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Formed in 1997, the Center for Science, Technology, and Society (CSTS) has brought together
scholars and practitioners to study and support organizations and innovations benefiting
underserved communities worldwide. Partnering with international leaders including the World
Bank and The Tech Awards, CSTS serves as a bridge between Silicon Valley and the developing
world. Since launching the Global Social Benefit Incubator (GSBI) in 2003, CSTS has convened
scholars and Silicon Valley entrepreneurs to help fledgling social benefit enterprises develop
compelling and sustainable business plans.

Through its experience providing direct capacity development assistance to more than 140
early-phase social benefit organizations worldwide, CSTS offers a unique perspective to the
global development sector. Additionally, CSTS continues to expand its presence working with the
social capital community to enhance investment capital flow to promising enterprises serving the
developing world. Addressing critical obstacles to international development, CSTS embraces
the philosophy that meaningful social impact requires financially viable enterprises, which serve
as nuclei for economic growth and delivery of essential services to impoverished communities.

The Aspen Network of Development Entrepreneurs

The Aspen Network of Development Entrepreneurs (ANDE) is a global network of organizations
that invests money and expertise to propel entrepreneurship in emerging markets. Officially
launched in 2009, ANDE is a member-driven organization housed within the Aspen Institute, an
international non-profit that promotes enlightened leadership. Its members are the vanguard

of a movement focused on small and growing businesses (SGBs) that create economic,
environmental, and social benefits for developing countries. Ultimately, ANDE seeks to build
sustainable prosperity in the developing world.

ANDE identifies common strategic challenges and opportunities facing SGBs and, based on
these findings, provides programs and services for its members and the sector as a whole. ANDE
aspires to be the leading convener and conduit for organizations and individuals committed to
building SGBs in the developing world. ANDE acts as a trusted advocate for the SGB sector,
educating investors and policymakers about the extraordinary opportunity the sector represents.

ANDE works to dramatically increase the amount and effectiveness of capital and capacity
development services for entrepreneurs in developing countries. With the right support, ANDE
believes SGBs will generate much-needed employment, and in the process, address critical
social and environmental problems in the developing world.

The opinions expressed herein are the opinions of the authors.
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could “taint the well” for future investments investing in local SGBs on par with returns
if our community is not careful. Impartial that are expected from investments in the
validation and reporting is one of the missing developed world and its corresponding market
pieces in the social impact “market” and efficiencies, low cost of capital, stability, liquidity
should be addressed. It strikes to the core mechanisms, etc. A simple “risk adjusted return
of what can help scale the market—investor analysis” of investments in a developing country
confidence quickly shows risk going to infinity sooner than
liquidity can rationally be earned. A conclusion
Another way to build investor confidence is to is that we need to change the expectations
exceed expectations. In the SGB sector, this is and mobilize capital from sources that have
more about setting achievable expectations than accurately set expectations of return.
chasing developed market rates of return. Still,
a large portion of impact capital has a financial- One of the other problems of overly high return
first mandate and puts the conversation about expectations is the resulting “screen” that

portfolio managers have to use when evaluating
SGB investment opportunities. (See Figure 10)

Figure 10. IRR Targets Cause a Tight Screen
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A social venture portfolio manager targeting an »
IRR of 18 would need to screen each opportunity

with a high multiple expectation (10x return) in

order to have even a remote chance of achieving

this “near market” return. While 10x investment

multiples can be found in the SGB sector, such

a tight screen leaves the vast majority of SGBs

out of the funding picture. As revealed in this

report, investment duration is still not predictable

and funds should expect a five- to seven-year

holding period or longer. Observations that

are inferred from our findings call into question

equity as a funding instrument for SGBs and »
perhaps suggest the development of cash-flow

backed investment vehicles. In either case,

many solid SGBs would be better served by a

change in return expectations and investment

vehicles to deliver those returns with a higher

frequency.

Return of capital with some appreciation
would be a good place to start. Then, market
mechanisms need to be built:

» Deal flow of credible social enterprises
and entrepreneurs building sustainable
companies

» “Blended return” metrics that value positive
social and environmental outcomes on par
with financial return and allow consistent and
auditable measurement

» A network of in-country business advisors,
board members, capacity development
organizations, and auditors who can be the
“eyes-and-ears” of the investors, provide
validation of reported information, provide
governance and guidance, and help with
periodic reporting. Such a network can
also play proxy for lowering the cost of
due diligence. Many of the “new” sources
of interested capital (corporations, family
foundations, donor advised funds, etc.) do
not have the facility or staffing to perform
their own diligence. This is one of the
reasons Toniic was formed—to create a
“self-help” investor network that would share
the diligence effort for interesting impact
investments.

