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DFAT Aid Investment Committee

Assets under management

Asian Development Bank

Africa Enterprise Challenge Fund

Alliance for a Green Revolution in Africa
The Association of Southeast Asian Nations
Business Partnership Platform

Commonwealth Development Corporation (UK development finance
institution)

Canadian International Development Agency
OECD Development Assistance Committee

Deutsche Investitions- und Entwicklungsgesellschaft (German Investment
and Development Corporation, subsidiary of KfW)

Australian Department of Foreign Affairs and Trade
Development finance institution

DFAT Development Finance Section

Department for International Development

Dutch Good Growth Fund

Emerging Markets Impact Investment Fund
Environmental, social and governance

First Assistant Secretary

Nederlandse Financierings-Maatschappij voor Ontwikkelingslanden
(Dutch development finance institution)

Gross domestic product

Global Impact Investing Rating System
Investment committee

International Finance Corporation
Impact Investing Advisory Group
Impact Investment Exchange
Investment manager

Investment management agreement (in the context of EMIIF the IMA will
be between DFAT and the appointed IM)

innovationXchange
Impact Reporting & Investment Standards

Investing in Women Initiative
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Organisation for Economic Co-operation and Development
Overseas Private Investment Corporation
Program-related investment

Private equity funds
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Private sector development

Private sector engagement

Small Enterprise Assistance Funds

Senior Executive Service

Swiss Investment Fund for Emerging Markets
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Social returns on investment

Technical assistance
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Anchor investment

Anchor investor

Business life cycle

Catalyse

Crowd-in

ESG

Excluded activities
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An anchor investment consists of a substantial contribution towards the
overall capital requirements of an investee at an early stage of its
capitalisation. It plays an important role in the capitalisation process and
is often intended to provide a positive market signal, as well as to assist
in de-risking the investment for other investors. An anchor investment
may or may not be made on concessional terms in favour of other
investors.

An investor that provides anchor investment (see above) to an investee.

Businesses tend to mature through a typified life cycle that consists of
four primary stages of growth—the start-up or seed stage, which consists
of the early incubation, establishment and refinement of the business
proposition; early stage, in which the business commences entering and
building a market; growth stage, during which the business turns
profitable and scales; and mature stage, at which point a business is well
established within its industry.

Capital that is catalysed refers to additional investment capital that
becomes available to an investee (fund or SME) as a follow-on to an initial
investment through the establishment and demonstration of track
record (e.g., local bank debt, series B investment). See related definitions
on crowd-in and leverage below.

Crowd-in refers to the promotion and acceleration of investments into a
specific market, includes both catalysed and leveraged capital (see
definitions in this glossary). ‘Crowding in private investment’ relates to
the intention of donors to promote private investments into a specific
market through participating directly in transactions or through private
sector development programs.

The environmental, social and governance (ESG) criteria is a set of
standards for a company’s operations that can be used to screen
investments. Environmental criteria consider how a company performs
as a steward of the natural environment, while social criteria examine
how a company manages relationships with its employees, suppliers,
customers and the communities where it operates. Governance deals
with a company’s leadership, executive pay, audits and internal controls,
as well as shareholder rightls.

Excluded activities consist of sectors/economies that are focused on or
founded upon goods or practices that are illegal or considered harmful.
This includes gambling, the sex trade, alcohol (to the potential exclusion
of wine and beer), tobacco and other narcotics, as well as arms trading.
Many DFls (e.g., IFC) apply a negative screen on these economies as they
contribute negatively towards social and environmental outcomes.
Similarly, EMIIF will apply a negative screen on these economies as part
of its investment selection process.

1 “Environmental, Social and Governance criteria”, Investopedia, 2016.
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Hard currency

Impact

Impact investing

Inclusive growth

Investee funds

Investment committee

Investment manager

Leverage

Pari-passu
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A financial intermediary is a provider of financial services (as one of its
core functions) that relies on the pooling or raising of capital from other
capital providers. Banks, microfinance institutions (MFls), funds and
other lenders are all examples of financial intermediaries.

Gender lens investing consists of a set of principles that builds the
consideration of gender (e.g., gender biases, gender patterns, risks
related to gendered behaviour) into the investment process. At its core,
itincorporates a gender analysis into financial analysis in order to achieve
better outcomes.

A hard currency is a currency that is deemed more stable and reliable in
its value (influenced by the policies of its central bank, the economic
outlook and the long-term proven stability thereof) and therefore more
widely used as a reference currency outside of its own borders. The US
dollar represents the most widely used hard currency, followed by the
Euro and British Pound Sterling. The Japanese Yen, Swiss Franc, Canadian
Dollar, and Australian Dollar are also considered hard currencies, but are
not as widely used.

The use of the term “impact” in the development finance industry refers
to any social outcomes that can be linked or attributed to an investment.

Impact investing refers to the act of investing into companies,
organisations, and funds with the intention of generating social and
environmental impact alongside a financial return. Impact investing
requires (i) an intention to have a positive social or environmental
impact, (ii) expectations to generate financial returns and (iii) a
commitment to measure impact in order to track progress against the
investors’ objectives.

Inclusive growth refers to economic growth that promotes equitable
access to economic opportunities, especially for disadvantaged
communities. EMIIF will specifically take into consideration women and
men’s access to economic opportunities.

Investee funds are the financial intermediaries in which EMIIF invests.

The investment committee (IC) is a key governance body responsible for
making the final investment decision. It may consist of any combination
of investment executives, independent professionals and/or appointees
by key funders.

The investment manager, for the purposes of this document, refers to
the management company/entity that will be appointed by DFAT to
manage EMIIF.

Leveraged capital refers to the additional investment capital that
becomes available to an investee (fund or SME) at the time of investing
(e.g., through co-investment).

Pari-passu refers to loans, bonds or classes of shares that have equal
rights of payment or equal seniority.

The risk/return spectrum (also called the risk/return trade-off) is the
relationship between the amount of return gained on an investment and

6
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SME fund

Social enterprise

Target countries
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the amount of risk undertaken in that investment. When making a
decision about an investment, finance professionals typically weigh the
possibility of losing some (or all) of the original investment against the
expected returns that the investment offers. Low levels of uncertainty
(low risk) are associated with low potential returns. High levels of
uncertainty (high risk) are associated with high potential returns. The
risk/return trade-off is the balance between the desire for the lowest
possible risk and the highest possible return.

A small and medium-sized enterprise (SME) refers to a business that
incorporates a for-profit motive and is smaller than a specific threshold
in terms of staff size, value of assets and/or revenue levels. For the
purpose of this document, an SME is defined as a business that has 100
employees or fewer?. This includes “micro enterprises,” as well. As a
guideline, micro enterprises refer to businesses with fewer than 10
employees, small enterprises employ between 11 to 50 employees and
medium enterprises employ between 51 to 100 employees.

