


The pieces making up the puzzle of national innovation
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Mlustration 16: How important are the following elements related to the Governance and innovation policies of a country to

14 John Kao, Tapping the world's
innovation hot spots, March, 2009.

improving the level of national innovation?
Source: Authors.

Specialisation in innovation

Business specialises and so does innovation. Silicon Valley is the cradle of
innovation — but it's technological innovation. New York is the centre of financial
innovation, Bangalore the heart of innovation in software development and the
north of Italy in innovation in the footwear industry (Illustration 17 shows
examples of other clusters around the world). Companies and entrepreneurs seek
the best opportunities around the world for setting up business and their location
will depend on a range of characteristics in the regions concerned. For example, it
costs very little to transfer information. As a result, the decisive factor in software
development is access to talent at a lower cost. With its plentiful supply of skilled
engineers and low wages, Bangalore has become a magnet for software
companies. This is what John Kao, innovation consultant and chairman of the
Institute for Large-Scale Innovation, calls "innovator arbitration", i.e., capitalising
on differences in reqgulations, and the cost of talent, specialist services and other
features of the regions in the innovation process.

However, clusters are not independent centres of innovation. Increasingly, they
also depend on each other. Silicon Valley concentrates the talent that originated
great technological ideas, but translating many of those ideas into innovation is
dependent on links with Bangalore to develop the software and Taiwan for
manufacturing the microchips. The specialisation of these centres has brought
what Annalee Saxenian calls the “globalisation of the supply chain”. New
companies can access the global market from anywhere in the world, not only
from the main innovation centres. Location is a help, but it does not determine a
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Mlustration 17: Global innovation clusters, core technologies and key companies.
Source: URENIO.
http:/lwww.urenio.org/2006/08/12/global-innovation-clusters/.

company's success. The success of businesses that identify a niche in the value
chain lies in identifying the location that will allow them to be efficient in that
niche and partnering other components in the chain as effectively as possible.
This involves a global search network, an ability to scan the world for resources
and capacities that complement the company's own. Nonetheless, this world no
longer consists only of countries and regions, but also includes social networks
and the rest of the Internet.

Innovation is concentrated, but the Internet and social networks are creating
another type of concentration, in which physical distance gives way to virtual
distance. Groups of people from all over the world with common tastes come
together on the networks to share ideas. Crowdsourcing, in which innovation is
seen as an open system involving agents inside and outside an organisation, is in
vogue at the moment. The constraints imposed by physical distances are breaking
down, freeing up the innovation capacity distributed around the world. This may
lead to the emergence of other innovation centres, future clusters in the virtual
world. Facebook, the largest social network on the net is the leading candidate.
Silicon Valley needs to be alert, because its throne may be in under threat.
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3.6. Innovation and solidarity: social responsibility in the innovation
process

Innovation is profitable and it is an essential factor for economic growth. An
increasing number of companies are now becoming aware of this and innovate
under suitable conditions. The function of governments is to pave the way for
companies. However, there is a different form of innovation that requires another
type of attention. This innovation may not be profitable in financial terms, but it is
worthwhile in social terms. For this reason, the market, which is obliged to obtain
purely financial profits, tends largely to ignore it. Solving these problems requires
help from governments and other non-profit organisations, such as foundations
and non-governmental organisations (NGOs).

Larry Keeley, CEO of the Doblin group and FTF expert, says that adversity can be a
source of innovation. The important thing is to turn it into competitive advantage,
since nobody knows more about a problem than the person who faces it head on.
The day-to-day running of foundations and NGOs consists of coming up with
answers to adversities. Such organisations face major problems, such as combating
poverty and eradicating malaria, and they have to go about it with very limited
resources. According to Bill Gates, "There's more money put into baldness drugs
than are put into malaria"”. As a result, foundations and NGOs have to be very
efficient in their use of resources if they are to resolve these big problems. They
need innovation.

These institutions play a very broad role in innovation. In some cases this involves
setting a target, such as the One Laptop Per Child mission, a non-profit
organisation which aims to create a low cost portable computer that can be
afforded by all the world's children between six and twelve years . Once this goal
has been established, innovation within the organisation is the medium whereby
it is achieved. However, these organisations may occupy another place in the
process, playing the same role as venture capital — but a type of venture capital
that finances social innovation. The Gates Foundation is an example”. Social
projects compete for their funds and are measured on the basis of performance.
Because it involves innovation, the indicators measure the results of the projects
financed, i.e., the value creation. But it is not an economic value but a social one.

Creative capitalism or open social innovation

However, social innovation is not only attributable to non-profit institutions. The
social challenges are too complex to be resolved independently by this industry.
Over recent years, there has been growing consensus on the importance of
bringing other agents into this social action. Bill Gates, in his speech to the World
Economic Forum defined it as creative capitalism. In his own words:

"There are two great forces of human nature: self-interest, and caring for others.
Capitalism harnesses self-interest in a helpful and sustainable way, but only on behalf
of those who can pay. Government aid and philanthropy channel our caring for those
who can't pay. But to provide rapid improvement for the poor we need a system that
draws in innovators and businesses in a far better way than we do today.

Such a system would have a twin mission: making profits and also improving lives of
those who don't fully benefit from today's market forces. For sustainability we need to
use profit incentives wherever we can. At the same time, profits are not always possible
when business tries to serve the very poor. In such cases there needs to be another
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incentive, and that incentive is recognition. Recognition enhances a company's
reputation and appeals to customers; above all, it attracts good people to an
organization. As such, recognition triggers a market-based reward for good behaviour.
In markets where profits are not possible, recognition is a proxy; where profits are
possible, recognition is an added incentive.

[...] The challenge here is to design a system where market incentives, including profits
and recognition, drive those principles to do more for the poor.

I like to call this idea creative capitalism, an approach where governments, businesses,
and nonprofits work together to stretch the reach of market forces so that more people
can make a profit, or gain recognition, doing work that eases the world's inequities.”

Creative capitalism is another way of looking at open social innovation (see the
Twelfth Future Trends Forum Publication, Social Innovation: Reinventing
Sustainable Development) which advocates closer collaboration between all the
agents involved. It requires a commitment by all stakeholders to apply innovative,
scalable results-oriented business solutions to resolve social and environmental
problems. This is why greater collaboration is needed among the social partners
that will translate into cooperation to introduce initiatives, consistency between
processes, compatibility between the tools used and common development of new
financing methods.

However, according to C.K. Prahalad, the main question is “How do we bring to
bear the entrepreneurial and innovative energy of private enterprise to resolve
the critical problems facing humanity?"'”’, and here social entrepreneurs have an
essential role to play. These are people who recognise the existence of a social
problem and venture to create a company that will help solve that problem; people
with a different perspective on poverty, who treat the people they are trying to
help as customers and consumers, not as aid beneficiaries. They are looking for

dvoro |

77 The Fortune at the Bottom of the
Pyramid, Revised and Updated 5th
Anniversary Edition: Eradicating
Poverty Through Profits by C. K.
Prahalad (Hardcover - Sep 3, 2009). Source: Illustrations resuming Future Trends Forum's presentations.
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Mlustration 18: Patient capital.
Source: Wikipedia.

solutions to these people's real needs, innovating to offer what they are actually
asking for, not what others think they need.

According to Jacqueline Novogratz, founder and CEO of the Acumen Fund, a
global venture capital fund that uses the approaches of entrepreneurs to tackle the
problems of global poverty, these entrepreneurs need patient capital’®, i.e., capital
with a high tolerance of risk and a very long term horizon that seeks smaller
profits than those offered by the market but with a very large social impact (see
Nlustration 18).

The agents of social action are increasingly aware of the need for sustainable
models in both market and social initiatives. On the one hand, many companies
are no longer setting their sights merely on maximising profit for shareholders,
and are also looking for social benefit. At the same time, non-governmental and
non-profit organisations are adopting business practices that will improve their
income and are participating more actively in a goods and services market. The
fundamental characteristic is the search for sustainability and economic
autonomy. We are beginning to see the emergence of the so-called "fourth
sector"’®, hybrid organisations that combine practices and strategies from public,
private and social sectors, using the practices of business for social ends.
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The new coordinates of innovation

A s Henry Ford II continued to dismiss Japanese cars as “those little
shitboxes", Toyota was gradually taking over the American automobile market®.
Developing countries today are to some extent where Japan was in the post-war
years, but unlike the great automobile manufacturers of the time, today's western
companies are striving to innovate in these new markets and to tap into their
potential.

