View metadata, citation and similar papers at core.ac.uk brought to you by fCORE

provided by Carolina Digital Repository

Radical Innovation in the Transatlantic Economy:

Is a Silicon Valley Possible in Europe?

Jorge L. Vela

A thesis submitted to the University of North Carolina at Chapel Hghitial fulfillment of the
requirements of the degree of Master of Arts in the Transatlsliatiters (TAM) Program in the
Department of Political Science.

Chapel Hill
2009

Approved by:
Liesbet Hooghe
John Stephens

Gary Marks


https://core.ac.uk/display/210600776?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

ABSTRACT
JORGE VELA: Radical Innovation in the Transatlantic Economg: $licon Valley in Europe
Possible?
(Under the direction of Liesbet Hooghe, John Stephens, and Gary Marks)

In this paper | will discuss the role of institutional frameworks andipyplolicy in
spurring technological, “radical” innovation in Coordinated Marketrboaes (CMES) such as
France. The main question asked is whether high-technology stadups successful in
Europe. This study will start by first explaining in detail the elemehthe successful “Silicon
Valley” model of technological innovation. | will then examine ingiiial frameworks in both
CMEs and in Liberal Market Economies (LMES) such as the U.S. ahgarhe factors that are
relevant to technological innovation. Building on this information, the gection will provide
an analysis of the possibilities for radical innovation in Europealllirthis study will examine
these possibilities through a case study of France. Public policy siarthrey1990s to the
present will be given special attention, and examples will be drawn te gravradical

innovation is possible in Europe.
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PREFACE

| wrote this thesis with the purpose of exploring a topic that has interestedemsince |
started studying Europe as an undergraduate. | had two main goals in wistitegtth First, |
wanted to prove that the successful technological economy that bagimsized American
industry can also be encouraged and developed in other parts of the worldictigoat wanted
to prove that Europe has what it takes to encourage technological innovatiohalsmwanted
to point out the accomplishments that Europe has already achieved. Foresxanipl many
may recognize technology giants such as Google and Microsoft as Amdew people know
that the internet application Skype originated in Luxembourg ortiedriench pioneered an
early Internet-like communications technology called Minitels through this study that | want
to dispel the notion of Europe as a technological laggard. Second, | also hdps ttmetsis will
be used to further knowledge about our transatlantic partners. | bélg\earning about others
is important to learning about ourselves, and thus | hope that papersdikedttan be used to

further knowledge about how to improve both public policy at home and cooperation abroad.
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Introduction

The United States and the European Union have the largest economies in thendorld, a
the transatlantic economy is the world’s most important in almost eeege. Thus, leaders on
both sides of the Atlantic understand it is important that the US and theoEdtagether to
deepen transatlantic economic relations, bolster the competg&ren&U and US firms, support
job creation and promote economic recovery on both sides of the Atlantic. ThallE®a
economies are already intimately intertwined. European investmentrasdor 3.6 million jobs
and over 71% of foreign investment in the United States; American irmesplays an equally
important role in Europe. The value of goods and services traded in botiodseshounts to
approximately $900 billion annually. Without a doubt, Europe and the U.S. are eardi oth
primary commercial partner.

Yet this strong economic relationship hides a growing economic divergencé¢hosides
of the Atlantic. While the US economy remains the most technologicalbyative in the world,
European innovation is focused mainly on manufactured and consumer goods. America values
the success of its world-beating biotechnology and information technolagyssavhich are
incubated at Silicon Valley and at other technology clusters and whicbrredglical
innovation—that is to say, single, strategy-changing breakthroughs or discevéoissicceed in
the market. Meanwhile, European industrial breakthroughs are focusgdy amamanufacturing
sectors such as automobiles, trains, machinery and other sectors thatimehgmental
innovationfor productivity improvement. This has led many academics to arguhth
American and European economies are more complementary than in directittmmpéh one
another. At the same time, policymakers in Europe are intent on termitregiAgnerican

dominance of high-technology sectors. Given that the 2002 Lisbon Agenda for economic



development hopes to make Europe the strongest “knowledge-based economy in the world,”
based on human capital, technology and growth from innovation, many think that such a
challenge is imperative. Yet many argue that European research and Higtegiom have not
attained the goals necessary to propel Europe as a high-technology hub. In theendati
financial crisis has put into perspective the need for economies tsifinand innovate in order

to stay competitive for the future.

Although it is difficult to speak of European economies as non-innovativgyanmnkeis
certain: Europe is struggling to recreate the so-calledct®ilValley model” of innovation, based
on high levels of venture capital, helpful corporate governance arrangeimghtpowered
performance incentives for managers and employees, and flexible labetsnarkis model is
credited with radical innovation breakthroughs prevalent in industriésasusoftware,
biotechnology, and information technology. Europe’s failure to recreate okislis part of the
reason why by the mid-1990s most European economies found themselves lagging behind the
United States in the aforementioned “new economy” sectorswiattis the reality of the
situation? Are Europe’s economies truly behind the United States in ¢h®vracnovation? Or
do they just innovate in different sectors and/or in different @aywny political scientists
believe that the institutional frameworks of nations are cruciahderstanding the differences in
the results obtained on both sides of the Atlantic. Following thiseties of capitalism”
approach, we will explore the differences that arise from ttieliat the U.S. is a market-
oriented economy whereas European economies are “corporatist.” It ithelettue elements
leading to the successful uptake of the Silicon Valley model—thagrgure capital available to
finance projects, corporate legal governance arrangements, sargieformance incentives,
and flexible labor markets—are more prevalent in the liberal mackebeny (LME) than in
coordinated market economies (CME). Most continental European econongessposne of
these qualities. European companies are generally financed and governed dtbyndjfftment
models than the model employed at Silicon Valley. Given their inetiltframework, scholars
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argue that most European economies would have to either invent new govénstitut®ns
associated with “new economy” sectors from scratch or transformnexisstitutions to meet the
needs of high-tech start-ups.

Despite its institutional framework, can Europe still create a krigeldased economy
largely centered on new economy industries? In line with this thoughsiiaig asks one central
guestion: Can European governments successfully deploy policies to nthdo&ilicon Valley
model of organizing companies and, with it, encourage industrial successrhhbmbgy,
software and other “radical innovation” industries? Or is the ddckiccess the result of long-
standing national institutional frameworks that cannot be adop®ttturage commercial
technological innovation? In short, the purpose of this study is to ana&/zébility of the
Silicon Valley model of radical innovation in Europe’s CMEs. Our hyposhieghat radical
innovation in European CMEs faces three fundamental obstacles thdtatethe institutional
framework in place in most continental European states. First, rigigggamdabor markets as
well as corporate and payroll legal regulations discourage melugtntures. Second,
entrepreneurship and risk-taking are not a norm in Europe, in contrast wittoa Salley
culture that venerates risk-taking. This can be seen in the comsefirsincing as well as the
stakeholder models characteristic of most European ventures. Lasfragimentation of the
European single market is a massive logistical problem that spreadsoes too thin to be able
concentrate knowleddeThis study will focus on the first two reasons given their relevemce
institutional frameworks. Despite these obstacles, however, we déhatpublic policy
changes in European CMEs can stimulate the creation of radical innovati@séneconomies,

and we will use France as a case study to prove this point.

