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Recommendations

This submission focuses on areas of market failure that need addressing to enable market-driven innovation
(and the establishment of early competitive barriers to entry) to better occur within very early-stage high risk
Australian companies. Such companies are critical in Australia for the commerciaisation of technology
through business, market and product innovation. |If successful, these companies grow into larger, better
funded and lower risk organisations supported largely by the private sector (e.g. venture capital and private
equity) and public markets. It is the innovation which needs to occur from the time of a company’s
inception to venture funding that suffers through various market failures, and which therefore present a
compelling argument for Government support. In brief, this submission recommends that four specific
areas of market failure be addressed by retaining and/or expanding some of the existing Government
initiatives and developing new ones. Some suggestions are made as to how these new initiatives may be
structured, but should not be viewed as exhaustive. Other models ought to also be considered to address the

market failures.

Declaration of I nterest

Dr Rodyn Brandon is an experienced entrepreneur, founding and developing four start-up companies in
Australia over the last 15 years. She has raised a total of ~AU$15 million in private equity capital and
secured several million in Commercial Ready Grants and other Ausindustry grants over the last 7 years.
Currently, she is a co-founder, shareholder and Chief Executive Officer of Athlomics Pty Ltd — an early
stage human biomarker company (for human health management) which is expected to launch its first
product for the early diagnosis of human septicaemiain Australiain January 2009 in partnership with Mater
Pathology, Brisbane. Athlomics was awarded a Commercia Ready Grant of $250,000 in mid-2007; the
grant project is still ongoing.  The intellectual property on which Athlomics is being developed was
purchased in mid-2006 after the winding-up of the Genetraks Group of Companies for which Roslyn was
Managing Director and CEO from 2001 to mid-2005". Genetraks was awarded ~ $2 million in Auslndustry
grants (START, BIF) and successfully accessed EMDG grants and the 125 to 175% R&D Tax Concession.
Roslyn is also a Consultant to the Uptake Health Group of Companies which she co-founded in late 2005
and which will commence its export of novel animal heath products to the USA in June 2008. Uptake
Health Holdings submitted an application for a Commercial Ready Grant in April 2008, the result of which
is still unknown. Dr Brandon is a qualified veterinarian (University of Queendand), has a PhD in
pharmacology (UQ) and an MBA (QUT). She is a Fellow of the Australian Institute of Management and a
Member of the Australian Institute of Company Directors.

! For a comprehensive Case Study of the Genetraks Group of Companies please see
http://www.wit.org.au/images/News%20Archives/0607%20Genetraks%620Case%20Study _Final_RAB.pdf
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Role of SME Sector in Australian | nnovation

Small and medium sized companies play a crucia role in the commercialisation of Australian technology
and are engaged to a very large degree in market-driven innovation. In fact, it is largely companies (and not
universities and CRCs) that commercialise technology, a mandate which requires ongoing business, market
and technical innovation. Some companies, but certainly not al, in-license technology from universities and
CRCs hut it is really private companies that take full responsibility for commercialising that in-licensed
technology. Market forces quickly determine the potential longevity and shareholder value of companies
whaose prime focus is the commercialisation of technology. Moreover, investors in innovative companies
demand return on investment, which further focuses the commercialisation effort in this environment. Both

these drivers are crucial to the potential success of commercialisation activity.

Nature of SME Activity Precludes Active L obbying & Adequate Review | nput

As a mgjor participant in two start-up companies at present, it is difficult to prioritise adequate time to
provide meaningful input into reviews of this nature despite the critical importance of the process to these
companies. In respect of input to this review from the perspective of start-up companies, | am sure that time
availability also precludes most other CEOs and executives in young companies from active participation in
this process. It is unfortunate that start-up companies do not have an effective voice because their message
needs to be heard and their role in Australian innovation is far more important than is widely acknowledged.
The relative strength of the University and CRC lobbies versus that of start-up companies may well create
bias within the review process. Early-stage companies can and should significantly benefit from
Government support in areas where there is market failure, e.g. as per the current Commercial Ready Grant
Scheme which is both relevant and sustaining for many early stage companies.

Areasof Market Failurere: Innovation in Start-Up Companies

Accessing funding within early-stage companies in order to progress the commercialisation of technology is
challenging because of the degree of perceived risk which is unacceptable to ailmost all investors. These
areas of market failure, particularly in life sciences companies where proof-of-concept can be lengthy and
expensive, need to addressed where possible through well structured and competitive Government support
which is specific for and limited to early-stage companies. See the figure overleaf for an illustration of areas
of market failure and the degree of risk reduction that can be achieved if these areas are addressed.

