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1. Introduction

The Communication on Business Related Services' highlighted the importance of
these services in the European economy, and pointed out that service companies
indeed show a high level of innovation, and are often the leading edge users of
advanced technological developments. The Communication “More Research and
Innovation — Investing for Growth and Employment: A Common Approach”2,
announced that “by the end of 2006, the Commission will define a strategy to
promote innovative services in the EU”.

This direction towards services in innovation policy is supported by the Council’s
conclusions on “A broad-based innovation strategy: strategic priorities for
innovation action at EU level” of 4 December 2006° which invites the Commission
“to prepare by April 2007 an overall assessment on innovation in services, evaluating
e.g. the related needs for policy adjustments, where appropriate. The Commission is
also invited to take into account the various forms of non-technological innovation”.

This Staff Working Document responds to the request of the Council and develops,
for the first time, elements of a policy framework aiming at better
supporting innovation in services, taking into account the report of an Expert
Group* that was set up in its preparation. This framework will be further developed
in consultation with stakeholders, taking also into account the most recent analysis
of new policies developed in the Member States in support of service innovation.

Services are becoming more and more a driver of productivity and growth in
developed economies and are the only sector of the European economy that has
resulted in net job creation in the last two decades. This Document addresses
innovation aspects of commercially provided services, mainly based on statistical
evidence from the Community Innovation Survey (CIS).

Innovation in the public service sector is not subject to this Document. The
public sector represents in Europe 419%?°of the Gross Domestic Product (GDP) and
there is a wide scope for innovation, which calls for a pro-active policy in order to
be fully exploited, in particular by promoting the use of Information and
Communication Technologies (ICTs) to make public administrations more efficient
and effective®.

The boundaries between services and manufacturing are increasingly blurred, as
services are becoming more and more a core element to the production processes
of manufacturing companies and a driver of productivity growth. On the one hand,
manufacturing industry is an important user of business-related
services, as nearly 30% of the intermediate output from the sector is consumed
by manufacturing companies. Approximately two-thirds of the manufacturing
production value is accounted for by manufacturing purchases of services. However,
productivity growth in services lags behind that of manufacturing, and is also lower
than in corresponding service sectors in the US. This causes concern since the scale
of the service sector, coupled with low productivity growth, is widely seen as
putting a brake on economic growth overall.

On the other hand, manufacturing companies are also important providers
of services that are in some way related to their product. The term
“product related services” is increasingly used to denote those services which are
provided by manufacturing companies in close association with the “product”

COM (2003) 747 The competitiveness of business-related services and their contribution to the performance of
European enterprises

COM (2005) 488 final, of 12.10.2005

Council of the European Union (2006), 2769th Competitiveness (Internal Market, Industry and Research) Council
Meeting Brussels, 4 December 2006, Conclusions point 8.

See: http://www.europe-innova.org/servlet/Doc?cid=7550&Ig=EN

Statistical Annex to European Economy, The statistical annex. Spring 2007, http://ec.europa.eu/economy_finance/
publications/european_economy/statisticalannex_en.htm

See: http://ec.europa.eu/information_society/activities/egovernment_research/index_en.htm#Action_Plan
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which is regarded as their “core business”. Service packages covering installation,
maintenance, updating, training, become an integrated part of delivery. In this
way—connected to the outsourcing of traditional production to low-cost countries—
many European companies concentrate on service development. In many cases the
attached services become the main products.

Furthermore, many services which were previously considered non-tradable are
being increasingly codified, standardised, and suitable for delivery at a distance.
From a policy perspective, industry and services have been dealt with as though
they were independent. The Communication on the mid term review of
Industrial Policy’?, adopted on 4 July 2007, announced a new initiative aiming at
ensuring the best possible framework conditions for the supply and demand of
high quality services closely linked to the performance of important sectors of
industry. This includes services like retail, distribution and logistics, Knowledge
Intense Business Services (KIBS) and industry related services with high growth
potential, such as recycling and waste disposal, environmental services, and facility
services.

Services have long been perceived as being non-innovative. But in reality they
innovate as well, although often in a different manner than manufacturing®. Recent
surveys show that R&D expenditures in services are increasing rapidly and modern
technologies, like information and communication technologies, also drive
innovation in services. But there are strong sectoral differences in both the
R&D intensity and the innovation profile between service sectors. In particular,
Knowledge Intense Business Services (KIBS), such as computer services and R&D
services, are among the innovation leaders, with high levels of R&D intensity and
innovation patterns similar to those of manufacturing firms. On the other hand,
other services are far less innovative or tend to innovate in a more continuous and
incremental way, not based on technology. This heterogeneity of the service sector
calls for a cautious approach when drawing general conclusions about the
innovativeness of the services sector and the actions to be taken.

