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CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

CONTEXT

The interest  and growth in  impact  and values -

based investing is  on the r ise .  

Part  of  what  is  mot ivat ing th is  growth is  a  recognit ion that  capital ism

is  fa i l ing  to  dr ive  towards or  create  a  world  consistent  with  our  values

and societal  ambit ions .  Part  of  th is  is  because markets  and businesses

frequently  ignore and do not  pr ice - in  negat ive  external i t ies  that  occur

as  a  result  of  their  operat ions ,  which has  perpetuated chal lenges l ike

cl imate change ,  inequal i ty ,  and resource scarc ity .  At  the same t ime ,

the world  is  recogniz ing that  we are  not  ef fect ively  posit ioned to

combat  the systemic  and press ing societal  chal lenges that  lay  ahead

of  us  with  h istor ical ly  common tools .  After  avai lable  publ ic ,

phi lanthropic ,  and quasi -publ ic  dol lars ,  we st i l l  face an est imated

$2.5T capital  gap1  in  address ing the United Nat ions Sustainable

Development Goals ,  a  g lobal  agenda adopted in  2015  out l in ing a  v is ion

to end poverty ,  protect  the earth ,  and promote global  people  and

prosper ity .  

There is  widespread recognit ion that  tradit ional

philanthropy or  government support  is  not

capable  of  dr iving the change necessary given

l imitations in  scale  and structure .  As  such ,  we

have turned to  tradit ional  capital  markets  in

hopes of  their  help  and support ,  in  the  form of

impact  and ESG -al igned investing ,  to  both stave

off  future  social  challenges and solve  for  exist ing

ones .
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CONTEXT

Within  the broader  conversat ion on impact  invest ing ,  i t  is  important

to h ighl ight  the role  of  pr ivate  equity  and pr ivate  investment

speci f ical ly ,  because i t  has  a  cr i t ical  and possibly  outs ized role  to

play .  In  compar ison to  average investors  in  publ ic  companies ,  pr ivate

equity  investors  can direct ly  and acutely  inf luence the act ions of  the

companies  they invest  in .  Due to  th is  pr incipal -agent  governance and

ownership  dynamic ,  pr ivate  equity  investors ,  in  theory ,  have the

potent ia l  to  inf luence impact  within  their  investments ,  and therefore

it  is  important  to  understand how they are  engaging in  impact -

forward invest ing .  As  the investors  that  set  the tone for  how a

business  operates  and scales  over  t ime ,  they have the potent ia l  to

inf luence the nature  of  what  the publ ic  companies  of  the future  look

l ike .

Aside f rom altru ism and l imited partner  inf luence ,  there  is  another

value proposit ion for  pr ivate  equity  to  engage with  impact  and values -

based invest ing .  G iven growing v i l i f icat ion of  the industry ,  pr ivate

equity  is  in  desperate  need of  a  rebrand .  I t ’s  negat ive  attr ibutes  (e .g . ,

cost  cutt ing ,  job losses )  are  f requently  h ighl ighted by more left -

leaning pol i t ical  players ,  and investors  (e .g . ,  l imited partners )  and

other  stakeholders  (e .g . ,  customers ,  communit ies ,  companies )  wi l l

cont inue to  demand more transparency and accountabi l i ty .  With  a

potent ia l  shi f t  in  the federal  administrat ion ,  i t  is  in  the pr ivate  equity

industry ’s  best  interest  to  def ine their  value proposit ion for  good ,  to

ensure their  long -term v iabi l i ty  and posit ive  favor  with  the

government  and other  stakeholders .  In  part ,  th is  may be what  is

motivat ing some PE players  to  enter  the impact  invest ing space now .

Regardless  of  intent ional i ty ,  we can use th is  momentum to dr ive

towards a  pr ivate  equity  sector  that  is  more responsible  and impact -

forward in  nature ,  in  hopes that  i t  can help complement  progress

made towards a  more just ,  equitable ,  and safe  world .
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“ Impact”  and “values”  are  subject ive  concepts  open to  h igh degrees of

indiv idual ized interpretat ion .  As  such ,  i t  makes the impact  and values

invest ing space i tsel f  –  with  l imited overs ight  or  standardizat ion

requirements  to  date  –  hard to  def ine .  I t  is  often unclear  who exactly

is  an impact  invest ing f i rm or  fund ,  and who is  on the path to  being

“values -al igned .”  There  has  also been the emergence and growing

adopt ion of  environmental ,  social ,  and governance (ESG )  standards

within  the pr ivate  invest ing community ,  as  a  way to  both mit igate

outs ized r isk  and dr ive  value within  investments .

ESG and impact  invest ing are  def in it ional ly  not  the same thing and do

not  seek to  opt imize for  the same outcomes ,  yet  in  order  to  engage in

the quest ion of  what  role  pr ivate  investors  can play  in  helping to

mit igate  and also solve  for  societal  chal lenges ,  both concepts  are

relevant  to  consider .  

As a  start ing framework ,  i t  is  useful  to  consider

impact  on a  spectrum ,  and recognize  that  unique

investors  and f irms are  at  different  stages and

have different  ambit ions for  impact  in  their

operations .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

OVERVIEW OF
IMPACT PE

Defining " impact ,"  " impacting investing ,"

and "environmental ,  social ,  and

governance"
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ESG and impact  invest ing are  def in it ional ly  not  the same thing and

do not  seek to  opt imize for  the same outcomes ,  yet  in  order  to

engage in  the quest ion of  what  role  pr ivate  investors  can play  in

helping to  mit igate  and also solve for  societal  chal lenges ,  both

concepts  are  relevant  to  consider .  As  a  start ing f ramework ,  i t  is

useful  to  consider  impact  on a  spectrum ,  and recognize  that  unique

investors  and f i rms are  at  d i f ferent  stages and have di f ferent

ambit ions for  impact  in  their  operat ions .

I f  we then conf late  th is  impact  spectrum with how impact  is

manifest ing in  f i rm focus and act iv i t ies ,  we then begin  to  see

var iet ies  of  ESG and impact  invest ing or ientat ion across  f i rms .  In

explor ing th is  space ,  i t  is  ev ident  that  there  are  d iv is ions between

ESG and impact  investors  –  each f requently  d iscredits  the other  as

real ly  moving the needle  f rom an impact  and values perspect ive .

