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                                                                                        5. ANALYSIS AND FINDINGS

                                                                                                5.2 A GENCY PROBLEMS AND THE INCLUSION OF SOCIAL OBJECTIVES IN THE INVESTMENT

                                                                5.2.2 Contracting

                                
                    If the entrepreneur’s effort is aligned with the investor’s objective, the financial contract 
 – i.e. the allocation of cash flow and control rights, can be designed to provide incentives 
 for the entrepreneur to behave optimally and hence mitigate agency risks. The screening 
 analysis should act as a basis for the design of the financial contract, where the contract 
 will reflect differences in perceived quality and risks (Kaplan & Strömberg, 2001). Hence, 
 if  the  initial  appraisal  of  the  management  (through  screening)  indicate  that  there  are 
 some  issues  present,  one  can  adjust  for  that  in  the  contract  and  allocate  rights  to  the 
 principal in the contract which facilitates monitoring and hence minimise the impact of 
 that identified risk.  


One has learned to write contracts based on solving the general problem of delegated 
 money management, which is already a complicated management (Geczy et al., 2018). 


Including the social objective complicates this already challenging problem of aligning 
 incentives  between  principals  and  agents  and  raise  the  question  of  how  contracting 
 practices should adapt. Therefore, in this section, compare practises of our interviewees 
 with  literature  on  traditional  contracting  methods  whose  aim  is  to  avoid  agency 
 problems. By doing so, we are evaluating how specific elements of the contract constrain 
 or encourage certain agent behaviours, which will further provide us with the ability to 
 suggest ways in which the contract should be structured to avoid agency problems. To 
 mention,  our  findings  from  the  interviews  is  limited  on  this  matter,  due  to  lack  of 
 experience from some of the investors. Hence, more traditional literature will be applied 
 for this analysis. 


  


Construction of contracts 


The basis of contract theory is that the contracts include control rights, to the principal, 
to  take  action  that  can  lead  to  severe  consequences  for  the  entrepreneur  if  there  is  a 


breach of contract (Hart & Moore, 1999). We learn from our interviews that the allocation 
 of  control  rights  is  a  central  feature  of  the  contracts  as  a  protection  mechanism. 


Furthermore,  the  interviewees  state  that  they  consider  voting  rights,  board  control, 
 liquidation preferences, etc. when formulating a contract. This suggests that despite the 
 prevalence of comprehensive contracting among our investors, contracts are considered 
 inherently incomplete. These findings give support to the incomplete contracts approach 
 by Hart. According to Hart (1995), the inclusion of control rights is rooted in the idea that 
 contracts can never be comprehensive enough, and thus the allocation of power should 
 be incorporated in the contract. According to incomplete contracting theory, the control 
 rights are the basis of the contract and the most significant element to include (Hart & 


Moore,  1999),  as  they  allow  shareholders  to  steer  the  company  strategy  in  the  right 
 direction and gain control over the company if necessary (Bellavitis et al., 2017).  


Furthermore,  most  of  our  interviewees  who  have  experience  within  the  field  of 
 contracting, mention the shareholder’s agreement as a significant part of the contracts. 


They state the shareholder’s agreement as an agreement between the shareholders of a 
 company.  Its  purpose  is  to  protect  the  shareholder’s  investment  in  the  company,  by 
 specifying important rules relating to the governance of the company and the relationship 
 between  the  shareholders  (Janhonen,  2019).  Hence,  the  relationship  among  the 
 shareholders is supposed to be fairer, and beneficial both to majority as well as minority 
 investors (ibid). As all of our investors are minority investors, we see this agreement as 
 essential  in  protecting  the  investment,  and  as  a  mean  to  prevent  the  rise  of  agency 
 problems.  


Within impact investing, however, you might believe all the entrepreneurs seeking funds 
 are well-meaning people, and hence you do not need a contract to tell them what to do. 


Nevertheless,  among  the  investors  in  our  sample,  all  of  them  apply  contracts  when 
 entering deals. This is mainly to make sure that the entrepreneurs act as agreed upon. 


This complies with the agency theory that states that contracts are present to control for 
potential managerial opportunism (Eisenhardt, 1989). Stange (2019) expresses that it is 
important that the investor and the entrepreneur both know each other’s expectations, 


doing  so,  one  can  increase  the  probability  that  the  goals  of  the  investor  and  the 
 entrepreneur are aligned.  