Despite the importance of services for the European economy, most policy
instruments and measures in support of innovation are still mainly oriented towards
technological innovation. Only in recent years, have some Member States started
to recognise the need for supporting also non-technological innovation,
thus taking into account not only the specificities of service innovation but
indirectly also the needs of many SME in manufacturing which are characterised
quite often by similar innovation patterns as services. Clearly, non-technological
innovations are as important for innovation as technological innovations, which
starts slowly to be recognised®. In this respect, service innovation is less different
from innovation in manufacturing than sometimes assumed.

As services have so many different facets and are closely intertwined with
manufacturing, it is not a trivial task to foster their innovativeness. In any case, this
calls for a broad-based approach that combines improved framework conditions for
services in general with more specific action in certain policy areas. In preparation
of such a broad-based strategy, this document argues in favour of a gradual
approach that is based on four elements:

First, the need to better understand the specificities of innovation in
services

Sound statistical analysis is the prerequisite for effective policy development. The
Fourth Community Innovation Survey (CIS-4) offers the most comprehensive
statistical data to capture the specific innovation patterns of business services.

7 COM (2007) 374, of 4 July 2007

8 For further analysis of innovation patterns in services, see, in particular: Innovation in services: Issues at stake and trends,
by J. Howells and B. Tether, 2004

¢ The Innobarometer 2007 will provide further insight by looking into the drivers of non-R&D innovators.



However, more efforts are still needed to better measure innovation in services and
to draw meaningful comparison between services and manufacturing.

Secondly, the need to support all forms of innovation, not only
technological innovation

To foster service innovation, a broad-based innovation strategy must be followed
which supports all forms of innovation. Innovation in services may take many
different forms, which makes it difficult to design specific support instruments and
measures. However, a first analysis shows that many policies in support of
innovation are currently mostly focused on technological innovation. To adapt
them to the needs of services innovation is a must, offering a fast track to short-
term improvements.

Thirdly, the need to develop specific support mechanisms for innovative
services with high growth potential

Framework or horizontal policies may not always be sufficient to address the
specificities of service innovation, and in such cases specific measures are needed
to foster innovation in services. Evidence suggests that existing innovation support
schemes favour more often industrial over service sector SMEs. Therefore, better
suited instruments need to be developed, tested and widely implemented that
facilitate the creation and growth of innovative services companies in Europe. It is
the role of Community policies to act as a catalyst for the development and testing
of new policy approaches in support of innovation in services and to identify and
further disseminate, as widely as possible, good practice in this field.

Fourthly, the need to foster trans-national cooperation on “better
policies” in support of innovation in services in Europe

Services are increasingly recognised as a driver for growth and innovation and
addressed by national innovation policies. However, only few innovation policy
measures exist so far that explicitly target innovation in services. In most cases,
existing innovation support programmes were just extended to services, which
may not always provide optimal solutions. On the basis of the first results of the
“Innovation Policy Project on Services” (IPPS)'® it can be concluded that there is
scope for trans-national cooperation to promote the service innovation agenda and
to develop new ideas for a long-term strategy and new tools and instruments in
support of innovation in services.

This document addresses the four challenges and will be followed by a wider
consultation with stakeholders in the second half of 2007. At the same
time, the Commission’s services will continue to develop policies to support
innovation in services, including under the Competitiveness and Innovation
Programme, the 7" Framework Programme for Research and Development and the
Cohesion Policy.

10 See: http://www.proinno-europe.eu/index.cfm?fuseaction=page.display&topicID=73&parentID=55
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2. Innovation in services:
the statistical picture

While the relative economic contribution of manufacturing to the total economy
declined by 2.5% between 1999 and 2004 and the share of all business service
value added decreased by 0.3%, the relative economic contribution of KIBS to the
total economy increased by 6.8 %. In 2005, KIBS accounted for 6.6% of total
added value in the economy and for 12.5% of that generated in the business
services sector. Based on these trends and the larger contribution of services to the
economy, KIBS are likely to be one of the main engines for future growth
within the European Union.

The economic importance of services means that improvements in European living
standards are likely to depend more and more on productivity improvements
in business services than in manufacturing''. This has been demonstrated in the
United States, where business services contributed three-quarters of the increase in
productivity after 1995. Much of the productivity increase is due to different types
of innovation, developed both in-house by service firms and from service firms
adopting productivity enhancing innovations, such as ICT.

