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The Innovation Economy

“The Innovation Economy begins with discovery and culminates in 
speculation. Over some 250 years, economic growth has been driven 
by successive processes of trial and error and error and error: 
upstream exercises in research and invention, and downstream 
experiments in exploiting the new economic space opened by 
innovation. Each of these activities necessarily generates much waste 
along the way: dead-end research programs, useless inventions and 
failed commercial ventures. In between, the innovations that have 
repeatedly transformed the architecture of the market economy, 
from canals to the internet, have required massive investments to 
construct networks whose value in use could not be imagined at the 
outset of deployment. And so at each stage, the Innovation Economy 
depends on sources of funding that are decoupled from concern for 
economic return. 
(Janeway, Doing Capitalism in the Innovation Economy, 2nd ed., p.1)
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The Three-Player Game

“I have come to read this history as driven by three sets of 
continuous, reciprocal interdependent games played between 
the state, the market economy and financial capitalism.  
Through the centuries, the state and the market economy have 
variously collaborated and competed in the allocation of 
resources and the distribution of income and wealth.  And 
financial capitalism has emerged to exploit discontinuities in 
the evolution of market and political processes, while it 
depends on those same processes for its prosperity and even at 
times its survival.”
(Janeway, Doing Capitalism, 2nd. Edition, p. 3)

3



The Three-Player Game:
Alternative Configurations

From this dynamic and unstable configuration of political, economic 
and financial forces … has emerged a world in which state investment 
in fundamental research induces financial speculation to fund 
construction of transformational technological infrastructure, whose 
exploitation, in turn, raises living standards for everyone dependent 
on the productivity of the market economy. But the three-player game 
is also responsible for a world in which bubbles and crashes in the 
financial system spill over and liquidate both the employed and their 
employers, generating appeals to the political process for redress and 
relief. In yet another version, we find ourselves in a world where 
“malefactors of great wealth” – to invoke Theodore Roosevelt’s 
epithet – are able to exploit the political process in order to preserve 
and protect their exploitation of the market economy.

(W. H. Janeway, Doing Capitalism, 2nd edition, p. 5)



“War Made the Industrial Revolution”:
The State on the Demand Side

“Britain was in major military operations for for eighty-seven of the years 
between 1688 and 1815….War was the norm in this period. And it shaped 
the economy…

“[T]he British state did much more than minimalistically provide the financial 
and transportation infrastructure for industrial revolution;…it consumed 
metal goods in the mass quantities that industrial revolution necessary and 
possible. Just its bulk demand for guns alone stimulated innovations in 
industrial organization and metallurgical technology with enormous ripple 
effects.  At the start of the eighteenth century, it contracted for tens of 
thousands of guns; by the early nineteenth century its needs were in the 
millions. That shift in magnitude signifies industrial revolution in the 
metallurgical world….”

(P. Satia, Empire of Guns: The Violent Making of the Industrial Revolution (Penguin Press, New 
York: 2018),pp. 1, 6)
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The American Version:
The State on the Supply Side 

“The history of the United States is no different from that of other modern 
countries; fighting wars and preparing for wars have been an absolutely 
critical spur of economic growth and development.  Many of the key 
industrial and organizational breakthroughs of the late eighteenth and 
nineteenth centuries came in industries that were developing weapons or 
other supplies, such as ships or uniforms, that were being procured on a large 
scale  by the military.  Starting with the Revolutionary War, continuing with the 
War of 1812, the wars against the Native Americans, and the Civil War, some 
of the most important innovations in production and organizational 
technologies came in the manufacture of guns and other weapons.  In fact, 
the rifle figures prominently in manufacturing history as one of the first 
instances of the use of interchangeable parts to facilitate expanded 
production.  Moreover, the machine tools developed for weapons 
production then migrated to industries producing sewing machines, bicycles, 
and ultimately automobiles.” 

(F. Block (2011), “Innovation and the Invisible Hand of Government” in F. Block and Keller, M.R. 
State of Innovation: The U.S. Government’s Role in Technology Development, Boulder CO: 
Paradigm Publishers, p. 6)
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Military Mission and the Innovation Economy

“One mechanism through which defense-related R&D investments can aid 
innovation is military funding for new bodies of scientific or engineering 
knowledge that supports innovation in both defense-related and civilian 
applications….This channel…is likely to produce the greatest benefits…in basic 
and applied research, rather than development.