Many impact - focused experts  in  the f ie ld  might  take issue with

putt ing ESG and impact  invest ing on a  s imi lar  spectrum ,  but  for

purposes of  lay ing out  the space for  th is  paper ,  i t  is  a  re levant

framing that  h ighl ights  that  each has a  role  to  play  in  helping to

better  our  society .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

IMPACT FRAMEWORK
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This  f raming f rom the Impact  Management  Project  is  helpful  in  that  i t

recognizes  that  investors  can engage with  impact  with  vary ing degrees

of  intensity  and focus .  I f  we th ink about  the goal  of  t ry ing to  mit igate

and solve for  negat ive  societal  and environment  outcomes ,  the

ult imate goal  should be to  br ing as  many investors  and f i rms onto th is

spectrum as  possible .  I f  the  ent i re  pr ivate  equity  industry  can get  to

‘A , ’  that  can possibly  have more net  impact  and posit ive  ef fect  than

only  a  smal l  subsegment  of  the industry  who is  play ing in  ‘C . ’  Further ,

in  an industry  that  is  bound by f iduciary  obl igat ions to  maximize LP

interests  and is  often ret icent  to  change ,  some have posited an ear ly

theory  that  perhaps the pr ivate  equity  community  could be th inking

about  engaging in  impact  as  an “adopt ion curve .”  This  f raming inv ites

more investors  to  begin  to  engage with  impact  or  values -al igned

invest ing in  a  way that  makes the most  sense for  them ,  to  at  least

begin  them on the “ journey”  o f  th inking beyond just  near -term prof i ts .

I t  feels  unreal ist ic  that  overnight  a  f i rm is  going to  seek to  evolve i ts

focus to  a  be a  ‘B ’  or  ‘C ’  p layer ,  but  perhaps incremental  adopt ion

towards ‘A ’  can then move the f ie ld ,  over  t ime ,  towards ‘B ’  and ‘C . ’

I f  we then conf late  th is  impact  spectrum with  how impact  is

manifest ing in  f i rm focus and act iv i t ies ,  we then begin  to  see var iet ies

of  ESG and impact  invest ing or ientat ion across  f i rms .  In  explor ing th is

space ,  i t  is  ev ident  that  there  are  d iv is ions between ESG and impact

investors  –  each f requently  d iscredits  the other  as  real ly  moving the

needle  f rom an impact  and values  perspect ive .  Many impact - focused

experts  in  the f ie ld  might  take issue with  putt ing ESG and impact

invest ing on a  s imi lar  spectrum ,  but  for  purposes of  lay ing out  the

space for  th is  paper ,  i t  is  a  re levant  f raming that  h ighl ights  that  each

has a  role  to  play  in  helping to  better  our  society .
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Differentiate  amongst  LPs

Bel ief  that  responsible

business  is  good business

Mit igate  outsized

catastrophe or  reputation

risk

Increase revenues (e .g .  a l ign

with consumer sentiment)

Decrease costs  (e .g .  energy

eff ic iency savings"

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

ESG FOR RESP .

BIZ

ESG TO DRIVE

VALUE
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a n d  a d d  b u s i n e s s  v a l u e

I n c l u d e  e n v i r o n m e n t a l ,

s o c i a l ,  a n d  g o v e r n a n c e

f a c t o r s  i n  i n v e s t m e n t

d e c i s i o n -p r o c e s s  - -

p r i m a r i l y  t h r o u g h  n e g a t i v e

s c r e e n s

C o n s i d e r  v a l u e s  a n d  i m p a c t

f r o m  t h e  v a n t a g e  o f  c r e a t i n g

a  "r e s p o n s i b l e  b u s i n e s s"

t h r o u g h o u t  o p e r a t i o n s

I n t e n t i o n a l  i n v e s t i n g  t o  a d v a n c e

a n  i m p a c t  t h e s i s  o r  a r e a  - -  i m p a c t

d e f i n e d  w h a t ,  w h o ,  h o w

"We want  to  increase access  to

qual ity  education"

"We want  to  advance the SDGs"

Value impact  returns

Move more capital  towards a

specif ic  impact  objective  

Differentiate  amongst  LPs

Impact  measurement

Post - investment  impact

management strategy/plan

Investments  in  EdTech that

advance education access

Investments  strategic

management of  vulnerable

population housing

" I  and/or  my stakeholders

bel ieve in  responsible

business ,  and want  to  use

our  ownership to  create

values  al igned ,  responsible

operating businesses ."

B -Corporation

cert i f ication

Stakeholder  reports

"Responsible  business"

target  projects

Business  with  "good jobs"

Responsible  energy use ,

minimal  pol lut ion

contribution

Industry  ESG reporting - -

e .g .  SASB 

ESG team/function

Portfol io -specif ic  ESG

targets

Energy eff ic iency targets

Board/employee diversity

plan

" I  want  to  mit igate  the

business  from outsized

environmental/social  r isk"

" I  see  ESG as  a  way to

create  direct  value in  my

investment"
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As we move from left to right, we drive

towards more intentional and net

positive social impact. 

Within ESG (first three segments in the

visual above), there are different

approaches and varieties. On the left, we

have the least engaged variety of ESG

investing, wherein firms do it primarily to

meet limited partner demands or raise

capital from ESG-minded investors. As you

move to the right, we start to have more

engaged ESG approaches that seek to

authentically create value, mitigate risk,

and intentionally drive towards

responsible business practices. 

There are many firms that are starting to

integrate ESG as a core “value creation” or

operations component of managing their

investments. These firms both seek to

both mitigate outsized ESG risk within

their portfolio and also seek to drive

company performance with ESG. To the

latter point, firms begin to see

incorporating ESG policies, standards, and

initiatives actually improves top-line

performance (e.g., drives revue due to

taking favorable action in the eyes of the

customer) and improves bottom line (e.g.,

cuts energy costs). 

Overall, the widespread proliferation of

ESG has been a budding movement for

decades and so to the extent that we can

get private equity investors engaging and 

then ultimately pushing to the right over

time, it is a net positive for impact

objectives overall.

There is a big chasm between ESG and

impact investing. While not universal, one

way to conceptualize the difference between

more active ESG investors and impact

investors is that ESG is more focused on the

operations of a company and responsible

business practices, versus impact investors

are frequently proactively solving an impact

challenge through the product or solution of

a company or investment. Within the impact

investing category (far right), there exist a

lot of readings and debate on the formal

definition of impact investing. For purposes

of this paper, we will use a simplified, overly

inclusive definition that is: an investor who

seeks to intentionally invest to advance a

specific impact thesis or area. For example,

a firm could say “we seek to advance to

advance the Sustainable Development

Goals” at a broad level, or “we seek to

advance inclusive access to quality

education.” Some firms have specific impact

funds that sit alongside their normal

investing strategies (e.g., TPG Rise, Bain

Double Impact, KKR Global Impact), and

some are impact investors across their

entire firms (e.g., Bridges Ventures, HCAP).

Depending on the DNA and origins of the

firm, firms have chosen different strategies

here.

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

EXPLORING THE IMPACT TECH SPECTRUM
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IMPACT FOCUSED FIRMS

While  noteworthy that  there  are  f i rms and funds who have dedicated

themselves  to  being impact  focused ,  i t  is  worth apply ing a  cr i t ical  eye

towards these players  to  understand what  “ impact”  they are  real ly

dr iv ing .  As  on industry  expert  noted dur ing an interv iew ,  “ I t ’s  possible

to have a  social ly  responsible  PE f i rm ,  such as  one doing social ly

responsible  asset  management ,  or  invest ing in  minor ity -backed and

governed businesses ,  or  invest ing in  entrepreneurs  of  color .  But  to  be

a truly  catalyt ic  PE f i rm –  i t ’s  hard to  do in  the venture  and PE space .

