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1 Introduction
Free-market policy is gaining ground globally, thus bringing about restructuring of global economy. This implies global division of labor and increased competition on a global scale, which in turn increases pressure to national competitiveness, to cut public spending and to increase efficiency in all sectors of society. Such a development poses a huge challenge to various welfarist regimes of OECD-countries, including Finland. (Graham & Richardson 1997; On Scandinavian welfare states see Einhorn & Logue 2003 and on Finland see Kettunen & Kiviniemi 2005.) One of our urgent needs is to design policies and measures to meet the challenge of global restructuring. 

Due to the pervasive change in the mode of development towards knowledge-based economy, the role of innovation as a driver of growth and economic viability has proved to be essential. And this is not only about product or technological innovations, but all kinds of innovations, including service, process and institutional innovations. It goes without saying that Finland’s know-how and technology-based success story is under pressure and needs to be modified, as pointed out in national innovation strategy lines.
Another structural trend in mature economies has for long been the manufacturing decline and the transfer of related jobs to countries with lower production costs, especially with lower labor costs. “China Phenomenon” – usually understood as a transfer of blue-collar or manufacturing jobs from high-cost countries to China, which is the fastest growing market in the world – has been a widely discussed trend for some years. This development has a logical connection to anticipated absolute and relative growth of service sector, as losses in blue-collar jobs need to be replaced in all mature economies by job creation in service sector, including KIBS, expert services, creative jobs and the like. On going industrial restructuring is a case of creative destruction par excellence. Yet, the question is not anymore only about manufacturing jobs, but also about the transfer of services to countries like China, India, Brazil and transitional economies in Eastern Europe, of which call centers are the most frequently used example. This is possible because many services can be modularized and only some modules of service packages require face-to-face contact. This resembles the overall transformation in global competition and business models, in which new products can be assembled from components and subsystems, and each part of a value chain may be involved in competition between alternative contractors (Zysman 2004, 13-15). Such a logic is likely to affect the development of service markets and business in the future, which will pose a challenge to national competitiveness and ability to utilize the emerging growth potential.

Innovation and service economies combined provide a new frame to innovation policy. But to translate this strategic challenge into action is easier said than done. What puzzles both developers and academics is the very nature of services and service innovation, as it is difficult to conceptualize and concretize both of them. Moreover, to create and adopt service innovations successfully is a huge challenge in public and private organizations. One reason for this is the fact that services themselves have an inherent connection to a range of technological, organizational, behavioral and societal aspects, which make them complex from the point of view of both demand and supply. Similarly, contextual and processual nature of services must be taken into account in the development of service innovation models: they must be more democratic, inclusive and open than conventional technological or product innovations. 

In the Finnish context of creating and utilizing service innovations the role of public sector organizations is regarded indispensable, both as the supporters and facilitators of service innovations and as the sector in which there is a growing need for innovations, due to budget constraints, fairly low productivity, and long-lasting neglect of innovation. This has a connection to the organizational aspect of public sector reform, which includes a widely applied new management tools and a wider use of alternative service delivery models, which have already created a new logic of public service delivery. In all, public sector’s innovation potential is extremely high and if utilized optimally, will improve not only the performance of public sector organizations but will through injections of expenditure, transactions and wider inclusion of stakeholders generate growth through effects which may be direct (e.g. new jointly produced services), indirect (e.g. components, logistic solutions and associated services) or induced (e.g. consumption of new employees or demand of business organizations in the value constellation). 

To sum up, it is widely recognized that the service sector in Finland is underdeveloped when assessed against the background of our potential, or when compared with other advanced societies in Europe and elsewhere. This creates potential that should be assessed and utilized. On the one hand, we will discuss how public sector organizations may contribute to the innovation-based service economy by increasing efficiency and effectiveness in its own production, and more importantly, by supporting and guide creative value constellations of new service economy. On the other hand, we will review evolution of innovation-based business concepts and models in emerging networks of service markets.  

2 Transformation in service economy

2.1 Services and service economy
Service industries represent those parts of national economy which do not produce physical goods.
 Cleaning, beauty care, computing, engineering, education and transportation are classic service industries. Some industries, like restaurants and car repair shops, provide combinations of services and physical products. Pure and classic services are goods which are neither storable nor tangible. Direct services are customer services where the presence of a customer is needed and the customer can play a passive or active role in service process. Indirect services are so-called back office activities, which support front line services and can be performed from a distance. Manual services are made by non-professional labor, and automatized or electronic services are produced through devices and software.  In any case, the characteristics of a service are complex, because many services cannot be precisely quantified and specified. Many scholars have concluded that services cannot be simply and completely depicted and defined. 
Public services are services which are controlled by public authorities. Nevertheless, there is no strict borderline between public and private services. Legislators make laws which also regulate the production and delivery of private services, and supervisory authorities oversee and control private service production. Private services are supervised more or less by public authorities with licences, charters, concessions and quality and competence controls.  (Cf. OECD 1977, 29; Black 1997, 424.)

The proportional share of service industries in the economy is regarded as an indication of the advancement of a society. In the last few decades, service industries have grown rapidly due mainly to two reasons. The purchasing power of citizens has grown so much that they can buy or afford other people’s work. At the same time, family structures have changed such that many households have transferred part of their domestic work to commercial or non-profit service providers. On a macro level of economy, increased competition has contributed further to the division of labor. As a consequence of this specialization has increased and the self-sufficiency of organizations has decreased. (Rutherford 1992, 415, Black 1997, 424 and Gallaher, Link & Petruss 2006, 1.)