Inclusion of the social objective  
 Direct contracting 


As  said,  the  entrepreneur  will  incur  costs  if  he/she  fails  to  live  up  to  the  expectations 
 stated  in  the  contract.  Hence,  contracting  directly  on  desired  objectives  is  valuable,  to 
 reduce  the  possibility  for  agency  problems  (Geczy  et  al.,  2018).  Since  the  defining 
 characteristics of impact investing is the pursuit of dual objectives – positive social and/or 
 environmental impact as well as financial returns – one could predict that both of these 
 components are included as objectives in the contract.  


For  most  of  the  participants  in  this  research,  social  expectations  are  included  in  the 
 contract. The inclusion of social goals in the contract seems highly important for PfC, to 
 make sure impact is achieved. They have even received help from KPMG to develop a goal 
 mission alignment tool, with parameters that are included in the contract. Although one 
 cannot generalise based on the sample size in this research, the normal seems to be that 
 the social goals are incorporated in standard VC/PE contracts as additional policies, and 
 not the main policy. This is the most common approach among the interviewed investors. 


Furthermore, Bason (2019) who operates as an investment advisor within the field, with 
 loads  of  experience  from  traditional  investing,  states  that  in  her  opinion,  social  goals 
 should  always  be  incorporated  in  the  contract  within  the  impact  investing  scene. 


However, she has not yet had the chance to advise on contracting to her clients, and hence 
 have not experienced the consequences of such contracting.  


Nevertheless, not all of the participants in this thesis include the social objective in their 
contracts. Veen (2019) mentions that their company do not specify social goals into their 
contracts, but rather assess in the pre-investment screening of the firm if their efforts will 
lead to social impact. Maj Invest operates in the same way. However, even if they do not 
have any social targets when investing, Olsen (2019) specify that they ensure to invest in 
companies  that  have  a  social  mission  included  in  their  business  plan  because  it  is 
necessary to have a social focus in the financial inclusion industry.  


Geczy et al. (2018, p. 10) state that direct contracts can be divided into rigid and flexible 
 contracts,  whereas  “a  flexible  contract  allows  parties  to  adjust  their  outcomes  to 
 uncertainty;  a  rigid  contract  creates  a  bright  line  where  a  binary  outcome  is  easier  to 
 determine.” Also, the authors provide an example of terms that would be considered either 
 rigid or flexible within the direct contracting:  


Direct contracting 
 Rigid  Adhere to ESG standards 


Flexible  Incorporate impact into due diligence 


Table 2: Rigidity and flexibility within direct contracting. Source: Authors’ own, adopted from Geczy et al. (2018).  


This might indicate that TD Veen and Maj Invest follow a more flexible approach, whereas 
 the others are more rigid in their contracting.  


Hart  &  Moore  (2008)  propose  a  model  in  which  parties  do  not  only  care  about 
 performance  measures  that  are  stated  in  contracts  but  also  about  consummate 
 performance (performance within the spirit of the contract), which will be provided if the 
 agent  is  treated  well.  The  journal  suggests  that  a  party  may  enjoy  providing  such 
 consummate  performance,  which  to  simplify,  indicates  performance  beyond  what  is 
 stated in contracts. Naturally, one can compare the efforts of the entrepreneurs seeking 
 funds from impact investors, with a party willing to provide consummate performance. 


The entrepreneurs seek the funding from impact investors, in the first place, because they 
have a desire to create meaningful impact alongside financial returns (Daae, 2019). Hence, 
the model makes sense, as the parties do not only care about earning a certain amount of 
money but about creating meaningful impact. With this in mind, investors can choose to 
write  flexible  or  rigid  contracts  on  future  trades.  What  is  beneficial  about  flexible 
contracts is that they allow adjustment to uncertainty, yet they also have the potential to 
lead to shrinking on the consummate task, which is a disadvantage. This indicates thus 


that if one is uncertain of how impact is valued by the entrepreneurs, the contract should 
 be more rigid to avoid shrinking on the task of pursuing impact. 


Furthermore, Hart & Moore (2008) assume that parties are more likely to put constraints 
 on  variables  where  there  exists  a  significant  conflict  of  interest,  like  price,  than  on 
 variables  where  conflict  is  less  extreme,  being  the  nature  of  the  good  to  be  traded. 


Considering this from the impact investing perspective, it suggests more contracting on 
 financial parameters (price), and less around the nature of impact (nature of the good). 


Put differently, the flexibility of the contracts, with regards to the impact created, will 
 depend on the level of disagreement of the value of that impact. Hence, low expectations 
 of  disagreement  indicate  the  use  of  a  flexible  contract,  and  high  expectations  of 
 disagreement indicate that a rigid contract is a better fit. 


