CHAPTER 5

Local Needs, Global Challenges: The Meaning of Demand-Side Policies
for Innovation and Development
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In very generic terms, ‘innovation
policy’ is traditionally conceived
as a way to support the capability
of countries or regions and their
innovation systems in producing
novelties and putting them to use.
The academic and political debate
about innovation policy has focused
for decades on supporting the gen-
eration of innovations. This is best
illustrated by the concepts and indi-
cators used to assess and compare the
innovativeness and competitiveness
of countries, which concentrate pri-
marily on supply-side conditions,
activities, capabilities, and interac-
tions. Moreover, innovation policy
rationales and policy instruments
have been developed mainly in the
context of developed countries.
This chapter argues that this tra-
ditional take on innovation policy
severely limits its potential to deliver
innovations across the globe, in par-
ticular in developing and emerging
countries. It suggests that attention
should be paid to demand and the
demand conditions for innovation,
and that the conditions of develop-
ing and emerging countries should
be taken firmly into account to
make a difference at national and
international levels. In doing so, the
chapter introduces the concept and
rationale of demand-side innovation
policy and links it to the debate on

innovation policy for development.

Demand-side policies: Justifications
The function of innovation is three-
fold, and it is an important starting
point to stress that for all three of
these functions the understanding
and support of demand is essential.
The first function of innova-
tion is to drive economic development,
which in terms of policy and analy-
sis—despite many regional and even
city-wide approaches—is still largely
associated with the nation state. It
is critical to note that the economic
dynamics of countries depend as
much on demand—that is, on the
speed of adopting and absorbing
innovations—as they do on the gen-
eration of innovation itself.' In fact,
for considerable time economists
have regarded favourable condi-
tions for innovation diffusion as the
most important driver for economic
development.> The constructive
role of lead users in testing, further
improving, or even co-generating
innovations is an essential element of
these favourable demand conditions.”
Thus systems with an advanced
demand for innovation offer bet-
ter context conditions for firms to
invest in innovation, often leading
to export advantages as international
demand catches up.* This can be seen
in a broad innovation survey, where
European companies indicated that
uncertainty in the demand for their
innovations is the major obstacle for
innovation and demanded support
on the demand side—rather than for

their own research and development
activities.’

Second, innovation systems
need to help satisfy national and local
needs. In market economies, needs
are fulfilled only if they are articu-
lated as demand—that is, as signals
to potential suppliers to buy for a
certain price. Innovation systems are
of limited legitimacy if the innova-
tion they offer cannot respond to the
needs of their own populations—
that is, if they are not orientated
towards local demand.

Expanding this understanding of
innovation as serving needs on the
globalscale leads us to the third func-
tion of innovation: Innovations are
essential for tackling the big global chal-
lenges. However, simply producing
ever-more sophisticated technolo-
gies that are not rolled out broadly
and globally will not be sufficient
to tackle global challenges such as
the reduction of carbon emission.
For that to happen, broad diffu-
sion and application of innovative
energy-efficient products and pro-
cesses are required. This means that
demand must be articulated and must
connect with supply, and potential
buyers and users must be able to
understand and use innovations that
address the challenges defined.

Although demand

ties and conditions are important

capabili-

for all three innovation functions,
for a very long time they have not
received due attention in innova-

tion policy discourse and practice.
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Figure 1: Justifications for innovation policy intervention on the demand side
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Despite acknowledging the impor-

tance of demand, neoclassical
economists are in general still very
sceptical about policy that supports
demand for innovation, claim-
ing this to be a counterproductive
intervention into market forces.
However, three sets of justifications
for policy interventions that tackle
the demand side exist (see Figure 1).°
First, numerous market and system
failures occur on the demand side
and between demand and supply.
Often innovations are not bought
and used because of a lack of infor-
mation about their added value or
because of a lack of capabilities to
use them. Furthermore, needs are
sometimes poorly articulated, and
thus suppliers are not aware of a
potential demand for solutions they
could provide. Moreover, innova-
tions are initially often too costly for

potential users. All of those failures

turn into a policy problem if the
diffusion of that innovation would
greatly add societal benefit.