Although both the economic weight of business services and the importance of
service sector innovation to economic prosperity have been recognized for well
over a decade, there has been a lag in the collection of European innovation
statistics for services. There are partly good reasons for this. For instance, the
manufacturing sector is the source of many of the technical product and process
innovations that are adopted by business service firms. However, due to the
growing awareness of the role of non-technological innovation, software, and
logistics in the service sector, it can no longer be considered as only a passive
adopter of manufacturing innovations.

The following sections are mainly based on the most recent results from the
Community Innovation Survey (CIS)'?, as well as on further economic analysis
carried out under the umbrella of INNO-Metrics™.

2.1. The specific innovation patterns of services

Firms can innovate through technological innovation (product and process
innovation') and via non-technological innovation (organisational and marketing
innovation'’). Examples of innovation in services vary from location based
services offered by mobile network operators for the identification of the nearest
restaurant or plumber to the particular location of the subscriber, to portable bar
code readers in supermarkets for fast check out at tills. Often, the innovativeness
consists in the integration of existing services and technologies in different ways.
Retailers integrating child care, canteens and other customer services in their
outlets may be perceived as offering additional value by certain target customers.
For instance, the combination of web-based mapping systems and GPS positioning
enable network operators to better plan and monitor their complex mesh systems.
The combination of voice-controlled satellite navigation systems and speech

" For further analysis of productivity measurement in services, see: EU KLEMS project at: http://www.euklems.net/

'2 Innovation Statistics for the European Service Sector, A. Arundel, M. Kanerva, A. van Cruysen, H. Hollanders, May 2007,
See: http://www.proinno-europe.eu/index.cfm?fuseaction=page.display&topiclD=275&parentID=51

'3 See: http://www.proinno-europe.eu/index.cfm?fuseaction=page.display&topiclD=5&parent|D=51

* A “product innovation” is the introduction of a good or service that is new or significantly improved with respect to its
characteristics or intended uses. This includes significant improvements in technical specifications, components and
materials, incorporated software, user friendliness or other functional characteristics. A “process innovation” is the
implementation of a new or significantly improved production or delivery method. This includes significant changes in
techniques, equipment and/or software.

> An “organisational innovation” is the implementation of a new organisational method in the firm'’s business practices,
workplace organisation or external relations. A “marketing innovation” is the implementation of a new marketing
method involving significant changes in product design or packaging, product placement, product promotion or
pricing.
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recognition and text-to-speech conversion capabilities may help drivers to keep
their eyes on the road and hands on the wheel while accessing directions, news
and music in virtually any car. What these examples have in common is the increase
in the value offered to either businesses or end users.

Based on the most recently available data from the Community Innovation
Survey (CIS-4), Table 1 presents the statistical picture for technological innovation
in services, while Table 2 gives results for non-technological innovation. As was
expected, a lower percentage of all service sector firms (34.0%) as
opposed to manufacturing firms (39.3%) are technical innovators. The
difference is similar for product innovation (22.1% versus 26.8 %) and process
innovation (25.7 % versus 29.9 %). The exception are KIBS firms, which are
more likely than manufacturing firms to introduce either a product or
process innovation (51.5 %). On the other hand, services excluding KIBS are
much less likely than manufacturing firms to introduce either a product or process
innovation (30.2%). There is also a notable difference in the percentage of all KIBS
firms versus manufacturing firms that introduced a product innovation (42.0%
versus 26.8%) or process innovation (35.3% versus 29.9 %). The patterns for
innovative firms only are similar, although the difference between manufacturing
and service sector firms is narrower.

Table 2 gives the percentage of all firms (part A) and enterprises with innovation
activities (part B) that introduced two types of non-technological innovations:
organisational and marketing innovations. Part A shows that there are no
substantive differences in the percentage of all industrial and service
sector firms that introduced either an organisational or marketing
innovation, an organisational innovation, or a marketing innovation.
However, KIBS firms were far more likely to introduce either type of innovation
while service firms, excluding KIBS, were slightly less likely than manufacturing
firms to introduce either type of non-technological innovation.

