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Resumo

As preocupagOes ambientais, sociais e de governanga (ESG) tém aumentado
nos ultimos anos e mudado o comportamento das empresas e dos consumidores.
O setor financeiro ndo é imune a esta evolucao e existe cada vez mais uma enfase
nas finangas sociais, que sdao produtos financeiros com dois grandes objetivos:
retornos financeiros e retornos ligados a ESG.

Financas sociais englobam varios tipos de produtos financeiros. No entanto,
este trabalho foca-se na vertente de investimento das financgas sociais, referidos
como investimentos sustentaveis. Existem varios tipos de investimentos
sustentdveis, dependendo do grau de importancia que os retornos nao
financeiros tém para os investidores, assim como a relagao entre o investidor e o
projeto ou empresa alvo de investimento. No entanto, ainda existe alguma
confusao sobre as diferencas e como os distinguir. Existe também a crenca que
estes obtém retornos financeiros inferiores devido as suas preocupac¢des com
ESG. Este trabalho foca-se em Investimentos de Impacto que sao caracterizados
por exigirem retornos nao financeiros como objetivo principal e implicam uma
abordagem mais ativa por parte do investidor, em comparag¢ao com outros tipos
de investimento sustentavel.

Neste trabalho foram realizadas entrevistas a diferentes fundos de capital de
risco para analisar as diferencas entre Investimento de Impacto e PRI (Principios
para o Investimentos Responsavel) ao nivel das seguintes dimensodes: retornos
financeiros, retornos nao financeiros e dificuldades associadas a implementacao
da regulagao da EU.

Ap0s andlise dos resultados, é possivel concluir que os retornos financeiros
sao ligeiramente menores em Investimento de Impacto, mas que, ao contrario do

esperado, nenhum dos tipos de investimento diverge significativamente dos



retornos de mercado. Comparado com PRI, o Investimento de Impacto tem uma
preocupagao maior com os retornos nao financeiros e tenta mitigar problemas de
ESG, sendo tal refletido no processo de selecao do projeto ou empresa alvo do
investimento. Finalmente, o Investimento de Impacto exige um reporte mais
profundo para cumprir as restri¢des da EU, o que torna o processo mais exigente,

demorado e dispendioso, quando comparado com o processo de reporte de PRI.

Palavras-Chave: Finangas Sociais, Investimento sustentavel, Investimento de

Impacto, ESG, retornos nao financeiros, EU SFDR



Abstract

Environmental, social and governance (ESG) concerns have been growing in
recent years and changing the behaviour of both companies and consumers. The
financial sector is not immune to this evolution and there has been a bigger
emphasis on social finance, which are financial products linked with two main
objectives: financial and ESG-linked returns. Social finance englobes various
types of financial products. However, this work focuses on the investment part
of social finance, which will be referred to as sustainable investments. Sustainable
investments can take many forms depending on the degree of importance that
non-financial returns have for investors as well as on the investors’ relationship
with the investee. However, there is still some confusion about the differences
how to distinguish them. There is also the belief that these generate relatively
lower financial returns, because of their concerns on ESG factors. This work will
focus on Impact Investing which is one of the many types of sustainable
investments, which is characterized by requiring non-financial returns as a main
goal and it implies a more active approach by the investor, compared to other
types of sustainable investments.

In this work, interviews were conducted to different venture capital funds to
show the differences in financial returns, the importance of non-financial returns
and the difficulty of following the EU legislature between Impact Investing and
PRI (Principles for Responsible Investment).

After analysing the results, it can be concluded that financial returns are
slightly lower in Impact Investing but, contrary to common belief, both do not
differ significantly from the overall market returns. Comparing with PRI, Impact
Investing has a bigger concern with non-financial returns and tries to actively

mitigate ESG problems and this is reflected on their screening process of
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investees. Finally, Impact Investing demands a deeper type of reporting to follow
the EU legislation which is more demanding, time consuming and costs more

than PRI.

Keywords: Social finance, Sustainable investment, Impact Investing, ESG, non-
financial returns, EU SFDR
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Introduction

In recent years there has been a larger concern regarding environmental, social
and governance (ESG) issues, with a significant focus on environmental
dimensions. According to Armstrong et al. (2023), 64% of global consumers are
very or extremely concerned about environmental sustainability and more than
half of these had their concerns intensified in the last 2 years. This translates in a
change of consumption habits and creates a Willingness to Pay (WTP) for a
product that has ESG issues into account.

This change in consumption has translated to the finance world, being
denominated as social finance and more specifically to the investment world
with sustainable investments. Sustainable investment is an investment made to
get not only financial returns but also social, environmental or governance
returns that benefit the overall society (Lehner & Rexhepi, 2016). There are
several types of sustainable investment and, even if they are similar at first sight,
they have different characteristics. The most common types are Principles for
Responsible Investment (PRI), which is an investment strategy that has strong
ESG policies; and Impact Investing, which invests in companies that mitigates
ESG issue and it implies a much deeper connection between both parties
(Agrawal & Hockerts, 2021).

