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                                                                                        5. ANALYSIS AND FINDINGS

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

                                                                5.2.1 Pre-investment screening and due diligence

                                
                    According  to  our  theoretical  framework,  the  first  step  for  investors  to  follow  to  avoid 
 agency  problems  is  to  implement  structured  investment  activities.  The  
 pre-investment  phase  refers  to  all  activities  and  tasks  up  to  the  signing  of  an  pre-investment 
 contract and is mainly concentrated around pre-screening and due diligence. These efforts 
 can be taken in order to gather information and screen out ex-ante unprofitable projects 
 and  bad  entrepreneurs  and  ventures  (Zacharakis  &  Shepherd,  2007).  According  to 
 Landström  (2007),  among  the  factors  of  importance  for  investors  when  evaluating 
 investments, the most crucial factor is claimed to be the entrepreneur and the team. By 
 conducting  a  thorough  pre-screening  and  due  diligence,  the  investor’s  performance  is 
 most likely to be improved, since success can be predicted from information contained in 
 the business plan (ibid). Hence, the pre-investment activities contribute to a reduction in 
 asymmetric information between the investor and the investee. 


As  stated  in  the  literature,  impact  investors  follow  the  same  pre-screening  and  due 
diligence  process  as  traditional  investors,  as  they  still  are  seeking  a  financial  return 


(Grabenwarter & Liechtenstein, 2011). In addition to serve as a method for evaluating a 
 venture or an entrepreneur’s potential to create financial return, the pre-screening and 
 due  diligence  can  be  used  by  impact  investors  to  screen  for  impact  and  exclude 
 investments that do not fulfil the set requirements for impact investments (Grabenwarter 


&  Liechtenstein,  2011;  Loveridge,  2016).  Due  diligence  is  of  particular  importance  for 
 impact  investors  to  assess  if  their  goal  expectations  are  aligned  with  those  of  the 
 investees. Schiff & Dithrich (2018) argue that exit opportunities are an important part of 
 the  evaluation  process  as  well,  in  case  the  investor  and  investee  have  different 
 expectations  to  the  time-horizon  of  the  investment.  As  an  example,  Landström  (2007) 
 points out that venture capitalists often have more short-term goals than the investees.  


Based  on  the  above-mentioned  considerations,  the  following  section  will  proceed  as 
 follows. First, we will start by analysing how impact investors approach the pre-screening 
 and due diligence, and how the process is conducted. Thereafter, we will examine how 
 impact  investors  evaluate  their  investment  opportunities,  especially  in  terms  of  the 
 weight they put into financial versus social returns. Lastly, we seek to understand how 
 impact investors mitigate potential impact risk and evaluate their exit opportunities. The 
 aim of the section is thus to analyse how the inclusion of the social objective influence 
 impact investors’ pre-investment activities and how potential information asymmetries 
 and adverse selection can be controlled for.  


Importance of pre-screening and due diligence 


First of all, our findings are consistent in the way that all of the respondents find the 
 pre-screening and due diligence process important and valuable. We find that most of the 
 investors approach the pre-investment phase in the same way as traditional investors; 


however, always with an extra inclusion of social objectives and expectations. Most of the 
investors state that they conduct a standard due diligence, looking at financial and legal 
factors, and then consider social factors in addition. Moreover, some of the investors state 
that  the  pre-investment  phase  easily  can  take  one  to  two  years,  often  due  to  legal 
restrictions  in  the  countries  they  invest  in.  It  varies,  however,  how  much  effort  the 
investors  are  sacrificing  to  make  sure  that  the  investments  actually  have  potential  for 


While some of the investors are using the pre-investment phase to evaluate the potential 
 for impact, other investors are using it for assessing the potential of a sustainable business 
 model that can create financial returns, which further can result in social outcomes. As an 
 example, Stange (2019) underlines: “I would never consider anything that does not have a 
 strong social or environmental value. So my pre-screening is in terms of what is the purpose 
 of the investment” (Appendix 2.3, q. 7). On the contrary, some investors in the sample are 
 focusing on how they can avoid any trade-offs by conducting the investment. Janhonen 
 (2019) states that: “At the moment, our main focus is financial returns, and we do not want 
 to trade off financial returns for impact” (Appendix 2.4, q. 7). We thus find that although 
 the  pre-screening  and  due  diligence  process  are  of  high  importance  for  all  of  the 
 interviewees,  it  differs  how  they  approach  the  process  and  what  their  initial  aims  are 
 before conducting a proper investment evaluation.  