! For more information on the fragmentation of thedpean single market for research, read Crescenzi,
Riccardo et al. (2007Y-he Geographical Processes Behind Innovation: AoResUntied States
Comparative AnalysidVorking Paper No. 81. Site:
http://host.uniroma3.it/dipartimenti/economia/pdfA8/ . pdf
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We will explore transatlantic innovation in three sections. Firstyiv@xplain in detail
the Silicon Valley model of radical innovation. Second, we will analyzengtgutional
frameworks of the U.S. and continental European economies in detail. Inctios seve will use
Germany as an example of a European economy since it is the most typleaEGidpe’s
largest economy, and both the world’s biggest exporter and the biggest R&D expdad@pe.
Finally, we will analyze if European economies can implement the Silicdeyabdel—that is,
how European economies innovate. We will do this through a case study of France, and
consequently this section will pay special attention to the marletedechange that has occurred

in that country and which has propelled the Paris region to the top BI&D charts in Europe.



The Silicon Valley Model

Before delving into a study of institutional frameworks and theictffen the innovative
capacities of national economies, we must first define the Silicheymaodel which is one of
the principal points of our study. This Silicon Valley model refersraatively standardized set
of financing, governance, and organizational techniques used to packapees@urial ideas
into new ventures. These techniques have been developed to manage thieeiisks with new
technology industries such as biotechnology, software, and informatiortegh’ The model
is essentially one that supports entrepreneurship as well as innovatidastries that depend
heavily on technological breakthroughs for financial success. It is a ivaskd on high levels
of venture capital, supportive corporate governance arrangements, highgpedoemance
incentives for managers and employees, and flexible labor marketsalRaiginovative firms in
these industries, in turn, are often small start-ups organized alongdsusiadels that possess
three important competencies that require further explanation: theyeraeat of high-risk
finance, the ability to tap into human resources from an embedded sociatknahd a flexible
labor market, and the creation of sufficiently high-powered incentivgsefsonnef.

The first characteristic of Silicon Valley innovative firmshat they often create
enormous financial returns and rely on risk-hungry investors for funding. drecial
premiums at start-ups are due to the substantial financial risks produbgghhgchnological
volatility, reliance on often unproven business models, and the danger ofitogingtion races

with competitors. In addition, technology start-ups also generally have highrdies”

% Saxenian, Anna Lee (19948egional Advantage: Culture and Competition inc8iti Valley and Route
128.

3 Casper, Steven (200Treating Silicon Valley in Europe: Public Policytards New Technology
Industries P. 15.



generated by large R&D costs coupled with low profitability during they glwdses of a firm’s
development. These risks make it difficult for most start-ups torobtedit from traditional
lenders. Therefore, most startups rely on venture capitalists) @@ then later on the
investment banking community and third-party investors through stock offéoingsrestment
funds. In return, venture capitalists usually demand a strong hand in the goveffante
Venture capital funding also impacts the strategic goals of start-upsdiyg the latter to have
an orientation toward profitable markets in order to increase thdityiabiliquidating
investments via initial public offerings (IPOs) or acquisitions by rsihblished firms.

The second characteristic of Silicon Valley firms is their abibtiap into an embedded
social network within a flexible labor market. Given the fast-paocédcampetitive nature of
high-technology industries, managers need flexibility when it comesing lstaff. To achieve
this flexibility, managers must have access to a pool of technologykgisawith expertise in
particular areas that can quickly be recruited to work on projetts.sdccess of these managers
is partly based on their ability to entice skilled personnel to leavative, “safe” positions in
established firms in order to join new ventures. The presence of fléedildiemarkets in
regional technology clusters such as Silicon Valley is essémtihis strategy. In fact, regional
technology clusters exist partially as a conduit by which socialanksAinking agglomerations
of firms can develop. Within successful clusters, the strength @fl setivorks makes it “safe”
for individuals to change positioAsln Silicon Valley, moving from job to job is not disruptive
of personal and professional ties as it is elsewhere, argues Saxdnigthus no surprise that

staff mobility within entrepreneurial start-ups is generally highan at established firms.

* lbid. P. 21.
® Ibid. Pp. 22-24.

® Saxenian, Anna Lee (19948egional Advantage: Culture and Competition inc®iti Valley and Route
128.P. 35.



The third characteristic of the Silicon Valley business model areigitepowered
incentives used to attract exceptional employees. SuccessfahSiladley start-ups are
associated with generating huge financial profits, and as a resulgyemplof successful
technology start-ups are given financial rewards that far exceed trasgutlly skilled
personnel working within established firms. These incentives atiallyaa response to the
demanding work conditions associated with young start-ups trying to quickly teriavaighly
competitive markets. In addition, high-powered incentives are also a resparsky
knowledge characteristics within radically innovative industriesstNiey discoveries within
technology firms can be exploited by founding a new firm; therefore, largiecial incentives
are used to reduce holdup of innovations by persuading scientists or entgirearain and
work for a successful start-up. Radically innovative firms employ perfiweibhased incentive
schemes and employee ownership plans to reduce holdup risks and induce emplogeenit
to intense work responsibilities. Since most new technology firmes well-defined goals, large
bonuses and stock options, can be tied to their achievement. The small sizestariraps,
particularly before initial success is achieved, increasesrdmggst of ownership incentives. The
existence of stock option grants in early-stage firms that have adrserccess and obtained IPOs
on the stock market has created huge sums of wealth for key employeebutbigtownership
of the firm across key employees and managers thus creates éxtigghegpowered incentives

to work intensively within a firn.

" Casper, Steven (200%reating Silicon Valley in Europe: Public Policytards New Technology
Industries Pp. 24-25.



Institutional Frameworks and Innovation: The Varieties of Capitalism Approach

The revered Silicon Valley model described in detail above is closelgiass] with the
biotechnology and information and communication (ICT) industries found in Ame®saarch
clusters. Although continental Europe also possesses these industdesdttors and their
impact on the national European economies are on average much smaallerthe United
States. Therefore, it is important to question why the Silicdleymodel is highly diffused in
certain geographical regions of the world and why its presence isimdesl in others.

Political scientists and economists studying corporate governancesfacevstates
argue that institutional frameworks within which firms operai@ central factor in explaining the
structure of national economies. Their “varieties of capitélespproach contains a positive
theory of why divergence in the structure of American and European econaiates &
particular, the approach posits that divergence exists becausécapaoiinal institutional
frameworks create performance advantages for companies spegialisome industries, while
creating obstacles in others. According to this logic, countries ‘oleyeltterns of industry
specialization that conform to theiomparative institutional advantagé Thus, the main reason
for selecting the varieties of capitalism approach is its Usefa in exploring how institutions
impact and how firms and other actors strategize within their economysaya/érnance rules.

The varieties of capitalism approach makes clear distinctiongbatiberal market
economies (LMEs) found in the US and the UK and coordinated market econGMiEs)(
found in European states such as France and Germany (Soskice 1997). dhehagxplains the

potential advantages and disadvantages of each set of instituteonairMorks in organizing the

8 Hall, Peter A. and Soskice, David (200%rieties of Capitalism: The Institutional Foundats of
Comparative Advantage



economy. The LME model, a shareholder-dominated model, encouragesubeuliff each of
the key practices associated with Silicon Valley firms. In pdaicthe success of Silicon Valley
type firms in the US is the result of the existence of a financitdsythat encourages venture
capital, corporate governance laws facilitating high-powered irnvesngitructures within firms,
and deregulated labor markets that encourage the generation of flekirienarkets. By
contrast, most large continental European economies have developeutgleihaestakeholder or
“coordinated” model of capitalism. It is believed that nationaltutstinal frameworks within
coordinated market economies (CMES) can encourage strong industmainzaerfe while
imposing a system of “beneficial constraints” on companies by encourlagigpgerm
employment and, with it, large company investments in industrial training aredomesultative
patterns of company organization common to German capitalism. This motecatilee model
of company organization was buffeted by a system of financing focused more omduditsk c
than capital market financing, linked to stakeholder systems of comgarwHich gave
company insiders, including union representatives, seats on most company’ bBaedzhart

below highlights the main differences between these two types obifiwstal frameworks:

® Casper, Steven (200%reating Silicon Valley in Europe: Public Policytards New Technology
Industries P. 3.