American companies are still the most innovative, but the times are changing.
Globalised communications and transport have simplified international trade and
many new companies are now ‘born global setting up first in the country,
community or region that best suits their interests. At the same time, large
corporations are dividing their operations up amongst different countries, to make
the most of the best local conditions. Governments around the world are
competing to build the most favourable environment for business. Where has this
change in the attitude of governments —traditionally concerned with protecting
their markets— suddenly sprung from? The main factor is globalisation, but one of
the chief drivers of change may have been the World Bank's report Doing
Business®. Since 2003, the report has been raking countries by how easy it is to do
business in them. It performs two functions: to reflect in hard figures what were
previously only vague impressions, and to furnish citizens and investors with
comparative statistics on their own country and another 180. Since the first report
was published, the countries have been competing furiously to scale the list by
promoting reform, learning from each other and benefitting the global economy®?.

However, developing countries are not limiting themselves to improving the
conditions for business; they are also embracing innovation. Political reforms are
backed by large investments in education and R&D. And whereas the crisis is
restricting prospects in the developed world, opportunities are multiplying in
developing economies. All of these opportunities, together with the sheer scale of
countries such as China and India is leading them to adopt a model of innovation
which Po Chi Wu, Executive Director of the Global Innovation Research Center at
Peking University, director of DragonBridge Capital and FTF expert, calls “chaotic
pragmatism”. They are experimenting with a broad spectrum of possibilities,
boosting those that are successful and dismissing and ultimately ignoring those
that fail. The Tata Nano car, with a price tag of around 2,500 dollars®®, and the
Haier washing machines, designed to wash vegetables® are examples of the
results of these experiments.

But we should not forget the developed countries. One feature of success in
innovating countries is that when faced with adversity, they make use of their
strengths and act with courage in seeking out new opportunities. The West has a
long tradition of reinventing at times of difficulty, as the period following the
Second World War shows. The developing markets may be catching up on the
West, but overtaking the US in the innovation race is not the same thing as
overtaking a Ford in a Toyota.

4.1. Reversing the course of innovation: the role of developing countries

Developing countries are in vogue. Check the small print on any product you buy
and it's liable to mention China, India, Taiwan or Vietham. Phone a multinational's
call centre, and the voice at the other end is likely to have an Indian or an
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Argentinean accent. Developing countries are a source of cheap labour and western
firms have jumped on offshoring and outsourcing in these areas as a way of cutting
costs. But that's only one side of the coin. To view these countries as simple sources
of cheap labour would be to see just the tip of the iceberg and forget everything else
under the waterline. The American auto industry made the mistake of ignoring its
Japanese competitors for many years. General Motors' petition for Chapter 11
bankruptcy protection is ample proof of how wrong they were®.

Japan, devastated by the Second World War, embarked on a process of industrial
transformation which would lead the country to become the second wealthiest
country in the world. The foundations of this transformation did not consist of
small, cheap cars, though Toyotas were certainly smaller and cheaper than their
rivals from Ford and General Motors. The real pillar of Japan's growth lay with
innovation in business processes. The Japanese imported American production
systems but they didn't just copy them; they transformed them to adapt them to
their own needs and characteristics. With a geographically small land area and
limited natural resources, the Japanese had to look for a way of cutting
inventories. The answer was the ‘Just-in-Time' production system, which allowed
them to achieve this goal while maintaining service levels, thanks to a vision of
the organisation as a wider group that includes providers and customers®. Japan
turned adversity into competitive advantage and is now an example of efficiency
to the rest of the world. Toyota's production system is studied at the world's most
prestigious business schools®’.

The large developing countries appear to be going in the same direction. Over
recent decades they have been receivers of technology and knowledge. Large
western companies have transferred part of their manufacture and their support
systems to these countries to reduce costs. And in the process, the developing
countries have learnt much. They are a source of top-of-the-range imitations that
only experts can tell from the originals. However, although copying is still a major
factor, imitation is giving way to innovation. The skills acquired in the processes of
offshoring from the West are being complemented by government with major
investment in R&D and education. And like post-war Japan, the knowledge
acquired is being adapted and improved to tackle their principal problems.
Gradually, these adversities are being turned into a competitive edge over the
West. The innovation map is changing.

Japan, with over 100 million inhabitants and a smaller land area than California
—much of it covered in forest®®— defied its problems of space with Just-in-Time.
Developing countries face different challenges, but of a similar or greater size, and
these challenges are the source of many of their innovations. Po Chi Wu identifies
China's greatest areas of adversity and opportunity as being scale, accelerated rate
of change, proactive government, growth of the middle class and technology (see
Mlustration 19.). These areas are not specific to China; to a great extent they are
shared by all developing countries.

Large-scale innovation

When we speak about developing countries, we always think first of China and India.
With over a billion inhabitants each, the two countries have more than the
population of Europe and North America put together. When Po Chi Wu talks about
scale, this is exactly what he is referring to, the size of the population. Gaining access
to a market of billions of people is a challenge in itself, but if you add the low
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Mlustration 19: Adversities and opportunities of China.
Source: Presentation by Po Chi Wu at the Future Trends Forum.

purchasing power of much of that population, the problem faced by companies
becomes even bigger. The scale of the markets and the low wage levels require a
different approach to the western one. It is not only necessary to rethink the products,
services and distribution systems; these markets require new business models.

Seeing products like the iPad, we tend to think that innovation consists of new
products or services targeted at an elite that eventually filter down to the average
income earners. But many of the most important innovations consist of small
improvements in existing products and processes targeted at the middle or bottom
of the income pyramid. IKEA, with its low-costs modern-design furniture; Walmart,
with its excellent supply system and Dell, applying the Just-in-Time production
system to personal computers, all revolutionised the market with innovations
aimed at these sectors. From there, they have taken the opposite direction.
Although originally targeted at the lowest-income population, they have found a
place among higher income groups thanks to the quality of their products.
Developing countries certainly have a lot to say about this type of innovation.

The Chinese and Indian economies are taking giant steps forward. Their populations
are fast getting richer, but the average wage is still very low by western standards®.
Poverty is part of everyday life and corporations are adapting their products and
services accordingly. Adapting products to match the budgets of consumers in
developing markets is no new idea. Unilever, a multinational consumer goods
manufacturer, offers its products in small bags to make them more affordable for
these consumers®. These consumer's earnings are very low and very volatile. They
live from one day to the next and a Western-size bottle of shampoo or box of
detergent represents an important investment which they cannot afford. Offering the
product in small one-day packages is one way of gaining access to this population. It
means they can wash their hair or clothes on days when their income allows, but
don't have to go without bread or rice for several days to save up for a half-litre bottle.

But some companies are taking a different approach. Instead of playing around
with their traditional products to introduce them onto developing markets, they are
basing themselves on the needs of poorer consumers and working in the opposite
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direction. This does not mean innovating in the resulting product, since the needs
are already known. It means innovating in the manufacturing process, distribution
system and business models. This is what has been called “reverse innovation"?.
In this type of innovation, "‘new and improved" means “simpler and cheaper”;
keeping just the essential, getting rid of the rest, but without foregoing suitable
standards of quality. The resulting products must not only be cheap; they have to
be resistant, given the bad conditions of the infrastructures in these consumers'
environments, and user-friendly, so they will be well received amongst a
population with little technological knowledge.

There are plenty of examples of this new type of innovation. Godrej & Boyce, an
Indian manufacturer of domestic appliances, has developed the Chotukool. This is
a 69-dollar fridge targeted at the Indian rural population®. Many people lack
reliable electricity infrastructures, and so the refrigerator can run off a battery. It
also has a high-quality insulation system and a cooling system equivalent to that
of a PC (instead of a traditional compressor), reducing power consumption as
compared to a standard refrigerator. The Chotukool brings refrigeration to the
rural population, which with this new system can keep vegetable and water fresh
for a considerably longer time.

Reducing costs to a minimum is forcing companies to completely rethink, not only
their products, but also their business models. Joseph Silva, founder of Tanaji
Malusure City (TMC) and an FTF expert, explains the business model of TMC, a
project to build affordable homes for the poor. TMC set a target price of 20 dollars
per square metre and explored different construction methods in countries around
the world. With cheap production costs and a mixture of residential and
commercial sales, TMC can offer small homes at prices of between 4,000 and
10,000 dollars. In its first project, TMC found demand far outstripping supply. This
surplus demand was in danger of causing an increase in the price of the second-
hand homes. To prevent this from happening, TMC plans to increase the supply
with new projects. TMC's mission is to “build cities for poor people”, and price rises
are not an option. Nonetheless, TMC makes a profit. Low margins per home are
made up for by large turnover.