Table 1: Percentage of firms that introduced a product
or process innovation

Product and/or Product Process
Process innovation innovation
innovation

A. All firms:

Manufacturing’ 393 26.8 29.9
All Services? 34.0 221 25.7
KIBS? 51.5 42.0 353
Services (excl. KIBS) 30.2 17.9 23.6
B. All novel product and process innovators:

Manufacturing — 68.2 76.1
All Services — 65.1 75.6
KIBS — 81.5 68.6
Services (excl. KIBS) — 59.2 78.2

Coverage EU-27, data not available for 3 countries
Source: Eurostat, Community Innovation Survey* data, available at http://epp.eurostat.ec.europa.eu/

' Manufacturing includes the following NACE class: Manufacturing (D)

2 All Services include the foIIowin? NACE classes: Wholesale trade (G-51), Transport, storage & communications (l),
Financial intermediation (J), Real estate, renting and business activities (K)

3 KIBS include the following NACE classes: Computer and related activities (K72), Research and development (K73),
Architectural and engineering activities and consultancy (K74.2) and Technical testing and anaIR/Sis (K74.3). K73
(Research and development) was included on a voluntary basis in CIS-4, therefore it is not available for all countries.

* The Community Innovation Survey 4 data covers the period 2002 to 2004



For enterprises with innovation activities, a higher percentage of service firms
introduce either type of non-technological innovation, with the difference greatest
for organisational innovations. There is little difference in organisational innovation
rates within the two services sub-sectors, whereas a higher percentage of innovative
service firms excluding KIBS (37.2%), introduced a marketing innovation compared
to KIBS service firms (31.3 %).

The conclusion from this statistical analysis is that services companies, generally,
do not innovate less than manufacturing companies but great differences
exist between knowledge intense and other services. Innovation in other
services tends to be a continuous process consisting of a series of incremental
changes, contrary to innovation in manufacturing which is often more radical. On
the other hand, KIBS firms show similar innovation patterns with manufacturing
firms. This is supported by the fact that the R&D intensity of this type of services is
even above the average of manufacturing companies.

The real distinction to be made is not between service companies and manufacturing
companies in general, but between R&D intense and non-R&D intense
companies, independently of whether they are service companies or manufacturing
companies. This confirms that the service sector is very heterogeneous and the
specific needs and policy implications depend on the specific service sector and are
not the same for all service companies.

2.2. Improving indicators for services innovation

The size and diversity of the services sector represents an important challenge in
terms of analysis, indicators and policy formulation. Services represent an increasing
share of the economy, evolve fast and are embedded pervasively in the economic
fabric. Current innovation surveys, including the Community Innovation
Surveys, only capture certain aspects of innovative activity in services.
This situation is unlikely to change in the near future, also because current
definitions of R&D in the Frascati Manual'® mainly cover technological R&D to

Table 2. Percentage of firms that introduced a
non-technical innovation

Organisational Organisational Marketing
and/or innovation innovation
Marketing
innovation
A. All firms:
Manufacturin9 26.2 22.7 13.3
All Service® 26.0 23.7 13.0
KIBS 41.5 38.3 17.7
Services (excl. KIBS) 22.7 20.6 12.0
B. Enterprises with innovation activities:
Manufacturing 63.4 55.1 323
All Services 71.3 64.9 35.6
KIBS 73.6 67.8 31.3
Services (excl. KIBS) 70.4 63.8 37.2

Coverage EU-27, data not available for 5 countries
Source: Eurostat, Community Innovation Survey 4 data, available at http://epp.eurostat.ec.europa.eu/

6 The Frascati Manual is the basic international source of methodology for collecting and using research and development
statistics in countries that are members of the OECD

—_
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the exclusion of other forms of services R&D. Therefore, revisions of the Frascati
Manual with a view of better capturing knowledge creation in services need to
continue.

Innovation statistics are still biased towards technological innovation.
Research on service sector innovation (and on innovation in the manufacturing
sector) would be considerably improved, if the results to the CIS-4 questions on
product and process innovation would be available at a disaggregated level.
Currently, firms are asked whether or not they introduced new or significantly
improved goods and new or significantly improved services. Results for these two
options could be used to obtain a better measurement of the types of new
products, introduced both by manufacturing and service firms. Another important
question of the CIS survey is if firms introduced new or improved methods of
manufacturing or producing goods or services, new or significantly improved
logistics, delivery or distribution methods, and new or improved supporting
activities such as maintenance systems or purchasing operations.

Many other new indicators could be constructed using existing CIS data, such as
a better indicator on “new to market innovations” that takes better into account
the large differences in what constitutes a ‘market’. Work to develop new indicators
using existing CIS questions is currently underway through a joint OECD-Eurostat
project. Results should be available in the autumn of 2007. There is also the
possibility that the future CIS will include new questions of relevance to service
sector innovation. However, future statistical work on innovation in services will
have to respect the principle of proportionality. CIS coverage needs to be
improved, as CIS data are missing for far too many countries. Every effort needs to
be made to ensure full country coverage for existing CIS questions and to make
sure that any new questions do not increase the administrative burden on
enterprises.

