fatal assumption of all:
Markets are out there, in an objective sense, and they can give you reliable,
actionable answers. This implies that markets are not themselves artifacts of what
you and others do. In other words, markets are mostly exogenous to human action,
not endogenously created through it.

Not only entrepreneurs, but large established companies who can afford the best
market research techniques and talents available, routinely make two bad bets based
on these assumptions:

1. They make decisions assuming markets are more predictable than they are.
2. They miss out on making markets that could be made without resorting to
prediction.

Effectual entrepreneurs choose to make the opposite set of bets, choosing to make
the opposite error on predictability. They treat markets as artifacts and approach
them as less predictable than they might be. Let us now consider how that enables
them to overcome the isotropy problem.

How the Crazy Quilt Principle Helps Overcome Isotropy. If you approach
markets as exogenous, but predictable, and you ask for information, advice, and
feedback from potential customers, one of the interesting problems that arises is not
that you do not get enough information, but that you get too much information. Too
much in the sense that the information confuses, rather than clarifies, your under-
standing of the situation. If you now take seriously the idea that there may be other
customer segments out there that you may not have predicted and widen the circle
for your research, the isotropy problem of too much and too varied information
without clear criteria to distinguish relevance only increases in quantity and inten-
sity. No brainer as it may be, seeking more information does not usually reduce
isotropy.
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Fig. 1 The Effectual Process. Note: Author’s creation

The only way to overcome isotropy is to ask for actual commitments, not merely
information, advice, or feedback. In other words, market mechanisms such as deal
terms, real investments of financial and nonfinancial resources, preselling, etc., are
examples of ways to overcome isotropy. When someone says they will or will not
buy something at a price, that is predictive information of little or no value to
effectual entrepreneurs. But if someone underwrites the next step in the venture,
by actually producing a prototype for you, or by introducing you to someone who
can do a trial run without charging you up front, or signs a preorder that allows you
to set up favorable terms with vendors, etc., then the next step is not a speculative
bet. Instead it is an actionable task you can accomplish for affordable loss.

By stitching together a series of such actual commitments (See Fig. 1 for a
graphic illustration of this process), effectuators end up cocreating a market that
neither entrepreneurs nor anyone else might have predicted. Hence markets them-
selves become an artifact of the effectual process. In this sense, as Schumpeter
argued, entrepreneurship is more about cocreating new markets than innovative
products and ventures within extant markets.

Relevant information in the effectual process therefore gets its relevance from
individuals and/or organizational actors who, for idiosyncratic reasons of their own,
enable you to accomplish key venture-building actions for affordable loss. These
individuals or organizational actors self-select into the process—an act characteristic
of markets, not states. Yet the deal terms of each effectual commitment entail
elements of governance, constraints on future actions, and future interactions with
future self-selected stakeholders that become the building blocks of the hierarchy
that comes to be as well. In other words, the effectual process offers the quintessen-
tial microprocess of mixing and matching market-like and state-like elements that
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add up to actual new markets and new organizations that come to populate econo-
mies and societies. Ergo, it is worthwhile to take a bottom-up view of markets and
states through an effectual lens.

3 Markets in Effectuation

It is worth explicitly acknowledging that I am assuming a world in which individuals
are relatively free to act effectually, as in modern democracies in which there exist
reasonable avenues for entry and exit into labor markets, different types of private
and public organizations, and even some movement in and out of states. At least a
minimal level of property rights and contract enforcement are also the norm in this
analysis. Of course, this is not readily true for a large portion of humanity. But for the
purposes of this analysis, I assume a minimal level of existing norms and institutions
of individual freedom.

Is the existence of relatively free markets necessary for effectuation? Yes and
no. Without belaboring the point, remember that effectuation is a method of shaping
and cocreating institutions and environments, including institutions of freedom.
However, an analysis of how effectuation can work under varying degrees of
tyranny or coercive oppression is beyond the scope of this essay.

The Hayekian notion of variation in and across individuals, whether in the form
of preferences and values, or experiences and situations that disperse knowledge and
ignorance in totally unpredictable ways throughout society makes effectuation more
efficacious. This is not surprising since effectual action is the micro-foundational
prior to market transactions. The effectual process coheres well with the idea of
markets as games without goods (Buchanan and Vanberg, 1991). The role of
markets, from an effectual perspective, is not to optimize resource allocation, but
to allow productive innovation to happen. In this sense, effectuation endorses a view
of markets as (co)creative processes rather than allocative or discovery processes.

But the effectual process, as depicted in Fig. 1, also provides the
microfoundations for the cocreation of organizations and institutions, not only
products and markets. In other words, every effectual commitment from two or
more entities, entrepreneurs and their stakeholders, results in shaping governance
mechanisms related to the commitment. Each commitment also makes particular
futures more predictable, as goals converge toward clarity while reducing isotropy.
In other words, as the effectual process fabricates longer standing relationships and
governance mechanisms, a more causal/predictive approach becomes feasible and
even necessary in some cases. This implies that you can design, create, and set up
governance mechanisms effectually, but once set up, it is far more difficult for them
to operate effectually. This is a case of effectuation leveraging market processes to
shape and cocreate hierarchies all the way from transactions to firms to polycentric
governance systems and even states.

In sum, the effectual process can cocreate both markets and hierarchies, reshaping
socio-political environments and states. In designing markets, effectuation can result
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in new goals worth pursuing. At the same time, in designing hierarchies, effectuation
may result in goal alignment of the kind that may hinder innovation. To the extent
that effectuators seek to avoid quick goal coagulation and strive to keep both entry
and exit of stakeholders open even as they build stable organizational structures, they
can nurture markets as well as enduring ventures.

It is interesting to ask whether the above analysis can go in the opposite direction,
namely, can states effectuate?

4 States in Effectuation

Experienced effectuators, including those who have built and are running large
companies, will tell you that it gets harder and harder to effectuate as organizations
grow. The very success and endurance of organizations develops a stiffening of the
arteries through a creeping bias toward a belief in the predictability of the future, as
well as an exaggerated estimate of one’s own ability to predict. Even isotropy,
inevitable in areas such as new product development, begins to be tackled through
pretensions of predictability rather than with an explicit acknowledgment of the
pervasive persistence of uncertainty and the various forms it can take. As illusions of
predictability grow, nonpredictive techniques and processes that foster them get
neglected and wither away due to disuse. Instead, leaders begin to tout strategies
such as the need to see around the corner and skating to where the puck will be as the
ideal path to innovation.

