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RESUMO

Empresas e organizagdes sociais tém um papel ezdmais importante no mercado brasileiro.
Essas organizacfes - sejam elas com ou sem fingtihas —tém como objetivocausar um
profundo e positivo impacto social. Ambas enfreneantiém o mesmo desafio: financiar as suas
operacfbes. Recentemente, dois modelos inovadoreBnaeciamento, o fundo deenture
capitalox Capital e o fundo de empréstimo social SITA®ftraram no mercado brasileiro para
solucionar esse desafio. Este estudo analisa ambofundos,associando o problema do
financiamento de empresas e organizagfes sociateodigs tradicionais de negocio. Mais
especificamente, por meio de um estudo de casal@dv se o risco de agéncegéncy risk)
explica as praticas edesigrcontratual utilizados pelos fundos. A pesquisasedda num estudo
de Alemany e Scarlata (2010) sobre a estruturagémegocios de fundos filantrépicos de capital
empreendedor (PhVC, na sigla em inglés) na Amé&iaNorte e na Europa. Uma definicdo
chave desse estudo € que organizacdoes sem fireilosr ao contrario daquelas com fins
lucrativos, estédo sujeitas a uma restricdo deildis¢go de lucros. Embora Alemany e Scarlata
(2010) tivessem descobertoque parcesgewardship) mais do que o problema de agéncia
(agency problem explica a estrutura dos negocios dos fundos Rlag@mplicacbes do presente
estudo de caso para o Brasil sdo diferentes. Qdtadses sugerem que o problema de
agéncia,mais do que a parceria,descreve adequaidansecontratos analisados de financiamento.
Detectou-seque clausulas contratuais ndo foram aspersadas para mitigar o risco de
agénciaresultanteda auséncia de uma restricaabudicdo de lucros, mas também para reger as
estruturas cooperativas com organizagdes senmutngtivos. No caso de SITAWI, a restricdo dos
destinatarios de fundos de distribuir lucros preseuuma ferramenta efetiva para alinhar os
interesses entre os financiadores e os destinatdo® fundos. Apesar daimplicacdo da presenca
de parceria, os contratos do fundo social contimeciusulas geralmente usadas para reduzir o
risco de agéncia. No caso de Vox Capital, os destiios dos fundos eram empresas com fins
lucrativos, portanto ndo sujeitas a restricdo deilluicdo de lucros. O modelo de negdcio de Vox
Capital é organizado para impedir qualquer incid&potencial do problema de agéncia. Ambos
os fundos, independentemente da estrutura jurittisebeneficiarios destes fundos, evidenciaram
0 intuito de garantir a aplicagdo de praticas dgae utilizadas pelas empresas tradicionais do

setor corporativo em vez daquelas utilizadas nar serial.

Palavras-chave Teoria de agéncia, teoria de parceria, empresilswenture capital, fundo

social, moral hazard.



ABSTRACT

Social and inclusive businesses play an increasisighificant role in the Brazilian market.
Those organisations - whether for- or not-for-grefshare the objective of causing positive
social impact. They also face a common challenganting their operations. Recently, two
innovative funding models, the impact investmenttuee capital (VC) fund Vox Capital and
the social fund SITAWI, have entered the Brazilraarket to address this challenge. The
underlying study analyses both funds by linking @reblem of financing social sector
activity to traditional business theory. More sfiieally, it assesses whether the agency risk
explains the practices and the contractual desigplayed by the two funds through a case
study approach. The research is based on a studiieodeal structuring of Philanthropic
Venture Capital (PhVC) models in North America dadrope by Alemany and Scarlata
(2010). A key definition of this study was that +iot-profit entities, in contrast to for-profit,
were characterized by a non-distribution constrailthile Alemany and Scarlata (2010)
found that stewardship rather than the agency prol@xplains the deal structuring of those
PhVC, implications for Brazil from this case studgre different: Results suggested that the
agency problem rather than stewardship adequatelycribed the analysed funding
agreements. Covenants were found not only to niétigfae agency risk resulting from the
absence of the non-distribution constraimit also to govern cooperative structures with not-
for-profit organisations. In case of the socialdUBITAWI, the non-distribution constraint of
fund recipients has proven to be an effective toalign the interests between fund provider
and fund recipient. Still, this implied presenceaoc$tewardship relationship did not rule out
the application of contract features commonly ugededuce the agency risk. In the case of
the impact investing VC Vox Capital, funding reepis were for-profit and thus not subject
to a non-distribution constraint. Vox Capital’s detatucturing models were designed so as to
curb any potential incidence of the agency problBoth funding models, independent from
the legal structure of funding recipients, werenfduo apply business practices from the

traditional corporate rather than the social sector

Key words: Agency theory, stewardship theory, social entegynventure capital, social fund,
moral hazard.
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1. Introduction

Social and inclusive business plays an increasisggificant role in the Brazilian market.
Not only does Brazil currently experience an emecgeof organisations of philanthropists
and grantmakers (Thompson, Tancredi, & Kisil, 20®0t also of social enterprises (SES)
(Karnani, 2007). Those organisations, whether @wrnot-for-profit, share the objective of
causing positive social impact. They also face awroon challenge: the challenge of
financing. Apart from limited access to financiasources and a high rate of financing, doing
business in Brazil is also associated with the kigdiitionalcusto brasit(Sardenberg, 2012).
While this already makes financing for small anddiae sized enterprises (SME) in Brazil
difficult, it does so even more for social entespd. “Culturally, obtaining financial resources
is an immense challenge for these entities” cordilbeonardo Letelier, the CEO of the

Brazilian social fund SITAWI (personal communicatidlay 3, 2012)

Who are the actors capable of catalysing socialaghin Brazil? What are the financing
needs of social enterprises and not-for-profit niggtions (NFPs) in the Brazilian market?
How and by whomare those needs addressed? Howiidarsing social sector activity differ
from financing in the traditional corporate sectére business models, practices, contractual
designs, and legal structures from the corporattosapplicable in the social one? And can

traditional business theory be applied in ordeariewer these questions?

1.1.Research objective and method

The objective of the underlying study is to respdadhe research questiavhether the
agency risk explains the practices and the contractual design of agreements employed by
entities financing social sector activity® in Brazl. A set of four research propositions (RP)
embedding the Agency and the Stewardship theoryralading to the empirical study of
Scarlata and Alemany (2010) provide the theorescdistructure for the research question.
Light shall be shed on the relationship betweenl foroviders on the one hand and financially
backed agents aiming for the creation of socialactn the other hand. More specifically,
the study focuses on moral hazard as one majatence of the agency problem. It examines

whether moral hazard adequately describes the rigndglationship, and if so, how this

! Particular cost of doing business associated thi¢rBrazilian market and stemming from a poorlyaleped
infrastructure and inefficiencies in the regulatoggimes.

2 If not stated otherwise, any further direct ciiatof Leonardo Letelier refers to the interview doated on
May 3, 2012.

3Social sector activityn this study equally includes for-profit SEs.
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agency risk can be mitigated through the applicatth business models and contractual
provisions traditionally applied in the corporakct®r. Although the incidence of adverse
selection and hold-up will eventually be accourftagdthe research and its propositions focus

on the agency risk in terms of moral hazard.

The research was conducted in form of a multiplsecstudy, first presenting and then
analysing two innovative business models that hragently entered the Brazilian market in
order to contribute to building a financial infragtture for social enterprises and social sector
activity. Vox Capitalis a venture capital (VC) fund in Brazil investimgearly stage and seed
for-profit SEswith the mission of creating socialpact.SITAWIis the first Brazilian social
fund (SFfand concedes loans at interest rates below theetaates to SEs and not-for-profit

organisations in the social sector.

1.2.Relevance for scholars and practitioners

This study fills a void in business research ins@f& it responds to the call of scholars for
evidence on financing sources and methods for ksentarprises in general (Nicholls, 2010;
Austin, Stevenson & Wei-Skillern, 2006; Battle Anslen & Dees, 2006). It furthermore
focuses on the Brazilian market, where researchbkas scarce so far (Carvalho, Netto, &
Sampaio, 2012). On the side of the practitiondris, riesearch is of particular interest for two
parties: funding entities and fund recipients. Hwe first group, this study provides an in-
depth presentation of innovative funding modelseng the Brazilian market. The analysis
of particularities of business models and practisesd particular interest for donors as well as
investors interested in this market. More spedifycéor fund providers, the study sheds light
on how to detect and effectively curb moral haztimbugh covenants and governance
structures. For the latter, not only insights imdiung opportunities, but also indications on
how the governance structure and the legal forfiurad applicants affect their eligibility and
respective funding contracts, are presented.

1.3.Chapter outline

The underlying research is structured as followsstFcontextual issues and definitions are
dealt with in section 2 so as to map the actorseored, the markets they operate in, and the

challenges they face within those markets in teoffgnancing. Section 3 will subsequently

“ By the time the case study was conducted, loamns the only product in SITAWI’s product portfolio.
Meanwhile SITAWI offers further financial servicaad does not refer to itself as a fund any moreomg its
original funding activity, the concession of loaisstelevant to this study, the analysis focuseSIIRAWI's
Fundo de Empréstimos Soci&TAWI will therefore still be referred to as (gal).
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present the paradigms, namely the Agency and thw&sdship theory, that are theoretically
framing this work and those frameworks’ applicabpito this research. Section 4 presents the
underlying methodology of this study. The subsegjsention states the research question and
derives the main research propositions from thertieal frameworks of the Agency and
Stewardship theory as well as theories from theavi@ the banking sector. An analysis of the
funding models of both financing entities, the abampact VC Vox Capital and the social
loan provider SITAWI, follows. Based on this baakgnd, subsequent analysis is supposed
to answer the research question by presentingridangs from qualitatively assessing the set
of the four research propositions. The work clogath a summary of conclusions, the

research limitations, and recommendations for &rrtksearch.
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2. Context and definitions: Market potential and challenges of the social sector in

Brazil

Brazil has come to know significant economic weiightecent years. Having experienced an
average growth far above that of the OECD countif#azil today is the seventh biggest
economic power in terms of gross domestic prodWebr{d Bank, 2012). Apart from
significant growth in the business sector, busirset®lars’ attention recently has been drawn
to a newly emerging business opportunity: soci&mmises. Since the market potential of the
bottom of the pyram{@oP) population, a term which refers to a natiolog-income
populatiori, has been discovered(Prahalad, 2004) and theoidpeoviding micro-credits to
this population became a profitable business mE&kein, 2006), the social sector has been
increasingly discussed in academic literature (AUs2006;Mair & Marti, 2006; Alemany
&Scarlata, 2009; Battle &Anderson, 2006; Certo, &00 Such (social) market
opportunitiesexist predominantly in emerging ecoie@mPrahalad (2004) referred to Brazil
in an example: By 2003, 80% of the Brazilian popaleof 184 million people were living at
the BoP. For the Brazilian economy, this part o fopulation is crucial in terms of
purchasing power, as it represents about 40% oh#t®n’s spending capacity (Prahalad,
2003). As a response to this untapped market patenthe number ofsocial
enterprisesfounded in Brazil has been evolving digpiBy November 2011, the Aspen
Network of Development Entrepreneurs (ANDE)had tded some 140 social businesses
currently operating in Brazil (ANDE, 2011). One mraghallenge faced by social enterprises
is the access to financing sources. This needdrs ewre profound in the initial phase of the
business, because such enterprises usually needscakder to create a business that is
supposed to supply the demand of a big, mostlyppetea market (Brugmann & Prahalad,
2007).

While such SEs are expected to become profitabtbeariong run, otherorganisations aiming
for social impact, like not-for-profit organisatimnface an even more restrictive market when
looking for financing opportunities. In 2005, thBGE (nstituto Brasileiro de Geografia e
Estatistica reported the existence of 338,000 officially stgied FASIL Fundacdes
Privadas e Associacdes sem Fins Lucrajiwo®razil. Those organisations represent 5.6% of
the 6 million entities, private or public, for- arot-for-profit, composing the CEMPRE

(Cadastro Central de Empresasn the same year.The same census also reports tha

*Defined as household of an income below R$ 3,03¢merth (http://www.voxcapital.com.br/).
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organisations contributing to the country’s econoamd well-being are understaffed and
unable to pay their employees. While 79.5% of thefar-profit organisations do not have
any paid employees, merely 6% of the sample héaffact more than ten employees due to a
lack of financial resources, among others. Thi findication of the urgent need for capital in
order to be sustainable and effective is underlifgd the Brazilian Association of
NGOsreporting that in 2008, merely about 22% ofirtlessociated NGOs disposed of a
budget of above R$2 milli§Gouveia & Daniliauskas, 2010). Furthermore, fouite in
Brazil are mainly corporate ones and thus tighihkdd to its core business objectives
(Gouveia & Daniliauskas, 2010). This limits the emwdnent and support offered by those
foundations to the Brazilian social sector.

Although there seems to be a promising market feating social impact while generating

economic value in Brazil, the agents in this seet@ facing a major challenge: access to
capital. Before presenting this challenge of finegan more detail, the operating agents in
the sector who are relevant to this research wilbbefly defined.

2.1.Defining theactors pursuing social impact

Social enterprises are a relatively new phenomendhe economy. They are bridging the
second and the third sector, becausesuch enter@isenot necessarily NFPs. This strategy
has been referred to as operating in a hybrid geitte 2.5 sector, which aims at alleviating
poverty of the needy part of the population throagiproaches of sustainable and inclusive
businesses (Mistura, 2011). In order to understaedfinancing needs of the organisations
promoting social impact in Brazil, it is necessaoy delimit their business models from
traditional entrepreneurship as well as from NG@d frther organisations in the traditional

third sector.

2.1.1. The social sector and not-for-profitorganisations

The third sector, also referred to as social sedsroad in its facets andin its understanding
including the notion ofvoluntary organisationsNGOs independent sectprcharities and
philanthropy In social sciences, this sector is used in otdeefer to organisations created
through civil society whose objective is not to gete profits, but to satisfy social interests.
Following the classification of the first and sedasector, the state and the market/corporate

sector, respectively, the third sector extendsoassociation that does not fit within the first

® About US$ 860,000, calculated at Exchange RatedEivaar, 2008: USD/BRL 2.33.
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two sectors (Méanica, 2007). But, as Manica (20@inted out, no legal definition of the third
sector exists so far. According to article 53 @& @ivil Code in Brazil, associations are legal
entities formed by the grouping of two or more induals whocollaborate so as to pursue
non-economic goals. There are no mutual obligatansng the associates, but between the
associates and the association, there are. Pa@€®)(20rther specifiedthat associations
combine services, activities, and knowledge stgvior the same objective, with or without

capital, but without profitability considerations.

2.1.2. Social enterprises

The social enterprise falls somehow between thergeand the third sector and therefore
needs some specific consideration. As the concepb@al entrepreneurship is still new, a
common definition of the phenomenon has not yehlestablished. In academic literature, a
myriad of different conceptualisations can be fauwthile Alvord et al. (2004) understood
SEs as a catalyser for social transformation winog@r objective is the alleviation of social
problems, another group of scholars referred tiatenterprises as non-profit organisations
that are searching for alternative funding straeg@r management concepts that create social
value (Austin, Stevenson, & Wei-Skiller, 2006; Blose, 1998). A third group considered
social entrepreneurship as commercial businessadtiat socially responsible while being

engaged in cross-sector partnerships (Waddock,; 28gawa & Segal, 2000).

According to Mair and Marti (2006), social entegggare not necessarily NFPs but can
equally be of for-profit nature. Not-for-profit agisations are different from those which are
actually meant to generate profits in terms of rthegal structure. As Hansmann (1980)
argued, not-for-profit organisations are charasegti by a non-distribution constraint of
earned income. In this research, social entermaseeither be for- or not-for-profit entities
majorly focusing on the creation of social valuee&ling economic value is another feature
of these enterprises as it is a necessary conditiarder to become economically viable.
Therefore, in the following, a broad conceptuai@atwill be used to refer to social
enterprises: social and economic value creatingpuative organisations being both for- or
not-for-profit and acting across and within theiaband the corporate sector.
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2.2.Financing social enterprises and social sectactivity

Austin et al. (2006) considered the non-distribuit@mnstraint and the inherent striving for
social value a characteristic that limits the asadsnot-for-profit SEsand social sector agents
to traditional capital markets. The mobilisation fihancial resources is a prevailing
difference between social and commercial enterprisad thus requires a different
mobilisation and management of financial resourdsshe Bank of England (2003) reported,
the limited access to capital has been identifetha main barrier to the growth of SEs. The
problem is twofold: On the demand side, SEs anectaht to apply for external financing
from the corporate sector, because of their rigkesion to borrowing. In addition, they prefer
alternative, less expensive sources of financikg ¢irants from the government or charitable
foundations. This finding equally holds for ageintshe traditional third sector.Thus, capitalis
rarely demanded by those actors. According to Letmaetelier, the capital raised through
grants in Brazil corresponds to only about 1% afd& available in traditional markets
through debt and equity. On the supply side, cororakiinancial institutions are unwilling to
provide debt financing because the social busimeamsuitable for this financing source
(Harding, 2007). This stems from the requirementhef loan applicant to provide collateral
which most organisations in the third sector arahblemto provide, but which is mandatory for
obtaining financing from Brazilian banks. Furthemsmoas Aoqui (2011) stated in its report on
social entrepreneurship in Brazil, the country iz highest interest rates in the world,
currently ranging at 9% with a spread between 3b5hpercent. Also,commercial bankslack
incentives to support the social sector by adaptirer loan requirements to the specific
needsof the social sector (SITAWI, 2012b).Thustehe an apparent need within this sector

for alternative sources of financing.