At the same time, it is difficult to measure the productivity of services, because productivity measures were originally developed in manufacturing. Services have also been seen as low-innovative industries with many low-paid jobs and little advanced technology. Compared to manufacturing, intellectual property rights have been weak and more vague in service industries. In most cases, service organizations are regional or national actors, whereas manufacturing firms operate on a national or global level. (Gallaher, Link & Petruss 2006, 1, 6.)

2.2 From Fordism to new economy

The Baumol’s disease hypothesis has arguably exaggerated the degree to which innovation is driven by technology, albeit of particular importance for the history of innovation in manufacturing industries. As will be briefly demonstrated below, innovation in the service sector is increasingly driven by a more flexible, adaptive and highly skilled workforce. 

2.2.1 Evolution of private sector models of production 

The industrial revolution started in the UK in the late 1700s after the invention of the steam powered engine. But real mass production started in the USA in the early 1900s. A key figure in the adoption of mass production was Henry Ford, who developed the famous Model T as a low-price car, organized moving production lines and sold new cars to millions of ordinary citizens.  In mass production, the high-volume output of standard products is made with interchangeable parts using machines dedicated to particular assignments and manned by low or semi-skilled labor. Fordism became a philosophy of efficient mass production. (Zysman 2004, 8-9.) The picture started to change dramatically, when the trade unions demanded improvements in mechanical assembly line work and the two oil crises increased production costs. This development also marked a shift towards increased inflation and a high level of unemployment. In economic policy, Keynesianism was deemed to come to an end as its ideas of state intervention did not work properly in the new international economy, which was a result of the globalization of production and increased interdependency. Consumer markets also started to change, having an indirect impact on production by encouraging product differentiation at the expense of mass production. All these changes meant a transition from Fordism to Post-Fordist production.

In production the postwar period provided an opportunity for Japanese companies to grow, and they developed a new production innovation called lean production or flexible volume production. Japanese enterprises reorganized production lines and developed models for the rapid introduction of new products. The aim was to combine lower costs with high quality. (Zysman 2004, 9-10.) This was the time of the emergence of team management and quality management especially in the largest Japanese corporations, Toyota being the paradigmatic example of this trend. This trend gave impetus to a new management doctrine. Ultimately lean production may be seen as a culturally modified version of Fordism, which emerged in Japan as an outcome of favorable social conditions, then new production technologies, entrepreneurship, and the global economic expansion related to the liberalization of international trade after the Second World War.

A European response to the challenges of American mass production and Japanese lean production was flexible specialization or diversified quality production. Central European enterprises competed with production methods involving small quantities of products that had higher value because of quality attributes or distinctive performance. Major European companies could not compete with low salaries, instead they had to rely on flexibility and skills. Flexible specialization or craft production was defined as the manufacture of a changing array of tailor-made products using flexible, general purpose machinery and a skilled, adaptable workforce. The flexible specialization model also included good and close connections between the business community and local authorities and civil society. (Zysman 2004, 11-12.) Another characteristic element of such a mode of production is the formation of flexible manufacturing networks, which allow diverse alliances, and partnerships to be created for different customers or market segments in order to optimize the mix of firm resources and achieve a competitive advantage. Such networks of SMEs can utilize the flexibility of small enterprises but may also benefit from knowledge sharing, pooling of resources, and economies of scale. 

American producers responded to competition from Japan and Western Europe by creating crossnational production networks and Wintelism. The Wintelist era is a metaphor for the era of component driven competition that facilitated the vertical disintegration of companies, which in turn gave decisive market power to the suppliers of critical components in final products. Two leading brand names, Windows operating system of Microsoft and Intel processors have been used to exemplify this development, thus sometimes referred to as Wintelism. This turn brought with it important changes. First, consumer electronics and automobiles were combined with products of the semiconductor industry. Secondly, digital and networked consumer electronics products, like mobile devices and computers, were developed. The nature of manufacturing changed radically, as this development refocused the core engineering skills to chip and software based systems. Wintelism created new core areas for competition and a new model of production. New products were assembled from components and subsystems, and each part of a value chain involved competition between alternative contractors. Market and product standards became important in global competition. Because the constituent elements of the product became modules, many components and subsystems of modular systems provided opportunities for outsourcing and a vertical disintegration of production. (Zysman 2004, 13-15.) In this sense it can be considered fairly similar to flexible specialization, the difference being that it emerged in the IT sector and was ultimately dominated by large corporations. The Wintelist era was a transition to a global digital era, which is slowly developing towards a new phase through such converging trends as ubiquitous society, Web 2.0 and open source revolution. There is also increasing mingling of production and consumption in the new forms of DIY culture (DIY stands for ‘do it yourself’), highlighted by content sharing and co-production forums, which will certainly leave its mask on the production models of the future.

According to Zysman (2006, 48) services have been a very problematic and poorly understood part of economies. Service sectors have grown a lot in the last few decades, and service industries provide more jobs in developed western economies than traditional industries. At the same time, most economists have regarded services as a sinkhole of the economy, because they have assumed that services are immune to major organization or technologically based productivity increases. But services will go through transformation which is driven by an algorithmic revolution. It includes two key features: IT tools and networks. IT tools will make it possible to utilize information in new areas and innovative ways. IT tools are applied in the reorganization and reconceptualization of services. The revolutionary and imaginative IT tool can be applied to services and will help to formalize and codify services in a way which will make service modularized, tradable and footloose. These changes will produce new mechanisms of value chains by enabling new service specifications and service integration. Reconfiguration of services will produce new mechanisms of value creation. IT and network enabled transformation will reorganize traditional business processes and the interaction between the private and public sectors.  (Zysman 2007.)