“A second important channel through which defense-related R&D affects civilian 
innovative performance are the classic ‘spin-offs,’…[C]ivilian spin-offs…appear 
to be most significant in the early stages of development of new 
technologies…[before] civilian and military requirements…diverge….

“A third important channel…is procurement….The US military services…have 
played a particularly important during the post-1945 period as ‘lead 
purchaser’….

“Defense-related research spending contributed to the creation of a university-
based US ‘research infrastructure’ during the postwar period that has been an 
important source of civilian innovations, new firms, and trained scientists and 
engineers….” 

(D. C. Mowery, “Millitary R&D and Innovation,” in B. W. Hall and Rosenberg, N., Handbook of the 
Economics of Innovation (Amsterdam: Elsevier, (2010), pp. 1236-7)
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The British Railway Manias
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Source: A. Odlyzko, “Collective hallucinations and inefficient markets: The British Railway Mania 
of the 1840s,” available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1537338

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1537338


The R&D Boom of  the Late 1990s:
Freed from Financial Constraints
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The Two Fundamental Theorems of 
Venture  Capital

“Cash and Control”

“Corporate Happiness is Positive Cash Flow”
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The Unicorn Bubble
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This Essay highlights emerging governance problems presented by persistent Unicorns. It argues 
that recent market trends and deregulatory reforms have weakened or eliminated the 
principal mechanisms that imposed discipline on start‐up company founders. Recent scandals 
at prominent Unicorns suggest that investors have erred in placing blind faith in the honesty and 
capabilities of start‐up founders. Policymakers should learn from these disasters and close 
regulatory loopholes that allow Unicorns to persist in limbo between private and public status 
for extended periods of time.
Part I provides an overview of how the IPO has shifted from the preferred exit strategy in the 
eyes of entrepreneurs to a regulatory morass to be shunned. It traces developments in the 
market for start‐up company shares, and regulatory reforms that facilitated the proliferation of 
Unicorns. Part II highlights unique governance risks posed by Unicorns, addressing both societal 
and investor protection concerns. Part III offers suggestions on how to address Unicorn risks, 
and raises fundamental questions about the future of Unicorns in our economy.
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Post-2008 Speculation: II
Cryptomania

15World Coin Index, 11/25/2018, https://www.worldcoinindex.com/coin/bitcoin

https://www.worldcoinindex.com/coin/bitcoin


The Two (Modern) Globalizations
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Courtesy of Brad Delong:



The Political Trilemma
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Politics of Trade Globalization
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“[W]e find strong evidence that congressional districts exposed to larger 
increases in import competition disproportionately removed moderate 
representatives from office in the 2000s. Trade-exposed districts initially 
in Republican hands become substantially more likely to elect a 
conservative Republican, while trade-exposed districts initially in 
Democratic hands become more likely to elect either a liberal Democrat 
or a conservative Republican. Polarization is also evident when breaking 
down districts by race: trade-exposed locations with a majority white 
population are disproportionately likely to replace moderate legislators 
with conservative Republicans, whereas locations with a majority non-
white population tend to replace moderates with liberal Democrats.

(D. Autor et. al., “Importing Political Polarization, The Electoral Consequences of Rising Trade 
Exposure,”  April 2016.)



Politics of Automation:
Exposure to Robots and the Vote for Trump
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(C. B. Frey, Berger, T., Chen, C., “Political Machinery: did robots swing the 20a6 US presidential election,” 
Oxford Review of Economic Policy (34:3, 2018), Fig. 1)



Financialization: I
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Financialization: II
The Role of IT in the Great Credit Bubble

“Finally, the impact of modern finance theory on modern finance practice 
would never have been realized except for the IT revolution. In no sector of 
the world economy did advances in computing have a more revolutionary 
effect than in finance. Here was a world peopled by smart, rich and intensely 
competitive players who were swimming in oceans of data. The trading desks 
rapidly moved beyond deploying computers merely to transact and record the 
growing volume of trades on the stock exchange. Traders mobilized computers 
to analyze data in order both to identify opportunities for profitable arbitrage 
and to create new instruments for trading, from swaps of currency and 
interest payments, to instantaneously updated stock indices, to asset-backed 
securities of all sorts, beginning with mortgages and extending to credit card 
receivables and student loans.

“...By making it possible to transform credit instruments that had traditionally 
been bought and held by lenders into tradable securities, computerization 
enabled the extension of the originate-and-distribute model from the equity 
and bond markets across the entire spectrum of credit, even as it also 
offered the false promise of constructing insurance against loss.” 