The  notions  above  suggest  that  in  an  investment  setting  where  the  value  of  impact  is 
 significantly valued, it should be included in the contractual terms if there is a possibility 
 of  disagreement  on  how  much  certain  impact  is  valued.  In  cases  where  there  exists  a 
 pressure to deliver both a good financial return alongside social impact, we view a greater 
 potential for disagreement, because of the higher tension between a strong financial goal 
 and a strong impact goal which can lead to distortion of the social objective. This applies 
 to the finance-first investors in general, as they value impact high, but is not willing to 
 sacrifice any financial return. Hence, a rigid contract is suggested in such cases where 
 there  is  a  strong  focus  on  both  objectives,  and  where  the  investors  are  not  willing  to 
 achieve  social  impact  at  the  expense  of  financial  returns.  Furthermore,  we  posit  less 
 potential disagreement for impact-first investors, because of the relatively lower tension 
 between goals – impact comes first, and there is no requirement to achieve a significant 
 financial  return.  Also,  our  findings  indicate  that  impact-first  investors  have  a  more 
 embedded  impact  than  finance-first  investors,  as  their  primary  focus  in  their  
 pre-screening is to find investees with potential to create impact, and not financial returns. 


Therefore, one could allow for the use of more flexible contracting within this setting. 


That being said, if there are any doubts with regards to how much the entrepreneur value 
impact,  and  hence  possibilities  for  disagreement,  the  theory  by  Hart  &  Moore  (2008) 


suggests it is better to take advantage of rigid contracting to avoid moral hazard as a result 
 of  asymmetric  information.  The  financial  return  is  what  increases  the  wealth  of  the 
 entrepreneur, and hence, intuitively, one would assume this is what the entrepreneur will 
 target unless otherwise is proven or stated. Overall, this further implies that the greater 
 the information asymmetry and uncertainty, the more rigid contracting. Hence, as 
 start-ups  and  early-stage  ventures  are  characterised  by  uncertainty  (Kaplan  &  Strömberg, 
 2003), also with regards to the respective entrepreneur, it is proposed that they would 
 use  more  rigid  contracting.  We  find  support  for  this  idea  when  comparing  it  to  the 
 patterns  we  observe  among  our  interviewees,  as  most  of  them  operate  or  advise  as 
 suggested.  


TD  Veen  is  the  only  one  who  does  not  act  according  to  this  notion  and  hence  is  more 
 vulnerable for moral hazard. Even though they were willing to sacrifice some financial 
 return for significant impact, there will still be too strong of a tension between their social 
 and financial goals for them to use flexible contracting, if they want to protect themselves 
 against possible agency problems. Furthermore, Maj Invest does not state goals or targets 
 in the contract either. Nonetheless, they state that they invest mostly in mature and sound 
 businesses, where they will have a proven track of the entrepreneur. Hence, there is not 
 necessarily a need for rigid contracting based on the uncertainty element. Yet, as they are 
 a finance-first investor, we could expect tension between the goals. Furthermore, Olsen 
 (2019) argues that even though they do not have specific social goals implemented in the 
 contract, they do include a mission drift in the business plan which contains certain social 
 elements, so they would have to maintain their social mission. Thus, one could argue that 
 their  contract  is  not  entirely  flexible  and  that  their  actions  reduce  the  probability  of 
 agency problems. 


Furthermore, as said in the theoretical chapter on contracting within the agency theory, 
if one can observe and verify the behaviour of the agent, the agent’s behaviour will be 
more disciplined. Therefore, it might be important to emphasise that both TD Veen and 
Maj  Invest  usually  require  a  board  seat  when  investing,  and  hence  can  verify  that  the 
agent act as agreed upon. Accordingly, the investors are less prone to agency problems, 


Direct contracting on multiple tasks 


Since multiple objectives are a core feature of an impact investor’s investment process, it 
 would be natural to look at how direct contracting varies when the agent is responsible 
 for mutual tasks. Holmstrom & Milgrom (1991) have done research on this and make the 
 point that when an agent is responsible for multiple-tasks, rewarding only the measurable 
 activities can lead to the agent spending too much time on the rewarded activities relative 
 to the other desired activities. Hence, there might exist a trade-off between objectives. 


Thus,  assuming  that  impact  performance  is  hard  to  measure  in  an  impact  investing 
 context,  and  therefore  somewhat  hard  to  contract  on,  it  might  not  be  optimal  to  tie 
 compensation to the financial objective because this could lead to distortion of the social 
 objective. 