Especially in Latin America, social funds(see set2.2.1) have been an important source of
financing for the social sector. Most countries noave SFs with an average of assets under
management (AUM) of US$240 million (Batkin, 200Axcording to the Asian Development
Bank (2001), the driving force for the increasesotial funds in Latin America was the need
to protect poor and low-income communities suffgrimom a reduction of government
expenditures after structural adjustments and deseés. As Batkin (2001) pointed out, one
major drawback of this financing model is that finag is short-lived and mainly project-
related while being heavily donor-dependent. Thetsracteristics reduce the financial and
institutional sustainability of such funding progra. While the traditional credit market

disposes of assets of about R$1 trillion, the $a®ator in Brazil annually receives merely
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about 1% of this amount, around R$10 billion, tlylowonations(SITAWI, 2012b). This lack
of capital reduces the success rate of projectéeimmgnted in the social sector, the sector’s

overall financial sustainability, and thus its putael leverage on society.
2.2.1. Business models accommodating the financing needssocial sector activity

Apart from the government and charitable orgarosati new financing models for the social
sector that are based on the application of fofipeatrepreneurial and finance models have
recently emerged. The adaptation of the venturégatapodel and the introduction of social

funds are two funding models that are to be preskintthe following.

VC is traditionally understood as intermediationafice of entrepreneurial firms in an early
stage through the provision of debt, equity, orrid/inancing (Amit, Brander & Zott, 1998).
When blending the definition of Letts et al. (199a0d Edelson (2004) the Social or
Philanthropic venture capital (PhVC) model is tipplecation of the traditional VC model to
the social sector in order to provide financial &athds-on support to organisations which are
primarily mission-driven. With the ultimate goal ofaximising social return on investment,
Philanthropic venture capitalists provide interna¢edd investments to SEs and social sector
agents. Such funds are an antidote for the trawdititunding model in the social sector which,
as previously stated, is short-term and projectraad (Batkin, 2001), because it provides
institutional and financial sustainability of fineing. PhVCs can primarily be found in
developed economies like the United States anddeunshere the model has been introduced
two and one decades ago, respectively (John, 2008hese markets, the PhVC funds are
mostly non-profit organisations meaning that, iretegent of their legal structure, profits
from investments are re-invested in the fund itgaltead of being distributed among
shareholders. According to this definition, only¢d®f the PhVCs in the US and Europe are
for-profit (Alemany & Scarlata, 2010).

In Brazil, no not-for-profit PhVC exists, so faruB in 2009Antonio Moraes Neto, Daniel
Izzo, and Kelly Michel founded Vox Capital. Vox Gigb is the first VC fund in Brazil which
Is investing in for-profit enterprises with a prafal, positive social impact through serving

Brazil's low-income clients.

Social funds are another innovative approach tapte social sector activity. In her analysis,
Tendler (2000, p.114) describes the objective of 3ieing to “reduce poverty and

unemployment and to bring services and small wprkgects to myriad poor communities in
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a way that is decentralised, demand-driven, ppdtory, low in cost, and fast-
disbursing.”According to Batkin’s (2001) definitiprthe schemes of SFare commonly
proposed by either local organisations or the lgcalernment. These are equally responsible
for the organisation, implementation and financiof the operation. The fund is
administeredby a unit within a department of thezegopment, butoutside its established
administrative structure (Tendler, 2000, BatkinQ20 The funds are grants, which are then
allocated to social sector activity. In Latin Anearisocial funds emerged in the mid-1980s as
a response of the government to reforms and stalcagljustment programs resulting from
the economic downturn, which had primarily impactéie continent's low-income

community (Garrison, 2001).

In Brazil, SITAWI, the first social fund offeringpéins to FASIL and SEs without any ties to
local organisations or the government, has beerctaad in 2009. This fund is non-profit and
has the goal of strengthening the financial infrattire of the third sector (Leonardo Letelier,
personal communication, May 3, 2012).
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3. Conceptual issues: From the Agencyto a Stewardshtheory

With the increasing importance of SEs, academearditire has tried to conceptualise this
business model (Austin et al., 2006; Mair & Ma&Q06) and to apply traditional business
theory to it (Alemany & Scarlata, 2010). In the erging study, the Agency theoryprovides
a theoretical leverageso as to analyse the retdtiprbetween the funder and the backed
organisation, being either an SE or an NFP. Thieviahg section aims at presenting this
theoretical framework, which will then be used tmceptualise the agents’ interaction within
the social sector. Special attention will be drawithe incidence of asymmetric information,

as it will be of relevance for conceptualising pgreblem of financing agents in Brazil's social

sector. The literature review will further be commplented by the Stewardship theory — a
paradigm being complementary to the Agency theomilevhavinga set of different

assumptions.
3.1.Agency theory

The Agency theory uses the contract between twpeaabing parties in order to describe the
principal-agent relationshigJensen & Meckling, 1976). Under sucha contragg person,

commonly referred to agrincipal, delegates responsibility to another person, refeto as

agent so that a certain task is performed by the agenbehalf of the principal (Jensen &
Meckling, 1976). The engagement of the agent ire®Ithe delegation of some decision-
making authority from the principal to the agenteTcontract is the main unit of analysis and
it is assessed whether its structure should beingerit on behaviour or on outcomes
(Eisenhardt, 1989a). This cooperative structurevides the general constellation for the

agency problem.

The Agencyparadigm assumes that men are ratiot@sgaursuing their own interest (Jensen
& Meckling, 1976). Thus, within such structurestional agents will base their decision-
making and their organisational behaviour on carsitions of personal utility maximisation
and expenditure minimisation. This might resultaigonflict of interests between the agents,
because of the separation of ownership and conérgbroblem that is inherent to any
employment relationship or the setting of modernpocations (Berle & Means, 1932). When
corporations become too big to be managed by desiogner, the increased economic
obligations will only be met through the cooperatiof multiple owners (Berle & Means,
1932). Separation of ownership and control ultinyateesults, because the owner, the
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principal,delegates some of his responsibilitiesioexecutive, the agent. Consequently, the
principal, on the one hand, benefits from the dmieg of some responsibilities at the
expense of a loss of information and power whilariog the financial risk (Saam, 2002). The
executing agent, on the other hand, assumes tisigomsibility as he expects to be
compensated for his effort (Conlon & Parks, 1990problem from this constellation arises
when the principal and the agent have differinglgaad the principal can only observe the
outcome, but he has no information (or only at hights) about the process of achieving the
outcome (see problem of moral hazard in sectionl3) (Eisenhardt, 1989a). Another
problem inherent to the principal-agent relatiopsis the problem of risk-sharing in
cooperative structures where the individuals ingdhdo not have the same attitude towards
risk (Arrow, 1971). The principal is generally assd to be less risk averse than the agent,
because he is able to diversify his investment edeethe agent is unable to do so with his
employment (Eisenhardt, 1989a). Table 1 providegeiaeral overview about the Agency

theory constellation and its main assumptions.

Table 1: Overview of Agency theory

Key idea Cooperative structures between principal and agleotld be organised
so as to efficiently solve the problems of asymméatiformation and
risk-sharing.

Unit of analysis Contract between principal and agent

Assumptions on  Self-interested, personal utility maximisingomo economicysrisk
individuals aversion

Assumptions on  Partial goal conflict and asymmetric information aarg principal and
organisation agent

Assumptions on  Information as purchasable commodity
information

Contracting Agency (moral hazard, adverse selection and ho)d-up
problem

SourceAdapted from Eisenhardt (1989a).

The Agency theory has become a key reference #titutional and business studies and is
notably divided in two branches of research — atpes(empirical) as well as a normative
approach. The positive approach describes constelkaunder which the principal-agent

conflict applies and suggests according contracigde to resolve or prevent eventual
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problems (e.g. Jensen & Meckling, 1976; Jensen &a&al983; Eisenhardt, 1985). Jensen
andMeckling (1976) pioneered the reflection on tharadigm by contextualisingits
corresponding costs resulting from the agency probhs contracts betweentwo parties with
diverging interests need to be written. Those cosiside structuring and monitoring costs as
well as costs for bonding the contract. As thessiscof fully enforcing the contract exceed
the contract’s benefits, they lead to a residuss.ldensen and Fama (1983) later focused on
how the agency problem could be alleviated in oggions characterised by the separation
of ownership and control and how decision rules affected by special characteristics of
residual claims. Eisenhardt (1985) analysed then@geroblem from an organisational
perspective, concluding that it was an empiricaljid perspective and that it helped to gain
insights in risk, uncertainty, incentives, and mnfation system issues for problems
characterised by a cooperative structure. The gbalormatively approaching the Agency
theory is to suggest a contractual desgnantethat minimises the agency problem.In order
to do so, scholars thrive for formal mathematicalusons, which are then generally
applicable to any principal-agent constellatione Tasults are contingent on the assumptions
made to operationalize and mathematically grasppitblelem (e.g. Stiglitz, 1975; Williamson,
1975; Holmstrom, 1979; Hart & Moore, 1994).

3.1.1. Asymmetric information

Asymmetric information is inherent to the princizaent relationship (Fama & Jensen,
1983). When considering the normative approaciéogptrincipal-agent perspective, research
can be classified into three incidences of asymmatformation, namely when the agent has
an informational advantage concerning his behayiabilities, and his intention. Those
scenarios will be referred to as agency problenssiiag fromhidden actiofArrow, 1985),
hidden characteristi¢®\kerlof, 1970),andhidden intentio(Picot, Dietl, & Franck, 2005),
respectively. The following section will presengtimcidence of the agency problem triggered
through these three forms of asymmetric informatimha way in which it can be solved

through contractual agreements.

3.1.1.1.Hidden action and moral hazard

The first incidence of asymmetric information refdo a situation of uncertainty within
cooperative structures in which information conaggnthe agent’s behaviour among two
parties is unequal. In his pioneering work, Arro®9¢3) referred to thisproblenrasral

hazard Moral hazard occurs when one party assumes umdkebecause any hazard
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concerning the outcome of this party’s behavioubasne by another one. Arrow (1963)
coined this term using the example of an ideal raasce for medical care under the basic
assumptionsof uncertainty. He further assumes itfdividuals act so as to maximise the
value of their own utility function and that thegeaisk averse. Although the authorconcludes
that the creation of insurances increases socilémge a major problem of such insurances is
the resultingmoral hazard Insurances are supposed to protect individuadnat events
which are out of their control and might negativeehpact them. Still, such insurances might
at the same time negatively impact the individuaisentives insofar as, after having taken
out the insurance, part of the risk is borne byitiseiring party. This risk sharing induces the
individual to behave more opportunistically and slesarefully (Stiglitz, 1975). In a
consecutive work, Arrow (1984) generalised the eph@f moral hazard referring to it as
hidden action as the term moral hazard by then referred tosgiexific case of insurance,

only.

Subsequently, the problem of hidden action has badaly studied by scholars until today
from a general principal-agent perspective, bedhesatructure is virtually universally
applicable to any interaction in the economy (Aryd®85). Scholars prescribe two basic
conditions in order to expound the problem. Fitlse principal cannot directly observe the
action of the agent. Second, the agent majorlynbtientirely, determines the outcome of his
action. This implies the presence of exogenous {#skow, 1985).Assuming further that
every individualis a utility maximiser, the prineifs and the agent’s goals might not coincide
as the cooperating parties tend to have differéhtyufunctions (Eisenhardt, 1985). For the
principal this is difficult to knowex ante,before contracting the agent. This situation of
asymmetric information might ultimately induce thgent to behave opportunistically at the
expense of the principal (Chade & de Serio, 2002).

In order to prevent such behaviour, Arrow (1963beckfor third-party or institutional control

over the agent. Demsetz and Lehn (1985) suppadnteddea arguing that a prudent principal
would use governance structures in order to cuglptbblem of potential opportunism by the
agent. This control necessarily induces a certaist, dheagency costesulting from the

principal’s expenditure for monitoring (Jensen & ddkng, 1976). As understood by Jensen
and Meckling (1976), monitoring is not merely tlee @f measuring and observing the agent’s
behaviour but equally includes the principal’s éoto write contracts so as to formalise
controlling and monitoring governance mechanisrke budget restrictions, compensation

policies, or operating rules. Holmstrom and Milgr¢h®87) normatively operationalised the
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agency problem through the LEN model which assutiresar contracts an exponential
utility function of the agent to account for theeafjs assumed risk-aversion, andrmally
distributed noise terms. The application of thisdelowas illustrated by Krakel (2007) and
demonstrates another solution to mitigate the prabbf hidden action. According to the
LEN-model, contracts should be designed in a wajoamake the agent participate in the
principal’s outcome. Through this result sharingg tnterests of both parties converge and

opportunistic behaviour of the agent is curbed.

Apart from the traditional application of the prebi of hidden action in the insurance market
(e.g. Arrow, 1963), the paradigm has become thenmeference to theoretically frame
employment relationships and to analyse the unkbgylgontractual arrangements under
which workers sell their service to their employkr.this respect, increasing attention has
been paid to the question of how to design the ttgyeompensation scheme being mainly
determined by the risk aversion of the individualglved, effort supply elasticities, as well
as the extent and nature of uncertainty, and ofitmang structures (Stiglitz, 1975).

3.1.1.2.Hidden characteristics and adverse seleatio

Asymmetric information can equally relate to theliy of a product or service, or the ability
of an agent. This idea of linking uncertainty withality has first been conceptually grasped
by Akerlof's market for “Lemons” (1970), where hgptainedwhy this will lead to market

failure:

There are many markets in which buyers use somkamsiatistic to judge the quality of
prospective purchases. In this case there is iiveefir sellers to market poor quality
merchandise, since the returns for good qualityiecenainly to the entire group whose
statistic is affected rather than to the individaaller. As a result there tends to be a
reduction in the average quality of goods and aisthe size of the market. (Akerlof,
1970, p.488)
Akerlof (1970) used the example of the car markestiow how bad quality products drive
good quality products out of the market when asyimmeénformation on the product’s
characteristics prevails,because it induces seiterdfer bad rather than good quality. They
do so, because the buyers will not be able tahelldifference between cars of good and bad
quality anyways and thus are not willing to payighlr price for higher quality. So, all cars
will be offered at the same price. Since Akerlo®{@), thelemons principleor adverse

selection problemas commonly referred to, has been applied bylachn different markets.

"Production function, payoff-scheme and utility ftion of the principal (being risk-neutral).
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Petersen (2007)explained the incidence of adveskseton in the credit market, where the
lender has no or only limited information about theditworthiness of the borrower. In such
a market, borrowers with a high probability of payiback the loan and those with a low
probability of honouring their debt coexist. Thaaally, the higher the risk of default of the
borrower, the higher the risk premium and thusittierest rates charged on the borrower.
However,as uncertainty is inherent to the creditkeia the lender will charge an average
interest rate based on the average default riskhi&dsmplies that some borrowers will have
to pay too high interests for their high creditvwamess, they are crowded out by clients with
higher default rates. Themons principlealso applies to the VC market with respect to the
entrepreneur’s ability to create value through ¢heation and management of his venture
(Amit, 1993). Here, the ability or the service offd is subject to characteristics, which are

unknown to the investax ante

In game theory, two solutions are suggested in roide mitigate the informational
disadvantage of the principal. First, Petersen 720fLggestedusing eareening or self-
selectionapproach. This means that the principal desigrengractthat distinguishes between
agents with high and those with low quality in terof their ability. The conditions for a
successful screening or self-selection are thagmowy the contract is only profitable for an
agent whose performance is not poor. In the tiaabdi sales market offering a contract that
gives the buyer the right of devolution would bessiample for this solution. The approach of
signalling, as presented by Walwei (2001)is based on Akexld¢f970) reasoning that
institutions providing guarantees or certificateas counteract the negative effects of quality
uncertainty. An institutionalised guarantee or ifiedtion is a proof of quality as there is a
risk transfer from the principal to the agent.Swxlsignalling approach can merely be
successful, if the investment in a certificate mygorofitable for an agent who is offering a
product, service or ability of the expected qualifhis solution can be presented in a
sequential game of two periods within the settirfgaosales market. In the case of
screening/self-selection, the uninformed party, llbger, acts first by making a contractual
offer that is only profitable for a seller offeririggh quality products or services. Through
accepting the contract, the seller provides a btegiroof of quality. On the contrary, in the
case of signalling, the informed party acts fiidte seller invests in a signal through which he
credibly presents the unobservable quality of fiieroThis investment is also referred to as
bonding costs (Jensen & Meckling, 1976). In a sdcstep, the buyer makes the purchasing

decision based on the signal, because the agamtadbat he will not take actions that might
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be harmful to the principal. Otherwise, the priratigzould have the right to be compensated
for the agent’s opportunism. Figure 1 illustrataéis sequential game using the example of the
credit market where the borrower (agent) agreegherprovision on collateral to signal the

lender (principal) his prioriunobservable creditworthiness (characteristics).

Figure 1: Solutions to mitigate adverse selectionin the ¢nedirket

Screening/self-selection

» The uninformed party acts first

1 1
1 1 >
t=1 t=2
The principal (lender) The agent (borrower) accepts the contract
makes a contractual offer (collateral) thus providing a credible
(collateral as precondition proof of the unobservable quality
of lending) (creditworthiness)

Signalling
» The informed party acts first

1 1 >
t=1 t=2
The agent (borrower) invests in a The principal (lender) offers a contract
signal (external credit ranking) based on the signal(external credit
providing a credible proof of the ranking)

unobservable quality
(creditworthiness)

SourceAdapted from Pull (2008).

The two ways of mitigating the problem of qualitpcertainty mentioned in the previous
section can be understood as an institutionalipgdoach to generate trust between the two
parties. Trust can furthermore be generated thrdogl-term relations. Still, Ockenfels
(2002) pointed out that reciprocal and repeateeraation between the involved parties was
not a necessary precondition for establishing trisith parties will also come to an
agreement in first-time interactions, if the unmmf@d party has access to any external
information about the other party. This informatican be third-party feedback or an
established reputation of the informed party, digdafor instance through a brand name
(Akerlof, 1970).
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3.1.1.3.Hidden intention and hold-up

Lastly, the uninformed party within a cooperativausture can also suffer from thld-up

problem resulting from the principal’'s uncertaingpout the intention of the agemt

pos(Picot, Dietl, & Franck, 2005). In this scenaritespite the principal’s ability to observe
the opportunistic behaviour of the agent, he cammevent it. The hold-up problem results
from specific investmentand imperfect contracts as shown byWilliamson (19T&e party

undertakes a productive activity and thus incuc®st, which will not be considered by the
other party in a subsequent negotiation, because d¢bnsideredas sunk cost. This might
prevent the former agent from undertaking the pctide activity and thus results in under-
investment. Hart and Moore (1994) applied the hgidproblem to an entrepreneur with a
profitable investment project but lacking finanai@sources. An external investorparticipating
in the project bears the risk of hold-up as theegmeneur might withdraw from the project
after the investment. The investor would thus ingdoss through his specific investment in
the entrepreneur’s human capital. This exampleotd-bip describing the risk of the investor

in the VC market is conceptualised in figure 2 agg@uential game with two periods.