An SME fund is a financial intermediary (including but not limited to fund
structures) that is focused on investing in SMEs.

A social enterprise (sometimes referred to as impact enterprise) is a type
of SME primarily motivated by providing goods or services that have a
positive social impact. Social enterprises adopt a for-profit approach
towards ensuring sustainability and scalability. They differ from solely
“impact-focused” enterprises, which do not focus on profit-making as a
goal. While impact is a core focus of EMIIF’s investment strategy, its
investments are not limited to social enterprises, but will also include
“regular” SMEs that have the ability to deliver social impact but may not
explicitly focus on impact.

For the purpose of EMIIF, DFAT’s target countries are Bangladesh,
Cambodia, Indonesia, Laos, Myanmar, Sri Lanka, the Philippines and
Vietnam.

2 \With certain exceptions for businesses in labour-intensive sectors.

7
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EXECUTIVE SUMMARY

The goal of the proposed Emerging Markets Impact Investment Fund (EMIIF) is to help address access
to finance challenges for SMEs in South and South East Asia. It will particularly focus on SMEs that
improve the lives of the poor through their products and services, supply chains or employment
practices.

To achieve this, EMIIF will build the impact investment market in South and South East Asia by
investing in SME funds that have a significant focus on early-stage SMEs, including stable growth SMEs
that have been constrained in their ability to access growth capital, as illustrated below.

Figure 1: EMIIF fund of funds structure
EMIIF

Technical ‘Crowd-in’ .
echnical g RS Other investors

assistance Investment fund
facility

Equity, Debt, Guarantee

A

Technical Financial intermediaries
assistance
ity 1----------- >
and capacity | SME fund SME fund SME fund
building :

lEquity, Debt, Mezzanine, ...

SMEs (primarily focus on early-stage)

SME SME SME SME

Beneficiaries

OBIJECTIVES

EMIIF will provide DFAT with a bilateral investment capability, allowing to engage more directly with
private investors, while also providing greater control over the ultimate deployment and impact of
investments made in line with DFAT's development priorities and bilateral relationships in the Indo-
Pacific region.

EMIIF presents a complementary approach to DFAT’s existing private sector development and
private sector engagement grant-based approaches. These approaches work with partner
governments to improve business enabling environments; by improving the functioning of key
markets or sectors, such as agriculture or infrastructure; or by building business capacity and
improving enterprise investment-readiness; in addition to more indirect initiatives funding
multilateral development bank partners such as the International Finance Corporation and the Asian
Development Bank.
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EMIIF offers strong linkages and complementarity with existing programs and partners, as set out
below. Current DFAT programs support SMEs in a range of ways, including providing technical
assistance to assist them in becoming ‘investment ready’, providing grant support to individual
businesses and investing through MDB partner programs. EMIIF provides many opportunities for
linkages—both internally within DFAT’s existing programs and externally with other DFIs, donors and
partner governments—to foster the growth of an inclusive and sustainable SME financing market in
the region.

As EMIIF is implemented, it will allow DFAT to test the strategic value of a bilateral investment
capability and its ability to enhance DFAT’s bilateral relationships, particularly in countries that are
transitioning from a development relationship to a trade/economic partnership.

EMIIF also increases DFAT’s ability to influence private investment behaviour, especially in support
of existing PSD/PSE priorities, including through strong linkages with existing programs and partners.
At the same time, DFAT programs with an interest in taking an investment approach will be able to
utilise EMIIF’s skills and capabilities to implement specific investment mandates.

EMIIF is being positioned to maximise its market-building role in the SME finance space across South
and South East Asia. It will explicitly invest in first-time fund managers and funds investing in early-
stage SMEs to support the growth of the financial intermediary market and address the largest SME
financing gap in this region.

At the same time, it will adopt a deliberate impact management and gender lens investing approach,
thereby promoting such approaches as industry best practices.

Furthermore, EMIIF seeks to leverage additional investment by investing with the express intention
to crowd in other investors with risk-reducing and return-enhancing instruments, while also creating
opportunities to re-invest its initial capital, thereby multiplying EMIIF’s development outcomes. Given
its focus on the part of the market where the SME finance gap is the greatest, it is expected that co-
investments will likely come from donor impact funds, foundations or high net worth individuals.
Investing at this stage of the market is expected to catalyse follow-on investments by DFls and more
commercial private investors including superannuation funds and insurance companies.

At the investee fund level, EMIIF will embed DFAT’s development objectives through the activities
undertaken by its investee funds and their portfolio SMEs. These will be measured and managed in
line with the theory of change and industry best practice.

INVESTMENT STRATEGY / DESIGN

Set within these objectives, EMIIF is designed around six key components: (1) legal structure and
governance, (2) investment strategy, (3) technical assistance strategy, (4) fund economics, (5) impact
processes and (6) risk management processes.

Both development impact and risk management are fully embedded within the design of EMIIF and
will be managed across the investment process. The approach to manage rather than only measure
impact and risk incorporates current best practices within development programming and the impact
investment space.

An impact management approach goes well beyond the practice of defining impact goals and
outcomes and measuring progress against them. As EMIIF will adopt an impact management approach
throughout its implementation, it will need to fully incorporate key considerations for social (including
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gender), cultural and environmental contexts when selecting, making, managing and exiting
investments.

Informed by DFAT’s focus areas, the key attributes that define the EMIIF investment focus and
strategy can be summarised as follows:

Figure 2: Summary of proposed investment approach for the EMIIF

* Geography: >50% target portfolio in DFAT target countries (with a preference for >80%)
 Sector: No sectoral focus requirement, outside of excluded activities
* Market focus: Explicit strategy to invest in early-stage SMEs

* Impact focus: Explicit or implicit impact focus, with the ability to adopt impact management approach

Investment
eligibility criteria

« Ethical standards: Compliance with environmental and social performance standards (IFC or other equivalent)
* Intermediary legal structure: Flexible (open to considering innovative financing structures)

* Investment size: >AUD 2 million per investee fund

» Team strength: Relevant investment track record / experience

* Long-term sustainability: Clear path to financial sustainability identified

Portfolio * <25% committed to any one investee fund * >50% committed to early-stage SME funds (e.g., funds
allocation * <33% expected to flow into any one country that invest >50% in early-stage SMEs)
thresholds * <33% expected to flow into any one sector
* Flexible investment instruments * TA support
Investment . . K L. . .
. ebt, mezzanine, equity * Risk-mitigation  solutions (guarantees, edging
instruments s ) b : ( hed
solutions)

* Target returns ranging between 5-10%
Investment

* Pari-passu or subordinated terms to other investors
terms

* TA of up to 20% of investment value

Given EMIIF’s deliberate focus on deploying capital to SME funds that represent a significant gap in

the market, it will re-enforce its market-building role by offering:

i. An anchor investor role in its investee funds, many of which would otherwise be unlikely to raise
the requisite capital. This will provide an opportunity to shape the funds’ investment approaches
—for example, regarding the adoption of impact management and gender lens investing practice
and thereby promote such as best practices within the region.

ii. Risk-mitigation solutions that will de-risk co-investment from other investors. This can take the
form of subordinating EMIIF’s funding position, or else specific solutions such as guarantees,
political insurance or currency hedging in order to allow for or support the provision of increased
levels of local currency financing to investee funds.

iii. TA support alongside its investments. Investee funds will receive either bespoke TA in the form of
support from the IM or else TA funding to cover their capacity-building efforts with underlying
SMEs.