Furthermore, improvements in the measurement of non-technological innovation,
which are currently being discussed, will help to better capture the specificities of
service innovation.

2.3. The role of services for national innovation
performance

Current efforts to measure and characterise innovation in services have hinted that
innovation in the services sector does not depend as much on the stock
of accumulated capabilities as innovation in manufacturing. This may
have strong implications for economic development and innovation policy, as
modern economies may be able to grow faster and leap-frog by investing in
services. Still, a comparison of innovative performance across countries based on
current indicators is not completely reliable.

The hypothesis is that it is easier for firms to develop and implement non-
technological innovations than technological innovations. Since non-technological
innovation is more common in services, this suggests that innovative performance
in the service sector in less developed European economies could improve more
quickly than in manufacturing. Another hypothesis to be further tested is that
innovative performance in the most knowledge intensive services sectors could spill
over into general innovative performance in both services and manufacturing,
which would be positively associated with national innovation performance.

Figure 1 compares the innovation performance of Member States in services, as
measured by a selected number of service related indicators, with an index for
manufacturing constructed with an identical set of indicators. On average, the
national difference in innovation performance between the two major sectors is
highly correlated, although there are a few differences between performance
in manufacturing and services. For example, Luxembourg and Estonia perform
better on services than on manufacturing, which is explained by the fact that the



economy of these countries mainly relies on services. On the other hand, Bulgaria,
Germany, the Netherlands and Poland perform better in manufacturing.

The economic weight of KIBS has been increasing in many countries. For
the EU-25 countries, employment in KIBS increased by 7.9% between 1999 and
2004. As the KIBS sector includes many R&D intensive firms that provide services
to other firms, such as R&D and software development, one possibility is that
growth in the KIBS sector could drive innovation throughout an economy. If true,
the size of the KIBS sector should be positively associated with national innovation
performance and the rate of growth in KIBS should be positively associated with
the rate of growth in innovation performance.

Based on the results of the European Innovation Scoreboard (EIS) 2006, it can
indeed be shown that the KIBS value added and employment shares are
positively correlated with overall innovation performance. This is because
countries where KIBS has a relatively high economic weight, such as UK, Denmark
and Sweden, have better innovative performance than countries where KIBS has a
low economic weight, such as Poland, Portugal and Greece. KIBS therefore appears
to be a component of innovative performance, but we do not know if KIBS drives
economic performance throughout the economy. A better measure of this is if
growth in KIBS improves growth in innovative performance.

Due to different development patterns in the new Member States and in the other
EU countries, the new Member States have experienced rapid growth, particularly
in manufacturing and business services, but their overall innovation performance is
nevertheless much lower than in the older EU Member States. Therefore, higher
investments in KIBS are not automatically leading to better innovation
performance.

The results of the analysis of the role of KIBS provide therefore no strong
statistical evidence in support of a key role of KIBS in driving overall
innovative performance, as measured by the change of national innovation
performance. However, KIBS as a share of total employment or value-added is
positively correlated with the overall innovative performance. This is probably

Figure 1 — Service Sector Innovation Index (SSIl) 2007*
compared to manufacturing performance
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because of the high level of innovative activity within KIBS itself, such as in software
development. More and deeper analysis on the impact of different sectors on
innovation performance will be carried out under the umbrella of INNO-Metrics in
the next months. The results will be presented and further discussed by the
European Innovation Scoreboard 2007, with the objective to better understand
which economic sectors are driving innovation in Europe and why.



3. Towards more favourable
framework conditions
for innovation in services

Although innovation in services contributes to a large extent to overall innovation
performance, more political attention is still given to technological innovation than
to other forms of innovation. The new broad-based innovation strategy of the
Commission aims at broadening support to innovation, by mobilising all relevant
policies that could create more favourable framework conditions for innovation.
However, this also requires that such policies be better adapted to the specific
needs of services in order to ensure their neutrality between different forms of
innovation.

A large number of policies have, directly or indirectly, an impact on innovation in
services. The following chapter analyses, in particular, the impact of horizontal
policies, such as the Internal Market, IPR, public procurement, skills and R&D. The
role of standardisation in support of innovation in services will be subject to a
Communication, to be adopted later in 2007.