Institutional framework architectures in CMEs and LMEs

LMEs

CMEs

Labor Law

Liberal (decentralized wage
bargaining; competition clauses
struck down by courts); few barrierg

to employee turnover.

Regulative (coordinated system of
wage bargaining; competition clause
enforced); bias toward long-term

employee careers in companies.

n

Company Law

Shareholder system (minimal lega] Stakeholder system (two-tier board

constraints on company

organization).

system and codetermination rights fg

employees).

=

Skill Formation

Skill formation: No systematized
apprenticeship system for vocation:
skills. Links between most
universities and firms almost
exclusively limited to R&D activities

and R&D personnel.

Organized apprenticeship system wi
alsubstantial involvement from industr
Close links between industry and
technical universities in designing

curriculum and research.

th

Financial

System

Primarily capital-market system,
closely linked to market for corpora
control and financial ownership and

control of firms.

Primarily bank based with close links
go stakeholder system of corporate
governance; limited hostile market fa

corporate control.

=

From this perspective, the appeal of the Silicon Valley model of aiggnmew

technology firms represents a strong test to the varieties of capithkeoretical approach. This

section will establish the elements leading to a successful uptttke Silicon Valley model in

19 Table borrowed from Casper, Steven (20@#eating Silicon Valley in Europe: Public Policywards
New Technology IndustrieB. 27.

10



national economies through the use of a “varieties of capitalism” agptoaxplain the different
developments in technology innovation that occur in the United States ance: Edito first
subset of this section focuses on the institutional chardaierasliberal market economy (LME),
with specific attention on the architecture found in the United States. $etoad subset, the
LME model is contrasted with the coordinated market economies (CME) ofaglganization
typical of large continental European nations. The different governhamtanongovernmental

institutions available in both are discussed in depth.

The Institutional Framework of Liberal Market Economies (LMES)

LMEs are characterized by shareholder-dominated corporate governédriegdhs
high-powered incentives, extensive access to venture capitalyldegelulated labor markets,
and low levels of firm-specific skill formation. Shareholder-dor@dacorporate governance is
written in company law and property rights that are primarily finameiahture. At the firm
level, owners (the shareholders) enjoy a high amount of autonomy in govéraiiign. No
legally stipulated rights of board representation for employeeser stakeholders in the
company (e.g. the government) exist. Company boards are composed of thieareiolders
and have a large amount of autonomy within the firm. One of the most comnmespol
associated with this shareholder-dominated tradition is the credtiighepowered incentives
for top management. This comes in the form of high salaries, the awafdiogpany shares,
and stock options included in financial packages. Large bonuses in angfadhalie forms
create opportunities for top performers to quickly advance through, fimadsat the same time
reinforce the unilateral decision-making of the board. While thiesystwards success

handsomely, it also allows boards to quickly remove top managers deemeukdiodeing™

1 Casper, Steven (200%reating Silicon Valley in Europe: Public Policywards New Technology
Industries P. 27.
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Shareholder-dominated corporate governance in LMEs is complemented bistéeoex
of large capital markets that can fund the activities of compa@e&n the extensive access to
funds, company formation and levels of entrepreneurship and creativeenmardgre generally
high in LMEs? Entrepreneurs in LMEs are often not deterred by substantial capital
requirements when developing products and ideas. Since many of these estirspie not
have sufficient funds to sustain projects during their formative stdhusmust seek outside
financing. The extensive access to venture capital—the privatey &uatiindividual or group
investors make available to young companies seeking launch and/cdealgpment
financing—enjoyed by start-ups makes these projects feasible amdiatcepending on the
potential for success. Such financing tends to be short-term in ,maemaing that the value of
company shares will rapidly decline if firms fail to meet growth ofitability goals or if
products expectations fail to materialize in the marketplace. system is reinforced by an
active marketplace for corporate control, suggesting that climgyshareholdings in failing firms
can easily be bought by other groups, who can then engage in radical resyuntiiding the
hiring and firing of senior management. Companies that do meet growth or [iityfitab
expectations can raise substantial new funds through additional stockgsfferican use their
shares as currency for acquisitions.

To support unilateral decision-making at shareholder-dominated coraatidigh
employee turnover, LMEs possess deregulated labor markets. Toseridmebility, top
management at most firms offer limited employment contracts to reemagd skilled personnel.
A corporate governance system focused on short-term incentive corgiaftisces this system.
Extensive career mobility also permeates the ranks of middle manatgemaeskilled personnel.
In addition, company law in LMEs does not restrict the mobility of skile@dgnnel within a

given industry. Courts often ignore “competition clauses” inserted mpdoyment contracts to

2 For more info on entrepreneurship and creativeagement in LMEs, read Koepp, Rob (2002usters
of Creativity: Enduring Lessons on Innovation armdrEpreneurship from Silicon Valley and Silicon Fen
& Drucker, Peter F. (2006)nnovation and Entrepreneurship
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prevent poaching. Therefore, poaching of personnel is widesprédadhe same time, strong
informal and formal networking, especially in clusters like Silicatidy, means that inter-firm
mobility is naturally high and that the risk of taking on shamatemployment contracts does not
dissuade employees.

As a result of short-term employment norms, education and skill formagaroafirm-
specific but rather general. The corporate governance structuresopublic companies make
it difficult for them to credibly offer long-term employment, and thus eygs become
unwilling to undertake roles within companies that lead to what econaralsfsm-specific
skills, or knowledge that is not easily transferable to another compartiie 8ame time, high
employee turnover and poaching of personnel create incentives aggiifstasit company
investment in the skills of their employees as well as a mdian organization routines drawing
on general skills that can be purchased in the marketplace. Thisdeat#sk of industry
involvement in apprenticeships within LMEs as well as a systfamofessional training

dominated by general purpose degrees paid for by individuals or goverrifnents.

The institutional framework of Coordinated Market Economies (CMES)

In contrast to LMEs, CMEs are characterized by stakeholder systietorporate
governance. Stakeholders in companies include management, employers and thbations
often represent them, banks, and other shareholders. The system i®ohadioy greater
employee loyalty and more solidarity and consensus-building between engpéoyke
management. This stakeholder system of corporate governance, coitiplstlong labor market
regulation, promote long-term employment. Within large firms, managerskdiedl personnel
usually enjoy long-term employment, often after an apprenticeshipeonghip. In most CMEs,

organized labor also enjoys power on supervisory boards as well as throughdomsultative

13 bid. P. 29.

14 Culpepper, Pepper D. (2008)reating Cooperation: How States Develop Human @aji Europe
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rights over training, work organization, and hiring to obtain unlimited eympént contracts.
The main repercussion for this type of company organization, thent mdnagers must try to
create a broad consensus across the firm when major decisions wéltlbe binilateral decision-
making is limited, and it is difficult for senior managers to crbah-powered incentives for
individual employees. Performance rewards are targeted at groogsthen individuals, and
bonus schemes are limited. Another implication is that career strubteese well-defined and
are primarily based on education and experience within the firm ratimeonhshort-term
performance. Promotions occur based on seniority and educational credattitélsian on
short-term individual performance.

Corporate governance rules also affect financial relationships amersivip within
CMEs. Financial relationships in CMEs are characterized by bank dt-locasdd financial
systems. Companies can obtain loans for long-term investments sc#iatcas be easily
secured, such as land, capital investments, mergers, and acquiditiansver, funding for
riskier investments, such as the human capital intensive R&D common in wghstdrt-ups, is
more limited; companies in CMEs must rely on retained earnings for suestrimnts® In
addition to a funding role, banks and other large financial actors (e.taricgucompanies) can
also have a strong oversight role on firms through seats on supervisory boatusagid
continuing ownership ties in public companies. Thus, banks in CMEs adopti@tonfpcus in
part because they know that firms are able to offer long-term corentgno employees and
other stakeholders in the firm, and because they can often monitcatiedfttheir investments

through seats on supervisory boards.