Figure 2: Hold-up constellationin the VC market

| |
1 1 >
t=1 t=2
Principal (VC) and agent Agent/ principal make
(venture) sign contract. Principal operational/ investment decisions

makes specific investment (e.qg.
in human capital)

SourceAdapted from Picot, Dietl, & Franck (2005).

The decisionsmade in t = 2 concerning the opersteomd eventual subsequent investments
cannot bedefined through the contract in t = 1,abse the outcomein t = 2 is subject to
exogenous risk and unknown to both parties in tlmnment of signing the contract. The
decisions on the specific investments in t = 1 ocarme set through the contract either,
because they are judicially not verifiable (Picoéle, 2005).

In literature, two main solutions to approach tlédrup problem are discussed. Integration is
either understood as (i) convergence of interestsa® (ii) distribution of decision-

makingrights. Pull (2008)presented integration aso@perative structure between two
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companies relying on each other’s services. Ond¢k bbthese parties adhere to the same
owner, their interests converge, because any ogldisposition on specific investments is
under the discretion of one owner only. This migathe conflict arising from diverging
interests and explains notably the creation of misgdions and companies. Integration as
Grossman and Hart (1986) presented it, suggestsd#wsion-making rights on existing
resources in a cooperative structure should beilglistd according to the importance of the
specific investments made. According to their mpdiecision-making rights improve the

negotiator’'s positiomx postwhile increasingex anteincentives to make specific investments.

Table 2 provides an overview of the major incidenoé asymmetric information problems
within cooperative structures as well as the catiid or organisational provisions

commonly deployed to alleviate the agency problem.

Table 2: Conceptual overview on problems of and solutionthéagency problem

Agency problem Potential Contractual Main Applicable
due to asymmetric information Problem  solution reference fields
Hidden Outcome of action is Moral Monitoring, Arrow i.e. insurance
action observable, but Hazard, interest (1963; market,
productive input (e.g. ex-post convergence 1985) employment
effort) is not: process is (LEN model) Holmstrom and/or
not deterministic & Milgrom delegation
(exogenous risk exists) (1987) relationship
and agent is risk-averse
Hidden Agent has more Adverse  Screening(princip Akerlof i.e. credit and
charac- information on invariable Selection al/agent) or (1970) insurance
teristics  characteristics of the ex-ante  Signalling (agent) Stiglitz market
agent himself or the (1975)
offered service
Hidden Agent has more Hold-up, Integration, Williamson i.e. VC
intention  information on his ex-post distribution of (2975), market
intentions. Principal can decision-making Milgrom &
observe but he cannot rights Roberts
prevent agent’s (1992)

opportunistic behaviour.
Results from specific
investments and imperfec
contracts

SourceAdapted from Picot, Dietl, & Franck (2005).
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3.2.Stewardship theory

Some scholars have pointed out limitations of thgemcy theory claiming that the
conceptualisation of man was too simplified anduffisiently reflected the complexity of
human behaviour (Jensen & Meckling, 1994; Doucgolsa 1994). The assumption of the
individual being a utility-maximiser is especialtyiticised as being over-generalised for
means of mathematically modelling the agency prab(élirsch, Michaels & Friedmann,
1987; Perrow, 1986). As Davis et al. (1997) argubd, assumption of man being a self-
serving, opportunistic, and individualisiomo economicuawes not necessarily hold in every
cooperative structure. This argument marked theeridef the Stewardship theory, which
claims that principal and agent do not always eagagpportunistic behaviour and that their

interests might even converge.

This alternative theoretical approach analyses e@tpe structures under non-economic
assumptions (Doucouliagos, 1994). In contrast ® Agency theory, in this theoretical
approach, the agent acts as a steward trying ¢m dlis decision-making as well as his
behaviour with the principal’'s interests (Donalds&nDavis, 1991). The agent does so,
because he derives higher utility from pro-orgaiosal and collectivistic behaviour than
from self-serving and individualistic action (Daws al., 1997). This attitude results in the
agent’'s company-centred and cooperative behav®teds trying to achieve organisational,
collectivistic goals.

Like in the Agency theory, governance structurgy@lan important role in conditioning the
steward’s behaviour. If the assumptions of the Stdship theory hold, effective action and
performance of the agent will be maximised when @wgying governance structures are
designed accordingly (Davis et al., 1997). Thelazhte extension of the agent's autonomy
and discretion will contribute to achieving the amgsational goals, because the steward can
be trusted to act in line with the organisationlsjeatives. As Argyris (1964) argued,
deploying monitoring and controlling mechanisms logven be counterproductive because

it would reduce the steward’s motivation.
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3.3.Applicability of the conceptual frameworks

Whether the Agency or the Stewardship theory bsteres to explain cooperative structures,
and the according design of governance structunes cantractual agreements has been
widely discussed among scholars. Empirical findirsggggest mixed results. While, for
instance, Rechner and Dalton (1991) or Daily andtdba(1994) found that monitoring
structures following the prescription of the Agenttyeory would maximise corporate
performance, Finkelstein and D’Aveni’s findings 949 suggested that applying the
stewardship’s empowering approach led to highefopmance. Therefore Daviset al. (1997)
concluded that both theories will be needed in ortie describe the principal-agent
relationship and that the applicability of the thedepends on the extent to which principals

are willing to assume risk with their wealth.

Therefore, in this analysis, both theoretical framiks will be used. The Agency theory and
the Stewardship theory are going to be applied heybe traditional setting of a corporation.
In the underlying setting, the provider of fundg)X\Capital and SITAWI, can be understood
as principals, because they are in the positiovafership. Their clients, the financially
backed social enterprises and non-profit orgamisatiare agents insofar as they receive funds
which they are supposed to manage and return dogotd the conditions set in the
contractual agreement that formally links both ieart The way in which the contractual
agreement is structured depends on the assumptlmmg the principal’s risk-aversion and

the degree of trust among the parties.
3.3.1. Applicability of the Agency theory

First, Barney and Ouchi (1986) applied the Agenayagigm to capital markets and Fama
(1980) has used the theory in the traditional fiefdfinance. The problem of asymmetric
information and moral hazard in the credit markast heen widely studied in the last 30 years
(e.g. Chan & Thakor, 1987; Stiglitz & Weiss, 198jawa & Kanatas, 1990). Later, Alemany
and Scarlata (2010) showed that the Agency theas/also applicable in the social sector.

In the case of Vox Capital, the venture capital elasl deployed. Asymmetric information is
a key characteristic of the traditional VC modalcause the investor has less information on
the entrepreneur’s capacity to innovatively comtarggible and intangible assets in order to

meet the demand of customers (Amit, 1998). Givee tiresence of asymmetric
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informationwithin the contractually defined relatghip between the VC and its investments,
the Agency theory isapplicable to Vox Capital ($aduh, 1990).

SITAWIis a social fund providing loans to SEs amtial sector agents. Althoughthe fund
grants more agility for disbursement than do agentke traditional banking sector, the fund
does not provide any grant financing or forgiveanks Insofarit can be understood as a
borrower to which credit market theory applies. Thedit market is priori characterised by
asymmetric information because lenders have ldssniation on the borrowers’ default risk
than the latter ones themselves (Igawa & Kana@@0)1 The pricing of loans through interest
rates affects the action of the credit applicabésause an increase in the interest rate lowers
the borrower’s project return (Stiglitz & Weiss,819. As Stiglitz and Weiss (1981) found
out, this induces firms to choose riskier projebiscause the rate of return is higher if such
projects succeed. Still, as these projects areacteised by a higher risk, borrowers
intentionally increasetheir default risk. Thus, dew activity isa priorisubject to moral
hazard by the credit applicant.

3.3.2. Applicability of the Stewardship theory

The Stewardshiptheory results from critiques of Algency theory about the assumptions on
the interest of the involved agents being oversiiepl and thus not reflecting the reality
(Jensen & Meckling, 1994; Doucouliagos, 1994; Hirgt al., 1987). If thus, the principal-
agent constellation remains unchanged, but thenggsan concerning the utility function of
the agent involved changes, Stewardship theory ldllapplicable for any case where the

Agency paradigm applies.

In the case of Vox Capital, venture capital is paded to for-profit companies that serve the
low-income community and have the ultimate objextw poverty alleviation in Brazil. If the
goals of the fund’s portfolio companies, the ageats aligned with the ones of Vox Capital,

the principal, Stewardship theory will apply.

Likewise, Stewardship theory will apply to the lemglactivity of SITAWI if its clients’ goal
will be to provide a “direct and relevant contrilut to solving social and environmental

challenges in Brazil” (http://www.sitawi.net/).
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4. Methodology

This research refers to the empirical study of Btaand Alemany (2010) on the relationship
between PhilanthropicVCs and its investees asrérgfgooint for studying the relationship
between funding entities and backed SEs in Br&aice the study in its quantitative form is
not transferable due to the contingencies of trezilan market (see section 4.3), the research
design has been adapted accordingly. The aim offdlh@wing section is to present the
researchmethod and the rationale for its applinafidhe methodological approach in terms of
the study'ssample, the data collection and the arebe interpretation criteria will be

presented.

4.1.Multiple case study approach

This research usesthe case study approach as nedifoanof analysis. According to Yin
(2003), a case study answers the explanatory aseprestions “how” and “why” when
examining contemporary events that are beyond rifieential control of the investigator.
This study’s research question fits this definifi@s it aims at eliciting some in-depth
understanding of a sector where business reseaschden scarce so far. The underlying case
study is used in order to retain holistic and megfl insights in complex real-life

cooperative structures.

Instead of using a single case study, a study of ¢tases has been applied, becausethe
evidence derived from multiple cases tends to beensompelling. This makes the overall
research results more robust (Herriott & Firestdr#83). Furthermore, in order to be able to
answer the research question while applying thedraork of Alemany and Scarlata (2010),
two different cases are necessary (see section lA.2ccordance to the perspective of Yin
(1994) the multiple case study remains within thme methodological framework as a single
case study and thus uses the same research ddapie 3 summarises the main
characteristics of the case study as traditionalifive research approach.
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Table 3. Traditions in qualitative research design: Cdad\s

Focus In-depth analysis of single and multiple case &sidi

Discipline origin  Political science, evaluation, urban studies, offoeral sciences
Data collection ~ Multiple sources: documents, interviews, archiealards, observations
Data analysis Description, themes, assertions

Narrative form In-depth study of a case(s)

SourceAdapted from Creswell (1998).

4.1.1. Methodological relevance and validity of the casdwsdy approach

The case study approach has been prone to critemisamg scholars. Its methodological rigor,
especially concerning the validity and the relidpibf research findings has been questioned
(March, Sproull, & Tamuz, 1991). Nevertheless, catedies haverecently become a
commonly used research tool in social and busisessces (Hamel, 1992; Gibbert, Ruigrok,
& Wicki, 2008). This growing interest in the methedsues from its merit to facilitate the
retention of the main characteristics of real-iffeidences and toget holistic in-depth insights
in complex social phenomena. Therefore, the hibreat perception claiming that case
studies were an inappropriate research strategydscribing and testing propositions and
should be used for preliminary research only, haanged (Yin, 2003). Instead, Yin
(2003)proposed an inclusive and pluralistic viewguamg that case studies can be of
explanatory, exploratory, or descriptive natureisTtlepends on the research question, the
investigator’s control on behavioural events ané temporal focus of the study (on
contemporary vs. historic events).For scholars ahagement theory, case studies are of
crucial importance, because they are built on closeraction with practitioners and thus
provide relevant in-depth insights in manageriactices (Amabile et al., 2001).In line with
this argument, Eisenhardt (1989b) arguedthat daskes are the most appropriate tool when
exploring the relationship of key variables in ggohases of newly emerging theories for
business and management studies. Still, espeamatlye early phase of theory development,
methodological rigor is crucial to avoid ripple edffs when building on a case study’'s
findings (Eisenhardt & Graebner, 2007). Therefavben applying a case study approach,
four criteria commonly need to be fulfilled so asassure methodological rigor. According to

Campbell (1975) these are internal validity, camndtwvalidity, external validity and reliability.
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Gibbert, Ruigrok, and Wicki (2008) identified threseasures that assurgernal validity.
Internal validity is understood as variables whare causally linked to the results. First, a
clear research framework is expected in order towskhe causal relationship between
variable(s) and outcome(s). This study will referthe framework used by Scarlata and
Alemany (2010) in order to account for this coraftiThe second measure, pattern matching,
calls for comparing the research outcomes to engpifindings (Eisenhardt, 1989b). Again,
the empirical findings of Alemany and Scarlata (@0Will serve as pattern to comparethis
study’squalitative findings with their quantitatigeudy outcomes. Lastly, theory triangulation
IS expected to cross-examine the findings through dpplications of various theoretical
perspectives (Yin, 1994). The propositionsusednewer this study’'s research question were
deduced from four theoretic fields of study, theeAgy and the Stewardship theory as well as
from research findings from the VC and the creddrket (see section 5). Linking these
theories to the research question through the flaton of four propositionsfacilitates a
cross-examination of the findings by applying npléi theoretical perspectives.In order to
assureconstruct validity the extent to which data observation is accuaaie judgement is
objective (Denzin & Lincoln, 1994; Yin, 1994), thgudy will use different sources and
strategies of data collection (see Table 3 andmsedt3). Assuringexternal validityis a major
challenge of case studies in general, because se stady, single or multiple, allows for a
generalisation of the results. First, assuringridkevalidity is aconditio sine qua noffior
external validity. In addition, the rationale fdretchoice of the sample will be presented (see
section 4.2) so as to facilitate an external apaten of the sampling choice as suggested by
Cook and Campbell (1979). Lastlseliability, that is, the conceptualisation of a case study
that allows for its replication (Gibbert et al., G8) shall be achieved through careful

documentation of research data and findings asasdllansparent research procedures.
4.2.Sample

Scarlata and Alemany (2010) assessed the relaipnsétween Philanthropic venture
capitalists and its investees by using a quantgatesearch approach. This approach is not
suited in order to analyse the Brazilian marketifmusive business, as the market is still
immature and the number of fund providers is toalsto define a relevant sample. A recent
mapping of the actors in the field of social busg& Brazil conducted in November 2011 by
the ANDE'’s Brazil chapter (2011) identified 14 irsters with 6 different legal structures.
Given the heterogeneity of this sample, any findingmoral hazard or stewardship risk to be

biased and would thus impede to draw conclusionghenresults. The immaturity of the



40

market and the ensuing absence of a sufficientlgelssample to conduct a quantitative
research further explain the choice of a qualimtbase study approach focussing on two

funding entities in the Brazilian market.

In order to be able to replicate the finding®io different kinds of funds in terms of
investment target and legal structure have beeahextyVVox Capital and SITAWI. Those two
financing entities are comparable in terms of @gation in order to account for potential
differences in the legal environment, (i) age sot@ assure that both companies have the
same experience in contractual structuring andl thieir stage of development to facilitate
control for possible bias as moral hazard tend$dohigher in early stages of business
development (Sapienza & Gupta, 1994). In order tawdconclusions on the moral
hazard/stewardship relationship between funds d&f& e sample is different in terms of
(iv) typology with one fund being for-profit andetother not-for-profit. Furthermore, the set
of backed SEs differ in terms of (v) organisatideglal form.

4.3.Research method and data collection

From the six sources commonly used as evidencecdee studies (Yin, 2003), physical
artefacts, participant observation, direct obsémwatdocumentation, archival notes, and
interviews, this research focused on the four datiees. This use of multiple sources
facilitated a better triangulation of the collectata, because it allowed for the development
of converging lines of inquirgYin, 2003). The documentary information, namdlg analysis

of the contracts, was of particular importance his tcase study, because it facilitated the
linking between the research question and the ddua. logic link ensues from the Agency
theory being the underlying framework of the reskajuestion. This theoretical framework
uses the contract as main unit of analysis (segse®.1). In order to pursue a consistent line
of inquiry, interviews have been conducted throaglocused interviewapproach (Merton,
Fiske,& Kendall, 1990). An approach using a semiettired query was preferred to a guided
conversation as presented by Rubin and Rubin (198&jause following a set of pre-
determined questions allowed for reliable and caomiga data collection. The questions
followed the logic of the criteria previously idéigd for (i) classifying the financing entities
and (ii) extracting the information relevant forchaof the four research propositions (see
annex 10.3 and 10.4, respectively). Although thetgquestions was the same for both cases,
some adaptations were necessary in order to acfoutite different business model of the
two funding entities. Semi-structured interviewscluding open-ended questions as
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understood by Bernard (1988) instead of responssgoaes were used in order to gather
extensive qualitative data and account for theangdbry character of this case study. During
the interviews, no recording device has been usedrder to avoid the common pitfall of

interviews as a source of data analysis, namelyorese bias and inaccuracies due to poor
recall (Yin, 2003), the interviews have been traige and subsequently resent to the
interviewed parties for cross-checking. In bothesashe funding entity’'s CEOs have agreed
to be interviewed. The interview with Daniel 1zzd \dox Capital has been conducted in

English while the interview with Leonardo Letel®&SITAWItook place in Portuguese.An in-

depth analysis of archival notes like annual repafficial websites of the funds as well as its
investments/clients, and newspaper articles wenthdu used to complement and complete

the data collection.
4.4 Criteria for interpretation of findings

In order to answer the question whether moral lthzharacterises the relationship between
funds and backed SEs in the Brazilian social marttet frequency of formal interaction
between the fund and the financially backed orgdinswas used as a proxy for monitoring
needs. This is based on the theoretical premigghlibaneed for monitoring increases with an
increase in the agency risk (Fama & Jensen, 1988®).frequency of the agents’ interaction
on a formal level was assessed through qualifgimge a yeainteraction as low andhonthly
interaction as high frequency of formal interacti@emi-annual quarterly and bi-monthly
interaction are interim steps on the 5-point staveen the two extreme poirdsce a year

andmonthlyformal interaction.

