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1. Relevance of the Topic

Integrating environmental, social and governanc@aicts into investment and financial
decision making and especially focussing on thedepsf ESG (positive) impact investing is
a nascent field of research. At the moment, it sty practitioners that are driving the
impact assessment process and its integrationinegstment and finance. This has various
reasons from managing risks effectively to protegtieputation and addressing stakeholder
requirements. The process is most obvious on tiding sidewhere collaborations between
the World Bank, International Finance Corporationther multilaterals and the private
banking sector have contributed to the developroémelatively consistent ESG standards
which are often referred to as “Global AdministvatiLaw” (Mc Intyre 2015). It has become
increasingly the norm for international developmdpanking institutions, including
multilateral development banks (MDBs), and manyvaie sector lenders, to adopt
comprehensive environmental, social and governéB86&) safeguard policies and standards
to circumscribe the projects and activities theyafice. This is particularly the case in the
financing of major infrastructure projects in dey@hg countries or economies in transition.
(Mc Intyre 2015). For Internationals Banks it ieddy good practice to integrate
environmental, social and governance consideratiinghe lending process. For project and
structure finance, the Equator Principles offeinaricial industry benchmark for determining,
assessing and managing environmental and sodkainrimternational finance activities (see
www.equator-principles.com For lenders such as the EBRD or IFC that focugoovate
sector lending, the performance standards of emwiemtal and social governance (see
www.ifc.org andwww.ebrd.org are imposed upon private corporate entities, refjavhich
most requirements of international law could neseiformally applied (Mcintyre 2015). The
Equator Principles Association website recognisesving ‘convergence around common
environmental and social standards’, as well as ‘teelopment of other responsible
environmental and social management practicesaritiancial sector and banking industry’,
such as the Carbon Principles or the Cross-Sedtati\i@rsity Initiative (seevww.equator-
principles.con. Also the export credit agencies, through thed22@ECD Common
Approaches, are increasingly drawing on the samredsrds as the EPs’ (segw.equator-
principles.conn.

On the investment, wealth management and assetgaaeat side the process of integrating
ESG has been fostered by a number of players, mticpiar the United Nations
Environmental Programme. While it has been commaniyied for long that trustees may be
acting unlawfully if they take any account of “néinancial” factors in their decision- making
more recently legal research from Freshfields shive@scontrary. Berry and Scanlan (2014)
guotes the following response from a pension fundn enquiry from a member about the
fund’s management of an environmental risk:

The Trustees have a legal duty to not only invbst, to actively seek the best possible
financial return . . . even if it is contrary tcetpersonal, moral, political or social views of the
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trustees or beneficiaries. This was demonstrateatienCowan v. Scargill (1984) court case
(Berry 2015). The first major challenge to the cemwonal interpretation of Cowan v.
Scargill came from the “Freshfields report”, comsmsed by the United Nations
Environment Programme Finance Initiative (UNEP-BD2). This report argued that there
was good evidence that environmental, social aneemg@ance (ESG) issues could have an
impact on financial returns and therefore, thaingkhem into account clearly fell within the
ambit of fiduciary obligations. Indeed, taking susbues into account was “clearly permitted,
and arguably required” in all jurisdictions analysespecifically in relation to Cowan v.
Scargill, the report concluded that “no court todeguld treat Cowan v. Scargill as good
authority for a binding rule that trustees mustksise® maximum rate of return possible with
every individual investment and ignore other coemations that may be of relevance, such as
ESG considerations” (UNEP-FI 2005). In 2005, a grod institutional investors met at the
invitation of the then UN Secretary General Kofimam to formulate the principles for
sustainable investment. The PRI were presenteldet@ublic in April 2006 at the New York
Stock Exchange. The total of 68 initial signatoriesluded the BT Pension Scheme,
CalPERS, the Government Pension Fund of Thailanghiéh Reinsurance, the New York
City Employees Retirement System and the powerbriwggian Government Pension Fund.
More than 1,200 institutional investors, asset rmgara and financial institutions have
committed themselves by recognising the PrincigtesResponsible Investment (PRI) to
integrate sustainability criteria into their invesint. Together they manage more than US$30
trillion, representing a share of around 45 % afbgl investments by end of 2014 (Haller &
Jung 2015).

There are a number of reasons for practitionetsider integrating ESG into lending and
investment decisions ranging from reputation, fidoc duties, risk management
considerations and last but not least the emergehg®bal administrative law which can be
described as a mixture of voluntary and regulationtiatives, that create global norms
together. They normally include according to Kingsb ‘intergovernmental institutions,
informal intergovernmental networks, national goweental agencies acting pursuant to
global norms, hybrid public-private bodies engagedtransnational administration, and
purely private bodies performing public roles iansnational administration’ (Kingsbury et
al. 2005: 5). An example are the OECD GuidelineasMailti-National Enterprises (OECD
MNE Guidelines) for the financial industry that uee the sector to respect human rights,
international labour law and other internationahwentions on environmental and social
issues littps://mneguidelines.oecd.org/rbc-financial-sebton).

Little academic research has been done so far @n cbnsequences of consistent
implementation of ESG standards and their valude#risking assets, managing reputation
and preventing damage to communities and envirohmdnch should finally show up in a

better rating, lower operational risk or a higheod will. An open question as of today is
whether components like lower risk, better ratihggher good will translate into a higher
share price.

