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Preface 


This report brings together results from two different projects. The first is related to WP10 and the 
 first research program of the Center for Service Innovation (CSI-NHH). The mission of this work 
 package is  to  study service innovation systems,  capital  markets  and structural  innovation.  More 
 precisely the project includes a study of service innovation systems and a study of service firms 
 supported by financial capital of venture capital (VC) and private equity (PE) funds. CSI partner 
 Argentum has  supported the project  with  data on funds, fund managers  and portfolio firms  and 
 helped introduce us to informants in the industry. The second project is  “MISSING: Measuring 
 innovation in the service systems – indicators on new grounds”, funded by the FORFI program - 
 the Research Council of Norway. Under the MISSING-project, this study relates to WP3 where we 
 utilize data not necessarily collected to serve as innovation indicator data. In part of the study we 
 follow the same agenda as the rest of the MISSING project: a focus on innovation processes and 
 resources mobilized, but related to firms supported by VC or PE. 


Maria  Blom  (SNF),  Jarle  Bastesen,  (SNF)  and  Kristin  Berntsen  (HBV)  have  assisted  with  the 
 establishment  of  a  database  of  Norwegian  PE  funded  portfolio  firms,  and  the  transcription  and 
 coding of interviews. Eirik Vatne has been the project manager and is fully responsible for what is 
 reported  here.  In  the  process  of  this  study,  we  have  been  helped  by  many  partners  of  VC/PE 
 management funds and managers involved in innovation projects in portfolio firms of these funds. 


Without  their  generous  use  of  time  and  sharing  of  knowledge,  this  project  would  never  have 
 achieved an in-depth understanding of innovation processes as they actually occur in real firms. 


This report documents empirical results from these projects. Some of the results will be analyzed 
in a theoretical context elsewhere. 
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Abstract  


This report focuses on service-innovation in firms supported by venture capital/private equity. The 
 first part discusses specific characteristics of services and develops a typology of innovation modes. 


The second part identifies the importance of service firms among Norwegian firms supported by 
 risk money. Results are reported from a small survey among fund managers focused on motives 
 for investing in their portfolio firms. The last part conveys results from a qualitative case study 
 including 21 portfolio firms in services. It documents development processes and resources used 
 in innovation projects. Few projects were classified as radical innovation. The majority of projects 
 were incremental  innovations  or based on recombination  of existing resources. Technology and 
 software  were  important  elements  in  most  projects.  Customers’  needs  were  identified  as  an 
 important  trigger, but  the innovation  project  was mainly initiated by the  firm’s own personnel. 


Innovation  projects  were  formally  organized,  often  dependent  on  resources  controlled  by  the 
operational part of the firm. This dependency created conflicts, normally solved through informal 
relations.  Innovation  projects  were  seldom  registered  as  R&D.  Only  crude  measures  of 
performance were used. The most important resources for innovation were reported to be the firm’s 
human capital, combined with a culture for change and well-developed social networks. Financial 
and managerial support from the VC/PE-owner were also regarded as important, but generally, the 
firms were not involved in larger networks of partners for innovation. Lastly, some implications 
for innovation policy are discussed. Chapter 6 summarize results from the qualitative study in some 
more depth.  
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1. Introduction 


This  publication  report  from  a  sub-project  (work  pack  3)  included  in  a  larger  project  studying 
 innovation activities in the service sector. Consequently, the report must be seen in  conjunction 
 with the project’s main publication, which reports results from work packs 2 and 4 (Pedersen, Aas, 
 Bentsen, & Branstad, 2015). Both reports are part of the MISSING1 project funded by the FORFI 
 program, The Research Council of Norway. FORFI is an applied, policy-oriented program meant 
 to develop a better knowledge base, specifically for research and innovation policy. Consequently, 
 our project studies innovation practices in service industries, and the implications this could have 
 for innovation policy. 


In  work  pack  3,  our  main  interest  is  to  study  innovation  behavior  in  a  specific  type  of  growth 
 company: service-based firms supported with capital and owned by institutional investors such as 
 venture capital (VC) or private equity (PE) funds. This delimitation comes from the affiliation of 
 this project with the Centre of Service Innovation at NHH, and the center’s work pack 10 addressed 
 to study service innovation systems with a specific emphasis on the contribution of risk capital and 
 the innovation practices of firms dealing with it. 


The general purpose of this publication is to convey empirical results from two smaller surveys 
 and  a  larger  case  study.  The  intension  is  to  unveil  the  growth  and  innovation  processes  in 
 particularly dynamic service-oriented firms supported by an active and professionalized ownership. 


Through this approach, we hope to be informed by some form of better if not “best practices” in 
 service innovation. These practices could have some relevance for policy. The study is explorative 
 and mainly descriptive. Theoretical arguments are not developed in any length in this context. 


1.1 The resource–process–system framework 


In SNF Report 07/15, Pedersen et al. (2015) use a resource–process–system framework to study 
 innovation  practices  in  services.  This  framework  is  based  on  an innovation  management 
 perspective (Froehle & Roth, 2007) combined with a system perspective. Simply put, this includes 
 the following three elements: 


       


1 Acronym for: Measuring Innovation in Service Systems: Indicators on New Ground. 
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1.  Innovation practice is understood as a dynamic process at the firm level. The process starts 
 with  the  identification  of  a  possible  new  approach  to  services,  service  production, 
 distribution,  etc.,  goes  normally  through  stages  of  selection,  implementation,  and 
 launching, and ends up as a failure or a contribution to the survival and growth of the firm. 


Managing this process well is regarded as vital. 


2.  Influenced by the resource-based view (Barney, 1991),2 Froehle and Roth also add that this 
 process is dependent on the availability of specific resources inside the firm’s boundary. 


With  reference  to  Barney,  Froehle  and  Roth  suggest  that  the  firm  needs intellectual 
 resources  to,  among  others,  support  creativity  and  idea  generation,  organizational 
 resources  to  motivate  employees,  develop  incentive  systems,  organize  and  manage  a 
 project  team,  etc.,  and  physical  resources  to  support  necessary  facilities,  enable 
 communication and external connectivity, etc. (In this project, we will also emphasize the 
 importance of financial capital.) 


3.  In addition, Pedersen et al. add a systemic part to this resource–process model. Innovation 
 is  seen  as  an  outcome  of  interactive learning  processes,  including  not  only  resources 
 available  inside  the  firm.  Often  a  substance  of external  knowledge,  financial  and 
 technological  resources  are  included  and  complement  internal  assets  used  in  the  firm’s 
 innovation  process.  These  resources  come  from  a  diverse  set  of  actors:  users/customers, 
 suppliers, partners, consultants, public agencies, R&D institutions, etc. Thereby, a network 
 or  system  of  actors  contribute  to  innovative  activity.  The  theoretical  inspiration  for  this 
 addition to the Froehle and Roth framework comes partly from the resource-dependent view 
 of  the  firm  (Pfeffer  &  Salancik,  1978)3  and  from  the  literature  focused  on  innovation 
 systems, interactive learning, industrial dynamics, and innovation policy (Lundvall 1992, 
 Carlsson 2007, Edquist 2005, Asheim, Boschma & Cooke 2011). 