This clogging of arteries can take on an aspect of rigor mortis when it comes to
states. It is not easy for states to act without clearly stated goals, budgets, and
targeted stakeholders. Here the analogy of venture capitalists is much more appro-
priate to states than any allusions to entrepreneurs. People routinely confound
investing, especially private equity investment involving other people’s money
(OPM), with entrepreneurial behavior. Yet it is easy to see why venture capitalists
almost always are totally ineffectual, or rather, causal.

In actual fact, investors face multiple uncertainties, just as entrepreneurs do. Yet
they embrace complex predictive approaches, confounding risk-taking with
uncertainty-bearing. One reason for this misapplication of prediction to circum-
stances of Knightian uncertainty could be due to the fact that they invest OPM.
This sets up high expectations of return from their (institutional) investors, who may
be persuaded by their apparent predictive prowess in selecting high-potential ven-
tures. Additionally, the need to design winning term sheets with predetermined
milestones makes it even more difficult for them to not hinder, let alone facilitate,
effectual approaches. As a result, they may come to believe in the illusion of
predictability with regard to their own investments and in turn set up obstacles in
the way of entrepreneurs trying to build ventures effectually.

In general, private equity investors’ approaches, mimicked by so-called entrepre-
neurial states, consist in one or more of the following three strategies:
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* Place a bet (net present value calculations).
* Place many bets (portfolio diversification).
* Place staged bets (real options).

The effectual process, in contrast, is about not placing a bet. As explained in detail
elsewhere, bets involve taking event spaces as given and outside one’s control. All
one can do then is to calculate or estimate the event space to the best extent possible.
The non-bet alternative is to focus on the conditioning assumptions that can be
reified or falsified through effectual action so as to reshape the event space itself. For
example, entrepreneurs are often taught to carry out market research to find out what
potential customers want. In contrast, expert entrepreneurs discount market research
because both presumptions of who potential customers are as well as any informa-
tion they provide as to what they will or will not want can be inaccurate and
unreliable. Instead, effectual entrepreneurs choose to cocreate product and market
through precommitments, even before building prototypes, from actual customers.
Actual sales, they learn, is the best form of market research. This further has the
advantage that no major financial outlay is called for in starting new ventures.

This is precisely why it is important not to confound predictive investing and
investors, especially those investing OPM with effectuating entrepreneurs. Discus-
sions of entrepreneurial states or public entrepreneurs often confound the two,
attributing entrepreneurial mindsets to investors and funding activities. This is not
to say that investors cannot act or invest effectually. It is just that most investors,
unless they are investing their own money, for example, angel investors, either do
not or cannot act effectually. Just as states cannot or do not.

Only those investing their own money, with a willingness to lose what they invest
for reasons or preferences of their own, can self-select into uncertain, isotropic
projects. This is because reasons other than predicted upsides are called for in the
effectual process. Variations in preferences and values and the infinitely splendored
glass of textured lived experiences drive the effectual process. Unlike in the case of
investing OPM, accountability is limited to delivering on particular commitments
made and not to any overall promised upside outside the control of effectuators or a
prespecified goal.

In order to justify their own fundraising as well as to keep up some semblance of
accountability, investors of OPM turn to predictive approaches even when aware
that these may not be reliable. Interestingly, we found in our empirical work that the
more experienced a venture capitalist, the more effectual their approach. This could
simply be a side effect of working with expert entrepreneurs and having deal flows
heavier in effectual ventures as a consequence. Also, in the case of angel investors
investing their own money, we found that the more effectual the approach, the higher
their overall hit rate without reducing the number of home runs, again attesting to the
fact that effectuation is not about placing large bets (Wiltbank et al., 2009).

Since states, and their representatives, elected or otherwise, almost always invest
OPM (monarchies and oligarchies may pretend otherwise), they are much more
likely to act like causal investors rather than effectual entrepreneurs.
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5 Two Frameworks for Tackling Isotropy and Fostering
Innovation

In general, individuals can exhibit and leverage idiosyncratic variation in ways and
to extents that become unjustifiable in the case of larger fiduciary organizations,
especially states. Justification typically takes shape in stated goals and/or predictive
information argued to lead to the achievement of those goals. Once goals are set,
they become difficult to change, especially as they begin to generate payoffs. These
payoffs become predictable opportunity costs that are then weighed against isotropic
innovative possibilities. Since the latter are unpredictable, it becomes harder and
harder to make a case for them and easier to dismiss them as infeasible. Consider
how both large firms such as the automobile giants in Detroit as well as various states
around the world acted or failed to act in the face of carbon emissions exacerbating
climate change. On the one hand are predictable opportunity costs such as jobs lost.
On the other are a variety of isotropic innovative possibilities, each of which may or
may not succeed in technical, financial, and political terms.

Logically, one would expect states to lead the way in taking on isotropic
possibilities in the face of Knightian uncertainty. Yet history shows that it is
individual entrepreneurs, using market transactions and/or collective action that
lead the way. Not because states are inherently myopic and individual entrepreneurs
are clairvoyant. But because it is easier for individuals (and some budget-owners
inside organizations) to act based on subjectively calculated affordable loss rather
than pseudo-objectively calculated expected return. Larger organizations and states
follow as upsides become clearer to predict and envision. Eventually. This is true
even in the case of basic science or technologies for defense, in which states make
large a priori investments. Take the case of the internet. State investments led to the
internet. But in addition to targeted technical developments, a variety of actions and
interactions, intended and unintended, as well as effectual entrepreneurship over
15 years, helped reshape it into the universe of endless possibilities that it has
become today. This reshaping involved idiosyncratic, even idiotic, transformations
such as technologists inventing UNIX to play video games and college kids
inventing Facemash to rate females on campus hot or not that became Facebook,
leading to the fount of fortune and misery that is social media today.