15 Casper, Steven (200@reating Silicon Valley in Europe: Public Policywards New Technology
Industries P. 29.

18 |pid.

" Deeg, Richard (1999Finance Capitalism: Banks and the German PolitiEabnomy.
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Lastly, heavy labor market regulation and long-term investingegies by stakeholders
in CMEs favor the development of firm-specific knowledge investmargmployees that are
not easily transferrable to other firms. These investmentsdeaxtensive in-house vocational
training following long apprenticeships or internships. Such arrangertend to lock-in
owners, managers, and skilled employees into long-term, organized réigsonisabor market
regulations, such as legal obstacles to hire-and-fire, combined withtatimepatters of work
organization, thus favor competence-enhancing human resource policiesn Q¥thEs
management must treat employees as a fixed rather than aaldeveoist, and thus there is a

strong interest in developing long-term career structures foriddidsemployees?

18 Streeck, Wolfgang (1984)ndustrial Relations in West Germany: A Case Stfdpe Car IndustryNew
York: St. Martin’s Press.
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Comparative Institutional Advantage and Radical Innovation in Europe

Each model of company organization thus possesses benefits and constraints when i
comes to fostering technological innovation. Could it be true, therthth&@ME institutional
framework puts European states at a comparative disadvantaghenitiote liberal-market
oriented United States? This is certainly what Peter Hall and Daskdc® argue in their
comparative institutional advantagkeory™® For these two political scientists, the pro-
stakeholder corporate governance, the rigidity of labor markets, andrtbereatism of the
financial sector common to continental European states all contribtite kack of an
entrepreneurial and risk-taking culture that rewards individuébpeance. Instead, argue Hall
and Soskice, the more regulative and organized national institutionlel wf CME stakeholder
capitalism allows companies to pursue successful long-term, “incraenimbvation” strategies
within medium-technology industries, such as engineering, automobiles, and dbethiedo its
reliance on widespread industrial training and collaborative workplaaearte hard to sustain in
the more short-term, shareholder-dominated liberal market model. [hkiEs, lack
appropriate institutions to support long-term success in these induktading to poorer
performance in those areas, yet the natural access to venturé bagitpowered incentives and
flexible labor markets means that the more radically innovativesinds (e.g. biotechnology,
information technology, and software) flourish in this system. Likev@8$4Es, given their
adversity to high-risk finance, short-term employment and high-powecedtives for

individuals, lack the elements necessary to support project-basedpfirsuing failure-prone

¥ Hall, Peter A. and Soskice, David (200%¥arieties of Capitalism: The Institutional Foundats of
Comparative Advantag®p. 375-378.



technology strategies. Due to long-term employment expectations, consesisiasaraking,
and a lack of investment capital for risky ventures, most large fivithin CMEs invest in
cumulative, “incremental,” technology that is less likely to fail.

What does this mean for the place of Silicon Valley radical innovation mpE@r
National institutional frameworks within CMEs clearly creabstacles to radically-innovative
start-ups. For one, obtaining high-risk financing for start-up projectfficuttiin CMEs.

Capital markets within CMEs are underdeveloped and focus on large, éstalgiisnpanies with
predictable revenues. This severely limits the viability of IRlDsiew technology companies,
particularly during the early stages when earnings and profits atediend most investment is
poured into R&D. Therefore, venture capitalists (VCs) would lack ahielimethod to liquidate
successful investments quickly. VCs must therefore take a lbmgemperspective, liquidating
poorly performing companies and then waiting long periods for shareholdings suttgessful
firms to become liquid through a friendly acquisition or an IPO. VCs in CiHilEs cannot adopt
portfolio investments that promise relatively short-term retummd tlae illiquidity of shares also
dampens further outside investment fundihg.

Stakeholder systems of company law also create obstacles tatted M&-dominated
governance styles of technology start-ups. Firstly, the norm ofg@kio account the opinions
of stakeholders in the decision-making process means that boards, amderther shareholders
are denied the flexibility to execute the decisions they thinkese Isecondly, such cooperative
system of governance might detract many VCs who hope to have a decisesenanmpany
affairs from investing. Lastly, even if start-ups imitate thec&iliValley model of governance at
first, as firms grow, consensus-based company governance take glaeseinleveloping
companies. When firms start seeking IPOs, they must adopt company lawrssrueandated

for public companies, which undoubtedly include employee representatiorCiES.

%0 Casper, Steven (200%reating Silicon Valley in Europe: Public Policytards New Technology
Industries P. 34.
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A rigid labor market also presents many obstacles for technolatyuptain CMES.

First, long-term employment strategies used by large firms within GiiEshe ability of start-
ups with substantial failure risks to recruit experienced managersiled pkrsonnel and also
limit “hire-and-fire” strategies” used to manage technologicabnity. Second, compared to an
LME, the risk of moving to a start-up is substantial in CMEs. If most iddals expect to be
employed by one company for a long time, they will not be actively seeking jobmd&idual
leaving a “safe” job has no guarantee that he/she will find employmeatapain if the start-up
which he/she joined failed. In addition, there is also the risk that upomgnfinns, his/her
firm-specific skills will be devalued. CME labor regulation thus tinthe size and growth of
labor markets for skilled personnel.

Lastly, the difficulty of providing high-powered incentives for widuals also does
much to limit the success of technology start-ups in CMEs. This is due factithat start-ups in
CMEs must design incentive schemes for employees in the shadow ddidtiegsrand norms of
large firms within the economy. Large firms within CMEs avoid ngehigh-powered
incentives for managers, unilateral decision-making structundsp@portunities for rapid career
advancement because these organizational structures go againstctbé éstablished
institutional frameworks and would risk alienating long-term stakem®ldethe firms?! Yet if
they wish to lure away skilled personnel from more established coropetitch as large firms or
the public sector, start-ups have to offer incentives strong enough tdmeatsk of leaving a

“safe” position worthwhile.

The Possibilities for Radical Innovation in Europe
Given all the institutional framework obstacles to radical innomawithin CMEs, is it
possible to foster world-beating radically innovative industries inmemial European CMES?

As mentioned before, scholars who favor the varieties of capitaligroach argue that

2 bid. Pp. 35-37.
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institutions within CMEs advantage more cumulative (incremental) témdjinal trajectories in
which long-term employee commitment and training and so-called patianté is important.
Sustained patterns of vocational training within firms, consensuaidegnaking, long-term
employment, and patient finance are all linked to the systematic exploitdtparticular
technologies in a number of medium technologies characteristic of mamgengg and
chemical markets. Yet while conventional varieties of capitatisiholarship would argue that
LMEs and CMEs possess comparative advantage in certain economis aedttinerefore
complement each other better than they compete, one could also argue that manhpgatices
and entrepreneurial cultures have as much to do with technological immoaatinstitutional
frameworks. A more comprehensive approach would thus include bothtinstd frameworks
and policies designed to improve financial incentives and labor mobilityeisas/to develop an
entrepreneur-friendly environment.

One of the principal policies associated with the success ofltbenSvalley model is
the widespread use of ownership share options. Options may also be viall€©OM#Es, in that
they create a collective incentive across all employees ofrthgifithe firm becomes publicly
listed and thereafter sees its share price increase, then alsafiiee firm profit. If senior
management of companies can credibly disperse share options as a wwaldamdividual
performance, they could create high-powered incentives as seen witkis. LMnall companies
in their start-up phase seem more likely to do this, as they are faghmsated from employee
representation laws that tend to conduce toward lower powered, collecipleyee incentives.