2.2.2 Development of public sector service delivery

A modern economy of western nations is based on emerging services, both private and public. There are many pure public services like urban planning, public order, waste management, road and street maintenance and water and air pollution control which are not only financed by taxpayers but also produced by public agencies. Along with these services there are many public personal service like social services, health care, education and culture and sport services which are important public service in modern, welfare and knowledge-based societies. Such services as schooling and leisure services are private goods, because a person can be prevented from consuming them and rivalness in use is present. Although many of these goods and services have significant and positive social effects, they can be seen still private goods, also referred to as merit goods. (Valkama and Bailey 2001, 33.)

Aims and functions of public services are based on democratic decision making, and delivery of public services is carried out mainly by public bureau. Virtues of classical public service apparatus have been equality, standardization, rule of law and fairness. While taking care of extensive welfare society functions mainly by a large public apparatus, local governments and state public services have been subjected to increasingly severe criticism. According to public choice theory, public bureaucracies are monopolies populated by self-interested employees rather than neutral, disinterested experts dedicated to general welfare. Monopolistic position in production of services has been widely seen a source of inefficiency and even government failure.
A purchaser-provider split was the main innovation introduced by quasi-market theory, which is more practically oriented theory than public choice. According to the innovation, competition can be introduced into public sector and public services can be supplied by a variety of semi-independent and independent public and private agencies (Le Grand and Bartlett 1993, 2 – 10, Bailey 1993b, 148 and cf. Bailey 1993a). Prime minister Thatcher adopted ideas from these theories, and thatcherism started a new era of public service delivery. Competitive tendering and private funding of public investments (PPP/PFI) are main reforms spread by thatcherim through the whole of Europe. The history of delivery of local public service is not quite similar in USA, because the private commercial sector and especially private non-profit sector traditionally have had a stronger role in economic activities of local and regional communities (Savas 1987 and 2002 and Burnes and Anastasiadis 2003, 356). 

2.2.3 Models for service economy: from value chains to value constellations

Globalization and digitalization have profoundly affected the economy, even to the extent that we venture to speak about the ‘new economy’. Huge investments are being made in ICT, on the one hand, and new trading and action models and organization are being adopted on the other. In the old economy, mechanical engineering, steel and car industries, food value chain and low skill services played a major role. In the new economy, value creation revolves around ICTs and especially the Internet. The internet not only speeds up knowledge creation and circulation: it also is changing from a means of communication to a global platform for the delivery of private and public services. At the beginning of the era of the new economy, information-based service industries grow rapidly. IT-based applications become the major drivers of the productivity growth, but the logic of this development is not yet well understood. (Jorgenson & Wessner 2007, xi-1, Bannock, Baxter and Davis 2003, 276 and Rutherford 2002, 393.) 

Globalization and digitalization affect not only the economy but also the whole of society. There are many ways to describe this new societal formation: information society, knowledge society, network society, e-society, ubiquitous society, etc. Facilitated and developed communication and logistical streams of information and goods will produce the networks of the network society including complex and changing settings of market transactions and knowledge nodes. New networks operate across traditional organizational and governmental borders. Centralized governmental planning will encounter difficulties due to continual changes and a radical uncertainty of economic and social life. (Gibson 2007, 605-606.)

de Man (2004, 4) has defined a network as a selected set of multiple autonomous or at least semi-autonomous organizations, which interact directly or indirectly, based on different types of alliance engagements between them. Bessant and Tidd (2007, 84) have defined a network on more general terms stating that it is an interconnected group or system. Informal networking happens between individuals, but formal networking is used for the generation of innovations and creating competitive advantages. In the network service economy, firms develop, produce and market a large proportion of services through alliances. Drivers of the development of the network service economy are increased competition, liberalization and internationalization of many service sectors, ICT development and organizational and managerial innovations. (de Man 2004, 4-5, 9 and Bessant & Tidd 2007, 85). 

Networks were introduced to economic analysis much later than in sociology. In economics the focus has been on contractual, legal and economic networks. The hierarchical enterprises have met difficulties in recent decades, because networks of lateral, dynamic and horizontal inter-linkages within and among companies have started to emerge. In the old economy, the traditional network enterprises were operating by physical networks and tangible media, but the latest network companies of the new economy are operating by informational networks, in which codified and reconfigured information is the key medium of service delivery. (Furubotn & Richter 2005, 308-310 and Gallouj 2002, 10.) 

In economic analyses, a focal interest has been in network effects, which may be positive or negative. Through the networks enterprises can share knowledge and risks. Networks and similar forms of organization may help to gain access to new markets and favorable treatment in public forums. But network partners can also restrict a member firm’s independence. Organizational interdependence is low if the networking is carried out by licensing or technology exchange agreements. In an opposite case, joint ventures, partnerships and similar arrangements are used to create strong interdependence between owners.  (de Man 2004, 5 and 13-14, 62 and Bessant & Tidd 2007, 85).
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Figure 1. Multi-tier loop system of innovation in service constellations.   
New organizational principles are becoming integral part of the organization of new economy. They revolve around value constellations which are composed of a varying mixes of producers serving the tailored needs of customers. This new process has a three-level loop that needs to work properly and synergistically in order to bring maximal societal value. 
3 Conceptualizing service innovations
3.1 Innovations

Private sector firms live or die according to how innovative they are in marketing their products and services. Those who do not innovate fast enough will lose market share and profits to more highly innovative firms, especially in high-tech industries. Highly innovate firms invest large sums in research and development and reward those who develop innovative goods and services. At the risk of over-generalization, innovation in the public sector seems to occur despite, rather than because of, the way services are organized. The emphasis has traditionally been on incremental (rather than radical) change, minimizing the risks associated with change rather than rewarding those who are most innovative. So how can public services be made more innovative without exposing them (and their users) to unacceptable levels of risk? Before considering this question, it is necessary to define innovation and briefly consider its various forms.