A second set of justifications is
genuinely political and refers to the
orientation towards needs and grand
challenges: it is a prime task of the
state to provide solutions to societal
problems and to support the satisfac-
tion of societal needs, at local and
global levels. Measures to increase
the deployment and diffusion of
innovative solutions can significantly
contribute to that purpose. Finally,
there is an immediate economic
argument. The academic literature
has shown the positive effects of
forefront demand for innovation
on the attractiveness of locations as
places to generate innovation.” Local
and national firms thrive when they
are co-located with consumers or
firms willing and able to buy and
adopt their innovations, and those
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firms in countries with leading-edge
demand tend subsequently to export
their innovations to foreign markets.
Support on the demand side can thus
be a means of intelligent industrial
policy that is, at the same time,
linked to societal needs.

Demand-side policies: Instrumentation

The demand-side instruments avail-
able for the state are numerous,
but they can be classified into five
groups where strategic demand-side
approaches can combine those mea-
sures and ensure that corresponding
supply-side measures are in place:*

* The state can act as buyer. The
most direct leverage for the state
is public procurement of innova-
tion, whereby the state strategi-
cally decides to invest in innova-
tions that help to satisfy societal




demands or make public services
more effective and efficient.

e The state action can apply
so-called price-based measures.
Subsidies or tax allowances
reduce the price for innovations
in their early stage in order to
set in motion a virtuous cycle
of diffusion and cost reduction

through economies of scale.

e There are numerous non-finan-
cial measures by which the state
can improve the capabilities and
readiness of potential custom-
ers to buy and use an innova-
tion. Those instruments include
awareness measures, labels and
demonstration projects to build
up trust in innovations, and edu-
cation programmes designed to
enable consumers and firms to

use innovations effectively.

* The state can support the artic-
ulation of needs (e.g., through
needs-based foresight activities);’
translating those needs into sig-
nals of demands for innovation
is important to direct innovation

activities towards demands.

e The state can support the user
of innovation in generating or co-
generating innovation, including
so-called social innovation ini-

tiatives.

Existing evidence has shown
that the design and deployment of
demand-side measures to stimulate
innovation is challenging, but it
can have a considerable impact on
innovation generation and espe-
cially on innovation diffusion.'’ In
many countries in the Organisation
for Economic Co-operation and
Development (OECD), a re-orien-
tation towards demand-side ratio-
nales and instruments has begun."' It
is not yet clear whether this signals
the beginning of much more direc-
tionality and societal orientation

in innovation policy in the OECD
world, which would necessitate a
more radical shift in the governance
of innovation policy.”” What is clear,
however, is that just as in the OECD
world, developing and emerging
countries would equally benefit
from such a shift in their innovation
policy. A shift towards the demand
side could link the local and national
development agenda much better to
the innovation agenda. In fact, such
a shift towards recognizing and sup-
porting the demand for innovation
is urgently needed on a global scale
for innovations to make a speedy and
recognizable impact on local needs,
global challenges, and economic

development.

A demand-side rationale for innovation-
based development

The vast majority of scholars work-
ing in science, technology, and
innovation (STI) policy in develop-
ing countries agree that traditional
supply-side STT policy has failed to
deliver economic development, and
in particular has failed to include the
poor.” One major problem identi-
fied is governance failure and a lack
of policy and governance models
appropriate for innovation policy in
emerging (and developing) coun-
tries.'* The argument put forward
in this chapter is that the concept of
innovation has to be broadened, and
that the rationales and instruments
of demand-side policies need to
be further developed and deployed
broadly across the developing world
to support and increase the genera-
tion and diffusion of innovation for
the benefit of local and global needs.
This broader approach will open up
new opportunities for South—South
trade between countries with similar
needs and capabilities. This could
contribute to an uplift of innovation

capabilities in the developing world

that could turn a vicious cycle of
innovation dependency into a virtu-
ous cycle of contributions to global
innovation. At the same time, the
development and rollout of demand-
side innovation policy for developing
countries would be an opportunity
to experiment with policy support
measures and to expand the toolbox
of demand-side innovation policy
itself.