An initial anticipated funding allocation for EMIIF of AUD 40 million in total is proposed for its 2017-
2020 pilot phase. This funding will be split between the AUD 30 million main window and the
10 million ‘Innovation Window’ (outlined in 4.2.5 Extension of EMIIF’s investment scope). This allows
for 5-6 fund investments, the minimum number required for diversification geographically,
thematically and between different fund structures. This diversification is instrumental for managing
reputational, commercial and impact risk. At the same time a minimum AUD 40 million allocation
allows for sufficient economies of scale in fund operations and the ability to attract an experienced
and high-quality fund manager. Part of this initial funding allocation - AUD 4 million (10% of total
funding) will be reserved for TA. It is anticipated that EMIIF will at a minimum recover its principal
investment into the SME funds at the total portfolio level.

10
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GOVERNANCE

EMIIF should be set up as an investment trust with DFAT as the sole beneficiary. The domicile of the
EMIIF Trust will be Australia and an independent trustee will be appointed by DFAT to administer the
Trust. In addition to the trustee, the day-to-day management of EMIIF will be undertaken by an
investment manager who will be appointed by DFAT following an open tender process.

EMIIF’s investment decision-making will be performed by an investment committee that will be
composed of independent industry experts appointed by DFAT as well as representatives from the
investment manager. The investment committee’s decision-making will be informed by
recommendations provided by the investment manager, based on investment analysis and due
diligence processes in line with industry best practice.

DFAT will oversee EMIIF’s implementation through:

(i) DFAT delegate for the EMIIF who will be responsible for making any contractual and strategic
decisions required;

(ii) an SES-level Impact Investing Advisory Group that will provide advice, guidance and support
regarding the overall direction and implementation of EMIIF and DFAT’s other impact investing
programs. It will advise the DFAT delegate, who will make all final decisions required; and

(iii) a Secretariat that will be responsible for the day-to-day management of EMIIF including
interaction with counterparties to monitor ongoing performance, disseminate information and
prepare relevant reporting to the strategic advisory group or relevant decision-makers.

Informed by reporting presented by the Secretariat, the Impact Investing Advisory Group will provide
Senior Executive Service (SES)-level oversight to the implementation and on-going performance of
EMIIF. It will provide relevant feedback to the Secretariat on operational matters, and to the DFAT
delegate on any decisions requested or proposed. It will provide SES-level input to the implementation
of the risk management approach in accordance with DFAT’s risks management and safeguard
policies, as outlined in the design and agreed with the investment manager.

The Secretariat will be responsible for the day-to-day management of the EMIIF including
coordination with EMIIF management structures and on-going monitoring of EMIIF’s activities and
performance. This will include a particular focus on risk and performance management given the risk
profile of the EMIIF.

The Secretariat will represent the main point of engagement for DFAT divisions and posts to engage
with EMIIF’s activities throughout its implementation. At the same time, it will be the key interface
for the organisational learnings across DFAT, as well as ensuring that DFAT’s policy and risk
management requirements are fully embedded and well implemented during EMIIF's
implementation. As a result, the Secretariat is expected to have extensive and frequent interaction
with EMIIF—especially the investment manager—to foster such learning and knowledge
management. Best practice observed among comparable funders suggests that having at least a part
of the Secretariat team adopt an exclusive focus on the management and oversight of EMIIF will help
ensure effective oversight and learning. The Secretariat is expected to build up a strong institutional
knowledge and network of relationships with key partners, co-investors and organisations from the
impact investing industry in Australia and across the Indo-Pacific region.

RISK MANAGEMENT

EMIIF’s design includes an upfront risk assessment to identify the key risks that could negatively affect
EMIIF's implementation and/or performance, and to proactively identify and construct mitigants

11
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within the fund design. Moreover, risk management has been embedded throughout EMIIF’s
investment process, especially as it relates to the maintenance of fraud and anti-corruption policies
as well as social and environmental safeguards.

This will be implemented throughout EMIIF’s on-going operations by the investment manager and
safeguarded by EMIIF’s Secretariat at DFAT, as well as the EMIIF trustee. In addition, the Impact
Investing Advisory Group will provide SES-level input to risk management throughout.

The upfront risk assessment (as measured by the combined likelihood of their occurrence and the
severity of the consequences associated with them) has identified eleven specific risks particularly
relevant to EMIIF’'s design and operations as well as the degree of mitigation expected. This is
summarised below.

Figure 3: Net risk assessment based on level of risk versus manageability of risk by EMIIF
Difficulty to mitigate

'y
Very High
Risks that influence at a:
© Reputational level
@ Impact level
@ Investment level
Moderate Failure to crowd in investors
Failure to achieve Failure to deploy funding
expected financial returns
. X Political exposure
Failure to achieve Misrepresentation
other market building of EMIIF
objectives
Failure to Unmtended Breach of safeguards
measure impact negative impacts
Failure to achieve L
development impact objectives Fraudulent activities
Very Low
Very Low Moderate Very High

Degree of risk

The principal reputational risks correspond to those experienced and managed by DFAT within its
aid programming. These have been addressed in EMIIF’s design by incorporating DFAT safeguards and
risk management practices into the investment analysis, due diligence and management processes for
EMIIF.

The majority of the risks at an impact and/or investment level represent a more moderate degree
of risk and will be mitigated principally by the investment manager by drawing upon standard practice
within the fund management industry, which include extensive legal, commercial, political due
diligence. In order to mitigate these risks, it is critical to ensure sufficient flexibility in EMIIF’s
investment mandate, while setting clear risk exposure limits to prevent overexposure to specific
investments or markets. The expertise and proficiency of the investment manager will also be
instrumental in balancing the management of these risks.

In addition to the detailed description of these key design components, this Final Design Document
further delineates the investment management process and lists the more comprehensive
documentation to be developed at the implementation stage in collaboration with the investment
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manager and the trustee. It also provides an initial overview of relevant considerations regarding the
roles and responsibilities, remuneration and procurement of the EMIIF investment manager.