Even if the concept of sustainable investment is not new, only in recent years
the funds linked to it started to grow significantly. According to Pérez et al.
(2022), the inflow into sustainable funds grew from 5 billion to 70 billion in 2021.
After 2021 we can see a big drop in Graph 1 below, but still a positive flow in all
quarters. This drop is mainly due to Europe’s socioeconomical context, for
example high interest rates, inflation, and overall fear of recession, which has

caused investors to seek other type of assets like government bonds. Therefore,
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substantially decreasing the inflow in a continent that been the leader in

sustainable funds by a large margin (Morningstar, 2024).
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Graph 1- Quarterly Global Sustainable Funds’ Flows.
Source: Morningstar

Nevertheless, the number of sustainable funds launched over the last 3 years
can be a positive sign that the market is growing, and that Europe is leading it.
Graph 2 shows that the launch of new funds has been slowly dropping but this
can be justified by the decrease in demand due to the difficult economic times

Europe faced in this period.
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Graph 2 - Global sustainable funds’ launches per quarter.
Source: Morningstar

One of the many ways sustainable projects get their funding is through
venture capital (VC), an investment made in early-stage companies in exchange

for equity in which the investee receives not only the monetary investment but
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also guidance and monitoring to help their business grow'. If successful, this will
raise the price of equity and allow the venture capitalist to sell after some years
(Schertler, 2006). This type of investment is more common in start-ups and
growing markets, because other types of investments don’t offer the best
conditions for such companies which have a higher risk of failure (Schertler,
2006).

Looking at the recent evolution of VC in Graph 3, we can see a trend very
similar to the overall funds seen previously. There is a break in the global
financing amount that started in the beginning of 2022 and, just like explained
above, this is linked to the economic cycle and uncertainty (KPMG, 2024). This
downturn trend is further confirmed by the number of closed deals which have
been consistently falling since 2021 and, according to KPMG (2024), are likely to

continue in 2024.
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Graph 3 - Global Venture Capital financing.
Source: KPMG

! Private equity not only includes VC but also other types of investments made in late-stage companies as well
(Cumming, 2012).
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Portugal’s VC financing evolution follows the global trend as it is also
decreasing but at a much slower pace. Actually, the average deal size slowly
increased, which mitigated the decrease in the number of deals (Statista, 2024).

Regardless of the trend, VC continues to be an important accelerator for start-
ups (Landstrom & Elgar, 2007) and, because of its link to Impact Investing, it will
be this work’s main type of funding to study.

This thesis will focus on the differences between the various types of
sustainable investments as this has been a topic in which there is some confusion
in the literature. Furthermore, it will be demonstrated how Impact Investing
funds compare to standard and other type of sustainable funds in terms of
financial and non-financial returns by looking specifically at VC deals. It will also
be shown the differences between the selection processes and the legal
requirements between these fund types. This was based on the literature review,
but most importantly, by following a case study approach and relying on the
interviews conducted with different VC funds to see in practice the theoretical
differences that the literature review allowed to point out. It was possible to
confirm that there was a bigger concern for ESG returns in Impact Investing
compared to PRI. Additionally, the financial returns are at least at market levels
for both type of investments, but Impact Investing has lower returns than PRI
Finally, both these strategies must follow EU SFDR requirements and even if both
had trouble doing it so, the process is relatively more difficult and time
consuming for Impact Investing.

This work is organized as follows: In the chapter 1, concepts will be clarified
to determine the difference between the types of social investments and ease the
interpretation of what comes ahead. After, some data concerning the reasons
behind the financial and non-financial returns, supply and demand, investments’
outcome and green/impact washing will be explored. Chapter 2 will focus on the

methodology, the hypotheses studied and how the questionnaire was
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formulated. Finally, chapter 3 brings the analysis and discussion, that will be

summed up in chapter 4.
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1. Literature review

1.1.  Origin of Social Finance

Social finance is a concept that started to spread around the world in the recent
decade. Even if it is a new concept for this day and age, it has roots that go as far
as 1119 in Jerusalem and reaches to Europe around 1950s. However, after the
1973 crisis, the concept of welfare model started to disappear to give place to a
more neoliberal ideology (Lehner & Rexhepi, 2016). It is not easy to define social
finance since there is no broadly acceptable definition, but the general idea,
according to Howard (2011), is that social finance is about trying to mitigate
social, environmental and governance problems without forgetting to generate
profits to secure their own existence and maintain its sustainability. This
introduction of financial gains is a big difference from other types of social care
like charity (Lehner & Rexhepi, 2016). Inside social finance we have many types
of financial activities (Lehner & Rexhepi, 2016), but the focus of this work will be
in investments that are denominated as sustainable investments.

Globally the market was growing, in 2020 it grew 15% (Global Sustainable
Investment Alliance, 2021), but due to the socioeconomic circumstances that
affected Europe the total inflow in sustainable funds decreased in 2021, 2022 and
2023 (Morningstar, 2024). As shown in Graph 4 below, there is no doubt that
Europe has a more developed and diverse market, which is shown by the fact
that 84% of the sustainable fund assets belong to Europe, followed by the United
States with 11% (Morningstar, 2024). Therefore, it is expected that scenarios like
economic crisis that affect Europe will have a big effect on the sustainable

investment market as well.
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Graph 4 - Quarterly global sustainable funds’ assets.
Source: Morningstar

When comparing with conventional funds it can be seen in Graph 5 that the
trend is not unique to sustainable funds and it even has more impact in

conventional funds, which shows the disinvestment is general.
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Graph 5 - European sustainable funds’ net flows compared with conventional
funds’ flows

One stream of sustainable investment is Impact Investing, which, according to
The Global Impact Investing Network (2019), is an investment made for both
financial and non-financial returns like social or environmental returns. As this
definition is too broad, Schliitter et al (2023) refers to Impact Investing as the
investment “conducted by professional investors in companies, organizations,
and funds with the intention to create a measurable social and/or environmental

impact, alongside a financial return paid by the investee.” However, this
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definition can still be very wide and describe more than one type of sustainable
investment inside social finance.

To better understand this, is important to point out the differences between
investments. The difference between Impact Investing and, for example,
microfinance or crowdfunding social investments is that Impact Investing
implies a much deeper connection between investor and investee and needs to
be done by professional investors to organizations rather than individuals
(Agrawal & Hockerts, 2021).