Conducting pre-screening and due diligence  


Next, we seek to examine how impact investors conduct their pre-investment activities 
 when  including  social  objectives.  We  acknowledge  that  different  investor  types  might 
 weigh the financial and social objectives differently, and thus have a different focus on 
 their pre-investment activities. The intention with this section is therefore to understand 
 how  impact  investors  are  experiencing  this  pre-investment  phase,  and  how  they 
 approach it.  


Lack of consensus  


When asking the investors in our sample how a proper pre-screening and due diligence 
should  be  conducted,  we  notice  that  there  is  no  common  understanding  among  the 
investors of how it should be done. Many of the investors point out that there is a lack of 
consensus in the field on what a proper pre-screening and due diligence process should 
include, and where the focus should lie. We find that several of the investors are interested 
in  and  wish  to  conduct  a  thorough  screening  of  potential  investments,  but  that  it  is 
challenging  for  them  to  know  precisely  how  to  account  for  the  social  objectives  while 
doing  so.  Based  on  her  own  experience,  Bason  (2019)  tells  that  it  is  important  for 
investors  to  define  their  investible  universe  before  starting  the  screening  and  due 
diligence process. She further gives an example of how she prefers to approach it:  


“Is it a negative screen or is it a positive screen? Do you start out by saying ‘I only want to 
 look at companies that are classified as impact companies, and then I go from there and do 


my financial analysis, or do I do a traditional investment process and quant screening and 
 then at the end I look at impact.’ I prefer that you actually flip it around and say ‘my 
 investible universe is only impact investing and then I do a financial analysis based on 


that.’”  


(Appendix 2.2, q. 10) 


Furthermore, as the impact investing scene is relatively new, many of our respondents 
 say  that  it  is  often  a  bit  of  a  “try-and-fail  process”  where  best  practices  have  to  be 
 developed along the way. We find that many of the investors are actively trying to figure 
 out the best way of conducting impact investments. We find that the interviewees are 
 aware of which investments they want to include in their portfolios and how they can 
 make the process easier by including and excluding investments. Veen (2019) tells that 
 they have divided their portfolio into three main groups, where the first group is based 
 on a negative screening process, the second group considers sustainability and ESG goals, 
 while  the  third  group  has  an  impact-only  focus.  In  the  latter  group,  Veen  (2019) 
 underlines that they require that all the companies are established with the purpose of 
 creating impact. Janhonen (2019) addresses a potential challenge by portfolio screening:  


“But we have done research on our past portfolio of about 300 companies we have invested 
 in, and about half of them could have been impact investing cases if we had just stated 


impact goals to them. Now many investors are, retrospectively, taking their existing 
 portfolios and turning them into impact portfolios.” 


(Appendix 2.4, q. 5) 


Janhonen  (2019)  claims  that  after  impact  investing  started  to  evolve,  more  and  more 
investors claim that they are impact investors, but that in practice, their portfolios do not 
necessarily match the criteria for impact investments. If there are no set standards for 
what  investors  should  consider,  and  look  for,  when  searching  for  new  investments,  it 
might become difficult to evaluate the expected outcomes. 


Challenges in the process 


Based on the above, we find that the investors in our sample have different perceptions 
 of the pre-investment activities and that they do not provide a common way to conduct 
 pre-screening  and  due  diligence.  Our  findings  address  a  few  additional  challenges 
 connected  to  these  activities  when  including  social  objectives.  The  lack  of  common 
 standards for how impact investors can screen for potential social outcomes, may lead to 
 confusion among investors, and lead to investors focusing more on the financial side of 
 the investment instead. Some investors in our sample recognise this and mention this as 
 a partial reason for why they until now have mostly been screening for financial returns. 


Janhonen (2019) exemplifies this: “When we did these investments, it was 2014, and the 
 whole concept of impact investing was quite new to us, so impact due diligence was not that 
 throughout” (Appendix  2.4,  q.  4). Additionally,  we  find  that  in  contrast  to  traditional 
 investments, there are no databases to look up financial products to create an investment 
 strategy.  This  results  in  a  more  time-consuming  pre-investment  phase  for  impact 
 investments, and a more challenging process for investors that do not possess that many 
 resources.  Bason  (2019),  who  has  a  long  experience  of  selecting  traditional  financial 
 products, states that:  


“[…] you do not have that for impact investing and the managers that have a longer track 
 record with impact investing are not the usual suspects, so it is not BlackRock or JP 
 Morgan, it is other names and as I said, they are not in the database, so it requires more 


research.” 