Pedersen  et  al.  (2015)  use  this  framework  to  study  patterns  of  innovation  activities  in  four 
 categories of service firms: scale-intensive network services (e.g., telecom, banking, insurance), 
 scale-intensive physical infrastructure services (e.g., transport, wholesale), personal services (e.g., 
 tourism), and knowledge-intensive services (e.g., engineering, consulting, ICT services). This four-


       


2 For a critical review of this theory, see Kraaijenbrink, Spender, and Groen (2010). 


3 See Drees and Heugens (2013) for a recent review. 
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legged  taxonomy  is  based  on  Castellacci  (2008)  and  Kuester,  Schuhmacher,  Gast,  and  Worgul 
 (2013) and their empirically based analysis of the clustering of innovation practices in services.4
 The  taxonomy  above  suggests  that  innovation  activities  and  challenges  differ  within  the 
 heterogeneous  service  industry.  This  belongs  to  a  strand  of  research  that  tries  to  identify  the 
 specificities of innovation in services through differentiation. Pedersen et al. therefore suggest that 
 we should  expect  to  observe different  innovation patterns—resources used, processes observed, 
 and  dissimilar  systemic  behavior—between  these  four  types  of  services.  To  document  such 
 possible  differences,  their  report  first  analyzes  longitudinal  CIS  data5  for  Norway  and  second 
 qualitative interview-based observations on these four types of services. 


Their result indicate that a differentiation exists if we use crude register data to identify innovation 
 processes, but such differentiation is not easy to detect if you go deeper into the innovation process 
 and study these in a diverse set of service firms. For further information on this study, we refer to 
 the above-mentioned report. 


1.2 Processes, resources, and relations supporting different forms of innovation 


In the study reported here, the basic resource–process–system framework is the same and the focus 
 is on innovation practices, but the context for the research is different. For an introduction to the 
 resource–process–system framework, the reader should inspect Chapter 2 in Pedersen et al. (2015). 


Here we do not emphasize the taxonomy of the service industry at any length. Thus, a comparative 
 approach to the study of innovation practices in the service industries is not our primary goal. 


Rather, our entry to studying innovation practices and innovation processes is a quest for deeper 
 and  better  understanding  of:  1)  the activities  that  drive  the  processes  relevant  to  small-  and 
 medium-sized and dynamic service providers, 2) what kind of resources are seen as most important 
 in service innovation, and 3) to identify the specific forms of innovation that seem to be important 
 in services. 


       


4 This taxonomy builds on Miozzo and Soete’s (2001) technological-based view that suggests that the service sector 
 can be divided into four broad groups of activities. Those dominated by 1) supplier-dominated activities (restaurants, 
 laundromats,  education,  etc.),  2)  scale-intensive  physical  network  (transport,  wholesale),  3)  information  network 
 (finance,  insurance,  telecommunications),  and  4)  specialized  suppliers/science-based  activities  (software,  business 
 services, research/laboratories, etc.). 


5 The Community Innovation Scoreboard (CIS) is the most important pan-European database on innovative activities 
in European firms. 
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We strongly believe that the process of developing new knowledge and generating new ways of 
 operating  service  activities  is  an interactive  learning  process.  Innovations  are  developed  by 
 individuals  interacting  with  service  providers,  customers/users,  and  a  wider  set  of  internal  and 
 external actors. This adds a systemic dimension to our study and a search for models of innovation 
 dynamics in services. 


Incremental  or  step-by-step  forms  of  innovation  are  also  part  of  a  continuously  ongoing 
 development that is wholly or partly integrated in the operations of a dynamic firm. The separation 
 of innovation, continuous development, and changes that occur in dynamic firms are therefore a 
 particular challenge. 


We  put  a  specific  weight  on  the financial  infrastructure supporting  ventures  with  high  growth 
 potential. More specifically, this is financial support in the form of equity combined with active 
 involvement and ownership in the development of the firm. Financial institutions and support are 
 often seen as a part of a wider innovation system, and consequently an important part of innovation 
 policy in most countries. 


We further believe that firms backed by VC and/or PE are recognizably dynamic and involved in 
 many forms of innovative activities typical for the service industry. This population of firms should 
 therefore be well suited to the study of successful innovation practices relevant to the service sector. 


Our  entry  to  the  study  of  innovation  practices  is  therefore  concentrated  on  innovative  activities 
 relevant to fast-growing service firms and the influence of VC and PE financing on growth and in 
 particular innovation. This involvement can take the form of high-risk investments in new ventures 
 (seed or VC) where one should expect that innovations are an important part of the formation of 
 the  firm.  Or,  it  can  involve  less  risky  investments  in  existing  service  firms  with  a  high  growth 
 potential. In such cases, a buyout procedure involving a PE firm will change the ownership of the 
 firm, and actively take over the control of the strategic development of the firm. Most often, this 
 will result in the implementation of a focused, change-oriented growth strategy. Both forms of risk 
 financing  are  expected  to  influence  the  dynamic  development  of  the  firm  and  indirectly  its 
 innovative activity. 


Firms supported by VC/PE institutions are carefully selected by investors with deep understanding 
of the grow process and how values are created in businesses. By choosing this kind of firm, we 
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are  picking  cases  from  a  highly  selected  group  of  service  firms,  firms  with  a  high  potential  for 
 growth. Growth normally involves scalability, that is, the possibility to scale up activity and take 
 advantage of economies of scale. However, a growth strategy also means a professionalization of 
 the organization, a focused development of the core skills and services of the firm, and changes in 
 many elements of the organization: the product(s) itself, the way it is produced, and the distribution, 
 marketing, and internationalization of their products and services. 


The main goal for the investor is value creation, not innovation. However, change, recombination, 
 and incremental and sometimes radical innovation are often essential to reach this goal. Hence, we 
 see this setting as a vibrant scene in which to study innovation practices as they appear in dynamic 
 and well-managed service firms. This is surely not a representative panel of service firms, but a 
 sample where it is possibly to identify something along the lines of a better practice of innovation 
 in the service industry. 