So these k inds of  f i rms can seek to  do no harm ,  but  do you real ly  cal l

that  impact?”  For  example ,  consider  some of  the investments  of  the

impact  funds noted above :

 •  Bain  Capital  Double  Impact  invested in  Impact  Fitness ,  a  franchise  of

gyms that  operate  at  affordable  price  points  within  underserved

communit ies .  This  investment  seeks to  address  some of  the  key barr iers

to  health  and wellness  by increasing accessibi l ity  to  f itness  activit ies

•  The TPG Rise  Fund invested in  EVERFI ,  a  digital  learning platform that

offers  onl ine  curr iculum for  schools  and boardrooms (among others) ,

that  seeks to  empower organizations everywhere to  engage on cr it ical

topics  and opens education to  al l

•  KKR Global  Impact  Fund invested in  Barghest  Bui lding Performance ,  an

energy savings solution for  Heating ,  Venti lat ion and Air  Condit ioning

systems in  commercial  and industr ial  bui ldings

These investments  advance Sustainable  Development Goals ,  but  at  the

same t ime ,  they are  contr ibut ing to  solut ions that  only  incremental ly

move the needle  and result  in  impact  that  l ikely  would have occurred

regardless  of  the impact  investor ’s  investment .  As  a  f ie ld ,  i t  is  worth

quest ioning whether  the work and posit ioning pr ivate  capital  impact

invest ing is  real ly  suf f ic ient ly  address ing the $2.5T funding gap in

addressing the Sustainable  Development Goals .
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To demonstrate  how pr ivate  equity  capital  is  fa l l ing  short  on th is

mandate ,  consider  the fol lowing def in it ional  components  of  the

impact  of  an impact  investment ,  as  def ined by the Impact

Management Project :

On the left ,  we have the di f ferent  components  of  impact .  An impact

investor  should be able  to  def ine these elements  of  their  impact  thesis .

When we dive  into  the component  of  contr ibut ion (which is  sometimes

referred to  as  addit ional i ty  in  other  impact  invest ing def in it ions ) ,  we

can start  to  see where pr ivate  equity  investments  fa l l  short .  The

concept  of  contr ibut ion relates  to  how much an impact  investment  is

creat ing net  new change f rom occurr ing .  In  other  words ,  would the

impact  have occurred already had an impact  investor ’s  capital  not  been

in  the deal?  An impact  investment  can have contr ibut ion in  the form of

s ignal ing  ef fect ,  investment  engagement ,  f lex ible  capital ,  and new

market  development .

Source :  Adapted from the Impact  Management

Project

DEFINING IMPACT

INVESTING
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DIVING INTO IMPACT

INVESTING DEFINITIONS
When we dive  into  these def in it ions ,  we can start  to  art iculate  where

pr ivate  equity  impact  invest ing fa l ls  short :

•  S ignal ing effect :  PE  impact  investments  can absolutely  have s ignal ing affect

that  ult imately  drive  more impact .  For  example ,  the  presence of  a  legit imate

investor  (e .g . ,  Bain  Capital  or  KKR)  in  a  deal  can s ignal  to  other  investors  and the

market  that  the deal  is  a  legit imate investment opportunity  in  spite  of  i t  also

being an impact  opportunity .  I t  can also  s ignal  to  the company and the market

broadly  that  impact  is  going to  be  a  pr ior ity  for  the company going forward .

•  Engagement :  PE  impact  investment can drive  contribution and addit ional ity

through their  engagement with  their  investments .  In  part ,  this  is  what  makes

private  equity  a  compell ing asset  class  for  impact  investing .  Due to  taking a

signif icant  ownership stake and governance control  in  many assets  they work

with ,  pr ivate  equity  investors  can directly  inf luence the path forward for  an

investment and thus impact  investors  can force  a  company to  take a  more

impact -forward focus than it  would have otherwise .  This  includes having their

investments  track impact -  focused key performance indicators .  For  example ,

Bain Double  Impact ’s  Deval  Patr ick noted ( in  a  class  session at  Tuck)  that  they

sometimes look for  “white  space addit ional ity”  in  their  deals ,  where  they

recognize  that  while  a  company might  not  be  highly  impact -focused today ,  i t  has

the potential  to  be  so  in  the future  based on which customers  they seek to  serve ,

how they go to  market ,  and what  services  they offer .

•  F lexible  Capital :  F lexible  capital  is  the  crux of  where impact  private  equity

fal ls  short .  F lexible  capital  means that  an investor  values  an impact  outcome

such that  they are  wil l ing  to  take concessionary returns ,  take on more r isk ,  or

offer  f lexible  terms (e .g . ,  duration ,  capital  posit ioning ,  uses  of  funds) .  PE  –  as  i t

is  constructed now –  by  and large is  not  a  f lexible  capital  provider  (or  wil l  not

fathom being a  f lexible  capital  provider) ,  especial ly  around concessionary

returns .  Therefore ,  a  question emerges about  how much net  new impact  is

actually  coming out  of  their  asset  class ,  g iven that  they are  only  investing in

market -rate  deals  that  l ikely  would have been invested in  anyways .

•  New Markets :  Early  stage private  equity  (e .g . ,  venture  capital ists)  may be able

to  play an addit ional  /  contr ibutory role  in  helping to  bui ld  new markets  or

industr ies  that  have high impact  potential ,  but  again ,  the  tolerance for  this

is  4   l imited beyond the early  stages .  For  example ,  pr ivate  investors  typical ly  are

not  attracted to  markets  with  l imited operating history  due to  perceived or  real

r isk  (e .g . ,  investing in  certain  assets  in  developing countries) .
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LIMITATIONS OF IMPACT

FUNDS AND PE IMPACT

INVESTMENTS

The net  of  th is  and the inabi l i ty  to  be a  f lex ible  capital

provider  ult imately  means that  impact  funds and PE impact

investments  ult imately  do not  look that  d i f ferent  f rom a

tradit ional  PE investment .  Some in  the industry  have the

perspect ive  that  PE investments  are  s imply  normal

investments  with  some strategic  and opportunist ic

narrat ive  about  how an investment  advances an impact

theme or  an SDG .  This  is  not  to  cr i t ic ize  the role  and

importance of  pr ivate  equity  investors  in  th is  arena ,  but  i t

s imply  h ighl ights  the role  that  they can feas ibly  play  g iven

their  f iduciary  obl igat ions to  their  l imited partners .  Once

we understand the l imitat ions of  the asset  c lass ,  then we

can begin  to  work around those l imitat ions by innovat ing

where possible  and developing complementary  investors

and resources in  the ecosystem that  ult imately  posit ion

pr ivate  equity  to  be a  h igh impact  player .
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The impact  invest ing f ie ld  began on th is  path in  order  to  solve  the

largest  systemic  social  and environmental  chal lenges of  our  t ime .  I t

was intended to  play  a  role  in  helping to  br idge the $2.5T gap to

address  the SDGs .  So ,  g iven that  the f ie ld  is  only  invest ing in  what  i t

would have otherwise  and therefore  not  actual ly  f i l l ing  a  capital  gap –

i s  i t  real ly  contr ibut ing to  address ing the problem we set  out  to

solve?