Market Failure 1: Cost of High-Quality Globally Focused Market Research. All companies require
market research on which to devise corporate, market and product strategy. High quality globally-focused
market research is beyond the budgets of most start-up companies and yet market research is required for
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demonstrating eligibility for grants and venture funding. Some companies at this early stage, whilst not
ideal, can be ‘invention-driven’, so the need for market information and context is even more important.
Moreover, timely market research must drive on-going company innovation. Innovation which can create
real economic development must be market-driven. Currently, there is no direct government support for
market research except for small (and inadequate) percentages of projects within the Commercial Ready
Grant scheme. The Australian Institute of Commercialisation (AIC) has a program which allows access by
early-stage companies through AIC personnel to market research reports which the AIC purchases.
However, the quality of the information delivered to companies depends upon the AlC personnel who search
the reports on behalf of a company. Such a systemis not as successful asit could be because it is usually the
company (and not a contractor) which better under stands the information required for various purposes and

for various stages of the company’ s development. See discussion below.

Hurdles to Innovation in Early-Stage Companies
Commercialising Technology

o
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(ongoing) Early Stage Company Development

Market Failure 2: Cost of Adequate Global IP Protection. The cost of protecting IP on a global basisis
huge and beyond the budgets of most early-stage companies. However, the need for the ongoing and formal
protection of IP by early-stage companies is imperative for the creation of significant barriers to entry, to

reduce competitive risk and to enhance the attractiveness of the company to future investors. At the same
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time, it is recognised that a decision on whether or not to seek |P protection in the first instance, is aready a
commercia one and the justification for investing in patent protection and the substantial costs that this
involves, can only be commercialy justified. (Evidence large numbers of patents and associated costs
banked in University patent libraries that will never see the light of a commercia day.) Nonetheless, the
cost of medium-level global coverage for one patent from the point of submission of the initial provisional
application to the granting of a patent is now in the order of $250,000 to $1,000,000; the costs are at the
higher end of this scale for biotechnology patents, particularly genomics and proteomics. Moreover, once
the patent processis started it cannot be stopped without patents lapsing. Therefore, ongoing and significant
costs are relentless and, to some degree, inestimable with any degree of accuracy. These costs can render an
early-stage company cash-strapped at a time when vita |P development is required to reduce technical risk.
Currently, there is no government support for this area of market failure.

Market Failure 3: Poor Availability of Early-Stage Higher Risk Equity Funding. All risks (market,
competitive, technical, execution, financing) are high at the early stage of any company, which tendsto limit
the available avenues for accessing capital; and, even more so in tough economic times. For example,
companies have little to no access to R&D grants (cf. institutions) and no access to lower risk private equity
capital (e.g. expansion capital available to companies in revenue). High levels of investor risk require the
company to address “investor-readiness’ for angel and/or industry and/or venture capital. In respect of
venture capital, there are few funds with a mandate to invest in early-stage companies in Australia. Whilst
the Innovation Investment Fund (I1F) program targets higher risk earlier-stage companies, most of the
managers of these funds favour investment in companies at a later stage. teQstart?, inQbator, and Jolimont
Ventures® are three examples of organisations which focus on investmentsin start-up companies and do this
successfully. The network of angel investors in Australia is fledgling and investors tend to have far more
attractive aternatives e.g. negative-gearing on property and buoyant share markets. (Angel investors are
even scarcer when times get tough — as in the current environment, for example.) There are simply too few
other alternatives open to early-stage companies outside of the 3Fs (friends, family and fools). Currently, the
ability of start-up companies to become investor-ready is supported in part with the Commercial Ready

Grant Scheme. In my experience, 11F monies service companies beyond the seed investment stage.

Market Failure 4: Coststo Decrease Technical Risk for Future Investors. The ability of a company to
continueits clinical trials or the devel opment and testing of prototypesis critical to its future success and, as
outlined above, is essential to increasing the attractiveness of early-stage companies to investors; such
activities - if successful — can significantly decrease technical risk. At this stage, the Commercial Ready

Program provides dollar for dollar grant funding to address technical risk and, in my experience, does this

2 funded by Queensland Government
% inQbator and Jolimont Ventures are funded in part under Federal Government schemes
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credibly. The requirement for companies to match dollar for dollar isimportant but puts further emphasis on

Market Failures 1 to 3 above, especialy 3.

Current Government I nitiatives Which Address Some Aspects of Market Failure

The following current Federal Government initiatives are, in my experience, critical for early stage

companies commercialising technology:

1. Commercial Ready Grant Scheme. The addition of Commercial Ready Plus has also been an
important step, making it easier and perhaps less time consuming to access. My experience with the

Queensland office of Ausindustry/Innovation has been highly positive and the personnel contribute

significantly to the preparation of grant applications under this scheme.

