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INSIGHTS FROM THE FRONT LINES

Marginalized Returns

Impact investing has been seduced by a false narrative of
combining social impact with financial gains.

BY MARA BOLIS & CHRIS WEST

mpactinvestingappears tohave
been seduced by a convenient
narrative. According to the pre-
vailing view, the achievement of
both social impact and market-rate financial
returns is the norm—not the exception.
Those who question the financial returns
aspect of this assumption are portrayed as
lacking business savvy. “If we want to change
things and we want to make an impact, we
can’t be hippy-ish about this,” pop singer
and philanthropist Bono said at the Skoll

World Forum in April. “Impact investing

has really been an excuse for good people
to do bad deals.”

Impact investing was originally created
to improve the lives of others; that impact in-
vesting could also deliver financial returns to
investors was a means to that end. But nowa-
days, achieving predefined financial returns
has become the primary goal, with the needs
of investors taking priority over the inter-
ests of the communities their funding seeks
to benefit. This trend has fueled a growing
mismatch between the supply of impact in-
vestment and the demand for funding from
enterprises working to improve conditions
for marginalized communities.

Here is the reality: The most impact-
ful and successful of social enterprises in
emerging economies—even in developed
countries—are likely to generate only low-
single-digit financial returns. This is hardly
surprising. They bear not only the same risks
faced by all startup enterprises but also the
challenge of testing, adapting, and refining
business models appropriate to marginal-
ized communities—who typically have previ-
ously either lacked access to the new product
or service, or had it provided for free. Fur-
thermore, such enterprises make business

decisions—on prices, wages, and hiring—ina
way that maximizes long-term social benefit
against short-term financial gain.

This reality is not reflected in indus-
try research describing the financial terms
and expectations of most impact investors.
For example, the Global Impact Investing

Network (GIIN) reports that 84 percent of

the organizations they canvassed declared
that they targeted risk-adjusted market-rate
returns or close to market-rate returns. For
any fund manager to generate a net 10 to
15 percent portfolio return, while assum-
ing typical costs and losses, they must seek
returns from individual transactions of at
least 20 percent.

We know hardly any impactful social en-
terprises in emerging economies that are
capable of achieving this result. Meanwhile,
social enterprises face massive informa-
tion asymmetries vis-a-vis their potential

investors. Money is scarce, their networks are
weak, and their negotiating power is limited.
As aresult, social entrepreneurs often accept
financial terms and conditions that pressure
them to drift from their social mission. The
downside risk of a failed social enterprise is
borne not just by the entrepreneur, but also
by the community it was set up to serve.

KNOW YOUR HISTORY
For decades, the only financial instrument
used to improve the lives of people living in
poverty was the 100 percent loss-making
grant to nonprofit organizations. Then, in the
1960s, the Ford Foundation and the MacArthur
Foundation started offering below-market-
rate loans instead of grants to support low-
income housing. This led to the emergence of
program-related investments asan additional
way of achieving public benefit. Following the
pioneering Grameen Bank research project by
Muhammad Yunus in 1976, the microfinance

movement dramatically expanded access to
credit for people living in poverty. Both cases
demonstrated how new financial instruments
coupled with innovative business models could
benefit marginalized communities.

In the past decade, a more heterogeneous
mix of nonprofits and for-profits have pur-
sued a wide range of activities to deliver so-
cial benefit alongside finan-
cial return. As these new
businesses emerged, the first
impact investors began de-

ploying debt and equity in
ways more sustainable than
the provision of grant fund-
ing. Several enterprises are
now using business-based
approaches that are both im-
pactful and financially viable.
Examples include Root Capi-
_tal, which connects small
farmers in emerging econo-
mies with global markets; Di-
vine Chocolate, a Fairtrade
chocolatier that shares own-
ership with the cocoa farm-
ers; and M-KOPA, which in-
troduced new pay-as-you-go


http://skoll.org/skoll-world-forum/
http://skoll.org/skoll-world-forum/
http://thegiin.org
http://thegiin.org
http://www.fordfoundation.org
http://www.macfound.org
http://www.macfound.org
http://www.grameenfoundation.org/muhammad-yunus
http://www.rootcapital.org
http://www.rootcapital.org
http://www.divinechocolate.com/us/
http://www.divinechocolate.com/us/
http://www.m-kopa.com
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financing for solar power. Underpinning their
success, however, has been the provision
of significant subsidy over long periods of
time—often seven years or more. Without
such subsidy, impact investors would have
obtained no investment opportunity or faced
the prospect of far lower financial returns
with higher risk.

Most articles about impact investing fail
to take this history into account. The litera-
ture ignores the preconditions and support
that have enabled these successes, as well
as the perspectives and needs of enterprises
themselves. Instead, the field is evolving with
an almost exclusive focus on the investor side
of the equation.