There is something about the lived experiences of conscious human beings that
seems to be an important input into all creativity leading to any kind of innovation,
even serendipitous or accidental innovations. A purely calculative process leading to
innovation seems unlikely, even absurd, especially in innovations in goals them-
selves, innovations in what is deemed worth pursuing or not. We will get to these in
the concluding section of this essay. For now, let us organize the arguments so far
into a usable conceptual framework in two parts.

Figure 2a and b depict the analysis above in a simplistic two-part framework that
can nonetheless be useful for thinking through the role of markets and states in
innovation. Figure 2a considers cases characterized by the need for funding, espe-
cially funding using OPM—other people’s money. Figure 2b illustrates situations



An Effectual Analysis of Markets and States 49

a b

High High
" ' |

States i States : - States Effectua

o i : G | Selective incentives organizations

% 3 Polycentric governance

H] =

o c

oo o

£ i

E :

3 =

Il ] 2

;‘E, Effectual g Effectual

o Markets 4 = Markets  4-mmmmms
entrepreneurs (=] entrepreneurs

Low Low

Low . T High Low : 5 = High
Multiple uncertainties Multiple uncertainties

Fig. 2 a, b The role of markets and states in innovation. Note: Author’s creation

requiring more than funding, such as those involving collective action even before
funding becomes salient. These are usually dubbed situations of market failure. I
will, however, eschew that term since it sets up an overly rigid dichotomy between
markets and states and completely obscures the role of effectual entrepreneurs in
building and reshaping both.

Figure 2a captures the argument that both markets and states will find it difficult
to tackle the effectual problem space. Without restricting effectuation to individual
actors, it is still easy to see why idiosyncratic individuals may be more likely to kick
off the effectual process, even though the process almost immediately moves to more
than one cocreative stakeholder, hence not an individual-level phenomenon at all.
The point here is not about whether only individuals can effectuate. Rather it is to
highlight the idea that something other than prediction-based reasoning is needed
and used on the right-hand side of both Fig. 2a and b. In other words, waiting for
consensus based on reasons and projections is not a necessary condition for effectual
action leading to the cocreation of new markets. Means-driven possibilities within
affordable loss are sufficient.

Once kicked off, the effectual process can stitch together several different kinds
of partnerships, including public-private partnerships that can eventually lead to a
larger role for states in funding isotropic possibilities whose promise might be more
easily folded into politically palatable predictive approaches. In sum, when funding
requirements are very large, states will have a larger role to play even though they
may need to be cajoled into it through effectual action. SpaceX and other companies
collaborating with state space agencies are cases in point.

Figure 2b addresses situations requiring collective action, such as those involving
common pool resources or persistent inequities often ignored by those with power
and privilege. In such cases, effectual entrepreneurship is even more crucial in the
face of isotropic possibilities under Knightian uncertainty. In a recent study, we
reanalyzed the data Elinor Ostrom had collected on how a variety of different
stakeholders came together to cocreate polycentric governance mechanisms for the
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administration of the water basins in the Los Angeles area (Sarasvathy and Ramesh,
2019). The reanalysis allowed us to spell out the effectual process that constituted its
behavioral microfoundations. Studies have examined effectual action in other
settings requiring collective action such as art movements (Callander, 2019; Olive-
Tomas and Harmeling, 2020), disaster relief (Nelson and Lima, 2020), and commu-
nal well-being in first nations such as the Toquaht (Murphy, Danis, and Mack,
2020).

The literature on collective action argues for the need for selective incentives to
induce individuals to contribute to the common good (Olson, 1965). In more
predictable situations in which the path to societal goods might be clear even if the
problem of selective incentives is large, states can provide those. Incentives provided
to those reluctant to get vaccinated for Covid-19 are a case in point. However, when
the situation contains isotropic possibilities in the face of Knightian uncertainty,
effectual entrepreneurs have to kickstart the collective action process and even carry
it forward for long periods of time before the environment gets reshaped enough to
engender the political will needed. The years of Don’t ask, don’t tell even when
presidents in office were morally supportive of gay rights are a case in point here.

5.1 Applying the Framework to Innovation Policy

A word on applying effectual approaches to innovation policy. While the develop-
ment of scientific institutions such as universities, peer-reviewed journals, R&D
departments, and national innovation funding agencies such as the National Science
Foundation (NSF) attest to the importance of both public and private organizations,
it is interesting to consider the role of smaller companies and even individuals in this
arena. For example, partnerships between new (smaller) ventures and large
established firms abound in several industries such as biopharmaceuticals, fintech,
and telecommunications. Additionally, multinational firms routinely engage in cor-
porate entrepreneurship of various kinds.

In examining the role of effectual entrepreneurs in this arena, it is important to
note that innovation and valuable innovation are two different things. Furthermore,
not all innovations, especially valuable innovations, are produced by scientists in
R&D, whether within large companies or public sector organizations. Users, sup-
pliers, and other stakeholders in the value chain often produce innovations that prove
to be more valuable in terms of actual adoption in the market or even in creating new
markets. In fact, innovators often miss markets because they rely on predictions
about who the customers will be that later turn out to be incorrect. The CD-ROM, for
example, was invented by scientists that auctioned it off just before their patents
were about to expire. Using the invention for music was an act of effectual entre-
preneurship. Even the internet served only scientists for about 15 years before it was
commercialized by entrepreneurs who built more user-friendly interfaces allowing
nonscientists to use it for a myriad of purposes.
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In other words, while innovation policy has been shown to work in moving
forward the frontiers of science, transforming that frontier and ensuing technologies
into valuable products and markets seems to leverage the dispersion of knowledge
across idiosyncratic individuals argued for by economists such as Hayek (1977) and
Buchanan and Vanberg (1991). Such idiosyncrasies are impossible to predict ex
ante, making effectual approaches invaluable, a point I will return to later in this
chapter. Innovation policymakers need to carefully consider how to invite in effec-
tual entrepreneurs or at least not barricade the system against them. One way to
accomplish that could be to institute X-prizes such as the privately funding Ansai
X-prize that kickstarted SpaceshipOne and the cocreation of the private space
industry in recent times.

