STUDY UNIT 10
FUNDING INNOVATION
INNOVATION CASH FLOW
THE CASHFLOW GAP
· An invention starts as an idea, and turning this idea into an innovation obviously takes time and resources.
· It can be a long time before disruptive technologies and radical innovations are accepted in the market which, in turn, means that there will be a large financial outlay long before the financial returns can be realised.
· Large amounts of money on marketing, manufacturing and distribution have to be spent before a product is even launched.
· None of this is an option for small businesses and entrepreneurs, which is why inventors often turn to large organisations for assistance in the innovation process.
· The time taken to reach a positive cash flow will differ from product to product.
· Radical innovations may require substantial investment before showing a positive cash flow.
· Upfront costs will include materials, electricity, legal fees, protection of intellectual property and research.
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· Why is the process of innovation expensive:
· The combination of research and development, intangible assets, negative earnings, uncertain prospects and the absence of a proven track record which are characteristic of start-up and pre-commercialisation initiatives, leads to an unacceptably high perception of risk.

· O’Sullivan suggests there are three factors that make innovation expensive:
· Resources (people and technology)
· Timing (length of time taken to achieve a marketable product/service)
· Uncertainty (makes it difficult to predict either the outcome or the course of events).

· There is a negative outflow of cash without a corresponding inflow from sales.
· It may take time before break-even is achieved and the actual cashflow turns positive.
· Most innovators initially at least will make use of personal savings, usually supplemented by financial bootstrapping.
· Once a prototype has been developed, the inventor will need “seed capital” to fund further development. This type of funding can be obtained from informal investors or venture capitalists. 
· Once the idea has been tested and is ready to be introduced, further capital will be needed which can be obtained through an initial public offering (IPO).
FOUNDER, FAMILY AND FRIENDS
· The founder of the company can use his or her own personal savings or mortgage his or her home to obtain funding for the innovation process.
· Some founders continue with their full-time job and work on the idea in their spare time.
· Further funding can be obtained from family members who are happy to support the innovator.
· Friends often see the potential of an inventor’s idea and may be willing to assist both financially and with their own personal knowledge.

· Initial funding is likely to come from a combination of the following:
-	Founder. Use savings, or redundancy package, mortgage home. Sell valuable possession.
-	Family. If family is the source of funding, it is likely that this will take the form of savings.
-	Friends. The ability to use friends is likely to be a function of an innovator’s “social capital”. His or her personal network of friends and acquaintances, derived from recreational interests, previous work experience, and so on.
FINANCIAL BOOTSTRAPPING
· During the early stage of the innovation process, innovators are strapped for cash and need to find innovative ways of obtaining funding. 
· Bootstrapping is where the innovator finds legitimate ways of not paying for goods/services or paying at a lower price.
· There are two bootstrapping strategies available:
· Use creative ways of acquiring finance without recourse to banks or raising equity from traditional sources.
· Minimise or eliminate the need for finance by securing resources at little or no cost.
· Finance can be acquired through channels other than formal financial institutions (family & friends).
· Costs can be kept to a minimum by working from home, which is both convenient and rent-free.
· The innovator can use facilities that belong to the parent company, use second-hand equipment, and get help from friends and networks on a part-time basis without having to pay for their services.
· Harrison define bootstrapping as: “imaginative and parsimonious strategies for marshalling and gaining control of resources”.
GOVERNMENT FUNDING 
(there are several government initiatives that can help the innovator)

KHULA ENTERPRISE FINANCE LIMITED
· Khula Enterprise Finance Limited is an agency of the DTI (Department Trade Industry) and was established in 1996 to facilitate access to credit for small, medium and micro enterprises (SMMEs) through various delivery mechanisms.
· These include commercial banks, retail financial intermediaries and micro credit outlets.
· Khula also provides mentorship services to guide and counsel entrepreneurs on various aspects of managing a business. 
· Khula is a wholesale financial institution, which means that entrepreneurs do not get assistance directly from Khula, but through the various bodies referred to above.

THE INDUSTRIAL DEVELOPMENT CORPORATION
· IDC finance is available for projects within South Africa, the SADC region and the rest of Africa.
· It is intended to assist entrepreneurs financially and does not pursue shareholding control or management participation. 
· Finance is only made available after comprehensive risk studies.
· The IDC has developed a range of financial products suited to different environments and needs. 
· List of IDC’s financial products:
· Commercial loans
· Equity
· Guarantees
· Export finance
· Import finance




BANKS
· Most banks are reluctant to finance high-technology innovative ideas.
· However, there is a drive from within the banking sector to assist small businesses.
VENTURE CAPITAL
There are two principal forms of venture capital: Informal venture capital provided by individuals, termed business angels, and formal venture capital provided by venture capital firms, sometimes referred to as private equity funds.
1. Business angels
· Business angels are informal investors who take an interest in the idea and, in their personal capacity, provide the innovator with funding. 
· Business angels are self-made, wealthy people who are prepared to take a financial risk and do not necessarily expect to get a return on their investment.
· Often described as informal investors.
· They are high net-worth individuals seeking capital gains over the life of their investment in a company.
· Business angels normally provide capital after the immediate start-up phase and before the company has reached a size where it is likely to be of interest to venture capitalists.

· Business angels vary greatly on any one of a number of different aspects of their activities including:
· Number of investments made per year.
· The level of funds they have available to invest
· The size of individual investments
· The reasons for investing
· The extent of their experience of business start-ups

· Active business angels

· Entrepreneurs. These are business angels who are self-made, wealthy individuals. They take little interest in managing the venture and often base their decision to invest on the personality of the innovator.
· Wealth-maximising. Although this group only has a minority stake in the venture they often get involved in the management of the venture. Most have acquired their own wealth through inheritance.
· Income-seeking. These are business angels who wish to get a high-return on their investment and who generally invest smaller sums. They often do not have an entrepreneurial spirit themselves and base their investment decision on their wish to make extra income; they tend to lend to industries they are familiar with.
· Corporate business angels. These are businesses (companies) that make investments in ventures in which they see some potential.

· Passive business angels
· Latent. These are wealthy, highly educated, older individuals who do not have current investments in innovative ventures, but who have invested in the past.
· Virgin. The personal backgrounds of these business angels vary; however, they all want to invest in a new venture, but have not yet done so.

2. Venture capital firms

· They are predominantly structured as limited partnerships and they  manage “pools of capital” by borrowing from institutional investors such as pension funds, life assurance companies and banks, as well as companies and individuals. 
· They invest in private companies requiring funding for seed, start-up and second or third stage development.
· Their aim is to make a capital gain by the time they harvest investment via a “trade sale” or an IPO some years later.
· As intermediaries, the expertise of venture capital firms lies in evaluating the risks and growth potential of companies which they back with equity investments.

3. Corporate venturing

· There are several large companies that will be willing to invest in a new venture.
· In return they expect a share in the development.
· They are a formal, direct relationship, usually between a larger and an independent smaller company, in which both contribute financial, management or technical resources, sharing rewards equally for mutual growth.
· The rationale behind a corporate undertaking investing in this way is that it is seeking to invest in technologies perceived to help it fulfil its strategic objectives.
· Large organisations will not only assist with financing, but bring with them a host of other expertise, such as marketing, management and manufacturing skills.
· Corporate venturing gives the corporation access to new ideas and skills, and allows access to new, potentially lucrative markets.
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