The 2015 report “Introducing the Im-
pact Investment Benchmark,” by Cambridge
Associates and GIIN, is arguably the most
comprehensive assessment of returns on im-
pact investing funds. It states: “In aggregate,
impact investment funds launched between
1998 and 2004—those that are largely real-

ized—have outperformed funds in a com-
parative universe of conventional private
investment funds.” The report concludes that
“market rate returns are attainable in impact
investing.” In short, no trade-off exists be-
tween social impact and financial returns.
But is this report really about impact
investing? Or is it about emerging-markets
private investing in sectors that are seen
as broadly socially positive? It is not pos-
sible to know, because the report includes
no data or commentary on the associated
impacts achieved. Instead, the report uses
a self-reported intention to generate social
impact as the only impact-related criterion
for inclusion in the benchmark. In addition,
it draws on a small sample of funds target-
ing net 15 percent or greater financial re-
turns, weighted toward those investment
vehicles supporting financial inclusion and
microfinance. But these sectors became
investment-ready only after receiving an
estimated $20 billion in subsidies over 20 or
more years, according to the Monitor Group
report “From Blueprint to Scale.”
However, some independent studies are
now reporting different results. The 2015
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EngagedX study, at the time the largest
aggregate study of historic social invest-
ment performance on closed deals in the
UK market, found total returns over a 12-
year period of negative 0.77 percent annu-
alized. Boston Consulting Group studied
the UK’s FutureBuilder Funds and found
similar results. The Monitor Group report
states that Acumen—an early pioneer of
impact investing that has an explicit social

purpose—reported that its portfolio had
an average after-tax profit of negative 20
percent, with the highest performers earn-
ing 6 percent.

It would be a huge mistake to conclude
from these financial returns that their out-
comes are disappointing; in fact, they are
revolutionary. Enterprises with business
models that produce social benefits such as
job creation, affordable housing, and proper
sanitation in a financially sustainable manner
should be celebrated. But the prevailing nar-
rative about impact investing paints a darker
portrait. Such results are perceived as disap-
pointing because they are measured againsta
very narrowly defined and unrepresentative
benchmark.

WAY FORWARD

Unlike commercial investment, with its ex-
clusive focus on risk and return, impact in-
vesting has changed finance by establishing
social benefit as a goal. To be sure, impact
investing offers a spectrum of financial and
social returns. The problem is that too many
impact investors have predefined expecta-
tions of financial return that are both too
high and too short term.

There is therefore a need for greater
transparency in reporting the social return
as well as the actual financial returns (gross
and net) achieved by impact investors. This,
in turn, requires more independent research,
starting with an understanding of the con-
crete realities, needs, and challenges of so-
cial enterprises. “The Report of the Alter-
native Commission on Social Investment”
(2015) achieved this for the UK market by
focusing on what social enterprises want
and whether social investment, as currently

conceived, meets the needs expressed, all in
an effort to make social investment better.
A similar effort is needed for emerging-
market entrepreneurs, so that impact inves-
tors develop more realistic projections of fi-
nancial return. It would be tragic if impact
investors were judged to have failed despite
having supported tremendous creation of so-
cial value, simply because they set overly ambi-
tious financial targets from the outset that did
not correspond with enterprise-level realities.
Most promising enterprises do not meet
the risk-return criteria of today’s impact in-
vestors, which gets reported as “lack of pipe-
line.” We suspect the addressable market
would be considerably broader if more re-
alistic standards were applied. To solve this
gap, we need to shift from the false binary
of grants with no financial-return expecta-
tions, on the one hand, and investments seek-
ing net-15-percent-or-greater return, on the
other. This requires philanthropists and do-
nors to deploy more long-term funding in the
form of program-related investments—which
have a primary objective to maximize impact
while accepting some associated level of re-
turn of capital—to build a robust and diverse
new generation of social enterprises. Only in
this way will such enterprises meet the risk-
return objectives of most impact investors.
We also need more impact investments
that are structured in ways that match the
needs of enterprises seeking to benefit mar-
ginalized communities. One example is for
more impact investors to shift to evergreen
funds (also known as “permanent capital
vehicles”) that are not constrained by the
fixed term period of most other funds. This
structure better reflects the low and slow
growth profile of most social enterprises.
Finally, impact investing needs to return
to its original guiding purpose: to achieve
social and environmental impact. We call
on impact investors to agree to a voluntary
code of practice that enshrines how the
field should evolve—based on the intention
to make decisions in ways that prioritize
impact; to appreciate the challenges at the
enterprise level; and to measure, verify, and
report impact achieved.


http://www.sumerianpartners.com/
https://thegiin.org/assets/documents/pub/Introducing_the_Impact_Investing_Benchmark.pdf
https://thegiin.org/assets/documents/pub/Introducing_the_Impact_Investing_Benchmark.pdf
http://www.cambridgeassociates.com
http://www.cambridgeassociates.com
http://acumen.org/content/uploads/2013/03/From-Blueprint-to-Scale-Case-for-Philanthropy-in-Impact-Investing_Full-report.pdf
http://www.engagedx.com/portfolio_world-first-benchmark-data-on-social-impact-investing.html
http://www.bcg.com
http://acumen.org
http://socinvalternativecommission.org.uk/wp-content/uploads/2015/03/SS_SocialInvest_WebVersion_3.pdf
http://socinvalternativecommission.org.uk/wp-content/uploads/2015/03/SS_SocialInvest_WebVersion_3.pdf
https://www.oxfam.org/
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