As there exists a potential trade-off between pursuing the social or financial objective, the 
 multi-task theory indicates that the agent must choose the way to allocate effort towards 
 the  objectives.  He  must  decide  whether  to  focus  on  strong  performance  on  financial 
 objectives, as it is easy to measure, or a balanced, but lower, performance across both the 
 objectives.  This  notion  seems  to  fit  more  the  impact-first  investors,  as  they  are  more 
 willing to sacrifice financial returns for impact. Among the investors who not claim to be 
 impact-first investors, the financial objective seems to be valued the most, even though 
 they are eager to achieve both. This also appears to be the case in general among impact 
 investors as of today. Hence, it does not seem like a realistic option to not contract on 
 financial  measures  to  achieve  more  impact.  However,  as  they  experience  a  tension 
 between  the  two  tasks,  it  looks  like  these  investors  try  to  incorporate  contractual 
 incentives on impact, in an attempt to support impact. We will elaborate on this in the 
 following section. 


Contractual design  


Here, we will present evidence on how our interviewees structure their contracts, and if 
they are structured optimally, with regards to avoiding agency problems. Furthermore, 
we will elaborate on how the contractual design can encourage certain agent behaviours, 
but also constrain others, in the views of both primary and secondary data. If structured 


right, the contractual design can mitigate, and in the best case, avoid agency problems, 
 according to theory.  


Allocation of cash-flow rights 


From the interviews conducted, we see that stage- and performance-based contractual 
 designs often are the chosen approach for investments in early-stage ventures within the 
 impact  scene  to  make  sure  that  impact  is  created.  Staged  contracting  means  that  the 
 investor makes a contingent/staged release of his/her financing commitment, depending 
 on whether certain milestones are being met by the investee (Kaplan & Strömberg, 2000). 


Pay-for-performance contracting, on the other hand, make compensation contingent on 
 performance (ibid).  


Bason (2019) proposes that, within impact investing, such contracts should be contingent 
 in terms of both financial and social objectives. This makes sense as impact investing itself 
 is concerned with creating both social and financial returns. According to the interviews, 
 contingent contracting is used mainly to adjust for uncertainties about the management, 
 that was identified during the pre-screening stage, as an incentive for the entrepreneurs 
 to make sure that he/she stays on the path initially agreed upon. In other words, these 
 contracts are being used to avoid goal incongruence and loss of capital.  


According  to  the  views  of  both  Holmström  (1979)  and  Lazear  (1986),  
 performance-contingent  compensation  is  indeed  one  way  to  overcome  misalignments  of  goals  and 
 opportunistic behaviour, when actions are not verifiable. This is because firm output (e.g. 


impact) or profits, are correlated with effort and thus can be contracted on (Holmström, 
 1979).  Furthermore,  Kaplan  &  Strömberg  (2000),  just  as  our  interviewees,  explicitly 
 mention  these  two  contractual  designs  as  methods  used  primarily  to  adjust  for 
 management uncertainty by overcoming conflicts of interest between the entrepreneur 
 and investor.  


Moreover,  research  further  suggests  that  if  the  entrepreneur  is  willing  to  accept  an 
incentive structure that punishes poor performance, it is a signal of quality – then the 


2017). As a further matter, in the conducted interview with Daae (2019), he states that if 
 a venture does not deliver good enough performance, the relationship with that venture 
 can be terminated. Hence, by taking advantage of contingent designs, the investors can 
 protect  themselves  by  reducing  the  amount  of  funds  they  have  to  put  at  risk  for  a 
 particular investment, and so reducing the potential losses that they can incur. On the 
 contrary, if one use contracts that are not contingent, and thus provide the venture with 
 all the committed capital at the beginning of the relationship (signing), there is no way of 
 getting the money back if the venture completely fails. Then, the investment is a sunk cost 
 from the investors’ side.  


Uncertainty  and  asymmetric  information  may  characterise  early-stage  ventures  if  the 
 entrepreneur of the venture has no previous success with founding of a company. This is 
 mainly because the entrepreneur’s effort is relatively more important in a new venture’s 
 development phase (Kaplan & Strömberg, 2003). Therefore, it seems appropriate for the 
 investors to use contingent contractual designs when entering a deal with a venture in its 
 early  stage.  The  theories  insinuate  that  only  high-ability  entrepreneurs  will  accept 
 compensation contracts, and hence those managers have an intention of following the 
 pre-defined business plan – ergo, the possibilities for goal incongruence or opportunistic 
 behaviour, are reduced. Furthermore, as the investors want to control the uncertainty, 
 they should offer contingent contracts where the level of sensitivity with regards to equity 
 compensation, match the level of uncertainty and asymmetric information. As mentioned, 
 depending on how great an investor value impact, social milestones can be included in the 
 contracts, and hence one can increase the probability for meaningful impact to be created.  