The  rest  of  the  report  is  organized  as  follows.  In  chapter  two  the  purpose  is  to  introduce  some 
 important theoretical elements to the study. Omitting the resource–process–system framework (see 
 Pedersen et al., 2015), this chapter first discusses the specificity of services. Next is an introduction 
 to  a  theoretical  and  characteristics-based  approach  to  studying  innovation  in  services.  This 
 approach analyzes how specific competencies and technologies, used by the service provider and 
 the client (user), can stimulate a change in the characteristics of a service or create the groundwork 
 for  a  new  service.  From  this  model,  different  forms  of  innovation  can  be  identified:  radical, 
 improvement,  incremental,  recombination,  formalization,  and  ad  hoc.  Chapter  two  ends  with  a 
 short  introduction  to  an  understanding  of  a  systemic  relation  of  innovation  and  the  concept  of 
 innovation systems relevant for policy. 


In chapter three, we give a short introduction to the VC/PE industry and the industry’s involvement 
 in innovative activity. The chapter continues with a short introduction of the PE industry in Norway 
 and these actors’ involvement in service industries. Particular emphasis is on the industrial sectors 
 they support and their motives for investments in service firms. 


In chapter four, we analyze the activities performed and resources mobilized to develop the specific 
innovation important to service firms. In-depth information from 21 case firms is used to inform 
us about “real world” innovation practices. Firstly, we identify the innovation modes relevant for 
the 21 different innovation projects analyzed. In a compact form, we subsequently report on the 
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experiences  these firms  have  with: 1)  the process  of generating  “something new”—a change or 
 innovation;  2) the specific internal  resources  used and the involvement of a wider set  of agents 
 including  the  client(s);  and  lastly  3)  the  importance  of  the  financial  agents  as  supporters  of 
 innovative activities and the innovation systems involved in different kinds of innovations. 


Lastly,  in  chapter  five  we  conclude  with  some  generic  insights  from  the  case  studies  and  some 
aspects that are relevant for policy. 
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2. Service, service innovation, and service innovation systems 


This is not the place for a review of the service innovation and service innovation system literature,6
 but  the  basic  challenges  have  been  (and  still  are)  that  much  of  our  generic  understanding  of 
 innovation processes and innovation systems are based on the behavior of larger firms, science-
 based firms, and firms in manufacturing. Consequently, much emphasis has been placed on radical 
 innovation (identified through measures such as patents or trademarks), radical new products and 
 innovations related to the production of physical goods, especially tangible7 and intangible8 product 
 or “hardware”. 


Formalized  research  and  development  (R&D),  research  institutions,  knowledge  production  in 
 universities,  public  funding  of  innovation,  and  knowledge  transfer  agencies  have  therefore  had, 
 and still have, a prominent place in many models of national, regional, and sectorial innovation 
 systems.  Such  institutions,  combined  with  the  importance  of  the  network  of  firms  and 
 private–public partnerships, seem to take a key position in the innovation policy of many advanced 
 economies. 


Most  studies  on  innovation  in  services  do  not  identify  formal  R&D  as  an  important  driver  for 
 innovation (Rubalcaba, Gago & Gallego, 2010). New services, innovative forms of distribution, or 
 new business models are difficult to protect with patents or trademarks. Likewise, higher education 
 or  research  institutions  are  normally  not  an  important  player  in  service  innovation.  Rather,  in 
 service  innovation  the  customer  or  user  is  said  to  be  a  prominent  actor.  Interactive  learning 
 processes,  interaction,  and  co-production  with  clients  are  often  vital  in  services.  New  business 
 models for distributing services could also be more important than the formation of entirely new 
 services and the like. The outcome of this is that with the traditional measures of innovation the 
 service industry appears to be less innovative than the manufacturing industry. 


One could conclude that service industries in general are lagging behind in terms of innovation, as 
 has been documented in many early CIS-based studies on innovation activities.9 Alternatively, one 
        


6 Vatne’s (2012) Innovasjonssystemer i servicenæringer. Hva vet vi om disse? [Innovation systems in services. What 
 do we know?] gives an overview of the literature in Norwegian. 


7 e.g., cellular phones 


8 e.g., software stored on a compact disc 


9 These results are partly due to measurement problems. Innovation in manufacturing is better understood, and easier 
to measure. Innovation in services is different and not measured. 
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could  suggest  that  these  models  and  measures  do  not  mirror  the  way  innovation  processes  take 
 place in services. An alternative perspective on innovation, and particularly innovation systems in 
 services, is therefore in need. 


Several  attempts  have  been  made  to  study  specific  sectors  of  the  service  industry,  such  as  the 
 knowledge-intensive business service sector (Tether & Metcalfe, 2004), the health sector (Consoli 


& Mina, 2009), or tourism (Hyalager, 2009), but with few follow-up studies. A more generic and 
 influential conceptualization of systemic innovation in services sees service innovation systems as 
 flexible,  changing,  and  loosely  coupled  networks  of  actors  (Sundbo  &  Gallouj,  2000).  None  of 
 these  perspectives  seem  to  form  an  accepted  model  for  how  innovation  processes  and  related 
 networks are interrelated in services. There is therefore still a need for more in-depth case studies 
 that can help us to advance our knowledge of the way innovation processes are organized in service 
 industries. 


2.1 Characteristics of services 


Much of the controversy in understanding the origin of innovation is in the way we understand the 
 specificities and differences between the production of goods and services. These differences have 
 several implications for the production and delivery of the product (good or service), and how this 
 again influences the way innovative action takes place in the context of the production of goods as 
 opposed  to  services.  The  specificity  of  services  and  service  innovation  have  been  discussed  at 
 length by others (e.g. see Miles 2005, Tether 2005, Howells 2010). 


For  our  purposes,  it  is  enough  to  identify  the  main  characteristics  of  a  good  and  a  service  as 
 explained by Hill (1999). This is synthesized in Figure 2.1 on the next page. 


A good is a real, existing object that can be stored, exchanged, and that one can declare a property 
right  over.  A  service  is  an  action  produced  by  one  actor  (producer)  for  another  actor 
(consumer/user). The main difference is that in service production, there is a direct relationship 
between  a  producer  and  the  user  of  a  specific  service.  This  is  not  the  case  in  larger  parts  of 
manufacturing. 
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Figure 2.1 Characteristics of tangible/intangible goods compared with services. Source: Hill 
 (1999: 437) 


Next, you cannot own a specific service: it is consumed as it is produced. When your car is repaired 
 or your house painted, that particular service is consumed in the moment it is produced. The service 
 is not the tool or paint used, but the action of repairing or painting. When you buy a flight service, 
 you do not buy a share in an airplane or a booking system. You buy the action of being transferred 
 from A to B in the most convenient way, as regards your preferences for price, time, or comfort. 


To consume this service you have to be present on the flight produced at the time you have agreed. 


If you miss it, that specific flight service can still be produced, but consumed by other passengers, 
 not you. If you take a later flight, a new flight service has to be produced. 