3.1. Fostering the potential of the Internal
Market for services

The Internal Market is a key enabler for the development of new innovative services
in Europe. Despite progress in some specific service sectors such as financial
services, telecommunications and broadcasting, the overall Internal Market for
services is not yet functioning properly. Barriers to trade in services penalise,
in particular, small and medium sized enterprises (SMEs) which are
disproportionately affected by complex administrative and legal requirements, and
therefore more likely than larger firms to be forced to turn down cross-border
business opportunities. Given the predominance of SMEs in service operations, this
has clearly acted as a considerable hindrance for innovation in services.

A constant concern for innovation policy is that poorly designed regulations
may inhibit investment in innovation. The effect of regulation on the
innovative activities of industrial firms has been widely studied, but a lot less is
known about the impact of regulation on the service sector. Following the results
of the Flash Barometer Survey on innovation (FBS) of 2004'7 (Table 3) it can be
concluded that a lower percentage of service sector SMEs as opposed to industrial
SMEs report that national regulations on product and process innovations place
them at a competitive disadvantage. According to the respondents, only consumer
protection rules seem to affect service sector SMEs more than industrial SMEs. This
may be due to the fact that the category “service SMEs” also encompasses retailers
of goods engaged in business-to-consumers transactions. These results also point
out the need for further research on consumer demand as a driver for innovation,
which will be carried out under the PRO INNO Europe initiative.

This supports the view that a reduction of administrative and regulatory burdens is
beneficial to all sectors. From an innovation policy point of view, there is no need
to preferentially favour service sector firms in efforts to reduce the
regulatory burden on firms.

Nevertheless, still existing restrictions to the creation of an effective and true
internal market for services represent a significant barrier to service innovation. The

7 For more information on this survey, see: Innovation statistics for the European Service Sector, A. Arundel, M. Kanerva,
A. van Cruysen, H. Hollanders, May 2007, at: http://www.proinno-europe.eu/index.cfm?fuseaction=page.display&topicl
D=275&parentlD=51
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restriction to national markets for services makes investments in service
innovation more risky and less profitable. A service provider will have a
greater incentive to develop innovative services if there is effective competition in
the market, and when there are significant economies of scale and scope. A well-
functioning Internal Market for services will result in cheaper, more specialised and
more innovative services, thus making the European services sector more
competitive in the international marketplace. Improving access to information on
high quality innovative services can also increase European citizens’ demand for
such services, creating an additional incentive for service companies. Therefore,
stepping up efforts to improve the functioning of the internal market for services is
a prerequisite for a more innovative European services sector.

The Services Directive, which was adopted by the European Parliament and the
Council in December 20068, is a crucial step forward in this respect. The freedom
of establishment and the freedom to provide cross-border services will be facilitated
by cutting red tape, removing barriers and improving legal certainty. In addition,
the rights of recipients of services will be strengthened through the introduction of
a general non-discrimination clause and information rights. Moreover, the Directive
provides for: (i) a horizontal framework for Member States to cooperate amongst
themselves and with the Commission (i) a dynamic process of simplification,
screening and modernisation of national legislation and administrative practices
applicable to service providers and (iii) a number of flanking measures, including
measures to improve the quality of services.

The Service Directive must be implemented by the Member States by the
end of 2009. The Commission will carefully monitor the implementation process
and will prepare, by end 2011, a report on the application of the Directive, which
may also consider the need for additional measures for matters excluded from the
scope of application, with a view to completing the Internal Market for services.

A true Internal Market for services also requires free movement of
workforce between Member States. The free flow of service professionals,
such as engineers and designers, is a key element to the complete and proper
functioning of an internal services market in Europe and further helps foster the free
flow of ideas, work practices and models. All these aspects are important in
supporting creativity and innovation within knowledge intensive service activities.

Table 3: Percentage of innovative SMEs that report that national
regulations for product and process innovations place their
firm at a competitive disadvantage compared to their
competitor

Type of regulation

Environmental Consun)er Product design
protection

Product and service innovations

Industrial firms 26.2 12.1 25.5 17.9
Service firms 15.8 15.0 19.4 12.1
P value <.000 ns 0.001 <.000
Process innovations
Industrial firms 22.2 9.6 25.2
Service firms 16.4 14.4 21.6
P value <.000 <.000 0.04

Source: Flash Eurobarometer (Innobarometer) November 2004, analysed by UNU-MERIT.

'¢ Directive 2006/123/EC



To facilitate workforce mobility, specific legislation' has been adopted for the
recognition of professional qualifications, including academic qualifications,
professional training and experience. This is a key issue for knowledge intense firms
and their international expansion.