6 Markets and States as Outcomes of the Effectual Process

Any analysis of markets and states has to examine their role in human well-being and
the societal innovation and productivity that feed into that well-being. As seen
above, one organizing principle of markets consists in the role of idiosyncratic
preferences. Whether attributed to the Adam Smith of Moral Sentiments or Wealth
of Nations, preferences and values need not be extrinsically dictated and enforced,
nor is collective consensus required before transactions happen. In fact, effectuation
shows how market transactions can be one way for such consensus to come about
and even for new frontiers for moral sentiments to be shaped both at individual and
societal levels. Both new goals worth achieving and new governance mechanisms
for alignment and enforcement can be forged through chains of intersubjective
interactions in the effectual process.

However, market transactions are still deemed to be driven by expectations of the
upside, whether economically or social-psychologically speaking. As proponents of
markets have argued and social entrepreneurs have shown in practice, a wider range
of problems can be tackled through market mechanisms than might have been
conceptualized in economics textbooks. Recent examples include microfinance in
the alleviation of poverty through entrepreneurship, income-share agreements to
fund education, and of course renewable energy, as well as refugee entrepreneurship.
Each of these, while not immediately and predictively tied to returns, do offer the
possibility of economic upsides in the longer run that can fuel market-based
creativity.

Yet, there do exist problems that do not have economic upsides, whether for
individuals in their lifetimes or for society in the longer run. Caring for the elderly or
the severely mentally ill comes to mind. The upsides in these cases are more difficult
to capture in economic terms and even more subject to the three dimensions of the
effectual problem space. My aim in bringing these examples to fore is neither to
enter a discussion of market nor moral failures. Instead, it is to acknowledge the
argument that states may be required for tasks beyond the facilitation or augmenta-
tion of markets.
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States are insurers of last resort against the multiple uncertainties that characterize
the effectual problem space in individual human lives. The invention and practice of
taxation in human history is not an arbitrary development. The oft-repeated quote
attributed to Benjamin Franklin, “Nothing is certain but death and taxes,” uncovers a
profound truth under the effectual lens, that has a different meaning than the one
usually associated with it. Consider, for example, the fact that as life expectancy
increases, taxes become even more important to protect us through the uncertainties
that may accidentally debilitate us in physical, emotional, and other ways. Another
example consists in the technologies that allow billions of people to survive and
thrive, while concurrently threatening to unmoor us from our homes, spatially as
well as temporally. It is a plausible hypothesis that immortality is not likely to
reduce, let alone eliminate uncertainty. Hence funding for some form of insurer of
last resort may be inevitable. Certainly for now, life is more uncertain, without death;
and however unpalatable this fact, without taxes.

Political philosophy endorses the fact that at the minimum, the most important
task of states is protection. That includes protection from the uncertainties of life. Yet
paradoxically, their structure, whether in terms of hierarchy and bureaucracy, as well
as their function in terms of investing OPM collected through differing degrees of
coercive force, makes it more difficult for them to use effectual techniques. From an
effectual perspective, therefore, it is time to rethink states as artifacts of effectual
action, not only arenas within which markets and organizations function. History
shows us how labor markets and state institutions were reshaped in concurrence with
the development of the scientific method. Hence we routinely accept state invest-
ments in basic science so long as the investment decisions are overseen by reliable
and reputable scientific bodies and made accessible sooner or later to private
enterprise as well. I see a similar evolution of new institutions and radical
rearrangements of the roles of markets and states driven by the effectual entrepre-
neurial method.

Human well-being requires investments in the productive without giving up on
the seemingly unproductive. In fact, as already mentioned in the case of UNIX and
social media, unproductive situations and experiences produce new goals worth
pursuing. In conventional dichotomies of markets and states, market mechanisms are
notoriously bad at fostering unproductive activity. Their efficiency is the efficiency
of separating wheat from chaff. This may be arguable, but not unreasonably
so. Hence, also arguably, only states can step in to take up the slack to take care of
those who need care, productive in the longer run or not. But the analysis I offer here
from the effectual perspective uncovers a process that sifts and reshapes relation-
ships between markets and states in a dynamic way. Both markets and states become
inputs into the effectual process. But they are also refabricated outcomes of the
process.
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7 The Ultimate Innovation: Goals Worth Pursuing

In Development as Freedom, Amartya Sen explained that to thrive, humans need to
choose their own ends, not merely get access to resources for achieving externally
set developmental goals. In building multiple ventures, including successes and
failures, expert entrepreneurs learn the same lesson through the principles and
processes of effectuation that help engender goals worth pursuing. Additionally,
this process of shaping new goals not only leverages market-like variations in the
lived experiences of individual stakeholders, but is also crucial to build viable
governance mechanisms that coalesce into enduring ventures and environments
that nurture them.

At the extreme, an argument could be made that if we already know with clarity
and precision which goals are worth achieving and can predict with reasonable
accuracy how to achieve them, we may not need markets or states. Or the effectual
process. Or conscious, lived human experiences for that matter. We could program
artificial intelligence (Al) to structure societies that offer comfort and efficiency in
the achievement of the chosen goals with Bitcoin for currency and Ethereum for
enforcing property rights and contracts. However, even with Al and unfettered
digital decentralization, it is not clear which goals are worth achieving. Hence, the
most important goal might be the freedom to fashion new goals arrived at through
the push and pull of variations in lived experiences not subject to static frameworks
neatly sifting positive from negative valences in those experiences. Furthermore,
new goals can also emerge in the process of achieving old ones. And unsavory
unintended consequences can arise from the very acts of prescribing and pursuing
preset goals that were deemed worth achieving. All of these get embodied in the
effectual problem space.

The effectual problem space brings into stark relief the question I began this
essay with: Even as we strive to find best-possible solutions to achieve goals we
believe are worth achieving, what are we willing to live with if we get it wrong? We
know from behavioral economics that we react differently to losses than to gains. For
example, we experience aversive feelings in response to a loss of $5 more acutely
than positive feelings when we gain $5. In terms of goal-setting, this shows up in a
different asymmetry. It is easier for us to know what we do not want than what we
do. It is easier, for example, to teach children what not to do to avoid bad conse-
quences than how to take action to achieve good outcomes. Avoid talking to
strangers does not usually tell us how to form new friendships and build lasting
relationships. Similarly, when it comes to governance, even at the level of states, it is
easier to choose from loss aversion, Avoid job losses than foster ways to create jobs.
Or worse still, create jobs while saving the environment.