On the margins ,  the  impact  PE space is  having posit ive  contr ibut ion ,

especial ly  in  terms of  the engagement  i t  can have with  i ts

investments .  This  engagement  can take place in  the form of  managing

ESG or  dr iv ing a  company to  have more net  posit ive  impact .  Yet

recogniz ing that  tradit ional  pr ivate  investors  wi l l  l ikely  never  be the

ones to  take an outs ized concessionary  posit ion ,  we now need to  th ink

about  what  we can do to  ult imately  make th is  asset  c lass  work in  a

high - impact  way .  From my research and conversat ions ,  there  are  three

compel l ing  focus areas  that  are  worth explorat ion and development :

1 .More effective  asset  management post - investment :  For  deals  that  already fal l  within  a

private  investor ’s  r isk -return requirements ,  asset  managers  and industry  bodies  should

focus on bui lding up capabil it ies  to  maximize the impact  of  an investment through

engagement .  There  are  a  number  of  strong examples  of  this  already in  the industry

(e .g . ,  Turner  Impact  Capital ,  HCAP) .  This  could be in  the form of  both ESG practices  or

more strategic  and intentional  impact  init iat ives .  This  strategy helps  to  maximize the

contribution of  the  sector  while  working within  their  exist ing tools  and approaches .

2 .New ways to  put  private  capital  to  work for  high impact  purposes :  This  concept  is

based on the premise that  we need to  mobil ize  private  capital  for  high impact  solutions

in  the near -term ,  but  also  recognize  that  there  are  l imited non -concessionary high

impact  investible  opportunit ies  avai lable  for  pr ivate  investors .  Therefore ,  is  there  a

way to  engineer  investment opportunit ies  such that  non -concessionary private

investors  can somehow get  comfortable  with  investing in  high impact  assets  today?

3.Create  more commercial -grade high impact  assets :  Recognizing that  pr ivate  investors

are  always going to  be  constrained by r isk  and return requirements ,  how can we make

sure that  the assets  that  are  avai lable  for  them to  invest  in  are  high impact  in  nature?

The existence of  a  large volume of  high impact  commercial  grade assets  wil l  enable

more impact  returns from impact  private  equity  players ,  and also  enable  non - impact

focused private  investors  to  invest  in  assets  that  inherently  create  posit ive  impact

despite  the investor  not  valuing it .

WHERE DO WE GO FROM

HERE?
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UNDERSTANDING THE

CONCEPTS TO MAXIMIZE

PE IMPACT 

The f i rst  concept  is  born out  of  more intent ional ly  and

proact ive  ESG in it iat ives  and impact - forward asset

management and exit  post  investment .  The space wi l l

eventual ly  evolve th is  strategy natural ly  and wi l l  be

supported by industry  organiz ing and overs ight  groups

such as  Impact  Capital  Managers .  The remainder  of  th is

paper  does not  focus on th is  strategy ,  though i t  would be

an interest ing deep dive  for  a  future  student  to  explore .  

The f inal  two concepts ,  however ,  are  necessary  to  develop

the f ie ld  in  the r ight  way ,  but  a lso are  more nuanced and

chal lenging to  execute .  Inherently ,  they involve the use of

strategic  subsidy in  order  to  execute them .  The remainder

of  th is  research focuses on assessing the v iabi l i ty  of  the

last  two concepts  as  a  possible  way to  reposit ion the

impact  pr ivate  equity  industry  for  more impact .
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INCENTING INVESTMENT &

BUILDING ASSETS :
THE INTENTIONAL ROLE OF SUBSIDY

Important  to  successful ly  meet ing the Sustainable  Development Goals

is  the abi l i ty  to  incent  and move capital  to  invest  in  solut ions and

assets  that  address  the major  societal  and environmental  chal lenges

of  today .  These include invest ing in  under invested areas  (e .g . ,  low -

income communit ies ,  developing markets ) ,  new technologies  (e .g . ,

renewable  energy solut ions ) ,  and cost  ef f ic iencies  that  make goods

and serv ices  accessible  to  low - income people  (e .g . ,  energy ,  f inancial

serv ices ,  c lean water ,  e lectr ic i ty ,  etc . ) .  In  their  current  form ,  some of

these investment  opportunit ies  are  not  attract ive  or  accessible  for

pr ivate  investors .  However ,  in  theory ,  these assets  could have

commercial  v iabi l i ty  i f  proven out  (e .g . ,  demonstrat ion ef fect  to

understand r isk ) ,  scaled appropr iately  (e .g . ,  unit  economics  require

scale ,  bundl ing of  smal ler  assets  to  meet  investors  minimum

investment  s ize ) ,  or  made accessible  (e .g . ,  in formation asymmetry  or

l imited network access ) .  Yet ,  in  order  to  reach a  point  where these are

commercial ly  v iable  assets ,  investment  is  needed today ,  so  that  over -

t ime the asset  develops such that  subsidy is  no longer  needed .

This  concept  is  summarized in  the fol lowing v isual :
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There are  some assets  that  might  never  be able  to  become

commercial ly  v iable  (e .g . ,  le ft -most category  –  non -commercial  asset ) .

In  th is  type of  scenar io ,  there  wi l l  l ikely  a lways be a  role  for  subsidy .

For  these type of  assets ,  we have to  be cognizant  of  market  d istort ion

and the long -term sustainabi l i ty  of  sa id  subsidy .  Yet ,  with  an asset

with  commercial  potent ia l ,  subsidy has  the potent ia l  to  be

strategical ly  appl ied to  “tra in  the market”  and then can ult imately  be

removed once i t  is  a  commercial  asset .  

When we think about  th is  concept  in  re lat ion to

contr ibut ion/addit ional i ty ,  an  investment  in  a  non -commercial  asset

or  asset  with  commercial  potent ia l  would have h igh contr ibut ion ,

because of  the pr ivate  investor ’s  wi l l ingness  to  invest  a longside a

subsidy means that  an investment  is  happening and/or  happening at  a

far  greater  scale  than i t  would have otherwise .  Over  t ime ,  the

contr ibut ion /  addit ional i ty  of  the investment  decreases as  i t  becomes

commercial  grade ,  but  ult imately  you ’re  increasing the amount  of

impact  per  pr ivate  dol lar  invested ,  because the asset  i tsel f  has

greater  impact .  This  conceptual ly  can be demonstrated in  the

fol lowing :

In  order  to  move f rom 1  →  3  in  the image above ,  subsidy needs to  be strategical ly  appl ied and

then l i f ted over  t ime .  Subsidy can come in  many forms ,  and th is  research dives  into  a  cursory

overv iew of  some speci f ic  subsidy and concessionary  capital  appl icat ions and examples  within

blended f inance and tax  subsidies .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

INVESTING IN ASSETS
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The research focuses  on two types of  subsidy approaches :  b lended

finance and tax subsidies .  Both are  examples  of  catalytic  tools  that

unlock more private  investment  for  impact  purposes .  