These  characteristics  place  stronger  restrictions  on  place  and  time  for  the  supply  of  services 
 compared  with  the  production  and  delivery  of  goods  that  can  easily  be  stored,  transferred,  and 
 change ownership. This also influences the ability of services to take advantages of economies of 


  A service 


  A service is an action, not an entity. A 
 service is some change in the condition of 
 one economic unit produced by the activity 
 of another unit. These changes to a person 
 or the property of a consumer could be 
 material (car repairs, haircuts) or 
 immaterial (artistic performance, 
 consulting) 


  A service is delivered for the benefit of a 
 customer 


  Services involve a relationship between 
 producers and consumers 


  A service cannot be stored—it must be 
 directly delivered to another actor 


  One cannot declare a property right to a 
 service (one can own a user right/license to 
 a service) 


  A good 


  An ‘entity’ (a thing that has a real existence) 
 that is a tangible good, i.e., material (a car, 
 bread, TV), or intangible good, i.e., 
 immaterial (music in a DVD, text in a book, 
 algorithms and interaction design in a 
 standard software) 


  Production can be separated from 
 consumption 


  A good exists independently of its owner 


  A good can be stored 


  An entity over which owner rights may be 
 established 


  The producer can transfer the property 
right to a user 
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scale  and  the  standardization  of  products  and  production.  It  also  influences  the  location  of 
 production. 


2.2 A characteristics-based approach to production 


Several attempts have been made to promote an alternative approach to innovation in services. The 
 one used here belongs to the “synthesis approach”10 and adapts a neo-Schumpeterian, evolutionary 
 framework to explain innovation. Along with product and process innovation, the Schumpeterian 
 approach also includes organizational, marketing, and “input innovation” as important features in 
 the evolution of new or more efficient ways of producing goods or services. 


The  starting  point  here  is  Lancaster’s  (1966)  suggestion  that  the  consumer  does  not  ask  for  a 
 product  in  itself.  Rather,  the  user  asks  what  the  product  (good  or  service)  offers  in  terms  of 
 attributes/features that can help to solve a specific need. Lancaster call these attributes the “service 
 characteristics” of a good or service. A physical product such as a watch differs greatly from brand 
 to brand even if all of them help you to tell the time. The same will apply to a hotel visit: there are 
 many characteristics, other than a room and a bed, which are important for the user. 


Based  on  this  framework,  Saviotti  and  Metcalfe  (1984)  state  that  firms  compete  in  the  market 
 believing  that  their  service  characteristics  will  be  more  attractive  for  the  consumer  than  the 
 attributes offered by competitors. The implication is that a firm offers a distinct set of attributes 
 within a larger set of possible service characteristics. Another firm can offer the same or another 
 combination of service characteristics associated with their product. 


In manufacturing, there is normally a direct link between the service characteristics of a good and 
 its  technical  characteristics,  as  illustrated  in  Figure  2.2  on  the  next  page.  The  product’s  service 
 characteristics, such as the sharpness and connectivity of a TV, are dependent on the physical and 
 technical  characteristics  of  the  TV. Technical  characteristics  are  again  dependent  on  the 
 characteristics or sophistication of the production process (see Figure 2.2). The characteristics of 
 this  process  in  the  neo-Schumpeterian  framework  are  dependent  on  tangible  assets  (such  as 
 factories  and  equipment),  as  well  as  intangible  assets  (such  as  patents,  human  capital, 
 organizational  resources,  etc.).  The  process  characteristics  in  Figure  2.2  therefore  range  from 


       


10 An approach that tries to develop a unified model of innovation, usable both in manufacturing and in services. 
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design via production to marketing and distribution to the market. Innovations can take place in all 
 of these three elements. 


Figure 2.2 Relation between process, technical and service characteristics as suggested by Saviotti 
 and Metcalfe (1984). Source: illustration in Windrum and García-Goñi (2008: 651) 


2.2.1 A model of innovation 


Gallouj  and  Weinstein  (1997)  used  this  basic  framework  to  study  innovation  in  services,  more 
 specifically  in  knowledge-intensive  business  service  firms.  In  contrast  to  the  Saviotti–Metcalfe 
 model  (Figure  2.2),  they  suggest replacing  “process  characteristics” with  “producer/provider 
 competence” when the process is predominately based on knowledge resources (see Figure 2.3). 


In consulting, it is the provider’s knowledge that is used to produce a service. This knowledge is 
 most often combined with the clients understanding of a specific problem and previous experience 
 (the  client’s  competences).  As  Windrum  and  García-Goñi  (2008)  suggest,  this  is  a  reasonable 
 approximation in knowledge-intensive services, but not for all sectors in the service industry.11
 Gallouj  and  Savona  (2009)  further  suggest  that  process  characteristics,  or  what  they  call  the 
 provider’s competences, are directly related to service characteristics, that is, the specific service 
 on offer. This relation is due to the fact that the production process and product characteristics are 
 often strongly interrelated in services but separated in manufacturing (see Figure 2.3). In services 
 the product is normally intangible, cannot be stored, and has to be produced and consumed at the 


       


11 For example, ICT-based automated processes will produce financial services or communication services in scale-
intensive networks. 
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same  time  and  place.12  In  consulting,  for  example,  the  provider’s  competences  are  part  of  the 
 specific service characteristics delivered to a client. The same regards a dentist’s service, an artist’s 
 performance, or the flight service of an airline. 


Figure 2.3 A service product represented as a mix of vectors describing the client’s and provider’s 
 competences and technical characteristics. Source: Djellal, Gallouj, & Miles (2013: 112) 


However, even in services the production or distribution of a service often depends on the technical 
 characteristics controlled by the provider. ICT-based hardware and software related to the service 
 is  particularly  prominent,  but  many  providers  of  large-scale  network-based  services,  such  as 
 telecom  or  rail  services,  are  highly  dependent  on  technical  solutions  to  be  able  to  provide  their 
 services.  As  seen  in  Figure  2.3,  there  is  therefore  also  a direct  relation  between  technical 
 characteristics  combined  with  the  provider’s  competences,  and  the  product’s  service 
 characteristics. 


       


12  Some  of  these  competences  can  be  codified  and  included  in  a  (tangible)  report,  but  much  of  the  exchange  of 
knowledge takes place in face-to-face interactions and has to be “consumed” or transferred in this process. 
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The  last  major  deviation  from  the  Saviotti–Metcalfe  model  in  Figure  2.2  is  that  often a 
 co-production exists in terms of service characteristics, or a direct relation between the client and 
 the provider. This is not the case in none-customized goods production. The user or client must 
 take part in the process, adding part of the competence needed to provide the final service produced. 