Another term that might confuse investors is Socially Responsible Investing
(SRI) with Principles for Responsible Investment (PRI) with Impact Investing.
Starting by comparing SRI with PRI, the first term is associated with a screening
methodology used in investments where the investor actively excludes or
includes companies depending on their ESG practices while the latter takes a step
forward by active incorporating ESG factors in the investment strategy which
helps decide how attractive and investment is (Chidi, 2017). To be a PRI signatory
is mandatory to follow their 6 principles which are related to the consideration
of ESG issues and the reporting. They were developed by an international group
of investors and are supported by the United Nations to create a global
trustworthy base of investors who are committed to this type of sustainable
investment (PRI, n.d.). On the other hand, Impact Investing is a strategy used by
investors to target a specific type of investment that has the goal of having non-
financial returns, so it takes a proactive approach because without social,
environmental or governance impact the investment does not exist (Foroughi,
2022). While Impact Investing looks to mitigate a social or environmental
problem by investing directly into a project that will measure the outcome, PRI,
on the other hand, implements ESG factors into the decision making process of a
company and incorporate a more sustainable way of thinking in management

decisions and financial analysis (Phenix Capital, 2023). For example, in an SRI or
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PRI strategy, a fund would stop investments in a company that uses cheap labour
while in an impact investment strategy the investment would be made in a
company that actively tries to solve cheap labour issues (Foroughi, 2022).

So even if literature sometimes uses the above terms as interchangeable, they
have different meanings in terms of how big the degree of commitment is.
Schliitter et al. (2023) suggest seven core criteria to classify Impact Investing;:

a) Targeting firms and organizations rather than individuals;
b) Expecting a financial return;

c) Aiming for a positive social/environmental impact;

d) Intentional impact creation rather than a passive side effect;
e) Ensuring measurability of impact;

f) Conducted by professional investors;

g) The investee itself pays the financial return.

1.2. Financial versus social and environmental

returns

Concerning financial returns, it is commonly accepted that impact investors
have generally gained lower IRRs, as most responsible investors claim they
expect sustainable funds to perform worse in terms of financial returns and have
a worse sharpe ratio. This acceptance of less financial returns in order to create
social and environmental impact is what Barber et al (2017) call willingness to
pay (WTP). The WTP varies across the type of investors and the type of impact
the project is going to have. For example, according to Barber et al. (2017)
investors that sign the PRI or that benefit from local goodwill have a relatively
higher WTP. In addition, projects that focus on environmental issues have a

higher WTP than SME funding.
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There are three main reasons that make investors accept fewer financial
returns: non-pecuniary reasons, social signalling, and financial motives. (Rau &
Yu, 2023; Riedl & Smeets, 2017)

Regarding the first reason, social preferences have been shifting to a more
responsible consumption and a greater care for sustainability and the
environment, so investors demand and look for investments aligned with their
values (Choy et al., 2023). According to Riedl & Smeets, (2017), these sustainable
investors are more likely to hold funds for a longer period, are less selfish and
more willing to share financial returns.

To a lesser extent, social signalling is also an important event that explains the
growing of the investment made in these funds. There is pressure for investors
to decide their investments based on ESG related issues, so they do it to improve
their social reputation not because it reflects personal preference (Rau & Yu,
2023). According to Riedl & Smeets, (2017), this is true for investors with small
social preferences that like to show their investments. Christiansen et al. (2019)
further concluded that investors who participate in a smaller extent in
sustainable investments are more likely to do it for social signalling reasons.

Concerning financial motives, there is a diversity strategy behind investing in
these funds. Maxfield and Wang (2021) look at how sustainability can play a role
in risk mitigation of funds and examine these funds’ level of risk by taking a
different approach and studying investment funds’ returns in a continuous basis.
The authors show that sustainable funds outperform during a bear market and
underperform during a bull market. This happens because these types of funds
avoid investments in irresponsible companies, which helps reduce the overall
risk but also the financial returns (Maxfield & Wang, 2021). Companies that have
ESG policies are less likely to have litigations due to social or environmental
reasons which reduces risk (Renneboog et al., 2008), there is also less employee

turnover and more productivity (Brammer et al., 2015), greater satisfaction from
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all stakeholders and other positive policies that help reduce overall risk
(Verheyden et al., 2016).

So, we can conclude that the risk reduction comes largely from the
characteristics of the firms held in the funds. Looking at risk adjusted returns
these are not statistically worse in sustainable funds compared to their
counterpart (Renneboog et al., 2008; Verheyden et al., 2016).

Looking at the social and environmental side, there is a big gap in the market
in terms of tracking and reporting the actual returns a project brings (Schliitter et
al., 2023). Most of the problems Impact Investing aims to tackle are complex, like
climate change or poverty, so the measurement of the social or environmental
return is a hard task. There is an idea that organizations should only measure
outcomes when there is a well established cause-effect between the project and
the social or environmental outcome or only when an organization can control
all the interventions needed to achieve the outcome desired. Because of the
complexity described previously it is difficult to meet these requirements.
Therefore, the standard approach is to measure outputs and make claims about
the links between output and outcome (Schliitter et al., 2023).

However, Schliitter et al. (2023) believes social and environmental outcomes
should not be ignored, that projects shouldn't just assume they are being met
because of the linkage and that a holistic system where the focus is changed from
a single aspect to the whole system is better. In fact, according to Geczy et al.
(2021), rewarding only one part of investments that have a dual goal lead to lower
effort on the unmeasurable one, which in the case of Impact Investing is the social
and environmental impact. Both objectives should be complementary because
only then can a project bring non-financial returns for a longer time due to its

financial viability and self-funding.
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There is a big gap in the literature regarding non-financial returns, which
needs to be closed since this return is arguably just, if not more important than,
the financial one (Schliitter et al., 2023).