In particular the upside — ESG done primarily beeaaf its potential to create innovation in
the financial field based on political environméntocial technological and organizational
analysis (PESTO analysis) is in its nascent stdge.number of purely academic and theory-
building publications is still quite limited andshort overview of the so far existing literature
is given in this document further down in sectian Gonsidering environmental and social
impact while in first place emerging in order taabwith the enormous risk in foreign direct
investment and in project finance stemming from PBXontext factors in order to de-risk
assets and portfolios has turned into a more ptiweaand forward looking process. While the
notion that all investments are impactful has ledatgrowing body of expertise and the
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development of a community of practice among fim@npractitioners on the international
lending side including in Export Credit Agenciesiatructured export and project financing
dealing with such risks and negative impacts, & hat entirely captured the upside potential
of looking into positive impacts beyond the creatad jobs or new consumption possibilities
for customers. Since the economic crisis triggeneP008 impact investing further stretched
into the sphere of positive impact creation, “bessagovernments, charities, philanthropists
alone are no longer capable of dealing with the ntyéirst century’s social and
environmental challenges. Focussing on the achafitable giving rather than on achieving
social outcomes and a dependence on unpredictaipl@infy hindered many charitable
organizations from realizing their full potentiabrecerning innovations, effectiveness and
scale. “(O.Lehner, L.Brandstetter, 2015). The W&dbnomic Forum recently acknowledged
the role the investment and finance sector can playreating solutions to social problems
and stated: “Given the nature of how resourceslestebuted in the world, private investors
may have a special role and responsibility in asklrgy social challenges.” (World Economic
Forum 2013). Yet apart from a small number of splem@d forms of impact investing like
social impact bonds, green bonds and mission tklptélanthropic investments little is
known about the complex interplay between entregarenor organizations, intermediaries,
investor regulations and the successful use ofunmsnts in the field. One important aspect
often alluded to in impact investing is the apploaeeking to generate both an eco-social and
financial return at the same time. The dominanagigm in financial markets today is the
creation of financial returns solely and takingoimbnsideration eco-social return is seen as
sacrificing a certain amount of financial returnhigh misaligns impact investing with the
principal — agent theory that posits that sharetroldilue is the indicator on how well the
agent has managed the capital and ownership rightthe principal. Thus the logical
constructs of mainstream investing and finance amgact investing appear to be
incompatible with each other. Compatibility howevgra prerequisite for the inclusion of
impact considerations and therefore impact investmeto the portfolios of traditional
investors. (O.Lehner, L.Brandstetter, 2015).

The World Economic Forum in its 2013 Report stat&espite the buzz, there is limited
consensus among mainstream investors and spediafimhe players on what impact
investing is, what asset classes are most releliamt,the ecosystem is structured and what
constraints the sector faces. As a result, thewadespread confusion regarding what impact
investing promises and ultimately delivers.” (WorlHconomic Forum 2013). The
development of a clear definition, clear measurdnmaethodologies for describing and
measuring impact and a credible value theory akésrred to a s theory of change have to be
established in order to open the field for morditranal investors.

2. What do Impact Investorstell usabout I mpact I nvesting?

2.1. How to Circumscribe Impact I nvesting:

Impact Investing has four distinct categories i ¥iew of NPC and Cambridge Associates. It
encompasses Responsible Investment or SociallydrRetpe Investments (SRI), Sustainable
Investment, Thematic Investment and Impact Firgestments (Cambridge Associates 2015).
Many researchers in the literature recognize tbisrijey undertaken by investors from

responsible investment (applying some excluside asd criteria together with a best in class
selection process for the remaining assets) t@saile investment, which is understood by a
majority of industry players as implementing susthie management practices with regard to
environmental, social and governance issues (EB@&)éan turning ESG into an innovation
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driver and catalysing process while keeping thee aofr the ESG-value creation proce:
leading to a thematic investment strategy and lfinah impact first driven investme
strategy Cambridge Associates 2015, New Philanthropic Chpi2915). The followinc
figure reflects this journey.

Figure 1: The Impact Investment Journey; Sourcemli@alge Associates and Ne
Philanthropic Capital NPC. 20:

Impact investing is also a proceby which investment managers screen, evaluate
monitor investments using Environmental and SoGalvernance. Whereas Respons
Investment or Socially Responsible Investment” (S#feens to avoid portfolio exposure
socially or environmentally hmful investments, impact investing actively ancemttonally
seeks to create a positive, measurable impact dhrpuofitable businesses and at the s
time applying systematically ESG practice t-risk assets. Impact Investors achieve thi:
including into their due diligence and gap analysis precesvironmental, social ai
governance issues (ESG issues) as well as leapeasti culture. They will normally ste
with a comprehensive gap report including ESG, desltip and culture gaps and acty
address the gaps and influence the leadershipooiraany prior to investing into it, thi
exerting influence as active owners over the fiil-cycle of their investments. A goc
example for this is the integrated investment agpincof AQAL Capital see Bodzesan 201

Impact investing is a lens through which investoossider investment options across a
classes, such as bonds, listed equities, and pragatity. (ENMPEA (2015). Impact investc
aim to generate a financial return for themseand measurable benefits to society and/o
environment (EMPEA 2015). Positive Impact Investisdooking to creating a triple botto
line performance, i.e. an environmental and sopefformance alongside with financ
performance with the praetive intention to create positive environmental and &k
outcomes. In many cases, Impact Investors do steploying capital to companies whi
sell products or services that improve the livesowi-income or vulnerable populations ir
way that conserveand/or protects the environment (EMPEA 2(