3.2. Ensuring an effective IPR framework
for service innovations

Services are characterized by their high information content and their intangible
nature and service innovations are multidimensional and often of an incremental
nature. Many service sector innovations do not meet the requirements
for protection through patenting. This might be due to the fact that the type
of knowledge they generate, such as business methods, can not be protected
through patents.

Table 4 gives the percentage of CIS-4 respondent firms that report an application
for each of four types of intellectual property (IP) in the preceding three years.
Following this survey, approximately twice as many industrial than service
firms applied for a patent and more industrial than service firms
applied for a trademark. A much lower percentage of firms in KIBS apply for a
patent than industrial firms (12.0% versus 20.1%) and KIBS firms are also less likely
to apply for a trademark.

The percentage of service and industrial firms that registered an
industrial design is similar (16.3% versus 18.7%). Service sector firms are
slightly more likely than industrial firms to claim copyright (5.9% versus
5.3%). However, this is almost entirely due to KIBS firms, where 12.5% of firms
claim copyright versus 3.2% of other service firms. This is probably due to the use
of copyright by computer software firms.

Therefore, registered IPRs (patents, trademarks and registered designs) are less
widely used by service firms than by industrial firms. This would raise specific
concerns if the lower use of these forms of IP was due to a lack of information or
experience with using IP. However, it may also be that the lower use rate is due
to fewer eligible inventions, designs, and trademarks within the service
sector that can be protected using IP. The large gap for trademarks suggests
indeed a lack of information or experience by service sector firms, since trademarks
should be equally relevant to both industrial and service sector firms. On the
contrary, the lower rate of product innovation in the service sector suggests that a
smaller percentage of service firms have inventions or designs that could be
protected by such registered IPRs. More research is needed to determine the cause
of the lower use of registered IPRs by service sector firms.

Table 4: Percentage of innovative firms that applied for a patent,
registered a design or trademark, or claimed copyright
between 2002 and 2004

‘ Patents Design Trademarks Copyright
Manufacturing 20.4 18.8 18.7 5.4
All Services 8.3 16.3 9.8 5.9
KIBS 12.0 17.6 8.7 12.5
Services — excluding KIBS 6.7 15.5 10.0 3.2

Coverage EU-27, number of reporting countries by IP are: patents 12, design 16, trademarks 15, copyright 13
Source: Eurostat, Community Innovation Survey 4, available at http://epp.eurostat.ec.europa.eu/.
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Generally, effective IP protection is a significant motivation for innovation. The
increasing investments in service R&D suggest the need to protect
evolving IP also by service companies. This calls for specific measures to raise
awareness on how to effectively protect intellectual property in the service sector
rather than promoting specific forms of IP protection. There is a need to better
support the optimal use of IPRs by SMEs in the service sector, providing neutral
information on the costs and benefits of the various options that different forms of
IPRs can provide for innovative service companies. This also includes mechanisms,
such as confidentiality, database protection or digital rights management.
Awareness raising activities should not only focus on a more active use of existing
IPR, but also on strategies and practical options on how to deal with the rights of
other companies.

Further to the need to improve awareness about the best use of existing
IPR mechanisms, it is a challenge to assess their suitability for the
service sector. As a first step, the Commission is working on digital services,
progressively examining the copyright acquis with a view to ensuring that both the
legal framework and its application are conducive to the development of new
products, services and business models. Work began in autumn 2005, with a
recommendation on the management of copyright for online music services and
will continue in 2007 with an evaluation report of the Directive on copyright in the
Information Society?°, which will review the implementation of copyright legislation
in view of technological developments, including the application of Digital Right
Management and Technological Protection Measures.

The most difficult question remains whether to protect new business
models and technologically driven forms of organisational innovation.
For example, marketing innovations and new distribution channels which represent
an important form of service innovation cannot be protected by patents where
they qualify as business methods “as such”, which are excluded from patentability
under the European Patent Convention. The potential economic and societal
benefit of such a patenting, as for example possible in the US, still needs to be
demonstrated.

Following the results of the Community Innovation Survey (CIS), it seems that a
majority of service firms do not consider the lack of effective intellectual
property protection as a major barrier to innovation. This may reflect the
fact that service innovations are often more associated with tacit knowledge that is
more difficult to copy. On the other hand, there is strong evidence that service
firms use more often than manufacturing firms informal methods of protection to
protect their innovations. In the service sector, informal IP protection is often the
only way to secure a lasting commercial success of an innovation.