Among  the  early-stage  ventures  in  our  sample,  most  of  them  use  types  of  contingent 
 contracting. TD Veen, which does not state social goals in the contract, does not typically 
 uses contracts where payments are contingent, yet in cases where they are sceptic, but 
 wants to give a helping hand, they can make funds contingent to remove some of the risks. 


Moreover, Maj Invest operates differently than the others by not making funds contingent. 


This can yet again be rooted in their decision to invest in mature companies which are 
characterised by less uncertainty.  


Allocation of control rights 


All the investors in our sample claim that control rights are stated in their contract to 
 control for the typical agency risks. The contracts usually include the same control rights 
 as  in  VC/PE,  such  as  voting  rights,  liquidation  rights  and  board  control  rights,  among 
 others. Furthermore, the advisors from NDC (2019) state that control rights usually only 
 are  exerted  if  the  respective  entrepreneurs  are  not  acting  according  to  the  set-out 
 business plan, or if a venture performs poorly. As said, outputs are correlated with effort, 
 according to Holmström (1979), and hence this statement implies that the control rights 
 are  contingent  on  observable  measures  (output)  of  the  financial  and  non-financial 
 performance. This statement is supported by the other interviewees. When contracts are 
 contingent  on  performance,  investors  get  a  good  indication  on  when  they  should 
 intervene.  As  in  traditional  investments  that  are  contingent  on  financial  performance, 
 investors can step in when goals are not met (NDC, 2019). Additionally, the voting rights 
 which  is  included  in  the  shareholder’s  agreement,  collectively,  give  the  investors  the 
 power to replace management in cases of breach of contract or very poor performance 
 (Olsen, 2019). Furthermore, due to the same reasons, investors can withdraw from the 
 investments. Hence, Olsen (2019) argues that they have much leverage in the companies.  


Research by Aghion & Bolton (1992) supports the use of such state contingent control 
 rights and argue that they are of great importance when the entrepreneur’s actions are 
 observable but not verifiable, as it constrains or encourages certain behaviours by the 
 entrepreneur, and hence control for moral hazard. However, they stress the importance 
 of such control rights to be state-contingent only, as the entrepreneur usually has the best 
 competencies  with  regards  to  the  “good”  in  question.  This  is  consistent  with  research 
 done by Kaplan & Strömberg (2003) as well, and furthermore, the perception seems to 
 match that of our interviewees. Daae (2019), for example, says:  


“We do not want to take over the companies. We recognise that the social entrepreneur 
 has real lasting value to the company, and we cannot do the same work. We are investment 


professionals with certain skills in the field, but we cannot run the company as 
entrepreneurs. The companies are typically not mature enough to kind of survive without 


(Appendix 2.6, q. 15) 


Moreover,  the  interviewees  say  that  the  business  plan,  which  has  been  evaluated  as 
 effective in achieving positive impact, has to be followed, and that certain alterations need 
 to be approved by the investors. However, away from that, the funding does not seem to 
 be tied to any specific clauses on the equity side. Grants and loans, on the other hand, have 
 a bit more strict rules (Daae, 2019; Stange, 2019). Furthermore, Malene Bason advises her 
 clients to be more pragmatic with regards to the usage of the funding. If the investor has 
 done a good screening, then the investor has invested in entrepreneurs who share much 
 of the same values with regards to impact as himself. Hence, Bason (2019) says that one 
 can be pretty sure that the investment is going to have some impact. Overall, the way our 
 interviewees act is consistent with what existing literature recommends.  


Takeaways 


The control rights act as the basis of a contract between an investor and an entrepreneur, 
as it allows shareholders to steer the company strategy in the right direction, as they can 
gain control over the company if necessary, e.g. if there is a breach of contract.  We can 
separate between rigid and flexible contracting, whereas the latter allow for uncertainty, 
and  hence  does  not  incorporate  exact  goals  into  the  contract.  However,  flexible 
contracting can lead to shrinking on the task of pursuing impact if it is not stated in the 
contract,  hence,  if  there  exist  any  uncertainty  in  how  impact  is  valued  by  the 
entrepreneurs,  the  contract  should  be  more  rigid  around  impact.  Furthermore,  rigid 
contracting is also suggested in cases where there exists a strong tension between two 
goals, as the situation where investors are just as eager to achieve both social impact and 
a strong financial return. Lastly, we find that contingency-based contracts on impact, both 
with  regards  to  allocation  of  equity  and  control,  is  optimal  to  constrain  or  encourage 
certain behaviour by the entrepreneur.  
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