Liquidity mechanisms. Sadly, the more
underserved the market, the less likely there
will be local stock exchanges or other modes
of liquidity to reward investors who take a
risk and the founders of the social enterprise.
There are social stock exchanges that have
been tried in Lisbon, Brazil, and London—
but without some of the market elements
listed above, very few “deals” make it to the
exchange and investor confidence is almost
nonexistent.

Syndication among investors can solve
several challenges present within the

SGB investing process, including risk
management, sufficient capital to support
long SGB development cycles, and higher
touch portfolio management.

“We try hard to syndicate
everything we do; we
wouldn’t want to fully
fund any project.”

- a Social Fund
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The Case for Syndication

Syndication can play a pivotal role in reducing
investment risk and lowering due diligence
costs by bringing more partners to the table
that are aligned across key objectives. The SGB
sector, unlike developed world venture capital,
is much more collaborative and supportive of
sharing successful outcomes. The majority of
organizations we interviewed stated they had
an interest in linking with like-minded investors
to make investments. This key finding of our
research suggests that the obstacles preventing
sector-wide adoption and implementation of
syndication seem to be more logistical than
fundamental.

While developed markets enjoy a path of “up-
round” private equity sources, there is little if any
of this “vertical” ladder for social entrepreneurs
in underserved markets. Much of the capital
formation needed to support social enterprises
will need to be “horizontal.” The hand-off
between investors would not necessarily require
valuation increases; instead, investors may focus
on infrastructure development, capacity building,
or establishment of positive cash flows first,
which are leading indicators of a sustainable
business model that is attractive to follow-on
investors. This hand-off represents a possible
advantage that the SGB sector possesses over
developed markets. While players whose return
expectations necessitate continuous valuation
increases dominate developed markets, the
SGB sector is able to support syndication
starting at earlier stages of the SGB life cycle.
Discussion among members of the ANDE
Capital Aggregation Working Group included
the formation of a “mother-of-all-term-sheets”

to guide phased investment by various capital
sources over time. It was an idea deemed too
difficult. Perhaps a better way to ensure hand-
off of portfolio companies to the next phase

of capital is to encourage the SGB to achieve
operating milestones that set them up as good
candidates for the next round of investment. We
will elaborate on this later.

Our research has identified three common

forms of syndication: internal syndication, co-
investing, and phased investing (see Figure 11).
Co-investing is also referred to as a “one point

in time” form of syndication and occurs when
multiple investors invest at a given stage in the
SGB's life cycle. From an investor’s point of view,
co-investing allows participation in an investment
opportunity without being the sole investor,
bearing all the risk. Also, it allows for a sharing of
deal transaction costs and most likely results in
the SGB receiving a larger capital commitment
than it would otherwise have received from any
single investor. Although co-investing works

well by bringing investors together at a specific
point in time (such as a financing round), it does
not help the SGB throughout the duration of

its life cycle. Unless there is a commitment for
follow-on capital from existing investors, it can
expose the SGB to difficulties when it needs to
raise its next round of funding. For example, if
multiple investors combined to give a soft loan to
an SGB, our data suggests that it is unlikely for
these soft loan providers to engage in later-stage
forms of investments, such as long-term loans

or equity. This assertion is not to detract from the
usefulness of co-investing but rather to suggest
that it is not the most optimal form of syndication
for impact investors.

Internal syndication occurs when a single
investor deploys capital to an SGB at different
points in its life cycle. A foundation extending

a grant that builds basic infrastructure and
capacity, followed by a soft loan from the same
foundation after grant work has been completed,
is one example. Internal syndication benefits
the SGB for the long term because it provides

a steady stream of capital from one known
capital source. Since the investor does not need
to coordinate the terms of the investment with
others, it is also the least complicated form of
syndication. However, internal syndication is
not optimal from a risk management point of
view. By making two different investments in
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the same SGB, it makes the investor’s portfolio
more sensitive to adverse changes in each
SGB'’s performance. While this may not be

as important at the grant level, diversification
preferences may hinder internal syndication at
the subsequent debt and equity phases.

Of the three forms of syndication, we believe
that phased investing is the most effective form.
Phased investing involves two or more investors
investing during different development phases of
the SGB. This form is beneficial for both the SGB
and the investor. By having access to a stable
stream of capital inflow, the SGB is free to focus
on its operations and run itself in a way that
maximizes impact. In addition, having investors
over time that can provide mentoring assistance
is an important asset to the business: these
benefits will be realized in the future by follow-on
investors. In the first phase, the grantmaker can
create greater impact if the grantee continues

to operate after the useful life of the grant. Other
impact investors also benefit from successful
businesses because there are now more robust
investment opportunities to choose from in the
ecosystem.

In an effort to facilitate phased investing

with actionable suggestions, we focused our
research on the investment outcomes that
organizations cited as the most important. We
examined not only return expectations, but also
analyzed the qualitative metrics used to measure
success. We also reviewed term sheets provided
by several project participants, dividing them by
type of capital and exploring the common and
important provisions. We believe that supporting
the expectations of follow-on capital sources can
unite investors throughout an SGB’s lifecycle.