13
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1. STRATEGIC CONTEXT

1.1. DFAT POLICY CONTEXT

Australia’s aid policy clearly sets out the need to “crowd in” greater private financing to contribute
towards development efforts in the region. This comes in recognition of the fact that while grant
funding is invaluable in helping to catalyse growth and investment, it is not the only tool available for
achieving DFAT’s strategic objectives of inclusive economic growth and poverty reduction. This policy
also aligns with the agenda set by the Third International Conference on Financing for Development
(Addis Ababa, Ethiopia, July 2015), which urges government funders to consider the potential of
official development assistance (ODA) to crowd in additional private financing, by blending it with
other public and private finance.

As a government development agency, DFAT has traditionally focused on promoting private sector
development (PSD) through grant-based approaches by working with partner governments to
improve business enabling environments; working to improve the function of key markets or sectors,
such as agriculture or infrastructure; or by building business capacity and improving enterprise
investment-readiness.

In recent years, DFAT has increasingly been exploring how to deploy its grant funding through
investment-based approaches. The Department has mainly pursued these efforts indirectly by
funding multilateral development bank (MDB) partners such as the International Finance Corporation
(IFC) and the Asian Development Bank (ADB). While this has allowed DFAT to build on the long-
standing investment expertise of such partners, it has been difficult for DFAT to utilise this expertise
in regions, sectors and transactions of highest strategic priority to the Government of Australia.

The proposed Emerging Markets Impact Investment Fund (EMIIF) aims to build DFAT’s bilateral
investment capability, engaging more directly with private investors, while also providing greater
control over the ultimate deployment and impact of investments made in line with DFAT's
development priorities and bilateral relationships in the Indo-Pacific region. The initial pilot phase will
be used to test the efficiency and effectiveness of this approach.

DFAT intends to use EMIIF to complement existing private sector development and private sector
engagement approaches, while developing DFAT’s internal capabilities to manage investment-based
approaches to leverage private finance for development. Establishing EMIIF to be run by an
independent investment manager, managed by a Secretariat within DFAT, will allow DFAT to:

e Increase its ability to leverage external financial resources and magnify development impact by
investing with the express intention to crowd in private financing, while also creating
opportunities to re-invest return of capital, thereby multiplying potential EMIIF impact.

e Improve its ability to influence private investment behaviour by using risk-reducing, returns-
enhancing instruments that attract private investment participation that might otherwise be
absent in arenas of key policy priorities for Australia, such as gender equality.

e Support organisations and enterprises transitioning from donor support to private sector
funding, by investing in fund managers doing this at the enterprise level.

e Provide instruments with stronger alignment (compared to grants) with market incentives and
business operations by employing an investment lens in assessing and making funding decisions.
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Figure 4: EMIIF positioning within DFAT’s current access-to-finance initiatives for SMEs3
DFAT control over investment priorities*

High 1 ;
i* Enabling access to finance (e.g., PBIF, i |*Invest through DFAT-controlled investment
i Enterprise Challenge Fund, SAFIRA, PSDI) vehicle (EMIIF)
' Incentivising investment
(e.g., 3i, Investing in Women Initiative, BPP, MDF)
* Co-financing arrangements with MDBs (e.g.,
DFAT-IFC Pacific Partnership)
* Funding a global facility (e.g., GPE, GAVI,
GIF, GCF)
« Core contributions to MDBs (e.g., IFC SME
Low Ventures Fund, WLB with US DCA, WB, ADB)
, Funding
Grant-based approach, Investment-based approach, where grant Approach
where grant funding from DFAT is used to extend funding from DFAT is used to fund investments

grant support to SMEs or relevant initiatives. made into SMEs.

* DFAT control refers to its ability to use the program to achieve DFAT’s PSD and PSE priorities in strategically important countries.

1.2. RATIONALE FOR EMIIF

DFAT is pursuing the design and potential implementation of EMIIF for three key impact objectives*:

1.

To build the gender lens and impact investment market in the South and South East Asian region
(as an additional source of capital for private sector development in the region), especially as it
relates to the use of concessionary capital in how to grow and catalyse the market and how to
disseminate the gender lens and impact management approach in the market (market-building
objectives);

. To test how effective (from a value-for-money perspective) the activities of the portfolio of SMEs

that will be supported by EMIIF’s investee fund managers can be at achieving DFAT’s development
impact objectives (inclusive economic growth and poverty reduction);

To draw organisational learnings for DFAT on

e when and how an investment approach is most suited to achieving DFAT’s development
objectives;

e how this new investment approach and internal capability can best complement and support
DFAT’s existing PSD/PSE priorities, including through strong linkages with existing programs and
partners; and

e how it can enhance the strategic value of DFAT’s bilateral relationships, particularly in countries
that are transitioning from a development relationship to a trade/economic partnership.

These three objectives drive the design and implementation of EMIIF and are strongly embedded
within EMIIF’s theory of change (see Figure 5)°.

3 “EMIIF AIC Concept note”, DFAT (2016).

4 Over time, opportunities may arise for EMIIF to use its investment-based capabilities to support specific DFAT programs or initiatives

through specific funding windows —see 4.2.5 Extension of EMIIF’s investment scope for further details.

5 See section V. Impact management for further details.

16



OBJECTIVES

LONG TERM
OUTCOMES

Line of
accountability

END OF
PROGRAM
OUTCOMES

SHORT TERM
OUTCOMES

OUTPUTS

INPUTS

EMIIF | Design for procurement — October 2017

Figure 5: EMIIF’s theory of change (ToC)
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1.2.1. EMIIF’S MARKET-BUILDING IMPACT OBJECTIVES

EMIIF seeks to grow the impact SME and gender lens investing markets in South and SE Asia in three ways:

Crowd in additional investment into SME funds in South and South East Asia actively investing in SMEs
creating development impact.

Increase the financial intermediary market by investing explicitly in first-time fund managers and
early-stage funds. EMIIF will take on the investment risk associated with supporting a segment of the
SME funds market that is currently underserved by investors, including impact investors and
development financing institutions (DFIs) (see section Il. The market-building opportunity).

Promote industry best practices®, specifically regarding impact management and gender lens
investing, which contribute towards improvements in both development and financial outcomes.
EMIIF will seek to broaden the industry’s understanding and adoption of such approaches.

To meet its market-building objectives, EMIIF will at times be required to play a concessionary role
within the market’. It will act in line with the OECD Development Assistance Committee (DAC) principles8
and in accordance with the principles as set out within DFAT’s PSD strategy:

Additionality: ensuring that the funding will address a specific market gap/shortfall, and does not
crowd-out private-sector involvement.

Neutrality: not providing any one business with an unfair advantage over its competitors.
Sustainability: achieving lasting development impacts, ideally through long-term commercial viability.
Safeguards: compliance with the same safeguards that apply to all DFAT aid investments, specifically
regarding impact management and gender lens investing

6 EMIIF will aim to institute best practices across the investment activities undertaken by its investee funds. Specific attention will be paid to
embedding impact management and gender lens investing, acknowledging that these practices are emerging but not yet well established.

