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                                                                                        6. DISCUSSION AND IMPLICATIONS

                                                                6.1 K EY FINDINGS AND PROPOSITIONS

                                
                    Across  our  interviews,  we  find  a  strong  motivation  among  Nordic  impact  investors  to 
 incorporate  both  the  social  and  financial  objectives  in  the  investment  process.  The 
 investment  process  is  similar  to  that  of  a  standard  venture  capital/private  equity 
 investment process, where the financial objective is formally incorporated and assessed 
 in coherence with market standards by all our interviewees. Furthermore, the investors 
 approach the social objective similarly, even though there are some differences. Overall, 
 equal for everyone is that the social objective is approached less formally, and more in an 
 intuitive  manner.  We  have  learned  that  investors  define  impact  investing  differently, 
 where for some, just the presence of social impact can be sufficient to satisfy the social 
 objective.  Moreover,  certain  typical  financial  criteria,  such  as  the  possibility  for 
 development  and  growth  along  with  the  entrepreneur/management,  are  considered 
 equally significant to achieve social or environmental impact.  


Overall, compared to the financial objective, we find that less consideration is given to the 
social objective even though impact investors aim to address both. The strong familiarity 
with  traditional  financial  decision  making  seems  to  be  a  boundary,  as  they  are  more 
knowledgeable about how to achieve the financial objective, while there within the impact 
setting  is  no  recognised  standard  on  how  to  address  the  social  objective.  All  of  the 
investors stressed the importance of a common framework or defined indicators because 
as  it  is  now,  the  assessment  is  very  complex.  This  further  complicates  the  ex-post 


monitoring of the objective. Hence, we find that it simplifies the process to make decisions 
 based on parameters investors are familiar with, which leads to limited incorporation of 
 the  social  impact  objective  in  the  investment  process.  This  leads  us  to  our  first 
 proposition: 


Proposition 1:  


The financial objective is emphasised in the investment process of impact investors. 


Our  results  highlight  the  importance  of  a  thorough  pre-screening  and  due  diligence 
 process for impact investors. The findings indicate that these activities are essential for 
 investors  to  screen  for  potential  impact  and  evaluate  the  attractiveness  of  the 
 investments, both in terms of social and financial returns. As we have identified, most of 
 the investors in our sample expect a financial return in addition to the social value added 
 by their investments, which is why traditional due diligence on the financial side still is 
 important for impact investors. However, the investors also need to identify clear goals 
 and expectations when considering investment opportunities to ensure goal alignment 
 with the investees. We find that there is a lack of evaluation frameworks on the social side 
 for investors, which can make it challenging to know which social returns one can expect.  


Aligned  with  traditional  venture  capital  theory,  we  find  that  the  most  crucial  step  for 
impact investors to avoid goal misalignments is to only invest in ventures with a business 
plan they believe can lead to sustained social impact, and with managers they can identify 
with  on  a  personal  level.  We  find  that  the  lack  of  transparency  in  impact  investments 
might lead to impact risks and green-washing and that the lack of evaluation methods and 
tools  worsens  this  situation.  If  the  investors  cannot  properly  evaluate  the  expected 
outcomes  of  the  investments,  it  might  be  more  challenging  to  state  clear  goals  in  the 
contract later on, and the investee might possess information that is withheld from the 
investors due to this. Thus, the first step impact investors should take to mitigate potential 
agency conflicts is therefore to conduct a thorough pre-screening and due diligence where 
the potential for creating impact alongside financial returns is carefully considered. Then, 
the investors should identify and define their goal expectations and search for investees 


agreed-upon goals. By finding the right investees and management team, the investors 
 can  further  prevent  the  occurrence  of  impact  risk  and  green-washing  resulting  from 
 information asymmetries and adverse selection.  


Proposition 2:  


In the pre-investment phase, impact investors should evaluate investees on the potential for 
 creating impact alongside financial returns and find entrepreneurs that share their values 
 and visions.  