As we have seen in the analysis above, the lessons that entrepreneurs learn could
be of use here. But that requires us to invert traditional conceptualizations of goals
and prediction in good decision-making. Isotropy compels us to confront the fact
that we face Type I-Type II errors more often than we would like to believe.
Consider this at the meta-decision level. We could erroneously deem the future



54 S. D. Sarasvathy

more predictable than it may be and goals clearer and more worth achieving when
they may not be. Similarly we may also be wrong in seeing the future as less
predictable than it actually turns out to be or unnecessarily or frivolously question
extant goals.

However, note that the errors in both directions involve unpredictability. Thus the
question of which error we are willing to live with if we are wrong lurks around the
corner of all our decisions. This pervasive, persistent unpredictability looms larger at
the state level, where wealth and power can deepen, enlarge, and painfully exacer-
bate either error. That is why building and shoring up effectual toolboxes and
processes in addition to predictive decision-making is important. A new focus on
downsides, not as prices to be paid for predicted upsides in the risk-return space, but
as skin in the game in attempts to fashion goals worth pursuing even in the face of
near-certain failure, has to become a more explicit part of the public discourse.

Without the seemingly solid anchoring of decisions to achieve clearly specified
goals through strategies based on good quality predictions, we feel at the mercy of
idiosyncratic preferences and the vagaries of power politics. Effectual entrepreneur-
ship offers practical guidance based on cumulated evidence on how idiosyncratic
preferences can be transformed step by step into productive and innovative gover-
nance mechanisms that in the process, allow us to arrive at new goals worth
pursuing. In fact, functioning markets and states that we take for granted rest on
underlying microfoundations of effectual action and interaction. Uncovering the
movement beneath reveals not chaos, but a set of systematic principles and a
learnable logic that propels the process forward.

History shows uses for both markets and states. Both have arguably been
important for humans to survive and thrive. Yet history also offers cautionary tales
of presumptions about what constitutes thriving. It may be time to realize that we
need principles and processes that can design and reshape markets and states without
defining a priori which goals lead to thriving and are therefore worth pursuing. The
freedom to design purpose itself. Coming full circle, is not that why we invented
markets and states in the first place?
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Abstract Academics, pundits, and policymakers have recently called for a stronger
governmental role in the economy to tackle social issues such as inequality and
grand challenges like global warming. Despite a general recognition among econ-
omists and management scholars that government efforts to guide and control
innovation or subsidize private entrepreneurs have failed to yield results, these
calls also describe an entrepreneurial state in which bureaucrats, not entrepreneurs,
direct not only basic research but also applied technological development. Building
on the notions of economic competence and ownership competence we argue that
even well-intentioned and strongly motivated public actors lack the ability to
manage the process of innovation, especially under Knightian uncertainty. As
stewards of resources owned by the public, government bureaucrats do not exercise
the ultimate responsibility that comes with ownership. Moreover, government own-
ership of firms and labs and government intervention in the management of privately
owned assets hampers the competitive process of putting ownership of innovative
firms and projects in the hands of individuals and groups with higher levels of
ownership ability. We suggest that ownership competence differs systematically
between public and private actors, particularly around innovation, with important
implications for innovation policy.
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1 Introduction

Until recently, most academics, pundits, and policymakers saw the collapse of
socialism and the poor record of nationalized firms and industries as evidence that
private ownership and market competition were the superior drivers of economic
growth and societal well-being. The neoliberal consensus held that entrepreneurs
with skin in the game, rather than state bureaucrats, should direct productive
resources to their highest-valued uses. Instead of targeting particular technologies,
firms, and industries for public support, policy should focus on creating a compet-
itive environment in which private entrepreneurship and innovation can flourish
(Bradley et al., 2021).

Within the last few years, however, prominent voices have called for significantly
more government involvement in the economy. These calls have been prompted in
part by corporate scandals perceived to be driven by short-term thinking and
unethical behavior by managers, scandals that destroyed value for shareholders
and for society as a whole. Enron went through the largest bankruptcy in history
after hiding billions of dollars through controlled special purpose vehicles; Lehman
Brothers collapsed due to its exposure to subprime mortgages; Volkswagen faked
emissions data to pass environmental rules. While details of these cases were
complex (and the result of regulatory failure as much as unfettered capitalism),
they suggested to many that the government has been playing too passive a role and
needs to intervene more actively to curb abuses by private actors.

Many of these calls focus on social issues such as inequality and health care, as
well as grand challenges like environmental protection, but governments have also
asked to play a stronger role in managing the innovation process. The public sector
has long been involved in funding basic scientific research, typically through
government-owned national laboratories and research institutes, as well as grants
to public and private universities. Applied research and the development of com-
mercial technologies was thought to be the realm of the private sector. That line is
increasingly blurred, however, with writers such as Mariana Mazzucato (2011)
arguing that state support lies behind the most important new commercial products,
firms, and markets and that, therefore, the state should play a more active role in
financing and directing these developments. In the United States, the neo-
Brandeisian school of antitrust (exemplified by new Federal Trade Commission
chair Lina Khan) envisions a more vigorous role for government experts in manag-
ing the competitive process, particularly in the tech sector. Support for market
solutions seems to be waning, with the entrepreneurial state playing a stronger role.

Such arguments must confront the well-known incentive and information prob-
lems facing public actors. Government decision-makers lack the high-powered
incentives and access to the specialized knowledge held by market participants,
those whose livelihoods depend on creating economic value. The differences in
incentives between private-sector entrepreneurs (who seek to maximize profits) and
government officials (who seek to maximize influence) and politicians (who seek to
maximize votes) have been explored in detail in the property rights, rent-seeking,
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and political economy literatures, most recently from the perspective of agency and
incomplete contracting theories (De Bettignies & Ross, 2009; Laffont & Tirole,
1991; Schmidt, 1996a, b). Also relevant is the poor performance of government-led
innovation programs (Krueger, 1990; Kwerel, 1977; Le Grand, 1991; Levy & Peart,
2015; Winston, 2000). Projects such as Minitel (in France), Solyndra (in the U.S.)
and Universal Credit (in the U.K.) are three salient cases out of thousands of
examples (Datta-Chaudhuri, 1990; Helm, 2010; Keech & Munger, 2015).