An obstacle for CMEs promoting radical innovation that can be solved through public
policy is the lack of employee mobility. While national institutional feararks within CMEs
clearly create labor market and corporate governance obstaclas-tgstat is possible to
develop regional technology clusters and sustain patterns of fléedldlemarket coordination in
CMEs that are more conducive to flexible personnel policies witttinnology start-ups. Unlike
LMEs, where deregulated labor markets make inter-firm mobilityraliythigh, within CMEs
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start-ups must circumvent dominant patterns of labor market coordinati@aeed
managemerft. Regional clusters, such as Cambridge’s Silicon Fen and France’s Sophia
Antipolis, can overcome this obstacle by building on successfully intextivietworks of
managers, skilled personnel, and investors.

Lastly, some scholars argue that the regulatory and administrativerengnt of CMEs
within which firms operate can be enhanced through public policy. Regulatgesling stock
options, as mentioned before, can be amended so that these may be used as at@gh-powe
incentive for skilled personnel, but one could also amend the tax envimoimwehich firms
operate. In addition, public policy can support research linked to important tegicadl
innovations through large sums of state funding. Meanwhile, the adminestoatiden on small
firms can also be lightened through reform. All of these options can andéewdried to some
extent in European CMEs, and there is much evidence of its succedsiim cases, pointing to
the fact that radical innovation, while not natural to coordinated ecespuan be supported

through policy activism.

2 |bid. Pp. 36-37.
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Radical Innovation and the Transformation of French Institutions

An interesting case study for the viability of radical innovation in CMESance. This
section will demonstrate how institutions in France have adapted to mankatdkein order to
facilitate radical innovation in a corporatist market framewdr&oncentrate on France as itis a
major representative of corporatist states in Europe. This studgrawli heavily on the works of
Elisabetta BerterdPepper Culpepper, Mich@oyer, Trumbull Gunnar, Mary O’Sullivai,vien
Schmidt and others who have written extensively on the transformationnohFzerporate
governance in the 1990s and early in the millennium as well as on the chacgg®mte
governance in the past two decades in genditse academics point out that the French
corporate regime has morphed substantially to facilitate research andtionder companies
and universities. French reforms have also focused on increasing theafdeetinological
start-ups to venture capital and other sources of private equity. Imoadthig French financial
market has become more market-oriented in order to serve the needsdahfit are conducting
more and more research into radical innovation fields. From the French expesiert#pe to
discern whether a Silicon Valley is a possibility in Europe.

Reform of French innovation policy first emerged in the mid-1990, and these changes
had to overcome a French tradition of state involvement in the economy. Ticl Btate
historically played a central role in developing and commercializingteefmnologies. In
addition, the state was also the primary sponsor and user of new technoltgasew
technologies served the power and purposes of the state in two waysthéiirspmplexity
meant that firms required extensive government support in the promotion céseavah. The
elite Centre national de la recherche scientifiQ@N\RS) created a network of research labs

intended to support basic research in the national interest. Therafotgit CNRS the postwar



French state was able to direct the development of new technologies. Ietend
technologies often had explicit national goals. Military research allovaet€ to manufacture
advanced weapons. Space launch technology gave France worldwide sioevedpabilities.
And an aggressive nuclear power program allowed France to reduce gfg d@eendency on the
Middle East. These new technologies thus served to concentrate andedinéoFrench state’s
control over key sectors of the econoffiyMeanwhile, large firms cooperated willingly because
of the complexity of their projects. French industrial innovation ptejead been ambitious and
largely successful because of high levels of government financiatsedrch support for large
state-run companies that carried them out. Thus Airbus (commercralfgjrDassault (military
jets), Areva (nuclear reactors) and Groupe Bull (computers)@degded in the post-war
economy because of their collaboration with the French state. Large famagavored over
smaller ones, since the latter presumably lacked the market pogvecanomies of scale
necessary to promote economic efficiency.

The features of the French political economy that so closely aligned ¢hesiistof the
technology sector and the state also posed challenges for promotingimmavée new
information and communications sectors. France’s tradition of stata@citnnovation tended
to concentrate France’s technical elite within the state-ruonrsecThose with the greatest
capacity for technological innovation were mainly working for the govenhm®econdly, the
success of earlier government-funded innovation projects had led Frerehscith associate
innovation with government initiative, yet the rapid pace of technologiwimarket
development in the new information and communication technologies (ICT) didvaot f
government initiatives but rather small and flexible start-ups.dijhithe dominant role of the
central government had weakened local authorities that could have promaettaleed

private-sector innovation projects. France’s postwar economicttajeoncentrated expertise,

24 Gunnar, Trumbull (20045ilicon and the State: French Innovation Policytie Internet AgeP. 5.
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political responsibility, and institutional capacity at the statelf@ This posed real problems for
cultivating technology-intensive innovation in small firms.

French politicians expressed great concern about whether their coouithadopt the
institutions necessary to promote high-tech start-ups without importinfAtherican-style
capitalism. France possessed few of the necessary liberal econdinitons associated with
information and communication revolutions. France’s civil code lega¢syand strong
regulatory tradition, for example, placed brakes on company creation amd, faitile “Anglo-
Saxon” common law legal system and its tradition of laissez-faitgatdgn imposed low costs
on company creation and failure. Many also believed that moving to a decedtrathdel of
innovation required risky changes in policy. This high level of risk woulcdrikapid cycle of
company formation and failure that would challenge France’s tradigomahasis on job security
and the socialization of risk. In addition, the French public feaadctgh-powered incentives
necessary to draw scientists and investors into risky ventures waldd imiequalities. France’s
efforts to promote a French Silicon Valley therefore generated a heatgzhpdébate focused

on its compatibility with France’s social contratt.

Reasons Behind France’s New Innovation Push

Despite the risks, French innovation policy underwent radical changes.eWwhe n
emphasis on promoting high-tech start-ups in France addressed two econonmescditeace’s
poor performance in new economy sectors, the loss of skilled workers, and highlaymaemt.
With regards to the first, French leadership was responding to concermagarent
innovation lag in France. By the 1990s, France had issued fewer patents and goskengdy

fewer researchers than most of its OECD partners (5.9 percentveditkferce, compared to 7.4

% |bid. P. 6.
% |bid. Pp. 6-7.
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percent in the US and 8.3 percent in Japarjhe government was particularly concerned about
innovation in the high-technology sectors, like ICT and biotechnology.latkeof commercial
success of French start-ups in these fields was particularly worrfrench science research
prospered, but entrepreneurs failed to translate laboratory findtogsoimmercially viable
technologies. Commercialization of these new technologies appearedtid depg@e context of
new and dynamic firms funded through private venture capital and other non-gemernm
sources. Also, both ICT and biotechnology sectors appeared to rely on smehjcl§irms to
create and commercialize new products. France needed both private morewlafichss.

France in the late 1990s also confronted concerns about a brain drain. The number of

French citizens living abroad had grown, from 1.64 million in 1995 to 1.78 million in 1998. Over
half of those lived in other countries in Western Europe, and 20 percent had mthet)16%
This trend was of particular concern to France’s leaders becausmitirants were
overwhelmingly young and highly educated; France’s technically tralitedvas increasingly
moving to join vibrant start-ups that were developing overseas. Inaddte flight of France’s
technically skilled youth also represented a loss of tax revenue. gaithetime, the most
highly educated graduates who remained in France continued to favootraditireer paths. A
preference for pursuing a professional career with an established enwpésystrongly felt.
Apart from providing a stable source of income, France’s largest emplejraiuding the
state—offered a position of status in French society. Preoccupied by agteainology lag,
and driven by the fear of losing highly trained technicians to foreign firestbe civil service,
France was determined to create a domestic analog to Silicon Valley.