According to a recent study?', the informal IP protection methods present
great variations in terms of their nature and purpose of use. An example is
“secrecy”, which aims at keeping key knowledge secret either inside the firm or
from external collaborators. Another example is “publishing”, whereby a new idea
or working practice can be published and the initial developer of the idea will
become known as the innovator, thus preventing competitors from claiming
patents in the same field. Informal protection practices can also be used in order to
transform tacit knowledge into more explicit forms, e.g. into written documents,
tapes or databases (“documentation”), to enable effective gathering and sharing of
knowledge inside the company, thus decreasing dependency on individual
employees. Informal methods of protection are simple, easy to control, economical
to use, and often they are embedded in daily working routines of the business.

According to this study, the results of a recent survey confirm that businesses in
KIBS industries have adopted a variety of formal and informal ways to minimise the

20 Directive 2001/29/EC
21 Informal ways to protect intellectual property in SMEs, SC-Research, 2006



misuse or loss of their intellectual property. Besides formal protection methods,
informal practices are also seen as an effective way to protect and manage IP.
Moreover, individual KIBS businesses are found to use multiple methods to protect
their intellectual property rather than relying on one particular practice. It seems
that informal and formal protection methods are not mutually exclusive
or even competing but rather supporting each other. It can be argued that
systematic use of formal and informal methods may provide an optimum level of
protection for the firm. However, respondents perceive that both informal and
formal protection practices have some positive and negative aspects. The key
weakness of informal protection practices is related to the fact that they do not
usually offer legal forms of protection as many informal methods are not valid in a
juridical sense.

Despite the importance of informal IP protection practices for service innovations
there is very limited knowledge on what these informal protection methods are and
how they are used by service companies. Therefore, there is a need for further
research work to improve knowledge and understanding of the role and nature of
informal IP protection methods. In addition, there is a need to include awareness
raising on informal IP protection and management strategies among
the business community into national and Community IP support
actions. Innovation support services on IP protection should be broadened to
include awareness activities on informal IP protection as well as identification and
dissemination of good practice examples on IP strategies which successfully
combine IPR and informal IP protection.

3.3. Encouraging public procurement
of innovative services

Public procurement plays a major role also for services. It is estimated, that public
procurement of services (including construction) accounts for about two thirds of
the estimated value of all procurement published in the Official Journal. The Aho
Report on “Creating an innovative Europe”?? suggested that “if Europe
cannot offer innovation-friendly markets for the creative outputs of its business,
then these will go elsewhere”. It called upon governments to “use public
procurement to drive demand for innovative goods while at the same time
improving the level of public services”. The Communication on a broad based
innovation strategy for the EU?® also stressed the importance of public procurement
in driving demand for innovative products and services while raising the quality of
public services in markets where the public sector is a significant purchaser.

The Community Innovation Survey (CIS) includes two questions on the effect of
low demand as a reason not to innovate. In the analysis given below, the
results to the first question (A in Table 5) are limited to innovative firms that report
that uncertain demand is an important factor hampering their ability to innovate.
The results for the second question (B) are for all firms that state that they did not
innovate because of a lack of demand.

According to CIS-4 results, a higher percentage of innovative industrial
firms (13.4%) than service sector firms (10.7%) report a lack of demand
as a problem, although there is little difference between KIBS and manufacturing
firms. For all firms, the problem is most prevalent in the KIBS sector, although this
could be because of new start-ups that by definition face uncertain demand.

Industrial firms could be more sensitive to demand conditions than
service sector firms, with a higher percentage of them reporting that low
demand hampers their ability to innovate. KIBS firms are more similar to industrial

2 “Creating an Innovative Europe”: report of the independent expert group on R&D and innovation appointed following
the Hampton Court Summit and chaired by Mr Esko Aho

23 COM (2006) 502 final, of 13.9.2006
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firms than other service sub-sectors. According to the Flash Barometer Survey of
2004%, a higher percentage of industrial firms also report that the public sector
demands higher innovative content in their goods and services than service sector
firms. There could be room to encourage innovation in service firms through more
demanding government procurement conditions. This would help to better reflect
demand-pull measures in support of innovation in services.

The public procurement Directives?®, which were adopted in 2004 and entered into
force in 2006, offer sufficient scope for innovation-oriented tendering. Properly
applied, they allow the purchase of innovative products and services, without
compromising competition. The recently published Guide on dealing with
innovative solutions in public procurement?® aims at helping procurers in
the Member States to take full advantage of the possibilities offered by the public
procurement Directives. The guide identifies a number of principles and good
practice examples on how public procurement can promote innovation. The
principles described in the guide are not only suitable for products but also apply
to the procurement of innovative services.

The approach is the same whether the issue at hand is procurement of prod