This producer–user relation or interactivity is one of the important characteristics of many services, 
 including  consulting,  healthcare,  entertainment,  etc.  However,  as  Windrum  (2007)  argues 
 co-production or the active participation of the user is not necessarily important in traditional scale-
 intensive services  such  as  retail  banking,  insurance, transport,  or telecommunications  where the 
 service product is highly standardized and the distribution is automated. Nevertheless, as a common 
 set-up,  the client’s  competences  and technical  characteristics  are  included  in  the  revised  2013 
 model, as seen in Figure 2.3. 


De Vries (2006) suggests that the original model of Gallouj and Weinstein should be enhanced to 
 also  include  a  possible  interaction  between  the  competence  and  technology  vectors  of different 
 providers in  a  partner network. This  will open up  the possibility  for the delivery of services by 
 networks of providers. It will also enable a provider–client interaction and co-production that goes 
 through technological channels. This is particularly important  with regards to the application of 
 ICT in services and for the concept of recombination explained later in the report. This suggestion 
 of a multiple set of service providers is not included in the model above, but will be illustrated later 
 in the case study. 


2.2.2 A vector-based definition of services 


If we again look at the vectors represented in Figure 2.3, we could say with Gallouj and Savona 
 (2009: 163) that: 


  Vector [Y] represent the service characteristics or the final users’ value of the product. 


  Vector  [T]  (and  [T’])  represents  the  technical  characteristics  of  the  product  (good  or 
 service).  Underlying  vector  [T]  is  the  process  (technological  or  non-technological) 
 employed to produce vector [Y]. 


  Vector [C] and [C’] indicate the competence sets of the supplier and the customer/user, 
 respectively. 


  The vector product [C] [C’] is the supply–delivery interface between producers and users. 


Based on this framework, Gallouj and Savona (2009:163) suggest a rather abstract definition of the 
delivery of a service: 
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“[…]  the  simultaneous  employment  (and  relationship)  of  technical  characteristics 
 (material  and  immaterial)  and  competences  (internal  and  external)  ultimately  used  to 
 produce the service (or final) characteristics.” 


This was more simply said by Djellal et al. (2013:111): 


“[…] a service can be defined as the mobilization of internal or external competences and 
 internal  or  external  techniques  (tangible  or  intangible)  to  produce  final  or  service 
 characteristics (that is to say user values).” 


To  deliver  a  service  with  a  specific  set  of  characteristics,  the  provider  needs  to  control  a  set  of 
 knowledge and capabilities combined with a set of technical infrastructure, systems, and tools that 
 correspond  to  their  clients’  capacity  to  absorb  and  transfer  knowledge  and  to  understand  and 
 communicate their own needs. As seen in Figure 2.3, both the provider of the service and the client 
 normally  need  to  take  part,  exchange  knowledge,  and  develop  a  common  understanding  of  the 
 problem that should be solved, and from there the service in demand. 


This general model can be used to suggest several types of services. For example, a pure service 
 will include the employment of competences and service characteristic vectors only. To produce a 
 pure material good, technical and service characteristics will be employed. Employing vectors for 
 competences with the vectors for technical and service characteristics can identify a self-service 
 outcome or many other services dependent on the utilization of ICT. 


In principle, innovation can be seen as changes influencing one or several elements of one or more 
 vectors and the characteristics embedded in them. Innovation can take place throughout the whole 
 spectrum  of  activities  and  attributes  involved,  in  the  service  characteristics  of  the  product,  in 
 technical  (process)  characteristics,  or  in  the  set  of  competences  used.  There  can  be  strong 
 interrelations  between  the  different  elements  within  the  innovation  process.  Changes  in  one 
 characteristic will influence others, making innovation a rather complex activity to perform. 


2.2.3 A typology of innovation 


In their abstract world, Gallouj and Savona (2009) propose a typology or modes of innovation: 


  Radical innovation can be seen as a situation where a new set of vectors for competences, 
 technology, and service characteristics are created. 


  Improvement  innovation  takes  place  if  the  vectors  are  the  same  but  the  prominence  or 
quality of some dimensions (characteristics) included in the competence vectors change. 
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  Incremental or stepwise innovation means that a new dimension is  added, or an existing 
 dimension is changed or deleted in some of the existing vectors. 


  Innovation based on recombination normally means a change in the relation between the 
 service and technological vectors. 


  Innovation based on formalization takes place if one or several of the characteristics in any 
 of the vectors are formalized. Normally this will lead to a “materialization” of the service 
 through a standardized technological solution. 


A more controversial suggestion is: 


  Ad  hoc  innovation  such  as  that  related  to  knowledge-intensive  and  customized  services. 


This  creates  changes  in  one  or  both  vectors  for  competences  and  often  a  change  in  the 
 immaterial aspect of technology.13


Ad hoc innovation could be particularly relevant for wider sectors of the service sector, as many 
 service  providers  are  specialized  in  solving  specific  problems  for  the  client.  Together  with  the 
 client, the service provider has to come up with a unique set of new or recombined competences to 
 understand the problem and to find a solution not previously known. This form of innovation adds 
 new dimensions to the competence vector of both parties. However, it will not necessarily end up 
 as a new service product or a new procedure (service characteristics) that diffuse easily across a 
 population. It could end up as a non-reproducible solution to a client’s specific problem. 


Some will say that this is outside the definition of an innovation. A Schumpeterian understanding 
 is  that  an  invention  becomes  an  innovation  first  when  it  is  adopted  by  users,  diffuses  into  the 
 economy, and influences the performance of that economy. If the invention is not reproducible, it 
 cannot diffuse and an innovation does not exist. As Drejer (2004) suggests, this form of knowledge 
 development therefore could just be cumulative learning and part of the daily life of business, not 
 innovation. 


On the other  hand,  for the service provider  a unique, customized solution to  a specific problem 
 often  requests  the  development  of  new,  and  by  that  innovative,  knowledge,  competences,  and 
 capabilities,  not  only  the  recombination  of  existing  knowledge.  This  development  of  a  new 
 understanding of a specific problem normally takes place as an interactive learning process. The 
 knowledges of the client, the service provider, and possibly external partners are pooled. A new or 
        


13  In  the  2013  version  of  the  characteristics-based  approach  to  innovation,  ad  hoc  innovation  is  dropped  as  an 
innovation model (Djellal et al., 2013). 
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better understanding of the problem can be combined with the development of new or improved 
 technical characteristics or tools and software that conjointly solve the problem for the client. This 
 newfound competence could be used to solve other, similar problems in the future. Much of the 
 intangible, “ad hoc” innovations in services therefore go well beyond the simple customization of 
 knowledge. 