Bharti Airtel, an Indian mobile phone operator, is another leading example®. The
operator had to invest large amounts of money in infrastructures. As a result it
was charging its subscribers high rates. It soon realised that this traditional model,
characteristic of western countries, was out of place in India. Bharti Airtel
substituted the sector's management indicator par excellence, the ARPU (average
revenue per user). Although the ARPU was low, the company could achieve
important earnings by registering millions instead of thousands of users. Bharti
Airtel began operating as a wireless voice minute factory, and as a result had to
slash its prices. Because this is a capital-intensive industry, the operator avoids
resorting to financing by outsourcing the great majority of its functions and
infrastructures. But it also obliges its members to rethink the type of subcontract,
linking payment to indicators that align the supplier's goals with the operator's.

These Indians companies and their equivalents in other developing countries are
not just facing a problem of scale. According to Po Chi Wu, developing countries
are changing at an accelerated rate. Their economies are growing constantly; each
year millions more people improve their economic standing and can afford the
products on offer. With millions of potential new customers each year, companies
whose business is based on volume have to be very flexible. Adapting quickly to
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new conditions gives access to a greater number of customers. Greater volume also
makes it possible to adjust prices, and thus access even more customers.

How do companies achieve this flexibility? Amul, an Indian raw milk processor,
does not have large herds of cattle. Its milk comes from 2.2 million farmers in
around 10,000 towns®. Although many of these farmers only have one or two
cows, in aggregate they form the largest herd in the world. Amul situates
collection points in the towns and processes the milk centrally. With a very
sophisticated logistics system and payment to the farmers based on the quality of
the milk, Amul has avoided the problems of managing large herds. Through
decentralised supply and centralised processing, Amul has created a virtual scale
that can be extended to meet its needs. The same is true of Li & Fung, a global
trading group based in Hong Kong. The company uses the concept of flexible
networks®. Working with a network of 12,000 companies in 40 countries, Li &
Fung can adjust its supply chain to demand, and rarely has problems of
overcapacity in hard times or waiting lists in the boom years.

But, whereas Amul and Li & Fung have flexibilized supply, other companies did
the same for their distribution network. Unilever, for example, has developed a
huge network of Shakti Ammas in India, local women entrepreneurs who give
education and distribute their products®®. This network constitutes a variable cost
distribution system. It removes the need to invest capital in expanding distribution
channels. But, above all, the Shakti Ammas provide an understanding of the local
market. The billions of people at the bottom of the pyramid are not a homogenous
mass. They are sophisticated consumers with very different tastes, and they
therefore need more personalised treatment. The large American shopping
centres have yet to find a place in much of this market.

A proactive government

Developing countries offer many opportunities, but they are not without risk. In
addition to the difficulties associated with scale and low wage levels there is
another element — government. Bureaucracy, restrictions and interventionism are
not only a feature of the Chinese administration. The governments of developing
countries with democratic systems also bring great influence to bear on business.
The good news is that these governments appear to be embracing innovation.
They seem to understand that sustainable competition cannot be based on low
wages. As the economy grows, wages rise. A country that is competitive now in
terms of costs, will cease to be so in a few years' time. With the potential of the
African continent still untapped, Asian countries are readying themselves. They
are making major investments in R&D and new technologies, but above all in
education. Each year 75,000 new engineers and computer scientists graduate in
China and 60,000 in India®’. These measures have a clear goal, to prepare for the
battle of the future, the battle of innovation.

All these efforts targeted at promoting innovation might lead one to think that it
is the governments that are responsible for much of the innovation to be seen in
Asia. Nothing could be further from the truth. Innovation comes from business and
will continue to do so. As we have already mentioned, the function of government
is to pave the way. In China and India, these ways are not tarmac roads, but earth
tracks with stones and potholes, which these initiatives are intended to repair.
Business has long learned to cope with these potholes, many caused by the
governments themselves. In India, an authoritarian system known as the “Licence
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Raj" slowed creativity and innovation in most sectors of the economy for decades.
However, the software industry gets around this control and the bureaucracy
imposed by the government. The bureaucrats were unaware of the nature of the
industry and by the time they got round to trying to requlate it, Indian
entrepreneurs, especially in Bangalore, had created a world-class industry®.

Despite the introduction of democracy in most developing countries, there is still a
hang-over from the days of interventionist government. Legislative change takes
time and many laws from the past are still on the statute books®. At the same
time, however, they are not burdened by the technological legacies of the west.
They are adopting the most advanced technologies and in some industries, such
as mobile banking, they are overtaking developed countries. This is promoting
innovation among small companies. Too small to be influenced by the
government, these companies use more advanced technologies than their peers in
the west and suffer none of the limitations faced by large corporations. They have
arisen in a globalised environment and from the outset, they have looked for a
global approach. However, they suffer from limitations when it comes to sourcing
financing. Venture capital markets are underdeveloped and the limited resources
of small companies restrict their opportunities. What happens with the business
opportunities these companies cannot handle? They are taken up by those old
stalwarts of more developed markets, the conglomerates.

Whereas the west is tending towards specialisation, in the emerging world,
conglomerates of firms such as the Tata Group are flourishing. These countries are
a source of so many opportunities that companies do not stop to think whether the
investments they have to make are in line with their business. They identify an
opportunity and take advantage of it. The conglomerates use the money
generated by more established businesses to finance promising projects with
higher rates of risk. Because there is no developed venture capital sector, the
companies themselves do the job. But the conglomerates have other functions.
Because of their size, they can offer employees great prospects for professional
advancement, and therefore tend to attract top talent. They also make it possible
to build up a brand at national level, a difficult feat in such fragmented markets.
People who enjoy Tata group tea when they are young may be more inclined to
buy a Tata domestic appliance or work for the Tata consultancy services when
they grow up. Many of these conglomerates are controlled by the government.
They are vehicles through which the government can control economic activity.
They are in a competitively advantageous position, since they obtain money from
the government at subsidised interest rates and invest on the global market. Such
companies are commonplace in China, Latin America and the Middle East.

Many western investors consider diversified conglomerates to be an outmoded
type of management. Why should companies diversify when a private investor
can do it on their own account on the market? With an efficient market and a
well-developed venture capital sector, this is a strong argument. But developing
markets are not efficient and venture capital is not well developed. The west has
to take note: in developing markets, conglomerates are here to stay.

The new innovation centres

American car companies ignored their Japanese rivals for many years. They won't
make the same mistake again with the new developing countries. While the
American government fights the Chinese over the Renminbi exchange rate,
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American companies are turning to China and India without a second thought.
They don't want to miss out on the chance to get into these markets.

Together with economic growth, the populations of developing markets are
becoming wealthier and more urban. According to the McKinsey Global Institute,
41% of the Chinese population and 29% of the Indian population live in urban areas,
and it is estimated that this population will grow by over 600 million by 2025%.
McKinsey also expects middle class homes to grow fourfold in China and sevenfold
in India. This potential market is a source of opportunity in several industries, but
capturing them will not be easy. The growing urban middle class will require public
services, infrastructures and consumer products in large quantities. But these
consumers come from a host of ethnic groups and cultures; they have no loyalty to
global brands and their preferences will change even more quickly than western
consumers. However, they demand products of the same quality despite having only
15% of the purchasing power of their counterparts in developed countries®.

With demographic stagnation in the west, companies from developed countries will
have to turn to this new emerging population. Meeting their needs will not be easy,
and innovation will therefore be essential. However, this innovation will not only
have repercussions on this market, but also around the world. For example, General
Electric (GE), the American technology and services multinational, has designed an
electrocardiogram (a device that measures electrical activity in the heart) for the
Indian market. The device sells for a fifth of the cost of conventional European ECGs
and offers the same functions'®. This new apparatus has improved healthcare for
millions of Indians, but GE can also target it at developed markets. With the cost of
the American healthcare system rising, innovations in this area could be very well
received. Examples of this sort show that the creative energy of the world is shifting.
Developing countries are becoming innovators in their own right, rather than just
talented imitators. They will be the origin of a growing number of the world's
innovations and large companies know it. Fortune 500 companies now have 98 R&D
centres in China and 63 in India, and much of the intellectual capital of the large
consultancy firms comes from developing countries'®.