3.1.1 Definition of innovation

According to the Oxford English Dictionary innovation means the alteration of what is established by the introduction of new elements or forms. On the other hand, it can also mean a change made in the nature or fashion of anything. It is something newly introduced, and it can be a novel practice, method, etc. In scientific publications innovation refers to a new idea that has been implemented in the marketplace. (Mote 2000, 981-982.) Moore, Sparrow and Spelman (1997, 276; cf. Behn 1997, 8) have stated that an innovation is a change which is globally or at least locally new to an industry or the organization. They have formulated a definition that an innovation is any reasonably significant improvement to the way a private or public organization operates is governed or defines its basic mission. Sapolsky (1967) and Wilson (1966) have also interpreted innovation as a change by saying that innovation represents a fundamental change in a significant number of tasks of an organization. Becker and Whisler (1967, 462-463) have stated that it is lamentable that an idea, a change and an adaptation have been used as synonyms of an innovation. They noted that an innovation is not an invention. Innovation follows from invention, but time and location make the difference. Becker and Whisler have connected definition of innovation closely with time by defining innovation as the first or early stage use of an idea by one set of organizations from the same industry or branch.
 Nayak and Ketteringham (1986 ref. Lynn 1997, 86) have claimed that an innovation is the art of doing things in a better way than before. Altshuler and Zegans (1997, 73) have given a simple definition: Innovation is a novelty in action. Both a restorative idea and an implementation of the idea in practice are needed. Unlike Becker and Whisler, Altshuler and Zegans assume that an innovation can be also an invention or a discovery. 

Not every change implemented in an organization can be an innovation. According to some authors (e. g. Lynn 1997, 7) in order to refer to something as an innovation it has to be possible to differentiate it from minor changes by its depth and durability. Based on this statement, rarity and significance can be seen as a precondition for innovation. This means that innovation as a phenomenon is relative. Minor changes are mere fine adjustments but radical changes or breakthroughs can be classified as innovations.

Fundamental elements of the concept innovations are universal and it is not bound to specific sectors or industries. But one part of the complexity of the concept of an innovation is that some authors see private and public sector innovations as disparate. A private sector innovation determines how companies find, utilize and defend a market segment and niche for their supply.  In the public sector, the idea of an innovation is not similar. Public administration innovation clarifies value chains of how public authorities provide or facilitate accountable relationships between the general public and public administration. (Elmore 1997, 248.) Altshuler and Zegans (1997, 70) claim that private companies need innovations for business success and that companies can make profits by innovations. In the public sector, remuneration systems provide hardly any incentives for innovations, and public policymakers use innovations either for damage control and prevention or for making budget cuts and savings on public spending.
 Altshuler and Behn have claimed that an innovation means something good and positive for a government (Alshuler and Behn 1998 ref Behn 1997, 7).
 

Table 1. Criteria of innovations. 

	Authors
	Criteria

	Moore, Sparrow and Spelman 1997
	Globally (or at least locally) new to the organization, be large enough, general enough and durable enough or be consciously designed as a response to a perceived problem.  

	Altshuler and Zegans (1997)
	Novelty, quality, significance and replicability.


The definitions stated above imply that an innovation makes the performance of an organization better. This is a contested question in innovation research, because many researchers conceive that innovations can produce both benefits and disadvantages. There is no natural and absolute level of change which need to be achieved before the change can be recognized as an innovation. In this sense, an innovation is not an absolute concept. The criteria for fundamental innovations need to be raised high, but the determination of small-scale innovations can be flexible depending on the purpose of an analysis. (Cf. Moore, Sparrow and Spelman 1997, 276-277.)  
3.1.2 Types and categories of innovations

Moore, Sparrow and Spelman (1997, 277-278) have categorized innovations as programmatic, administrative, technological, and strategic innovations, but their classes are not definite, because there can be overlapping between categories. New methods of using resources applied in an organization are called programmatic innovations. Administrative innovations include typically improvements of personal policy and performance measurement. A use of new piece of a device means technological innovation. Big changes of philosophy or aims of a public agency are strategic innovations.    

Table 2. Categories of innovations. 

	Authors
	Categories of innovations

	Moore, Sparrow and Spelman 1997
	Programmatic, administrative, technological, and strategic

	Bessant & Tidd (2007, 13)
	Product, process, position and paradigm innovations

	Shang & Fagan (2006)
	Technological and institutional innovations


Cohen and Eimicke (1998) have related a concept of innovation to management science, introducing a concept of a management innovation. Based on their thinking public sector management innovation can be defined as the formulation and implementation of new policy plan and operating standards in public agents and services. More generally and in respect of public sector services, we can distinguish between cultural, social democratic and structural innovation in the welfare state as a whole.
3.2 From service innovations to service transformation
Traditionally, innovation in the service sector (whether private, public or voluntary sectors) has been seen very problematic. According to the ‘relative price effect’ (also known as ‘Baumol’s disease’) the productivity of service industries is either unchanged or grows only very slowly when compared with the scope for innovation in the manufacturing sector (e.g. by adopting new technology). This effect is thought to particularly adversely affect public sector services, often relying on face-to-face contact between service provider and service user (e.g. teacher-pupil, doctor-patient, social worker-client). This public sector ‘disease’ may be exaggerated, however, as will be demonstrated below by defining services and considering service innovations.

