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Edited by Christian Keuschnigg

When approaching the knowledge frontier, an economy’s 
capacity to innovate must shift from imitation and differentiation 
towards more radical and more risky innovations that aim at 
entirely new products and services. Tertiary education, basic 
research and technological infrastructure become more critical 
factors in activating private innovation and generating continued 
growth.

Patent protection allows firms to cash in on successful innovations 
for a while, but tense competition from potential and actual new 
competitors forces them to continuously invest in new R&D. In a 
firm’s lifecycle, innovation-driven growth creates the need to 
enter world markets for further growth. In the cross-section, 
exporting firms and multinational companies are thus substantially 
more productive and larger than other firms with domestic sales 
only. 

Innovation-based growth is a process of creative destruction, 
reflecting market entry and exit of young firms, and the creation 
of new product lines and closing down of old ones by large firms. 
Labour and capital must flow to new uses. About half of a 
country’s productivity growth is due to a targeted allocation and 
ongoing reallocation of investment and employment to more 
valuable uses. When a country moves closer to the knowledge 
frontier, innovations become more risky and factor reallocation 
must occur on a larger scale. Flexible capital and labour markets 
can support innovation by facilitating factor reallocation. Welfare 
policy should combine unemployment insurance with low job 
protection and active labour market policies for retraining and 
supporting job search. Financing should shift from credit to 
relatively more equity financing, giving a larger role to stock 
markets, venture capital and private equity. 

These and other ideas are explored in this report in five essays by 
Philippe Aghion, Ufuk Akcigit, Ramana Nanda and Matthew 
Rhodes-Kropf, William Kerr, and Mark Schankerman, based on 
the invited lectures at the CEPR conference “Moving to the 
Innovation Frontier” held on 19-20 January 2015 in Vienna.
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