Technological innovation will be essential. Resolving the problems of scale of
developing countries requires technology. Mobile phones have already changed
the life of millions of citizens in these areas. Mobile terminals have given them
access to telecommunications for the first time, instead of becoming mere
extensions of existing fixed phone lines. Mobiles are not being used merely for
communication, but as methods of transaction and payment!®. As emerging
economies grow, new technologies will be needed for sustainable development.
Developing markets will define the future of electronics, computer science and
clean energy. Suntech Power, the largest manufacturer of silicon photovoltaic
panels, has its head offices in China. Huawei, the third largest manufacturer of
telecommunications equipment, is the world leader in filing patents and is a
supplier of nearly all the large telecommunications operators. Indians
predominate among new technology workers and China is on the way to
overtaking the US as the country with the largest R&D workforce!®. Even Silicon
Valley has a closer relationship with Bangalore and Taiwan than with Los Angeles.

Entrepreneurship is thriving in developing countries®. In 2009, 71% of Chinese
preferred to work for themselves — as opposed to 45% of Europeans and 55% of
Americans. When it comes to setting up a business, 39% of Chinese were taking
the necessary steps or had experience in setting one up, as compared to 36% in
the US and 21% in the Euro-zone!?’ (see Illustration 20.). But developing countries
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are not only more enterprising; they are also more optimistic. 94% of Indians, 87%
of Brazilians and 85% of Chinese said they were satisfied with their lives in
2009'%, This blend of entrepreneurial spirit and optimism is a good nutrient for
the innovation crop. The times are changing.

4.2. Innovate or die: innovation in developed countries

Developed countries had a head start in the innovation race. For years, America,
Europe and Japan have been well out in front of the pack. But the lack of
competitors at the back of the field caused some European and Japanese runners
to relax. The Americans kept going strong, but their pace also slackened with no
direct challenger to their title.

This situation now has changed. Developing countries have invested in
infrastructures, education and R&D... they have trained. Their runners are more
qualified and have set a faster pace than those out front. By 2005, Asia had
already overtaken Europe in the innovation race'. The US and Japan are still the
leaders, but China and India are close behind and catching up. The gap has been
further narrowed as a result of the setbacks suffered by developed countries in the
financial crisis. Developing countries have known how to avoid the pitfalls and
have gained ground. The front runners can now feel them hot on their heels. In
order to maintain their leadership, developed countries are going to have to put
on an extra spurt. An increase in the pace of the race is good news for society and
the world economy.

The west continues to innovate

Asia, and particularly China and India, always grab the headlines in any discussion
on innovation. And though it is true that the coordinates of innovation are
changing, America is still the hub. For the first time since it began, in 2005
BusinessWeek's 2010 annual list of 50 most innovative companies, the majority of
companies in the top 25 were not American. However, America continues to account
for twelve of the twenty-five most innovating companies and twenty-two of the top
fifty (see Illustration 21). An entrepreneurial and innovating culture is very deep-
rooted in American history. The country was founded by enterprising men and
women prepared to sacrifice old certainties for new opportunities, and
schoolchildren grow up listening to stories of great innovators like Thomas Edison
and Benjamin Franklin. Added to the unusual ease of hiring and firing staff in
business, it is hardly surprising that Americans consider that they are in charge of
their own individual destinies. They are unfazed by the inherent risk of
entrepreneurship. In the US the rewards are great and the punishments small.
Unlike countries like Japan, where bankrupting company is a reason for social
shame, in the US and particularly in Silicon Valley, it can even be an honorary title.

But the entrepreneurial success of America lies not only in its entrepreneurs, but
also its consumers. Amar Bhidé, professor at the Fletcher school of Law and
Diplomacy at Tufts University, defines them as "entrepreneurial consumers”. They
are not afraid to try out new products and services, even if it means reaching into
their pockets and acquiring new skills’°. But this is a feature that is not limited to
the end consumer. American companies are much more receptive than their
European counterparts to listening to ideas from young entrepreneurs and
start-ups. This characteristic gives wings and the potential to fly to entrepreneurs
who arrive with innovative products and services.
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1 Apple u.s. 26 Honda Motor Japan

2 Google u.s. 27 Fast Retailing Japan

3 Microsoft u.s. 28 Haier Electronics China

4 IBM u.s. 29 McDonald's u.s.

5 Toyota Motor Japan 30 Lenovo China

6 Amazon.com u.s. 31 Cisco Systems u.s.

7 LG Electronics South Korea 32 Walt Disney u.s.

8 BYD China 33 Reliance Industries India

9 General Electric u.s. 34 Siemens Germany
10 Sony Japan 35 Dell u.s.
11 Samsung Electronics South Korea 36 Nestlé Switzerland
12 Intel u.s. 37 British Sky Broadcasting Britain
13 Ford Motor u.s. 38 Vodafone Britain
14 Research In Motion Canada 39 JP Morgan Chase u.s.
15 Volkswagen Germany 40 Oracle u.s.
16 Hewlett-Packard u.s. 41 Petrobras Brazil
17 Tata Group India 42 Banco Santander Spain
18 BMW Germany 43 Fiat Italy
19 Coca-Cola u.s. 44 China Mobile China
20 Nintendo Japan 45 Goldman Sachs u.s.
21 Wal-Mart Stores u.s. 46 Nike u.s.
22 Hyundai Motor South Korea 47 HTC Taiwan
23 Nokia Finland 48 Facebook u.s.
24 Virgin Group Britain 49 HSBC Britain
25 Procter & Gamble u.s. 50 Verizon Communications u.s.

Mlustration 21: Ranking of 50 most innovating companies in 2010.
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Since its foundation, America has been a country of immigrants. Entrepreneurs
from all over Europe descended on the continent in search of opportunities.
Perhaps this is the source of another of the characteristics that have defined
American innovation: a policy of open immigration. To a great extent, the
country's success has been based on its capacity to attract the best talent. The
brightest minds of China, India, Russia, Brazil and elsewhere have all gone to the
US. Fifty-two percent of Silicon Valley start-ups were founded partly or totally by
immigrants*.

Immigration has also left its mark on the formation of other innovation centres in
the developed world. 400,000 highly skilled Jewish refugees emigrated to Israel
from the Soviet Union. Now Israel has the largest percentage of PhDs per capita in
the world, as well as the highest ratio of engineers and scientists and some of the
best research universities in the world*2. But Israel's geographical location has
also impacted its innovating culture. Because it is an island in an ocean of Arab
hostility, the army has always been kept at the forefront of technological
innovation, with troops being trained in the latest technology. And it is also a
training ground for young Israelis, who are schooled in improvisation and
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teamwork. Out of these experiences in the army comradeships are forged that can
lead to the creation of new businesses. In a culture that is accustomed to the
hostility of neighbours, the risks of launching a new company are perfectly
acceptable.

A sustainable economy requires trained people. Ireland became the beachhead for
an influx of American hi-tech companies onto the European market. The country
was known for its cheap labour, low taxes and for having English as the official
language. These characteristics made the country the perfect European hub for
American tech firms. However, the strategy was not sustainable in the long term;
as the population got richer, it lost its cost-based competitiveness and companies
left just as quickly as they came. The decision by Dell, the American computer
manufacturer, to transfer its Irish production plant to Poland is a clear example!?3,

The government of Singapore is keenly aware that an innovating economy needs
to attract and retain talent. It therefore tries not only to make life easier for
companies and entrepreneurs (it comes first in the World Bank's ranking of ease
of doing business**), but also to try to make Singapore an attractive place to live.
And so it offers very attractive wages to skilled scientists and immigrants, and as
Tan Chin Nam, Chairman of Singapore's Media Development Authority and FTF
trustee and expert, explains, the country is striving to be a benchmark in culture
and entertainment. But the Government is also trying to promote innovation
amongst a population traditionally unwilling to take risks. To this end it has
invested heavily in environmental and water purification technologies, bio-
engineering and digital and interactive media. It is promoting education for
entrepreneurship at university, has created large incubators and has set up a
state-owned venture capital firm which has in turn attracted a great deal of
private venture capital. At present, more than 5% of companies with head offices
in Singapore are backed by venture capital*®.