Extending the traditional investment model, impagesting deliberately and fully integrat
intentionality, measurement and accountabilitydocial and environmental benefits into

investment processn iaddition to and in equal measure to the emphdaed on financie
returns. As a result, private equity impact fundgsjke standard private equity funds, tenc
invest primarily in businesses that sell essemraducts or services to l-income people.
They seek to create compelling business proposition markets where Ic-income
consumers are willing and able to pay for certaindpcts/services that are affordal
accessible, good quality, and competitive with éhoffered by other suppli¢, including the
government and foreign companies. Such businessgsaperate in sectors that inclu
sustainable agriculture, healthcare, education,singy communication technology, a
financial services. The positive impacts are cdity expanding ccess to a wide range

critical goods and services for the -income populations that can improve their he¢
education, and employment prospects. Another fdrimpact investing is addressing glol
challenges like climate change, water scarcityste reduction, resource efficiency, addi
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climate adaptation risk, health care and nutripooblems, demographic change or education
through product innovation. A good indicator of h&&S risk are becoming more material is
the fact that five of the “10 Global Risks of Higih€Concern in 2014” collated in the World
Economic Forum’s “Global Risks 2014” report areatetl to E&S issues: water crises
(ranked third); the failure of climate change matign and adaptation (fifth); the greater
incidence of extreme weather events such as fla&idens, and wildfires (sixth); food crises
(eighth); and profound political and social instipi(tenth). The report was produced by the
World Economic Forum in collaboration with a leaglimdvisory firm, insurance and
reinsurance companies, and academic institutiormsgM& McLennan Companies, Swiss Re,
Zurich Insurance Group, National University of Sapgre, the University of Oxford, and the
Wharton School of the University of Pennsylvania).

As can be seen from the most relevant ESG RiskoFaah the meta-analysis provided by
Arabesque and the University of Oxford (Clark, eejNWiehs, Selim, Kell, Gifford, Monks,
Arai, Turhan (2014)), the same ESG criteria camsed for creation of positive impacts and
fostering innovation which is the aim of impact éstors

Other Impact Investing Funds target investmentssnmall and medium size enterprises
(SMESs) in view of their inherently impactful rola driving job creation, GDP growth, and
social stability. According to the Internationah&nce Corporation, the private sector arm of
the World Bank, formal SMEs contribute up to 45%fafmal employment in developing
economies. One such SME-focused fund is the TrilGBigbal Impact Fund, a US$14.3
million debt fund that has invested in South Am&rand Indonesia (IFC 2010; The SME
Banking Knowledge Guide). The Fund’s strategy igair by the belief that impact objectives
such as better trained staff and energy efficiezany be intrinsic to the portfolio company’s
success as well as investor returns, in additiardating societal benefits. (EMPEA ibid)

2.2. What vehiclesfor Impact | nvestments are available and what asset classes
are preferred?

Impact Investors use the following vehicles foriating impact investments. They set up
Private Equity or Venture Capital Fund, use Dirbotestment Strategies and to a lesser
extent, they have been experimenting with Sociahddoand Green Bonds. However the
analysis from J.P. Morgan Social Finance and tleaijl Impact Investing Network (GIIN)
shows that private equity is by far the most comiposed tool for impact investment.

J.P. Morgan Social Finance and the global Impaastdiing Network (GIIN) further examine
and explore Impact Investment dynamics in sevaublipations, such as in “Perspectives on
Progress: the Impact Investor Survey” (see: httpaw.missioninvestors.org/tools)

The report reveals the experiences, expectatiors,parceptions of 99 impact investors in
2012, and their plans for 2013. Investors survefgadthe report include fund managers,
development finance institutions, foundations, msifeed financial institutions, and other

investors with at least USD 10 million committeditopact investment. Respondents also
reported the instruments that they use to make ¢tipaestments. Unsurprisingly, most of
the respondents state using private equity andag@idebt instruments — 83% use private
equity and 66% use private debt. Interestingly, 4dPaespondents use equity-like debt
structures and 18% of respondents reported usiragagtees, higher numbers than we
expected.
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In 2013 ACCENTURE conducted a survey of 1,000 CEQKO3 countries and 27 industries.
They found that 80 % of CEO view sustainabilityaameans to gain competitive advantage
relative to their peers (Accenture 2013:36) , iy @3 %of all those surveyed CEOs believe
"that business is making sufficient efforts to asidr global sustainability challenges.”
(Accenture 2013:15). One reason for this imbalaacknowledging the importance of
sustainability and acting on it is pressure from financial markets’ short termism applicable
for publicly listed stock companies (AccentureX3J) Barton and Wiseman (2014). Unilever
under the leadership of its CEO Paul Polman hasgpstb giving earnings guidance and has
moved away from quarterly profit reporting in ordertransform the company’s culture and
shift management’s thinking away from short tersutes (CBI 2012t and Ignatius (2012)).
It seems that private equity and venture capitabke to look at longer time horizons and
therefore can embrace longer-term patient moneyisaless dependent on short term results.
Private equity impact funds often invest in eanygoowth-stage businesses that are immature
and have not been able to reach critical scales@hmisinesses can include start-ups and
occasionally may involve supporting entrepreneursciieating businesses; for example,
Brazil-based private equity firm FIR Capital hagbevorking to perfect business models for
several pipeline companies in parallel with raissngew fund that will focus on healthcare,
education, housing, and financial services. Prapattiese companies and investing in their
re-structured businesses requires discipline atidnz (with long enough duration to yield
returns), and risk tolerance (EMPEA, ibid).

Private equity is one investment approach withipast investing. It employs the traditional
private equity model that intends to generate &macive financial return for fund managers
and their investors. The private equity processomg in which investors structure an
investment vehicle (private equity fund) to raisapital from major institutional and

individual investors (such as pension funds, endemtsh and high net worth individuals),
committing the commingled capital into private mesises to expand and improve their
operations, and ultimately, and usually after salveears, to sell their stake in these
businesses or to take them public on a stock exgghemmany cases as an IPO.