Further variables helping to answer the researatstqpn were the financial instruments

(equity, convertible debt, loan) that are used bthbfunds,and the contractual provisions
(anti-dilution, pre-emption, vesting, drag-alongg talong, and liquidation preferences in the
case of the VC fund and interest rates, pay-babkrees, and collaterals in the case of the
social fund) which are implemented in order to addrany agency risk (see section 5).
Through this research framework, internal validisydefined by Gibbert et al. (2008) shall be

assured (see section 4.1.1).
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5. Research question and propositions

In order to contribute to the previous discussitre questionwhether the agency risk
explains the practices and the contractual design of agreements employed by entities
financing social sector activity in Brazl is supposed to be answered through this study. This
research question is to be answered through thigsamaf whether a set of four adapted
research propositions based on the work of Scadath Alemany (2010) can be used to
explain the financing constraints of agents in Brmazilian social sector. Although the
incidence of adverse selection and hold-up willnewelly be accounted for, the research and

its propositions focus on the agency risk in teahsioral hazard.
5.1.Use of financing instruments

In the traditional VC market a broad range of ficiahinstruments is used to supply start-up
companies with capital while minimising the moralzhrd problem for the investor. Staged
financing is a common approach to reduce the iovastack of information. Admati and
Pfleiderer(1994) argued that through sucHix@d-fraction contractthe investor always
receives a project’'s pay-off when reachinga certsiiage and subsequently makes an
investment for a future fraction of the venture’svelopment. Through such financing

agreements interim information is revealed andrilaestor’s uncertainty is reduced.

Among scholars it has been argued that converpl#éerred stock is the optimal financial
instrument in VC markets. Sahlman (1988) reasorfeat the venture capitalist might
considerably shift some of the risk to the investeeugh the use of (convertible) preferred
stocks. The investor receives a preferential treatmvhen earnings are distributed and is
guaranteed seniority in case of bankruptcy of tteet-sip. With these prior claims the
financed organisation bears a higher risk, whicults in a natural selection of higher quality
ventures (Sahlman, 1988). Trester (1998) furtherdtighat a debt contract might induce the
entrepreneur’s opportunistic behaviour becausembesls a foreclosure option. For VC
investments equity financing thus results to berefgpable option. Preferred (convertible)
stock are found to be prevalent in the market ak sontracts rule out the foreclosure option
while providing the investor with prior claims. Tligeoretical work from Hellmann (1998),
Bascha and Walz (2001), and Cornelli and Yosha 3p0@tably support this reasoning.In
practice, empirical evidence for the US has beewveaent: Kaplan and Stromberg (2003) as
well as Bergmann and Hege (1998) both found precaléen the use of convertible preferred
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stock in VC investments. However, this practice mhige attributable to the national tax
system (Gilson & Schizer, 2003) and thus particftarthe US. For companies outside the
USvarious financing instruments, like common equisgraight (nonconvertible) debt,
convertible debt, convertible preferred equity, @sf common equity and straight debt, and
straight preferred equifyare commonly used in the VC market (Cumming, 200%Yheir
research on VC funds in Europe, Cumming and JoR@@8) found evidence for the use of
convertible securities, especially in the case xjfeeienced investors. Common equity is
found to be used by VC with Germany as legal or{gatative to French, Scandinavian and
Socialist legal origin) and for experienced entesurs. In Brazil, the market for venture
capital is still in its infancy and due to a lackdata, the literature in this research field is
scarce (Carvalho, Netto, & Sampaio, 2012). Theegfaoro indications on the financial

instruments used by VCs in Brazil could be found.

In the case of traditional bank financing, a myriafl short- and long-term financing

instruments exist. Corporations are free to engagather public or private placements of
debt in their own country or by using global deffeovng (Madura, 2007). This access to
international financing is rather restricted togkarmultinational) corporations and tends not
to apply to small and medium-sized enterpriseBriazil, the most common types of credit
for SMEs are banking account overdrafts, promisswte discounts and working capital
short-term loans while larger companies rely onoeplraft discounts, foreign loans, or
vendor credits (Leal & Carvalhal da Silva, 2006).

In his analysis on financing instruments employgdPihVC funds, John (2007) found that
grants were most commonly used to financially b&kSGrants are donations given for a
charitable purpose and do not have any residuahal#s or return considerations by the
donors. Analogously, social funds are generallgrited through donor input (Batkin, 2001).
SFs in Latin America provide grant funds to muratipouncils or communities that would
subsequently allocate these funds (in form of donatto projects with a social or an
environmental impact (Tendler, 2000). Return comsiions merely consist in form of

eventual accountability and reporting requirements.

From the previous discussion it has been concltikgidsocial enterprises exhibit a preference
for grant financing as it is a cheaper instrumenfimance and associated with lower risk
(Bank of England, 2003; section 2.2). If the furgdentities thus have a propensity to offer

8 Used in 36%, 15%, 12%, 11%, 11%, and 7%, respsgtiv
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grants as financing instrument, this implies tlaher than maximising their wealth, they are
concerned about best meeting the funding needseoSE. If then, a relatively high use of

grant financing is found to be used by the fundabgnment of interests between funder and
fund recipient, and thus a low perception of miiatard can be deduced. Therefore, the first

research proposition would be

Proposition 1. The lower the perception of moral hazard by the funding entity of
inclusive businesses, the higher the use of grant financing.

The terminclusive businesm this research refers to for- and not-for-praficial enterprises
as well as not-for-profit agents from the tradiabeocial sector.

5.2.Company valuation and default risk as funding onstraint

In order to appropriately structure the contractween the funder and the backed
organisation, a “price” of the deal that adequateflances the fund’'s risk against the

financing needs of the fund recipients needs tedbe

In the case of traditional VC investments, thisceris determined by the valuation and
evaluation of the portfolio company prior to theestment. Tyebjee and Bruno (1984) found
that VCs primarily relied on subjective proceduresorder to assess the company value as
organisations in early stage lack an operatiorstbhy. Their survey of 46 VCs revealed that
a multidimensional set of criteria was used to e&td the investment’s value. The most
prominent criteria were found to be managementssi@9%), market size and growth (50%),
rate of return (46%), market niche/position (20%)d financial history (11%6)MacMillan,
Zemann, and Subbaranasimba (1987) identified fia@ntlasses of criteria for screening an
investment. While they also find the quality of thrbanagement to be of main importance,
experience, basic project viability, exposure tmpetition and profit erosion, and the risk of
locking up the VC’s investmentwere identified agtier criteria to evaluate a venture. Hand
(2005) underlined the value relevance of finansikatements in the market for VC. This
importance increases with the maturity of the itwesnt when financial information
progressively substitutes the non-financial ondéially used for valuing the venture. This
finding implies the underlying problem of moral had between the fund and the investee.
The applicants might deliberately and even ina@vely choose (financial and non-financial)

information and design the business plan in a wey tnight increase the probability of

° Percentage of respondents mentioning, multiplevarspossible.
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receiving funding, as such early-stage companiesadalispose of historical accounting data
(Sahlman, 1990).

In the case of loans, the interest rate can beidems as the price set to concede lending.
The pricing of debt contracts has been widely dised among scholars: This “price” implies
an evaluation of the borrowing organisation aseape&hds on the loan applicant’s credit
worthiness and default risk (lgawa & Kanatas, 1998y previously outlined, this
constellation is subject to an inherent problemagymmetric information and the borrower
might engage into projects having a lower probgbdif success, but, once successful, they
tend to have higher payoffs (Stiglitz & Weiss, 1R8s the lendeex antdas no information
about the borrower’s servicing ability (and willmgss), the organisation, apart from
conducting a financial analysis, needs to congeldit agencies as well as previous creditors,
suppliers, and/or customers to gather additionfarimation on the loan applicant’s credit-
worthiness (Ruckes, 2004). In their analysis tongjfiathe loan officer’s risk, McNamara and
Bromiley (1997) used six financial variables, naynible loan applicants’ profitability, cash
flow, liquidity, leverage, collateral margin (indittng the marketable collateral) and siZe.
This approach to assess a borrower’s default sskommonandcomparable variables are

applied among academic peers (i.e. Altman, 196&vio, 1979;0hlson, 1980).

These valuation and default risk assessment madelsndustry standards in the corporate
sector where moral hazard is assumed to describadiationship between funding and
backed entity. Still, if Stewardship theory appliedthe cooperative structure at hand, the
funding entity would rather assume a role of serican of control (Davis et al., 1997).
Alemany and Scarlata (2010) then argued that, ialgnment of interests between both
parties existed, rather than basing the fundingsaet on valuation accounting information,
priority would be given to stewardship-related acting information. This implies that,
rather than assessing the value or the creditwa$isi of the applicant for capital, specific
need valuation will be the decisive factor when mgk the funding decision.
Therefore,Alemany and Scarlata (2010) suggestet thea higher the stewardship by the
funding entity, the lower the use of enterpriseuatibn models would béArgumentum e
contrario, if the funding entities’ business models follomdustry standards of the corporate

sector the following proposition is to be analysed:

19 By using the ratio of profit before interest andés to total assets; the ratio of cash flow afedt
amortization to total assets; the current ratie;rditio of net worth to total assets; the ratimetf working capital
to total assets; and the logarithm of total assetpectively.
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Proposition 2: The higher the perception of moral hazard by the funding entity of
inclusive businesses, the higher the use of valuation and default risk assessment

models.
5.3.Use of binding contractual provisions

Assuming a stewardship rather than a principal-aggationship might also have an impact
on the governance structure and contractual pavisaditionally used in the VC and credit
market. This is in line with Williamson’s (1979) pgthesis that the risk of opportunistic
behaviour triggers an increased use of contragwaVvisions and elaborate governance
structures. Conversely, when the risk for opposgtinibehaviour is low, enforcement through

contracts will be less urgent.

In the VC industry, three main contractual prousi@re used in order to protect the investors
from opportunistic behaviour and events adverstgcang their economic well-being. These
are vesting provisions, controlling rights, andegaotiation clauses. Firggstingprovisions
are supposed to address the agency problem linkedhe¢ decision-making of the
entrepreneurand the approach to maximise the \&atualue post-investment. Given that the
VC has an informational disadvantage vis-a-visehgepreneur’s actual effort, the extent to
which the investor is exposed to the agency riggedds on how much the agent is tied
financially to his business (Holmstréom, 1979). Rertore, the venture’s success and thus
the return on the VC’s investment depend to a laxgtent on the entrepreneur’s specific
human capital. Therefore, contracts will be desigimea way that leaving the venture will be
more difficult for the entrepreneur (Barney et #B89). In the VC industry, this is commonly
done through vesting provisions prescribing andase of the entrepreneur’s claim on stock
options over time (Kaplan & Stromberg, 2004).Thmsd-contingent compensation makes it
more expensive for the entrepreneur to leave amsldleviates the hold-up problem between
him and the VC. Second, Kaplan and Strémberg (2@4)d that contracts provided the VC
with control rightsover the cash flow management, board membershimgvand liquidation.
Such rights are generally contingent on the vestpegformance (financial and non-financial)
meaning that the VC’s control increases if the uemperforms poorly. Third, Alemany and
Scarlata (2010) argued thegnegotiation clausedike anti-dilution clauses, rights of pre-
emption or liquidation as well as tag and drag @lolauses, were commonly used in dynamic
moral hazard settings. In their sample of VC furkKisplan and Strémberg (2001) found that

almost 95% of the contracts included some kindrdf-dilution clause. Anti-dilution clauses



a7

are used toprevent a proportional loss of the itwissshare in new financing rounds with
newly entering investors, because the potentialiytide effect of issuing cheaper shares will
be offset. Through such a clause, the VC investarsprotect the@x anteinvestment from
potentially distorting effects while constrainirtietneed for renegotiatioRre-emptiorrefers

to the investors’ preferential right when a partdecides to exit the venture. The existing
shareholders are conferred precedence over any iothestor or the general public and will
thus be able to purchase the exiting partner’'sestiakthe least costly price (Bhagat, 1983).
Through thetag alongclause, VC investors are given the right to dedirt (minority) shares

on apro rata basis, that is,at the same conditions as the grartor any investor with a
majority stake,in case of a trade sdlyag along rights, typically attributed to the VC
investor, oblige any shareholder to sell its stakthe same condition as do(es) the partner(s)
SO as to enable a third party acquirer to purclaas®jority stake in the case of a trade sale.
Within the setting of moral hazard, any of theseegmtiation clauses (i) preserves the VC’s
incentive to inveséx antany time when renegotiation after the investmepbissible and (ii)
constraingex postrenegotiation and transfers (Chemla et al., 20QVL investor has thus an
interest in contractually fixing the renegotiatidauses just presented, when perceiving a risk

of moral hazard.

In the traditional credit market, moral hazardasaunted for through the design of collaterals
and maturities. First, collateral can be used aanw¢o filter among the loan applicants and
thus to reduce the adverse selection problem (Bes#& Thakor, 1987), because the
propensity of borrowers to make riskier investmgeigtgeduced through the use of collateral
(Stiglitz & Weiss, 1981, Bester, 1987). Bester @pfurther foundthat collateral could act as
an incentive preventing the borrower from undemrépg profits. These positive effects stem
from the advantage that pledging collateral is enm@n measure in order to reduce the
lender’s risk associated with the provision of adit: Ceteris paribusthe lenders maintain
their original claim against the borrowers whiledéidnally being given a specific claim on
the borrowers’ assets (e.g. Stiglitz & Weiss 1984rro, 1976). Apart from the secured status,
maturity is another feature of debt contracts uedlleviate the agency problem. So did
Myers (1977) suggest that reducing the contracésunity would lower the risk associated
with asymmetric information. Therefore, with incseey cost of contracting, debt maturity
should be shortened. According to Stohs and Mal@9qg) debt will have longer maturities
for larger and well-established firms having a peofof low risk and little growth

opportunities.



48

These examples of the use of contractual provissopgort the findings that contracts are an
effective tool in order to reduce moral hazard he principal-agent relationship (Fama &
Jensen, 1983). But, as argued Barney et al. (1988)ernance devices and contractual
provisions are costly to implement. Therefore, ftihading entity needs to trade off the cost of
structures facilitating monitoring and control agaithe probability of adverse consequences
resulting from opportunism or uncertainty. The dssion resulting from proposition 1 which
suggests that the risk of moral hazard is lower whending organisation with a non-
distribution constraint, equally implies that theed for covenants to govern such a funding
relationship is lower. The underlying reasoninghat contractual control is less important
when financing not-for-profitorganisations, becausé a lowerrisk of the agent's
opportunism. Conversely, for-profit SEs are expgdtebe subject to moral hazard and thus
trigger more elaborate contractual provisions.ite lwith the reasoning already applied for

the first two propositions, a third proposition damformulated as follows:

Proposition 3: The higher the perception of moral hazard by the funding entity of

inclusive businesses, the higher the use of binding contractual provision.
5.4.The prevalence of trust stewardship constellains

The last proposition ensues from the third one el as from the forgone discussion. As
Eisenhardt (1989) argued, Agency theory can beiegppf the interests between the

cooperating parties diverge. In a steward relalignshe interests of the steward and the
principal are aligned (Davis et al., 1997). Therefothe cooperative structure can be
characterised by mechanisms of trust. This funstias an incentive for the steward whose
decision making consequently maximises the longrtdyenefits of the organisation.

Conversely, excessive controlling provision willvbaa de-motivating effect and result in a
less productive relationship between both partfagyris, 1964). As it can be expected that
trust plays a more important role than contracpualisions, the last research proposition can

be stated as follows:

Proposition 4: The higher the stewardship offered by the funding entity of inclusive

businesses, the higher the importance of trust vs. formal contractual provisions.

Based on the reasoning for the research questidmp@positions a framework as illustrated
by figure 3 is suggested. In this framework an wwMav about the main underlying

assumptions on the positioning of Vox Capital ahfASVI within a multidimensional setting
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of contrasting theoretical frameworks is provid&trough this framework thAgency and
the Stewardshitheory are plotted against their contrasting ingilams for applicable sectc
legal structure and contractual design of fundsfand recipients

Figure 3:Case study franwork: Implications of Agencyan8tewardshi theory
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6. Leveraging the VCmodel to scale ugsocial enterprises -Vox Capital

In 2009, Daniel 1zzo, Antonio Moraes and Kelly Mathaunched Vox Capital, Brazil’s fir:
impact investing VCfund* with the objective to contribute to thievelopment of a loci
impactinvesting ecosystem. Vox Capital supports the dgrekent of innovative Brazilia
businesses whose products and services primarig siee country’s lo-income population,
because, as Daniel Izzo (Forbes, 2Cexplained, it will ‘only be possible to take advante
of [Brazil’s] great economic momentum and of [itsirrent demographic bonus if we inclL
more people in the formal economy.” Therefore, \@apital sees its mission in leverag

the potential of the prita secor. The fund focusesn enterprises which deliver solutions
the areas of healthcare, education, financial sesyidistribution, and housitso as to truly
include the Brazilian population living at ttBoP (Daniel 1zzo in Forbes, 2012These
personsliving is supposed to be improved eitlthroughspecific needs oriented hi-quality

services or through low priced products which ftaté the access to essential goodthe

BoP population and simultaneously incre their purchasing power. Figui4 depicts this
targeted consumer grougeinc composed of the social classes C, D anand having a

monthlyincome below R$ 3,4.
Figure 4: Vox Capital investments' target consun

Household Income

A >> Over RS 6068/mo

B D) R$303-R$ 6067/mo ¢

57 million

Vox

C )) R$1214-R$303YUmo target DE

100 million people

D >> RS 607 - RS 1213/mo

Source: Adapted fromVox Capital http://www.voxcapital.com.by/

6.1.Vox Capital —Fund profile

In a recent interviewRetti, n.d) Antonio Moraes stated that, after having finisinslidegret
of Business Administration at the FCG— EAESP, he wanted to launch a Sov/C fund.

vox Capital will be referred to Zundin order to account for its characteristic as afiting entity. By thi
time of the case study, Vox Capital was still Iégatructured as an investment vehicle with thepdastructure
of a holding company, though.
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Still, Vox Capital is different from what is undéwsd as Philanthropic VC fundswhich have
emerged in Europe or the US in the last two anektllecades, respectively(see section 2.2.1).
It might also be for this reason that Antonio Maapeaks of the 2.5 sector instead of the
third sector when referring to Vox Capital’'s opergtfield. How does the VC model applied
by Vox Capital thus differ from the traditional s$ecand from PhVC models that can be
found in North America and across Europe? The megtion is supposed to shed some light
on Vox Capital's innovative business model, espgcia terms of its stage of development,

its legal structure as well as its target investimand the funding model in general.

