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ABSTRACT: Investment in innovation significantly diverges from typical business expenditures due to the inherent characteristics
of Research and Development (R&D), which include high upfront costs, specialized human resources, and considerable uncertainty
about the economic returns. Unlike physical assets, the intangible outcomes of R&D have limited collateral value, restricting their
suitability for conventional debt financing. This complexity is further exacerbated by informational asymmetry and the risks
associated with moral hazard, which inflate external funding costs relative to internal funding options.
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INTRODUCTION

This research investigates how entrepreneurial enterprises and financial institutions align effectively (Song & Jain, 2021).
Understanding this alignment is crucial as entrepreneurial ecosystems (EEs) thrive on steady capital influx (Roundy et al., 2018;
Spigel, 2017), whereas funding gaps significantly hinder entrepreneurial progress (Block et al., 2017; Cumming et al., 2019a). This
paper proposes an innovation-oriented finance framework, emphasizing the complexities introduced by innovation itself. Since
EEs form subsets of broader innovation ecosystems (Maroufkhani et al., 2018), understanding finance in this context enriches
existing EE theories. Matching firms to financiers becomes intricate due to innovation’s dual impact on both businesses (Dosi,
1990; Covin & Slevin, 1991) and investors (Chemmanur et al., 2020; Knewtson & Rosenbaum, 2020). Public policy frequently
promotes innovation to drive economic growth (Hamdan et al., 2020; Breznitz, 2021), despite uncertainties in the matching
process, including ambiguous business objectives and changing governance requirements across funding stages (Bessiere et al.,
2020).

CONCEPTUAL FRAMEWORK

This conceptual framework explores firm-investor alignment under innovative conditions. Research underscores the necessity of
further understanding the relationship between firm innovativeness, age, location, and financial accessibility (Frimanslund et al.,
2022), alongside how diversity in funding continuity influences EE success (Radinger-Peer et al., 2018). The matching occurs in a
comprehensive EE environment, where the dynamic interactions among stakeholders continuously evolve (Theodoraki et al.,
2022; Abootorabi et al., 2021; Cho et al., 2022).

Innovation-based investments, due to their intangible and uncertain nature, encounter significant funding barriers,
especially for startups with limited collateral and historical performance data. To counter these challenges, governments have
implemented various incentives, such as tax breaks, grants, and specialized funding mechanisms aimed at aligning innovation
funding with market dynamics and fostering broader economic development.

Emergence of Innovation Finance Ecosystems (IFEs):

Innovation finance ecosystems represent a transformative shift in entrepreneurial funding, bringing together diverse financial
actors including venture capitalists, angel investors, government initiatives, crowdfunding platforms, and accelerators. IFEs
recognize distinct financial demands based on industry sector and business maturity. Historically concentrated in technology
sectors, innovation funding is increasingly diversifying to cover areas such as healthcare, agriculture, and social entrepreneurship,
ensuring resilience and inclusivity beyond traditional Silicon Valley models.
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The development cycle of firms within innovation ecosystems underscores the necessity for tailored financing strategies
at each growth phase. New ventures often begin with support from incubators, personal networks, or seed grants. As these
businesses evolve, their needs change—growth-stage firms require capital infusion through venture capital or private equity to
enable rapid scalability. Mature companies, on the other hand, may turn to strategic alliances or public market funding to retain
market position and invest in long-term innovation. This phased financing mirrors insights from recent studies (Clayton et al.,
2023) that demonstrate how entrepreneurial finance sources—local public, national public, and private—interact differently
depending on the regional ecosystem’s maturity. Importantly, funding diversity ensures that firms at all stages of development
can access capital aligned to their specific needs.

SUSTAINING ECOSYSTEM GROWTH

Successful ecosystems continually reinvent themselves, as successful exits via IPOs, acquisitions, or venture returns encourage
reinvestment. This cycle not only sustains ecosystem vitality but addresses broader societal goals by redistributing resources, thus
mitigating inequality.

CHALLENGES AND STRATEGIC RECOMMENDATIONS

Despite IFEs' potential, challenges persist due to misalignment between innovative firms' risk profiles and investor expectations,
as well as sectoral or geographic concentration risks. Ecosystem designers and policymakers should emphasize diversification,
clear regulations, and incentives for sustainable investment.
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Fig. 1. Innovation finance ecocystem.

The cycle begins with innovation, which acts as the foundational input for entrepreneurial ventures. Innovation could
encompass new technologies, business models, or creative processes that drive the establishment of entrepreneurial ventures.
Innovation is transformed into a tangible or operational business entity, represented as the entrepreneurial venture. This stage is
where ideas take shape in the form of startups or innovative firms seeking to create value in the market. Entrepreneurial ventures
depend on finance to scale, grow, and realize the potential of their innovations. Finance could come from venture capitalists, angel
investors, public grants, crowdfunding, or other sources within the innovation ecosystem. The dashed arrow labeled entry
indicates that the financial resources flow into the entrepreneurial venture. This entry supports the venture’s innovation
processes. The dashed arrow labeled exit shows the process of return or reinvestment. Successful ventures generate exits through
IPOs, acquisitions, or profits, which then return to the financial ecosystem or foster further innovation. The diagram highlights the
interdependency between innovation, entrepreneurial ventures, and finance. It forms a continuous cycle where innovation leads
to ventures, ventures require finance, and successful ventures enable reinvestment into the innovation ecosystem. This model
emphasizes the dynamic interplay between innovation and financial mechanisms. It demonstrates the importance of an
ecosystem that supports the entire cycle, from ideation to reinvestment. Sustainable growth in innovation ecosystems depends
on ensuring smooth "entry" (funding) and "exit" (returns).
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Fig. 2. Innovatioe efferts, comecting finamce to Brms.