Hartzmark and Sussman (2019) study the flows before and after sustainability
reports to examine if they matter for investors. Focusing on Morningstar ratings
(1-low; 5-high), authors found that after the ratings were given by Morningstar,
investors took around 15 billion dollars from funds with rating of one and
invested 32 billion dollars into fuds with rating of five. Liang et al. (2022) showed
that hedge funds that support responsible investment attract a significantly
bigger inflow than those who don’t. This proves that in fact investors are not
indifferent to sustainability.

There are several reasons to why sustainable investors would prefer to switch
to a more sustainable fund. First there is institutional constraints, for example a
university imposing implicit constraints to its fund manager which forces a
change to more sustainable ones (Hartzmark & Sussman, 2019)

Second, there is the belief among investors that funds with a higher rating in
sustainability have a bigger financial return than the ones with a lower rating
(Riedl & Smeets, 2017). This is called the Halo effect and is common in these types
of investments. Investors view sustainability as a positive indicator for
performance when in fact there isn't evidence to support this belief (Blair &
Chernev, 2012). This impact is also bigger in extreme values of ratings like one
and five, while middle ratings experience the Halo effect but in a much smaller
scale (Hartzmark & Sussman, 2019).

Finally, there is also the non-pecuniary reasons. Investors are looking for
funds that have impact besides financial returns. In this case they believe
sustainability is an important characteristic and look for funds with it. So, if
investors value sustainability it makes sense to change from a low rating fund to

a high rating one (Riedl & Smeets, 2017).
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1.3.  Supply and Demand of Impact Investing

There are numerous instruments to finance Impact Investing projects either by
debt, equity, or other supplementary tools (Spiess-Knafl & Scheck, 2023). The
authors claimed that grant deals are the most common way for social enterprises
to be financed, followed by equity deals.

One equity instrument is VC, which is an investment in private equity made
by institutions, firms, or individuals usually in early-stage companies that are not
traded in the stock market with the objective to be an active partner and make
them grow (P. Gompers & Lerner, 2001). Landstrom & Elgar (2007) explained
there are three types of institutional VC: independent limited partnerships,
which act as a general partner and raise money from institutional investors that
take the role of limited partners because they are not active in everyday
management; corporate venture capital firms, which differ from the previous one
because they are mainly created by a parent company and raise capital from said
company; and finally, government venture capital firms, which are financed and
owned by the government (Landstrém & Elgar, 2007).

The main focus of the work is the independent limited partnership, and it
starts with a firm raising money from investors, then they monitor and add value
with their knowledge and connections and ends with their exits which ideally
would be successfully selling their equity and returning capital to the investors
(P. Gompers & Lerner, 2001). In 2023, the average IRR on this type of investment
was 13%, this already taking into consideration all the investments that weren't
successful (Soderblom et al., 2023).

Regardless of the type of investment there are some problems with both
supply and demand of capital in Impact Investing. Looking at the supply side,
one way to address the mismatch is to create a platform of Social Stock Exchanges

which allows for investors to access these projects of, usually, more mature
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enterprises (P. Gompers & Lerner, 2001). These platforms exist in some countries
already, like Canada, India, and Jamaica, although they are still very recent, most
are only 10 years old. The idea is that these platforms allow enterprises to raise
funds for their social and environmental projects but first they need to answer
and explain various details of said projects so that investors can have some
information and guarantees that these are in fact social and environmental
projects (Tripathi, 2023). Another problem from suppliers is that the investments
for these projects can involve complex investment structures which can create
some confusion on investees. Plus, investors can also make demands about
financial returns which can cause mission drift and lead to undesirable results
(Islam, 2022). Finally, many investors are interested in large investments because
that would compensate the smaller financial returns in absolute terms. However,
the market is not at this stage yet. Most investees look for smaller investments as
they are still in early stages of operations and look to gradually expand
(Hazenberg et al., 2015).

Looking at the demand side, investees in Impact Investing are not “investment
ready” which means they don’t have the structure to attract investors, more
specifically financial sustainability, good governance, and a solid business
model. There is a gap between both sides because investees lack the financial
knowledge and investment capital awareness that investors look for (Phillips &
Johnson, 2021). This issue can be mitigated with an intermediate that acts as a
knowledge provider and helps to close the barrier between investors and
investees, however, Phillips & Johnson (2021) recognized that even though the
market is full of typical intermediates, there aren't a lot for Impact Investing and
most of the ones that exist are still relatively small. Finally, impact investors are
usually younger and look to make a change in the world, so they are more
inclined to invest in projects that have an authentic team, looks to mitigate an

important problem, and has financial stability (Block et al., 2021). It is important
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that investees communicate their impact clearly to attract more investors which
most of the times is not the case since these returns are difficult to measure.
(Schrotgens & Boenigk, 2017).

Looking at Portugal, there are some government programs and policies to help
grow the market. Some notable examples are Portugal Inovagao Social that has
the goal of promoting Impact Investing by educating both sides while trying to
create bridges between them. They achieve this goal by developing management
skills, promoting investment events, and even using Social Impact Bonds (SIBs)
to invest in projects (Resolugao Do Conselho de Ministros n. 54/2023, 2023). There
is also the Fundo de Inovagao Social which is a public fund that co-invests in
impact projects with private investors (FIS - Fundo Para a Inovagdo Social, 2023).
This and more projects make Portugal a good pioneer country on Impact
Investing, and it is working well as the market is growing steadily. In fact,
according to a 2021 report from OECD, Portugal was in the top 10 countries with
more SIBs (Liiske, 2021). However, in terms of the value of those SIBs, Portugal
is the 11" country in the rank (Statista, 2022), which means that there are many
SIBs but for a smaller amount. This makes sense looking at the business paradigm
in Portugal and when taking in consideration that both programs are very recent

and with small, limited funds for now.