Throughout Europe there are also plenty of examples of large innovation centres.
London is one of the axes of financial innovation. The city has been deeply
affected by the financial crisis, but the dynamism that flows down its streets will
help it recover. Germany is a benchmark for automobile innovation. Two of its
companies, BMW and Volkswagen are listed among BusinessWeek's twenty most
innovating companies and Mercedes and Audi, two references for top-of-the-
market vehicles also have their head offices in Germany. Italy is the great design
centre. Large Italian fashion brands such as Gucci and Giorgio Armani are known
around the world, though Italian design is not limited to fashion: the motorbike
manufacturer Ducati is known by its excellent designs and Ferrari makes the
world's most prestigious sports cars.

Obstacles along the way

As we can see, developed countries continue to be a source of innovation, but all
that glitters is not gold. The financial crisis has poured cold water on western
companies. Accustomed to high growth rates, they have focused on the short-term,
neglecting their long-term competitive position. The recession that has accompanied
the financial crisis has forced companies to cut back their structures and become
more efficient. Before the crisis, wastage was hidden by high growth rates and
burgeoning profits. The collapse of the markets has sent many companies under
and those that have survived have cut back costs to an important degree. Now they
have to innovate and many do not have the assets needed to do so.
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Something similar has happened in the public administration. As the economy
grew, government excesses went unnoticed. Now that recession has hit, investors
have begun to give a heads-up to several governments including those of Greece,
Spain and Portugal!®. These governments are also being forced to improve
efficiency. In addition, when it came to reviving their economies, developed
countries had an unpleasant surprise; they discovered that their policies did not
encourage innovation. The governments of developing and emerging countries
have always been accused of being overly interventionist but when it comes to
innovation, western governments can do just as much harm.

The American entrepreneurship ecosystem suffers from a complex legal system,
with legions of lawyers prepared to file collective suits against companies for the
most diverse causes. Companies also have to spend important resources on
tackling an overly complex tax system. Immigration legislation is another barrier
— surprising in a country characterised by immigration like the USA. Immigration
policies were made more restrictive after the 9-11 attacks in 2001 and more than a
million of people are still awaiting permanent residence permits'?’. The American
healthcare system is also a limiting factor. Costs have soared, placing a burden on
the entire economy. Those most affected are small companies that do not have the
necessary weight to negotiate with the insurance companies.

Japan suffers other problems. The brightest minds want to work for large
companies or the government. Venture capital is scarce and bankruptcy is severely
punished. Europe, too, has its share of barriers. A welfare system with generous
unemployment benefits, higher corporate tax rates and more negative attitudes to
bankruptcy give Europeans fewer incentives to take on the risks of launching a
new business. In addition, the European market continues to be much more
fragmented than the American one. Employers have to struggle with a host of
different legal codes and in many countries the taxation system and labour laws
actually penalise companies that grow beyond a certain size. Large European
universities continue to depend on state subsidies and are not prepared to enter
close relations with the private sector™®.

The financial crisis and the subsequent emphasis by governments on innovation
have highlighted many of the barriers facing entrepreneurs. As a result,
governments of developed countries appear to be reacting and a chink of light is
now beginning to be seen. Examples of this reaction include the new British
government, which is prepared to reform the social welfare system and the
importance of the state'?, the US President, who has pushed through a law
reforming the American healthcare system'?, and a number of European countries
which have launched national innovation initiatives.

The coordinates of innovation are changing and developing countries will play an
increasingly large role. However, in the innovation race, the west is beginning to
wake up again. Names such as Silicon Valley, Cambridge-Massachusetts, New York
and London will continue to lead the field. Other runners, such as Shanghai,
Bangalore and Sao Paulo will force the leaders to speed up, but this is good for the
world economy. With a bit of luck, a few world records will be broken at the next
Innovation Olympics.
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4.3. In search of the perfect recipe

There is clear consensus among the FTF experts: there's no such thing as a magic
recipe for innovation. Does it make any sense to apply Israel's innovation policies
in a country like Spain? Clearly not. The two countries start from quite different
points, and a policy that has worked in one is very likely to fail in the other. It is
even probable that it would not work for the same country at another time. As we
have already seen, cases of success do not serve as models, but are a source of
inspiration. Keeping the army at the forefront of technology and maintaining two
years compulsory military service are factors that have made Israel into an
innovation cluster, but they might not be feasible in a country such as Spain.
However, the Israeli army's training in improvisation and teamwork can be
applied in the Spanish education system.

Encouraging innovation requires a global approach. There are many factors that
will determine a region's innovating future. Understanding policies that have
worked elsewhere may help write the recipe for a region. Even examples that have
not been as successful can help identify well-meaning but mistaken initiatives.
Recipes for innovation are like the recipes at El Bulli, Spain's most famous
restaurant and until recently rated as the best in the world. For El Bulli, a recipe
that has already been invented cannot be included on the menu. Everything has
to be new. The same is true of innovation strategies. Copying someone else's
policies is not an option; a region's innovation policies must be new.

Society is facing strong pressures for change. Some of the most important include!?*:

B Globalisation: developments in transport and communications have turned the
world into a network in which companies seek the most favourable conditions
for their operations. The products can be created in one part of the world and
distributed in another. Distance is no longer a limiting factor when selecting
markets.

B Sustainable development: climate change is a hot topic. The current rate at
which we are consuming resources is not sustainable. Future innovations will
have to seek efficiency in consumption and use of resources.

B New technologies: the unstoppable advance of technology is producing new
products and services. Competive advantages are ever more fleeting and
companies need to work to stay ahead. Not being up to speed with the latest
technological development can leave a company out in the cold.

B Demographic changes: the population of developed countries is ageing,
whereas in developing countries it continues to be young and growing. Each
region will have to deal with its population structure and immigration will be
an increasingly important factor.

An innovating policy must recognise and consider these pressures. It is a
necessary (though not sufficient) condition for success.
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The entrepreneurial ecosystem

Why do innovation programmes fail? Innovation in a region is a long-term
investment. The effects of reforms such as educational reforms are not seen until
many years later. Politics, however, lacks the necessary long-sightedness, tending
to focus on four or five-year periods. Governments want initiatives that will bring
returns during their term of office, an approach that does not sit well with
innovation needs. The targets set by governments in this area tend to shoot in all
directions, with no overall approach, and are often ambiguous. Many adopt the
wrong approach when establishing strategies. They pursue an unachievable ideal
and look for best practice in regions very different to their own. Most suffer from
Siliconitis*??. They try to repeat the success of Silicon Valley. There have been
many attempts to reproduce the model: Silicon Hills (Texas), Silicon Prairie
(Kansas), Silicon Forest (Oregon), Silicon Glen (Scotland), Silicon Dominion
(Virginia) and Silicon Fen (Cambridge, UK) are just a few examples!?. The results
vary, with Israel standing out as the most successful case, but most have been
embarrassing failures.

Tackling innovation by firing random broadsides is a guaranteed failure.
Innovation in a region requires a global approach. Education, immigration, fiscal
policy, the labour environment... all areas of the administration are involved. If a
strategy is to have any chance of success, it needs to be consistent, and that
means that the targets of all areas must to be aligned with regard to innovation.
Some overall figure is required, an innovation leader who will run policies in this
field in all areas. This position must be stable, not changing from one government
to the next, and agreement between the dominant political forces is therefore
essential. Leadership and political will are one of the hypotheses with which the
experts work. It is a hypothesis that is difficult to assume, but the experts cannot
help if there is no political will.

According to Daniel Isenberg, management professor at Babson College, founder
of the Babson Entrepreneurship Ecosystem project and FTF expert, an
entrepreneurial ecosystem comprises thirteen factors: leadership, government,
culture, success stories, human capital, financial capital, entrepreneurial
organisations, education, infrastructure, clusters, networks of people, support
services and customers (see Illustration 22 for greater detail). All these factors
affect entrepreneurship and thus innovation. An entrepreneurial ecosystem is a
complex system and it is impossible to tell the impact of each factor on the
innovation of a region. Chance is also a factor. When the Indian Technology
Institute was set up, it was designed more to train technocrats than entrepreneurs.
It was a matter of luck, rather than good planning, that the university created the
profiles needed by a budding software industry?.

All the factors Daniel Isenberg identifies are important for entrepreneurship and
innovation in a region. The strateqy must encompass them all. But if one of the
factors stands out above all others, it is culture. There is no use preparing the road
for innovation if your citizens all want to be civil servants. It is always difficult to
change the culture of a country, but this should not prevent action being taken.
Countries such as Chile and Ireland have turned their culture round in less than a
generation and Margaret Thatcher's government woke Britain out of its lethargy
in the 1980s.
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Hlustration 22: The entrepreneurial ecosystem.
Sources: Presentation by Daniel Isenberg at the Future Trends Forum.