A starting point is articulated in the Appendix,
though further study would make an important
contribution to the sector.

We begin with the grant and soft loan phases.
Aside from philanthropy, these are the first two
funding stages for an SGB. Grants help propel
the business from idea to required infrastructure
and proof-of-concept: Soft loans can be utilized
to help the SGB move to a full operation and

Figure 11

Reasons to
create a syndicate
(it takes two!)

1. Achieve a successful outcome (draw
in or prearrange sources of capital
that are appropriate for SGBs)

. Risk sharing (if more capital is
needed)

. Bring more partners to the table;
source local business leaders and
sector experts

Models of Investing

» Phased Investing (baton pass)—
Different impact investors contributing
capital at each phase of the SGBs’
development cycle. Examples of this
may include:

. Grant (capacity building)

. Soft loan (proof of concept)

. Quasi equity / equity investment
(scale the business)

. Debt provider (long-term, commercial
loan—scale the business)

Co-Investing—Multiple investors
pooling capital to make one type
of investment.

Internal Syndication—An
organization participates in
multiple phases of the same small
and growing business investment
cycle; i.e., providing capital in the
form of a grant that is later
followed by an additional
investment in the form of debt or

equity.
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eventually, a sustainable business. Of the
grantmakers interviewed, the majority stated
that job creation, the number of beneficiaries
impacted per year, and economic development
are the three main outcomes they expect

of the grantees. Soft loan providers shared
these same metrics; however, we found they
preferred businesses that exhibited stable free
cash flows and a plan towards a sustainable
business model. For example, a soft loan
provider may only invest in businesses that are
70 percent sustainable, or that demonstrate
they can generate enough cash from operations
to pay back the loan. Root Capital, a social
fund providing short-term credit to agriculture-
related SGBs, makes investments in coffee
bean growers. The size of their soft loans is
determined as a percentage of the expected
value of the coming year’s harvest. If the coffee
growers cannot demonstrate a history of stable

cash flows or tangible assets to act as collateral,

they are not eligible for Root Capital’s soft loans.
This restriction exists despite any social metrics
that might have been achieved by the coffee
growers through previous grants.

“We would never invest
in a company unless we
have a co-investor.”

— a Social VVenture Fund

As we have described, there is misalignment

of expectations between the first and second
phases of capital. To receive a grant, SGBs
must exhibit that the grant will be used to

meet appropriate impact metrics. However,
because these metrics do not focus on how the
business operates, the achievements of these
social metrics may deter the ability of the SGB
to appear attractive to soft loan providers. It is
assumed that soft loan providers are concerned

with the ability of the business to repay the loan
and generate stable cash flows. We suggest
that to help prepare SGBs for the next phase of
financing, grant makers should add provisions
to grants that better position the SGBs to secure
soft loans. For example, including a condition
that the business must incrementally increase
its percent sustainability (for example, revenues
growing faster than expenses) each year can
help the grantee plan for the next phase of
capital. By having the entrepreneur operate

the business in a way that works toward a fully
sustainable model, the business will be much
more attractive to soft loan providers, thus
allowing the business to continue to make an
impact.

Drawing from an example of an SGB in rural
India that sells water purification devices, we can
follow the trend of syndication. When it receives
a grant, the SGB will need to utilize the funding
to affect the largest amount of beneficiaries
possible. Because the SGB is serving a BoP
market, it must set a low price point to ensure
that its target number of beneficiaries have
access to clean water. In three years, when the
grant money has been depleted, the company
will need to identify new funding sources.
Because of the low price point, the SGB will

not have the required financial metrics such as
stable cash flows to qualify for a soft loan. In
order to continue to operate, its option of last
resort is to reapply for a grant. However, demand
for grant capital appears to significantly exceed
supply, making survival of the SGB much more
difficult.

While requiring SGBs to be financially
independent sounds plausible in theory, the
real challenge is identifying and implementing
appropriate strategies to bring about this result.
In our example, the absence of significant
economies of scale will likely force the SGB

to raise its product price to make its business
more sustainable. However a fewer number

of people may have access to it. Since

this contravenes the core objectives of the
grantmaker, what incentive does the grantmaker
have to implement these terms into their grant
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agreements? While the SGB will be serving fewer
people initially, it will incrementally decrease its
dependence on grants, which will increase its
attractiveness to the next phase of capital and
allow it to make a greater social impact. Instead
of future capital being required for the SGB to
continue operating, it can be used to scale the
SGB. It should be noted that social metrics such
as the number of beneficiaries, job creation,
and economic development grow as a function
of time, and not as a function of the size of an
investment.