After  the  pre-screening,  comes  the  structuring  of  contracts.  The  contract  contains  an 
 agreed  upon  business  plan  based  on  the  pre-screening  that  reflects  differences  in 
 perceived quality and risks. This plan has further been assessed by the investor and is 
 considered effective in achieving the desired impact. 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,  we  find  that  the  contract 
 should be more rigid, to prevent potential managerial opportunism. Furthermore, rigid 
 contracting is also suggested in cases where there exists a strong tension between two 
 goals,  as  when  investors  are  just  as  eager  to  achieve  both  social  impact  and  a  strong 
 financial return.  


Furthermore, the multi-tasking theory by Holmstrom and Milgrom (1991), suggest that if 
there is a tension between the two goals; financial return with straightforward measures, 
and  impact  with  more  ambiguous  measurements,  the  agent  will  probably  spend  more 
time  on  the  easy-measured  tasks.  Hence,  this  theory  suggests  that  one  should  not  tie 
compensation  to  the  financial  objective.  This  might  be  a  solution  for  impact-first 
investors,  but  finance-first  investors  who  also  desire  social  impact  alongside  their 
investments, does not seem willing to put the financial return at risk. However, if there 


exist a strong tension between the two objectives, it seems like the investors should try 
 to  incorporate  contractual  incentives  on  both  measures,  in  attempt  to  achieve  impact 
 simultaneously  as  financial  returns.  Furthermore,  we  find  that  contingency-based 
 contracts, both with regards to allocation of equity and control, is optimal to constrain or 
 encourage certain behaviour by the entrepreneur. Contingent contracting on the social 
 objective provides the entrepreneur with the incentive to deliver social impact alongside 
 the  financial  return.  Furthermore,  contingent  control  rights  acknowledge  the  social 
 entrepreneurs’ value to the company and hence allow for flexibility to a certain limit, yet 
 it  prevents  the  problem  of  moral  hazard  by  giving  the  investors  the  possibility  to 
 intervene in cases of breach of contract or very poor performance. Thus, we propose the 
 following: 


Proposition 3:  


Impact investors should apply contingency-based contracts, where the level of rigidity on 
 impact and sensitivity with regards to allocation of equity and control rights, should match 
 the investors’ level of perceived uncertainty.  


Our last proposition suggests that impact investors should take on an active role in their 
respective investees in order to monitor and control the progress of the investment and 
to make sure that the agreed-upon goals are being met. This proposition is based on our 
findings that show that there is no globally accepted frameworks or metrics for impact 
measurement, and it can thus be very challenging for impact investors to know whether 
their social return expectations are actually being achieved. Several of the interviewed 
investors state that they lack expertise in impact reporting and management and that the 
existing  methods  are  in  early  stages  of  development.  If  the  outcomes  of  the  investees 
cannot be adequately measured and reported on, they may take advantage of the situation 
and behave opportunistically. When social outcomes are not properly measured, it can be 
difficult for investors to know exactly when to intervene and take the necessary actions 
to avoid moral hazard. We thus suggest that impact investors should be actively involved 
in  their  investees  by  having  board  seats,  attending  board  meetings  and  follow  up  and 
monitor the investment closely. If the investment is not going as planned, the investors 


the  intended  impact  is  created.  Furthermore,  it  will  become  more  challenging  for 
 investees to steer away from the initial strategic direction and behave opportunistically 
 when they know that the investors are monitoring their actions carefully.  


Proposition 4:  


Impact investors should have an active role in their investees to control and monitor the 
 progress and outcomes of the investment.  


  


Our  research  has  thus  revealed  impact  investors’  preferences  for  financial  return  and 
 several  steps  they  could  follow  to  avoid  agency  problems  that  may  arise  due  to  their 
 inclusion  of  social  objectives.  Although  it  might  require  more  time  and  resources  for 
 impact investors to evaluate and monitor their investments than for traditional investors, 
 it is considered necessary due to the early stage of the market and lack of global standards. 


We thus acknowledge that since the financial markets are continually changing, better 
and more effective methods for avoiding agency problems for impact investors are likely 
to  emerge  in  the  future  when  the  concept  has  gained  more  legitimacy  and  include  a 
broader range of investors and investees.  
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