B Entrepreneurship
promotion in non-profits
B Business plan contests

M Tolerance of risk

W Innovation, creativity, experimentation
M Social status

B Ambition, drive, hunger

W Visible successes
B Wealth generation for founders
B International reputation

W Skilled and unskilled
B Serial entrepreneurs
W Later generation family

B Micro-loans M Venture capital
B Angel Investors, funds
friends and family M Private equity
B Zero-stage venture M Public capital
capital markets
M Debt

M Conferences
B Entrepreneur-friendly
associations

Any successful strategy must ensure that all actors are singing from the same
hymn sheet. In this challenge, the process of implementing the strateqy is just as
important as the content. The innovation programme must keep its participants
involved and motivated — and to do this, it needs results. By results, we do not
mean the ultimate goal of the programme, but small advances throughout the
process. The plan for the innovation programme must set progressive targets,
small milestones. Daniel Isenberg recommends setting targets at least once a year.
What can these interim targets offer? Firstly, they mark a control point in the
development of the programme. As with any project, they make it possible to
identify deviations and take the necessary action. And secondly, they allow all
those involved to see how their work is progressing and, provided the results are
positive, they reinforce their commitment. An innovation programme is not a
PowerPoint presentation. It is a continuous process. At the pace at which society is
changing, any long-term planning is a difficult task. This is why an innovation
programme must be reviewed and updated to see these changes.
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Unfortunately, following all these recommendations still won't guarantee success.
These policies cannot provide a more innovating region. Chance will also play its
part. In any case, these policies will be positive for a region and, without them,
innovation will not be able to take place. Daniel Isenberg cannot be sure that these
recommendations will work, but there is a strong chance that they will.
Nonetheless, one thing is clear: "doing nothing is absolutely unacceptable”.

an ewsgﬂem on
wnovaetjon

when € inndvatioy
ret ROV ?

)i O Ve

Source: Illustrations resuming Future Trends Forum's presentations.
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Innovation in Spain

Innovation is not the first thing that springs to mind when one thinks of the
Spanish economy. Spain is not commonly associated with innovation, but this
image has to change. Innovation is already playing an increasingly important role
in the country. For two consecutive years, Banco Santander has come in 42nd place
of BusinessWeek's list of the world's most innovating companies; Zara is a role
model for fashion chains around the globe and Iberdrola is a reference point for
enerqgy utilities in the field of renewable energy. However, it is not the exclusive
territory of the large corporations; small firms also innovate. The Cocktail, a Spanish
company specialising in comprehensive management of companies’ on-line
presence, is an outstanding example of innovation, despite having a staff of just 70.
It works in the area of on-line innovation for leading companies on Spain's Ibex35
stock index and in 2010 it won a Webby'?® prize in the travel category, thanks to a
project developed at the initiative of its own employees??. The Cocktail promotes
and invests resources in the most interesting ideas from its staff. A glance at its web
site gives some idea of the firm's innovating potential'?’. And it is not an isolated
example; other SMEs are innovating in Spain, although admittedly fewer than in
some of the world's top innovating regions. The Spanish market is not free from
obstacles and innovating SMEs like The Cocktail have had to face up to these
adversities to become what they are today. Imagine just how many innovating
Spanish firms fall by the wayside. Small examples like The Cocktail show that there
is a potential in Spain that we must learn to tap into.

Unfortunately, the Spanish economy is going through a deep crisis that may slow
down its innovating potential. According to European Monetary Fund estimates,
the crisis will leave its mark on Spain. Not only will it fail to rise up the world
economic ranking, but over the next five years it will slip three places from being
the world's ninth largest economic power in terms of GDP in 2008 to the twelfth in
2014%, There is a clear danger the country could become stuck half-way between
the highly innovating economies and the low cost manufacturers. Improving the
competitiveness of the Spanish economy has become an imperative for returning
to growth. The effort invested in factors that affect productivity (human capital,
physical capital, innovation, ICT, technology, etc.) has grown over the last decade.
However, Spain is still in a relatively unfavourable position compared to more
advanced countries, especially when it comes to technological RDI processes'?.

Pedro Luis Uriarte, chairman of Innobasque, asks this question: “How can the
world's seventh largest economic power, with no natural resources or energy
resources of its own and with a poor demographic outlook, high wage costs and
low productivity, compete in the future?”. The answer is to tackle the factors that
affect productivity and competitiveness. It is necessary to generate many ideas
and know how to turn them into added value. In short, this is innovating. This is a
medium-term commitment which, in combination with the specific measures
taken to get the country out of the crisis, will allow Spain to find its place in the
new wave of medium-term growth!*°. However, the prospects are not good. In its
report for 2010, COTEC, a foundation intended to contribute to development by
encouraging technological innovation in Spanish business and society, echoes the
experts' deep concern'®!. Respondents to the survey predicted a deterioration in
the development of the Spanish innovation system.

The growing interest in innovation in Spain is reflected in a plethora of surveys on
the subject. Of these, one of the most rigorous is COTEC's annual technology and
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innovation report, cited above. Accenture, in collaboration with the Autonomous
University of Madrid and the Spanish Association of Information and
Communications Technology (AETIC), has also undertaken a very useful and
revealing study of the Spanish situation, entitled The Role of Innovation in the
New Spanish Economic Model **. These two studies identify the main problems
Spain faces in innovation and offers a series of recommendations. The conclusions
below are taken from information in these studies.

The current situation

In previous sections, we have seen that spending on R&D is not an exact indicator
of innovation. It is a controversial indicator and its effect on innovation is highly
influenced by many other variables. In practice, however, there is a positive
correlation between R&D spending and the volume of innovation in a country.
This measure therefore continues to be considered relevant in all studies on
innovation. Spain has seen improvement in the main R&D indicators (see
Mustration 23); it has cut the distance from EU and OECD averages, but the gap is
still considerable. Spending on R&D per capita and as a portion of GDP is
considerably lower.

—e— Total R&D spending in Spain Total R&D spending in The Big Five
GDP in Spain —e— GDP in The Big Five

240
220
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180
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2001
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2003
2004
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Ilustration 23: Development compared to total R&D spending in Spain and The Big Five
(Germany, France, Italy, UK and Poland), 2000-2007 (index 100 = 2000)
Source: COTEC Report 2010.

Distribution of R&D spending in Spain diverges from the pattern in developed
economies, with less spending by private enterprise (see Illustration 24). In
developed economies, the business sector accounts for nearly two thirds of all R&D
expenditure, whereas in Spain it accounted for just 55.1% in 2008. From 2007 to
2008, the burden of private sector spending fell compared to the previous year, as
spending by public authorities and in higher education increased. Although R&D
spending by the private sector grew in the period 2000-2008, there is still a long
way to go.
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Ilustration 24. Distribution of R&D spending by sector (2007).
Source: COTEC Report 2010.

As for scientific publications, Spain's share of total world production rose from
2.26% in 2000 to 2.75% in 2008. But, like R&D spending, the business sector
makes a very small contribution to this figure (2.26% of the total in 2003-2008).

Education, another relevant indicator in the field of innovation, also shows worse
results than the EU and OECD averages, despite the fact that per-student spending
on education (public and private) is comparable. (In Spain there is a polarisation
which is unusual amongst OECD Countries: the rate of students completing
secondary education is lower than the European Union average, whereas the
percentage of students going on to university is similar. The drop-out rate, i.e. the
percentage of students who leave the education system before completing
secondary education grew by 2.8% between 2000 and 2008. However, the number
of university students has continued to grow in the same period of time, even
though they are coming to university with a worse education. These circumstances
reduce the pool of secondary school graduates. The knowledge and skills of this
group are highly important for companies' productivity, rapid incorporation of
innovation and in providing backing for R&D work.

The low level of educational is reflected in the education of company
management. In 2009, 36% of management staff had a low educational level, as
compared with an EU average of 17%. This may be one of the principal reasons
why so many policies intended to favour innovation fail. Spain has the highest
rate of fiscal support for RDI of any country in the OECD. Large companies are
making the most of this support. SMEs, however, are not making use of the
incentives. The reasons for this are unclear, but it seems likely that a lack of
information, an overestimation of costs and an underestimation of profits,
together with a lack of education among management are the primary causes.