An important attribute of private equity is thatcdn enable access to vast pools of financing
through global capital markets. By comparison, fagdsources such as government aid and
philanthropic finance are often limited (and unpctable) in low-income countries, and
represent only a fraction of what is potentiallyagable from the capital markets. Funding
from Development Finance Institutions (DFI) may $ignificant in scale and can play a
catalytic role, but is usually only available oretbondition that additional private equity is
put in at a certain quota and therefore privatetgquay in combination with DFI capital
raise much more money than in isolation. On thesrottand DFI funds will impose much
more restrictions on impact investors’ assets amdhally is bound to a proven track record,
which may not exist in the infancy stage in whichny impact investment businesses find
themselves.

For example, equity investment can be a more faldarcapital base than debt for the many
businesses with potential impact that are testig husiness models to deliver products or
services to consumers who have inconsistent andricemes. “Some new business models
require significant customer education, which carcépital intensive and can take some time
to translate into revenues, which can make it ehgihg to service a debt investment”,
explained Yasemin Saltuk of J.P. Morgan Social foea In certain situations, particularly in
frontier markets or early stage businesses, patfmmpanies can face volatile cash flows,
unpredictable supply chains, poor infrastructureinefficient regulation. This can translate
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into volatile cash flows for the businesses, maklegt payments a burden, especially at high
interest rates (EMPEA 2015).

2.3. Impact Investment Criteriafor Impact Investors

Impact Investors use a number of criteria whichimggiish them form conventional investors:
They proactively define and measure impaétthough many private equity funds in
emerging markets generate a positive economic itrthaaugh their investments, this is not
sufficient to qualify them as impact investors. 3@déunds must define, analyse, integrate and
manage impact through the whole life-cycle of avesiment. They must also demonstrate
that they have integrated impact considerationsutinout their investment process from
initial screening, through due diligence (includiigSG), closing, and post-investment
monitoring with measurable results. They are tloeetlifferentiated from purely financially-
driven private equity funds because of intentidgalineasurement and accountability.

They display active ownershi@nce a private equity impact fund makes an investmit
monitors impact closely. Funds typically interagith their portfolio companies on a
quarterly basis, tracking metrics that vary acresstors and apply active ownership
behaviour. Although multiple organizations are miiing to develop standardized metrics,
such as Impact Reporting and Investment StanddRIS)( and Global Impact Investing
Ratings System (GIIRS), there is still no univdssatcepted approach. What is important is
that the fund specifies to its investors the ratévaetrics to track and is held accountable to
this end. (ibid)

They create a value statement and a theory of eamigich they measure their investment
against.To increase effectiveness, many impact investiadunds embed this social mission
in their investment thesis. According to TriLindoBal, integrating impact intent alongside
financial goals allows funds to 1) integrate da&édhgring monitoring and analysis on both
finance and impact performance; 2) formalize actahihty to investors on impact, and; 3)

mitigate the potential trade-off between return anpact.

They come in with the intention of Cleaning Up theuse:Another way to improve business,

according to FIR Capital’'s Marcus Regueira, is tdedan up the house” by improving

management capacity, corporate governance, and tmmapliance, so as to create a
competitive advantage for the business. Arun Geresident and CEO of Atlanta-based Gray
Ghost Ventures, agrees that private equity fundsil@ate discipline and execution—the

hallmarks of private equity—in fast-growing busises. The role of educating firms about
private equity can be remarkably effective paraclyl in environments where informality is

the norm. The educating role can, in Gore’s woftliggger a systemic change on how to
develop an enterprise.” (EMPEA ibid).

They improve the way firms do business by Chandimg Business Model by Instilling
Innovation and Additionalityimpact Investors offer more than capital to busses; they
seek to improve the way firms do business. Any dghopvivate equity fund — not just in the
impact or emerging market space — seeks to transeleagement and operational expertise to
its portfolio companies. Impact Investors in additiransform the business model. African-
focused impact investing firm Vital Capital, foraxple, believes the operational expertise it
brought to bear in financing Kora Housing, a 40,@00t project in Angola, significantly
enhanced the project’s financial and impact pertoroe. The fund understood the structural
limitations of the Angolan housing market, and deped a unique approach involving a
lease-to purchase mechanism, which increased tloeiped value of housing to customers
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and therefore can be considered as a sustainabidibg approach. It enabled local families
to acquire housing units gradually, thereby makingpssible for a larger percentage of the
Angolan middle class to own a home, which ultimateds the effect of contributing to
economic growth (Vital Cap. 2014). This form of aashal growth would not have happened
without transforming the business model.

2.4. What do Impact Investor s do differently from conventional investor s?

One pattern in studying positive impact investonsl dhere approach appears to be the
employment of active ownership strategies (votst@reholders resolutions and management
dialogue). They have an extended due diligenceoagpr including ESG, leadership and
culture and also apply a sound stakeholder analy$ie involvement of the investors in
setting the agenda for the strategy of the tasgeims to be an important difference to a
conventional investor.

Impact Investors normally apply a theory of changéeir mission is to influence the
financial markets by creating new sustainable adsggrowing the eco-system of sustainable
entrepreneurs, by growing the eco-system of firnotermediaries active in the field and by
growing the investment community investing in pesitimpact. They normally choose an
educate, innovate and incubate approach.

Another consistent pattern is focus on thematigess The quest is to find responses to the
growing global challenges of the universe like watearcity, climate change, increasing

pollution, finding answers to the growing statduiees to address social issues. While some
social issues may be a consequential damage gfdbal financial crisis impact investors see

it as part of their strategy helping to provide ttezessary social aid in order to overcome the
state budgetary limits existing under current aitgteschemes. Foundations in particular

desire to finance and invest into the creationrofipcts and services for those at the bottom
of the pyramid. They want to create wealth for athand themselves and do good while

doing well.

Another commonly observed pattern is the applicattd CQ — cultural intelligence in
investment decision through analysing and activefluencing Leadership and Culture of
their investments.

