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Procuring cleantech innovation:  does the public sector have a role?
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“Procuring innovation” is a significant policy theme at European and member state levels.  Through a wide range of conferences, seminars, research projects and workstreams the EU Commission has sought to identify and realise the potential for using public sector funding to create viable markets and contracting opportunities for innovative products and services.  Within the UK, government departments and the House of Lords Science and Technology Committee have pursued similar themes, focusing in particular on the role of small and medium sized enterprises (SMEs) and of academic research and knowledge transfer capabilities.   This policy reflects, in part, the role of SMEs and start-up companies as a particularly active source of potentially game-changing innovation.
As a potential market for innovation, the public sector is enormously significant.  Figures published by, and presented to, the Commission suggest that public sector spend equates annually to approximately 16-17% of EU GDP.  The European market is large, sophisticated and increasingly driven by demand-side factors such as energy performance regulation and obligations to report on and reduce greenhouse gas emissions.   Where visibility and reputational drivers, such as energy performance and display energy certificates fall short, rising energy costs are also likely to foster demand for new and innovative energy management and decentralised generation. 
Work carried out to date has identified two main area of challenge to the effective use of public sector funds to promote innovation.  They might be broadly categorised as:
1. finding innovation, and 
2. funding innovation.
FINDING INNOVATION
Public sector procurement procedures initially focused on transparency and non-discrimination.  Their objective was to ensure that contracting opportunities were publicised throughout the member states and that authorities were restrained from favouring potential suppliers based in their own country.  With successive iterations EU law allowed, and now on some issues seeks to mandate, use of procurement to serve and further a range of other policy objectives.  Environmental performance and sustainability figure prominently on that list.
A major difficulty facing contracting authorities is that a tender written to procure a particular type of equipment or service would inevitably procure only that type.  In those circumstances the nature of the product, service or works tendered for depends wholly on the procuring officer’s knowledge of what might be available.  There could be no guarantee that the procuring officer’s knowledge would extend to innovative developments, particularly where they were at an early and commercially unproven stage.  Risk aversion has been, and remains, a feature of public sector procurement.
To address this problem the EU has made a concerted effort, greatly assisted by the work of bodies such as ICLEI
, towards ‘outcome specification’.  Emerging models of best practice are characterized by:
· early market engagement, allowing the contracting authority to identify the range of technologies that are either currently available or in development
· ‘outcome specification’ describing the result sought rather than prescribing the technology to be purchased. Framing the tender in that way invites a range of valid, though potentially widely differing, proposals.  Indeed, that range of proposals may extend from the provision of goods/equipment (eg ‘voltage optimisation’ kit) to the provision of services (eg building and/or energy management), each capable of meeting the desired outcome.
· detailed and weighted evaluation criteria, designed to allow radically different technologies and solutions to be meaningfully compared against each other and the desired outcomes.
Those elements have been identified through projects such as ICLEI’s ‘Smart SPP’.  Although it is a global organization, ‘Smart SPP’ focused on Europe where public authorities (and utilities falling within the regime) spend approximately 1.5 trillion Euros a year on goods and services.  ICLEI’s argument is that: “From constructing energy efficient public buildings to buying low emission vehicles, from buying organic or Fair Trade food to installing water-saving toilets, public procurement can have a huge impact in driving the market towards sustainability”  
SMART SPP 
At the core of Smart SPP is the identification of a contracting authority’s needs in terms of performance and function.  The first step is for the contracting authority to decide upon and articulate the result it seeks, eg, a percentage reduction in greenhouse gas emissions or in energy costs.  The next critical step is communicating that requirement to the market in a way that allows bidders to suggest the best, most efficient way to achieve the stipulated result.
Inevitably, this approach is likely to elicit widely differing proposals, some involving the purchase of goods, others of services.  In one example, a contracting authority’s desire to reduce energy costs could have been met either by purchasing new voltage optimization equipment, or by contracting for management and consultancy services to secure the more efficient use and operation of existing building management systems.
A major advantage of the Smart SPP approach is that it is not constrained by the existing technical knowledge or market awareness of the contracting authorities’ officers responsible for the procurement process.  Identifying and communicating the desired outcome leaves it to bidders to introduce technologies and solutions that the contracting authorities would have had no other viable way of finding.