While most research has highlighted incentive and property-rights problems of
government ownership and control of resources and projects, here we also focus on a
different issue: Even the best-intentioned and most strongly motivated directors and
managers of state-run programs tend to lack the ability to play an ownership role.
Ownership itself is an economic, as well as legal, function that can be exercised with
greater or lesser ability (Foss et al., 2021). Ownership involves taking ultimate
responsibility, or exercising residual decision-making authority, over resources
deployed in productive uses. The ownership function is distinct from management,
leadership, and similar functions. Those can be exercised on behalf of others, while
ownership per se—the right to make decisions about the use of resources under
conditions not specified by prior agreement (Hart, 1995)—cannot be delegated to
non-owners. Competence arguments for value creation are different from incentive
arguments because even owners with strong incentives to increase value may lack
the competence to do so.

From an ownership competence perspective, the benefit of markets and market
competition are not only that private ownership mitigates agency and moral hazard
problems, but also that the market process tends to place ownership titles (the right to
exercise ownership) in the hands of individuals and groups with higher levels of
ownership ability (those using privately owned resources to create value) (Pelikan,
1993). This process is hampered, or entirely absent, in parts of the economy
dominated by public ownership or with a strong state role in the management of
privately owned assets.

The idea that government actors often lack ownership ability appears in popular
discussions of the failures of “state capitalism” (e.g., The Economist, 2014), but is
almost entirely absent from the academic literature (Musacchio & Lazzarini, 2014).
For instance, state-owned banks in China and India display much lower valuations
than their private peers, not to talk about the fall of state-owned telecommunications
operators like China Mobile (The Economist, 2014). One of the main reasons is that
private owners were “invited” by the state to play a subordinate role in the manage-
ment of those companies, with the state holding a golden share or other forms of
control mechanisms, which results in misallocation of capital, bad debt, and some-
times liquidation. While these problems certainly have an incentive dimension, they
also have a competence dimension: the owners hand-picked by the state are unlikely
to be those best positioned to innovate and create value. More generally, we suggest
that ownership competence differs systematically between public and private actors,
particularly around innovation, and that this difference has important implications
for innovation policy.
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Our reasoning about the competence of government owners builds on Pelikan’s
(1989, 1993) notion of “economic competence,” developed in the context of com-
parative economic systems, and Foss et al.’s (2021) concept of “ownership compe-
tence,” developed in the context of strategic management. Pelikan (1993) defines
competence as the ability of owners to assign managers to firms and tasks and points
out that different institutional rules (e.g., private capital markets versus state-
controlled resource allocation) can be understood as alternative mechanisms for
matching owners to competence. Foss et al. (2021) dimensionalize ownership
competence into decisions concerning which resources to own (matching compe-
tence), how to create value by owning these resources (governance competence), and
when to own them (timing competence). These decisions take place in situations
with significant levels of (“Knightian”) uncertainty. Under uncertainty, decision-
makers typically lack, or cannot agree upon, meaningful probabilities they can
assign to future events. Instead, while they may rely on formal routines or procedures
such as scenario-planning, mental experiments, and the like, decision-making under
uncertainty ultimately involves intuitive, subjective judgments about the future (Foss
& Klein, 2012).

As we argue below, this kind of decision-making is particularly difficult for
public actors who, as stewards of resources owned by the public (Klein et al.,
2010), cannot exercise the ultimate responsibility that comes with ownership. We
use these ideas and augment them with public choice arguments to better understand
the effects of government (in)competence in markets and businesses.

We begin with a brief review of Mazzucato’s arguments for the entrepreneurial
state. We next show that, unlike competitive capital markets, democratic processes
for assigning public actors to act like owners of public resources do not select for
ownership competence. We show how a political party’s true competence may be
very different from that perceived by the median voter (Murtinu et al., 2021). Thus,
by manipulating voters’ rational inattention (Sims, 2003, 2010), incompetent poli-
ticians are often in place, and their incompetence leads to the implementation of (too)
expansionary policies, which materialize via a massive presence of politics in firms
and in markets.

Next, we show how government ownership is conducive to an inefficient market
for corporate control for two main reasons. One is that the pursuit of political goals
leads to horizontal agency costs, that is, conflicts between principals (private owners
and government owners) who have different interests, preferences, and objectives.
For instance, government owners may push for the appointment of controllable
managers who are not the most economically competent but who are politically
aligned with the government agenda. Another reason is that government owners are
less capable than private owners of selecting competent managers because of a lack
of high-powered incentives, more red tape, inefficient compensation schemes, less
talent, and a lack of independence in decision-making.



The Entrepreneurial State: An Ownership Competence Perspective 61
2 The Myth of the Entrepreneurial State

In the last 40 years, free markets have brought millions of people (especially in
developing and underdeveloped countries) out of absolute poverty. Openness of
trade and financial markets gave emerging economies (e.g., China between the
mid-1990s and the first decade of the twenty-first century) the possibility to attract
foreign capital. Foreign direct investment helped to bring about a technology catch-
up toward advanced economies. Free-market policies allowed production inputs like
capital and human resources to move freely, with money being invested in the most
productive investments and capable people choosing the country where the synergy
between their individual competences and a country’s resources is maximized.
Despite such demonstrated successes of free-market policies, many economists
increasingly call for a return to older, more interventionist models with massive
government involvement in the economy. Economic disruptions such as the 2008
financial crisis and the recent Covid-19 pandemic, despite their different causes and
dynamics, are described as instances of market failure that call for preventive or
corrective activity by government. Inequality, the rise of tech-based superstar firms,
and what some see as a global ecological crisis are also used to motivate increased
government intervention. More government control over research and development
(R&D) and innovation is argued to be necessary to handle a number of these
challenges simultaneously. Policymakers, journalists, and some academics argue
that more government involvement here can both curb the dominance of the tech
superstars (Dans, 2021), reduce inequality (Keeley, 2015), and provide needed
research into how climate change is best handled (Pew Research Center, 2020).