They employ a systematic and consistent ESG diivesstment strategy, investment policy
and ensure the implementation of ESG systems psl@nd KPIs at the level of the investee
as part of their active ownership strategy. WhilestrESG schemes used by companies differ
in practice, impact investors employ and implemeenigorous ESG approach based on their
value statement and theory of change and conneceachange about the metrics used in
order to create commons.

With its rigorous focus on building commercial, ls¢de and profitable businesses, the
thematic approach impact investment uses thouglogl®ent of private equity, creating new
customer value, it is well positioned to generatsifive and sustainable impacts in such
critical sectors as affordable housing, healthcang local food production. It is especially
poised to do so compared to other funding sourbes @re not driven by profitability,

including government, foreign assistance, and pthi@pic capital. The Emerging Markets
Private Equity Association writes that “combiningofitability with impact objectives can
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lead to mutually beneficial outcomes if there istemtionality, measurement, and
accountability” (EMPEA ibid)

A systematic analysis and further in depth analgsighe various forms of impact investing
(financial first, impact first and layered struatg) as well as on the role of philanthropy and
ethical banks in nourishing the impact investingkatiand its reach can be found at Bridges
Ventures at http://bridgesventures.com/wp-content/uploads/202/4nvesting-for-Impact-

Report.pdf

2.5. What are the main challengesfacing private equity I mpact I nvesting?

Attracting institutional capital remains a sign#itt constraint to the development of impact
investing. Although increasing in size and promuoeenn the past several years, private
equity-style impact investing remains a “niche” éstment strategy according to Bridges
Ventures that mainstream institutional investorsndo typically include in their portfolios.
Attracting institutional investors will require @@nce that it is possible to achieve both
impact and financial returns, and education of stwes about appropriate opportunities in
which to invest. For instance, FIR Capital hasadiawareness locally in Brazil by convening
private wealth managers, the Brazilian private ggassociation, universities, pension funds
and journalists, with the support of the Brazilipnvate equity association ABVCAP
(EMPEA, ibid).

Another necessary milestone is the delivery of eva# that it is possible to achieve impact
alongside risk-adjusted financial returns. Develgm comprehensive financial performance
database would help enormously to identify critematcess factors and to develop customized
benchmarks. Many impact investments are first-ggier and therefore early in their
respective investment cycles. Impact Investors veoeking together and with partners to
collect and analyse data on exits in an attemgjutmtify financial returns and key impact
metrics. (New Philanthropic Capital, KLF, Cambred§ssociates, Agal, PINEO, EMPEA).

Furthermore relevant and robust metrics are nedagtddemonstrate success in achieving
social and environmental impact. The idiosyncratture of impact investing presents some
specific challenges with respect to the developméntetrics, including:

 Time Scale. Whereas financial returns to investmd once the fund has exited the
investment, the social impact continues after geptdias been completed. Some projects
create impact throughout the life of the investmenth as an insurance company,
whereas others such as housing or infrastructuneed@mpact over the longer term but in
many cases only beginning in the final stage ofinkrestment. Vital Capital thus suggests
differentiating immediate and long-term impact pig and measuring them differently.

» Differentiated value of outcomes versus outputstc@ues, such as poverty reduction,
reflect the ultimate impact objective of impact éstments while output measure metrics
such as units of housing constructed. Yet outcoanesnore difficult to measure; to the
extent that it is possible to determine a causd between a firm’s operations and the
outcome, it is expensive to do so. Attributing thiicome to a particular investment in the
firm is a further challenge.

« Each company and product creates impact in its alwsyncratic way SO generic
indicators make it impossible to capture the compleof the true impact. For example,
one operational metric for insurance companiehés d9peed at which a claim is paid,
which is not relevant for education where gradumatiates would be a more appropriate
measure. Even for metrics that appear on the suttabe comparable, variability in the
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methodology can create challenges. For examplenples count of the number of jobs
created obscures whether those were local workershitd labor or jobs offered at

competitive wages and therefore need to be topp#dngorous ESG analysis criteria.
Further, cross-comparisons are extremely diffibmttcertain units of value that have an
inherently subjective component such as valuinglifieeof one patient or the value of
reducing one unit of fuel consumption. To accomnedhe wide range of metrics, IRIS
has developed a repository of over 400 metricpgezing that no single combination
will be right for all organizations.

« Tracking Social and Environmental Portfolio Perfamoe across a number of Standards
(Organization, Product; Financial Performance)asealby the Impact Reporting and
Investment Standards (IRIS) managed by the Globpatt Investing Network GIIN, a
network founded by impact investors back in 20@G8nely the Acumen Fund, B Lab and
the Rockefeller Foundation. This effort by IRIS (eall as GIIRS) is helpful, but one
aspiration among the growing field of private éguinpact investors is to simplify the
process and make it more practical by focusingherkey “metrics that matter.” (EMPEA
ibid). FIR Capital’'s Marcus Regueira recommendsidedicators per industry to provide
a balance between comparability and overload otatdrs.

* Finally, scale in impact investing is hindered bynasmatch between investors’
preferences and realistic investment opportunifléd3. Morgan Social Finance conducted
a survey of leading institutional impact investarsl found that absorptive capacity is a
critical bottleneck. It is not unusual for mainsine pension funds, insurance companies,
and asset managers to consider investing in omlgetfunds that are of significant size
(e.9. minimum of US$500 million). Furthermore, maiywestors have minimum
commitment sizes (e.g. they want to commit mora th&$100 million) and maximum
ownership limits (e.g. they cannot represent mbent20% of the fund’s interests). By
way of comparison, the average impact investingapei equity fund is US$7 million, and
the average underlying investment is US$2 millid#®( Morgan Social Finance 2013).