1.4. Phases of investment and influencers of outcome

Looking at different phases of investment and how they can shape the
outcome, we have the pre-investment stage which consists of all activities before
the contract is signed. This stage involves the sourcing and selection that the
investors make by analysing the financial and social or environmental aspects of

the investees and it is considered one the most relevant phases for success
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(Gompers et al., 2020). The financial sustainability and scalability of the business
model and its degree of innovation are the most common factors investors look
during the screening process (Block et al., 2021). Investors also predict the
potential impact and usually expect less financial return because of it (Lyon &
Baldock, 2014). Lastly, there is the alignment between investors’ mission and
objectives with the social and environmental issues addressed which is crucial as
well. This can be achieved with a greater emphasis on the non-financial mission
during the pre-investment phase which in return increases the chances of a
successful result at the end (Agrawal & Hockerts, 2019). Cetindamar &
Ozkazanc-Pan (2017) look at the initial mission of the investees and explains how
and why mission drifts happen. The authors define mission drift as a means-ends
decoupling phenomenon instead of the dominance of one side over another,
assuming the minimum percentage of at least 40% in the social and
environmental side is fulfilled. This means that it doesn't matter if the financial
side is more dominant, it only matters if there is a change in the proportions.
Without social and environmental side Impact Investing loses all its meaning and
fails to deliver their goals, however this outcome is common, because companies
are inherently more inclined to give priority to financial returns (Ebrahim et al.,
2014). Even tough Impact Investing contracts are usually modified they rarely tie
compensation to social or environmental outcomes which shows the financial
thinking talked about before (Geczy et al., 2021).

In the investment stage there is asymmetry of information between investor
and investee which can undermine both financial and non-financial returns.
These problems are usually related with the difficulty of reporting social,
environmental and governance returns, because of how complex it can be to
measure the impact and how reluctant investees are to independent statistical
assessments due to the loss of control about what is reported and the oversharing

of information (Berry, 2016).
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The relationship between investor and investee can also be affected by
differences in languages, culture and believes which can lead to
interorganizational tensions. Investors tend to judge more favourably projects
located in countries whose religion and values are more aligned with their home
country ones (Mersland et al., 2020). However, Mersland et al. (2020) concludes
that if the partners can maintain a good relation and share information with each
other the chances of a good outcome are bigger.

Finally, there are external parameters that are important to speak about like
the government support and the legal context in general. Looking at India,
impact investors tend to prefer investment projects that are in more technological
and economical advanced regions and heavily populated ones, because these
ones are more supportive for business investments (Rajan et al., 2014). This can
be a problem as the market is shying away from the regions that need more help.
To show how government can help, Rajan et al. (2014) gives the example of the
UK in which the government is actively supporting Impact Investing with funds
like Big Society Capital or by creating legal structures like Community Interest
Company which are a special type of limited companies that look to benefit the
community and have some benefits when compared to traditional companies.
Finally, intermediaries and networks are also important since they can give
business advice and reduce costs and risk by mitigating asymmetry of
information (Phillips & Johnson, 2021). All these things can shape the outcome of

the project for better or for worse.

1.5. Impact washing

With the rise of sustainable investing and more precisely Impact Investing, a

new problem emerged as well. Companies can sometimes claim that their funds
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or projects are sustainable when in fact they are not or, even if they are, there is
no proper measurement taking place. This can trick investors into thinking they
are investing in sustainable funds and even accept lower returns because of it
(Cote, 2022).

In the USA, there is no public legislation taking place, so the risk is high, and
it is on the investor to have a closer look into the financial products before
investing (Cote, 2022).

In Europe, the EU has taken some measures to stop it and in November of 2019
the Parliament and the Council reached an agreement which establishes rules
regarding social finance and the reporting of those claims. It separates the
financial products in 3 levels:

Article 6 — First level for all type of funds. They are required to disclose how
sustainability risks are considered during investment decisions and which risks
exist.

Article 8 — This article is for funds that promote ESG characteristics, but whose
main goal is not ESG returns. These funds must inform how these characteristics
are reached.

Article 9 — This article goes deeper into ESG goals, and it is for funds with an
objective of creating non-financial return, like Impact Investing. These funds are
obliged to show how the investment aligns with their non-financial goal and how
is it different from general market indexes.

As expected, when moving from article 6, to 8 and then 9 there is a reduction
in the number of funds. Below, Graph 6 shows the differences between them in

the Portuguese risk capital funds market.

2 All three articles above are according to the
REGULATION (EU) 2019/2088 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of 27 November
2019 on Sustainability-related Disclosures in the Financial Services Sector, 2019
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Distribution of the number of risk capital funds in Portugal by article 6, 8 and 9 of EU SFDR

Article 9 No Information
1% . 6%

Article 8
6%

Article 6
87%

Graph 6- Distribution of the number of risk capital funds in Portugal by article 6, 8 and 9 of EU SFDR
Source: CMVM

These articles started to be applied from January 2022, but there is still some
confusion on how to report the necessary information. The complexity of the
rules posed along with the novelty are leading to noncompliance even in firm
that want to follow the new legislation (Mezzanotte, 2023). So, despite the efforts
from the EU, there are still concerns about impact washing in Europe (Huw,
2024). To change this, the EU organized a consultation committee in December
2023 and will look into the concerns and questions fund managers have

(European Comission, 2023).
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2. Research Question and Methodology

2.1.  Research Question

Considering the literature review carried out in the previous section, it is
possible to identify that some significant risks from Impact Investing are the
misalignment of ESG returns, the lack of appropriate measuring practices, and
the possibility of impact washing. Therefore, the main intention was to analyse
Impact Funds and PRI Funds based in Portugal from three perspectives: (i) their
financial returns; (ii) their non-financial returns and (iii) their characteristics and
reporting. Under this framework, the following hypotheses were raised:

I - Impact Investing funds are more concerned with ESG factors vis-a-vis PRI
and traditional funds.

