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Case study Finland: Funding for procurement of innovations in the public sector
1. Background

Finland’s broad-based Innovation Strategy
, adopted in 2008, emphasizes the role of public sector in developing, applying and introducing innovations. Demand and user-driven innovation policy is one of the four key development areas in the national innovation strategy and public procurement is seen as having a central role in boosting demand for innovations. 
The annual procurement volume in Finland in the public sector is about 23 billion euros. This purchasing power can be seen as an opportunity to promote and encourage innovation. If a few per cent amount of procurement budget would be directed to innovations, it would mean a significant increase in public funding for promoting innovations. On the other hand, the on-going drastic demographic change is creating pressure to increase productivity in the public sector and innovations are seen as a key in increasing effectiveness.  However, the prevailing customs of procurement in public organisations as well as strict procedural rules set by procurement legislation do not encourage procurement of innovation. In order to exploit the potential of public procurement in stimulating innovation, other measures and incentives are needed.
On the basis of the national Innovation Strategy the Ministry of Employment and the Economy has prepared a proposal for an Action Plan
 for the implementation of the demand and user-driven innovation policy. The Action Plan was adopted in May 2010 and it will be running until 2013. The Action Plan includes several proposals for enhancing demand for innovations through public procurement. These measures are designed to tackle the identified barriers and give incentives to encourage procurement and take up of innovations in the public sector. The actions concern e.g. the development of central and local government procurement procedures and methods, strengthening the role of public procurement supporting actors and examining different incentive and risk management models. 
Other recent Government documents also address this issue. The Government public procurement strategy
 was revised in 2009 and it includes guidelines for promoting innovation in government procurement, e.g. by encouraging looking for innovative solutions at the market together with the suppliers. It also recommends setting objectives for the innovative end result, e.g. service level targets, instead of detailed requirement specifications. Procurement procedures should enable the comparison of different alternative approaches and solutions. The strategy also obligates Government’s procurement units to prepare a procurement plan on a yearly basis and suggests action points for improving the organisation and the management of the procurement in general. 
In 2009 the Government adopted a Decision in Principle on Sustainable Public Procurement
 which also includes guidelines for taking innovation aspects into account in public procurement.
2. Challenges to be tackled in promotion of innovation through public procurement 
Many international studies have identified various barriers and challenges in procuring innovations in the public sector. In a Finnish study
 from year 2008 similar barriers and challenges to international findings were identified. The study carried out in Finland also emphasized, in particular, the need for financial incentives in promoting innovations through public procurement. The national innovation strategy and findings of that study formed the rationale for introducing a funding instrument for public procurement of innovation by the Finnish Funding Agency for Technology and Innovation (later Tekes). The funding instrument was launched in June 2009. 

In addition to the administrative sectors steering innovation policy the promotion of innovations has not traditionally been a policy objective in other parts of the public sector. Hence the promotion of innovations through public procurement is a novelty and is by no means systematic practice. This combined with the risk-averse culture of the public sector, the lack of awareness of the potential of innovative public procurement in increasing productivity as well as lack of necessary support and incentives hinders the consideration of innovative solutions.
To successfully promote procurement of innovations in the public sector requires strategic long-term planning and comprehensive analyses of user requirements. Suppliers should be given adequate time to develop solutions meeting more challenging requirements. Furthermore, potential economic and functional risks related to procurement of new solutions together with higher costs at the early stage of the investment hinder public procurement of innovations in many cases. The decision-making in procurement process is also too much dependent on the initial investment cost instead of considering the costs over the whole life cycle of the procurement. The price competition does not encourage suppliers to invest in developing new solutions. 
Further, the procurement of new products and services not existing in the market requires high professionalism of procurement officials as well as sufficient knowledge and experience in planning and executing more demanding procurement of innovations. Procurement of innovation also requires active support and guidance from the organisation’s management to assess, manage and accept risk. 