(Janeway, Doing Capitalism, 2nd edition, pp. 186-7)

21



Cross-border Bank Claims (denominated in all currencies)1

In billions of USD

2002 2007

Financialization: III

22Source: BIS locational banking statistics.

1 The thickness of the arrows indicates the size of the outstanding stock of claims. The direction of the arrows indicates the direction of the claims: arrows 
directed from region A to region B indicate lending from banks located in region A to borrowers located in region B.



The Global Financial Crisis
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The Political Consequences of Financial Crises
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(M. Funke, Schularik, M., and Trebesch, C., “The political aftermath of financial crisis: Going to 
extremes,” Vox, November 21, 2015, available at https://voxeu.org/article/political-aftermath-
financial-crises-going-extremes )

https://voxeu.org/article/political-aftermath-financial-crises-going-extremes


The Digital Revolution and the State:
The Great Reversal

“And so the IT revolution, sponsored by the state and 
funded by speculation, feeds back not only to 
transform the market economy. It also conditions the 
political dynamics that shape the capacity of the state 
to offset and balance the coordination failures and 
self-destructive outcomes of markets disrupted by 
those same digital technologies….”
(Janeway, Doing Capitalism, 2nd edition, p. 316)
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Delegitimizing the State: I
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Delegitimizing the State: II
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Delegitimizing the State: III

“[G]overnment is not the solution to our problem; 
government is the problem.”
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Public Sector Share of National Economy



Big Government Capitalism

“…Thanks to the recession, revenue between September 2008 and 
September 2009 slumped to $2.1 trillion.  Meanwhile, spending soared to 
$3.5 trillion….

“Automatic stabilizers are the unsung heroes of modern fiscal policy.  In the 
United States, no more than one third of federal government spending is 
discretionary.  The rest is made up of mandatory expenditures…[that] tend to 
increase during a recession.

“Viewed in these terms, the effect of the crisis of 2007-2009 on the budgets 
of rich counties was spectacular.  Whatever the politics of stimulus spending 
in Congress, the Bundestag or the House of Commons, the automatic 
stabilizers delivered a huge and timely stimulus….

“For macroeconomists, this was a cause to celebrate the stabilizing 
properties of the modern tax and welfare state….”
(A. Tooze, Crashed: How a Decade of Financial Crises Changed the World (Viking, 2018), pp. 283-4)
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The Macro Consequences of 
the Digital “Superstar” Firms

“(i) there has been a rise in sales concentration within four-digit 
industries across the vast bulk of the U.S. private sector; 
(ii) industries with larger increases in product market concentration 
have experienced larger declines in the labor share; 
(iii) the fall in the labor share is largely due to the reallocation of 
sales between firms rather than a general fall in the labor share within 
incumbent firms; 
(iv) the reallocation-driven fall in the labor share is most pronounced 
in precisely the industries which had the largest increase in sales 
concentration; and 
(v) these patterns are also present in firm- and industry-level 
datasets from other OECD countries.”

(D. Autor, et. al. “The Fall of the Labor Share and the Rise of the Superstar Firms,” MIT Working Paper 
(2017)< Available at https://economics.mit.edu/files/12979)
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Data as Source of Competitive Value

“Data generates business value to the extent that it is mined to extract 
meaningful and actionable information….

“The more data, the better the algorithms. And the better the algorithms, 
the better the quality of service offered by Amazon, Facebook or Google and 
the other frontier firms. This is the positive feedback law of machine learning. 
Previous sources of market power have been conventional economies of 
scale and scope, augmented by patents (Xerox), network externalities (IBM) 
and government regulations and franchises (ATT). All of these still matter, of 
course, in the age of the internet. But machine learning as a source of 
competitive advantage adds another, technological driver….