Lastly, the prospect of new job creation that the small-firm sedtereaf was also

attractive. Newly-created firms in technology sectors were searparticularly important

" France, for example, contributed only 2.5 percénhe total cost of research to the human genome
project, compared to 33 percent from Britain angp&fcent from the US.

2 Gunnar, Trumbull (20045ilicon and the State: French Innovation Policytie Internet AgeP. 18.
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source of new jobs by Jospin’s administration. And that faith was well-pldned,as1995 study
showed that technology companies formed by researchers created thsegstimeny new jobs
as did other kinds of new companf&sThe promotion of a new high-technology sector
dominated by successful small firms offered not only the prospect of rpigbb creation, but

also a set of new high-wage, high-skill jobs.

Policy Activism in Support of Technology Start-Ups

Although reform faced many challenges given the nature of the CME-likifiastal
framework in place in France, support came from three places. Firsovitimgnents in power
supported reform as a way to increase their visibility in ending Franoe’sployment and brain
drain problems. Second, technocrats in France’s civil service, many of thereersdrom the
Ecole Polytechniqualso enthusiastically supported the revolution in information teoggioh
French government services in the late 1990s. Lastly, entrepreneurgedigoeernment
activism in innovation, not least because they hoped that government politt facilitate
research into new technologies as well as increased dissemirfagchrmology into market
products. Consequently, many entrepreneurs jdhretdssance Plusa new advocacy group
designed to impose a new model and culture of entrepreneurship in the £duntr

In order to remain economically competitive against the United Statebehbhited
Kingdom, the co-habitation government of President Jacques Chirac andrRiemel Jospin
put in place a vast array of new policies designed to promote new informadion a
communications technologies in France that were both efficient @ndxggensive as possible.
These changes included substantial reform of the regulatory fiamkewthin which small start-
ups operated to encourage entrepreneurship, the growth of privateessanailable for R&D

and initial funding of technology start-ups, a stronger public sector comntitmessearch, the

# Desjardins, Thierry (2000Arrétez d’emmerder les francaiB! 219.
30 Crossance PlusWeb Site : http://www.croissanceplus.com/
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decreasing of the administrative burden imposed on small companiesptbgement of
government-business communication through technology, and the creation of public
infrastructure to support key technological fields.

The first important sphere which the French government reformed throughdtsation
policies was the regulatory framework available to entrepren&testing in the mid-1980s,
French policymakers worked to createeamtrepreneurigta new class of risk-taking, educated
business leaders who would promote new company creation in high-tech s€etergsrominent
program aimed at the entrepreneur class, calléd aux chdmeurs ou repreneurs d’entreprises
(Aid to Unemployed Founders of Companies, ACCRE), granted a special eiaméan social
security payments to the formerly unemployed who chose to start their ownssesin&tarted
in 1984, the program had a noticeable impact on firm creation, with a 2001 suocayudny
owners reporting that 36.2 of them had been unemployed before they createcbmpeam!
Yet subsequent government increasingly saw ACCRE as an inefficigibweacourage new
company formation. Especially in new technology sectors, entrepreneurshiypempimerequire
high levels of skill, expertise, and creativity.

France’s new focus of high-tech start-ups therefore shifted tataggtrof cultivating
entrepreneurship among France’s most technically skilled workese tvho took jobs either in
government labs or in France’s largest companies. This wadlengeasince French corporate
governance still lacked the high-powered incentives for emplayfestart-ups common to
LMEs. It was little wonder, then, that France’s highly trained elites fxemt elitegrandes
écolesinto secure positions in the R&D departments of large established firresJo$hin
government hoped to lure technically skilled personnel out of safe goveramadustry
positions by providing the possibility for attractive compensation teufife risks of
entrepreneurship. The primary strategy focused on reforming the reguastock options.

French policymakers believed that stock options were a valuable tawhjpensating

31 Gunnar, Trumbull (20045ilicon and the State: French Innovation Policytie Internet AgeP. 12.
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entrepreneurs for the high risks associated with creating new stathupsreating a high-
powered incentive to support the development of small technology firms. toagdgiock
options could be used to align management interests with those of sharetasidahus give
managers a personal interest in raising the value of the company.

The first step towards reforming stock option regulation centered omgreaavorable
tax status for stock options and removing a ceiling on the number of options any irdividua
employee could receive. Edouard Balladur achieved this during Chirat'gefim, and he thus
opened the way to use stock options as a component of executive compensation. But in 1992,
stock option liberalization was revoked when Jean Artius, Juppé’s finanistam raised the tax
on stock-option earning® In 1997 Alain Juppé also increased the social contributions due on
stock options by raising the tax on capital gains on stocks to 40 percentrhabeff five years
and to 54 percent during the time period befdr&hen the government of Jospin proposed
reversing this trend toward overtaxing stock options. In 1999, Dominique StrahagIBSK),
Jospin’s finance minister, proposed lowering the tax rate on stock omii@égercent, equal to
the standard tax rate for all capital gains in France. He also propakeihg the mandatory
holding period required to receive this favorable tax treatment fromdithede years. To ensure
transparency, companies would be required to list managers receivik@gton packages so
that share-holders could monitor their levels of compensation. French cempadiby that
time become heavy users of stock options, with 93 percent of CAC40 companiieg) Glieck-
option plans and CAC40 company employees exercising €2.6 billion worth of stock options i

1999; these figures made France the second largest user of stock optiongadrdhleehind

32 | eparmentier, Arnaud, “Les bases d’imposition’dpdrgne sont élargies pour taxer I'argent qui ort
Le Monde22 September 1995.

3 Graham, Robert. “The soft option: The compromésgched over the taxing of executive share incesitive
in France suggests far-reaching corporate reforpneasome way off.Financial Times28 April 2000.
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only the United State¥. Yet despite their popularity and wide spread use, stock options were
still regarded with suspicion in France since they could lead to exeessipensation packages
for top executives. In the end, Strauss-Kahn's plans were scuttled d&dbader, France’s
largest employer association, opposed the legislation on grounds of lack péatesy.

In anticipation of such strong political opposition, Strauss-Kahn made plansifoilar
compensation instrument. Nearly identical in function to the traditioock ®ption, the new
instrument, th&ons de souscription de parts de créateurs d’entrefBS#CE), were highly
restrictive in their application. They were available to comgaleies than seven years old, with
75 percent individual ownership, and that were not yet traded on a stock.nEnkel 999 law
on innovation and research extended the BSPCE considerably, and by 2002 they applied to
companies up to fifteen years old, with only 2.5 percent individual owpeiaind traded on any
of Europe’s high-tech stock exchanges. For entrepreneurs, the BSPCH affavekable
solution for a critical need. More important, this novel stock option foatt@ved the political
left and right to come together around a consensus that compensation wabseae e
context of genuine risk-taking.