IT - Average returns are larger in PRI funds than Impact Investing funds.

III - The adaptation to the UE requirements is easier for PRI funds vis-a-vis

Impact Investing ones.

2.2.  Clinical Study Methodology

A case study approach is a research methodology that focus on investigating
a phenomenon in its real-life context by utilizing multiple data sources of
evidence to reach a conclusion about many variables of interest (Yin, 2003). The
tirst discussion of case studies in the financial world was by Jensen et al (1989) in
the editorial of the Journal of Financial Economics. Here, some of the expectations
and objectives of using case studies were presented to further develop empirical

and theoretical research. Nowadays, case studies take a much bigger role for
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investigators as they allow to study theories while retaining multiple complex
variables of real-life (Yin, 2003)

In this work an exploratory examination of multiple cases was made for a
richer comparison — a clinical study approach.

There are multiple sides of analysis needed to answer the research questions,
so there is a need to look at multiples angles and have different approaches. To
do so, data on financial returns (e.g., returns, sharpe ratio and ESG ratings), the
funds’ policies and their way to measure social and environmental impact was
gathered and analysed.

By using funds of the same country, the comparison is easier, more focused,
and more meaningful because they are dealing with the same external
conditions. Portugal was selected as the country to study not only because of
personal interest, but also because, as seen in the literature review, it is a country
where Impact Investing is growing, where there has been an increase focus by
the government with the creation of new programs to invest and where there is
a lack of studies.

Information was gathered by using their financial reports and other type of
reporting, like the ESG Report, the information available in the funds’ websites,
news and press releases about the funds, and the interviews conducted with two

people from VC funds.

2.3. Interview structure

To get answers to the hypotheses raised earlier, two funds were chosen to
study more deeply by doing an interview with two key people from each fund.
There was a need to choose one PRI fund and one Impact Investing fund because

it would allow a richer comparison between two types of sustainable investment.
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After consideration, Crest was chosen for the PRI fund because of their size,
history, and their explicit commitment to article 8 of the EU SFDR. For the Impact
Investment, the fund wanted to remain anonymous so they will be referred to as
Fund X. Fund X was chosen because of its clear goal to non-financial returns.

The interview was conducted via Microsoft teams call supported by a
questionnaire, which can be found in the annex section, mostly constituted by
closed answer questions to increase chances of having an appropriate answer and
to allow an easier comparison. Doing the interviews in a meeting allows for real
time clarification of both questions and answers, therefore increasing the
response accuracy (Schober & Conrad, 1997) which was essential due to the
reduced number of interviews conducted.

The questionnaire was designed with the purpose of enlightening which fund
is more concerned with ESG issues, which has better returns and why and which
one has more challenges following the EU requirements. In order to do that, the
questionnaire has the following structure: general descriptive question with the
objective of contextualizing each fund (1 and 2), then there are theoretical
questions with the goal to validate the hypothesis raised above (3, 4, 5, 6,7, 8, 9,
10, 11, 12, 14, 17), control questions to verify the consistency of the theoretical
questions (13, 15, 16, 18, 19), and finally there are some open answer questions
to further develop some topics without guidance and also confirm previous

answers (20, 21, 22, 23, 24).

3 The name Fund X was given to maintain anonymity of the fund and the person interviewed to follow the
confidentiality requirements raised during the interview.
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3. Interviews Results

Two interviews were conducted, one to Dr Antonio Faria who is an operating
partner at Crest and another to one of the funding partners of Fund X*. Crestis a
fund created in 2017 that invests around 20 to 25 million euros every year and
has over 2,000 employees. They are PRI signatories and follow article 8 of the EU
SFDR which means they have ESG factors in consideration in their investments
even if non-financial returns are not their main goal. On the other hand, Fund X
has a year of existence, they invest less than 5 million and their focus is on non-
financial returns, which corresponds to article 9 of the EU SFDR, and some

financial returns which corresponds to the goals of Impact Investing.

3.1. Non-financial returns

When looking at the weight of ESG in investment selection, Fund X gave the
higher grade of importance to environmental returns and the second higher to
both social and governance. On the other hand, Crest gave a 3 out of 6 for all of
them which shows they are in fact something to consider, but they are not their
main concern when choosing a business to invest. To further confirm this,
question number 7 asked the funds to rank the criteria when selecting
investments from 1 (less important) to 6 (more important). The results are

reflected in the Table 1 below.

* The name Fund X was given to maintain anonymity of the fund and the person interviewed to follow the
confidentiality requirements raised during the interview.
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Criteria Crest Fund X

Possible financial return 6 5
Possible social and environmental return 4 6
Alignment with the investee’s mission and vision 1

Easiness of measuring non-financial returns 1
Investee’s team 3 4
Investee’s financial sustainability and robustness 5 2
Investee’s degree of innovation 2 3

Table 1- Criteria in the screening process

Fund X has the “possible social and environmental returns” as their number
one criterion, followed by the “possible financial returns”, which is then followed
by the “investee’s team” and “investee’s degree of innovation”. Crest number
one criterion is “possible financial return” which is then followed by the
“investee’s financial sustainability and robustness” and in third comes “possible
social and environmental returns “.