6.1.1. Age, stage of development and location

The three founding fathers launched Vox Capited2009. It started as an investment vehicle
with the simple structure of a holding company andinitial investment of R$5 million by
Potencia Venturés. Even though fundraising remained a major conderthe first three
years after this investment, the holding compangab®e immediately operational after the
capital injection form Potencia. The first finangimound to external investors besides
Potenciawas then initiated after a proof of con@e@011/2012As Daniel 1zzo explained in
an interview, the capital from this first financingund has by now been entirely invested and
Vox Capital is currently in its second financingunal, which the management team hopes to
have concludedby December 2012. So far, Vox Capitsdl raised R$ 30 million. The
company will have a first closing in August thisayas this commitment is regarded as being
sufficiently high for the second investment vehidéter this closing in August, Vox Capital
will become operational and start to invest theitehpgaised. Meanwhile the company
continues with its fundraising activity, as it igning at scaling up its business. “We hope to
be managing R$ 60 to 80 million at the end of thémr,” stated Daniel 1zzo(personal
communication, May 21, 20123.

The Vox Capital team, composed of first-time VC @gers only, considers seed and early
stage ventures operating in any state within Beazihtional borders. Still, the company
admits to have a preference for ventures in plaeasby its headquarters in S&o Paulo city,
because any investment needs intensive and frequenaction with the Vox Capital team.

2 potenciaVentures has been founded by Kelly Miahws, of the three founding members of Vox Capital.
Potencia’s goal is to support innovative and systbanging business models, ventures and institsitiorough
contributing to the development of an entreprers@tosystem addressing the needs of the base pfthmid
population in Brazil.

131 not stated otherwise, any further direct citatdf Daniel 1zzo refers to the interview conductedMay 21,
2012,
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Such interaction is more time-consuming with gepbreally distant and/or dispersed

companies.
6.1.2. Legal Structure

Legally, Vox Capital is a management company stmect as holding and managing the
holding company Paradox Participacbes S.A. Darmzed,l the legal administrator for both
entitiesexplained the advantage of this structwi@dthat a holding is not regulated by the
Brazilian CVM (Comisséo de Valores MobiliaripsStill, as the holding structure only allows
for a limited number of investor, Vox Capital israntly in a process of restructuring the
fund in order to make it an FIFF{ndo de Investimento em Participagebhe fund, once

concluded, is supposed to have a life-span of &amsywith R$ 60 million AUMinvested in

ten ventures with an expected exit within five ¢ven years.

Vox Capital's founding fathers have deliberatelyosbn the legal structure of a for-profit
company. This forms part of thelmeory of changdelieving that Vox Capital as a for-profit
company will rather have the potential to scale itgp portfolio companies’ businesses.
Eventually Vox Capital’s portfolio companies areishexpected to reach more people at the

bottom of the pyramid and lift them out of poverty.

A priori Vox Capital applies the traditional venture cdpapproach to distribute its profits.
Vox Capital charges a management fee of 2.5%. Affterexit, the hurdle rate guarantees an
inflation-adjusted return of 6% per year to eachvok Capital’s investors. For any return
beyond the hurdle rate, Vox Capital applies a adstarry of 20%**That is where we
wanted to be creative and adapt the compensatiaelnma way that considered the blended
value of not only financial, but social impact,@lexplained Daniel 1zzo. Therefore, the cost
of carry of 20% for the VC management team is sgitwith 10% relating to the financial
success of the venture while another 10% of thepem®ation is contingent upon whether the
investment has actually generated social (or enmental) impact. This impact is assessed
by applying the social and environmental impacteimed accounting standards GIIRS
(Global Impact Investing Rating System). The VGs¥npensation will thus only exceed 10%
of carry (attributable to financial performance), iox Capital attains a high ranking
according to the GIIRS standards (see annex 10@3.Qu).

4 Meaning that any return beyond the hurdle ragpli with 80% going to the investors and 20% te WC.
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6.1.3. Funding targets profile

In his interview with thé=orbes Magazie (May, 2012), Daniel 1zzegxplaine( that the most
important gaps when serving Brazil's BoP populatawe (i) market intelligenccompanies
providing informationabou the actual needs and demands of tdrgete: population, (ii)
distribution systemdacilitating the access to remote communitiaad (iii) the access 1
financial resourcesTherefore, the first investments made by Vox @dptargeted these
fields: Plano CDE delivers market intelligence whileCDI Lan develop solutions for
distribution néworks andBanco Perdlaoffers finandal services for Brazil's lo-income
population. Figure Provides an overvievof the deficienciesn the sectoias identified by

Daniel Izzoand Vox Capités according investments tackling these n.

Figure 5: Bottlenecks irBrazil's social sector and V Capital’sfirst investment:

Market intelligence

"Who are our clients?
What are their needs?"

— Plano CDE

Bottlenecks in
Brazil's social
sector

Financial service!

"How do inclusive
businesses g
cheaper and bette
acces to capital

— Banco Perod|

Distribution

"How do we reach th
clients at the bottom ¢
the pyramid?

— CDI Lar

SourceThe author.

Generally, Vox Capital focuses on businesses in fielels of healthcare, educatic
employment generation, and housing, as depictefigjime 6. The fields of microfinance
distribution, andechnology are further potential investment targeigestments are made
early stage venturgzaving already developed products or servical are destined to serve
Brazi's BoP  population. According to Vox Capital's official websit
(http://www.voxcapital.com.br, any funding applicant isxpected to generate“profound,

positive social impact” while being profitable am@nerating significant financial retu
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through leveraging the scalability of its businegsedel. Vox Capital further thoroughly
assesses the venture’s management team screeniag riglevant skills, experience and
motivation and is looking for leaders who share ¥igon of Vox Capital to “change the

world through business” (http://www.voxcapital.cdomd).

Apart from this target group, Vox Capital also isige in the so-called/ox LabsBoth
investments are completely different in terms afgstand structure (see section 6.1.4). Vox
Labs are seed and early stage ventures servingf@snal pipeline for companiesthat will

eventually become eligible for an equity investmant/ox Capital.

Figure 6: Vox Capital investment targets

L
o == O O

housing aducation higalth |abs

Source:Vox Capital (http://www.voxcapital.com.Qr/

The investment targets of Vox Capital are necdgstmi-profit and rather than referring to
them as social enterprises, Daniel 1zzo tends desdly those ventures as “businesses with
social impact”. Any Vox Capital investment needd#legally structured as limited liability
company, and is thus for-profit. Naturally, thisckxes an important part of actors in the
social sector. Vox Capital explicitly does not isvvén not-for-profit organisations, OSCIPs
(Organizacéo da Sociedade Civil de Interesse Pufficmstitutes and foundations. The fund
does neither integrate Corporate Social RespongiBifojects, green companies, which are
majorly concerned with environmental rather tharciao problems, nor public sector
companies or initiatives in its portfolio. Althoughe management team underlines that the
fund recognises the importance of these organisafiar the Brazilian society, Vox Capital is
rather understood as a vehicle to increase theeawss for (social) impact investing beyond
the traditional third sector. Its mission is rath@rntroduce business models and approaches

from the second sector in this field.

15 Official civil society not-for-profit status recaiged by the Brazilian Ministry of Justice.
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6.1.4. The funding model

Vox Capital follows the traditional financing mod# the VC industry. The fund supplies its
portfolio companies with seed-stage and VC investsieApart from financial support, Vox
Capital also provides strategic advice and takbarals-on approach in order to support its
investment companies in their operational activititis support function is provided by the
fund’s own management team as well as Vox Capiatwork of highly skilled and
renowned business leaders from Brazil. Vox Camtatfolio companies have full access to
the fund’s entire network of experts experiencedhia traditional business sector. The VC
Vox Capital itself takes an active role in the stgy through participating in the investee’s
board meetings and their decision-making on majategic directions. The complementary
composition of the fund’s management team allowstli@ portfolio companies to benefit
from a range of strategic and operational guidamd¢erms of legal and managerial support as

well as advice on sales, marketing and personnel.

Funding is fundamentally different for Vox investm& and Vox Labs. For the latter,Vox
Capital does not undertake equity investmentsyduiier invests in form of convertible debt
in relative small amounts ranging betweenR$ 5048@0R$ 200,000. These capital injections
are supposed to support the venture in the eardgelof developing its business idea and
structuring its operational activity. “When we fistarted with the Vox Labs, we were dealing
with them like with any other portfolio company. dhwe realised that this was consuming
far too much of our time and resources,” explailahiel 1zzo. Therefore, the Labs are
suggested to receive professional support of Vgxt&lss cooperating partndceleradora de
ImpactodaArtemisiaThese companies are accelerators that suppogcinyentures in the
initial phase of their development. Financing fooxV Labs is conditional upon this
cooperation. After six to twelve months Vox Capitaén reconsiders the investment and
decides whether to stick to the convertible debtlether to undertake an equity investment.

For this kind of investments, Vox Capital has tight of first refusal (see section 6.2.3).
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6.2.Deal structuring of Vox Capital

The following section presents the deal structuohd/ox Capital in order to subsequently
analyse whether the research propositions prewioiasmulated adequately describe Vox
Capital’'s funding model. Therefore, the deal suog will be presented in terms of the
financial instruments and company valuation metteqidied. Then, light will be shed on the
types of contractual agreements used to structose Gapital’s investments and on how the
VC monitors its portfolio companies.

6.2.1. Portfolio of financial instruments

So far, out of Vox Capital's six portfolio compasjehree have received equity investments
and three, the early stage Vox Labs, have receboetvertible debt as investments. Vox
Capital exclusively uses convertible debt and guast financial instruments. “Using debt for
our investments in the Vox Labs is a rational cagstated Daniel 1zzo. Through the debt
investment Vox Capital avoids liabilities at a sag which it is not yet sure, whether the VC
will eventually become a partner of the venturee Triiterest rates charged by Vox Capital for
such an investment are far below market rates,usecthe investment through convertible
debt understood as a way of maintaining the vafuth® money until eventually deciding
whether or not to invest in the Lab (with equitypx Capital furthermore benefits from a
right of refusal clause and a prior claim as finstestor through the debt investment, as stated
in paragraph 5.1 of the shareholder agreement. tfEquvestments are taken into
consideration only for businesses beyond the stagksbecause they are considered less
risky.

6.2.2. Deal selection criteria and company valuation

Vox Capital generally evaluates its portfolio comies’ qualitative as well as quantitative
social impact. Qualitatively the deal-flow is saned for products and services which have
the potential of generating systemic change thraegling Brazil's BoP community in the
areas of housing, education, healthcare, and jolerggon. Quantitatively, the potential of
scaling up the business in order to reach as maaple as possible is assessed.

The company evaluation begins with the screeninnggss, which — in itself - is divided into
three phases comparable to the traditional VC maneroach. First, Vox Capital has a prior
selection of the deal-flow in order to filter verga that might be of interest. In a second step,
those ventures are screened more thoroughly. Owec®¥€ concludes that the venture might
fit Vox Capital’s investment criteria listed abovke due diligence (DD) begins.
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The investment decision is furthermore based on ¢ateria. First, Vox Capital assesses (i)
the management team in terms of skills, experiamckfit. Another key part of the DD is the
assessment of the aspirant’s (ii) business modhet. &ssessment is an in-depth analysis of the
business and its target market. To conclude orcoimgany’s positioning within the market
Vox Capital analyses the internal strengths andcsire of the venture. In addition, it
assessesthe venture’sfive market forces as idshtify Porter (1979): the bargaining power
of suppliers and of buyers, the threat of substguthe barriers to market entry, and internal
rivalry. Market size, growth and potential are tlieriher assessed. Vox Capital also analyses
whether or not the venture’s business model wil) enerate social (or environmental)
impact.“The last criterion is quite qualitative’adtad the management during the interview.
The investment aspirant is checked for the commaagtual fit within the range of Vox
Capital’'s investments. Daniel 1zzo explained: “Tipgestion weask ourselves is what Vox
Capital can actually provide for this company. Wsess what the company actually needs
and whether we can be of help in answering thesdseVox Capital’s investment decision
is generally not based on the financial historytleé venture, but on business plans and
forecasts of the business’ future development, imxéinancial statements rarely exist at this
stage of development. When asking directly forvilleiation criteria as found by Tyebjee and
Bruno (1984) and MacMillan et al. (1987), althoughbt explicitly stated, Daniel 1zzo
confirmed that alf but one of the valuation criteria (risk of locking the VC’s investment)

are applied by Vox Capital.

It needs to be added that Vox Capital applies foretdally different criteria when valuing
Vox investments and the Vox Labs. The assessmepbteitial Vox Labs is less complex
and time-consuming, because in those cases ther gt a business model, but a business
idea. Vox Capital therefore rather bases its imaest decision on the potential of the
applicant’s business idea and whether Vox Capital contribute to its structuring and
development. The Vox Lab status is thus just carsidl as a first phase before becoming a
company of the Vox Capital portfolio. But beforeadging from the debt to an equity
investment, Vox Capital will apply the same assesdnariteria for the Vox Lab as for any

other Vox investment.

'8 (i) management skills, market size and growtte ddtreturn, market niche/ position, and finanbiatory and
(i) quality of the management, experience, basiget viability, exposure to competition and ptefosion,
and the risk of locking up the VC'’s investment pastively.



58

6.2.3. Contractual provisions

Vox Capital’'s investments are generally strategecisions and legally reinforced through
three contracts. The (i) social contract considieespartners and the partnership itself. This
contract is individual for each investment. ThemxVfurther issues a (ii) shareholder
agreement and the (iii) investment contract. Battel contracts are standardised and applied
for every investment although they eventually nesmme minor investment-specific
adjustments. In this section, the analysis wilu®on the shareholder agreement, because this

contract is commonly applied to govern private canips (Chemla et al., 2007).

The contract reflects the common structuring ofharsholder agreement as identified by
Chemla et al. (2007) in terms of the terminationpoécedent agreements (paragraph 1.1),
control provisions (paragraph 2, especially 2.2 ar6.), constraints on the transfer of shares
(paragraphs 4.1 and 4.3), call and put optionsa(paph 8) as well as non-compete clauses
(paragraph 11) and agreements on arbitration asplit# resolution (paragraph ¥4yhe two
latter paragraphs shall be presented in more detail

With paragraph 11 of the shareholder agreenréit,concorréncia e confidencialidgdéox
Capital has a non-compete deal with the venturaitrepreneurs meaning that any
entrepreneur who decides to leave the companynwilhave the right to create the same or a
comparable business within the next five yearsoligh the last paragraph of the shareholder
agreementarbitragem the shareholders agree that any issue resultarg the shareholder
agreement, which cannot be solved by the affecteties themselves will follow a specified
dispute resolution procedure. In line with the b&i9.307 of theCentro de Arbitragem da
Céamara de Comeércio Brasil - Canad@A-CCBC), the agreement specifically designates the
CA-CCBC as exclusive arbitrator for resolving amsagjreement.

In paragraph 5direito de preferénciaany shareholder who offers his shares for salanto
outside investor is obliged to offer his share quat conditions to all other existing
shareholders. Only in case of refusal on the gatte@shareholders, the shares can be sold to
the third party investor. This paragraph prescghltimeright of first refusalsubstitutes a pre-
emption right which is thus not subject ofVox Capg shareholder agreement. If the
shareholders decline their preferential treatmdinibated through paragraph 5, but wish to

sell their shares to the potential outside buysteiad, they are granted the right to offer their

7 As these clauses are standardized and not of pyrirekevance for further data analysis, a moreitbeta
presentation of all clauses shall be deliberatetitted.
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shares on the same terms and the same price stkeeof the first shareholder. This right is
commonly referred to amg-alongright and set through paragraph 6, the co-saleeagent.
Complementary, paragraph 7 prescribes dtag-alongright. According to this paragraph,
Vox Capital as selling shareholder is granted tgbtrto buy out the stakes of all other
shareholders at the same price and conditionsasinitial selling offer. Through this
agreement, Vox Capital is able to deliver up to%0Qtf the investment to an outside acquirer.
Those tag- and drag along rights can be undersieadnditional put options attributed to all
shareholders and call options available to the ipul#spectively. Put and call options in a

traditional form are set through the subsequerdgraph 8ppc¢éo de compra e venda

In the shareholder agreement, no indications feraplication of vesting provisions or anti-
dilution clauses have been found. The absence edettprovisions is confirmed in the
interview. Daniel 1zzo explained that Vox Capitabsvconsidering the introduction of a

vesting provision in future investment contradtsugh.

6.2.4. Monitoring of portfolio companies

According to the second paragraph of the shareh@deeement, attributing a seat on the
management board of the venture to the Vox Capitahagement is a precondition for

becoming a Vox investment. Through this board Séa%, Capital actively participates in the

financial and strategic decision-making of the famd has voting rights on major operational,
administrative and structural issues. In line wjphragraph 2.6.1, of the shareholder
agreement, Vox Capital participates in any decsion further investments, an increase in
capital, the transfer of company shares and furkegr headquarter concerns. This active
participation and integration in the investmeng®iation facilitates a constant monitoring of

the operational and financial development of thetwee.