The idea of “passing off” terms to prepare
SGBs for the next stage of financing should be
implemented throughout the entire life cycle

of SGBs. After the transition from grants to

soft loans, a common next step is to apply for
trade credit or long-term loans that generally
have higher interest rates and are made in
larger amounts. At this point in its life cycle, the
SGB will need to be fully sustainable and be
able to demonstrate organic growth in order

to be attractive to a commercial loan provider.
Once again, these provisions to become fully
sustainable and to develop plans for growth
can be implemented at the soft loan level. The
goal of securing a commercial loan will have
become a priority for the SGB at a much earlier
point in time. Incorporation of such provisions
will give the SGB more flexibility to structure its
operations in a way that satisfies the objectives
of its future capital source. Instead of rushing
to change the business model (i.e., when the
soft loan is nearing maturity), the SGB will

have several years to transition from a partially
sustainable model to a fully sustained growth
model.

A business needs to be mature enough to
demonstrate strong growth prospects as well as
the ability to scale in order for equity investors

to commit capital to an SGB. Although growth

is important to debt investors, the levels of
growth required by equity investors as well

as the ability to scale are not as crucial for
successful debt investments. At this transition
phase, we recommend that the debt investor
add provisions to its term sheet to address future

financing needs. Specifically, these provisions
could include the necessity for the SGB to trend
toward 20 to 25 percent growth over three to five
years. Around year three, the debt investor could
require a business plan that details how the
business will scale its operations. Both of these
additional terms should increase the probability
of the loan being repaid on time as well as
prepare the SGB for equity investment.

Another argument for syndication from an equity
investor’s point of view is that syndication would
allow a higher level of liquidity in the market.
Equity investors may be in a position to retire the
last portions of debt instruments provided by
earlier syndicate players, converting that amount
to an equity share at a time when the value of

an SGB is higher and its long-term prospects
are more certain. Empirically, SGB investors are
experiencing later time horizons than initially
expected. In part, this is not the choice of the
impact investor community, but a necessity
because of the absence of market mechanisms
allowing for timely exits. Mechanisms to attract
up-round capital need to be created for equity
investors within a syndicate to see a consistent
appreciation of their holdings.

Organizations that primarily invest through equity
(social funds and social venture capital funds),
have high return expectations, with many funds
targeting a market rate of return. In alternative
asset markets, this typically translates to a

22 percent IRR. Although not impossible, it is
difficult to accomplish this IRR on a consistent
basis across developing markets due to the
nature of the social impact sector and its lack of
exit opportunities. As shown in the chart below,
the lifespan of an equity investment is made

in the form of preferred equity, which carries a

6 percent coupon yield. It is assumed by the
investor that the SGB will either be acquired or
the investor’s equity share would be bought back
in five years. Because the investor is targeting

a market rate of return, the assumption is that

6 percent of the IRR will come from an annual
coupon payment, while the rest of the returns will
be generated by the capital appreciation on the
equity at the time of exit.
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Figure 11 Preferred Equity - 6% Coupon
Year 5 6 7 8 9 10 11 12
IRR |[22.00% | 18.45% | 15.98% | 14.15% | 12.74% | 11.62% | 10.71% | 9.95%
Figure 12 Common Equity - No Coupon
Year 5 6 7 8 9 10 11 12
IRR |[22.00% | 18.02% | 15.26% | 13.23% | 11.68% | 10.45% | 9.46% | 8.64%

As illustrated in the Preferred and Common
Equity tables above, the IRR is cut in half after
year 11. While this may seem extreme, our
research suggests that it is not unusual to see
an investment’s time horizon extend far further
than expected. Even if the exit is delayed by two
years, the fund will underperform its benchmark
by more than 5 percent.

In the first example, the annual dividend

payout helped cushion the IRR decay, since
the investor receives the dividend as long

as the equity is held. If there is no dividend
instrument to the investment, the IRR decays at
a much more alarming rate, resulting in the fund
underperforming its benchmark by more than
7.5 percent if the exit is delayed by two years.

Some financial-first investors have accepted

22 percent as a performance benchmark in

the impact sector because 22 percent is the
benchmark for other alternative asset classes
such as hedge funds, private equity, and venture
capital. These return expectations are driven by

the risk that is involved in each investment, thus
resulting in a higher expected return than other
traditional asset classes such as public equity
and fixed income. However, as modern portfolio
theory continues to make advances in defining
risk, new innovations in quantifying risk could
prove to benefit the impact sector.

“Additional sources

of capital are usually
welcome... But if you are
asking if there is need

for a Goldman Sachs

for Impact Investing, the
answer is yes.”

— a Social Fund
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Impact-first versus
Financial-first

“Financially focused
companies have more
of a chance of reaching
scale and social impact.”

— a Social Venture Capital
Fund

Drawing a distinction between “impact-first”
and “financial-first” investors is important

to understand the potential for syndication.
“Impact-first” investors such as foundations
and nonprofits state that the primary goal

of their investment is to drive social benefit.
We observed that because market rates of
return have not typically been experienced in
underserved regions of the world, having a
financial-first approach could disqualify worthy
businesses in the social capital sector from
funding. However, many organizations we
interviewed believe that financial-first metrics
enable SGBs to grow and ultimately benefit the
most number of people.