The big tent EE includes early-stage, growth-stage, and mature enterprises. While experiencing innovation differently,
all attempt to resolve the inherent complexity of finding common ground and matching with investors. Experiencing innovation
differently at various points of a firm’s stage of maturity reflects variation along the temporal dimension. Entrepreneurial firms
progress through several developmental stages, each of which requires different innovation strategies and financing needs. In the
initial phase, startups primarily focus on defining a viable business model, establishing internal workflows, and building
foundational networks that can support early experimentation and visibility (Clayton, Feldman, & Montmartin, 2023). During this
stage, due to the absence of financial records or proven products, potential investors rely heavily on the credibility of the founding
team, the distinctiveness of the value proposition, and the scalability of the business idea (Theodoraki, Messeghem, & Rice, 2018).
As firms enter the growth phase, their priorities often shift toward refining their product offerings and enhancing system-level
capabilities that can support scaling operations efficiently. Finally, mature firms tend to redirect their innovative focus toward
customer service optimization, brand development, and multichannel engagement strategies to sustain long-term competitive
advantages (Kim, Lee, Roh, & Son, 2020). These phase-specific approaches to innovation and investment readiness highlight the
importance of aligning financial instruments and ecosystem support with the temporal dynamics of firm development. While
traditional business models still inform financial planning, newer approaches emphasize dynamic tools like the lean canvas or
strategic storytelling to pitch ideas. For instance, early-stage firms now focus more on demonstrating a clear value proposition,
credible founding teams, and scalable solutions, which can be effectively communicated via concise innovation narratives. These
tools, however, often require adaptation across sectors—as highlighted by Kim et al. (2020), rigid models may fail to capture the
complexity of social or non-tech enterprises, indicating a need for methodological flexibility to better match firms with funders.
In growth-stage companies, slow, incremental growth is anathema to survival. Rather, a rapid ascent is perceived as necessary to
distance a firm’s innovative business model from that of potential competitors. Firms attempt to produce sufficient throughput
to achieve the so-called hockey stick or 10x growth (Maurya, 2016) coveted by VCs and private equity firms (Kawasaki, 2015). To
achieve scalable growth, firms must strategically coordinate financial, human, informational, and organizational assets in ways
that enhance and adapt their core value proposition. This often involves leveraging innovative practices to improve or expand
existing offerings to new markets or segments (Clayton et al., 2023). In contrast, companies in more advanced stages of
development frequently shift their innovation efforts toward optimizing user satisfaction—through improved service delivery,
brand positioning, distribution channels, and customer relationship strategies (Kim et al., 2020). Once they achieve scale, large
firms attempt to innovate by acting like small firms through corporate entrepreneurship. Individual managers attempt to renew
established firms with the ideation ethos of early-stage companies, creating niches of innovation to find new avenues for
sustaining competitive advantage (Corbett et al., 2013). Financing of such innovation strategies for mature firms can involve
private equity and capital markets. Investment banks usually provide advisory services for mergers and acquisitions, restructuring,
and corporate finance transactions. Intertwined with the temporal dimension is the sectoral dimension. Models such as the lean
canvas, which originated in the tech startup space, have become widely used to describe entrepreneurial development across
stages (De Cock et al., 2020). However, as Kim et al. (2020) point out, applying these frameworks to non-technological or social
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enterprises often proves challenging, requiring adjustments to better reflect context-specific dynamics and stakeholder priorities.
Planning tools like the lean canvas, though widely adopted in tech entrepreneurship, often fall short in capturing the layered
complexities of social enterprises or context-specific ventures. This limitation has prompted scholars to call for more adaptable,
sector-sensitive methodologies that can better align diverse enterprises with suitable funding models (Kim et al., 2020; Bresciani
& Eppler, 2020). Within an inclusive entrepreneurial ecosystem that embraces varied sectors and development stages, the
challenges of coordination grow considerably. The interaction between a firm’s temporal stage and its sectoral context
significantly increases the difficulty of matching businesses with appropriate investors or support mechanisms, thereby requiring
nuanced approaches to ecosystem design (Theodoraki et al., 2018; Clayton et al., 2023). Based on the discussion in this section,
the first proposition is formulated: Proposition 1: EEs have sectoral and temporal dimensions that are affected by the tension
between the deliberateness of innovation and the urgency of financing.

CONCLUSION

Innovation fundamentally reshapes industries, necessitating concurrent evolution in financing approaches. By fostering adaptable,
inclusive ecosystems, stakeholders can enable entrepreneurial enterprises to not just survive but actively contribute to economic
growth and social advancement. The future of financing innovation lies in embracing its inherent complexities, leveraging
ecosystem diversity, and closing gaps between entrepreneurial aspirations and achievable opportunities.
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