As mentioned above, traditional
STI policy for developed as well
as developing countries is built on
the paradigm according to which
innovation is mainly a result of sci-
entific knowledge and technologies
employed; in this paradigm, actors
and entire innovation systems learn
through the spread of scientific and
technological knowledge. However,
countries with poor scientific and
technological capacities rely largely
on alternative forms of learning and
innovating. As Lundvall, among
many, has stressed, there are other
forms of learning: ‘learning by
doing, using and interacting’.'> In
fact, even in developed countries,
the bulk of innovation generated
and diffused is not based on sci-
entific knowledge. Therefore the
ability to learn by using and doing
is important. Support for this abil-
ity is a major pre-requisite for the
absorption and diffusion of innova-
tion in the economy and in society
more broadly. Zanello et al. (2015),
in a broad review of evidence on
innovation diffusion, claim that the
transfer, adoption, and adaptation of
knowledge to low-income countries

. constitute an important issue to
understand and promote economic
growth and global development ..."."
However, arange of specific obstacles
exists for developing countries—in
particular, the lack of absorptive
capacity for products that are often
not originally designed for those

countries’ specific local needs."”
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All this calls for capability building
on the side of the users to improve
the ability to use innovations;'® for
more awareness and communication
about innovation supply and need;
and, finally, for more emphasis on
the generation of innovation by
those who need it themselves.
Consequently, a demand-side
innovation policy approach for
developing countries would start
with their specific need for innova-
tion and the particular ways in which
they would use it. This would link
to and build on existing approaches

of ‘inclusive innovation’,'” ‘inclu-

sive development’,*’

and ‘innova-
tion for inclusive growth’?' Those
approaches should not be seen merely
as ‘innovations for the poor’,** but
rather should be understood as an
opportunity for major change in
innovation policy development,
based on a ‘radical shift in how we
think about innovation’* All those
approaches start from the premise
that local needs often cannot be
satisfied through existing, mostly
international, supply. Instead, ini-
tiatives are needed that are seen as
directly contributing to local and

national ‘problem solving’;**

such
initiatives involve those who have
the need, include them in the devel-
opment of innovation, and—ide-
ally—support the scaling up of those
inclusive innovations for diffusion
within and between countries for a

global spread.”

Mobilizing demand-side instruments for
innovation-based development

To trigger those innovation-oriented
approaches, demand-side innovation
policy approaches as outlined above
can be mobilized. Three examples
can illustrate this approach. First, in
line with the demand- and need-
driven paradigm of innovation pol-

icy, the starting point should be to

foster the articulation of needs. This
articulation can take advantage of
foresight techniques. Existing fore-
sight processes all too often focus on
the development trajectories of new
technologies and how they could be
deployed in developed and develop-
ing countries. But foresight can be
need- and challenge-oriented, can
include users at all levels of society,
and can focus on (future) needs and
jointly explore creative ways in
which those needs can be satisfied.*
On that basis, needs can be trans-
lated into research and development
activities.”” Those exercises could be
performed jointly by countries with
similar conditions in terms of eco-
nomic development, socioeconomic
context, geographical conditions,
and so on. International need-driven
foresight can unearth commonalities
between different regions in a coun-
try or between different countries,
allowing for synergies in innovation
generation and developing markets
for innovation that are attractive
to providers. Thus groups of coun-
tries or global or regional interna-
tional organizations could employ
joint ‘need-and-solution’ foresight
activities.