Blended f inance is  a  strategy that  combines capital  with  d i f ferent  levels  of

r isk  in  order  to  catalyze r isk -adjusted ,  market -rate -  seeking f inancing into

impact  investments .  In  blended f inance ,  there  is  inherently  some

concessionary ,  f lex ible ,  or  h igher  r isk  capital  embedded within  a  capital

structure .  This  concessionary ,  f lex ible  or  h igher  r isk  capital  is  cal led

catalyt ic  capital .  Catalyt ic  capital  is  ut i l ized to  address  r isks  (perceived

or  real )  fac ing market -rate  investors  that  prevent  them from enter ing into

an investment .  I t  can be especial ly  valuable  in  s i tuat ions where asset

demonstrat ion is  required because the percept ion of  r isk  is  not  a l igned

with actual  r isk .  Ult imately ,  the  ex istence of  catalyt ic  capital  enables  a

pr ivate  investor  to  st i l l  meet  their  r isk  and return requirements ,  and

enables  investments  to  occur  that  would not  have otherwise  due to  scale

l imitat ions f rom concessionary  capital  providers  and r isk -return

l imitat ions f rom market -rate  capital  providers .  A  leading industry  group

est imates  that  blended f inance has  mobi l ized approximately  $132B in

capital  for  susta inable  development .

There are  a lso non -capital  catalyt ic  tools ,  such as  tax  subsidies  or  even

technical  ass istance .  These tools  help to  de -r isk  or  use incent ives  to

direct  pr ivate  investor  act iv i ty .  Whi le  not  a  def in it ive  “blended f inance”

appl icat ion ,  i t  st i l l  is  a  re levant  catalyt ic  tool  that  br ings  a  form of

subsidy into  the investment  and enables  pr ivate  investors  to  part ic ipate  in

investments  they would not  have otherwise  g iven changes in  an assets

return or  r isk  prof i le .
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SUBSIDY

APPROACH
Catalyt ic  Tools  in  the form of  Blended

Finance and Tax Subsidies
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Tools: Catalytic tools can come in

multiple forms. Capital-focused tools are

financing approaches that intentionally

seek to have below market-rate returns,

or no returns at all. Catalytic capital

could be more flexible in terms of time

horizons or cash flow. It could also come

in the form of taking junior equity,

subordinated debt, or first-loss capital

position in the capital stack, or be a

guarantee in the event of

underperformance. Regardless of form, all

of these catalytic tools enable other

investors to have higher return potential

or lower risk in a given transaction. The

following are some examples of catalytic

tools

The following highlights some definitions,

synthesis of themes, and examples of

blended finance and tax subsidy being used

for impact purposes that were uncovered in

this exploration:

For example, within catalytic capital, there

are examples of catalytic investors providing

junior equity to leverage debt, junior equity

(subject to first losses) to leverage preferred

equity, first loss and mezzanine debt to

leverage senior tranche debt, subordinated

public debt to leverage private institutional

capital, first-loss capital (as a grant) to

leverage sub-debt and senior debt, and first-

loss capital (as a grant) to leverage equity.

Risk underwriting instruments can either

improve the credit profile of companies and

projects seeking to raise more or cheaper

capital, or provide comfort to investors that

they will be able to recover their investment

or absorb smaller losses if events negatively

impact their returns, which effectively shifts

the cost of capital for an investor.

Guarantees can help to ensure that investors

receive a minimum level of returns, or can

limit an investor’s losses if an investment

underperforms expectations. ‘First-loss’

guarantees are one particular guarantee

instrument which states that the catalytic

capital funder will absorb the initial losses

associated with an investment, and can also

function as insurance in the event an

investment experiences adverse

performance. On the tax front, there are a

range of tax tools that can be applied,

including tax deferments, tax breaks, and tax

credits.
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• Participants in blended finance and subsidy

transactions: Providers of catalytic capital

often include foundations (in the form of

grants and program-related investments),

development finance institutions, public

sector or quasi-public sector players,

philanthropists, or other flexible capital

providers. In this kind of transaction, the

metric that philanthropists will be focused on

is how much private capital can be leveraged

– now and in the future – per a dollar of

donated/concessionary capital. This is a

fundamental shift in how many traditional

philanthropists (e.g., individuals and

foundations) think about their “donations” or

“grants.” In this more “regenerative” and

returns-focused mindset, philanthropists

might start to adopt a “capital leverage ratio”

strategy; e.g., if every dollar of public

guarantee attracts five dollars of private

investment, this represents a capital leverage

ratio of 1:5.” There are also tailwinds for more

philanthropy to get involved in blended

finance transactions as we see more “new

philanthropy” players moving onto the scene.

In the wake of COVID-19 crisis, we have

already begun to see a surge of non-

traditional players (e.g., corporations, ultra

high net worths) embrace a greater sense of

urgency for supporting social causes and

breaking down traditional “for profit” and

“for mission” barriers. Their approaches are

more embracing of innovative approaches 

and have turned more attention to how

philanthropy is and is not solving for issues

effectively.

Private investors participating in blended

finance often include impact-forward or

oriented private investors today. In the

international development finance space,

investment in these type of structures is more

commonplace. Within the U.S., one expert in the

field noted that there were limited private

players who were accustomed to engaging

blended finance transaction – “It’s the same

dozen people sitting around the table doing

these kinds of deals. It’s always the players –

Prudential, Goldman, JPMorgan.” Those that do

participate in blended finance as private

investors are typically not pure- play private

equity investors; they are often community

banking entities, family offices, or other

investment managers. In fact, one expert noted

that the space might not necessarily be

applicable to traditional private equity players.

In the U.S., one player in the space noted:

“There is a wide gulf between PE firms.”

Fundamentally, there may be some mismatches

in blended finance needs and PE firm

constraints. PE firms are set up on a fund basis,

not a deal basis, with fixed duration windows,

which are not aligned with the needs of some

blended finance transactions. There are a

couple firms (e.g., Arctaris Impact Fund) doing

blended finance at a fund level, and a couple

examples of firms doing one-off deals with

localized subsidy support, but they are not

common and not scaled. 
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On the tax credit side, however, there are

many players who have found a way to

leverage tax credits for their own investment

outcomes that have impact and public good

outcomes (e.g., Opportunity Zones, New

Market Tax Credits, Low-Income Housing Tax

Credits, etc.). Private equity players in

general are much more familiar with using tax

credits in investing, so this ultimately may be

a more approachable way to engage private

equity players in using catalytic tools for

impact outcomes.