The intersection between a problem related to the ongoing or future operations of a business, the 
 client’s needs and ambitions, and the service provider’s capability to find a solution is a cradle for 
 creativity  and innovativeness—if,  of course,  there  is  no well-known solution to  the problem.  In 
 fact, such problem-solving activities are the core business of many knowledge-intensive business 
 services (KIBS). In line with Tether and Metcalfe (2004), we could see KIBS as a central actor in 
 an interactive system of interdependencies where the main mandate is to understand the client’s 
 needs and fine a solution to this demand in interaction with many and different partners. As far as 
 this depends on the development of new solutions, such a system could be seen as an innovation 
 system. 


As with all innovative activities, this learning process results in fragments of cumulative and new 
 knowledge for the parties involved, but it does not necessarily finish there. The unique solution 
 that is produced for one particular customer may not be fully reproducible. However, the service 
 provider  can  recombine  fragments  of  the  new  knowledge  that  was  developed  with  other 
 competence characteristics from internal or external sources. In doing so, it can generate unique, 
 innovative solutions to other problems. New knowledge created in this way can also generate new 
 knowledge  that  can  open  up  new  opportunities  in  the  market.  Indirectly,  this  kind  of  problem-
 specific knowledge developed through an “ad hoc” innovation process can therefore also diffuse 
 into the market as incremental innovation, or innovation based on improvements or recombination. 


The  consequence  of  this  characteristics-based  understanding  is  that  innovation  can  have  many 
different  faces—not  only  product  and  process,  or  radical  or  incremental  innovation.  Some 
innovations will change the characteristics of the service product itself. Others will influence the 
way a service is produced, or the interface between the provider and the client. Innovations can 
also change the way we organize service provision and the way we distribute, market, and deliver 
a service. 
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The Gallouj and Weinstein typology of innovation modes has been used in a few empirical studies. 


Based on case studies, Gremyr et al. (2014) suggest that firms go through several of these modes 
 before an innovation is consolidated.  They suggest that innovations evolve over time and move 
 through a trajectory of innovation modes in realistic, dynamic situations. Still, much more research 
 is needed before any concluding model of service innovation emerges. 


We will utilize this framework and typology later. Not for testing, but as a framework for analyzing 
 the observed innovation activities in the 21 cases of service firms we have studied. 


Before we close this chapter, we must also introduce the concept of an innovation system. 


2.3 An innovation system 


Figure 2.4 illustrates a general model of an innovation system.  


Figure 2.4 A general innovation system 


In the core of the illustration is the innovative firm. This firm controls and organizes a set of internal 
 resources  that  are  important  for  innovation.  As  already  suggested  by  Froehle  and  Roth  (2007), 
 inside this “black box” exist several resources  that are important for innovative behavior. They 
 could  be  intellectual  resources  as  competences  and  capabilities:  such  resources  support  the 
 commercial operation of the firm and add creativity and ideas for new elements that could enforce 
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the firm’s value creation. They could also be physical resources or technical characteristics within 
 the  firm’s  processing  system  and  organizational  resources  that  put  the  firm’s  resources  and 
 capabilities  to  work  for  a  specific  purpose.  Inside  the  firm,  we  will  also  find  employees  and 
 management, important actors for the functioning of the daily operations of the service production 
 and for learning and innovation processes that take place internally.  


As the figures illustrates, firms do not exist in a vacuum. They develop relations with the market 
 and its customers, and thereby the users of the services they provide. They interact with suppliers 
 of equipment and business services, or partners or subcontractors important for their production 
 and service provision. Once in a while, they use consultants if they need help to access information 
 or need to reorganize their process or change business model. They also keep an eye on their most 
 important  competitors  and  are  influenced  by  their  actions,  improvements,  and  innovativeness. 


Together these actors comprise the firm’s nearest external relations, and form a business network 
 of accessible external resources that is often important for the formation of new knowledge and the 
 firm’s  capacity  to  innovate.  Among  the  actors  of  this  inner  circle,  we  will  under  normal 
 circumstances be able to identify the most important contributors to improvements and changes 
 taking place in the firm. These are external resources that add features to the innovative capacity 
 of the firm, and take part in interactive processes that drive incremental innovations forward. 


Outside  this  basic  business  network,  a  framework  of  institutions  exists  that  can  contribute  to 
 knowledge creation and diffusion. This includes many institutions financed by the public sector or 
 through public–private partnerships. 


One  important  box  in  Figure  2.4  is  institutions,  whose  most  important  task  is  to produce  new 
 knowledge (R&D) and transfer this knowledge to individuals through higher education. Some of 
 the knowledge produced and transferred from these institutions is important input, both for a firm’s 
 absorptive capacity and for the access to new radical or existing knowledge. 


A political system provides resources and regulations that are important for innovation. Examples 
include a legal system that protects intellectual property and policy that forms education and public 
research  in  line  with  the  needs  of  market-based  actors.  Another,  new  regulations  that  introduce 
stricter claims on energy efficiency. It also includes different forms of industrial and innovation 
policy, including specific incentives and support to encourage innovations and to lower risk. 
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Several new institutions are created to help the transfer and assimilation of new knowledge, and to 
 facilitate interaction and collaboration focused on the creation of knowledge that has commercial 
 potential.  Many business  associations  and business  support  organizations  are  also  involved  in 
 advancing firms’ capability to innovate. 


A financial support system is also developed outside the traditional financial institutions such as 
 banks. Asymmetric information, high risk, and market failure in financing radical innovation are 
 important barriers to innovation in private firms. Public funding of high-risk innovation activities 
 or start-up firms therefore seems to be important. The same can be said about access to VC, and in 
 many cases  also  PE,  to support  the growth  of  potential  dynamic firms.  In this report we have a 
 specific focus on this part of an innovation system. 


The last group included in Figure 2.4 is institutions with a potential to influence knowledge creation 
 and business  development. Here we include  non-governmental organizations (NGOs) and some 
 lobby groups pressing for societal change. This box is stippled, indicating that they have a more 
 indirect  influence  on  firms’  performance.  These  institutions  press  for  new  regulations,  stricter 
 measures, new solutions, and more environmentally friendly or socially focused development that 
 in the end will influence firm behavior. They also use their power to defuse information, educate 
 the public, and lobby for change. NGOs can be seen as vanguards that open up new business models 
 or services  and  in  doing  so invite more or less radical  reformulation of existing production and 
 products. 


In the coming analyses we will keep this wider understanding of systemic innovation in mind as 
we analyze the innovation process as it appears in our case firms. 



(30)20 



3. Venture capital, private equity, and innovation in firms 


Most new ventures are simple reproductions of already existing business models, or they produce 
 goods or services already available in the market. 50–70% of them fail; most new ventures do not 
 grow, but stay small and under the control of the original entrepreneur. Just a small share develop 
 into fast-growing enterprises (Vatne, 2009). 