Vox Capital generally interacts on a weekly basih s portfolio companies to contribute to
the venture’s day-to-day operations. Additionaliigere is a formal board meeting every
month in order to discuss the venture’s progresismaanagerial questions. This meeting on a
monthlybasis monitors forecasted versus actual comparfgrpeance.Semi-annually Vox
Capital meets its investees for the strategic pfannAccording to paragraph 2.5 of the
shareholder agreement, any strategic decisions telkéhe meeting is to be drawn up in a
protocol, so that objectives can be determinedfirsmeeting and then reviewed in a second

meeting. The monthly and semi-annual meetingsetrthsough the investment contract.
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The interaction does not only serve as way of nooimd) the ventures, though. Each Vox
member has the capacity to lead up to two stratpgigrammes of one of the venture
throughout the year. In this way, Vox Capital rathets as a consultant than as a supervisor,

helping the ventures in specific projects.

Vox Capital’'s portfolio companies are monitored otlgh a detailed analysis of their
performance in terms of accounting and an actualfm®cast analysis. Apart from the
common financial criteria, Vox Capital applies S, a set of metrics developed by the
Global Impact Investing Network (GIIN) to assessaganization's social, environmental,
and financial performance. The VC furthermore refier the GIIRS in order to measure the
social impact generated byits investments and Veyit@l itself. This process has been
started one year ago and the VC is the first Beazifund to conform to these accounting
frameworks. An example for a GIIRS report on Voxp@a's first fund and one of its

investments can be found inannex 10.5 and 10.pectisely.
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7. Loans meeting the financing needs of Brazil's sodiaector - SITAWI

“Employment and income generation, environment,ltheaculture, and civil rights,”
according to SITAWI's annual report 2011, thesetheemajor areas in which the social fund
SITAWI aims to support and improve projects undesta by organisations in the social
sector. The fund’s CEO Leonardo Letelier explaitieat SITAWI does so by contributing to
the development of the financial infrastructureBo&zil’s social sector through the provision
of financial products and services. In his opinitre lack of access to capital is one of the
major impediments for the sector’s sustainable igveent'®By the beginning of this year,
SITAWI has been awarded ti#2011 beyondBankingward as best socially responsible
investment and impact investing project in Latin &ma by the Inter-American
Development Bank (IDB) (SITAWI, 2012a). What madd ANI eligible for this award?
What is the fund’'s business model? Awnbht makes it so innovative and simultaneously
decisively important for the development of theaficial infrastructure in Brazil's social
sector? Through first presenting and then classify8ITAWI according to the research

propositions derivedin previous sections, lightloese questions shall be shed.

7.1.SITAWI — fund profile

SITAWIis Swahili and means to prosper or to flourisiplaxedLeonardo Letelier. With the
ultimate goal of making the social market in Bramibsper, the idea of the first social fund in
Brazil was born. This vision drovelLeonardo Letedad his colleagues in 2006 to cope with a
myriad of question. Where was SITAWI to be locasedl initial funds to be raised? Should
the fund be designed as for- or not-for-profitoigation? Who and where would the fund’s
target clients be? Which operational structure iateknal funding strategy would allow for

granting loans and paying the bills?
7.1.1. Age, stage of development and location

From the idea of launching a fund to officially stagSITAWI, it has been a long way. For
one year and a half Leonardo Letelier and his ey tteam of two colleagues were offering
strategic advice for actors in Brazil's social seavithout issuing a single loan. In the first
place, on the demand side, SEs were reluctantgly & a loan and, on the supply side, it
was difficult to find funders to support the busisemodel — the first of its kind in the

18 f not indicated differently, any information ofiT®WI is based in the personal communication with
Leonardo Letelier.
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Brazilian marketWhen, in late 2008 till no funds were raised, b&ITAWI received its first

loan applications, Leonardo Letelier decided teerdtthe loans himse

The fund was finally officially launched 12009 after a major donation of the .na
Foundation. Since theiSITAWI has been operating fromhsadquarters in Rio de Janei
Since 2009,he social fun hasalready extendedeleven social loansatamulated value of
R$1.5 million (US$ 98300)to nine organisatic operating in the sociisector (SITAWI,

2012a). Figure 8hows the development of t(accumulatedan volume over time

Figure 7: SITAWI social loan and people benefited
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(*) includes loans and credihes, calculated with USD/BRL year end exchange rategach respective ye

Source: Adapted from Financas do be- Apresentacéao institucion®@)JTAWI (2012Db).
7.1.2. Legal Structure

SITAWI is legally structured as a I-for-profitorganisation The reasc for choosing this
legal design has been twofc First, as outlined in section 2.&0st actors in the social sec
feel uncomfortable with the traditional financiadcsor and rather apply for grants frc
foundation than for financing from commercialnks. Naturally, those funds will femore
secure when applyingfor funding fronn NFP fund. Secondyperating as a n-for-profit
fund stengthened the legal basis SITAWI as fundraiser. In early 2010, the fund officie
obtained the OSCIROfganizacao da Sociedade Civil de Interesse PU) statusas defined
in the Brazilian Law n°9.790 23%March 1999 and awarddaly the Brazilian Ministry o
Justice This status certifieSITAWI's engagement as not-for-prafiganisatio pursuing the
socioeconomic developmerof Brazil. It equallyacknowledges the fund’s transpare, as
the OSCIP status requires the discle of the accounting results 8fTAWI. Another benefit
from this status is thaBITAWI donors become eligible fdax deductions when makir
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grants to the fund. Before the accreditation, SITiAAMId only offer this tax benefit to US-
based taxpayers, through a fiscal sponsor.

Since 2011, the fund’s reporting standards cormdp the requirements of the Global
Reporting Initiative Framework (GRI - G3, level Q)his makes SITAWI a pioneer in the
Brazilian market, as it is the first social entiyithout ties to the corporate sector that
discloses its annual results according to the walynglobal reporting standards for
sustainability (SITAWI, 2012a).

In its first two fiscal years of existence, SITAWIend of year results showed a balance of
netting operational costs and revenues, while ihl2@e balance sheet exhibited a deficit of
R$ 72,000 due to reduced revenues from the advisttiyity. Leonardo Letelier confirmed
that, if any profits were generated, they were distributed but kept in the fund in order to
respond to the organisation’s future expenses. W®ITAis thus a not-for-
profitorganisationcharacterised by a non-distrilmuticonstraint as defined by Hansmann
(1980).

7.1.3. Funding targets profile

SITAWIprimarily focuses on Brazilian “organisatiorier which social impact is a core
mission and business is the supportive engine”efleat 2011). The fund’'s CEO further
explained that SITAWI targets the estimated 20,00Ps with relevant income generation
activities in the fields of employment and inconamgration, environment, health, culture and
civil rights (SITAWI, 2012b).

The fund clearly outlines five basic criteria makiloan applicants eligible for their loan and
advisory service. First, the social impact generdiyg the applicant needs to be clearly
recognisable in a sense that it contributes tostbaal or environmental development of
Brazil in a direct and pertinent way. Second, thekied organisation needs to commit itself to
ethical action and high moral standards.On the atjweral side,SITAWI is looking for
organisations that have a historic account of dpera and revenue streams, ideally having
been profitable in the last two years. The fundifertdemands from its applicants to have a
structured approach in order to assess the cumarket situation and the social sector as a
basis for designing a business plan that exhilatdistic social and financial objectives.
Lastly, the organisation should be willing to adcepd integrate the advisory support offered

by SITAWI into its operating activity. This crite’s goal is to leverage the business expertise
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of the fund managers and strengthen the decisidiAga processes within the

clients’organisational structures while maintainthgir independence.

SITAWI's social loans are destined for organisagitimat have the potential to scale up their
business and are already beyond their early stdgdewelopment. The business idea is
supposed to have already been implemented and ubmess model is expected to be

structured and well developed by the time of apyior a credit line.

The focus of SITAWI lies on not-for-profitorganigats. For-profit SEs are considered only
if most of the company’s economic value creatiorshgred along the entire value chain.
Under this condition, SEsthat are not subject tan$o and further support from other

development programmes might become eligible 8FT&AWI loan.

The actual screening process of whether an applisatigible for the loan starts with filling

in the application document. This serves as a ladigther assess the applicant’s eligibility.
This documentalso serves as a hurdle to deter isggeons assuming that the loan was an
easy substitution for a grant, explained Leonardtelier in the interview. According to the
annual report 2011, of the eleven loans grantethisaine have already been repaid, one is
on schedule, and one is late. In 2011, the loantgdato Caspiedade needed to be restructured
as the institution providing social and health dar&ao Paulo had difficulties in honouring
their debt. In response to this incidence, SITAWdreased its advisory activity througho
bono consulting from McKinsey analysts in order to helg organisation managing its
financial account. In response SITAWI did not ezitirconform to the onus contractually
prescribed but applied an alleviated manner inarese to the organisation’s delay. Payments
resumed in early 2012.“We have to walk a fine Ioeween collecting the late debt (to be
relent to the sector) and helping the organisatithere is no point in doing just what the bank
would do. Then we would be a regular bank,” ex@di®SITAWI's CEO.

7.1.4. The funding model

As a not-for-profitorganisation, SITAWI is mainlyant financed. The donations received are
either used for granting social loans or to supgeetfunds internal operations. About 70% of
SITAWI's AUM can be attributed to Brazilian donorgntil 2010, the advisory activity
constituted another important revenue stream fanitmg the fund’s internal operational
expenses.In 2010, SITAWI's operating expenses Weaaced through the fund’s consulting
activity (52%), receipts from interests (33%), aahations (15%) explicitly destined to
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cover operating expenseBut, as Leonardo Letelier announced in the anngabnt 2011
SITAWI is currently changing this financing strategy. éast of supporting i operations
through revenues from consultirthe fundwill shift to fundraising as main revenue stre:
The fundclosed the fiscal year 2011 with R$ ;000 AUM, thereof 76%circulating in form
of extended loanby the end of fiscal year 20. The fund until preserexhibits a turnover
rate of 3 implying thathe “impact of every real donated to the Social Fund baer
multiplied 3 times” SITAWI, 2012a). Figure 8 summaess the development of the fune

AUM and the revenue streams from donations sin€®:

Figure 8: SITAWI assets under management and done

2009 2010 2011

(*) includes funds (R$ 114,000) from partnershiphmrtemisia, unter SITAWI''managemer
SourceSITAWI annual report 201 and author.

In capital marketsSITAWI can be positioned between a bank and a foundaBanks
traditionally provide loans at marl-based interest rates whereas foundations prir
concede grants. In addition, most foundations tenaffer additional advice and support li
Ashoka that providesSE¢ with a worldwide support network of partnershipsger
organisatios, and professional consultants or the Avina fotiodethal provides strategic
advice and links social leaders and epreneurs across Latin AmericSITAWI provides
loans to scial sector agents interest rates of about 1% per month being welbwaharket
rates.Obtaining a social loan frorSITAWI further renders the recipient eligible for i
fund’s advisory service. Although the strategicmup might occur on a smallecale than in

foundations, it contributes to tlprofessionalizationf the fund’s client:

The ultimate goal of the fund is to contribute be treation of an infrastructure of financ
services for the third sector in Bréand increase the variety aramount of available

resourcesTherefore, the fund icurrently expanding its produpbrtfolio (see section 7.2.1).
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7.2.SITAWI'ssocial loans

So far, SITAWI has provided social loans to ninertls, with five clients operating in S&o
Paulo and the rest being dispersed across thennatio overview of all clients, Caspiedade
(Centro de Assisténcia Social Nossa Senhora daa@®@d Solidarium, Instituto Palmas,
Tekoha, ICCClgstituicdo Comunitaria de Crédito Centjdmembui Microfinanzas, Davida,
IDIS (Instituto para o Desenvolvimento do Investimentaié) Instituto Feira Preta

andCIES Centro de Integracdo de Educacéo e Saydeprovided in annex 10.2.

The following section describesthe structuring 6FANI’s operations in terms of financial
products used, the approach to assess the appdicemtial impact and default risk,
thecontractual provisionsapplied as well as SITA8Atreening and monitoring behaviour.
This analysis will facilitate answering the questizwhether the agency risk explains the

practices and the contractual design of financorgements between SITAWI and its clients.
7.2.1. Portfolio of financial products

SITAWI's major financial product is its social loamith interest below market rates (see
section 7.1.4).The management of SITAWI generallles out offering grants to any

organisation and loans are not forgiven under acymmstances.

The fund is working on further expanding its prodportfolio. In 2011, SITAWI started a
new social fund management vehicle. Through thiscke, SITAWI acts as an intermediary
for companies, families, or organisations that visprovide loans or grant funds to agents in
the social sector. SITAWI controls the cash flowtladse clients’ funds and provides advisory
services. About one quarter of the fund’s AUM aranaged under this financial service. In
2012, SITAWI further tries to promote inter-sectallaboration through setting up a fund
supporting non-profit mergers. A mobile giving fuisdfurther planned®The fees charged by
SITAWI for the provision of these financial serdcare ultimately reinvested in the fund in

order to enhance its own operational structure.

19 Further details on the new funds are deliberagiitted, as the case study analysis focuses otirgxis
financing products.
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7.2.2. Social impact and default risk assessment

The in-depth assessment of the eligibility of ptisdrborrowers starts with the filling in of
SITAWI's social loan interest forA?. This form serves as an initial indicator on the
applicant’s (i) organisational structure, (ii) onggational history, (iii) budget and operations,

as well as its (iv) financing needs. SITAWI focuespecially on the three latter issues.

The fund assesses whether the applicant’'s orgamsatmission and vision are in line with
SITAWI's philosophy, and howand to whom the applicareates economic value while
generating social and/or environmental impact. Tdan applicants are asked to provide a
summary of past achievements of their operatiorss.afy insights gained by SITAWlare
based on the information provided by the applicdhg fund asks for the provision of
quantitative and corroborating data as well as ipublwards and official recognition

documentary, whenever possible.

Any applicant is further required to provide infation on the organisation’s total annual
budget, its evolution in the last three years a$ agethe breakdown of financial expenses and
resources. This information should be formally kmtkup by the provision of the
organisation’sDemonstrativos de Resultad®RE), the annual results. Concerning its
operations, future borrowers are expected to dekair operating model (business and
product lines, products, services, target cliedt¥f@ssees etc.) and how income is created.

When considering the financial health of the amplic first, the social fund requires detailed
information on whether and if so, under which cdiods (amount, interest rates, pay-back
period) loans have already been provided to tharosgtion in the past. It is further checked
whether the organisation currently has any liabdit(including loans from founders or

counsellors). Then, the applicant needs to preséntiness plan in order to outline for which
purpose the loan will be used and in which way isupposed to contribute in enhancing the
organisation’s sustainability or in creating so@abl/or environmental impact. In this respect,
the applicant is supposed to estimate the loarigevareation potential in financial and social

terms.

The information provided through this initial regtieserves as a first assessment of the
applicant’s credit line eligibility. In this stembout 80% of the applying organisations are

already sorted out, because what most of them lacto@ed are not loans but donations,

2 Available on SITAW!'s official website: http://wwy8ITAWI.net/formulario/SocialLoanForm.doc.
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explainedSITAWI's CEO Leonardo Letelier. After hagi passed this initial screening
process, loan eligibility depends on the five cratelisted above, (i) creation of
social/environmental impact, (ii) ethical fibre dhe management, (iii) financial and
managerial strength, (iv) structured and convindmuginess idea, and (iv) willingness to
incorporate advice (see section 6.1.3).Leonardcelieet underlined that the financial
sustainability of the applying organisation is § kactor: “If there was any risk of future debt
restructuring due to problems in paying back then)dhe applicant immediately disqualifies
for the social loan."Thus, before offering a loa8|TAWI thoroughly assesses each

applicant’s suitability by using the range of theefkey criteria just outlined
7.2.3. Contractual provisions

SITAWI generally uses a standardised contracttioclients, thecontrato de mutuo e outras

avenca%. The contractual provisions are the same for aggrisationthat has qualified for

the loan. The contract is then only individualisederms of the amount of money lent and
the payback schedule.

7.2.3.1.General provisions

Each client’s individualised paybackschedule inekidh list of all instalments (including
interest payments, expenses incurred for the etiatuaf the organisation prior to offering
the social loanand any applicable tax and furthgremses)that are to be made by the
borrower. The interest rate applied is 1.0% pertmaoalculatedro rata temporisof the days
from the date of the disbursement until its effexipayment. Interests are calculated based on
eachperiod’s respective instalment and are dubeas@ame time as the principal. Paragraph
1.6 further protects the fund from incurring anjet expenses after closing the contract as

those eventual costs are to be entirely born byptneower.

The contract is flexible in the sense that the deer, according to paragraph 1.7, has the
right to anticipate, partially or entirely, the méursement of the loan with a prior notice to
the fund of 10 days.

In case of non-payment, according to paragraphffl.8&e borrower will be automatically
classified as being in arrears independent of acijal or non-judicial notification. The

organisation will then be confronted with the omiists default and obliged to pay the fund

2L Any references to the loan contract are direetkgt from a template contract of SITAWI.
%2 | oan contract and further agreements.
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the amount originally due increased by (i) a nompensatory fine of contractual nature of
2.0% on the amount overdue and not paid as prdyiageed upon. The borrower will
furthermore be obliged to (ii) pay back the prirdipnd any additional attributable expenses

including the interest expenses of 1% per montbutaled ora pro rata temporibase.

Paragraph 1.12 further formally records the intggf its clients by demanding to guarantee
that they have had never in the past, and will nevéhe future (i) contract child labour or (ii)
practice any kind of discrimination. SITAWI's clienare further obliged to (iii) actively
contribute to the preservation of the environmamd &v) provide a safe and trustworthy
working environment. The fund further prescribes dients to only enter into service
relationships and contractual agreements with thady agents whose practices are in line

with the criteria (i) - (iv).

In respect to the debt service payment, accordirnmatagraph 6.2, clause (xvi), SITAWI has
seniority of payment over the assets of the badkgdnisations.