Performance of Catalytic Investors

There is limited publicly reported data on the

returns to private and catalytic investors. A

leading foundation interviewed for this

research has been playing a catalytic capital

role in a variety of public health and financial

services investments. The foundation has

been executing this strategy for the past

seven years and notes that they are very

conservative in their underwriting, but have

experienced very limited losses on the

guarantees they have provided. “We have had

very few defaults on our program-related

investments. In some cases we have waived

interest payments, but we’ve never had to cut

any principal on any of their catalytic tools.”

Granted, they have been executing this

strategy in good great economic market, so

COVID-19 and the likely economic fallout from

that will test its resiliency. Yet, duration

might be a concern here. When the

foundation initially launched its blended

finance initiatives, it anticipated that deals

would have a duration of 4-5

subsidies to generate “above-market

investment returns”8. This is an interesting

concept and also interesting market question

around whether private investors can use

philanthropy and subsidy to generate outsized

returns.

Applications 

Blended finance is most frequently used today

in international development finance and in

the context of advancing the Sustainable

Development Goals, but it also has many

additional applications. In interviews about

this project, the most common industries that

were mentioned as having significant

applications for blended finance were energy,

financial services, agriculture, infrastructure

and healthcare. Functionally, blended finance

can also have applications for early

technology or product development that

might be unattractive as is to private

investors. With tax credits in particular,

experts noted that energy, housing (e.g.,

workforce or affordable housing), and real

estate were most frequently mentioned, but

really can be applied to any impact objective.

Execution Consideration

Resources and experts in this space

frequently noted that it is challenging to

execute these deals and funds. First, these

deals frequently require significant

stakeholder alignment in order to execute,

given that there are often multiple parties

involved. Further, these parties often come

subsidies to generate “above-market

investment returns”8. This is an interesting

concept and also interesting market question

around whether private investors can use

philanthropy and subsidy to generate outsized

returns.

Applications 

Blended finance is most frequently used today

in international development finance and in

the context of advancing the Sustainable

Development Goals, but it also has many

additional applications. In interviews about

this project, the most common industries that

were mentioned as having significant

applications for blended finance were energy,

financial services, agriculture, infrastructure

and healthcare. Functionally, blended finance

can also have applications for early

technology or product development that

might be unattractive as is to private

investors. With tax credits in particular,

experts noted that energy, housing (e.g.,

workforce or affordable housing), and real

estate were most frequently mentioned, but

really can be applied to any impact objective.

Execution Consideration

Resources and experts in this space

frequently noted that it is challenging to

execute these deals and funds. First, these

deals frequently require significant

stakeholder alignment in order to execute,

given that there are often multiple parties

involved. Further, these parties often come
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f rom two di f ferent ,  worlds  –  pr ivate  investment  and

phi lanthropy/publ ic  sector  –  which are  not  accustomed to  working

together  and often lack shared object ives ,  sk i l lsets ,  networks ,  and

language .  Therefore ,  ident i fy ing blended f inance opportunit ies  and

market -making can be chal lenging .  Further ,  each deal  requires  a

careful  balance of  both incent ive  a l ignment  and balancing how much

r isk  each party  is  taking on .  Further ,  many noted that  these deals

often have h igh transact ion costs ,  g iven that  account ing and legal

structures  often do not  make publ ic -private  investment  necessar i ly

easy to  execute .  One interv iewee sa id ,  “ I t  feels  l ike  we are  a lmost

re invent ing the wheel  every  t ime ,  and we spend a  lot  of  t ime and

money on legal  and account ing serv ices  to  make these go through .”

Convergence ,  an  industry  group focused on blended f inance ,  has  noted

that  there  is  a  need for  scalable  and standardized products  to  help

minimize transact ion f r ict ion and costs  in  order  for  th is  approach to

be more widely  adopted .

Examples  of  Blended Finances and Tax Subsidy

Emerging Market  Commercial  &  Industr ia l  Solar  Fund (EMCISF )9

EMCISF is  a  mult i -platform investment  manager  and advisory  f i rm

focused on dr iv ing posit ive  change in  energy in  an emerging market .

They have launched two separate  products ,  in  d i f ferent  stages of  their

development ,  that  demonstrate  the concept  of  developing non -

commercial ly  v iable  assets  into  commercial ly  v iable  ent i t ies .
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Arctar is  Impact  Fund is  an impact  investment  f i rm that  seeks to

support  underserved targeted rural  and low - income urban

communit ies .  I t  uniquely  leverages growth debt ,  b lended f inance and

tax credit  invest ing to  execute on i ts  impact  miss ion .  In  i ts  two most

recent  funds –  i ts  2018  Impact  Fund and i ts  2019  Opportunity  Zones

Fund –  Arctar is  uses  a  blended f inance structure  within  their  funds ,

where 10-20%  o f  their  funds are  f rom publ ic  and phi lanthropy players

and used as  pr incipal  protect ion or  guarantees that  enable  them to

unlock pr ivate  investor  capital .  On the deal  s ide ,  they use tax  credit

incent ives  that  help support  investment  in  low - income and

underserved areas .  Whi le  they use mult iple  types of  tax  credits  and

approaches ,  their  Opportunity  Zone fund is  us ing the Opportunity

Zone program from the 2017  Tax Cuts  and Jobs Act .  In  theory ,  th is

program is  intended to  incent  pr ivate  investment  into  designated low -

income and underserved areas  by enabl ing investors  to  defer  capital

gains  taxes .
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CRITICISMS OF
OPPORTUNITY ZONES

I t  is  worth not ing that  there  are  lot  of  cr i t ic isms about  the

Opportunity  Zone (OZ )  program as  i t  re lates  to  impact ,  and these

cr i t ic isms and quest ions help h ighl ight  how subsidies  might  a lso be

ineffect ive  tools  for  impact  i f  not  constructed correct ly .  Some of  the

common impact  cr i t ic isms on OZs include :

Limited accountabil ity  and reporting :  Investors  and communit ies  do not  have

any substantive  requirements  for  reporting on the nature  and impact  of  their

Opportunity  Zone investments .  Therefore ,  there  is  l imited oversight  to  incent

investment in  posit ive  economic development ,  and there  wil l  be  l imited data

to determine the eff icacy of  how these investments  were used overal l  and who

benefited from them

Designated areas  not  always “underserved”  and “high need”:  Local

government had s ignif icant  autonomy in  designating which geographic  areas

withiun their  jur isdict ion would qual i fy  for  Opportunity  Zone investments .