* Another gap lies between investor preferencesherstage of the business in which they
would like to invest and where the majority of inmpanvestees are in the growth cycle.
The J.P. Morgan survey “Perspectives on Progressfaled an overwhelming focus on
growth stage businesses (78%), while only 51% atdd a focus on venture capital.
Eighteen per cent of respondents indicated an apeiseed or start-up capital.

3. What does Science and Academic Resear ch tell us about | mpact
| nvesting?

3.1. Scientific Definition of I mpact I nvesting

There is little research on impact investing asteghen it comes to impact first and thematic
impact investing. There is a more to find on resige and sustainable investment (see
Meta-analysis provided by Clark, Feiner,Viehs, &elKell, Gifford, Monks, Arai, Turhan
2014). Responsible and Sustainable Investmentisded in the impact investing definition
used here and also accepted by academic authdrms€t,éBrandstetter 2015).

Impact investments do not yet match the logic aflittonal finance tools. Measuring the
potential social and environmental impact of inwgstts in a generally accepted manner will
thus be a key component of research to be undertsikee impact investing explicitly seeks
to intentionally generate quantifiable social amdafcial returns. The World Economic
Forum states in its report: “Although many excemi@xist, the leading asset owners that are
allocating capital to impact investments today ude development finance institutions,
family offices and high-net-worth individuals. Hoves, relative to other sources of capital,
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these investors hold only a small share of thealchpital pool.” (World Economic Forum
2013). Addressing the factors that constrain otlfypes of asset owners from allocating
capital to impact investments therefore is an irtgodrtopic for investigation

The few researches undertaken in the field provedets evidence that overall performance
of mixed portfolios might profit because the expaded low correlation of impact
investments to traditional markets reduces podfalk and increases sustainability (Schafer,
H. Hertrich C. 2015, Lehner, O, Brandstetter L.120 In addition, more and more investors
demand ESG (environmental, social and governarnie)ia to be considered, in a consistent
manner and so implemented mainly based on predsume stakeholders and regulators.
Those demands have fostered voluntary frameworka global scale, creating global level
playing fields for eco-social criteria and standaahd are considered by some authors to
constitute “Global Administrative Law”(Mcintyre Q015).

Impact investments differ significantly from tradital investments through their hybrid goals
(Doherty, Haugh, and Lyon 2014; Lehner 2012).

The rare authors from the academic field dealintdp wnpact Assessment will normally use
the definition provided by the World EconomicForuwhich is materially in line with the
definition of practitioners, “Impact Investing isemerally understood in science as the
proactive intention of an investor to create a resse positive social and/or environmental
impact (in the following referred to as eco-sodmpact) through investment or finance and
to achieve (eco-) social returns alongside witharitial returns. Impact Investing is an
investment approach that intentionally seeks taterboth financial return and positive social
or environmental impact that is actively measur@ildrid Economic Forum 2013). However
practitioners have provided a lot more disclosureéheir “hybrid goals”.

It is important to stress, that impact investmenam investment approach and not an asset
class. It is a criterion by which investments ar@adm across asset classes. Second,
intentionalitymatters. Investments that are moadaty the intention to create a social or
environmental good are impact investments. Thilee butcomes of impact investing,
including both the financial return and the so@ald environmental impact, are actively
measured (World Economic Forum 2013).

A new way of categorizing various forms of impantestments has been developed by
Bridges Ventures, Lehner & Brandstetter.

The following figure shows the scale up of impaani responsible to philanthropic and
presents a different scheme of categorizing thewarforms of impact investing. Whereas
practitioners in Impact Investing have describedpdot Investing as journey from
Responsible Investment to Impact first Investmemtcentrating on thematic issues creating
additional customer value (which can be comparetete products (see Figure 1 above), the
few sources in academia describe the journey lgatiough the responsible and sustainable
investment process pillars to visionary and philaopic, which appears to be a different
definition than the one used by practitioners {gsng on thematic social issues and impact
first structures). The journey described by Leh&eBrandstetter (2015) adopting and
adjusting the model provided by Bridges Venturesi$efrom conventional risk /return driven
investment through responsible and sustainablestment to visionary and philanthropic
investment (see Figure 2)
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-
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Selection based
solely on social and
environmental
issues with implied
financial trade-off

Focus on upside potential of ESG opportunities

Focus on downside potential of ESG risks

Competitive returns

Figure 2. The spectrum ampact capital, SourceNicklin 2012, and Clara Barby, Bridg

Ventures.

4. Comparing Science and Practice in Impact I nvesting

4.1. Differencein Focus:

There is agreement between practice and sciencghihibat Impact ivestment is a journe
that is starting with responsible investment, theding ESG, leadership and culture (L8
analysis and assessment for potential portfolietasproviding ESG/L&C Gap Reports &
ensuring systematic ESG implementation, leaderand culture management throughout
assessment, investment and management procesdAsgmmary of this approach one «
find in the AQAL Investment approach (see Figurg
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TRADITIONAL , INTEGRAL INVESTING IMPACT
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Figure 3: Impact Investment in practice: MarianadBssan’s Aqual Capitalnvestment
Approach

There seem to be differing views about the way gdorward. Whereas science represel
by Lehner & Brandstetter describes the future ehvisionary and philanthropic, imps
investors themselves see impact investment as tieeand impact driven, based on cli
measurement criteria they lend from internationatworks occupied with impa
measurement like GIIRS, EIRIS, IRIS B Lab, GIIN.iFlapproach is going even beyon
clear systematic gap analysis report on ESG, Ishgeand culture focussing on intentiona
creating positive impacts through investment. Thsinction about the way forward may
relevant as ESG, leadership, culture and gap aeays all elements that have to be defi
in the investment approach ¢ investment policies of the impact investor. In &idai to these
policy requirements the element of application xteenal measurement criteria taken fr
GIIRS, EIRIS, IRIS B Lab, GIIN will ensure that iragt investors create credibility a
external edorsement by stakeholders and therefore legitimtacyapplication of extern:
measurement criteria that are in progress to ciedteel playing field in measuring imp,
which will be important for reputation and finalgooc-will branding In addition hey are
largely stakeholder driven. The criteria visionayd philanthropic appear to be less ¢
and could in practice just mean that the investnoembplies with the internal investme
house policy without any external stakeholder dritessurance, endorsement or licen

