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In recent decades regulation has been steadily intensifying in areas such as
environmental protection, health protection and consumer protection. Liberal-
ization of network industries has given rise to new sector-specific regulations,
while the emergence of new communication technologies and bio-technologies
has created additional regulatory activities. Clearly, many regulations _ for
example environmental regulations _ were badly needed to protect society
(and future generations) from immense damage that the free market system
has not been able to take into account. While innovators have always claimed
that these regulations stifle innovation and technological advances, more
recent policy debates about the sources of low growth figures and high unem-
ployment rates in Europe have begun to circle around the many and complex
interdependencies between governmental regulations and firms' innovative
behaviour. 
How does regulation affect innovation? What is the relationship between the
two? Those issues and other problems of Germany's innovation system have
been addressed in a recent report on 'Innovation Barriers and International
Mobility' jointly conducted by the Zentrum für Europäische Wirtschaftsforsc-
hung (ZEW) and the DIW Berlin. Quite surprisingly, there has not been
much research on the interrelationship between firms' innovative activities
and the design of regulatory environments. There are some studies commis-
sioned by the EU, but most of them remain sketchy and inconclusive. While
the ZEW/DIW study does not allow for simple and general guidelines that
may govern policy makers, three case studies on the bio-tech industry, envi-
ronmental regulation and labour market regulation have shed some light on
the issues at stake. 
With regard to the regulation of the modern bio-technologies the study con-
firms the often expressed view that new regulations _ e.g. the Stammzellenge-
setz of 2002 _ put additional hurdles in the way of innovators. Moreover, a
new combination of a traditional European 'risk-avoidance' strategy (i.e.
strong ex ante requirements) and US-type ex post governances (i.e. liability
regulations) appears to suppress the entire innovation process in this area.
Consideration of the negative effects new regulations are likely to have on
innovation is badly needed in this sector.
Environmental regulations have begun to become more market oriented in
recent years. The eco-tax and the implementation of the emissions trading
system in Europe provide strong incentives for internalizing strategies while
at the same time firms retain their entrepreneurial flexibilities. However, the
study also identifies scope for better coordination between research policy and
environmental policy.
The relationship between labour market regulation and firms' innovative
activities is a rather complex issue. However, to fight high unemployment
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strong policy recommendations are being made in policy debates in Europe
and the OECD. It is suggested that wages and labour costs should be made
more flexible by removing restrictive regulations that prevent wages from
reflecting local conditions. These recommendations are identifying the egali-
tarian nature of collective wage systems (such as the Flächentarifsystem in
Germany), which suppress wage differentials as one of the main causes of
high unemployment. As the story goes, wage flexibility at company level
should be good for employment and economic prosperity. Recent research
presented by Ruhr-University Bochum, DIW Berlin, Technical University of
Berlin, and CEPR shows that this view has been challenged as too simplistic.
It is precisely the egalitarian nature of industry-wide wage settlements which
should increase firms' incentives to increase their productivity, rather than a
more flexible wage setting regime with collective agreements that are negoti-
ated at company level. As a consequence, while removing the rigidities of col-
lective wage setting can reduce unemployment, it would also be detrimental to
innovation and productivity. Hence, policy makers face a fundamental trade-
off between less unemployment and more innovative activities. A firm's
incentives to increase its productivity are not only influenced by the wages
that the firm has to pay to its workers, but also by the firm's competitive
position in the market. This position, however, also depends on the wages
that rival firms have to pay. The lower the wages are that rival firms have to
pay the more difficult it is for a firm to compete. Accordingly, a firm's inno-
vation incentives are not only affected by its expectations about its own wage
adjustments following a productivity increase, but also by its expectations
about wage adjustments in rival firms. If a firm expects that unions are will-
ing to make concessions to less innovative and less productive rivals, its own
incentives to boost its productivity are accordingly reduced. In contrast, if
wage demands cannot be moderated for less productive firms so that wages
are rigid across firms, innovation incentives increase as a firm's innovation
and productivity improvements will directly translate into a competitive
advantage in the product market concerned.
Overall, the case studies of the ZEW/DIW report show that policy makers
face a trade-off between achieving static goals and innovative activity. More-
over, there is still much research to be done, and caution should be exercised
when views are expressed or policy formulated in this area.
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