While  there  are  were  many designated zones that  were  high need ,  there  were

many areas  designated that  had already experienced s ignif icant

socioeconomic change and investment .  Further ,  there  were opportunit ies  in

the process  for  local  government to  choose areas  that  technical ly  were  not

low - income in  order  to  appease their  own interests  or  stakeholder  (e .g . ,

corporate)  requests

Low - impact  or  counter - impact  investments  qual i fy  as  OZ investments :  There

was l imited oversight  in  terms of  what  qual i f ied as  an Opportunity  Zone

investment .  For  example ,  an  OZ fund could invest  in  a  passive  storage faci l ity

or  other  non -economic development driving asset .  Further ,  there  are  a  number

of  instances of  investors  using OZ funding to  invest  in  luxury apartment  units ,

which l ikely  have negative  gentrifying effects  on exist ing communit ies . 12

There are  also  a  number  of  commercial  and residential  real  estate  developers

who have always operated in  low - income areas who are  now gett ing a  large tax

incentives ,  but  who have had histories  of  causing

Misal igned benefit :  There  is  a  lot  of  debate around this  bi l l  related to  who is

real ly  receiving benefit .  There  is  an emerging and strengthening narrative

that  the real  benefic iar ies  of  this  bi l l  are  well -off  investors  in  the form of  tax

breaks ,  whi le  the local  residents  and communit ies  receive  far  less  objective

benefit  as  a  result  of  this  tax opportunity
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Arctar is  in  part icular  won anchor  investments  f rom The Kresge

Foundat ion and others  for  i ts  Opportunity  Zone Fund ,  that  provide

r isk  mit igat ion and f i rst - loss  protect ion .  In  exchange ,  Arctar is  has

committed to  execute their  Opportunity  Zone Fund to  an impact

standard above and beyond what  the leg is lat ion requires ,  by

focusing on mit igat ing gentr i f icat ion and invest ing in  a  way that

pr ior i t izes  af fordable  housing ,  mit igat ing d isplacement ,  creat ing

and reta in ing good jobs ,  and banning investments  in  non -

product ive  assets  (e .g . ,  storage units ) . 13  For  example ,  h igh - impact

Opportunity  Zone investments  might  include investment  in

manufactur ing and serv ices  businesses that  dr ive  local

development and job creat ion ,  p latform businesses that  br idge the

dig ital  and broadband access  d iv ide ,  and infrastructure  projects

that  promote renewable  energy and inclus ive  transportat ion .  I f

successful ,  Arctar is  could be a  leading example for  how future

iterat ions of  s imi lar  pol ic ies  could be constructed to  maximize

impact .
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ADDITIONAL EXAMPLES

Prudential  &  NatureVest14:  Prudential ’s  $1B impact  investing portfol io

al lows 20%  of  i ts  investments  to  be  catalytic  capital .  This  catalytic

capital  is  more r isk  tolerant  for  “seeding”  projects  that  ult imately

have the potential  to  be  scaled ,  v iable  impact  investments  for

Prudential  in  the future .  One example is  Prudential ’s  investment  in  The

Nature  Conservancy ’s  NatureVest .  DC ’s  stormwater  init iat ive  was

looking to  create  a  cap -and -trade marketplace of  storm -water  credits .

Given the newness of  the  init iat ive ,  Prudential  was unable  to

effectively  underwrite  the init iat ive  such that  it  would meet  the r isk -

return hurdle  of  their  “80%”  portfol io .  Instead ,  they made a  smaller

investment  (“a couple  mil l ion dollars”)  into  the init iat ive  from their

“20%”  portfol io  that  catalyzed the asset ’s  development .  Once the

market  establ ished pric ing data and completed a  pi lot ,  the  f irm could

better  underwrite  the opportunity .  Now that  the asset  has  developed ,

Prudential  has  invested in  the marketplace from its  main ,  market -rate

portfol io  and been able  to  tap into  over  $15M in  deals

Tata Power  &  The Rockefel ler  Foundation :  In  an effort  to  br ing rel iable

power  to  mil l ions  in  India ,  Tata  Energy and the Rockefel ler  Foundation

collaborated on a  blended f inance deal  where Rockefel ler ’s  catalytic

capital  enabled Tata to  invest  in  10,000  mini -grids  across  rural  India .

“For  the Rockefel ler  and Tata Power  deal ,  30%  of  the  proposed funding

is  equity ,  spl it  80/20  between Tata and Rockefel ler .  The rest  is  debt .

[Rockefel ler ’s ]  contr ibution [ is ]  “concessional  capital”:  No return -

driven investor  in  his  r ight  mind would provide it ,  based on the r isks  of

currency ,  rule  of  law and execution .  Rockefel ler  intends to  reap a  small

return or  break even .  That  al lows Tata to  seek a  14%  return on

investment ,  which helps  it  get  better  debt  f inancing—the road to

scale .”  In  this  case ,  Rockefel ler  is  helping seed and catalyze an init ial

investment  at  a  concessionary rate  in  order  to  bui ld  a  “big  impact”

asset  that  is  sustainable  and able  to  attract  market -rate  investment  in

the long -term
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ADDITIONAL EXAMPLES

Tax Credits  for  Solar  Power :  Solar  energy development in  the U .S .  is  an

example of  using tax credits  as  catalytic  capital  tool  to  develop solar

as  a  viable ,  investable ,  and sustainable  asset .  Historical ly ,  solar

technology was too expensive  relat ive  to  coal  and other  energy sources

to be a  viable  commercial  investment .  In  the  1970s ,  Congress  began

looking for  ways to  make solar  more affordable  by giving tax credits  to

investors  in  solar  energy .  This ,  a longside other  pol icy  and regulation

init iat ives ,  enabled widespread adoption of  solar  that  matured the

market  and made it  competit ive .  As  the industry  continues to  develop ,

there  wil l  l ikely  be  opportunity  to  remove tax subsidies  from these

investments

Mit igating the ‘Valley  of  Death ’  for  High Impact  FinTech Startup :

Sokowatch is  a  Kenya -based FinTech startup offer ing business -to -

business  e -commerce solutions .  In  emerging markets ,  the  inabil ity  for

consumers  and small  businesses  to  access  basic  f inancial  services  and

products  l ike  the ones Sokowatch was developing prevent  s ignif icant

economic growth and wealth bui lding across  the continent .  Quona

Capital  is  an early  stage impact  investor  who seeks market -rate  returns

alongside social  impact  in  the form of  dr iving f inancial  inclusion .  The

fund recognized the potential  of  Sokowatch ,  but  saw that  the business

was going to  have a  hard t ime gett ing enough traction to  raise  a

successful  Series  A .  Sokowatch was then able  to  receive  a  f lexible  grant

that  enabled them to  help  bridge a  funding gap and then ult imately

successful ly  raise  a  $14M Series  A .  This  is  an example of  a

disaggregated blended f inance transaction ,  that  ult imately  enabled a

high impact  solution to  reach scale  in  a  way that  made it  a

commercial ly  v iable  investment .
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This  research revealed that  invest ing us ing

subsidy l ikely  has  l imited appl icat ions and is

not  the next  scaled solut ion for  the invest ing

industry ,  but  i t  is  an appl icable  tool  that

could be more widely  adopted by both

pr ivate  and publ ic/phi lanthropy players  a l ike

to unlock more capital  for  impact - forward

solut ions .  I t  expands the tools  in  the toolbox

we have to  solve  social  problems ,  but  i t  is

not  the answer  to  everything .  There  both

benef i ts  of  these tools  and also

considerat ions :

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

OVERALL
OUTLOOK :
Subsidy as  a  Way to  Dr ive  Addit ional  PE

Investment  into  Impact
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IMPACT PE BENEFITS
More capital  moving into  high - impact  assets :  The use of  blended f inance and

tax subsidy means that  pr ivate  investors  who are  interested in  or  wi l l ing  to  put

capital  towards impact  purposes are  able  to  drive  more immediate  impact  per

dollar  invested .  By  changing the r isk -return characterist ics  of  investments  and

lowering investor  cost  of  capital ,  these subsidy -based tools  enable  capital  to

move towards impact  purposes at  greater  scale  than they are  today

More impactful  pr ivate  investment :  As  high - impact  commercial -grade assets

become more avai lable ,  they are  l ikely  to  also  be able  to  attract  investment

from non - impact -f irst  investors .  A  good investment is  a  good investment ,

regardless  of  whether  there  are  posit ive  external it ies  result ing from it .