2.1 The Entrepreneurial State

Mazzucato’s (2011) account of the “entrepreneurial state” starts from the well-
known idea that private companies are often reluctant to invest in technologies
with long-term, highly uncertain returns. State actors, free from the profitability
requirements imposed by private capital markets, can pursue a variety of innovative
projects unattractive to market participants. Sometimes, those investments can pay
off, at which point private players enter the arena and manage the technology
development process to commercialize the technological outcomes and monetize
the investment. In other words, some commercially viable technologies typically
emerge out of prior government investment in nascent projects that were not
attractive to private investors.

It does not follow, however, that state investment in particular technologies
generates net gains; for that, we would need a systematic analysis of the entire
portfolio of state projects rather than sampling on the dependent variable. Nonethe-
less, examples popularized by Mazzucato such as the internet, GPS, and nanotech-
nology have been used to promote a more general, activist role for the state in
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innovation. Mazzucato (2011) calls for government, not decentralized market
players such as startups and unicorns, large firms, or venture capital funds, to be
the driving force in the development of innovations and technological progress.
According to Mazzucato, only the state can play this role because it (properly)
socializes the risk of long-term technological investment. The state can invest in
whatever technologies it likes because it has access to the taxpayer’s bottomless
purse. By contrast, private investors operating in competitive markets risk their own
money and entrepreneurs are accountable to their financiers, who can withhold
future support in the event of poor performance.

In Mazzucato’s account, when innovative entrepreneurial firms contribute to
societal improvement by means of new products, new organizational processes,
and other innovations (Audretsch, 2009), the state deserves credit for providing—
at least indirectly, via initial high-risk investments—entrepreneurial firms with the
necessary resources and assets to challenge incumbents. Moreover, the state needs to
regulate these profit-seeking big players who, in this interpretation, “do little more
than free-ride on government-funded research and development activities”
(Mingardi, 2015).

It is certainly true that innovation requires long-term, high-risk investments,
many of which fail to deliver the intended benefits. Conventional market-failure
arguments, as inspired by Walrasian assumptions, suggest that, because private
actors often cannot capture the spillover benefits from basic scientific research,
they will not invest enough in fundamental breakthroughs (Nelson, 1959; Arrow,
1962); this is the usual justification for public funding of basic science. Mazzucato
goes much further, however, insisting that government should guide and direct
applied research and development, with state funders displacing private angel
investors and venture capitalists in providing resources to innovative companies
and projects. There are several problems with this argument, however. First,
Mazzucato conflates invention with innovation (Karlson et al., 2021); while the
former (an engineering concept) can be performed by a variety of actors, the latter
(an economic concept) only makes sense with respect to subjective entrepreneurial
judgments and beliefs—about future consumer preferences, market conditions, the
value of alternative uses of resources, and so on (Foss et al., 2007; Foss & Klein,
2012)—and the activity of entrepreneurs in combining and recombining resources
and assets with the final aim to maximize consumer experience and value (Bylund &
Packard, 2021).

Moreover, analysis of alternative means for promoting innovation should be
comparative; while Mazzucato focuses on alleged market failures arising from
information and incentive problems, she does not address the potential policy
failures that also arise from public funding and execution of research and develop-
ment projects which are also plagued with information and incentive problems—
which are likely substantial given the lack of evidence for the success of industrial
policies for innovation (Karlson et al., 2021).
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2.2 Policy Ineffectiveness

Evidence on social welfare programs such as transfers, government consumption,
and public investment is mixed (Briickner & Tuladhar, 2014; Hansson & Henrekson,
1994). Consider universal basic income: In developing countries, Banerjee et al.
(2019) show that while several cash transfer programs had positive impacts, targeted
measures to reduce extreme poverty were unsuccessful. In the case of Sweden,
Bergh (2016) argues that state-sponsored cash transfers for sickness, family allow-
ance, and unemployment reduced relative poverty and income inequality, although
Ahmed (1986) shows that government spending in the United Kingdom crowds out
private spending and produces negative wealth effects (see also Yuan & Li, 2000).
Moving to taxation, income taxation has negligible or negative effects on investment
in human capital (Trostel, 1993). Corporate income taxes negatively affect entry into
entrepreneurship (Djankov et al., 2010; Gentry & Hubbard, 2000; Keuschnigg &
Nielsen, 2003, 2004) and the efficiency of global value chains (Foss et al., 2019),
while capital gain taxes are negatively correlated with both entrepreneurial entry and
the supply of venture capital (VC) financing (Gompers & Lerner, 1998), although
the exact mechanisms are complex and vary with firm characteristics (Henrekson &
Sanandaji, 2016). At a more macroeconomic level, Afonso and Furceri (2010) show
that both government revenue (indirect taxes) and spending (social contributions,
public consumption, subsidies, public investment) are detrimental to the growth of
OECD and E.U. countries.

The bottom line is that, in general, investment of public money in unproductive
projects leads to higher deficits and debt without a positive impact on aggregate
productivity. This translates into a stagnant productivity in the long run, a reduced
sustainability of debt (that is, a country needs to pay higher interest rates to refinance
its debt, with then fewer resources to be spent on public goods), and to less cash to be
used in the case of negative shocks like the recent Covid-19 pandemic.

The microeconomic evidence on government attempts to help innovative entre-
preneurial firms is also mixed. Bianchi et al. (2019), Colombo et al. (2011), and
Grilli and Murtinu (2012, 2018) find a positive, partial equilibrium effect of direct
innovation subsidies. Many other studies reach opposite conclusions. Wallsten
(2000) shows that government-funded commercial R&D in the form of Small
Business Innovation Research (SBIR) grants fully crowds out privately financed
R&D spending. Other studies found small effects of R&D subsidies net of the
crowding-out effect (see Zuniga-Vicente et al., 2014). Paff (2005) shows that
R&D tax credits in California targeting biopharmaceutical and software firms did
not stimulate contract research with universities and nonprofit research centers.
Cappelen et al. (2012) show that the Norwegian tax credit scheme SkatteFUNN
does not contribute to new products for the market or enhanced patenting activity. As
in the case of R&D subsidies, other studies find more positive effects of tax credits
(e.g., Agrawal et al., 2020; Czarnitzki et al., 2011). Interestingly, Kong (2020) shows
that being headquartered in states characterized by increases in government spending
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is detrimental for firms, because these firms display a reduced innovation output in
terms of patent production and patent citations.