SITAWI, according to paragraph 9, also attributisglf the right of any indemnity by the
borrower if the latter causes any loss, harm, peasge to the fund, which is directly linked to

the loan agreement.

7.2.3.2.Collaterals

The contract designed by SITAWI offers five diffetdorms of collaterals which the backed
organisations are free to provide: (i) a guaranfi@ea promissory note (usually provided by
the active head of the organisation), (iii) a pa(giv),a mortgage, (v) or any other collateral.

In contrast to commercial banks, collateral is aditinding condition for getting a loan from
SITAWL.“Se tiver, eu quero. Se ndo, ndo é um impediniéhexplained the fund’s CEO.
The amount of money lent to the applicant mightrease with the provision of a loan,
though.So far, a promissory note has been provigeall of SITAWI's clients. Other forms

of collateral have not been applied so far.

7.2.3.3.Provisions against hold-up, moral hazard,ral adverse selection

In paragraph 5 SITAWI presents nine criteria folickhthe fundhas the right to bring forward

the expiration date of all the liabilities assuniedthe backed organisation and to end the

Zf there is one, | want it. If there is not, itrist a hindrance, either.
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provision of the consulting services (as defineganagraph 2) with all liabilities being to be
paid back by the borrowerimmediately and in totatluding any applicable charges and
expenses. In the underlying analysis, especialgy ttiree clauses (i, ii and viii) are of
relevance in terms of moral hazard. Through theseigions, SITAWI protects its assets
from (i) any non-compliance or violation on the tpaf the backed organisationof the terms
mutually agreed upon. Also does SITAWI withdrawfiteds (ii) if the backed organisation
uses the resources provided for any purpose différem the one agreed upon in paragraph 4
and (viii) in case the contract was made undeefatsumptions based on falsified documents
or incomplete and/or false information providedthg borrower at the time of signing the
contract. Further provisions equally protect SITAWIcase of significant default risks (self-
declared or pointed out be the borrower’s finanaistitution), judicial prosecution of the
borrower, insolvency or liquidation of the orgamisa, a change in the control of the

governance, and the alienation of goods.

Paragraph 6 further demands the borrower to infrenfund in case of the existence of a

conflict of interest between both parties (clausg)(
7.2.4. Monitoring of clients

The contract between SITAWI and its borrower doed prescribe any frequency of
interaction between both parties. It mainly focusms financial objectives, especially
concerning the repaymentschedule and the borrowefault risk. In paragraph 6 of the loan
agreement,the obligations of the borrower are §ipdciSITAWI has the right to demand any
information necessary for the succession of progdheir financial and advisory services to
the backed organisation. This information focusesaocounting, governance and control
iIssues, but is not restricted to this informatidhe fund generally has the right to demand,
and the borrower the obligation to provide, withaay delay, any information necessary for
monitoring the risk in terms of the borrower’'s ddfaor any action or event outlined in

paragraph 5 (see section 6.2.3.3).

No monitoring in terms of whether the backed orgatidon achieves its objectives of
generating social impact occurs. The reasoningttr is threefold. First, the assessment
whether the borrower’s organisation actually hégigect and relevant contribution in solving
a social or environmental challenge” (http://wwwagii.net/) is part of the screening process
when checking for the applicants’ credit line &igity. Second, no clear-cut definition of
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social impact itself exists and there is no statidad approach of measuring it. Furthermore
Leonardo Letelier explained that any social imghet might have been generated by using
the loan could not be completely attributed to SIWAtself. The merging of multiple factors
like the borrowers’ own resources with the loammattely contributes to the creation of social
impact. In the contract, in paragraph 6 clause, (the backed organisation is merely taught to
use the resources provided by SITAWI for the goalgually agreed upon and fixed in the

contract. The ultimate outcome of this use is ptetvant within the contract.

Still, each contract prescribes in which way, fdnietr ultimate goal, and through which
activities the resources provided through the $doan are to be used. Paragraph 4 of the
contract is meant to assure that the social lodlnrowly be used as means in order to achieve

these predefined goals.

After closing the contract, interaction betweenhbparties takes basically place through the
advisory activity of the fund. SITAWI identifies keguestions and problems of the backed
organisation and provides strategic advice on thesaes and also offers a service of
technical assistance. This interaction is formdiyined in paragraph 2 of the contract. The
backed organisation is expected to accept the supfoSITAWI in relevant social,
operational and financial key questions. The amsca usually tackles administrative aspects,
projects, business plans, and strategies pursudaebyorrower. Still, SITAWIhas the right to
interact in any form in the control, administrati@md realisation of its clients business which
do not directly relate to both parties’ mutual agnent. In order to translate this condition
into practice, both parties oblige themselves ttd hmeetings according to the schedule
mutually agreed upon. In addition, the backed asgdion is expected to provide SITAWI
with any documents needed including financial statets, societal acts and contracts signed
by the borrower. Although formally prescribed thgbuthe contract, this interaction remains
punctual, primarily focussing on key events and esidnes in the organisation’s
development. “Interaction with SITAWI's clients siid ideally take place once a month.
This is theshould be though. It is actually never the case.” statedrniagdo Letelier. The
fund’s CEO further explained that there is no néeda contractual provision of such
interaction. If there was a need for establishinig interaction in the contract, this would
demonstrate that the cooperation was actually eagilble or at least not worth taking place.
According to Leonardo Letelier, cooperation andetattion should and do take place

naturally if the backed organisation is correctipsen.
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8. Discussion of Results

8.1Discussion of research propositior

Any of the this study’'sfour propositionsusesthe perception of either moral hazard
stewardship within theunderlying cooperative structuregs starting point for furthe
deductionsIn line with the reeoning of Fama and Jensen (198B8quent formainteraction
suggeststhe need for intensive onitoring and thus a high perception of moral hdz
Argumentum e contrarjolow frequency of interaction implies stewardstap adequat
framework to describe the relationship between ifugpéntity and funding recipier

In the case of Vox Capital, imal interaction is frequergtccording to this study’s definitic
as it takes place onraonthly basis. Perception of moral hazard is thus perceiwdze high
For SITAWI in contrast,interaction is found not to be frequennteraction is nee and
event-driven withouits frequencybeing contractually fixednteraction on a monthly basis
regarded as desirable but unreali<This implies stewardshigs underlyingrelationship. The
flow-chart in figure 9 summarises the findings in regardhe case frequency of formal

interaction and its implications for the inciderafenoral hazard and stewardsk

Figure 9: Findings for frequency of formal interaction andpiinations

high low

Vo) 4 C2SITAWI

High monitoring needs Low monitoring needs

SourceThe author.

Based on these findings, the four research praposwill be discussed in the followir
section. As both funds are different in their pptaa of moral hazard, any proposition ol
directly applies to one of the cases, respectiveR1 and RP4 to SITWI, and RP2 and RP3
to Vox Capital. The argument of each research mitipa itself as well as the inversion

the argument will be analysed in order to be abldraw conclusions on both cas
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8.1.1. Proposition 1: No grants, but a theory of change

Proposition 1 suggests thike lower the perception of moral hazard by theding entity of
inclusive businesses, the higher the use of gman¢ing.

As presented in the case analysis, neither Voxt@lapor SITAWI use grants as financing
instrument for funding social enterprises or missipiven organisations, respectively. In
their empirical study, Alemany and Scarlata’s (20frfidings depicted a “significant negative
correlation between grant financing and the fregyeaf formal meetings” (p.135) and
concluded that stewardship, rather than moral lhazaould be suitable to explain the deal
structuring behaviour of Philanthropic VCs in Eueognd North America. Does thegeneral
absence of grants as financing instrumengumentum e contrarionply a non-alignment of
interests between funder and funding recipienhis $tudy’s underlying cases? The reasoning
for deducing proposition 1 was that grants best thet funding needs for the backed
organisations. Funding entities concerned with bestting the needs of those organisations
would thus use grants as means of financing. Thie lenderlying the business model of Vox
Capital and SITAWI is different though. Vox Capitiliberately chose the legal structure of
a for-profit organisation, because of the funttisory of changésee section 6.1.2). For the
same reason, the fund does not offer grants bgtfusencial instruments traditionally applied
in the corporate sector, namely equity and corblertidebt. Vox Capital’'s clients are
exclusively for-profit and the formal interactios frequent. SITAWI also applies financial
instruments from the corporate sector in orderddrass the financing needs of the social
sector and unambiguously confirms that is doesnmadte grants or forgive its loanBut in
contrast to Vox Capital, apart from the SEekohaandSolidarium SITAWTI's clients are all
not-for-profitorganisations.

In the underlying cases, the choice of the finaganstruments is revealed to be independent
from the monitoring needs of the funding entitiBsther than causally linking the financing
instruments to the frequency of interaction,in teigady, the legal structure of the funding
recipients is found to be an indicator for the frexcy of interaction. Proposition 1 was
adapted from a study conducted on PhVC in North Weaeand Europe and the analysis

suggests that the proposition does not apply t@theilian market.
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8.1.2. Proposition 2:Application of industry practicesfrom the corporate sector

According to proposition Zhe higher the perception of moral hazard by thedfog entity of
inclusive businesses, the higher the use of valoatnd default risk assessment models.

In the case of Vox Capital, the valuation of the-foofit venture comprehends a twofold
assessment analysing the venture’s social impadauiitative (generation of systemic
change) and quantitative (number of people seriggd)s as well as the value of the business
model. For the latter, Vox Capital reported to gpetiteria in line with the VC industry
standard as found by Tyebjee and Bruno (1984) ardMillan et al. (1987).Still, one
additional and particular criterion is applied bhetfund; a qualitative assessment of the
venture’s “fit” to Vox Capital.The fund assesses #pplicant’s actual needs and whether it is
able to support the venture in overcoming evenpuablems and to respond to its needs. In
this regard, the investor acts rather as a stethardas a principal. Still, although this implies
a steward rather than a principal-agent relatignghis last criterion is embedded within a set
of further criteria and does not substitute theliappon of a formal company valuation model
common to the traditional VC market. When consilgrihe investment in Vox Labs, the
ventures are generally in a too early stage to wcnd company valuation. Instead, the
investment-decision is rather based on the pofenfidhe applicant’s business idea and
whether Vox Capital can contribute to its structgrand development. These considerations
are in line with the last criterion applied by V&apital, and again imply a stewardship,
rather than a principal-agent relationship. Destigse indications of steward behaviour,once
becoming eligible for the status of a Vox investinéme Vox Labs also become subject to the
same evaluation criteria as companies in the toedit VC market following a rigorous
assessment. Thus, although stewardship might dieasecthe first phase of the cooperative
structure, the model cannot entirely describe thecypal-agent relationship once an equity
investment is made. Given the research findingsiablleviated through Vox Capital last
formal valuation criterion, trust or specific needaluation do not supersede traditional
valuation models.For investments in for-profitSEs\Capital refers to traditional enterprise
valuation models.Since the incidence of moral hizeas been found to be subject to the
business model of Vox Capital and the inversioproiposition 2 suggests that moral hazard
explains the use of traditional valuation modetee $econd proposition is supported in the

case of Vox Capital.
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In the case of SITAWI, a sequential assessmerteofdan applicant’s eligibility in two steps
is conducted. For loan aspirants passing the $icstening, a rigorous assessment of the
organisation’s creditworthiness follows. Finanagthtements and additional accounting data
are used to gain insights in the organisation’srfoial health. The variables used in the
assessment coincide with those commonly appligdarbanking sector as found McNamara
and Bromiley (1997).SITAWI also asks for corrobaorgt data, and ideally third-party
indications as external independent informatiorasdo reduce the risk of adverse selection.
Thus, a rigorous default risk assessment is apie@ITAWI, although the funding entity
was found to rather act as a steward than as aipain This contradicts the second

proposition.

Given this finding, further implications of the jpasition should be considered. Despite the
indication of frequency of formal interaction sugtieg stewardship in the SITAWI case, it
should be considered that this proxy is based study focusing on manifestations of the
venture capital model. A VC investment traditiogatequires more interaction with its

portfolio companies than does loan financing.

Inversing the argument of proposition 2, the questvhether a higher use of default risk
assessment models implies moral hazard in the afaSETAWI, should be considered. Two
arguments contradict this conclusion. First, thiaudle risk assessment is supposed to set the
“price” of the loan contract through defining theah’s interest rate. Still, in SITAWI's
business model, the interest rates are fixed aguwifisiantly below the interest charged in
Brazil's banking sectoreteris paribusSecond, th€aspiedadecase has shown that instead
of following de iureimplications and fining an organisationthat fapesblems in honouring
its debt, SITAWIcarefully weighs every case andcitsumstances and actively supports the
organisation to surmount its financial problems. résponse to delayed payments, the
advisory activity was increased and the loan cohtrastructured. Additionally, in case of
early payments, the loan recipients receive distsourhis support manifestly differentiates
SITAWI from a traditional bank and proves its rads a steward. Thus, although the
contractual design of the cooperative structure ldvaather suggest an agency problem
constellation, it can be concluded that stewardghgdifies the relationship between SITAWI
and its clientgeteris paribus Building the financial infrastructure of the salcisector in

Brazil rather than maximising profits is the preenisaderlying SITAWI's business model.
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8.1.3. Proposition 3: Market-standard oriented contractual provisions

Proposition 3 suggests tithe higher the perception of moral hazard by thedfng entity of
inclusive businesses, the higher the use of binclimgractual provisions.

Vox Capital uses three contracts to govern its stments. The contractregulating the
cooperation among the shareholdeysacordo entre acionistasonforms to the industry
standards of the corporate sector, where conteretmarkedly similar across countries and
legal systems (Chemla et al., 2007). Key paragrapdisare commonly found in traditional
shareholder agreements also govern Vox CapitaVestments. The case study discussion
revealed that the fund uses a clause to proteghsigtne risk of hold-up through a non-
compete clause. Although no vesting provision idysts introduction in future contracts is
envisaged. Considering controlling and renegotmtabauses, Vox Capital’'s shareholder
agreement also follows the industry standards dictyall major provisions except the anti-
dilution clause. This presence of elaborate gover@atructures and contractual provisions is
in line with the findings of high perceived morazard. Proposition 3 is thus supported in the
case of Vox Capital.

SITAWI's contract was designed by external lawyarglthe contractual provisions reflect
key elements commonly applied in the traditionaddr market. The contract comprises a
myriad of provisions including seniority of paymemind an insurance of the lender in case of
non-payment which prescribes an according onushrmdefaulting party. The contract also
envisions five different potential types of collatle The maturity is individually set for every
loan applicant, but maturities are short, with t@ximum duration of a contract having been
30 months. Additionally, SITAWI contractually in®s its assets against the risk of moral
hazard, hold-up, and adverse selection (sectior8.3:2paragraph 5, clause i, ii, and viii,
respectively). While the frequency of interactiomplied stewardship instead of moral hazard
as framework to qualify the underlying funding tedaship, contractual provisions are
designed so as to insure the funding entity agaimgtincidence of the agency problem. All of
these findings indicate that proposition 3 canresbstained in the case of SITAWI.

Considering the discussion of proposition 2, analsty, the inversion of the argument
should be checked for. Does the extensive use wérmamts imply a perception of moral
hazard by SITAWI? In line with the previous reasmpione additional argument to answer in
the negative has been found. Although SITAWI opdolynulates its preference for clients

providing collateral, it is not a binding conditiéor granting a loan. This markedly contrasts
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the Brazilian banking standard where the provigiboollateral is mandatory.Not supporting
both propositions in the case of SITAWI thus implthat pre-loan concession, the agency
risk explains practices and contractual structughthe funding entity. Post-loan concession,
stewardship adequately describes the actual fun@ilagionship. This finding underlines the
deliberate strategic choice of SITAWI to apply misdiegom the traditional corporate sector
and transfer them to the social sector.

8.1.4. Proposition 4: Precedence of trust does not subatie contractual provisions

According to proposition 4the higher the stewardship offered by the fundingtye of

inclusive businesses, the higher the importandeust vs. formal contractual provisions.

The previous discussion of proposition 1 reveatbdt moral hazard explains the funding
relationship between Vox Capital and its portfolammpanies, whereas stewardship
adequately describes the one between SITAWI andiésts. The findings from proposition
3 can further be applied to the discussion of #s¢ proposition. Despite SITAWI's elaborate
contractual agreements, trust among the fund andlignts has been found to be of crucial
importance. Interaction takes mainly place in fosimthe fund’s advisory activity and its
frequency is not contractually fixed. Accordingthe@ fund’s philosophy, being obliged to rely
on contracts to effectively and efficiently interaweith its clients would imply that the
cooperation as such was not worthwhile taking pla8EfTAWI's selection process is
supposed to filter its clients so as to assuretti@interests of both parties are aligned. The
last proposition is thereforesupported in the cds®ITAWI.

In the case of Vox Capital, stewardship could ndecuately describe the funding
relationship. This implies that contractual proeis have precedence over trust governing the
funding relationship, which is true for Vox Capithl line with proposition 3, proposition 4 is
then also supported for Vox Capital.
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Table 4:Summary of indings fromresearch proposition analysis

Research Proposition Finding  Rationale®
RP1The lower the perception of mol vo>< x No grantsl but meory of Chang_
hazard by the furidg entity ofinclusive
businesseghe higher the use grant -
fi . g g QR 4 RP does not apply to Brazilian ma.
inancing

Stewardship prequity investment, need
RP2:The higher the perception VOX v~ assessment does not substitute formal cri
moral hazard byhefunding entity c of investment decisic.
inclusive businessethe higher the us
of valuation and default risk Rigorous default risk assessment des
assessment models. 1 %0% S steward behavioufixed interest rate an

Caspiedade case reinforce stewardship fir.

VOX v Presence oflaborate governance structu
RP3:The higher the perception and contractual provisio.
'molral'hazbaropy thef;]nd;]hghentl';]y ¢ Extensive use of covenanbut collateral not a
c
|r:ccb.us(|j\./e usinesse | e |g .er e us 00 i€ bindingcondition; Insurance against aget
< . . .

of binding contractual provisions. risk pretoan concession, stewardship |-loan

concession.

v Covenants have precedence over 1

RP4 The higher the stewardsh VOX governing the funding relationsr
offered by the funding entibf inclusive
businesses, the higher the importanc Client screening pran concession assul
trust vs. formal contractual provisions. v~ alignment of interests and thus facilitates t

post-loan concession.