(Appendix 2.2, q. 9) 


So far, our findings have addressed that impact investors find the pre-screening and due 
diligence process highly important. However, in contrast to traditional investing, where 
it is relatively clear how one should screen potential investments, the process seems to 
be perceived more complex by impact investors. We find that investors find it challenging 
to know what to focus on and that there is no straight forward way for investors to follow 
when screening potential investments. Besides, impact investors lack proper databases 
to  look  up  potential  investment  strategies,  which  leads  to  more  time  required  when 
searching  for  investments.  Therefore,  in  order  to  avoid  information  asymmetries  and 


adverse selection, it needs to be established a consensus in the industry of how screening 
 and due diligence activities should be conducted when incorporating for social objectives, 
 and best practices should be available for the investors in the market to make the process 
 more transparent and manageable for everyone. In the next section, we will therefore take 
 a deeper look into how investors evaluate potential investments and which criteria they 
 are taking into account.  


Evaluating impact investments  


As mentioned in the theory chapter, adverse selection typically arises when it is difficult 
 for investors to assess the quality of the investment (Bellavitis et al., 2017). This section 
 will  thus  move  on  to  analysing  how  investors  evaluate  the  perceived  quality  of  their 
 investments,  especially  in  terms  of  financial  returns  and  social  targets.  Traditional 
 investors  employ  different  screening  criteria  when  selecting  potential  ventures  or 
 entrepreneurs.  The  investment  selection  includes  evaluation  of  the  industry,  the 
 ventures’  stage  of  development,  location  and  size  of  the  investment  (Zacharakis  & 


Shepherd, 2007). The investors might have different aims of the investment and hence 
 emphasise different criteria, but usually, the attractiveness of the opportunity, such as the 
 market size, strategy, product type and competition are considered before entering a deal 
 (Kaplan & Strömberg, 2000). When evaluating these objects, uncovered areas of concern 
 will be highlighted and later on affect the structure of the financial contracts (ibid).  


Based on this, this section aims to examine how impact investors are stating their goals 
and expectations in advance of the investments, and whether or not they apply particular 
frameworks in the process to evaluate the potential for creating impact. When evaluating 
impact, several additional objectives could be implemented in the process, such as social 
goals, expected outcomes of the investments, and how to choose the right investee based 
on own preferences regarding business model and impact strategy. Moreover, based on 
our previous findings, impact investors might evaluate investments differently based on 
their preferences regarding financial and social returns.  


Return expectations 


As  identified  in  sub-chapter  5.1,  we  find  that  investors  in  our  sample  regard  financial 
 returns expectations differently, although both financial and social return expectations 
 usually  are  defined  in  the  pre-investment  process.  One  of  the  investors  that  identify 
 themselves as an impact-first investor, is Stange (2019), who gives an example of this: 


“[…] we also look at what could be the financial returns, and if the financial returns are not 
 expected, we could still do the investment, but then we are aware of that” (Appendix 2.3, q. 


8). On the contrary, is the other group of investors, that identify themselves as 
 finance-first  investors.  These  investors  usually  require  at  least  a  market  rate  return  on  their 
 investments  and  are  not  willing  to  sacrifice  financial  returns  to  create  more  impact. 


However, this does not mean that the finance-first investors in our sample do not value 
 social returns – they simply value the financial part of the investment higher. This is in 
 line  with  Brest  and  Born’s  (2013)  findings  on  finance-first  and  impact-first  investors, 
 which state that even though finance-first investors are looking for a certain return on 
 their investments, they are still able and interested in the social side of it, too. While we 
 have identified that investors usually take on the role as impact-first or finance-first, a few 
 interviewees  in  our  sample  express  different  views  on  it.  One  of  these  interviewees  is 
 Paludan-Müller (2019), who believes that it is not necessarily either-or:  


“It they do two investments, one might be a return of 10% with a relatively low impact, and 
 they might do another investment with a return of 1%, but with a high impact. So it is not 


necessarily either or, I think.” 