R&D financing is another factor in which Spain is not on a par with other
developed countries. The burden of public financing is higher than the OECD

average and it has increased in recent years. More than three quarters of business
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R&D in 2008 was financed with contributions from the companies themselves,
although much of this amount came from government loans within the framework
of R&D support schemes. Within the area of private equity, the Spanish venture
capital sector has grown progressively over the last ten years, except in 2009 (see
Hlustration 25), although it continues to be small compared to the most innovative
economies. In 2007 new regulations were published classing venture capital and
private equity as “suitable assets" for investment by pension funds and insurance
companies. However, the contribution made by these institutions to the funds has
remained low and stable, not exceeding 1.5% between the two sources.
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Hlustration 25: New resources and total capital managed.
Source: ASCRI, 2010.

The "Alternative Stock Market" (Mercado Alternativo Bursatil - MAB), which
targets undercapitalised companies, is another alternative source of funding for
SMEs. The MAB was founded in 2005 to facilitate the creation and growth of
companies with a strong technological risk. It is characterised by the greater
flexibility of the entry requirements and financial information, as well as lower
costs than traditional stock markets. This market has served as a vehicle for
companies such as Zinkia, the animation producer famous for its children's cartoon
character Pocoyo, in funding its expansion plans®.

The Spanish market suffers from other shortfalls, such as a lack of investment in
infrastructures. Despite the fact that investment in equipment came close to EU
averages, 30% of the investment went to housing, instead of more suitable
industries for encouraging innovation. This and other shortfalls, together with the
impact of the crisis, have worsened the outlook for innovation. This situation is
confirmed by the COTEC index, which measures trends in the Spanish innovation
system.
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What does the future hold?

For some time there has been talk of the need for a new economic model for
Spain. The government sees innovation as one of its principal axes of growth and
has prepared an ambitious agenda entitled the State Innovation Strategy (E?I).
Arturo Azcorra, CEO of the Centre for Technological Industrial Development and
FTF expert, says that the aim of this the plan is to bring about a structural
transformation in the Spanish economic and social base. As Illustration 26 shows,
this strategy is based on five pillars: financing of innovating ideas; market
orientation (focusing innovation on the market and strengthening the contracting
of innovative products and services in procurement and purchases within the
public administration); business internationalisation; encouragement of
cooperation and territorial cohesion; and training, attraction and retention of
human capital. The plan identifies various actions for each of these pillars,
combining direct action with a change in policy.

4461-]‘,@13

Finance

Ilustration 26: Pillars of the State Innovation Strategy.
Source: presentation by Arturo Azcorra at the Future Trends Forum.

This government-designed plan will have to solve the issues raised by the experts,
who consider that it is necessary to make better use of the investments and
innovations already made by companies in the ICT industry. A new model is
needed building on the existing knowledge, without neglecting efforts that may
generate new knowledge. Great stress is placed on encouraging innovation in
hi-tech companies, but studies show that there is also a great potential for
innovation in traditional industries. Tourism, the textile industry, transport and
logistics, energy, food, the financial services sector and arable farming all offer
good prospects for developing innovations. Spain has demonstrated its
competence and is well-known in these industries, but the companies are not as
competitive as they could be. Many of these industries could feed off the
knowledge generated in the areas of the latest technology.
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The experts also consider that the innovation strateqgy should focus on small
business. Large companies know what needs to be done and are investing in
innovation. Most small companies are not. For this reason, they consider that it is
necessary to apply a "water-torture” approach, i.e. continuously reminding this
group of the need to create new things and to innovate. The tax incentives are the
most favourable in the OECD, so it is not a question of improving the incentives,
but of maintaining and publicising them more. In this aspect, institutional barriers
are an obstacle and the government is far from having speedy technology-driven
processes. Electronic government, already implemented by the Revenue Agency,
needs to be rolled out further. This process will act as an example, forcing
companies to use new technologies in their dealings with the authorities.

The same is true of knowledge. It is just as important to distribute knowledge as to
create it. This requires a reform of the financial system, enabling these companies
to grow and disseminate their new products and services. Financing for innovative
companies in Spain is very complex and controversial. It does not reflect the value
of the intangible assets and is awarded on the basis of tangible equity, thus to a
large extent penalising innovative companies. However, greater distribution
requires, above all, a major reform of the education and training systems. Relations
between university and business need to be better structured. It is necessary to
transform the structures that currently exist by professionalising some of the
management positions, offering suitable recognition in researchers’' résumés and
opening the university up more to business. It is necessary to move from a system of
relations based on knowledge transfer to the coproduction of knowledge.
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The education system must also encourage a culture of effort and promote social
and professional recognition of teachers, particularly secondary teachers, to
stimulate quality and competition. The level of excellence in university education
—to which the most qualified have access— must also be raised. Any change in the
production model means that the industries in the Spanish economy, above all the
more traditional ones, will need to change their current support, based on labour
that is no longer cheap, and replace it with advanced knowledge and technology.
The Spanish production model needs to be based on activities that are less
intensive with unskilled labour and much more intensive in terms of skilled
human capital. And the origin of that capital lies in the education system.

Another of the principal recommendations is to remove barriers to company
creation and growth; the experts feel sure that this move would be a more
powerful instrument for encouraging entrepreneurship than the creation of
subsidies. A country that wants to compete with the world's leading economies
cannot come 62nd in the World Bank's Doing Business list of ease of doing
business. There are other more specific conditions that need to be met, such an
increase in spending on R&D among companies and investment in infrastructures,
but it is education reform and the removal of barriers recommended by the World
Bank that will really determine Spain's future as an innovator. The government's
strategy for encouraging innovation must take these factors into account if it is to
address the root causes of the problems faced by the Spanish economy.
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6] Conclusion

Innovation is the first item on the agenda for today's leaders. However, there is
a danger that so much hype might weaken the message, and this publication
seeks precisely to avoid that mistake. Is innovation the solution to all our
problems? Not to all of them, but to many of them and especially the most
important ones. We don't know exactly what innovation is, but the experts have
shown us that you don't need to know to promote it. Like physics, you just have to
know the fundamentals.

One of the conclusions of the study is that there is no perfect recipe. Each region
has its own special features and what works in one won't necessarily work in
another. However, that is no justification for doing nothing. Knowing the right
levers to promote innovation and entrepreneurship, it is possible to design a
recipe to suit local conditions in a region. Taking the right steps does not
guarantee success, but, even if the region does not become the next great
innovation cluster, the actions chosen will have an impact on the region's
entrepreneurial and innovating spirit. Above all, they will be reflected in its
economic situation.

There are many factors that determine a region's capacity for innovation and
entrepreneurship. These can be grouped into the large pieces making up the
jigsaw puzzle of innovation and entrepreneurship: government, business,
education, people, networking and social responsibility. Governments are
responsible for defining the policies and laws that will pave the way for business
in the innovation process. Companies are the scenario of innovation. The
education system is the place where the foundations of innovation are laid. People
are the centre of innovation. It is from them that the ideas, motivations and
ambitions that lead to innovation spring. Networks are the common links between
different people's perspectives, and they drive innovation. And social
responsibility allows for a type of innovation that the market tends to neglect:
social innovation. These six large pieces allow us to prepare a general framework
that will bring some consistency to an innovation agenda. Governments must
design each piece thinking about the region as a whole, but they must always
keep one essential element in mind: the sustainable innovation of a region does
not depend on its policies and institutions — it depends on its companies and
people. This is why it is necessary to encourage an innovating culture.

The coordinates of innovation and entrepreneurship are shifting. The financial
crisis has especially affected developed economies. Accustomed to the high growth
rates of recent years, the leading economies of the West have neglected their
competitive position. In the meantime, developing countries, headed by China and
India, have invested in innovation. Low wage costs have led to a process of
delocalisation in which the developing countries have replicated western models.
But it hasn't all been imitation. Developing countries have strengthened their
intellectual capital and have learnt a lot in the process. They are now important
sources of innovation and are taking giant steps forward in the race for innovation
and entrepreneurship. However, the West is still the reference point. Innovation is
still present, especially in the US which is still the most innovating country in the
world, and through whose veins runs an entrepreneurial culture—sometimes
despite its government. Without wishing to understate the important economic
consequences, the financial crisis has served as a wake-up call for developed
economies and they are beginning to react.
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A Conclusion

Finally, the principal studies of the Spanish innovation system by COTEC and
Accenture (in collaboration with AETIC and the UAM) show that the Spanish
economy is not well positioned to address the new society of the future. Spain has
the potential for innovation, but the ecosystem does not encourage an
entrepreneurial culture. The government knows the importance of innovation for
the country's future competitiveness, but the problems lie at the roots. The country
needs to strengthen its education system and make things easier for business.
Many other policies may help encourage innovation, but if these two are not
tackled head-on, the potential for improvement may be greatly reduced.