SourceThe author.

& RPis not supporten\/ RP is supported

24 Rationale building on findings for of moral hazamtl stewardship, respectively. See figur
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8.2.Conclusion

The objective of this research was to ansvhether the agency risk explains the practices
and the contractual design of agreements employeshbties financing social sector activity
in Brazil through the analysis of a set of four researclpgsiions. While the first proposition
was found not to apply and the fourth one was stpgpproposition 3 and 4 were only found
to be true in the case of Vox Capital (see Table 4)

Althoughproposition 1was supported in neither caggimentum e contrarithe absence of
grants as financing instruments does neither immpbral hazard nor a non alignment of
interest. The contrary is found to be true in tmazdian market.Through the deliberate choice
of financing instruments that reflect the commomagtices of the corporate sector while
offering professional advice, the funding entiteegect the financially backed organisations
to enhance their own business model and interradadipns. Confronting the mission-driven
agents with the realities of the market and itgadles in terms of financing might trigger the
professionalization of these organisations and supgfhem to eventually become more
efficient. For Vox Capital, this is in line withsittheory of changesuggesting that by
professionalising Brazil's social sector, the calpibflow will be spurred, which again, will
help to scale up social enterprises and their imn@id AWI's business model follows the
same logic: Through the access to capital and kiigation to honour their debt, mission-
driven organisations in Brazil are obliged to besieucture their cash-flow management and
render their internal operations more efficienisdo better manage their costs and expenses.
Another conclusion from proposition 1 was thatheatthan causally linking the choice of the
financing instruments to the frequency of intemaati the legal structure of the funding
recipients has been found to be an indicator ferftaquency of interaction.This indicates that
the non-distribution constraint of the portfoliongpanies is an indicator for moral hazard, as
interaction will be lower when the non-distributioanstraint applies. Therefore proposition 1
is found not to apply to the Brazilian market. Thiaderlines the differences between
financing models of SEs and NFPs in Brazil, andthNémerica and Europe.

The second, third, and fourth proposition haveba#n found to be true for Vox Capital. This
suggests that moral hazard explains the VC's mestiand the contractual design of
agreements. Given the forgone reasoning (8.1.28ah@8.), although the second proposition
was not supported in the case of SITAWI, it is doded, that pre-loan concession, moral
hazard and hidden characteristics describe theecatype structure between the funding
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entity and the fund applicant. Post-loan concesssbewardship adequately describes the
funding relationship of SITAWI with its loan recipits. The concession of a loan is found to
be an indicator of trust triggering the stewarddbepaviour. This conclusion is equally in line

with proposition 4, which has been supported inciduee of SITAWI.

The findings from this research only in part cope®d to those of the study of Alemany and
Scarlata (2010), which was used as a frameworkhiermultiple case-study. Covenants were
found not only to mitigate the agency risk resgtirom the absence of the non-distribution
constraint (Alemany &Scarlata, 201@ut also to govern cooperative structures withfoot-
profit entities, that is, in the presence of a wstribution constraint.Another particularity of
the market was that, although the non-distributionstraint of SITAWI’s clients has proven
to be an effective tool in order to align the iet@s between fund provider and the financially
backed organisations, the precedence of a stewardshationship did not rule out the
application of contract features commonly useddduce the agency risk. When no non-
distribution constraint applied, in the case of \@apital, the covenants and valuation models
accounted for any potential agency risk and thfleated practices commonly applied in the
corporate sector. Thus, while research for Europd &lorth America suggests that
stewardship explains the deal structuring of intiseafunding models financing social sector
activity, this case study’s results suggest difieréndings. The business modelsof Vox
Capital and SITAWI, which have recently entered Bnazilian market, are conceptualised in
a different way and with a distinct underlying urstanding of the role of agents in the social
sector than the model of Philanthropic VC in Eurogred North America. Financing
agreements are structured in a way to accountdmaitigate any potential incidence of the
agency risk and therefore reflect market realiies the second sector. This finding suggests
that the agency risk explains the practices anaddiné¢ractual design of agreements employed

by entities financing social sector activity in Bila

Vox Capital uses a VC fund model and the practicapplies reflect the industry standard of
the sector. Implications of the agency risk for W®del will thus hold for Vox Capital as

well. What makes the fund particular and of sigaifit value for the Brazilian market is that it
applies a business model from the traditional c@igosector in order to achieve social
impact. Through this approach, agents from theasagector are induced to adapt their
business model and migrate into the corporate s&ITAWI on the other hand acts as a
steward when servicing its clientswhile applying tdefault risk models and contractual

provisions common to the traditional banking secibthus replicates business models and



81

approaches from the corporate sein order to build a corresponding infrastructurethe
social sector.The framework initially suggested needs to be amthmccording to thes

findings as illustrated in figure 1

It is conclude that Vox Capital makes the social seatterdhe corporate one, whSITAWI
is a business model inspired by the corporate sewtd acting in the social one. B
business models are complementary and mutuallyr@ntpeach othein order to enhance
the activity of inclusive businesses in Brazil ethus contribute to the creation social

impact through building infrastructure and catalgschange

Figure 10:Social impact generation:ross-sector application best practice mode

Social Impact
: Principal-
—
2SITAWI
Social
enterprise
CAPITAL
VOX
For- Corporate
profit sector

Contractual provisions

Contractual design, business models, and best practice
building infrastructure and catalysing change

IFimamncing

SourceThe author.
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8.3.Limitations of research findings and conclusion

This study’s findings need to be considered withitican, as the immaturity of the market has

two important implications that need to be accodiite when interpreting this study.

First, the number of agents that adapt businesslmdibm the corporate sector to provide
access to capital to the SEs and the social sectow. This significantly limited the size of
the sample for the underlying research and imgleduse of a case study method instead of

empirical testing. This limits the external validdnd the generalisability of the findings.

Second, the low number of agents for adequatelgwating the research further resulted in a
sample of two funds using a fundamentally differemsiness model. Vox Capital applies the
business model of a venture capital fund in theitimmal sense while SITAWI is a fund

functioning as a hybrid between a bank and a foumwnlaAlthough the two agents were

deliberately chosen in accordance with the reagpmiaviously outlined (see section 4.2), the
differences in the funding entities’ business mskaVe implications for the presence of
moral hazard and stewardship. The underlying assamis that the frequency of interaction

can be used as a proxy for monitoring needs arsl tthel perception of moral hazard by the
funding entity. However, the frequency of interantican also be causally linked to each
funding entity’s business model, because ventupgalanvestments generally require more
interaction than loan financing. The reason foradiiog frequency of interaction as a proxy
was to account for internal validity through adagtan existing research framework to the

present research.

It further needs to be taken into consideratioat the conclusion drawn for the actors in the
social sector is not generalisable, as not anyasgaaonal model or practice from the
corporate sector is transferable to the sociabsestdvice versa Social enterprises might be
able to bridge some gaps between the social ancbtiperate sector. Still, those organisations
need to be understood as complements to the agewalisionally working in the third

sector,and not as substitutes.
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8.4.Implications for practitioners and further research suggestions

Based on these findings, practitioners in both, dbiporate and the social sector can draw
conclusions in terms of governance and contradtratturing when aiming for social (and
environmental) impact generation. The main impiaabf this work is that the application of
business models and practices from the traditidnainess to the social sector might

ultimately contribute to the latter’'s development grofessionalization.

For academics, four paths of future research tebanderstand Brazil's social sector and its
agents are suggested: First, quantitative researcthe Brazilian market in order to
substantiate the findings from these two case atudill be necessary. However, given the
premature nature of this market, an empirical ngstf the incidence of the agency problem
in the market for social enterprises and missiovetlr organisations is a long-term objective,
though.Second, this research mainly focuses onirttidence of moral hazard. A more
thorough analysis of the hold-up and the advertecten problem in inclusive businesses
would contribute to the understanding of the fugdstructures in the market. Furthermore, in
this case study, merely two business models fanfting social sector activity have been
analysed, VCs and funds. A qualitative analysisuofher business models, like institutions
conceding micro-credits to actors in Brazil's thgector is thus suggested. Lastly, this study
was mainly concerned with the challenge of finagcsocial sector activity and SEs. But,
given the immaturity of the market, some reseantdlysing strategic, managerial, or cost-
efficiency aspects of the agents’ business modelldvalsobe of interest for scholars and
practitioners, as it would provide them with a Helpreference to succeed in a newly

emerging and promising market.
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10. Annex

10.1. Profile of Vox Capital portfolio investments 2°
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Name Location Investment Investedi

Activity

cde

Séao Paulo, SF Equity mid 2009
‘ . Sdo Joao da Equity mid 2011

FLANDO

Boa Vista, SP
balcao de empregos.com
a sua melhor colocacao no mercado
Brasilia, G3® Equity late 2011
T (investment ir
Minha Casa project, not ¢
Minha Vida
company

Market intelligence and consultin¢ firm processing information
about markets and people in the s-economic classes C, D, and E in
Brazil and offering market research, consulting tathing to actors ii
the market in order to leverage their businessniate

Job placemen company offering operational and technical
opportunities through the provision of access toketainformation or
employment opportunities for Brazil's l-income population. Balcao
de emprego currently offers about 60,000 job opjpties

Large scale housing projec of the Brazilian government providir
housing opportunities for lowacome families.?” Vox Capital
participated as cowestor with Bamboo Finance (a Swiss imf
investor) to contribute tothe creation of 1,300 houses. This
participation, referred to @8&ox Minha Casa”, is particuli as it is a

shortterm project investment with the construction canyCrinale

25 CDI Lan, Sautil and Banco Pérola are Vox Labs.

%6 project initiated by the Brazilian government {giftin Brasilia), but operationally administeredrfr federal states acis Brazil

" Up to 10 minimum salaries (R$ 5.450).
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(CDI Rio de Convertible ~ May 2010
LAN = Janeiro, RJ  deb
_n Sorocaba, SP Convertible ~ Nov 2011
5 r deb

Banco Pérola

, Goiania, GO Convertible Nov 2011
© sAUTIL 0v8R
o it @ e stiapr debt, currently
DD for equity

investmer

Incorporadordeing operationally responsib

CDI develops alistribution network through the use of internet ca
across Brazil and offefsnancial and e-learning services
Microcredit organisation offering financial services to yot
entrepreneurs in remote locations where accesaftasiructure an
capital is scarce.

Internet platform processinmgormation about public health care
servicesand products in order to facilitate the accesshtzse loca

institutions.




10.2. Client Profile SITAWI
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Name Location Legal Description Loan size Year of Status of
Structure [inkR$® loan repayment
Curitiba, SE A social enterprise cAlianca Empreendoraa promoter 150 2008 Fully repaid on
PR of smallartisanal associationghrough the provision of time.
\"f support antmarket access Solidarium links local
SDI.iI]AR{UM communities to major retailers like Wal Mart, Lo
kf_aj,_mm\*/ Renner, and Tik and Stok contributing to a morélst
income generation and sustainability of the assoois!
businesses
Rio de NFP Clothing brand launched in 2005 and owned by Davida, 45 2008 Fully repaid on
Janeiro, an association fighting for tirights, mobilization and time.
RJ social control o prostitutes in RJ. Davida educates
prostitutes and clients in the prevention of ST EiV-
AIDS. Daspu serves as incomenerator
Séao SE Fair marketing coalition for handmade and artisanal 100 2009 Fully repaid on

< Paulo, SP

Tekono

products from Brazil. Tekoha links the communitiests
products consumers while providing transparencthe
cost along the value chain in order to assureahatit

time.

28 Rounded values.



S3o NFP*
Paulo, SP

Fortaleza OSCIP
, CE

7]
o
E
©
o
o
=
=
=
=
w
=

OSCIP

50% of the generated income remains with thducers.

Social servici agency contributing to the development 0200 2009
socially vulnerable communities in SP through s- 300 2010
educational and vocational assistance, provisidoad

aid, assistance and social inclusi

Conjunto Palmeir, a community operating under the 150 2009
principle of the“Solidarity Socio-Economy” since the 75 2010
1970s, founded the institute Palmas to fight pgventd

promote empowerment of vulnerable communities &

Northeast of Brasil through the promotion ¢

coordination of soc-economic business model

generating income and social inclusion. hin this

organisation, Banco Palmas was designed in orc

providemicro-credits, technical support, entrepreneuri

training, and to promote joint partnersh

Promotion of sociedevelopment and reduction of social140 2010
inequalities within Brazil through designing busa

model for social interventio

First loan fully
repaid, second
loan currently
being
restructured.
Fully repaid on

time.

Fully repaid on

time.

29 NGO without official OSCIP status.
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FEIRA
PRETA

wAAALALAALLAALF

G\
D
IMEMBUI
Vll(jlx‘()l-!NANCAS

Sao NFP

Paulo, SP

Sao NFP

Paulo, SP

Santa NFP
Maria,

RS

The no-for-profit Instituto Feira Preta promotes the 100 2011
socic-cultural development of the black community in
Brazil through the implementation and coordinatid
gualification activities, events, exhibitions aralicses. I
further supports Brazilian Afrin entrepreneurs on a
national level

The project CIES has been designed in order toigeec 200 2011
the population with a mobile medical health cargtamy

and to detect and fight the most prominent disegu

Brazil through the CIES MOVEL, a specially desigt

cart fulfilling the role of a small hospital whemgnor
surgeries can take pla

The NGO Imembui Microfinanzas (ICCC) provic 400

micro-credits to small entrepreneurs who do not have

2011

access to capital in the traditional banking se«

Fully repaid on

time.

On time with
scheduled

payment.

Fully repaid
ahead of

schedule.
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10.3. Interview questions with SITAWI and Vox Capital — Comparability of funders

CSITAWI VO™

FINANGASdoBEM

Comparability [Age When has your fund bedaunched?
of funders in
terms of After launching, when did you becoroperational?

Stage of How manyfinancing rounds did you have so far? Planning to further raiselfls the next financing
developement round already scheduled?

Who are youfunders? (Private, institutions, foundations, corporatiahs

Do you or your team members have any previousDo you or your team members have any previou
experiencein the lending business? If so, for how experience in the VC market? If so, for how long
long? In which sector? In which sector?

N O

How manyAUM do you currently have? Which | How many AUM do you currently have? Which
proportion of the AUM has already been conceivegroportion of the AUM has already been invested?
as loans?
How long is the lock-up period of the investment|in
How long is the payback period in general? general?

Is your fund financed by grants, only?

Location Where does your fund operate? Only in Brazil? In whitdtes in Brazil?

Bllji=ice=sioli o o cihaeie | What is thdegal structure of your company?
funders in
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terms of
Do you generate profits? If so, are they direatly r| How do youdistribute your profits ? Only after

injected in the fund? exits?

How are your investors compensated?

Which contractual provisions do you use?

Investment/ What is thdegal structure of your clients?

funding target

In whichmaturity stage do you invest?

What organizations do you focus on in termgngfact generation?

In what way do your investments in tbemmon

VOX portfolio differ from theVOX Labs? Could
you describe your investment strategy and in which
way it differs?
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10.4. Interview questions with SITAWI and Vox Capital —Variables for RPs

%SlTAWl VO)(C APLTAL

NANGCASdoBEM

Beyond loans do you ugerther financial instruments Beyond equity and convertible debt, do you fusther
(i.e.banking account overdrafts, promissory nogsealints | financial instruments (convertible preferred stock, straight
and working capital short-term loans while largempanies (nonconvertible) debt, convertible preferred equityxes of
rely on export draft discounts or foreign loanyendor common equity and straight debt, and straight prede
credits§°? equity)*’?

Could you explain the choice of these further friag instruments?

Why aregrants no option for you?

Which criteria do your clients need to fulfil indm@r to Which approach do you use faaluing your company?

receive a loan:
Do you use the following criteria:. managementlskiharket

Financial sustainability/ viability: is there angrapany size and growth, rate of return, market niche/tasj and
valuation or test focreditworthiness through a financial | financial history, and management experience, hasiect
analysis (of profitability, cash flow, liquidityeVerage, viability, exposure to competition and profit eimsj and the
collateral margin and size), consulting of credgmcies, risk of locking up the VC's investmeri

previous creditors, suppliers, and/ or custonérs?
Are different criteria used for the common Vox istraents

OR and the Vox Labs?

is it rather the investment project and its social/
environmental impact which SITAWI focuses on?)

% Types of credit commonly found in Brazil (Leal &alhal da Silva, 2006).

3 Industry standard in VC market (Cumming, 2005).

32 Industry standard in banking sector (Ruckes, 20Namara and Bromiley, 1997).

% Industry standard in VC market (Tyebjee and Bruh884; MacMillan, Zemann, and Subbaranasimba, L987
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poorly?)

Are thecontracts individualized or do you have atandardized contracts for your clients?
Do you have anpinding contractual provisions for your clients?

Are those rightgontingent on the performanceof the venture? (Do you exert more rights whenvirgure is performing

Do you use anygollateral in order to secure the loan?

Whichinterest ratesdo you charge? Are they below the
market rate?

Has one of your clients alreadgfaulted on paying back
the loan? (No, but so far, you have a short histibnys, how
many did do far return the loan?)

Do you have angther contractual provisions(e.g. vesting
provisions, control rights, renegotiation clausks anti-
dilution, pre-emption, tag along, drag alor§)?

Is the frequency of interaction set througtoatract?

How often do younteract with your clients? (Quarterly, biannually, annyaétc.)

Is the interaction fomonitoring or rather forconsulting reasons?

How do you assess the progress of your comparfinéincial and in terms of social impact)?

Does the interaction increase if your borrower gets
problems on honouring his debt?

How helpful are théRISand theGIIRS for assessing the
social impact of your portfolio companies?

3 Clauses commonly used in shareholder agreemes industry (Chemla et al., 2007).
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