As explained in the literature review, there is some difficulty to measure the
social and environmental impact and most funds have accepted this. We can see
that this is true, as easiness of measuring non-financial returns is low on the list
of criteria for Fund X and was not selected by Crest. Nevertheless, they both try
to measure it and report it. Crest does it indirectly by using the KPIs of the EU
SFDR while Fund X tries to measure the intended direct impact of each project,
but states it is very hard to measure all the impact. If possible, they will calculate
how much resources a product needs, compare it with the standard production
and calculate the impact the difference has. If it is not possible, there will be some

KPIs defined previously to get a sense of how the non-financial return is doing,
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however this only starts to be controlled in a later phase when the investee is
more stable.

Finally, both funds report their non-financial return and claim that this return
is important for their investors. As expected, impact investors give more

importance, but it is a marginal difference.

3.2. Financial Returns

Moving to the financial returns, there is the idea that sustainable investments
bring less returns, but this is not the case for these two funds. Crest has average
returns of 11% to 15% which are above expected. As stated previously, market
returns are around 13%, according to Soderblom et al. (2023), so Crest is
following the market despite having a sustainable investment strategy. Fund X
didn’t answer because it is their first year of operations but claim that their
prediction is to have market returns as well.

Both funds strongly disagree that returns are lower in sustainable investments
and think that the correlation between sustainability and higher returns is
positive. Crest offers an explanation to this by saying that currently it is harder
to get investors and buyers for companies that are behind the curve and that
firms that don’t have ESG policies have higher risks, unmotivated workforce,
among others. Even when looking at risk adjusted returns, Crest still strongly
agrees that sustainable firms have a higher return. However, when looking at all
kinds of sustainable investing both companies slightly agree that Impact
Investing is the one that has lower returns.

Question 15 allows to understand why the funds followed a sustainable

investment and why they chose that specific type of fund by asking to rank the
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reasons to follow this strategy from 1 (less important) to 6 (more important). The

results are in the table below.

Criteria Crest Fund X

Higher sharpe ratio compared to conventional
investments ’
Social and environmental concerns 3 6
Less competition compared to conventional
investments ! ’
Higher financial returns compared to
conventional investments ’
More demand compared to conventional
investments ° !

3 (stable
Other (please specity):

returns)

Table 2- Reasons to follow a strategy based on ESG

Crest continues to prioritize the financial side by listing “more demand
compared to conventional investments” and “higher financial returns compared
to conventional investments” as the first and second reason, respectively. On the
other hand, Fund X lists as number one the “social and environmental concerns”
which is then followed by “less competition compared to conventional
investments” which is especially true when talking about Impact Investing. It is
also worth to mention that for Fund X “higher financial returns compared to
conventional investments” are not a reason to follow sustainable investment,
however they suggested another reason which was “stable financial returns”.
This and the selection of a higher sharpe ratio as a reason to invest confirms that

the risk adjusted returns are in fact higher in sustainable investing.
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3.3.  EU Requirements

Looking at the EU requirements, both funds found it challenging to create
procedures to follow them. Crest gave question 17 a score of 3 out of 6 and Fund
X a4 in terms of difficulty which shows that there is work to be done by the funds
to be compliant. They both disagree that the requirements are easy to follow thus
confirming that there are changes to be made by the EU to make the legislation
more user friendly and therefore mitigate one of the entry barriers for sustainable
investing. The biggest difference between the sustainable funds comes when
looking at time and money spent to follow the requirements. Here, Crest gives a
3 out of 6 while Fund X agrees that following the requirements is time consuming

and has significant costs by giving it a 5 out of 6.

3.4. Problems and the future of sustainable finance in

Portugal

Focusing on the challenge that both VC funds must face, they point out the
difficulty of showing their investors that this is not charity and that they will not
have to sacrifice financial returns to make room for non-financial ones since
neither fund adjusts their expected financial returns based on the ESG returns,
because they believe they aren’t mutually exclusive.

Looking at the Portuguese market, both funds believe the expectations are
positive. Fund X emphasized the incentives Portugal has for investors and
investees in the sustainable market, like the Fundo de Inovacao Social talked in
previous chapters. They added that Portugal is becoming a country that catches
attention of foreign investors which will for sure propel this market and open

opportunities for the investees since the internal market is still small. Crest
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mentions the EU SFDR legislation as an important factor that helped the market
gain trust in sustainable financial products further adding that extending this

idea to more sectors will be very beneficial for everyone.
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4. Conclusions

In a time where ESG concerns are growing and companies try to take a more
responsible approach to their business, there is some confusion regarding
concepts and the spread of misconceptions like sustainable investing generates
lower financial returns. This work looks to positively contribute to the discussion
by clarifying concepts and showing in practice some of the differences that exist
between sustainable investments strategies while also focusing on financial
returns and the difficulties funds have in following the legislation.

This thesis followed a case study approach in which an interview was
conducted with two distinct VC funds that follow two different sustainable
investment strategies. The results obtained confirm all three hypotheses raised
above.

There is a strong concern for ESG problems in the Impact Investing fund and
it became clear that they look to generate positive non-financial returns and
mitigate ESG issues first and generate return after, while the PRI fund looks at
ESG as an opportunity to generate financial returns first and non-financial
returns second. Therefore, Impact Investing has a higher concern with ESG
returns than PRI and traditional funds.