Service innovation is a relatively new and little documented phenomenon. As a research theme, the focus of service innovation researchers is on the conceptualization of service innovations, the phases of service innovation processes, service innovation occurrence in different organizations and the modeling of innovations in core and supplementary services. The background of service innovations may be solely in the creative processes of service industries, but often such processes are supplemented by advanced technology and new devices acquired from the manufacturing sector. But the converse is also true: manufacturing industries build connections with physical products and services systems and encapsulate services packages around devices. A greater part of the revamping of value-adding activities occurs in the manufacturing sector by improvements to materials, redesign of devices and adoption of developed internal and external logistics. Service innovations are more abstract while accumulated knowledge is used to build organizational models and networks and redefine service sketches and plans. The manufacturing innovations might be based on scientific breakthroughs, but service innovations are usually more incremental and small-scale.
 Service innovations are often based on consumer specific needs and situational characteristics. Web-based applications, information supply channels and models, and data transfer and compilation systems can be mentioned as major service innovations. (Gallaher, Link & Petrusa 2006, 7-11 and 117.) 

According to Tien (2007, 66-67) there are four drivers behind service innovations: collaboration, customization, integration and adaptation. Tien claims that all these drivers are connected with customers so that the individual customer can contribute in a collaborative service situation, receive customized service, access integrated services and obtain adaptive on-line input.

Service transformation will occur in the interplay of technology, policy, and markets. For these reasons the service transformation will get different dimensions in every country. According to Zysman (2007), all services have important social and political links. Service transformation will be controlled by regulation, which implies an inherent connection between service development and public policy. Transformation means that something is changing dramatically or undergoing a total change. Usually a final result of transformation is somehow better than earlier circumstances or state of affairs. Behind transformation, there are transformers which are key public and private contributors of dramatic changes. 
In the old service economy values were created locally, in-house and manually.  In the new service economy public, private and voluntary sectors can produce new value constellations by innovative joint actions, competitive measures and network concatenation. Public service transformation refers not only to changes in the delivery of public services enabled by the utilization of new technology, by the creation of knowledge-intensive supply chains, and by the diversifying of collaborative elements of public service production but also evolution of service concepts driven by re-conceptions of roles of public policy, redefinitions of rights and responsibilities of citizens, and evolutions of political philosophy. Service economy transformation is a tremendous challenge for local and national economies, because it can help to create new combinations of values as a result of entrepreneurial and innovative manipulation (Boyett 1997, 89). After monopoly power of public service providers, alternative pro- and non-profit service organization can find their momentum and roles as supplementary value shapers. Entrepreneurship and small service companies are very important not only for local economic growth and employment, but also for diffusion of radical service innovations. Local service systems can vary based on regional dynamics and variation of industry clusters, and new value constellations in service networks can cause radical configurations and a blurring of boundaries in the duties and learning opportunities between a local government, a community and a business sector. (Loza 2004, 297.)

4 Research problems, methods and material
4.1 Key focus and ideas of the research
Application of opportunities of service economy transformation in a networking society is a big opportunity for policy makers and service business strategists. On the one hand, utilisation of external resources by contractualisation and externalization and, on the another hand, a shift from one dimensional value chains to dynamic and cumulating value constellations are new goals. According to Williamson (1985) the best solution is somewhere between hierarchy and markets. Also, between them the network economy can be found. According to the new economy thinking of governance, value constellations of services are exploiting two mechanisms at the same time - namely both competition and co-operation. These mechanisms are very different, but both of them may help in cutting costs, developing the quality of services and improving the match of demand and supply of the services. 
According to economists, in an effective economic system property rights need to be clearly defined, fully enforced, and readily transferable. One key block of development of service economy is still the lack of well established property rights of use, choose, consume, control and circulate not only concrete but also abstract services. But it is not a question only about rights, because there are also responsibilities, which need be as well defined and allocated. Also transferability and being able to transfer of responsibilities of citizens, consumers and other stakeholders are growing issues in a modern service economy.  
In this research, the origin, nature and logic of service innovations as drivers of service economy transformation is the key issue. It has been stated in much early research that ICT-based applications are not enough in order to increase productivity of services (cf. Valtioneuvoston kanslia 2005). Beside technological development, processes of service delivery and consumption need to be re-engineered, service concepts and models need to be redefined, and service management principles need to be updated. A successful and innovation-based service economy transformation can produce not only new economic growth but also productivity increases through new value constellations. Innovations may concern a broad set of issues relevant to production and consumption of services, including for example technological, political, juridical and financial aspects of service innovations. Within the context of the management of value constellations of mixed public and private services, we may identify various application areas and functions in which innovations may make a difference, including innovations in: 
· service philosophy (e.g. emphasizing the responsibilities as well as the rights of stakeholders), 

· service strategy (e.g. evidence-based policy), 

· service finance (e.g. co-financing with contributions from both service producers and users), 

· service production (e.g. co-production of personalized services),
· service characteristics (e.g. service users suggest service improvements and development),

· service platforms (e.g. manual, technological and organizational elements) 