A fraction of these are based on an idea that develops and launches a radically new or modified 
 product (good or service), a new idea of how to do business, or a better way of serving customers. 


New ideas, new approaches, or innovations are at the forefront of the development of these firms. 


The more advanced, radical, or innovative the idea behind the venture, the longer it can take to get 
 from an idea to a marketable product, and the more costly the process from idea to cash flow can 
 be. The entrepreneurial and financial risk increase as well, but often the same also happens with a 
 potential payback if one succeeds. 


Some established firms also have good potential for growth, which could also adds economic value 
 to  the  firm’s  operations  and  to  its  shareholders.  Particularly  if  the  product(s)  they  sell  is  solid, 
 unique, well placed in their local market, and the business model can be scaled up. In many mature 
 sectors of the economy, the potential for economies of scale, standardization, and structuration of 
 the industry is open for entrepreneurial action. Expansion into national, foreign, or global markets 
 could be another option for firms with a proven record of performance.  


Nevertheless, the expansion and growth of a firm meets many challenges. The organizational set-
 up must be changed, and new capacities and capabilities have to be developed. The marketing and 
 distribution channels must be improved or radically changed. New business models could help the 
 growth process, etc., etc. Many firms with potential have not been able to take advantage of this 
 possible growth and in so doing have missed the opportunity for increased value creation. There 
 are many reasons that can be given to explain this: the entrepreneur is not willing to delegate control 
 and professionalize the organization; there is no clear vision or strategy for the way forward; the 
 shareholders  are  in  conflict;  or  the  firm’s  own  economic  resources  are  not  enough  to  bear  the 
 burden of fast expansion. 


In sum, fast growth is often demanding, requiring new knowledge and creative ideas about how to 
grow and run a company under rapid expansion. In most of the firms of this type, innovation is not 
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part of their main growth strategy. Still, many diverse kinds of smaller innovative steps are required 
 if the firm is to meet its ambitious goals. Again, the entrepreneurial and financial risk increase the 
 more radical or bold the growth target is. 


3.1 Financing new ventures 


The development of new ventures is often modeled as stages, as illustrated in Figure 3.1.  


Figure 3.1 The stage model of new venture development and different regimes for venture capital. 


Source: US Department of Commerce—ITA. 


It starts with an entrepreneur and some novel idea for a potential profitable venture that is believed 
 to meet some need(s) in the market. If a potential market is identified, the venture can turn into a 
 growing and profitable firm. The S-curve used in the figure indicates the need for investments that 
 will exceed the revenues generated by the  firm  for a long time if the  ambition  is  to  expand the 
 firm’s activities. 


Seed  Venture  Buyout 
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 3.1.1 The “Valley of Death” and seed capital 


In the first stage, revenues will be almost inexistent, but there is still a need for capital to invest in 
 the development of the idea, to do market research, to develop a prototype or set up a pilot, etc. 


This is the “Valley of Death” where the financial situation is highly stressed and many ventures do 
 not succeed. This “seed stage” is normally financed by the entrepreneur(s), their family/families, 
 and  friends.  In  more  advanced  projects,  financial  sources  could  also  include  “business  angles,” 


potential grants of public money from research funds, or entrepreneurship programs; for a few, it 
 could include equity from a seed capital fund. Such funds are normally backed by public money 
 or a mix of private/public  money. At this stage of  development, private  funds  are normally not 
 willing  to  invest  due  to  the  very  high-risk  and  highly  uncertain  forecast  of  future  revenues. 


Asymmetric  information  exists14  and  ends  as  market  failure  in  financial  markets.  Under  such 
 circumstances, the pricing of the risk will be so high that, in practice, fresh capital as debt or equity 
 is not available through ordinary financial markets. In this early phase, the need for investments is 
 normally moderate, but can still be substantial. Due to the very high risk of funding a firm in this 
 phase, the supply of capital often depends on several sources taking smaller shares and dividing 
 the risk among themselves. 


3.1.2 The growth stage and venture capital 


If the firm survives the “Valley of Death” and starts generating business opportunities, the prospect 
 for  expanding  sales  and  revenues  will  lower  risk  and  open  up  the  possibility  of  more  investors 
 willing to buy shares in the company or banks willing to lend the company some money. To grow 
 the company there will be a need to generate and expand the equity base so that it is able to finance 
 the initial growth phase. Growing revenues are often not sufficient to finance further development 
 of the product, to scale up production, or to hire more employees and invest heavily in marketing 
 and sales and continuously upgrade the firm’s portfolio of products. The strategy of establishing 
 and growing a company could also, at a later stage, include acquisitions of or mergers with other 
 companies  that  add  capacity  and  competence,  complementarity  and  synergies.  Buying  other 
 companies will also depend on a solid financial position. 


       


14 The entrepreneur sits on much more information about the project than the financial investor does. 
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As many of these ventures have no or small collateral, a standard bank loan is difficult to acquire. 


Rapid expansion is often important to reach a critical size, but this is difficult if it is only based on 
 the  firm’s  own  earnings  or  the  entrepreneur’s  capital.  External  sources  of  capital  are  therefore 
 needed.  Financing  up  a  new  venture  follows  a  stepwise  procedure  where  the  equity  of  the  firm 
 must rise with the expanding operations, as seen in Figure 3.1. In the later stages of the venture 
 period, mezzanine financing is possible. This is a hybrid of debt and equity financing: debt-based 
 capital with an option for the lender to convert to equity if the loan is not fully paid back. VC firms 
 or investment banks provide these forms of risk capital. 


VC is a time-limited financing of equity. VC firms hold minority or controlling15 positions in new 
 ventures, sometimes along with other VC firms. They will invest in several steps as the venture 
 develops and demonstrates progress. VC firms are based on family-based wealth funds or funds 
 open to institutional or individual investors with substantial free capital, including public financing. 


The VC firm manages the fund and invests in new ventures or “portfolio firms.” In the VC industry, 
 funds often specialize in specific industries or regions that are well known by the fund management. 


In this way, the problem of asymmetric information is substantially reduced. The fund management 
 often  have  a  deep  understanding  of  the  technology  or  service  in  question,  and  understand  the 
 dynamics of this specific market well. The VC firm invests in their portfolio of firms over a period 
 of  ±5  years.  They  could  hold  their  position  for  a  longer  time  if  necessary,  or  exit  earlier  if  the 
 prospect of success is bleak and before it costs too much. The goal is to create a sound and stable 
 basis for the further development of the firm. 


At some point in time, they will sell. Their return on investment is normally not generated as profit 
 or dividend, but  through the values  created over  a longer  period of business  development. This 
 value will first materialize when they (often together with other shareholders, often including the 
 entrepreneur) sell their shares to other individual investors, a PE firm, or to an industrial partner 
 taking over the firm and integrating it in their own operations. More seldom, a venture firm could 
 also turn to the stock market and sell all or part of their shares through an initial public offering 
 (IPO). 