7 EMIIF will play a concessionary role at the investee funds level only. However, investee funds are expected to target long-term commercial
viability, by making investments into SMEs at commercial non-concessionary terms.

8 “DFI Guidance for Using Investment Concessional Finance in Private Sector Operations”, EBRD (2013).
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Crowd in, leverage and catalyse Figure 6: Crowd-in effect: Leverage and Catalyse
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Second, through supporting investee funds’ growth, EMIIF will catalyse their follow-on capitalisation in
the medium term. Moreover, EMIIF’s investments will indirectly produce a catalytic effect at the SME
level, as investee funds provide initial rounds of funding to early-stage SMEs, which will mature to seek
more commercial capital later on®.

The profile of investors that EMIIF is able to crowd in will likely vary based on expected return on capital

and expected impact:

e EMIIF’s immediate co-investors (leverage effect) are likely to consist of international impact
investors and donor impact funds, which have an explicit mandate to build the SME financing space
and have more appetite and ability to co-invest in the SME market at an early stage. EMIIF could play
an important role co-investing with these investors to address a key market gap where there is a
significant need for additional capital in the region.

e Through investing in a nascent market, EMIIF will build the foundation for crowding in more
commercially-minded investors (catalytic effect) in the long run. As the market matures and fund
managers demonstrate their track records, the region’s SME funds will become increasingly attractive
to an additional set of investors (e.g., more conservative DFlIs, local investors from South Asia and South
East Asia, and Australian impact investors) that are currently not willing to venture into smaller or
earlier-stage investments due to their higher expected return on capital. As an early investor, EMIIF
could play a critical role in building the pathway for catalysing further investments.

From a design perspective, it is crucial to embed EMIIF’s development objectives within the processes

and systems that will guide EMIIF in making its investment decisions. This will be accomplished by:

e Selecting SME funds that are able to incorporate impact in their investment strategy and processes,
including but not limited to impact investment funds and SME funds that employ environmental, social
and governance (ESG) best practices;

e Observing, tracking and verifying development objectives that EMIIF contributes to;

e Embedding impact management and gender lens investing best practices within the investee funds’
investment processes; and

e Allocating capital across investee SME funds that actively drive development impact.

9 This does not exclude EMIIF from investing into second-time funds where it was not involved in the first fund. EMIIF can play a valuable market-
building role in second-time funds given the nascency of the market.
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1.2.2. EMIIF’S DEVELOPMENT IMPACT OBJECTIVES THROUGH SUPPORTED SMES

Note: The use of the term “impact” in the development finance industry refers to any social or
environmental outcomes that can be linked or attributed to the financing provided. Investors vary in
how they define these outcomes depending on the objectives they aim to achieve through their
development finance activities. Throughout the Design Document, we use the word “impact” as a
general term to describe any intended development outcomes achieved through EMIIF’s activities and
the investments it is set to make.

At the investee fund level, EMIIF aims to achieve its development outcomes through the activities
undertaken by the underlying portfolio of SMEs. By design, EMIIF will support SMEs that are beneficial
to poor communities or enhance their quality of life in a very deliberate and direct manner. These SMEs
will improve the lives of the poor through their products or services, supply chains or employment
practices. In addition, it will encourage investee funds to specifically target SMEs with a positive impact
on gender equality —e.g., women-owned SMEs, SMEs that provide goods and services to women and
girls, and those that adopt gender-friendly workplace policies. EMIIF will thereby promote the growth of
these businesses and their contributions to a more inclusive economy (see more details on end of program
outcomes in section VI. Impact management).

1.2.3. DFAT’S ORGANISATIONAL LEARNING OBJECTIVES

In addition, DFAT will set a number of key learning objectives to test the strategic value of EMIIF in
growing the investment market for gender lens and impact investing in South and South East Asia and
determine how effective it has been at using its investment approach to achieve market-building and
development outcomes. The following questions will guide learning for EMIIF:

1. How is concessionary capital best used to achieve market-building objectives?

(testing the ability to bring in additional (private sector) partners to support Australia’s aid effort, and
the effectiveness of investing in fund structures i.e. how best to blend public and private capital to
achieve development objectives)

2. How has the market been influenced by EMIIF, including through its focus on gender lens investing?
(assessing the ability to shift attitudes within the SME financing space and more specifically the impact
investing market by using an impact management approach)

3. How is capacity-building assistance best delivered to support a transition from grants to commercial
investment?

(assessing the best approach to delivering capacity building / technical assistance (TA) alongside an
investment capability10)

A number of governments in partner countries are increasingly working with DFAT in considering how

best to transition from an existing grant-based development assistance relationship to an economic

partnership model. EMIIF provides a unique bilateral tool to support this transition and to explore ways

in which Australian aid can strategically engage with the private sector in these countries to foster

economic development. For example:

e By investing through SME funds, EMIIF will contribute to building the diversity and depth of the
financial sector in the countries in which it works—a priority for many partner governments seeking
to attract international investment to grow their economies.

10 see section V. Technical assistance (TA) strategy for more details on how the transition can be supported through TA.
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e By investing into SMEs that contribute towards improving the lives of the poor, EMIIF will contribute
towards meeting partner governments’ social inclusion and poverty reduction targets.

EMIIF will embed DFAT’s key principles of engagement with the private sector (e.g., complementary
priorities, adding value, return on investment, open and transparent and commitment to responsible
business),

Throughout its implementation, EMIIF’'s strategic value to DFAT as an investment capability that
complements the existing tools such as grant-based bilateral assistance and multilateral financing will be
assessed.

At the same time, building up true investment capabilities within DFAT also requires EMIIF to be designed

and implemented in such a way as to allow for its operational viability and cost-effectiveness over time.

This will mean:

e Ensuring that EMIIF meets a minimum viable size that allows the fund to rationally cover its minimum
operating costs;

o Allowing for sufficient diversification across stages, geographies, sectors and instruments to reduce
risk exposure, increase impact reach and ensure that learning objectives can be met.

While EMIIF is expected to be more cost effective than a grant-based approach, it will not seek commercial
rates of return, allowing it to focus on a segment of the SME market that is currently underserved (as
outlined in section 2.3. A market-building opportunity for DFAT).

EMIIF will support DFAT’s PSD and PSE objectives through linkages with existing programs and partners.
Current DFAT programs support SMEs in a range of ways, including providing technical assistance to assist
them in becoming ‘investment ready’, providing grant support to individual businesses and investing
through MDB partner programs. EMIIF provides many opportunities for linkages—both internally within
DFAT'’s existing programs and externally with other DFls, donors and partner governments—to foster the
growth of an inclusive and sustainable SME financing market in the region.