Another place in which the French government mobilized political supperirnvthe
cultivation of private resources for risk investment. Among the pyisaurces for private
investment was to be the French citizen. In an effort to tap France’s highsseate to promote
technological innovation, the Juppé government proposed tax incentives farpieliench
households to invest in venture capital in 1996. The so-datleds communs de placement dans
I'innovation (Mutual Funds Invested in Innovation, FCPI) offered tax advantages fordodlvi
investors who placed their funds in highly innovative firms. These funds, runvagepriind

managers, were required to invest 60 percent of their capital in mediathfirms focused on

3 Jacquin, Jean-Baptiste al “Nouvelles fortunes, nouvelles moeurk:Expansion 14 September 2000.
http://www.lexpansion.com/economie/nouvelles-fogsimouvelles-moeurs _15241.html
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innovation that were either not publicly listed or listed on France’s teicinstock market, the
Nouveau Marché The terms of the FCPI were fiscally attractive. If the FCPI was befi/é
years, earnings and value added were exempt from tax, although they weraldagoeptlO
percent social contribution. To qualify for these exemptions, targgiarties had to show that
they were “intensely innovating,” and this could be shown by companies throeigthisg at
least one-third of their revenues over three consecutive years on R&D ywufager companies,
by receiving certification from the state innovation agencyAtpence nationale pour la
valorisation de la rechercheow Agence francaise de I'innovatigANVAR). ANVAR became
a gatekeeper for private funding to new innovative companies. Of altdgytstart-ups created
in France between 1987 and 1999, 84 percent had enjoyed ANVAR support, and out @Dthese,
percent stayed in business for at least ten years. In addition to the fuivds it raised, the
FCPI program raised a new generation of venture capital fund managersyfmdmgh were
recruited from the private sector or from the civil servfce.

Despite the rise of the individual investor, the bulk of French privateyegui
innovation would still come from traditional institutional investors. 8afthese institutional
investors, like private pension funds, were foreign and thus often ndgatipcted because of
perceptions that they favored shareholder value over employment secutite Yelk of
private equity investment was to come from French banks. Banks had alwdgd fnench
innovation, often through direct loans to start-ups that were guaranteeddbgtéheFor example,
the state-owneBanque du Développement des Petites et Moyennes Entrgpisgopment
Bank for Small and Medium-Sized Enterprise, BDPME) offered guaranteedhfyraafid
commercial banks were also increasingly investing in venture thpitds. Private banks like
Crédit Agricole also created their own fun@sédit Agricole Créatiohto fund start-up projects

S0 as to not miss out on important investment opportunities.

% |bid. Pp. 45-49.
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A third and increasingly important institutional source of capitaFrench start-ups was
France’s large corporations. Liberalization of French corporate goveraadahe decline of
bank-funded innovation for France’s large technology firms forced thedofu enore cost-
effective approaches to innovation. Often this simply meant acquinganies as a means of
obtaining new technologies. For truly new technologies or markets, howeve Emmpanies
increasingly began taking equity stakes in small start-ups, espébi@ke pursuing work in areas
related to their own core businesses. To this end, many of France’slzrgelogy firms
created their own corporate venture capital funds. Large companieth&iitown venture
capital branches included Schneider and Pinault-Printemps-Rédoute’(PPR).

At the same time that the private sector was investing heavidylioal technology, the
French state solidified its commitment to innovation and research. In 1998, QoenBitrauss-
Kahn allocated €153 million from the sale of France Télécom stock tie @éand that would
promote high-tech sectors in France. Indeed one of the reasons for tleppiaettization of
France Télécom had been precisely to raise funds that could be investedtéthnologies. A
large share of these funds, €91 million, went to a government-funded ventuaé pagitam: the
Fonds public pour le capital risqué@ublic Funds for Venture Capital, FPCR). This money was
supplemented by €46 million from the European Investment Bank (EIB), and the combined €137
million fund was managed by France’s state financial institutiorC#igse des Dépots et
Consignation§CDC)® And the FCPR was only one of several domestic investment fund
structures provided by the French state. Today, France also provad#icentives for private
equity and venture capital investments throughFtred Commun de Placement dans

I'lnnovation (FCPI), and th&ond d’Investissement de Proxim{f&P).*

3 Ibid. Pp. 50-52.
% |bid. P. 53.
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The French state also provides several fiscal incentives for buBi&Esexpenditures
and capital expenditure, cooperation between firms and universitiesttesesitutes, and for
the creation or spin-out of innovative firms from parent firms. Key antoeggtis the€rédit
d’'impot recherchéCIR), which applies to expenses related to R&D operations and since 2008
amounts to 30% of research expenses lower than or equal to €100 million, and Séaafre
expenses above this threshold. The expenses cover human and materialsrésdirated to an
eligible R&D program, such as staff expenditures and subcontracting costge kvas also the
first European country to launch a fiscal incentive scheme to support youngandtive
companies in 2004, thieune Entreprise Innovan{dEl) scheme. The state provides a special
company tax rate of 15% for small and medium-sized enterprises (SMEs) ostt888§,120 of
profits, with any excess taxed at the standard*fatestly, the 1999 Law on Innovation and
Research eliminated the restriction that prohibited public researitben taking a stake in a
private company. It also permitted employees to tat@ngé creation d’entreprisgompany
creation holiday), granting up to six years’ leave of absence, includorag security coverage,
with a guarantee of receiving one’s old job upon rettirn.

Another key area which the French government prioritized was lowering athatiivie
barriers to new firm creation. France had long been criticized feabaratic excess and
regulation, and this was increasingly a problem for company formatiocerefbine, the state’s
reforms took two forms. The first, more ambitious reform sought to Idveeadministrative
burden of company interaction with the French government. One of the greatkestdfaced by
French companies was submitting reports to the government on the sthtis lofisiness and
work force. Ninety percent of all reports sent by companies to the governereninandatory

labor- and welfare-related declarations. Company registrationlgaslaw, as it took about 15

40 bid.
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31



weeks to register a company in France in 1999, compared with at most eightinveermany,
four in Britain and two in the United Stat€sThis burden of paperwork fell disproportionately
on small employers without specialized accounting departments, as welhasads of new
companies. Not only was the administrative burden for new companies an irapettim
entrepreneurs, it also might have depressed hiring among smaliirondid not want to deal
with the excessive paperwork involved in the proé&sRed tape thus stifled entrepreneurship.
France’s effort to reduce the administrative burden on small comganiesed less on
deregulation and more on streamlining business interaction with thengoeet. For instance,
the Jospin administration opened regional offices across France todaestile procedures for
registering new companies. Th&3entres de formalités des enterprig€enters for Company
Procedures, CFE) were located in regional chambers of commerce rendesigned to
centralize advice and paperwork dealing with French companies. Jiiebet uniquesor
single access points, for business-government interaction providled mmformation necessary
to create or modify a legal corporation, thus substantially speeding up corepastsations”
The Internet and e-government facilities proved especially useful fdermnenting the
guichet uniquestrategy. The French government aggressively embraced the limeirethope
of easing the administrative burden on companies and individuals. The governmeitet webs

www.service-publique.fmade almost all government forms and information available online.

By embracing the use of electronic means for registration paperworkghehFjovernment
greatly simplified the company creation process and even drew favor fromswamd small

business associations for this simplification. These rapid advpot&sance at the forefront of

“2 “France’s Economy: Now for the hard bif;he Economist July 2000.
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e-government® One reason e-government was pursued so successfully was that it dHewe
government to ease the administrative burden on small companies botlwatast and without
instituting a politically difficult program of deregulation.

A second legal reform that was introduced by the Jospin governmentneasfiexible
type of company, th8ociété par action simplifi@implified stock company, SAS), adapted to
the needs of technological start-dp3his new type of company differed markedly from the two
common legal forms of company existing in France at the timeSdh&té anonym&A) and the
Société a responsabilité limi(8ARL). For both of these types of companies, government
regulation set the precise relationship between owners, managkeshaeholders. At the time,
most start-ups were being formed as limited-liability SARLs. Thesethe government first
started its reforms by lowering the costs of creating this |afperaf company, which would now
be spread over five years. Also, social payments by new SARLs wieieeceby 30 percent for
the first year and 15 percent during the second year of operation.