Financial-first investors argue that any business,
whether social or profit focused should
ultimately transition to a company that can
scale and provide returns to its investors. It is
not sustainable for a business to depend on
contributed income from grants, government
subsidies, or soft loans. Because the
investments made by financial-first investors are
generally in the form of quasi-equity or equity,
these investors attempt to augment their risk

by playing a much more active role guiding the
operation of the SGB. Guidance takes the form
of board representation and regular mentoring.

Financial-first investors also state that because
expected returns can be generated through
scaling the business (a stage of the SGB life
cycle that impact-first investors typically do not
participate in), they allow the SGB to reach more
people and therefore create more social impact
than an impact investor may create.

Our research indicates that nearly all of the
currently utilized social return metrics can be
grouped into three categories: depth impact,
scale impact, and overall economic impact. (For
a comparison of depth and scale impact see:
Desa, G. and Jim Koch, Scaling Social Enterprise:
A comparative study of Naandi and Drishtee in
rural India, New York Stern Conference on Social
Entrepreneurship, November 3-4, 2010.) Depth
impact refers to the degree to which a person’s
life is affected and subsequently improved by
the goods or services of an SGB. Scale impact
refers to the number of people whose lives

are impacted. Although the goal is to achieve
superior ratings in both metrics, an SGB typically
starts out addressing one, with the intention of
ultimately moving to a model to address both. It
should be noted that although overall economic
impact is an organizational metric listed by
many investors, it appears to be a qualitative
metric that can often overestimate the amount
of economic development attributable to the
investment in the SGB.

There is a fourth dimension to social impact

that seems to be overlooked by both impact
and financial-first investors: the operating life

of an SGB. An organization’s ability to sustain
long term is typically not factored into the social
impact that is being made by an SGB. It is
implicit that an SGB will increase the number

of beneficiaries the longer it has been in
existence; neglecting to factor in longevity vastly
understates the impact of mature SGBs.

To illustrate depth and scale impact, we examine
two social enterprises, D.Light and Anudip.
D.Light is a social enterprise that operates in 20
countries and provides solar flashlights at very
low cost, allowing its product to positively impact
the BoP market. Anudip works in India providing
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skills development to people living below

the poverty line, placing them in knowledge-
economy jobs or businesses. Although Anudip
makes a deep impact on the lives of its target
market, its scale cannot approach the number of
people that D.Light can reach, given the nature
of its service and skills development model. Both
of these SGBs are important and can create
overall economic impact.

Anudip is an example of a livelihood services
organization employing an earned income model
to sustain its operations. As of 2011, Anudip

has been operating through donations and
grants from India and U.S.-based organizations
whose foci have been primarily social impact.
Anudip has successfully trained and placed
more than 5,000 youth and women in jobs which
have more than tripled their daily incomes. After
achieving the milestones laid out by its initial
grantmakers (training X number of people and
becoming Y percent sustainable), Anudip is now
applying for a long-term loan with the intention of
becoming fully sustainable in the next few years
and scaling to other regions in India. As Anudip
achieves its goal of 100 percent sustainability,

it will become more attractive to financial-first
investors. Financial-first investors will likely

look at scaling the business to even further in
order to generate cash flow with lower expense
ratios, which can achieve a competitive return in
addition to social impact.

Assume that by year seven, Anudip is
completely sustainable and receives an equity
investment that allows it to scale and guarantees
that it will continue to operate for another five
years. During those five years, Anudip could
penetrate other regions, eventually scaling
throughout India and moving into other nearby
countries. It could be expected that from a depth
impact and scale impact point of view, social
impact will increase at a rate that will be less
linear and more exponential.

Consider what would happen if Anudip was not
successful in becoming 100 percent sustainable
by the time that the loan needs to be repaid. It
would not qualify for investment from financial-

first investors, resulting in a need to apply for
another grant or soft loan. Since the previous
soft loan was given under the assumption of
becoming fully sustainable, the odds of receiving
another loan are low. From the grantmaker’s
perspective, the demand is simply too high for
foundations to give another grant to an SGB that
was not able to capitalize on the first grant. For
example, if Anudip were to go to a foundation
and request a grant, the foundation would have
to decide whether their capital should go to
Anudip, or to the many new social enterprises
that claim that their business will be the next
D.Light or BetterWorldBooks. Because the
business is not fully sustainable, it would be only
a matter of time before cash flow problems force
Anudip to shut down.

“It is critical to have
different types of funders
at different points in the
social enterprise’s life
cycle. That allows for
making the enterprise
replicable, sustainable
and thereby scalable.