· service delivery (e.g. extending service delivery beyond the public sector to include the private and voluntary sectors), and 

· service use (e.g. self-directed social care or self service).
Service innovations cannot be properly conceptualized with typical innovation categories. In this research project, service innovations will be approached as composition of technological and institutional innovations. The first main aim of the study is to conceptualize service innovations and to model dynamics of service innovations. A review of development of innovation policy and service economic history research as a background is needed in order to create abstract tools for the present day service innovation derivatives. This research will produce a profound conceptual analysis of innovations from post-industrial economy perspectives. In addition, it is important to mimic, understand and estimate changing natures and roles of service innovations separately both in public and private sectors. 
The second aim of the research is to identify which factors are drivers and decelerators of service innovations both in supply and demand sides. Economic rewards are classical incentives for innovations, but there are several other factors, which boost or hamper creation, implementation and application of innovations. Democracy, human rights and rule of law are quite self-evident preconditions for public sector innovations, but there still are many institutional things like underdeveloped systems of good governance, competitive neutrality problems, non-transparent actions and lack of accountability which may work against public sectors innovativeness. 
The third objective is to find out how service innovations create and constellate economic values in expanding networks of service economy. The service innovations paves the way for new forms of interaction and socio-economic composition, such as collaborative production, shared risk pools, new intangible merchandises, and revolutionary exchange models.  A concept of value chain introduced by M. Porter has been popular in network analysis, but in this research, we will define and utilize a concept of value constellations. Special attention will be directed to key dimensions of value constellation with a view to scaling and adding of services (service capacity), integration of services produced by different service providers (service integration), facilitation of connections between key producers (service clusters) and rotation of service actors and elements (service circulation). 
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Figure 2. Research setting and modules.

The forth aim is to analyze the effects of innovation-based service economy transformation at national and local levels and sketch the geography of new service economy. Service economy transformation will redefine roles of single states in a world economy through respecialisation and positions in new value constellations. Cities and local governments try to cope with structural changes of economic fundamentals by new development coalitions, place shaping and rezoning actions, establishing risk and investment funds and enterprises, publicly-privately funded public utility investments, etc. In this research, growth models and restructuring of service sectors of selected case-study countries and cities will be evaluated.    
4.2 The outline of the research, research materials and methods, and research team
The nature of the proposed research will be both theoretical and empirical. First of all, the theoretical part will produce as results new definitions and abstract models. Secondly it will express standpoints, criticism and argumentation concerning foundations of service innovations and governance of service economy transformation. Theoretical discussions and arguments will put special emphasis also on links between mainstream economic development policy and its applicability for needs of modern service sectors. The theoretical methods are based on a framework to utilise, on the one hand, the constructions of thesis, antithesis and synthesis, on the other hand, problematization, explication and argumentation. The source of scientific material consists mainly of previous political economy, administrative and law & economics studies and service logistics and marketing studies.  Economic policy guidelines will be collected from state authorities and associations of local governments and regions.

The empirical part of the research will include both international and national reviews. The purpose of international studies is to open perspectives and synthesize experiences from commensurate but more service intensive economies. In the first phase of an empirical part, the research aims to map out the main features of service economy transformation in selected case-study countries. In the second phase, in order to find out problems, possibilities and needs for capacity building of service development a comparative electronic survey questionnaire will be mailed to key representatives of service specialists. Nationally oriented empirical analyses will be carried out for selected case-study services based on multi method applications (cf. Brewer & Hunter 1989).

Table 3. The outline of the theoretical and empirical parts of the research. 

	Introduction/backgrounds &
Review of previous studies and definitions of the key concepts
Research team
Focus of research settings
Pekka Valkama

Background models and theoretical frames
Pekka Valkama & research team


	The main elements of the theoretical part:
	The main elements of the empirical part:

	Concepts and dynamics of public service innovations

Stephen Bailey

Incentives for service innovations

James Wilsdon

Drivers and decelerators of  ICT-based service innovations of eGovernment
Ari-Veikko Anttiroiko
Innovation-based evolution of private service industries

Kari Lohivesi

Value constellations of industry clusters: 

Integrating service innovations and service capacity of science parks
Ari-Veikko Anttiroiko
Explication, argumentation and contextualization of service transformation

John Zysman and Stephen Cohen

Evolution of innovative service markets

Pekka Valkama

Evaluation of public service transformation

Pekka Valkama &Ari-Veikko Anttiroiko

	Innovative regions & ecosystems of innovations
Antti Hautamäki
International overview of development of service innovations for specific service industries
Research team & contract researchers
International experience and perspectives of case countries and regions: feature of service economy transformation
Stephen Bailey & team: UK

Roland Almqvist & team: Sweden

Hiroshi Okuma & Shijuro Yazawa: Japan

Ian Thynne : New Zealand & Australia
William F. Miller, Henry S. Rowen & Marguerite Gong Hancock: Silicon Valley
Comparative survey of public service innovation drivers and decelerators: Finland, Sweden and Scotland
Ari-Veikko Anttiroiko, Pekka Valkama, Olavi Kallio, Stephen Bailey and Roland Almqvist

Development of competitive service markets and innovative market reforms in Finalnd

Martti Virtanen, Aki Koponen, Mikko Pohjola & Anniina Lehtonen
Trends of service integration and clusters in Finland
Ari-Veikko Anttiroiko

Cities as innovative growth machines – case Helsinki & Tampere
Markus Laine

	Conclusions
 Pekka Valkama, Stephen Bailey and Ari-Veikko Anttiroiko 

1.
Empirical evidence of effects and theory frames revisited
2. Recommendations and policy guidelines
3. Needs for further research