(Appendix 2.1, q. 10) 


Even though one group of the investors in our sample characterise themselves as 
impact-first, our findings imply that most investors in our sample still are financial-first. This is 
also  consistent  with  the  views  of  the  financial  advisors.    Hence,  we  find  that  impact 
investors have different return expectations, which leads to different goal expectations 
when  evaluating  investments.  Therefore,  impact  investors  should  search  for  investees 
that share the same return expectations both in terms of social and financial returns. If 
return expectations are not aligned, the risk for agency problems to arise increases.  


Defining social and environmental goals 


As we now have identified, impact investors have different views on the pre-investment 
 process  and  potential  return  expectations.  In  order  for  investors  to  assure  that  the 
 investment process gets as transparent as possible, it is therefore essential to make sure 
 that their return expectations are aligned with those of the investees. Also, according to 
 our  theoretical  approach,  goal  misalignments  between  investors  and  investees  is  one 
 main  reason  why  agency  problems  arise.  Therefore,  it  is  considered  necessary  for 
 investors to state clear goals before they conduct investments to make sure that their 
 goals are aligned with the goals of the investees. Landström (2007) argues that clarifying 
 goals is an important aspect of the screening and due diligence part, as it will serve as a 
 foundation for the formal contracts written later in the process. If goals and expectations 
 are not stated or aligned, the contract writing can turn our more difficult, and the chances 
 for agency problems to occur due to asymmetric information will probably increase. Thus, 
 for impact investors, not only the financial goals have to be stated, but also social and/or 
 environmental goals. 


Based  on  our  interviews,  we  find  that  social  and/or  environmental  goals  are  usually 
 defined early in the investment phase, often developed together with the manager of the 
 respective  investee.  The  degree  to  which  clear  goals  are  stated,  however,  varies 
 substantially among the investors in our sample. It thus seems more important for some 
 investors to clarify specific goals and expectations in advance of an investment than for 
 others. Some investors claim that it is more like a “gut feeling” and that the most critical 
 part of their evaluation process is to find managers that they trust, and with a business 
 plan  they  can  relate  to  and  see  the  potential  in.  This  is  in  line  with  traditional  agency 
 theory  on  venture  capitalists  and  entrepreneurs,  where  it  is  stated  that  the  most 
 important factor for venture capitalists when selecting business opportunities, is usually 
 their relationship with the potential investees (Landström, 2007).  


This statement is supported by our findings. We observe that most of our respondents 
believe that to find investees that share the same values as them is extremely important 
and that they put a substantial amount of time into the process to make sure that they find 


respondents in our sample state that they are quite flexible in terms of stating goals, as 
 long as they believe in the business idea and the people. Thus, the first thing they consider 
 is  the  business  idea  and  the  managers,  whereas  a  more  thorough  screening  often  is 
 conducted afterwards. Veen (2019) gives an example of this: “We are pretty much open 
 for everything, as long as the idea is appealing and the case looks good in terms of what we 
 are  receiving” (Appendix  2.5,  q.  4). Moreover,  we  find  that  many  of  our  respondents 
 consider the business purpose of the potential investees as important, meaning that they 
 prefer  to  identify  with  the  business  model  of  the  investees.  Some  of  the  respondents 
 specifically  mention  that  the  investees  need  to  have  social  impact  as  a  core  of  their 
 business.  Bason  (2019)  supports  this: “So  in  my  mind  it  has  to  be  in  the  DNA  of  the 
 organisation to look at impact investing” (Appendix 2.2, q. 9).  


Nevertheless, we identify similar challenges here as earlier where the investors in our 
 sample  mentioned  that  there  is  not  a  common  way  to  conduct  the  pre-investment 
 activities.  We  find  that  although  the  investors  state  social  or  environmental  goals  in 
 advance,  they  express  concerns  about  how  they  can  make  sure  that  these  goals  are 
 actually met at a later stage. This can potentially harm and amplify the situation and give 
 investors  fewer  incentives  to  spend  time  on  defining  precise  goals  during  the  
 pre-investment process if they cannot make sure that the goals are met after the pre-investment 
 is conducted. For example, Janhonen (2019) gives an example of a stated goal that was 
 difficult to evaluate:  


“We did set an impact goal for the investment, whereas sick days would be reduced by 
 10,000 within the year 2020, as well as getting a good financial return. The problem with 
 it, though, was basically that we formulated the goal with the company, but after we made 
 the investment, we figured there was no way of getting the information because employees 


do not have to report their reasons for sick days if they are sick less than three days.” 