We would love partners
that can do the follow-on
investments”

— Radha Basu,
Founder of Anudip

So, assuming an equity investment guarantees
that Anudip can operate for another five years,
what is the social value of those five years?
Anudip projects that over five years it will have
cumulatively generated 40,000 new livelihoods.
Because Anudip’s forecasting assumes that
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each person who is trained and placed in a

job is a member of a family of six, the result is
an estimated 240,000 lives positively impacted
with the use of investment proceeds. The

vast majority of Anudip’s trainees are the sole
income earners in their families. While the unit
economics of D.Light is a calculation of the
number of products it sells, the unit economics
for Anudip has to be calculated taking the
income earned over the person’s lifetime and the
purchasing power it brings the local community.

If Anudip is not sustainable, how many grants
must a foundation give in order to affect the
same amount of people? Since Anudip impacted
30,000 lives in its first five years of operations
(5,000 people trained times six members in each
family), it follows that the foundation would have
to give grants to six entrepreneurs in order to
achieve the impact Anudip would scale to in its
second five years.

This also assumes those six businesses can
operate with the same efficiency as Anudip
and will each help 30,000 people over the next
five years, coming close to matching Anudip’s
projected 240,000 people. It should be noted
that Anudip is forecasting this overall economic
impact assuming they get approved for a

loan and additional equity funding. An equity
investor may push Anudip to scale even more
quickly. Although Anudip does not represent
the social sector as a whole, it is interesting to
note that an investment made in year five has
six times the social impact as an investment
made at inception. The point is to illustrate

that although an SGB may be designated as
financially focused, its social impact can also be
substantial.

Although the merit of impact-first versus
financial-first business models can be debated,
investors pursuing both aims are dependent
on each other to achieve success. Financial-
first impact investors would have little deal flow
if it were not for the first loss and development
capital preceding their investments. Because
social venture capital funds have obligations

to their limited partners, they cannot afford to

invest first loss capital into a company with
merely hope of it becoming investment ready in
the future. Impact-first investors are reliant on
financial-first investors to pick up where their
grant or soft loan capital ends and take the SGB
to the scaling phase to maximize social benefit.

Many early stage participants end their capital
support before an SGB has reached self-
sustaining operations. We suggest this is due
to the lack of time and resources rather than a
perceived lack of importance. The number of
start-up SGBs in their first year of businesses is
an order of magnitude larger than the number
of SGBs who have been in operation for at least
one year making it difficult for those deploying
capital at the beginning of the SGB life cycle

to expand their focus further down the road
without neglecting the SGBs at the beginning
who are seeking funding. Although impact
investors should guide their investments to
success beyond the effective use of their capital,
coordination with financial-first investors is the
most important step.

Organizations with stable sources of capital

or longer-term endowments (e.g., Omidyar
Network and Rockefeller Foundation) are less
risk averse when making investments. Hence,
organizations that are required to raise capital on
an annual basis or frequent basis are much more
cautious in their investment decision as poor
performance makes a future raise difficult. Thus,
these organizations should focus on short-term
loans when syndicating with other investors.

By focusing on investments with a short time
horizon, the nonsystematic risk factors that are
associated with raising capital on an annual
basis are less likely to affect the success of their
portfolio SGBs. If those organizations (e.g., Root
Capital and Grassroots Business Fund) with less
predictable capital flows were to invest in long-
term convertible debt or equity instruments, the
volatility of those returns could adversely affect
their ability to raise future capital.
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Examples from the Field

Investor Syndication Example
by Gray Ghost Ventures

A syndication example shared by Gray Ghost
Ventures highlights how one investor was able

to horizontally aggregate capital. Arun Gore,
managing director and principal of Gray Ghost
Ventures, offered to discuss his firm’s experience
with syndication, in this case, with their
investment in D.Light Designs.

Gray Ghost was the first investor in D.Light,
following D.Light’s initial grant phase, and
invested by using a convertible note that

gave Gray Ghost a seat on D.Light's Board

of Directors. When D.Light was ready to raise
capital in a Series A equity offering, Gray Ghost
informed other investors such as Omidyar
Network and Acumen Fund, leading to broader
participation in the equity offering. In each
subsequent phase of the business life cycle,
Gray Ghost worked closely with D.Light to attract
new investors and increased its own investment
in D.Light.

In this example, the benefits of syndication can
be evaluated from financial and operational
perspectives. Financially, Gray Ghost benefited
from the company development enabled by

its initial grant. Later, Gray Ghost’s decision to
reach out other like-minded investors resulted
in D.Light raising more capital than it may have
been able to raise from any single investor.

This allowed D.Light's management to focus

on running the business rather than finding its
next source of capital. Gray Ghost also assisted
in attracting new investors by willingly sharing
its due diligence and verification with follow-on
investors. Spreading investment risk and its due
diligence is a benefit for investors participating
in this syndicate.