4.2. Relevant Criteria and KPIsfor Capital Allocation

According to Lehner & Brandstetter (2015) investsisiggle to allocate capital towards
social sector, because the above proposed perfeemarasurement metrics do her fully
assess risks associated with the generation of dmpar consider relationships a
interdependencies between parameters of risks andnr This becomes an aggrave
problem when looking at a portfolio level, due teevitable c-variances tat remain
unaccounted for (Lehner & Brandstetter 2015). Bbafmodels can only be applied
situations where risk and return metrics are a¢elyaneasurable and comparable. Accorc
to the academic research undertaken so far, sosearahers findhat “Unfortunately, suc
consistent metrics are largely absent within thergent field of social finance” (Geobe
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Westley, and Weber 2012).

According to Lehner & Brandstetter (2015) “Therefosince an optimized asset allocation is
an indispensable necessity for institutional ineestthe expected market growth of impact
investing will be dampened as long as impact imaests’ characteristics do not match
conventional portfolio tools.” One question is hawwpact investment characteristics meet
conventional portfolio tools.

Business seems to be searching for a how to impiemgpact investing into mainstream
business be it from an ESG driven, good-will arahiing driven or aninvestment philosophy
standpoint. Some hope that an answer may come tinenfuture fit business benchmark,
which is developing for the true values networkemdhmark to measure future fithess based
on a branding approach. The tool is meant to b@& sperce and it is organized through the
true values network, a collaborative open souragaiive led by The Natural Step Canada
and 3D Investment Foundation. On the bases of @raysf principles that are designed to
describe future-fitness, the network will develagy lperformance indicators (KPIs) thatcanbe
used to tell how far away any company is from reaglthe future-fit goals. A draft of the
goals is found herehttp://www.truevaluemetrics.org/DBpdfs/Metrics/Frgkit/Future-Fit-
Business-Benchmark-Public-Draft-1.pdin essence the goals are addressing the global
challenges from resource scarcity, climate charaggl ocean acidification to trust into
business organizations. It includes the commitmentonsistent ESG implementation and
wants to show the relevance of ESG implementatiith this approach the future fit
benchmark picks up the thematic issues approadhirti@act investors use and which has
some similarities with good will branding. 3 D Falation is hoping to develop the Future Fit
500 Index within the next two years (confidentialormation from the founders, not to be
used externally).

At the same time scientific researchers acknowldédge“Across sectors, there are already a
number of measurement systems in use, endorsedrlmus impact investing actors. Among
them are the Impact Reporting and Investment Stdsd#R1S), the Global Impact Investing
Rating System (GIIRS) and the B Impact Assessmemieped by B Lab “(Antadze and
Westley 2012; Jackson 2013).

4.3. Agreement between Practitionersand Literaturein the First Pillar:
Responsible I nvesting:

Social Responsible Investing (SRI) in distinctionRositive Impact Investing presents itself
as a broad category in literature, consisting tdrege of different investment activities based
on negative screening of existing assets in varmaset classes and negative selection of
those assets that have been screened out. Thisagpps usually complemented by a Best in
Class benchmarking approach for assets that hasseg@dahe negative screen and therefore
are eligible for investment. Best in Class appreacire meant to provide further support and
guidance to the investor. SRI approaches are mgmed to intentionally create assets with
measurable positive environmental or social outcrather it is a negative screening and
selection process reducing the investment univefsénvestors instead of intentionally
increasing it by adding more sustainable positmpact driven assets driving the market in a
desired direction. For a detailed elaboration anisisue of SRI, see, for example, Renneboog,
Ter Horst, and Zhang (2008), Sandberg et al. (2068 et al. (2010), Harji and Hebb (2010)
and Berry and Junkus (2012).
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5. Increased research interest in thefield of ESG, but no final
consensusin the conclusions about its effectiveness

A new meta-analysis on ESG taping into the practérs as well as the academic field has
been established by Arabesque fund managementlaboration together with well reputed
pioneers in the field of ESG, Global Administrativaw, Triple Bottom Line Creators and
Global Compact Senior staff. The main resultshaf eta-analysis and mapping exercise on
the ESG landscape will be summarized below.

The meta-analysis conducted by Arabeques Partogether with the University of Oxford
finds a strong business case for companies implengesustainable management practices
and systematically integrate ESG, in other wordaglavell while doing good. In “From the
Stockholder to the Stakeholder. (Clark, Feiner,gjeBelim, Kell, Gifford, Monks, Arai,
Turhan (2014) base their meta-analysis on more i8@nacademic studies, industry reports,
articles and books. The meta-study concludes ttedée’ studies and academic literature are
clear that environmental and social externalitisgpase particular risks on corporations
(reputational, financial and litigation related) ialh can have direct implications for the costs
of financing- in particular debt” (ibid:18). Acating to the study companies with good
sustainability standards enjoy significantly lowast of capital and have better access to
capital. This applies to both equity and debt. Goorporate governance structures such as
small and efficient boards, good disclosure paticigood environmental management
practices, such as the installation of pollutioatainent measures and the avoidance of toxic
releases, as well as environmental and social coynpalicies lower the cost of capital (both
equity and debt). They likewise conclude that Mstadies generally show a positive
correlation between sustainability and operatiopetformance one of the factors being
implementation of ESG Management Systems