3. Objectives and description of the funding instrument 
The policy objectives of the Tekes funding instrument are to promote innovation among bidders and enhance diffusion of innovations in the market as well as to promote renewal of public services. The life-cycle perspective, the emergence and the introduction of innovative solutions as well as user-driven design in the public sector are promoted in order to improve quality and productivity of services in the public sector. Enhanced cooperation and partnership between public and private sectors are seen as a way to utilize new knowledge more effectively. It can also help to manage the risk related to the take up of new solutions in the public sector through increased understanding of user requirements.
The main objective for public organisations in procurement of innovations is to ensure better value for money in procurement. Procurement should be a comprehensive investment utilizing innovativeness of suppliers. End-users, suppliers and procurement units should each benefit from the innovation. In developing criteria for evaluating the tenders more attention should be paid on life-cycle costs and user experience, instead of investment cost alone. 
The funding instrument foresees as an objective the improvement of conditions for procuring innovations. For this purpose it is essential to develop a well-functioning market dialog between procurement units and suppliers. Fruitful market dialog provides better understanding for procurement units on alternative solutions and suppliers in the market. An active interaction with the procurement units allows also suppliers to participate in the formulation of the tender documents and tender specifications which in turn prevents inappropriate requirements, encourages innovation and focuses competition among suppliers on areas of relevance i.e. where differentiation can happen. 
During the first – still on-going- year of the operation of the funding instrument, Tekes has focused its promotion efforts in energy, environment, construction and health sectors. However, activities in other areas are also eligible for funding. The focus areas have been chosen since they are considered to be important as regards the future demand and societal challenges. 
For example, in construction sector advanced solutions for energy-efficient buildings have already been developed but market is tentative in adopting them. Public sector has an opportunity to boost the demand for new solutions by setting more challenging goals for the contractors and investing in new low-energy buildings (catalytic procurement). 
In social and healthcare sector there is a need for comprehensive reform of services in order to improve quality and productivity. At the same time private sector is getting more significant role in producing the services. In this situation public sector has a great opportunity to develop new ways of producing services in partnership with private service producers and hence boost demand for innovations in social and healthcare. The challenges are o define the project and arrange the procurement process in order to leave space for advanced and comprehensive approaches.
 The focus areas boosting innovations in public procurement also coincide with the on-going Tekes national innovation programmes. However, the potential projects to be financed are identified by bottom-up approach by individual public sector entities. 

Public procurement units and public utilities both at government and local level can apply for funding for public procurement of innovations. The Tekes funding can be used both for the planning of the procurement and for the R&D&I stage as part of the procurement. As the objective of the funding instrument is to promote emergence and diffusion of innovations one criterion for funding is that solutions procured must not exist in the market or they should result in a new way of operation.
The funding of the planning stage can cover e.g. in-depth analyses of the long-term expectations of end-users and employees, possible new ways to meet the identified needs as well as service concept design based on functional and quality criteria. External advisors can be utilized in the planning stage, e.g. in legal, commercial and technological as well as user experience issues in order to support the procurement process. One part of the process is also the development of criteria for the assessment of tenders in the planning stage. The planning stage of procurement can also result in R&D&I project of a supplier. In such case, Tekes can provide funding directly for the supplier if the project meets the general requirements for innovation funding for companies.
In the implementation stage funding can be used for the development work required for the procurement, e.g. for development of new operating models for services. 
4. Projects accepted for funding 
During the first nine months after the launch of the funding instrument 13 projects have been accepted for funding. Projects are mainly focused in developing services, especially in social and healthcare sector, by the local authorities. Sustainable development and energy efficiency feature as objectives in a few projects. In couple of projects cities are developing knowledge and operating models for procurement of innovations.
Decisions on project funding by March 2010:
· Outsourcing of municipal engineering/ City of Varkaus
· New life for a city district / City of Riihimäki 

· Power plant in Toholampi/ Toholampi Energy
· Energy efficient district of residence housing , Varsinais-Suomen Asumisoikeus Oy
· Solutions and eco-efficiency of passive office building / Finland’s environmental administration 

· Project developing procurement of innovations/ City of Pori
· Innovative investments / Town of Haukiputaa 
· Developing an innovative life-cycle –based procurement model/ City of Porvoo
· New innovations and life-cycle targets for the operating environment in education and daycare / City of Jyväskylä

· Sheltered housing for seriously disabled / City of Vantaa, social and healthcare

· Design competition in procurement of services. Case - Competition for developing concepts to diminish homelessness / three projects by Cities of Helsinki, Espoo and Tampere.