In the financial returns, both funds have at least market returns which shows
that there is no need to compromise returns to implement sustainable
investments. In fact, both believe the ESG factors allow for higher returns and an
easier sell of the companies they invest in. Nevertheless, the Impact Investing
fund is more restrict in the investments made, and this lack of freedom makes it
harder to generate higher returns when compared to other sustainable

investments strategy thus confirming the second hypothesis.
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Finally, there is the idea that EU requirements are hard to follow and get
harder moving from article 6 to 8 and then to 9. This hypothesis was strongly
confirmed as both funds find it hard to set up procedures and follow the
requirements, but the results show that the Impact Investing fund has a
considerably harder and more costly task in hands.

The limitations of the work are the lack of public information VC funds have
which, allied to the difficulty of communicating with more funds, created a
situation where it was only possible to compare two funds. Further
investigations should focus on a higher number of funds and a comparison
between more sustainable investment funds but also the potential openness to

non-sustainable ones.
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Annex

Annex 1- Interview Questionnaire

Name:

Institution: Job:

Local: Date: /1

1.Select the total amount of the investments made in the last economical period.

Select with [ X ] your choice

0-5M

5-10M

10-15M

15-20M

20-25M

+25M

2. Select the type of investments made.
Select with [ X ] your choice

Green Firms

Brown Firms

Both — Write the percentage of investments made in Green Firms
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3. What is the weight of the social return when choosing which investments to make?

Scale from [0] “Without relevance” a [6] “Very relevant”

Degree of relevance

I have doubts / No opinion

Prefer not to answer

4.What is the weight of the environmental return when choosing which investments to

make?

Scale from [0] “Without relevance” a [6] “Very relevant”

Degree of relevance

I have doubts / No opinion

Prefer not to answer

5.What is the weight of the governance return when choosing which investments to make?

Scale from [0] “Without relevance” a [6] “Very relevant”

Degree of relevance

I have doubts / No opinion

Prefer not to answer

6.How much do you agree with the following statement: “Impact investment implies a

bigger commitment with the social and environmental goal than PRI”?

Scale from [1] “Stron ree”

Degree of agreement

I have doubts / No opinion

Prefer not to answer
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7. What are the criteria for selecting investments? Rank them according to its relevance

from [1] to [6].
Scale from [1] “Less important” a [6] “Most important”

Possible financial return

Possible social and environmental return

Alignment with the investee’s mission and vision

Easiness of measuring non-financial returns

Investee’s team

Investee’s financial sustainability and robustness

Investee’s degree of innovation

8. How is the non-financial return measured?

Select with [ X | your choice

Trough KPIs previously defined by both parts

With calculations like the SROI or equivalents

Is not measured

Other (please specify):

9. How important is the social and environmental return for your investors?

Scale from [1] “Not important” a [6] “Very important”

Degree of importance

I have doubts / No opinion

Prefer not to answer




10.  What is the average return on investments in the last year?

Select with [ X | your choice

0-5%

6-10%

11-15%

16-20%

21-25%

+25%

11.  How much do you agree with the following statement: “The average return on

investment is above expected”?

Scale from [1] “Strongly disa ree”

Degree of agreement

I have doubts / No opinion

Prefer not to answer

12.  How much do you agree with the following statement: “The average return on

investments is lower in green firms compared to brown firms”?

Scale from [1] “Strongly disagree” a [6] “Strongly agree”

Degree of agreement

I have doubts / No opinion

Prefer not to answer
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13.  What is the correlation between adding sustainability to an investment and the

financial return of that same investment?

Select with [ X ] your choice

[1] [2] (3] [4] [5] [6] [7]
Very Negative Slightly No Slightly Positive Very Positive
Negative Negative Correlation Positive
I have doubts / No opinion
Prefer not to answer
14.  How much do you agree with the following statement: “In the investments we

make the risk adjusted return is higher when compared to investments without any social

or environmental restriction”.

ree”

Scale from [1] “Stron

Degree of agreement

I have doubts / No opinion

Prefer not to answer

15. What are the main reasons to follow an investment strategy focused on

sustainable investments? Rank them according to its relevance from [1] to [6].

Scale from [1] “Less important” a [6] “Most important”

Higher sharpe ratio compared to conventional investments

Social and environmental concerns

Less competition compared to conventional investments

Higher financial returns compared to conventional investments

More demand compared to conventional investments
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Other (please specify):

16. How much do you agree with the following statement: “There are other type of

sustainable investments that offer higher returns than investments the fund makes”

Select with [ X | your choice

[1] (2] [3] [4] [5] [6]
Totally Disagree Slightly disagree | ~ Slightly agree Agree Totally agree
disagree

I have doubts / No opinion
Prefer not to answer
17. How hard was the creation and implementation of procedures to follow EU’s

requirements about sustainable investments?

Scale from [1] “Very easy” a [6] “Very hard”

Degree of difficulty

I have doubts / No opinion

Prefer not to answer

18.  How much do you agree with the following statement: “Following EU’s

regulations is easy”?

Scale from [0] “Strongly disagree” a [6] “Strongly agree”

Degree of agreement

I have doubts / No opinion

Prefer not to answer




19.

How much do you agree with the following statement: “Following EU’s

requirements is time consuming and has significant costs”?

Scale from [1] “Stron ly agree”

Degree of agreement

I have doubts / No opinion

Prefer not to answer

20. How are the non-financial returns communicated by the investees and by the

21.

22.

23.

24.

fund?
What is the biggest challenge for sustainable investments?

Is always possible to measure non-financial returns? If yes, how? If no, how is it

evaluated?

Is there an adjustment in required financial returns when the investments have a

bigger social and environmental base? If yes, how is it done?

What are the expectations for the sustainable investments market in Portugal?
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