Examples of linkages include:

e Providing a financing opportunity (through EMIIF investee funds) for investment-ready SMEs that
currently receive grant-based support from DFAT or are incubated and/or accelerated through DFAT
supported programs. For example, businesses supported by the PRISMA program in Indonesia, 3i
program in Cambodia, or Scaling Local Innovators across the Indo-Pacific could be introduced to EMIIF
investee funds to be considered for inclusion in their pipeline;

e Facilitating knowledge sharing between existing DFAT programs and EMIIF to further strengthen the
capacity-building provided to SMEs to ensure that they meet investor criteria;

e Improving the investment climate by drawing on the experience of EMIIF investee funds to share with
both DFAT staff and implementing partners managing programs. This will ensure that programs are
better targeted and addressed towards the constraints faced by investors;

e Developing an investment pipeline of funds and SMEs that can transition into the growth stage, where
many other investors (including MDB partner programs) are focused;

e Crowding in other investors (including DFIs) into the underserved early-stage and small-sized SME
financing space; and,

11 pears key principles of engagement accessed here: http://dfat.gov.au/about-us/publications/Documents/strategy-for-australias-
investments-in-private-sector-development.pdf.
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e Sharing lessons learned on employing an impact management and gender lens investing approach,
including sharing any relevant databases of analysis or studies that could inform better investments.

Many existing PSD programs work to improve the functioning of particular markets or value chains like
for example the PRISMA program or MDF. EMIIF adds the ability to solve for financing challenges and
influence investor behavior, which is often seen throughout PSD programs as a key constraint for
businesses to succeed.

DFAT Divisions will have the opportunity throughout EMIIF’s implementation to engage with EMIIF and
its investee fund managers, which will be coordinated through the EMIIF Secretariat. This can take many
forms, ranging from providing referrals on prospective investee funds, SME opportunities, sharing market
analysis and insights from program specific experiences and/or the business enabling and policy
environment in the countries where EMIIF and its investee funds will be operating.

DFAT Divisions — especially Posts in the countries where EMIIF’s investee funds will be active — will also be
consulted at the early stages for due diligence on investee fund managers to highlight any potential
reputational risks.

EMIIF will allow DFAT Divisions to deepen their relationships with private sector actors, such as financial
intermediaries; co-investors to EMIIF-supported investee funds (anticipated to be US and EU foundations,
donor investment funds (such as the UK, Dutch, Nordic Development Fund and AFD) as well as Australian
and other regional impact investors.

EMIIF will also provide public diplomacy opportunities for DFAT Posts across its portfolio of investee
funds and underlying SME businesses. For example, early impact investors in Joma—a chain of bakeries
and cafes in South East Asia that provides sustainable employment to at-risk women and victims of abuse,
violence or human trafficking—have played a catalytic role by providing the initial funding for Joma to
grow and subsequently secure follow-on financing to expand to 12 cafes across Vietnam, Laos and
Cambodia. This kind of investment, as would be made by SME funds EMIIF invests in, provides many
opportunities to engage with like-minded investors and organisations and promote DFAT’s involvement
and influence, with private sector and government counterparts.

Once EMIIF is operational, the Secretariat will actively engage with DFAT Divisions and Posts to promote
such engagement through regular roadshows and annual convenings to be organized at various DFAT
Posts. This will build up a close understanding and mutual learning opportunity between the DFAT
Divisions and EMIIF’s investment manager on the relevant programs and country specific context and
reputational risks to be managed.

It is important to note, however, that EMIFF’s roll out will not require any specific resourcing from the
DFAT Posts in countries where EMIIF’s investee funds will be active. All operating costs such as office set
up, etc. will be borne by the investee fund managers themselves and EMIIF will be set up to operate
independently through its investment manager, with DFAT resourcing coming from the Secretariat in
MDD, rather than as a DFAT program being rolled out through a DFAT Post.

EMIIF, and the investment manager contracted to manage EMIIF on DFAT’s behalf, will provide DFAT
with the technical investment capability required to effectively and efficiently use an investment
approach to crowd in private finance for development in the Indo-Pacific. DFAT programs with an
interest in taking an investment approach will be able to use the structure of EMIIF and the skills and
capabilities of its investment manager to implement specific investment mandates. Section X. Investment
manager considerations includes more information on this process.
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Il. THE MARKET-BUILDING OPPORTUNITY

2.1. BACKGROUND ON SME FINANCING

SMEs are widely accepted as drivers of inclusive economic growth and poverty alleviation. Formal SMEs
comprise 95% of all enterprises globally and provide up to 45% of employment in emerging economies?2.
SMEs are an important source of income and self-employment for low-income households in developing
countries, particularly in peri-urban and rural areas, as the majority of SMEs are owned by lower-middle
and low-income households.

Women-led SMEs make up a sizable portion of this market. Of the approximately 40 million formal SMEs
globally, about a third (roughly 12 million) are women-owned. This figure does not account for the vast
majority of women-owned SMEs that operate in the informal sector. In addition to strong positive
correlation with GDP per capita and the percentage of SMEs that are owned by women13, evidence
suggests that women-owned SMEs tend to employ more women, resulting in indirect benefits as women
reinvest earnings into their families4,

Apart from stimulating the economy through job creation, SMEs play a critical role in supporting local
markets and supply chains and are a key source of innovation and competition. Many SMEs play an
important role in improving livelihoods and providing goods and services to local communities,
particularly for the low-income population. For example, a number of innovative energy technology
enterprises operating in developing countries have introduced low-cost solar home system solutions to
improve access to energy for the rural poor. In addition to job creation, SMEs enhance competition and
entrepreneurship and thus boost efficiency, innovation and productivity growth in the economy.

In order to operate and grow, SMEs require financial capital, which they raise directly from capital
holders and/or indirectly through financial intermediaries.

Figure 7: Capital flows in the SME financing ecosystem
SUPPLY OF CAPITAL
* Organisations or individuals that provide investments or grants directly or indirectly towards financing SMEs
* Examples: DFls, institutional investors (e.g., pension funds), private commercial investors, philanthropic donors

Indirect investments

Direct FINANCIAL INTERMEDIARIES
investments * Entities that channel and facilitate the supply of capital towards SMEs
* Examples: banks, MFls, SME funds.

|
Investments

DEMAND FOR CAPITAL (SMEs)
* The definition of SMEs varies by country, but it typically refers to an enterprise that has fewer than 100
employees and assets of c. USD 500,000 (up to 300 employees for labour-intensive sectors, e.g., manufacturing)
* Examples: social enterprises, high-growth SMEs, family businesses

12 ugpmall Enterprise Impact Investing”, Symbiotics (2015); “Small and Medium Enterprises Finance”, World Bank (2015). These numbers are
significantly higher when informal SMEs are included.

13 “Giving credit where it is due: How closing the credit gap for women-owned SMEs can drive global growth”, Goldman Sachs (2014).