Meanwhile, a major challenge for the contracting authority is to devise and implement evaluation and award criteria that allow comparison of the full range of proposed solutions.  That creates a significant training requirement and a need for both proactive advice and a robust methodology to insulate the process from legal challenge.  Smart SPP provides some examples of weighted criteria for various product lines, but demonstrated a pressing need for increased skill levels among procurement officers, and for the sharing of best practice within and between contracting authorities.  
Early market engagement
Early market engagement is a key element of Smart SPP.  Providing a sufficiently long lead-in time allows potential bidders to consider what potential alternative solutions exist, or are close to market readiness.  It may allow potential bidders to reallocate time and resource to accelerate the development and commercialization of particular products or innovations to meet a contracting authority’s requirements.
To maximize the efficiency and effect of this process, it is vital for contacting authorities to engage not just with their regular suppliers but also with new sources, including university knowledge-transfer functions and SMEs.  True innovation may be found in start-ups and small enterprise, and not just in the slick research operations of large corporations.
This stage of ‘pre-commercial procurement’ has the additional advantage of allowing contracting authorities to demonstrate a commitment to identifying potential suppliers from outside existing and established supplier relationships.  Firmly pegged to objective criteria, that approach promotes transparency, economic inclusion and demonstrably fair process.
Life cycle costing
Smart SPP focuses attention of the life cycle cost and benefits of the technology to be purchased.   The initial purchase price is no real guide to the whole-life benefits of a particular solution.  The costs of operation (particularly energy and water consumption) must also be taken into account, along with the costs of maintenance and final decommissioning and disposal.  A bid that ‘wins’ in terms of coming in with the lowest initial price may, over the full life-cycle, compare poorly to others that have a higher initial price.  Within the EU, increasingly strict waste regulation means that end of life costs are rapidly emerging as a key, and sometimes determinative, criterion.
Non financial criteria
Smart SPP urges contracting authorities to allocate significant weighting to non-financial criteria, such as improved energy efficiency ratings or measurable and verifiable greenhouse gas reductions.  
SME-Friendly tenders
As well as early market engagement to identify, and potentially accelerate, innovation, Smart SPP recommends that contracting authorities should consider splitting tenders into lots in order to make the volume both manageable and worthwhile for SME bidders.  
Where lot sizes cannot sensibly be reduced, contracting authorities may consider either public-private partnership models to facilitate volume (eg by contributing to the expansion of manufacturing facilities) or allocating significant weight to criteria promoting joint ventures between large corporations and SMEs.
Risk allocation
Smart SPP recognises that contracting authorities tend to be risk-averse, and that buying innovation inevitably entails a degree of risk, whether technical or financial.  This element requires extremely careful management and legal protection.  
Clear and accurate identification of the areas of risk allows for their contractual allocation between the parties.  As well as considering the appropriate lot sizes for a tender, contracting authorities should consider whether a piloting phase might be included to allow for the testing at scale of the chosen technology or range of technologies.
Monitoring performance
Introducing an innovative solution cannot end with the signing of the contract.  Monitoring performance and impact allows lessons to be learned and applied for future procurements, and may prompt improvements to or adaptation of the chosen technology to meet circumstances that were not originally taken into account (eg opportunities arising from the convergence of energy efficiency and electronic communications in window technologies).  As with the other elements of Smart SPP, this places additional responsibilities on contracting authorities, and may require a step-change in the levels of training, advice and expertise required by those authorities to deliver an effective procurement regime.
FUNDING INNOVATION?
Potentially even more difficult to translate into practice is the EU’s objective of promoting direct public sector involvement in research, development, production and commercialisation of innovative products.   Central to that agenda is the ‘innovation partnership’ structure set out in the Proposal for a Directive on public procurement (2011/0438), published towards the end of 2011 (the ‘Draft Directive’).
At a policy level, the agenda is robust and fully articulated.  Research and innovation, including eco-innovation and social innovation, are considered to be key drivers of future growth and a central theme of the Europe 2020 strategy.  The Horizon 2020 EU Framework Programme proposes investment of up to 80 billion Euros into research and innovation to promote European competitiveness.  However, the proposed legislative language in the Draft Directive has little of that clarity.  Amendments made as part of a ‘compromise text’ in July 2012 have done little to address key areas of legal doubt and commercial uncertainty.