(Appendix 2.4, q. 4) 


Thus, by analysing how impact investors define the goals of their investments, we have 
identified that some investors define clear expectations, while others are focusing more 
on  finding  the  right  management  team  to  collaborate  with.  We  find  that  investors 


sometimes find it hard to know how their stated goals will turn out in the end, which again 
 can lead to less incentives for stating goals in the first place. Hence, the next section will 
 analyse  how  impact  investors  are  assessing  and  evaluating  the  potential  for  creating 
 impact when considering investment opportunities.  


Frameworks used in the process 


One field of the impact investing scene that is particularly underdeveloped is common 
 grounds on how the potential impact of impact investments can be measured (Reeder et 
 al.,  2015).  In  the  theoretical  chapter,  we  identified  the  lack  of  proper  tools  and 
 frameworks  for  evaluation,  and  it  was  further  suggested  that  IRIS  is  one  of  the  most 
 widely  used  tools  among  investors  worldwide.  However,  we  find  that  none  of  the 
 investors in our sample are applying IRIS or any similar tools in their screening and due 
 diligence process. Only one investor state that they are basing their metrics on the IRIS, 
 but that they do not directly apply it to their operations. Our findings address difficulties 
 related to the most commonly accepted frameworks, and we find that these frameworks 
 and methods in most cases are very time consuming and challenging to handle as they are 
 complex  and  require  a  high  amount  of  resources  to  use.  Many  of  the  investors  we 
 interviewed  state  that  they  do  not  have  enough  time  or  people  to  follow  such  widely 
 defined frameworks and that it might seem a bit unrealistic that also smaller-sized impact 
 investors with fewer resources should implement such evaluation tools. Bason (2019) 
 states that: “I have never met anyone who are using this because it is too overwhelming and 
 they do not have the resources to use it. It has to be more pragmatic, especially to begin 
 with.” Janhonen (2019) gives further examples of the challenges related to IRIS:  


“Some KPIs from the IRIS are sometimes used among others, but they do not really know 
 yet what of the measures are the good and right measures to use. Does it even measure the 


actual impact of the venture?” 


(Appendix 2.4, q. 7) 
Furthermore,  many  of  the  respondents  express  their  concerns  related  to  the  lack  of  a 
standardised  method  for  evaluation  that  can  be  applied  across  asset  classes  and 


investing industry is growing, it is still in need of metrics and frameworks that apply to 
 all the actors in the market (Reeder et al., 2015; Mudaliar et al., 2018). We find that the 
 lack  of  a  commonly  used  framework  for  evaluating  impact  has  resulted  in  investors 
 defining  and  creating  their  own  metrics  that  they  use  for  evaluation.  Paludan-Müller 
 recognises this:  


“Yes, and in the lack of that, when organisations are starting to do it, we see it more and 
 more, they are just making their own. Then you end up with a thousand definitions and 


standards and ways of doing it.” 


(Appendix 2.1, q. 9) 


The  majority  of  the  investors  in  our  sample  mention  that  they  are  developing  and 
 implementing their own evaluation tools, or use the tools that the manager of the investee 
 prefers.  This  might  amplify  the  situation  as  it  makes  it  difficult  to  obtain  a  global 
 understanding of how potential impact should be evaluated, and the evaluation process 
 might be very subjective, depending on what the respective investor believes is impact. 


Our  findings  further  imply  that  investors  are  lacking  methods  for  evaluating  different 
 investment  types  up  against  each  other,  especially  in  terms  of  comparing  social 
 investments against environmental investments. Related to this, is the issue that many of 
 the  investors  think  that  it  is  more  difficult  to  evaluate  the  social  outcomes  than  the 
 environmental outcomes, as the latter often is more tangible and easier to quantify. Bason 
 (2019) highlights this: “[…] the issue is that if you look at a social project, it is very difficult 
 to measure the impact there, compared to an environmental project” (Appendix 2.2, q. 13). 


Paludan-Müller (2019) also addresses the challenge of comparing different investments.  


“The bottom line is that it is just difficult to make a simple tool to compare investments, 
 because if they are not evaluated by the same standards, then how would you compare 


them?” 


(Appendix 2.1, q. 9) 
The  lack  of  a  commonly  used  framework  and  a  standardised  method  that  apply  to  all 
actors  in  the  market  can  potentially  harm  the  relationship  between  the  investors  and 
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