14 “Ec yobs Study: Assessing Private Sector Contributions to Job Creation and Poverty Reduction”, IFC (2014).
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2.2. THE SME FINANCING GAP IN SOUTH AND SOUTH EAST ASIA

2.2.1 THE CHALLENGE OF ACCESS TO FINANCE FOR SMEs

South and South East Asia are poised to become the world’s largest hub for SMEs. The formal SME sector
in Asia is expected to grow by 2% to 4% each year for the foreseeable future; already, it accounts for 62%
of the region’s total employment and 42% of GDP2>, Specifically in ASEAN member countries, the number
of SMEs as a proportion of total establishments is upwards of 88%, contributing 50 — 90% of total
employment in those countries.

However, the majority of SMEs in the region lack Figure 8: Total credit gap for SME finance in
access to the capital required for their survival developing countries'® (USD billion)
and growth. In 2011, between 40% — 50% of SMEs 091
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financing.
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The region is also host to a large number of women-owned SMEs that face greater challenges in
accessing capital. Over one-half of the 7 million women-owned SMEs in developing regions are in East
Asial?, where less than 30% of bank loans go to women-owned SMEs. Despite the growth and contribution
of women-owned businesses in both the formal and informal sector, they struggle to access finance.

The confluence of financial, technical and regulatory challenges creates a gap between capital seeking
to invest in SMEs and SMEs looking to secure much-needed financing. A number of factors contribute to
the challenge of access to capital for SMEs, including limited management capacity for growing businesses
in emerging markets, lack of collateral, misapplied financing at critical growth stages, policy restrictions
on investment structure, and barriers to doing business—including foreign investment restrictions2°,
Cultural or religious factors that shape social interactions (e.g., exposure to knowledge and business
finance) and institutions (e.g., legal rights) tend to exacerbate these challenges for women entrepreneurs
and further hamper their ability to access finance.

These challenges are particularly acute for early-stage SMEs in developing countries. Early-stage SMEs
often do not yet have stable revenue streams or assets for collateral, which restricts their access to most

15 “SME Finance Monitor”, ADB (2014).

16 4 Enterprise Finance Gap Database”, IFC (2011).

17 “Emerging Asia Data Insight”, Emerging Market Private Equity Association (2016).
18 4 Enterprise Finance Gap Database”, IFC (2011).

19 Ipid.

20 «The Landscape of Impact Investing in South Asia”, GIIN & D. Capital (2015).
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commercial forms of financing. At the same time, only 19% of total global impact investments goes to
seed and early-stage enterprises?l. There is no comprehensive estimate of the size of the total financing
gap for early-stage SMEs in South and South East Asian markets; however, it is expected to account for a
large portion of the overall SME financing gap, given the increased challenges that these SMEs face, as
well as the mismatch between the risk profile of early-stage SMEs and investors that are active in the
market (see Figure 13).

Early-stage SMEs often face challenges in accessing adequate capital to grow, which can result in a
stunted growth path. Despite their progression along the business life cycle, these SMEs remain small in
size as they are not able to fully realise their growth potential. Companies comprising this segment of the
market are often referred to as the “missing middle” because they are too large to qualify for MFI loans
yet too small to be considered by commercial private equity or debt funds; at the same time, they are too
far along their business life cycle to be considered by angel investors, yet their underlying growth model
is too conservative for venture capital. Furthermore, as the financing gap analysis earlier in this section
explained, bank loans are challenging to obtain in these markets, and even more so for smaller-scale
enterprises which have little or no collateral. Figure 9 illustrates different ways of segmenting the SME
market.

Figure 9: Business life cycle progression22

Operational i T AR e e T Typical growth path
sustainability smrefin melErE . of a busines
o) g d

pica eq e D 0,000
Stunted growth path
due to lack of financing

Operating break-
even point
Tir;e

SME stage art-up / Seed mmm

Use of funding Early development of Working capital, Working capital, Working capital

(illustrative) product/ service product development, expansionand scale
marketing and launch

Number of years <1lyear 1-3 years 3-5years >5years
established
Averageticket size < USD 250,000 USD 250,000 — 1 million USD 1 -5 million >USD 5 million
(indicative) )

Micro

SME ssize small Medi

. . edium
(illustrative)

Large

Based on typical growth path of a business

There is a significant need of capital for both early-stage SMEs and small-sized SMEs that experience a
stunted growth path. Based on their business life cycle and financing needs, these two SME segments
typically represent a ticket size of USD 250,000 to USD 2 million.

21 appnyal Impact Investor Survey”, GIIN, J.P. Morgan (2016).

22 S\E size is illustrative and for the purpose of relative comparison only.
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2.2.2 THE ROLE OF FINANCIAL INTERMEDIARIES

Financial intermediaries play an important role in the capital market by aggregating available capital

a

cross investors and facilitating access to a highly fragmented SME market. They also hold key

knowledge and information about local markets, which allows them to channel capital more effectively

a

nd at scale. Many DFls and large financial institutions recognise the benefits of delegating hands-on

investment management to financial intermediaries, and choose to invest through commercial banks,
microfinance institutions (MFIs) and SME funds with the requisite local presence and specialised SME
focus.

Case study: FMO shifting from an indirect to a direct investing approach?3

F MO The Dutch development bank FMO has invested in the private sector in developing
countries and emerging markets for 47 years and currently has a €5.3 billion committed
investment portfolio.

FMO initially made the majority of its investments in SMEs in emerging markets indirectly (fund of funds
approach) through financial intermediaries such as commercial banks, SME banks, and SME funds. Over
the years, FMO has built up an investment portfolio of €1.5 billion in SME financing through 150 financial
intermediaries across the world. As it developed knowledge about the underlying SME markets, FMO
has since shifted its investment strategy more towards direct investments, which allows the bank more
control over investment decisions and the underlying portfolio, as well as delivers improved financial
returns. This transition required a significant amount of internal capacity-building through almost a
decade of experience in direct and indirect investments in those markets. Despite the shift, FMO
continues to fund intermediaries in recognition of the important and complementary role they play in
the market in financing SMEs.

This experience, not unique to FMO, supports the fund of funds approach taken by EMIIF—
especially given the opportunity to build DFAT's internal investment approach capability through
EMIIF and EMIIF's market-building objectives.

EMIIF can best address the early-stage SME financing gap in South and South East Asia through building
the layer of financial intermediaries, specifically SME funds, which serve the underlying SME markets.
Compared to other financial intermediaries (i.e., banks and MFls), SME funds:

Have the ability to address the financial needs of early-stage SMEs. Unlike banks and MFls, which
provide fixed product offerings, SME funds are able to provide a range of instruments that can be
tailored to the individual financing needs of SMEs. For example, a number of funds in the region, such
as Insitor Seed Fund and Anthem Asia, provide mezzanine financing and convertible debt, which allows
for more flexibility compared to traditional financing instruments. Given the diverse set of business
models adopted in the region, ranging from high-growth start-ups to standard growth businesses,
allowing for flexibility is important for ensuring that early-stage SMEs are able to adopt capital
structures that are well suited for their business models.