Example: Outsourcing of municipal engineering in the City of Varkaus

The municipalities are facing challenges in building and maintaining the community infrastructure such as streets, water pipes, drains and energy supply as their economic situation is tightening. At the same time private service providers are interested in broadening their service activity to cover also municipal engineering. City of Varkaus decided to outsource its municipal engineering in 2008. The city established a project to develop and test the process for implementing the outsourcing of engineering service production. The objective of the process was to engage in market dialog, use competitive bidding and prepare agreements for the outsourcing process as well as to ensure that service level targets set by the municipality will be reached. 

The development of the outsourcing process was funded by Tekes as a project piloting the new funding instrument. Challenge for the procurement unit was to specify the criteria for competitive bidding, to define conditions and model for contract with suppliers. A Finnish association, RAKLI, representing the interests of property and infrastructure owners, construction clients and user organizations, took part in the project by arranging a market dialog (procurement clinic) with potential service providers, consultants, contractors and investors. The result of the project was a new operating model and plenty of valuable knowledge in implementing outsourcing applicable also for other cities. RAKLI’s role in arranging market dialog has proved successful and it has been engaged also in several other ambitious procurement processes. 
Example: Diminishment of long-term homelessness- Design competition in procurement of services
Cities of Helsinki, Espoo and Tampere established a project with the objective to design service concept for social and healthcare services in order to diminish long-term homelessness. The challenge was to combine service providers’ new operating models with design solutions where facilities are designed to support service process. A design competition was chosen as a method to generate ideas for innovative service concepts.

The design competition has not been used in Finland in this type of service procurement before which made the procurement process quite challenging. Tekes funding encouraged and enabled the cities to apply the new way to arrange competitive bidding for service procurement. So far, the projects have produced good practices and new knowledge to be applied in future service procurements.
5. Preliminary reflections on the implementation of the Tekes funding instrument 

Due to the short time period these reflections concern mainly experiences related to the application stage. They have been collected on the basis of processing the applications and the discussions with the applicants. 

The funding instrument is perceived to be necessary and useful by the applicants but interest for the funding instrument has emerged more slowly than expected. Reasons for that are probably diverse and one cannot make any definitive conclusions at this stage. 
The criteria of the funding are seen as quite ambitious since they require that solutions procured must be truly innovative and do not exist on the market, or that the procurement results in new way of operation. The target group of the funding is also a new group of customers for Tekes services and it takes time to reach them and raise awareness of the funding instrument.
The problems in identifying potential project in procurement organisations are same  challenges as those identified for promoting procurement of innovation in general and which cannot be tackled by a funding instrument alone (i.e. Lack of long term planning and comprehensive analyses of needs, risk averse culture, insufficient resources etc). Also the timing and style of decision making in the local authorities combined with the political decision making and sector-based budget planning in yearly cycles create challenges for considering innovative solutions to meet their long term needs.  Furthermore, as the public sector has little experience in addressing innovations professionally in the procurement, there is lack of knowledge in procurement practices that encourage innovation.  
Once in the procurement phase, it takes time to develop efficient market dialog. Especially in social and healthcare sector “lack of common language” is perceived as a barrier for fruitful interaction among procurement units and suppliers. 
In this paper public procurement is defined as a procurement of supply, service or public work from external suppliers carried out by state, municipalities or federations of municipalities, state enterprises and other contracting authorities. Public procurement of innovation aims to create additional value for society and well-being based on utilisation of new knowledge. It can be new competence, a new product, service or solution, a new working practice or a public service realised in a new way. Added value can be created e.g. by decreased life-cycle costs, improved quality and user-experience.
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