2. 125t0 175% R&D Tax Concession. More applicable to R&D conducted outside of grants (and by
implication, later stage companies) but nevertheless is important for all companies and provides greater
incentive for industry-based R& D. Additional schemes could be tailored to early-stage companies.

3. EMDG Grants. Exporting iscritica given the limited size of the Australian domestic market but thisis

also challenging for start-up companies which are juggling cashflow management, capital raising and
business devel opment time and cash resources. Often applicable to later stage companies.

4. Innovation Investment Fund Program (I1F). This program is essential for Australia but does not meet
the needs of early-stage companies as much as it is intended to do because VC investment decision-
making is too slow and expensive for early-stage companies. The process of due diligence is long and
arduous (again suited to companies at a relatively later stage) and puts enormous cashflow and human
resources pressure on early stage companies. Due diligence is essential but ought to be commensurate
with the stage at which the company is at.

It would be unfortunate if any of these excellent initiatives, especialy 1., were removed or down-graded
given that such schemes are the life-blood of early-stage companies, particularly prior to companies being
able to better access relatively lower risk* oriented Venture Capital (e.g. |IF).

Suggestionsto Better Address Areas of Market Failurein Early-Stage Companies

Market Failure 1. Cost of High-Quality Globally Focused M arket Resear ch:

There are several ways in which Government could consider supporting this activity for early-stage
companies (say, those with a market capitalisation of < $5 million — that is, contributed equity in the
company or within the total group of companies of <$5 million):

* Lower risk than seed capital
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1. Extending the eligible % for market research within Commercial Ready Grants— up to say, 50%

2. Offering anew grant program specifically for Market Research which is competitive, but strictly limited
to early-stage companies as prescribed above. It could be based on dollar-for-dollar matching and would
require the submission of an application with associated travel limited to say, 10% of the total grant. It
would likely need to have a consultant (if one was appointed) identified within the application.

3. Establishing a website similar to that of the University of Queensland’s journal search facility which
could enable a fee-paying user (with password) to access a vast range of up-to-date market research
reports, which an office of Government (or its subsidiary organisation) purchases as they become
available. These market research reports could be focused on areas of national priority? Fees may be
structured on a dliding scale enabling lower cost access to early stage companies.

Market Failure2: Cost of Adequate Global | P Protection:

Available time precludes me from making constructive suggestions to address this area and it simply may
not be practical for Government to support early-stage companies in this area of market failure. However, |
do know that Singapore has a scheme which supports this process but the challenge would be not make any
intervention too bureaucratic or to inadvertently support IP protection for inventions that do not have

commercia merit or the propensity to enhance economic development.

Market Failure 3: Poor Availability of Early-Stage Higher Risk Equity Funding.

Thisisacritical area. Thereis simply a shortage of early-stage investors. |IF is not necessarily structured to
address early-stage funding needs where time is of the essence. Whilst Australia is awash with super funds,
very little capital is currently directed at early-stage companies simply because the risks are too high. On
the other hand, | have personally worked with inQbator and teQstart in Queensland who have both invested
several hundred thousand dollars in Athlomics Pty Ltd. We then used that funding to match a Commercid
Ready Grant and this has allowed the company to progress and — as a result — now has some very promising
clinical results now to hand on which it can build. InQbator is managed by a professiona group of
personnel who bring the appropriate levels of discipline to the process of selecting companies for
investment. [InQbator specifically invests at the earliest stage and also invests alongside qualified angel
investors. teQstart is an initiative of the Queensand Government and monies are invested alongside
professional investors, e.g. inQbator. teQstart has suffered from a relative paucity of skilled resources but
the model works well for young high risk companies. Decisions to invest are made quickly, with a
commensurate amount of due diligence and investments are in the order of hundreds of thousands, not
millions. | would suggest that the Review Panel consider the operations of these organisations.
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Market Failure 4: Coststo Decrease Technical Risk for Futurelnvestors.

| strongly support the Commercial Ready Grant program for this area of market failure (or something
similar). It works well and is managed effectively and efficiently by the State Offices. Its requirement for
dollar for dollar matching is correct in that it does impose market support and vetting through the dedication
of private or investment monies. An early-stage company should be able to continue to apply for grants in
increasing quanta as matching funds are available. Any down-grading or removal of this program would be
disappointing, and will —in my view - create a mgor hole in the available funds for early-stage companies

to technically progress their commercialisation process.

- End -
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