Further ,  as  more private  investors  begin  to  engage with ESG and other  values -

based investment practices ,  investors  wil l  begin  to  internal ize  the costs  of

negative  external it ies  and also  drive  more posit ive  external it ies  natural ly

through their  operations .  Therefore ,  we are  l ikely  to  see  posit ive  impact

benefits  even from non - impact  investors

More catalytic  phi lanthropy :  In  blended f inance in  part icular ,  phi lanthropic

players  are  common catalytic  capital  providers .  Across  tradit ional

philanthropic  inst itutions (e .g . ,  foundations) ,  i t  is  not  always natural  or

commonplace for  phi lanthropy to  think about  a  return on investment of  their

“donation .”  Typical ly ,  donations and grants  are  not  recouped and therefore  are

not  regenerative .  Yet ,  in  this  type of  arrangement ,  a  phi lanthropic  player  must

think about  ways to  creatively  use  their  capital  to  unlock impact  and

investment beyond what  would have occurred without  a  blended f inance

arrangement .  This  fundamental  shift  has  the potential  to  make phi lanthropic

dollars  more impactful  and eff ic ient

Breakdown barriers  between private  sector  and phi lanthropic/public  sector :

Historical ly ,  the  private  sector  and the phi lanthropic/public  sector  have been

two dist inct  and separate  toolkits  and industr ies .  Yet ,  this  bifurcation

ult imately  l imits  the breadth of  the  toolkit  that  each player  can use to  achieve

their  own objectives .  As  the world  starts  to  recognize  that  pr ivate  sector

shareholder  optimization is  not  posit ioning us  to  achieve a  society  consistent

with our  values ,  there  needs to  be  further  breakdown of  the barr iers  between

private  and publ ic  actors .  Based on where we are  today ,  stakeholders  who

deeply  understand impact  do not  suff ic iently  understand investing and f inance .

Further ,  stakeholders  who deeply  understand investing and f inance do not

suff ic iently  understand impact .  As  such ,  the  abi l ity  for  these players  to  work

together ,  expose one another  to  their  unique strengths ,  and bridge inherent

knowledge and capabil ity  gaps ,  the  more effective  each can be as  they work

within  this  impact  investing arena
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IMPACT PE CONSIDERATIONS

Niche asset  appl ications :  Blended f inance and subsidy -enabled investing is  not

appl icable  to  every asset  class  or  impact  investing s ituation .  However ,  i t  is  a

solution that  has  the potential  to  be  appl ied to  a  diverse  range of  issues  and

industr ies

Risk of  market  distort ion :  There  is  some cr it ic ism of  subsidy -enabled investing

because of  the  potential  for  free  market  distort ion .  The objective  of  blended

finance and subsidy should be to  train  the market  for  impact ,  not  create  the

market .  In  other  words ,  society  l ikely  does not  want  the existence of  long -term

subsidized markets .  The art  of  effective  blended f inance ,  however ,  is  to  provide

“market -correcting incentives”  only  up to  the level  where r isk  and return are  in

l ine  with  the alternative  investments  the investor  could choose –  a  standard

called “minimum concessional ity .”  I f  this  level  is  attained ,  there  is  no market

distort ion and investors  do not  benefit  disproportionately .  However ,  there  may

be some instances where blended f inance and subsidy is  appl ied in  a  way that

disproportionately  benefits  investors ,  which has  the potential  for  negative

affects  downstream (e .g . ,  with  Opportunity  Zones ,  where  investors  clearly

benefit  but  genuine impact  is  questionable)

Execution challenges and r isk :  Industry  experts  have noted that  fundrais ing for

blended f inance ( less  so  with  tax credit  subsidy)  is  st i l l  a  challenge ,  especial ly

for  unproven assets  and phi lanthropy -enabled deals .  Given lack of  famil iar ity

with blended f inance and high transaction costs  associated with it ,  sometimes

investors  who are  less  famil iar  are  l ikely  to  not  engage .  Further ,  deals  are  often

diff icult  to  construct  given the challenge to  al ign key stakeholders  and their

various objectives .  In  addit ion ,  the  legal ,  tax ,  and regulatory system are  not  set

up well  to  support  blended f inance ,  g iven the combination of  pr ivate  and

philanthropic/public  capital .  Those who work on these deals  note  that

transaction costs  are  high given legal  and accounting complexity  of  each deal .

As the f ield  professional izes  and standardizes  products  and transactions ,  the

execution challenge and high costs  wil l  l ikely  go down over  t ime .
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Overall ,  the  growing engagement of  pr ivate

investors  and private  equity  in  impact  investing is

a  posit ive  trend in  the early  stages of  a  broader

shift  in  capital ism and the purpose of  business .  

While  there  is  a  long way to  go to  transit ion the industry  to  one

consistent  with  society ’s  values  and ambit ions ,  the  ear ly

engagement  in  the form of  ESG pract ices  and impact  invest ing is  a

posit ive  indicat ion that  further  evolut ion and impact  within

invest ing is  on the way .  Whi le  th is  ear ly  tract ion is  promis ing ,  i t  is

also important  to  recognize  that  we need to  be mindful  about  how

the f ie ld  develops in  order  to  make sure  i t  is  real ly  solv ing for  what

it  was intended to  solve .  This  means standardiz ing ,  strengthening ,

and innovat ing the approaches that  investors  are  us ing for  both

their  ESG and impact  invest ing .  I t  a lso  means recogniz ing that  h igh

impact  asset  development is  a lso  a  cr i t ical  complementary

component  for  the industry  to  develop as  i t  was intended .  Whi le

not  a  holy  gra i l  solut ion ,  b lended f inance and subsidy has  the

potent ia l  to  play  a  cr i t ical  role  in  developing h igh impact  assets ,

driv ing more money towards h igh impact  appl icat ions in  the near

and long -term ,  and ult imately  creat ing more ef fect ive  impact -

minded investors  and investment -minded phi lanthropists  who wi l l

be better  posit ioned to  solve cr i t ical  social  and environmental

problems .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

CONCLUSION
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