Operationally, syndication allows greater
diversification of investors in ways that can
favorably impact the SGB. When D.Light
decided it wanted to expand to Africa, it
approached its investors for assistance.
Although Gray Ghost did not have expertise
working in Africa, it called on Acumen Fund,
which had multiple investments in Africa and
was able assist D.Light in hiring a local work
force as well as in creating local distribution
networks. As SGBs saturate their local markets
and pursue opportunities to scale their
operations, investor expertise could prove to be
pivotal in determining whether or not the SGB
can successfully penetrate new markets.

Investor Syndication Example
by D.Capital Partners

To illustrate the impact that local business
leaders can have on a business, we highlight
the efforts of D. Capital Partners. D. Capital

is a global advisory firm that assists private
investors, family offices and foundations put
capital to work in emerging markets through
impact investments. For this study, we will be
focusing on one of their client’s investments in

a South American fruit exporter to demonstrate
how bringing together a syndicate that can offer
complimentary skill sets adds beneficial value to
an SGB.

D. Capital is the investment advisor to a

private foundation that makes investments in
agribusinesses and supply chain businesses

in developing countries. The foundation had
historically been active in the primary production
of a fruit value chain and was interested in
vertically integrating into the packaging and
exporting business. Together with its client and
various network contacts, D. Capital identified
and convened different business leaders active
or interested in co-investing alongside the
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foundation in the investment target that was
identified through a diligent vetting process.
Though the private foundation kept social impact
at the top of its decision, each member in the
syndicate viewed this as a good investment
opportunity.

D. Capital did not have a presence near the
business and thus the involvement of the two
local business leaders was crucial for several
reasons. First, it was the local leaders who
helped traverse the company through the
complex legal system of the country where it
operated. One business leader brings rigor
around financial processes while the other
brings a level of operational acumen to the team.
The two local business leaders play integral
roles on the audit committee of the business.
By working so closely with the business, the
business greatly benefited from a financial

and operational standpoint and the business
has grown significantly since the start of D.
Capital’s client investment and involvement.
The local business leaders understand the local
business environment and have been able to
add significant local knowledge to the investor
syndicate.

In addition, it provided corporate governance
measures for the business and mentoring
assistance that proved valuable to the business.
Through the use of partnerships and the creation
of a syndicate bringing in local experts, D.
Capital Partners enabled the business to grow
from a small, cash break-even business to a
scaling and profitable, medium-sized company.

Capital Aggregator Example
by Toniic

Toniic was formed in 2010 as an international
network of impact investors, primarily comprised
of individuals (impact angels). It is structured
as a member network and does not aggregate
capital into a fund. Instead, Toniic promotes
syndication of member investment appetite into
SGBs within its robust deal flow. Investment
candidates are collectively sourced from

members. This brings existing diligence

and an existing working relationship with the
entrepreneur to the investment consideration.
A committee screens the nominated SGBs and
the most promising are discussed at monthly
member meetings. Members also share best
practices and experience. Toniic is also an
example of an early stage effort to facilitate
syndication across key investment terms.
Given the active profile of Toniic’s staff and
management team, they are regularly made
aware of opportunities across multiple sectors,
which is added to the screening process.

The membership now includes several impact
funds and family foundations, some of who were
interviewed for this report. Members benefit
from a deal flow they would not have sourcing
on their own. It is a huge strength. An SGB

is not a “Toniic deal’ unless at least two Toniic
members have syndicated their investment.

The pace of Toniic syndication over the past 12
months places Toniic as one of the most active
organizations in impact investing.

Toniic foresees more opportunities for phased-
investing as SGBs in the marketplace mature.
Because Toniic's members range from wealthy
individuals to social venture capital funds, they
provide enough diversity for Toniic to facilitate
multiple phases of the syndication process. In
addition, Toniic members enjoy reduced pre-
investment costs when they share in deals with
other investors. Although the value is difficult to
quantify, Toniic members share due diligence
and other key insights about the SGBs with one
another, greatly decreasing the up-front work
required by an interested investor.
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Appendix

Figure 14. lllustration of Phased Investing
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Comparison of Terms and Suggestions for Transition
Milestones Encouraging Syndication

Existing:

Suggested Additions for Transition:

Grant Milestones

» Product or service formation

» Job creation

» Target beneficiaries and affordability are
identified

» Beneficial outcomes are delivered and
measured

» Required infrastructure (plant, equipment,
distribution lines, etc.) is built

Transition from Grant to Soft Loan

» Revenue absorbs 70% or greater of
operating expenses

» Scale: revenue is growing faster than
expenses

» Banking relationship is established

» For-profit accounting standards in place

» Management team is built-out

» Legal and tax structure is formed

Soft Loan Milestones

» Book value of assets is maintained

» Receivables are growing faster than
payables

» Revenue is at 70% of expense

» Clear path to cash flow break even (CFBE)