(Janeway, Doing Capitalism, 2nd edition, p. 313)
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Big Tech Backlash: 1
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Big Tech Backlash: 2
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US Stock Repurchases: 2000-2018
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A. Sansom, Financial Times, August 6, 2018, available at https://www.ft.com/content/00d3d748-
9974-11e8-ab77-f854c65a4465

https://www.ft.com/content/00d3d748-9974-11e8-ab77-f854c65a4465


US Inequality: 
Top 1% versus Bottom 50%

36(World Inequality Database, https://wid.world/country/usa/) 

https://wid.world/country/usa/


Union Density and Inequality: 1937-2011
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(H. S. Farber, Herbst, D., Kuziemko, I., and Naidu, S., “Unions and Inequality over the Twentieth Century” New 
Evidence from Survey Data,” NBER Working Paper 24587, May 2018, Figure 1)
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American Government Abdicates: II

“As President, I can put no other consideration before the wellbeing of 
American citizens. The Paris Climate Accord is simply the latest example of 
Washington entering into an agreement that disadvantages the United 
States to the exclusive benefit of other countries, leaving American workers 
— who I love — and taxpayers to absorb the cost in terms of lost jobs, lower 
wages, shuttered factories, and vastly diminished economic production.

“Thus, as of today, the United States will cease all implementation 
of the non-binding Paris Accord and the draconian financial and economic 
burdens the agreement imposes on our country. This includes ending the 
implementation of the nationally determined contribution and, very 
importantly, the Green Climate Fund which is costing the United States a vast 
fortune.”

40



Loss of (American) Political Authority

“There remains one other exposure at the foundations of the Innovation Economy –
indeed, at the foundations of market capitalism. Five years ago I wrote:

Loss of authority by those charged with directing the state will always 
undermine the confidence of participants in the markets of financial capitalism.

I was thinking then specifically of the collapse in the credibility of political leadership 
in the United States and Germany in 1931–1932 and, more recently, in the feedback 
from Watergate to the stagflationary world in which I served my apprenticeship 
more than forty years ago. Writing today, it is impossible not to anticipate a 
comparable crisis of confidence in American leadership. Indeed, the Trump 
Administration has already demonstrated a remarkable capacity for incoherent 
incompetence, mixing messages and undermining commitments and thereby 
generating confusion, at best, at home and around the world….

“It is already possible to imagine that, in retrospect, the most lasting legacy of this 
Administration will have been its contribution to accelerating China’s advance to 
global leadership, assuming its own version of the Three-Party Game remains 
sufficiently stable.”  (Janeway, Doing Capitalism, 2nd ed., pp. xxx-xxxi).

41



China’s Existential Conflict:
Xi Jinping at 19th Party Congress - 1

“…[T]he principal contradiction facing Chinese society has 
evolved. What we now face is the contradiction between 
unbalanced and inadequate development and the people’s 
ever-growing needs for a better life. China has seen the basic 
needs of over a billion people met, has basically made it possible 
for people to live decent lives, and will soon bring the building of 
a moderately prosperous society to a successful completion. The 
needs to be met for the people to live better lives are 
increasingly broad. Not only have their material and cultural 
needs grown; their demands for democracy, rule of law, 
fairness and justice, security, and a better environment are 
increasing.”
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China’s Existential Conflict:
Xi Jinping at 19th Party Congress - 2

“Every one of us in the Party must do more to uphold Party 
leadership and the Chinese socialist system, and resolutely oppose all 
statements and actions that undermine, distort, or negate them. We 
must do more to protect our people’s interests, and firmly oppose all 
moves that damage their interests or put distance between the Party 
and the people. We must do more to channel our energies toward the 
contemporary current of reform and innovation, and resolvedly 
address deep-rooted problems. We must do more to safeguard 
China’s sovereignty, security, and development interests, and 
staunchly oppose all attempts to split China or undermine its ethnic 
unity and social harmony and stability. We must do more to guard 
against all kinds of risks, and work determinedly to prevail over every 
political, economic, cultural, social, and natural difficulty and 
challenge.”
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Quis Custodes Ipsos Custodiet

- Juvenal
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Green New Deal

45



Unions for the Gig Economy
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(S. O’Connor, Financial Times, February 26, 2019)



New Economic Thinking from the Citadels
of New Cambridge
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MIT HARVARD



Economics for Inclusive Prosperity
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(Boston Review, February 15, 2019, available at http://bostonreview.net/class-
inequality/suresh-naidu-dani-rodrik-gabriel-zucman-economics-after-
neoliberalism )

http://bostonreview.net/class-inequality/suresh-naidu-dani-rodrik-gabriel-zucman-economics-after-neoliberalism


The Power of Ideas

“I am sure that the power of vested interests is vastly 
exaggerated compared with the gradual encroachment of 
ideas. Not, indeed, immediately, but after a certain interval … 
But, soon or late, it is ideas, not vested interests, that are 
dangerous for good or evil.”

- John Maynard Keynes, The General Theory
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