       


15 Larger than 33%. 
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The key point in our context is that these ventures are normally based on an innovative idea with a 
 potential for high growth and/or an extraordinary margin of profitability. High risk combined with 
 the prospect of a high return is one of the important drivers for the development of the firm. 


3.1.3 The later stage and private equity 


PE investments occur at a later stage of a firm’s formation. They will normally invest in a venture 
 with a solid basis, or more often they will buy a majority position in an existing mature firm that 
 has good potential for growth but a need for better strategies, management, and new approaches to 
 take  advantage  of  the  growth  potential.  Many  of  these  firms  could  be  undervalued  for  several 
 reasons, and therefore suffer under credit constraints. One reason for underperformance could be 
 that the existing management is not able to bring the firm from an entrepreneurial stage into a more 
 mature, professionalized stage. A creative and often chaotic organization of activities should be 
 replaced  with  a  situation  in  which  professionalization  of  the  organization  is  in  focus  and  new 
 capabilities for the routinization of operations are implemented and new and better approaches to 
 expanding the business are found. Another challenge could be that a problematic shareholder mix 
 in  a  family-owned  company  often  are  counterproductive  for  the  management  of  the  firm  and  a 
 barrier to growth. There could also be a situation where further expansion of a well-managed firm 
 needs more financial muscle than the previous owner can come up with, as they suffer from a lack 
 of collateral for further credit, etc. 


In the buyout stage, the risk of investing in the firm has been considerably reduced compared with 
the  venture  stage.  Accordingly,  access  to  funding  is  easier.  A  PE  firm  will  establish  funds  and 
invite institutional investors such as pension funds, banks, insurance companies, or other investors 
with substantial capital to join. The fund would be set up for a period of, for example, five or eight 
years.  A  (guaranteed)  return  on  their  investment  should  occur  after  these  years  in  addition  to  a 
prospective dividend that is normally better than most other options in the capital market. The risk 
of losing some of your investment is still present. In addition, there is a chance to take part in the 
sharing of an extra premium  if the fund management really succeed in  their choice of portfolio 
firms, the development of these firms, and lastly the price achieved when the holdings are sold. In 
this process, the fund management firm and their partners can achieve a substantial premium if the 
performance  is  good.  Strong  incentives  to  create  value,  and  ultimately  profit,  are  part  of  the 
foundations in the VC and PE industries. 
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The partners of PE firms are senior people with experience from consulting or investment banking 
 and/or high-level  operational  experience  from  successful  firms.  Their financial success  depends 
 partly on 1) their ability to pick undervalued  firms with a high potential for value creation, and 
 partly from 2) their capacity to actively take part in the development of the portfolio firm through 
 an influential position on the board representing the majority owner. Partners of the PE firm often 
 co-invest in the same firm and share risk with the external fund owners. 


A  PE  firm  will  normally  acquire  mature  firms  via  a  leveraged  buyout  (LBO).  Simply  put,  this 
 means that they will raise debt finance secured against the portfolio firm’s assets and/or future cash 
 flows  in  addition  to  the  capital  they  have  available  through  their  fund.  This  gives  the  PE  firm 
 considerable  financial  strength  to  facilitate  larger  transactions.  Some  indications  exist  that 
 companies bought through LBOs have increased their profitability by cutting down investments, 
 selling assets, and keeping their operating income constant (Kaplan, 1989). Other and more recent 
 studies provide evidence that many LBOs foster growth by releasing credit constraints  (Boucly, 
 Sraer, & Thesmar, 2011) and encourage entrepreneurial action (Wright, Hoskisson, Busenitz, & 


Dial,  2000).  This  is  not  the  place  to  discuss  this  controversy.  The  majority  of  funds  behind  the 
 short-term “stripping” or “dismantling” approach seem to be hedge funds. What we call a PE fund 
 normally invests in firms over a longer period and acts proactively to grow and develop firms. This 
 is their strategy for making a substantial profit of the investment. 


3.2 Risk money, risk premium and innovation 


There  is  no  easy  pick  of  firms  with  the  highest  potential  for  growth,  value  creation,  and  future 
 profitability. If so, it would be easy to finance expansion through ordinary financial institutions.  


To reach such goals, a longer development process has to take place and many decisions have to 
be made about strategy, staffing, and scaling, but also about the development of the core technology 
and products the firm offers. Some of these decisions lead into foreign terrain and the unknown, 
risky landscape of change. This includes  approaches that are most often new to the firm, but in 
several  cases  also  radical  new  undertakings  in  the  market.  The  more  advanced  and  mature  an 
economy is, the more demanding it can be to start new ventures or grow existing firms. The earlier 
the stage of development is, the less collateral exists in the holding of the firm, the more uncertain 
the market acceptance will be, and therefore the more risky it will be to finance these activities. 
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The more complex and innovative the core competences of the firm are, the more capital will be 
 needed and the longer it will take to reach a break-even point were revenues cover the costs of 
 operations. 


In this landscape, a fairly new entrepreneurial finance industry has developed. The development 
 of  the  most  advanced  part  of  innovative  new  ventures  is  dependent  on  access  to  capital  in  this 
 critical  stage  of  firm  formation.  VC  and  PE  seem  to  be  of  particular  importance  for  small-  and 
 medium-sized  firms,  and  a  critical  element  for  the  development  of  the  core  competences/ 


technology and product (good or service) of these firms. 


3.2.1 The cost of capital 


The cost of capital for a small new firm will be influenced by the type of finance used, the size of 
 the  firm,  and  the  risk  assumed.  Ordinary  senior  bank  loans  and  asset-based  lending  (ABL)  are 
 normally secured with collateral. A mezzanine loan is more risky and secured with an option to 
 transform  loan  to  equity.  Accessing  capital  from  private  equity  groups  (PEG)  is  basically  done 
 through  equity  combined  with  ordinary  loans  secured  with  the  solidity  of  the  group.  VC  and 
 business angels normally support capital for a share of the equity base as a return. 


For  the  US,  the  “Pepperdine  private  capital  cost  of  capital  survey”  documents  the  difference  in 
annualized gross financing cost (Everett, 2015). As seen in Figure 3.2, the typical cost of a senior 
bank loan in 2014 was between 3.5% and 5% in the US market. As risk increases and security in 
collateral  disappears, the cost  increases tremendously, with  seed financing  being the most  risky 
and respectively the most expensive. A typical PE investment in a firm expects to see a return on 
that investment of around 20–30%. Support from a business angel or a VC fund in the seed stage 
tends to be even more. 
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