Table 3 presents a summary outline of the theoretical and empirical parts of the research. The results of the project will strengthen the know-how of development of service industries, demonstrating determinants and outcomes of service economy transformation and providing suggestions for capacity building of service education and development. Results will benefit not only public authorities and local governments but also service enterprises and non-profit service associations. The results of the project will be reported in national and international journals during the course of the project. A conclusive final report will be released through a qualified international book publisher. In addition, popularising articles will be written in national magazines and newspapers. The research project will start on 1st October 2008, and it will last 18 moths. 
The research project will be managed by head of research Pekka Valkama from the Department of Economics and Accounting of the University of Tampere.  The project will be administered the Department of Economics and Accounting, but the project utilized extensive research networks. The research team will be comprised of researchers and writers from many universities and research institutions. Main national scientific partners will be the Department of Regional Studies and the Department of Management at the University of Tampere, The Institute for Competition Policy Studies and the Department of Economics from Turku School of Economics. In addition, cooperation will extend to National Research and Development Centre for Welfare and Health (STAKES), City of Helsinki Urban Facts, the University of Wasa, and the University of Lapland. The most important international companions will be the division of Public Policy in the Glasgow Caledonian University, the Institute of Local Government Economics at the University of Stockholm, Berkeley Roundtable on the International Economy at the University of California, Berkeley and John F. Kennedy School of Government at Harvard University.  

The most important members of the research team are
· Pekka Valkama, PhD, Head of Research, University of Tampere,
· Ari-Veikko Anttiroiko, PhD, Professor, University of Tampere

· Stephen Bailey, PhD, Professor, Glasgow Caledonian University

· Roland Almqvist PhD, Assistant professor and Olle Högberg, PhD, Head of Institute, Institute of Local Government Economics, University of Stockholm,
· Aki Koponen, M.Sc.(Econ.), The Institute for Competition Policy Studies and the Department of Economics from Turku School of Economics

· Kari Lohivesi, PhD, Assistant professor, University of Tampere
· Martti Virtanen, PhD, Adjunct professor, Finnish Competition Authority

· Markus Laine, PhD, Professor, City of Helsinki Urban Facts

Other international collaborators include:

· Professor John Zysman, BRIE, UC Berkeley, California, USA

· Professor Michael J. Austin, Center for Social Services Research, UC Berkeley, CA

· Professor Ian Thynne, Charles Darwin University, Darwin, Australia

· Professors William F. Miller, Henry S. Rowen, Stanford University

· Professors Hiroshi Okuma & Shijuro Yazawa, Daito Bunka University, Tokyo, Japan

· Professor Claudie Scott, the Australia and New Zealand School of Government (ANZSOG)

References

Altshuler Alan A. & Behn Robert D. (ed.) (1997) The Dilemmas of Innovation in American Government. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press. 

Altshuler Alan A. & Zegans Marc D. (1997) Innnovation and Public Management: Notes from the State House and City Hall. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press.

Bailey Stephen J. (1993a) Public Choice Theory and the Reform of Local Government in Britain: From Government to Governance Public Policy and Administration Vol. 8, No. 2, pp.7-24.
Bailey Stephen J. (1993b) The Future of Local Government in Britain: From Government to Governance. Pages 132 – 152. In ”Kunnallistaloudellinen tutkimus. Menneisyys, nykyisyys ja tulevaisuuden haasteet. Juhlakirja Petti Ruuskalle 31.12.1992”. Tampereen yliopisto. Kunnallistieteiden laitos. Julkaisusarja 1/1993. Tampere.

Bannock Graham, Baxter R. E. & Davis Evan (2003) The Penguin Dictionary of Economics. Seventh Edition. London: Penguin Books. 

Becker Selwyn W. & Whisler Thomas L. (1967) The Innovative Organization: A Selective View of Current Theory and Research. The Journal of Business, Vol. 40, No. 4. Oct., pp. 462-469.

Behn Robert D. (1997) The Dilemmas of Innovation in American Government. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press. 

Bessant John & Tidd Joe (2007) Innovation and Entrepreneurship. Chichester: John Wiley & Sons.
Black John (1997) A Dictionary of Economics. Oxford, Oxford University Press.  

Boyett Inger (1997) The public sector entrepreneur – a definition. International Journal of Entrepreneurial Behaviour & Research. Vol. 3 No. 2, pp. 77 – 92.

Cohen Steven & Eimicke William (1998) Toosl for Innovators. Creative Strategies for Managing Public Sector Organizations. Jossey-Bass Publishers, San Francisco.

De Man Ard-Pieter (2004) The Network Economy. Strategy, Structure and Management. Cheltenham: Edward Elgar.
Gallaher Michael P., Link Albert N. & Petrusa Jeffrey E. (2006) Innovation in the US Service Sector. Routledge Studies in Innovation, Organization and Technology. London: Routledge.

Einhorn, E.S & Logue, J. (2003) Modern Welfare States. Scandinavian Politics and Policy in the Global Age. Second Edition. Westport, CT: Praeger. 

Elmore Richard F. (1997) The Paradox of Innovation in Education: Cycles of Reform and the Resilience of Teaching. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press.

Ettlie John E. (2006) Managing Innovation. New Technology, New Products, and New Services in a Global Economy. Second Edition. Amsterdam: Butterwort-Heineman/Elsevier. 