Provide essential support to develop early-stage SMEs. Many early-stage SMEs do not yet have
sufficient capacity to grow optimally. SME funds, particularly those focused on early-stage financing,
such as Unitus Impact’s Livelihood Impact Fund and Unitus Seed Fund, recognise the need to provide

23 p_ capital Interview (2017).
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business support and often take a hands-on approach by supplying technical assistance to SME owners
to improve the business performance of their investees.

o Have greater flexibility and ability to integrate development impact as part of their investment
process. SME funds are able to build a pipeline of opportunities, tailor their investment approach and
select investments catered to the needs of their investors. A number of SME funds in the region—such
as Lotus Impact Fund, IIX Growth Fund and LGT Impact Ventures—employ a gender lens investing
approach; implement impact management; and/or incorporate strong ESG standards in their
investments. This allows investors working with a socially focused mandate to ensure that their capital
is being placed in a way that explicitly targets both financial and impact metrics.

While the financial sector in Asia has rapidly developed over the past decades—in fact, Asia is often
viewed as the leading continent in terms of MFI activities—SME funds in the region suffer from limited
access to capital, especially seed and early-stage SME funds.

Within DFAT’s target countries, SME funds that focus exclusively on seed and early-stage funding
manage an estimated less than 6% of total assets under management (AuM)?4,

Across a survey of 28 SME funds currently fundraising in DFAT’s target countries, over 70% of the total
fundraising targets have not been met. This amounts to a funding gap of over USD 400 million, of which
66% is needed for SME funds that provide early-stage SME financing?23.

Several interrelated drivers explain this funding gap. The marketplace of early-stage SMEs has a lower
proportion of investment-ready targets than more mature market segments, which likely requires SME
fund managers to spend more time and resources generating a sufficient pipeline. Also, successfully
investing in early-stage enterprises often requires SME fund managers to work more directly and
intensively with the enterprise, which is costly and requires a skillset that not all SME fund managers
possess. Currently, many early-stage-focused SME funds in the region are also first-time funds, which
makes it difficult to secure investors, since they must have both the risk appetite and a willingness to make
the first move. This further exacerbates the inherent fundraising challenges that SME funds face. As a
result, SME fund managers cite long lead times for fundraising, which delays their ability to support many
SMESs that require urgent access to capital to ensure the liquidity and functioning of their businesses26,

24p, Capital analysis; “EMIIF Market Landscaping Analysis”, Palladium (2016).
25 .
Ibid.

26 p_ Capital interviews (2017).
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2.2.3 THE GAP IN SUPPLY OF CAPITAL

While the sources of capital in emerging markets for SME financing are wide-ranging, impact investors
play an important role in the SME financing space, due in large part to the strong linkages between SME
growth and poverty reduction.

About impact investing

Impact investing refers to a wide spectrum of funding models along the risk-return-impact spectrum
that are targeting both financial returns and explicit social/environmental impact objectives. At one end
of the spectrum, impact investing can take the form of program-related investments (PRIs)?” by
foundations that would otherwise deploy grants, but are instead legally enabled to deploy funds with
an objective of preservation of capital.

Further along the spectrum, more blended impact investment models target moderate risk-adjusted
returns; these models require an appetite for supporting investments such as start-up/early-stage
business models in higher-risk markets and accepting longer lockup periods. And at the other end of the
spectrum, there are impact investors who have more commercial risk-adjusted return expectations and
shorter liquidity horizons; these investors must still be actively targeting social/environmental impact
to be considered impact investors, but will more likely seek out mature, proven instruments and business
models.

Figure 10: Impact investment spectrum
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27 Program-related investments (PRI) is a term used primarily in the US to refer to funding provision by charitable organisations that takes the
form of an investment (i.e., has the potential to generate financial returns). The concept of PRI is also used more broadly in other regions (e.g.,
Europe, Australia); however, charitable organisations within different jurisdictions will need to adhere to local legislation, which may be
different from what is applicable in the US.
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However, despite hosting over 70% of the world’s Figure 11: Total AuM by geography30
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In addition, DFls in particular play an important role in promoting gender equality through their
investment approaches (e.g., the IFC has been leading this through applying an extensive gender lens
focus within their strategies).
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Despite the strong demand for seed and early-stage financing, existing investments from DFls are

focused on growth-stage financing. Across the 12 identified SME funds that received funding from DFls,

only three focused exclusively on seed and early-stage SMEs. The majority of the funds (7 out of 12)

receiving funding from DFls exclusively invest in growth-stage SMEs31, Many DFls are not well positioned

to invest in SME funds that focus on seed and early-stage finance, due to:

e High risk-return expectations associated with investing at the early-stage level;

e Small ticket (and/or fund) sizes leading to high fund operational costs;

e Preferences for specific instruments (e.g., debt) which may not be well suited for seed and early-stage
SMEs; and/or

e Reluctance to invest in first-time fund managers lacking a sufficient track record.

Nevertheless, a small number of DFIs are beginning to address this issue by establishing separate
funding vehicles dedicated to investing in first-time fund managers and/or seed and early-stage finance.
The DFID Impact Fund32 has demonstrated early success through funding early-stage SME funds such as
Insitor Impact Asia Fund, for which it provides first-loss guarantees on the investments made by the fund
manager to leverage additional capital. While the DFID Impact Fund does not have an explicit focus on
seed and early-stage finance, its focus on businesses oriented towards serving the low-income population
has led to an investment strategy including the early-stage segment of the market. In turn, IFC SME
Ventures operates as a pioneering SME funds program in post-conflict and fragile economies and has
made investments in first-time fund managers in nascent markets such as Bangladesh (SEAF Bangladesh)
and Sierra Leone (West Africa Venture Fund).

28 «pnnual Impact Investor Survey”, GIIN, J.P. Morgan (2016).

29 “The Landscape of Impact Investing in South Asia”, GIIN & D. Capital (2015).
30 “Annual Impact Investor Survey”, GIIN, J.P. Morgan (2016).
31p, Capital analysis; “EMIIF Market Landscaping Analysis”, Palladium (2016).

32 \within EMIIF’s target region, the DFID Impact Fund focuses only on Bangladesh, Sri Lanka and Myanmar.
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Figure 12: Distribution of DFI funding across identified funds active in DFAT target countries>?
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Definitions for above-mentioned acronyms as follows: Canada) Fund
CDC = Commonwealth Development Corporation; CIDA = Canadian International Development Agency; DEG = Deutschelnvestitions- und
Entwicklungsgesellschaft; DFID = Department for International Development; FMO = Nederlandse Financierings-Maatschappijvoor

Ontwikkelingslanden; IFC = International Finance Corporation; KFW = Kreditansta