In short, the FTF experts see an innovating culture as the only source of
sustainable competitive advantage. In an ever more connected and globalised
world, knowledge spreads at dizzying speed and novelties soon become relics.
Competing merely in terms of cost is not a sustainable strategy, it is necessary to
compete in intellectual capital. Encouraging innovation is a long-term project; it
requires a comprehensive approach and a shared commitment and goal. Regions
that apply it best will be those that are best prepared for the economy of
tomorrow.
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Source: Illustrations resuming Future Trends Forum's presentations.
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Glossary

Glossary
A

ARPU

Average Revenue Per User obtained by a services company
in a given period of time. ARPU is calculated by dividing
the company's total income by the total number of active
customers. It can be applied to any services company, but
is used particularly in the telecommunications industry,
and especially in mobile telephony, since it helps assess
the company's performance, taking into account not only
its total number of users, but also the "quality" of these
customers —i.e. whether they contribute earnings to the
company and to what extent.

B

Bottom of the pyramid, The

The bottom of the economic pyramid is made up of new
consumers who are living on less than two dollars a day.
C.K. Prahalad, professor at the Ross School of Business at
the University of Michigan and recognised as one of the
world's top management experts, argued that if we stop
thinking of the poor as victims or a burden and began to
recognise them as persistent and creative business-
creators and conscious consumers of value, it would open
up a new world.

Brain Exchange

A "talent exchange" involving a non-physical migration of
skills would make it easier to retain talent in countries. This
phenomenon, which is set to increase over coming years, is
common among companies seeking to increase the
productivity of their operations through intelligent location.

Business Angel

Person with investment capacity who provides backing for
the early stages of business projects with high growth
potential, injecting capital, know-how and experience.

Business-as-usual

The normal running or operations of a company or
organisation, especially in the face of extraordinary
circumstances or a project or programme that introduces
changes in the organisation.

Business incubator

Project or company whose aim is to create and/or develop
small companies and support them in the early stages of
development.

© 2010 Fundacién de la Innovacion Bankinter. All rights reserved.

C

Call centre

This is a functional unit in the company (or a company in
itself) designed to handle large volumes of incoming and
outgoing telephone calls from and to customers, to back
up the organisation's everyday operations.

Cluster

A grouping of independent companies —innovating
start-ups, SMEs and large corporations and research and
educational bodies— that operate in an industry and
region and stimulate the innovating activity. These
groupings promote collaboration, share services and
resources, exchange knowledge and experiences,
contribute effectively to technology transfer, encourage
the creation of networks of contacts and disseminate
information among companies in the cluster.

Crowdsourcing

The act of outsourcing tasks traditionally performed
within an organisation to a large group of people or
community through an open call. The open
encyclopaedia Wikipedia, in which the definitions and
contents are supplied by users, is a well-known
example.

CSR

Corporate social responsibility (CSR) can be defined as
an active and voluntary contribution to social, economic
and environmental improvement by companies,
generally in order to improve their competitive
situation and market share, as well as their added
value. Corporate social responsibility goes beyond
simply observing the laws and requlations, although
obviously it entails respect and strict compliance for
them.

F

Fourth sector

This is a new group of organisations and business models
proliferating at the intersection between public, private and
social sectors, and heading the new social innovation. It is
characterised by carrying out practices that move
traditional sectoral borders to create new social relations
between agents. Its aim is to carry out innovative activities
to fulfil unsatisfied needs in the social or environmental
plane.
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G

GDP
Gross Domestic Product.

H

Hub

The term is used to identify systems that have a strong
dependency on a central point. Specifically, it is used in
references to centres of human talent.

I

ICT

Information and Communication Technology; This is the
field of emerging technologies that is related to the use of
computer resources for storing, processing and
disseminating all types of information for different
purposes (education, organisation and business
management, general decision making, etc.).

INE
Instituto Nacional de Estadistica [Spanish National
Statistics Institution].

J

Just-in-Time (JIT)

An inventory management strategy that seeks to improve
the performance of a business's investment by reducing
production inventories and their associated costs to an
absolute minimum.

K

Know-how
The particular skills and knowledge of a person, company,
research institution, etc.

L

Lean

A general methodology that seeks to minimise the
resources needed for production by eliminating the waste
(activities that do not contribute added value) that tends
to increase costs, delivery times and inventories. The
emphasis is on the use of preventative maintenance,
quality improvement programmes, on-order management
systems and flexible work force and production facilities.
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O

Offshoring

Consists of taking part of a business (generally a factory)
and transferring it elsewhere, where it will perform the
same functions, but with cheaper labour, lower taxes,
lower social security contributions or subsidised energy.

Open innovation

New innovation strategy in which companies go beyond
the internal bounds of their organisation and in which
co-operation with external professionals (customers,
providers, collaborators, etc.) plays an essential role in
the innovating process.

Outsourcing

Process in which a firm identifies a portion of its business
process that could be carried out more efficiently and/or
more effectively by another corporation, which is
contracted to perform that portion of the business. This
frees up the first organisation to focus on its core
business.

P

Patient capital

This is long term capital in which the investor is willing to
make a financial investment in a business with no
expectation of turning a quick profit. The investor is
willing to forgo an immediate return in anticipation of
more substantial returns down the road.

Although patient capital may be associated with
traditional systems of investment, it often refers to
investments in environmentally and socially responsible
enterprises. In this regard, it may take the form of equity,
debt, loan guarantees or other financial instruments, and
is characterized by:

B Willingness to forgo maximum financial returns for
social impact, and the prevalence of the interests of
the end customer over those of shareholders.

B Greater tolerance for risk than traditional investment
capital

B Longer time horizons for return of capital

R

R&D
Research and Development.
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RDI
Research, Development and Innovation.

S

Social innovation

Any creation or improvement in products and services,
reinvention of business processes, creation of new
markets or change in the use of distribution channels that
addresses social or environmental needs.

SMEs

SMEs (Small and Medium-sized Enterprises).

There is no universal definition of Small and Medium-
Sized Enterprises and the term is interpreted differently
in each country. In its 2003 recommendations, the
European Commission gives the following guidelines:

B Medium-sized enterprise: an enterprise which employs
fewer than 250 persons, whose annual turnover does
not exceed 50 million euro and whose balance sheet
total does not exceed 43 million euro.

B Small enterprise: an enterprise which employs fewer
than 50 persons, whose annual turnover does not
exceed 10 million euro and whose balance sheet total
does not exceed 10 million euro.

B Micro enterprise: an enterprise which employs fewer
than 10 persons, whose annual turnover does not
exceed 5 million euro and whose balance sheet total
does not exceed 2 million euro.

Needless to say, if a company meets more than one of
these descriptions, it is the most restrictive one that
applies. Under the Commission's recommendation, any
company that meets one of these three classifications
should be classed as an SME.

Social entrepreneur

A player who responds to market shortfalls with
groundbreaking and financially sustainable innovations,
who is ideally positioned to help the government address
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the most complicated social problems. Social
entrepreneurs combine business principles with a passion
for social impact and have three essential characteristics:
social innovation, responsibility and sustainability.

Spin-off

A company created out of the separation of part of the
business of a parent company, which then sets up as a
separate company. The shareholders of the parent
company receive a proportional stake in the new
company, thus becoming its initial owners.

Stakeholders

Individuals or groups of individuals who can affect or are
affected by a company's activities; e.g. customers,
providers, employees, shareholders, residents’
associations, trade unions, civil and government
organisations, etc.

Start-up
A company in the initial stages of development, generally
before it has any established flow of revenue.

\'

Venture Capital/Private Equity

Venture capital is a form of investment that focuses on
opportunities that have high growth potential but involve
greater risk than conventional financial institutions are
prepared to support. In exchange for the increased risk,
venture capital investors receive a share in the company's
equity. Traditionally, the aim of venture capital is not to
maintain ownership of the company, but to sell its capital
after a period of several years, obtaining a gain on the
capital invested in the operation.

In Europe, it is common to use the term "venture
capitalists” for all organisations performing this activity.
However, in the English-speaking world there is a clear
distinction between organisations that centre on the early
stages of a company (venture capital) and those that
invest in already consolidated companies (private equity).
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