Furubotn Eirik G. & Richter Rudolf (2005) Institutions & Economic Theory. The Contribution of the New Institutional Economics. Second edition. Economics, Cognition and Society. Ann Arbor: The University of Michigan Press.

Gibson Barry (2007) Network Society. In “Encyclopedia of Governance II”. Mark Bevir Editor. Thousand Oaks: Sage.
Graham E.M. & Richardson J.D. (1997) Competition Policies for the Global Economy. Policy Analyses in International Economics 51. Institute for International Economics. Washington, DC. 

Jorgenson Dale W. & Wessner Charles W. (2007) Measuring and Sustaining the New Economy. Enhancing productivity growth in the information age. Committee on Measuring and Sustaining the New Economy. Board on Science, Technology, and Economic Policy. Policy and Global Affairs. National Research Council of National Academies. Washington, D.C.: The National Academic Press. 

Kettunen, P. & Kiviniemi, M. (2005) Policy-making in Finland: Consensus and Change. In Hal Colebatch: The work of policy - an international survey. Lexington Books, Autumn 2005.

Le Grand J. & Bartlett W. (1994) Introduction. Quasi-Markets and Social Policy. Edited by Julian Le Grand and Will Bartlett. Basingstoke: Macmillan Press.

Loza Jehan (2004) Business-Community Partnerships: The Case for Community Organization Capacity Building. Journal of Business Ethics 53: 297 – 311.

Lynn Jr. Laurence E. (1997) Innovation and the Public Interest: Insight from the Private Sector. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press.

Moore Mark H., Sparrow Malcolm and Spelman William (1997) Innovation in Policing: From Production Lines to Jobs Shops. In “Innovation in American Government. Challenges, Opportunities, and Dilemmas.” Editors: Alan A. Altshuler and Robert D. Behn. Washington, D.C.: Brooking Institution Press. 

Mote Dave (2000) Innovation. Updated by Karl Heil. A chapter in “Encyclopedia of Business”. I-Z, volume 2. Jane A. Malonis, Editor. Second Edition. Detroit: Gale Group.

Nayak P. Ranganath & Ketteringham John M. (1986) Breakthroughs! New York: Rawson Associates.

Nagel Stuart S. (2003) Innovation and Public Policy. A chapter in “Encyclopedia of Public Administration and Public Policy”. Edited by Jack Rabin. Volume One. New York: Marcel Dekker.

OECD (1977) Policies of innovation in the service sector. Identification and structure of relevant factors. Paris: Organisation for Economic Co-operation and Development, Paris.
Rutherford Donald (2002) Routledge Dictionary of Economics. Second edition. London: Routledge. 

Sapolsky Harvey M. (1967) Organizational Structure and Innovation. The Journal of Business, Vol. 40, No. 4. (Oct., 1967), pp. 497-510.

Savas E.S. (1987) Privatization. The Key to Better Government. Chatman: Chatman House Publishers.

Shang Yong & Fagan Mark (2006) Catalysing institutional innovation. International Journal of Technology and Globalisation. Vol. 2, Nos. 3/4.

Tien James M. (2007) Services Innovation: Decision Attributes, Innovation Enablers, and Innovation Drives. A chapter in “Service Enterprise Integration. An Enterprise Engineering Perspective”. Edited by Cheng Hsu. Springer’s Integrated Series in Information Systems. New York: Springer.

Valkama Pekka & Bailey Stephen J. (2001) Vouchers as an Alternative Public Sector Funding System. Public Policy and Administration Vol 16 No 1 pp 32-58.
Valtioneuvoston kanslia (2005) Tieto- ja viestintätekniikalla aikaansaadut tehostamishyödyt julkisessa hallinnossa. Valtioneuvoston kanslian julkaisusarja 9/2005. 
Williamson Oliver E. (1985) The economic institutions of capitalism: firms, markets, relational contracting London: Macmillan.
Wilson, James Q.  (1966) Innovation in Organizations: Notes Toward a Theory. In Thompson, James D. (ed.). Approaches to Organizational Design. Pittsburgh: University of Pittsburgh Press.

Zysman John (2004) Finland in a digital era: How do wealthy nations stay wealthy? Prime Minister’s Office: Publications 25/2004. Helsinki: Edita.

Zysman John (2006) The Algorithmic Revolution – the Fourth Service Transformation. Communication of the ACM. July 2006/Vol. 49, No. 7.

Zysman John (2007) Navigating the Services Transformation: Competition, Productivity, and the New Logic of Value. CITRIS-Europe Research Symposium 2007.
� The Bureau of Economic Analysis of the US Department of Commerce has stated that service industries exclude agriculture, forestry, fishing, and hunting, mining, construction and manufacturing industries.


� Becker and Whisler (1967, 462) believe that on a fundamental level of innovation can been as a co-operative group action.


� Traditionally innovations have been seen in two different ways in public administration. First, policymakers have developed and formulated incentives and public support systems for creativity and innovativeness. Competition and industrial policies are maybe the best results of policy of this field.  Second, public officials and administrators have been looking for ways in which innovations can be helpful in improving and implementing public policies. (Nagel 2003, 644 and cf. OECD 1977, 162.) 


� According to a relatively old OECD (1977, 18) blueprint, an innovation is not permanent, nor is it an attempt to create a miracle or a model suitable for every public service or public agent.


� Radical innovations in manufacturing industries are based on organized R&D-activities. In service sectors, according to Ettlie (2006), radical service innovations are possible mostly only in start-up service firms and the service units of manufacturing industries.
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