A second way to start innova-
tion development and deployment
with local needs is illustrated by the
impressive Massachusetts Institute
of Technology (MIT) D-Lab. This
initiative supports concrete, need-
driven innovation activities of users
and, in order to ensure rollout, assists
in the capacity building for the actual
use of bottom-up innovations as well
as the build-up of global networks.
Since 2011 the MIT D-Lab has been
rolling out a programme intended
to scale up and transfer proven solu-
tions, cooperating with a range of
national and international organiza-
tions with a wide reach in similar
contexts.”® Again, there is no reason

why scaling up and good practice

should be confined to specific locali-
ties or nations.

Third, public bodies can think
creatively about the way they pro-
cure. The idea of procurement of
innovation as a policy means to fos-
ter innovation has been discussed in
the OECD world for a number of
years now.”” The organizational and
institutional obstacles to asking for
and buying innovation in the pub-
lic sector are high in any country,
because public purchasing is often
averse to risk taking, learning, and
engaging with suppliers.’” In addi-
tion, many emerging and developing
countries also endure a high level of
corruption and low level of trust in
public procurement. However, as a
current study for the Inter-American
Development Bank has shown, there
are opportunities in emerging and
developing countries to define local
needs and engage with suppliers in
ways that increase the likelihood
of producing meaningful innova-
tions for the public sector. As that
report notes, a trend of consider-
ing the use of public purchasing
for locally meaningful innovation
is emerging,” whereby the initial
purchase of an innovation can serve
as a trigger for broader diffusion and
adoption in the private market. In
some cases, initial supply may come
from foreign firms, but the practi-
cal application and modification of
innovation in a local context leads to
innovative processes and products in
local supply chains, to learning, and
eventually to added value activities
across the economy. Furthermore, if
public bodies define needs locally in
consultation with public and private
users as well as potential suppliers,
the local production of innovation
and/or the co-generation of innova-

tive solutions is more likely to follow.




Conclusions
This chapter argues that the debate
on development, frugal innova-
tion, and innovation for developing
and emerging countries should be
linked with a broader discourse on
innovation policy that focuses on
needs and the demand conditions
for innovation. There is a good
social and economic justification for
innovation policy for the demand
side, and this justification is even
more compelling for developing
countries. Innovation policy is not
only about the immediate economic
effect of who supplies the innova-
tion in the first instance, but also
about contributing to development
and need satisfaction through dif-
fusion. Innovation generated on the
basis of demand measures is much
more likely to satisfy local needs and
enable learning across societies.
Besides, the adoption and use
of innovation in a country is eco-
nomically beneficial not only
through the use of the innovation.
Because policy starts with needs and
demands articulated in the develop-
ing country, the likelihood that the
generation of innovation happens in
the country is higher because users
have to be involved or mobilized.
Furthermore, the supply of innova-
tive solutions through international
firms also tends to trigger innovative
adaptation on the local supply side,
and local suppliers and service pro-
viders upgrade and adjust their skills.
A whole range of policy instruments
isavailable to support the articulation
of demands and the co-generation
of innovation between suppliers and
users, as well as the uptake and diffu-
sion of innovative solutions that work
in a given context. Policy activities
should thus focus much more on the
combination of satisfying local needs
and generating innovative solutions.
Those measures are not confined
to local or national contexts only;

rather, they can be deployed also
at the international level. Markets
for innovative niche solutions can
be scaled up if a cross-national
awareness about similar needs and
corresponding solutions is actively
created. International policy can
focus on joint foresight activities, on
exchange of good practice, on sup-
porting the scaling-up activities, and
on supporting South—South trade
opportunities for locally produced
solutions that satisfy similar needs in
other locations.

In the end, the support measures
outlined above would enhance the
ability of populations and systems in
developing and emerging countries
to develop innovation themselves,
for their own needs and for the needs
of others. In doing so they would
also help the diffusion of innovation
acrossdeveloping countriesand make
it more attractive for international
suppliers to modify their products to
better fit the local needs. Only the
combination of international supply
and local production of innova-
tion as well as active demand-side
policies will lead to the scaling up
of diffusion and use of appropriate
innovations needed to make a real

global difference.
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