2.3 The Effects of Government Ownership

In modern industrial economies, governments typically play a substantial role not
only as regulators of private activity but also as owners of firms and industries. For
example, the Chinese government has recently taken a stake and one board seat in
Beijing ByteDance Technology Co. Ltd., a company that controls the platforms of
ByteDance, which owns the popular video service company TikTok. Besides the
conventional rationales for government ownership, such as national security, natural
monopoly, and so on, public investment has also more recently been justified as a
means of providing stable, long-term ownership to firms. Because government has
access to the deep pockets of taxpayers, it is less likely than private owners to be
constrained by short-term cash requirements and it can take large stakes, held for
long periods. This size and stability can, in principle, support the monitoring of
managers and lead to effective corporate governance (Chen et al., 2007; Ferreira &
Matos, 2008; Shleifer & Vishny, 1986). Moreover, political owners may have key
information about future policies, which can reduce the uncertainty faced by firms
(Murtinu, 2021).

However, government ownership can also stymie firm performance (Megginson
& Netter, 2001) because political owners pursue political goals that are detrimental
to firm value (Shleifer & Vishny, 1994). Indeed, the involvement of politicians in
firm ownership and government, particularly when they play an active role, likely
leads to actions and decisions that do not maximize value creation, even considering
that government actors may prioritize different objectives from those of private
actors. In technology industries, government ownership can also be used to control
technological development and as a form of regulation, pushing firms to adopt
technologies and business models that serve the state’s objectives instead of the
firm’s. Regulation can also encourage state-owned or partially state-owned firms to
engage in illegal shortcuts and corruption (Mudambi et al., 2013) to recover part of
the value lost to excessive regulation and government intrusion (Zeume, 2017).

The overall evidence suggests that government ownership is associated with low
governance quality (Borisova et al., 2012). Moreover, when government ownership
translates into active governance (for example, in the form of golden shares),
governance quality is further reduced. A recent example is given by the effects of
robots on manufacturing productivity and employment in China (Jia et al., 2021).
While robots lead to productivity and employment growth in private firms, this
relationship does not hold in government-owned firms, which fail to make the
necessary complementary investments in human and physical capital. Another
negative example of government ownership is public venture capital investments.
Previous studies on government equity investments in entrepreneurial firms show
the inefficiency of public venture capitalists as owners in fostering portfolio
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companies’ performance (Cumming et al., 2017; Grilli & Murtinu, 2014, 2015),
unless they syndicate with private financiers and leave them the leadership and the
due diligence of portfolio deals.

In sum, despite some theoretical arguments suggesting advantages of government
ownership, the evidence suggests that making government a shareholder, especially
when it takes an active role, is not conducive to improved firm governance and
performance. For this reason, any purported national or social advantage deriving
from government ownership must consider the expected harm to firm performance,
including investments in value-creating technological and organizational
innovations.

3 Ownership Competence

How does ownership competence inform the debate about the role of the state in
guiding entrepreneurial and innovative processes? It is well known that ownership
provides incentives to create economic value (Erturk et al., 2010; Villalonga & Amit,
2006) and that problems arise where property rights are ill-defined or costly to trade.
The property-rights approach to the firm shows how, by assigning residual claims
and control rights, ownership provides incentives for monitoring (reducing agency
costs), improves coordination, and stimulates investments in resources that support
team production.

However, as emphasized in the recent work by Foss et al. (2021), the ability of
owners to create economic value depends not only on their incentives for doing so,
but also on their ability. Because ownership conveys residual control over resources
(Hart, 1995), the owner’s unique idiosyncratic competence drives their ability and
efficiency to access resources, invest them in productive projects and activities, and
creatively combine, deploy, and recombine resources to maximize value creation.
Thus, different owners display different levels of ownership competence (Alchian,
1961). Different categories of owners show a different distribution of competence
levels (Bennedsen et al., 2007). What is the direct consequence of this nonuniform
distribution of competences? The consequence is that the above advantages about
ownership vary across owners and owner categories, such that a key decision for an
organization or economic system is who the owners should be.

The decision of whom to allocate ownership translates, as theorized by Foss et al.
(2021), into a decision about who is most competent at figuring out (1) which
resources to own (matching competence), (2) how to own them (governance com-
petence), and (3) when to own them (timing competence). These arguments are
particularly important under Knightian uncertainty, when it is impossible to decide
in advance how resources will be allocated under various contingencies. When the
future is known (or predictable), parties can write detailed contracts that specify
actions and responsibilities under different circumstances. Under uncertainty, these
decisions must be made after the fact, and someone has to make them. Ownership
can thus be defined as the right to make decisions about the uses of resources in
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conditions not specified by prior agreement, what Hart (1995) calls “residual rights
of control.”

This understanding of ownership has led to a flourishing of theoretical and
empirical work on how firms are organized and contracts are written. A key claim
is the idea that, to maximize value creation, ownership rights should be assigned to
those parties whose marginal effort has the greatest influence on a project’s positive
outcome (Grossman & Hart, 1986; Hart & Moore, 1990). This provides an expla-
nation, not only for vertical integration or horizontal consolidation of production, but
for which individuals or groups should own the joint production process. However,
following Foss et al. (2021), we argue that the property-rights approach to the firm
can be expanded by considering not only the incentives of various parties to use their
ownership rights to create value, but their competence in doing so—which the
Grossman-Hart-Moore approach assumes to be the same for everyone.

Are government bureaucrats or elected officials likely to be competent owners?
Government actors face Knightian uncertainty and unforeseen contingencies as
much as private actors (and can create Knightian uncertainty for the latter in the
form of erratic economic policies; Higgs, 1997). In the next section, we shift the
above arguments from the corporate world to politics and look at the interaction of
ownership competence in po