However, the SARL corporate form limited shareholder control oveagement. Many
feared that this separation could be damaging to high-technology stanthgse potential
creditors, in particular venture capitalists, might invest only ifytheuld partially guide the
decision-making process of the new company. With this in mind, the Jospin stdzatiom
created a new legal form for high-tech start-ups, a variant of te JAis form of joint-stock
company was established to provide established companies with the fr&éf@wordertaking
collaborative projects. THeoi sur I'innovation et la recherchéf 1999 (Law on Innovation and
Research) created a revamped SAS for technology start-ups that ctarichée by individual

entrepreneur. Although the new SAS was limited to privately-owned companies thad ootil

5 bid.
% |bid. P. 28.

“47“Loi sur I'innovation et la recherche du 12 jutlE999.”Ministére de I'Enseignement supérieur et de la
Recherchehttp://wwww.enseignementsup-recherche.gouv.fr/tetdgie/mesur/loi/inovioi.htm
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issue stock publicly, the “technology” SAS offered other advantageerrititted companies to
create their own rules for management and stockholders. This alloifexdrdticlasses of shares
to be granted different voting rights, a necessary condition to dttitét rounds of venture
capital. Furthermore, the new SAS format allowed new start-ups tosisglkeoptions,
something not permitted under the SARL format. Finally, the new SAS fedimanated work
councils in company management, thereby streamlining decision-nfaking.

In addition to enhancing the corporate framework, the private funding, and the
administrative environment in which start-ups operated, the government @sbeprpublic
infrastructure for start-ups. Jospin’s government tried to rati@ntdiz system of government
research centers in order to create better communication among comsnofniesearchers,
entrepreneurs, and industrialists working with similar technolodibeir goal was to place
researchers and practitioners in close contact with one another, sewhigieas could cross the
boundary from laboratory to industry. French restructuring supported tfeoedlif visions of
technology transfer: the idea of the research network, and the modetettihelogy park. Both
approaches were designed to bring together state research labs and @mypateies working in
related fields of technology. With regards to the former, the Jospinrgogat set out to create
sixteen innovation networks that linked existing researchers withtigdbg sector. The
network model was embodied in the nBéseaux de recherché et d’innovation technologique
(Networks for Research and Technological Innovation, RRIT). The gtla¢sé networks was
to help direct government research funds to worthy projects. In the absemcmdépendent
agency, like the National Science Foundation, to distribute researchthm@RITs played the
role of such an agency. By 2002, France had created thirteen of these nethiorte;lanical

fields in which the government believed important commercial advaoces be madé’

“8 Gunnar, Trumbull (20045ilicon and the State: French Innovation Policylie Internet AgeP. 33.
**Ipid. P. 35.
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A second effort emphasized the importance of technology clutgehsiopblesin
promoting the skills, infrastructure, and communication necessary forica€innovation.
Existing and new research facilities were grouped by technologicd figttwelve technology
research centers throughout France. These technology parks weredhedltboration
between government labs and national champions pursuing major technologezkpro
Toulouse, for instance, became a major center of French aerospaaech and activities.
Grenoble became the center of French semiconductor research thosagimgent collaboration
with Thomson-CSE° Theseechnopdlesvere integrated into a new set@éntres nationaux de
recherche technologigu®ational Centers for Technological Research, CNRT). Unlike the
research networks, these new CNRTSs were intended to promote techneqgigag expensive
platform technologies. They also provided a way to balance concerns edionat
development in France with the new technology incentives of the governtrasity, they
provided a cluster of interaction within which formal and informal netwofksnovation could
be formed, thus injecting some flexibility into skilled personnel etk

All of these reforms had a positive effect on the success of radimalation firms in
France. For example, since the 1990s the environment for technological iomavddrance has
improved significantly. By 2008 the country was ranked first in Europectesa to venture
capital and other sources of private equity for investment. The btgcand legal environment
for financial innovation investments in France is also very fdleraPension funds and
insurance companies are free to invest in assets, and many theredstan technology firms
that are looking for funding or that are listed onkwaiveau Marché In addition, France offers a
good environment to incentivize companies to innovate, and R&D incentivasaravailablé:

Perhaps most importantly, France now rarksi6 INSEAD’s Global Innovation Index for the

0 bid. P. 37.

°1 European Private Equity & Venture Capital Assdoiat“Benchmarking Tax and Legal Environments -
2008.” Accessed on 4 September 2009 fotmp://www.evca.eu/uploadedFiles/Benchmark.gif54.

35



speed of starting up a business afido# the overall quality of infrastructure that it offers its
innovating companies, results that speak volumes about the réforms.

There is much debate among academics of French corporate governamdbeabou
implications of institutional change. The idea that the French fialasystem in the early 21
century has undergone a systemic shift towards an outsider, maskgedrsystem is often
found in academic and popular discourse. Goyer, for example, argues thearibfofination of
the French system of corporate governance is nothing short of impresdess than a decade,
France shifted from an insider to an outsider motfeFrom this perspective, state control has
decreased and the demands of financial markets, especially thosegf fosgiutional
investors, now strongly influence the actions of French corporationsefores it would seem
that France has developed a financial system similar to thatldfl&. If this interpretation is
correct, the question that naturally arises is whether the rest of Figrtdlism is in tune with
this shift. Schmidt, in contrast, rejects the notion that Frenchatiapithas become systemically
incoherent as a result of the transformation of its financial utistits. She argues that “while
France’s state capitalism has been transformed through markeednefarms, it has become
neither market capitalist nor managed capitalist. Rather, it has movedstate-led’ capitalism
to a ‘state-enhanced’ capitalism, in which the state still playstarealbeit much reduced
role.” This study supports the latter view, but does not rule out the possiklitn#rketplace

demands might have supremacy over certain decisions.

2 INSEAD (2009). “Global Innovation Index 2008-200Web Site:
http://www.insead.edu/facultyresearch/centres/diatiiments/GlIFinal0809.pdP. 113.

%3 Goyer, Michel (2001) “Corporate Governance andltim®vation System in France, 1985-2000.”
Industry and InnovationP. 148.

* Schmidt, Vivien A. (2003) “French Capitalism Tramshed, Yet Still a Third Variety of Capitalism.”
Economy and Societip. 526.
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Conclusions: Radical Innovation in CMES?

Despite all the institutional framework obstacles to radmmabvation within CMEs, it is
possible to spur radically innovative industries within the confingélsadfframework. This paper
has provided a concrete example of this through the case study on France. rigingrthe
corporate framework in which technology start-ups operate, increasipgivate funding
options on which they depend, decreasing the administrative burden thattstifiesand
supporting them both with public infrastructure and with government funds anldriseatives,
France has succeeded in creating a welcoming environment for technolagyedurs within a
traditionally corporatist state. In addition, the traditional pastefrvocational training within
firms, consensual decision-making, long-term employment, and patient filnakexk to the
systematic exploitation of particular technologies still eXmgside radically innovative
technologies and the framework in which they operate.

Thus, some of the aspects associated with the Silicon Valley maedeéadopted by
CMEs. Stock options may be viable within CMESs, provided that they creatkeétive
incentive across all employees of the firm. Labor mobility, though notyegadhrined, can be
somewhat achieved through the clustering of firms and research as #elthagh the creation of
high-powered incentives (stock options) to attract state and/er fiangemployees. Lastly,
public policy can enhance regulatory and administrative environments favthreof
technological start-ups. Tax laws can be amended, research and fipat guanted, private
sources of venture capital and private equity can be identified and harreesséureaucratic
procedures simplified. All of these options have been tried in s€@btBk. These systems have
innovated in an atmosphere that afforded them a different kind of comparediitutional

advantage. The lesson is thus clear. If the Lisbon Agenda goals armi bt any point in the



next few years, it is imperative that Europe’s CMEs keep producing imiagitaad innovative
public policy that will allow them to support technology start-ups and themgeneurs and

institutions behind them.
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