The findings seem to be supported by academicmadséar instance by Chen, Chen, and Wei
(2011). They show that the governance index of Gamet al. (2003) is significantly and
positively related with a firm’sicost of equity. This implies that relatively betggverned
firms can benefit from lower cost of equity, rel&tito poorly-governed firms. This is not
surprising, as good corporate governance transiatedower risk for corporations, reduces
information asymmetries through better disclos@arth, Konchitchki, and Landsman 2013)
and limits the likelihood of managerial entrenchin@Derwall and Verwijmeren (2007).
International evidence on Brazil and emerging miadaeintries also supports the view that
superior corporate governance reduces a firm's obsequity significantly (Lima and
Sanvicente (2013) for evidence from Brazil and emgr markets). Attig, EI Ghoul,
Guedhami, Suh (2013) studied firms from 1991-2040 ased MSCI ESG STATS as their
source for CSR information. Additional evidence psovided by Jiraporn, Jiraporn,
Boesprasert, and Chang (2014): after correctingefadogenity, the authors conclude that
firms with a better ESG quality tend to have bettexdit ratings, pointing towards a risk-
mitigating effect of ESG. Likewise, the adoption pfoper environmental management
systems increases firm performance (Darnall,Heesguand Sadorsky2008). Also it has
recently been demonstrated that more eco-effi¢iens have significantly better operational
performance as measured by return on assets (R&2&),Guenster, Derwall, Bauer and
Koedijk (2011). It is further argued that corp@&nvironmental performance is the driving
force behind the positive relationship between ettakder welfare and corporate financial
performance measured by Tobin’s Q (Jiao2010).

The Arabesque/University of Oxford Meta-study caodels: “Given the evidence, it is clear
that the social dimension of sustainability, if ivaelanaged, generally has a positive influence
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on corporate financial performance. What is missimghis strand of research is direct
evidence of other types of corporate social behayitor example, corporations’ worker-
safety standards in emerging markets, respect @mnan rights, or socially responsible
advertising campaigns. “(Clark, Feiner,Viehs, Seligell, Gifford, Monks, Arai, Turhan
2014).

It has to be added that the meta-analysis whileraésting and valuable in mapping the
existing research and findings and well writtenyaréheless it uses different studies with
different criteria to come to the conclusions drawime question is whether it is really
possible to compare such different criteria wheawiing conclusions and cluster them into 4
different categories. It therefore remains undezsjon whether the study is comparing like
with like.

The following meta-analysis study results are situgn

1. Despite the relationship between ESG on one laada better operational performance
and lower costs of equity on the other hand, fuge surprising that the relations between
ESG implementation and stock prices appears tessedlear.

2.The same applies to research on Responsibletinges Depending on the study and
research question the results appear to be mixEdr instance Galema, Plantinga and
Scholtens (2008) argue that the reason some stiidiésno significant alpha after risk

adjusting using the Fama-French risk factors i¢ twaporate environmental performance
significantly lowers book-to-market ratios, implgirthat the return differences between high
CSR and low CSR stocks are created through the-tmotarket channel because ‘SRI
results in lower book-to-market ratios, and assaltethe alphas do not capture SRI effects’,
p. 2653.

3. Flammer (2013a) investigates stock price reasti@round news related to the
environmental performance of corporations. Invediig [lenvironmentally related news
over the time period 1980-2009, the author condutiat on the two days around the news
event (i.e. one day before the announcement ofetivronmentally related news and the
announcement day itself), stocks with “eco-frienelyents” experience a stock price increase
of on average 0.84% while firms with “eco-harmfueats” exhibit a stock price drop of
0.65%, which is regarded only weak evidence fotasned ESG benefit.

4. Eccles, loannou, and Serafeim (2013) class#ystistainability quality of firms based on a
sustainability index, which evaluates whether caompons adopt several different kinds of
CSR policies (e.g., human rights, environmentalass waste reduction, product safety, etc.).
The authors primarily investigate the stock magp@tformance of both groups of firms and
therefore circumvent any reverse causality issdiégir empirical analysis reveals that a
portfolio consisting of low-sustainability firms @Ws significantly positive returns. Further,
the high-sustainability portfolio displays positiand significant returns over the sample
period. Importantly, the performance differential gignificant in economic and statistical
terms. The authors also find that the high-sushalitya portfolio [1outperforms the low-
sustainability portfolio in 11 of the 18 years bétsample period.

5. Outside the meta-analysis study Gasser, KrenRammerstorfer and Weinmayer in
.Markowitz Revisited: Social Portfolio Engineerir{g014) find that that investors opting to
maximize the social impact of their investmentsiddeed face a statistically significant
decrease in expected return. In their paper teeigit Markowitz’ Portfolio Selection Theory

and propose a modification allowing to incorponade only asset-specific return and risk but
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also a social responsibility measure into the itmest decision making process. Together
with a risk-free asset, this results in a threeatisional capital allocation plane that allows
investors to custom-tailor their asset allocati@msl incorporate all personal preferences
regarding return, risk and social responsibilitye \&pply the model to a set of over 6,231
international stocks and find that investors optingmaximize the social impact of their
investments do indeed face a statistically sigaiftadecrease in expectedturns.However,
the social responsibility/risk-optimal portfoliogjds a statistically significant higher social
responsibility rating than the return/risk-optinpalrtfolio.

Therefore there seems to be need for on-going mn&sda identify which sustainability

parameters are the most relevant for operationdbmeance, investment returns and to
deliver competitive risk- adjusted performance owee short-, medium to longer term,
appropriately de-risk assets through systematidementation of ESG and — for Investment
and pension funds to fulfil their fiduciary dutytards their investors.

With regard to the stock market: it is relevantrésearch which ESG components will
provide sustained alphas and better sharp ratios
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