» Product or service replication is established

Transition from Soft Loan to Quasi Equity/
Equity

» Business plan and forecast for growth is in
place

» Enterprise value is measured

» Core economic unit is established
(minimum operations required for
profitability)

» An independent governance structure is
formed

» Critical supplier contracts are completed

» Critical distribution contracts are completed

» Key customer agreements are in place

Quasi-Equity / Equity Milestones

» Proven social return

» Favorable margins (gross, operating, and
profit)

» Strong 3-year business plan

» 3 year growth forecasts

» Legal structure that allows equity

» Critical customer and supplier contracts in
place

» Independent governance structure

Transition from Equity to Commercial Loan

» Established banking and credit relationship
» Quick ratio of 1.5 or greater

» Greater than 10% net profit margins

» Greater than 20% revenue growth
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Acronyms

ANDE - Aspen Network of Development
Entrepreneurs

BoP - Base of the Pyramid
CDO - Capacity Development Organization
CSR - Corporate Social Responsibility

CSTS - Center for Science, Technology, and
Society

GSBI - Global Social Benefit Incubator
NGO - Non-governmental organization

SGB - Small and Growing Business

Glossary of Terms

Base of the Pyramid: The “base of the pyramid”
describes groups of people in emerging markets
who earn less than $3,000 a year (World
Resource Institute).

Capital aggregator: An entity responsible for
identifying suitable investment opportunities for
its clientele. This differs from a social fund in that
the capital aggregator serves as an advisor and
does not have discretion over investor funds.

Co-investing: Multiple investors pooling
together capital at one point in time to make a
combined investment in an SGB.

Commercial loan: A debt instrument with a
longer maturity and an interest rate that is more
reflective of the risk associated with the SGB.

Convertible debt: A debt instrument that carries
the option of being traded in for an equity
interest in the SGB.

Family home office: An investment entity set up
by a high net worth individual in order to execute
the investment objectives of the individual.

Horizontal aggregation: The process of
syndicating distinct pools of impact capital
matched to the various growth phases of an
SGB'’s development.

Impact investing: Actively directing capital
toward businesses that generate social and/or
environmental good.

Internal syndication: \When a single entity
participates/invests in multiple phases of a
single SGB (i.e., initially giving an SGB a grant,
followed by a soft loan at a future financing).

Non-governmental Organization: An
organization that is registered as a nonprofit
entity according to the rules/regulations of the
country in which it is based.

Small and growing business: Commercially
viable businesses that have significant potential
for growth and social impact in the area where
they operate. Typically they seek capital from
$20,000 to $2 million (as defined by ANDE).

Social fund: An investment entity that is focused
on a social impact but has an obligation to its
investors to generate a below market rate return.

Social venture capital fund: An investment
entity that is focused on social impact but
generally aims to generate a competitive market
rate return.

Soft loan: A short-term debt instrument (usually
one- to three-year maturity) that carries a below
market rate of interest.

Syndication: Two or more investors agree to
support the same investment either at moment
in time or with staged investment based on
milestones.

Trade Credit: When a supplier of goods or
services provides credit to a customer, allowing
the customer to pay for the goods or services at
a later date.




_ ‘ Coordinating Impact Capital

References

1. Anudip Foundation, Anudip Retrieved from
http://anudip.org/

Lo

“Aspen Network of Development
Entrepreneurs 2010 Impact Report,” The
Aspen Institute.

3. Dalberg Global Development Advisors,
“Capital Aggregation Briefing Paper for
ANDE Conference Session,” 2009.

4. D.Light Designs, D.Light Retrieved from
http://www.dlightdesign.com/home_global.

php

5. “Guide to Impact Investing,” Grantmakers in
Health, May 2011.

6. “Impact Investing in Emerging Markets,”
Responsible Research and WillowTree
Impact Investors, May 2011.

7. “Impact Investments: An Emerging Asset
Class,” J.P. Morgan, November 2010.

8. Impact Reporting & Investment Standards.

9. “Investing for Impact - Case Studies Across
Asset Classes,” The Parthenon Group and
Bridges Ventures, March 2009.

10. “Investing for Social and Environmental
Impact: A Design for Catalyzing an Emerging
Industry,” Monitor Institute, January 2009.

11. “Scaling Social Enterprise: A comparative
study of Naandi and Drishtee in rural India,”
Desa, Geoffrey and Koch, Jim, October
2010.

12. “The Next 4 Billion: Market Size and Business
Strategy at the Base of the Pyramid,”
Hammond, Allen, William J. Kramer, Julia
Tran, Rob Katz, and Courtland Walker. World
Resources Institute and International Finance
Corporation, March, 2007



my:._ Santa Clara
, an University

Center for Science,
Technology, and Society

We invite reader comments.
Please direct queries about this report to its lead authors at sts@scu.edu.

Online version available at www.scu.edu/socialbenefit

Santa Clara University — 500 El Camino Real, Santa Clara, CA 95053 — www.scu.edu