Unmet needs
The proposed structure for innovation partnerships must tread a fine line – encouraging and facilitating innovation without distorting the market or channeling state aid to products that could stand on their own.  To address that issue, the Draft Directive limits the structure to the development of innovative products, services or works and the subsequent purchase of the results where the need “cannot be met by solutions already available on the market”.  The objective is to provide the necessary “market pull” to incentivise development without foreclosing a market.  In practice, however, interpretation of the requirement is likely to be difficult, particularly where a project involves a new application of existing technology, a new service approach or further investment in technology or works that have recently entered the market but have yet to achieve scale.  

This issue may prove to be a particular barrier to SME engagement as there would be a risk of incurring costs in the initial stages of an innovation partnership process with no guarantee that a proposal would pass the unmet needs test.
SME concerns may be compounded by other relevant laws and regulations.  State aid rules fall outside the scope of the Draft Directive, but must be factored in to any decision-making process.  Ultimately, the risk where State aid rules are breached falls on the recipient, who may be required to repay sums found to be unlawful aid.

Identifying the “stages of innovation”
The Draft Directive envisages that contracts would be structured so that they track and reflect the “stages of innovation”.  There is an expectation that contracting authorities should be able to terminate a partnership at the end of each stage.  That in turn requires contractual arrangements that permit the contracting authority to use the results produced up to the point of termination to progress the development – potentially in partnership with another provider.

Article 29 of the draft Directive provides that innovation partnerships would be:
· ‘Structured in successive stages following the sequence of steps in the research and innovation process, which may include the manufacturing of the supply, the provision of services or the completion of the works’
· Subject to intermediate targets to be attained by the partner, with provision for payment in appropriate installments
Article 29(2) includes a provision that casts doubt on the commercial viability of innovation partnerships, and indicates that intellectual property issues have not been fully considered.  It says:
· ‘Based on those targets the contracting authority may decide after each stage to terminate the partnership and launch a new procurement procedure for the remaining phases, provided that the contracting authority has indicated in the procurement documents that and under which conditions it may make use of this possibility to terminate the innovation partnership.
The proviso was amended from the initial version, which contemplated termination at the end of a phase provided that the contracting authority had acquired “the relevant intellectual property rights”.
There was no guidance in the Draft Directive or accompanying material to indicate what was meant by ‘the relevant intellectual property rights’.  Commenting on the proposal in a letter of 7 March 2012 the Scottish Innovation Network suggested that intellectual property rights should remain with the ‘innovating partners’, with geographically limited rights to access and exploit the IP being granted (presumably under licence) to the public partner/contracting authority.  The extent of any such grant would surely be hotly negotiated, and finding a position that satisfied both the innovator’s need to protect confidential information and commercial opportunities and the contracting authority’s need to recoup its investment and to bring a project to fruition could easily fall into the “too difficult” category.
Against business logic?
The UK’s Local Government Association (LGA) response to consultation gave a muted welcome to the concept of innovation partnerships, noting that in practice many contracting authorities do not have the financing to invest in research and development.  The LGA referred to Birmingham City Council’s existing involvement in research and development in the energy saving field as an example of projects that might benefit from the new procedure.
The LGA response concludes:  ‘Work will need to be done to raise awareness of what the procedure is and how it can best be used to help councils achieve their aspirations in the fields of product and service innovation.  Issues around the transfer of intellectual property rights to councils will also need to be considered’. 
The apparent assumption that rights would be transferred to contracting authorities is not shared by procurement specialists such as Christophe Veys (procurement legal advisor to the Agency for Innovation in Flanders).  In his evidence to the European Parliament’s public hearing on the draft Directive in March 2012 Veys observed that any assumption that intellectual property rights should go to or be retained by the contracting authority would be ‘against business logic’ and would deter innovators from participating.

Finding or funding?

Both approaches face significant challenges and barriers.  Not least among them is the need to develop and extend expertise on the part of procurement officers, and to increase the frequency and effectiveness of joint procurement involving several contracting authorities.  Emerging models of best practice, such as outcome specification, tend to increase the complexity and sophistication of the process rather than simplifying it.  Highly effective procurement requires an increasingly professionalised and expert community of practice.  

Nonetheless, that challenge is perhaps less daunting than the capacity building and awareness raising required to make innovation partnerships and widespread SME engagement a reality.   Faced with atomised and highly fragmented markets, SME suspicion of the costs and bureaucratic requirements of the procurement process, it is likely that a focus on contracting authorities’ own learning and development processes offer the more direct route to procuring innovation.

� ICLEI (Local Governments for Sustainability) is a global association of cities and local governments, with a membership including 12 mega-cities, 100 super-cities and urban regions, 450 large cities and 450 small and medium sized cities and towns in 84 countries.









PAGE 1

MJD\NFL1\3371019.1

