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Abstract

This thesis delves into the management of impact in venture capital investments
aimed at fostering positive social and environmental change. Addressing a
significant gap in early-stage impact investing literature, the research constructs a
theoretical framework based on agency and stewardship approaches and draws
insights from interviews with Limited Partners and General Partners in Europe and
North America.

Venture capital impact investors employ the most robust impact assessment and
quantification practices during the ex-ante due diligence phase. Subsequently,
investors adopt a monitoring approach to ex-post evaluation, characterised by
growing degrees of stewardship, collaboration, and trust vis-a-vis their investees.
Many impact management practices, such as impact-linked monetary incentives,
are not dictated from above by the Limited Partners. Instead, they are implemented
in a bottom-up fashion, with General Partners proactively implementing
mechanisms like impact-carry to signal mission alignment.

The study underscores the significance of stewardship relations within impact-
driven venture capital. Impact investors are intrinsically motivated, identify with
their organisations, and autonomously engage in impact measurement. These
findings challenge the conventional applicability of agency theory and suggest that
the impact-driven venture capital industry is propelled by a shared sense of purpose
and collaboration among stakeholders.
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1 Introduction

1.1 Background and research problem

In an era marked by a growing awareness of our planet’s vulnerabilities and
the need for sustainable development, the financial sector is increasingly
seeking to address systemic problems such as health inequality, biodiversity
loss, or water scarcity (George et al. 2016; Ferraro, Etzion, and Gehman
2015). Investors have the potential to play a crucial role by allocating capital
towards positive societal outcomes (Zolfaghari and Hand 2023; Holtslag,
Chevrollier, and Nijhof 2021). Sustainable finance, including the practice of
considering environmental, social, and governance (ESG) aspects in
company operations, has proliferated, reflecting a shift towards more
forward-thinking business practices.

As a step further, impact investing focuses on future outcomes. It aims to
channel capital towards pressing social and environmental problems while
maintaining financial returns. Impact investing is an ‘essentially contested
concept’, and definitions used by academics vary considerably (Hockerts et
al. 2022). One widely accepted definition highlights that impact investors
seek to make intentional and measurable social or environmental impacts
alongside a financial return (Bugg-Levine and Emerson 2011; GIIN 2020).
Wendt (2018) has complemented this with an additional condition: the
presence of accountability structures for both the financial and the impact
objectives.

Due to the terminological fragmentation, the size of the impact investing
industry is hard to come by. An often-cited estimate by the Global Impact
Investing Network (GIIN) places the value of the impact investing industry
above USD 1 trillion as of 2022 (Dean Hand, Ringel, and Danel 2022).
Meanwhile, the International Finance Corporation (IFC) of the World Bank
Group estimated that USD 2.3 trillion was invested for impact already in
2020, representing about 2% of total global assets under management
(International Finance Corporation 2021). Therefore, impact investing
signals the emergence of a complementary, if not an alternative, paradigm to
classical finance that has traditionally focused on profit maximisation alone.
Its central tenet is that financial and social returns are by no means mutually
exclusive and that achieving market returns together with sustainable
outcomes is possible (Trelstad 2016).

At the same time, how investors manage impact remains far more
fragmented than financial accounting methods. If the financial management
of a business has evolved into a science, the standardisation of impact
management is difficult due to the nature of societal and environmental
problems that impact investing seeks to address (Agrawal and Hockerts
2021). In this study, impact management practices are grouped into three
broad categories: impact assessment and evaluation; impact incentives and
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impact-linked compensation; as well as governance and reporting. Because
of its inherent complexity, impact management is emerging as an important
area of practice for impact investors. Fund managers seek to specialise and
set up dedicated functions for sustainability, ESG, and impact. Globally,
impact management efforts, including the impact reporting and investment
standards (IRIS), are spearheaded by the GIIN (Bouri 2011; GIIN 2020).

In this context, early-stage impact investors — venture capitalists — face very
distinct challenges when it comes to impact management. Impact-focused
venture capital (VC) funds (hereafter “impact VCs”) invest in start-ups whose
business models address environmental or social problems. Yet the risky and
early-stage nature of VC investments makes the potential impacts especially
hard to model. The impact-oriented start-up might pivot, undermining the
initial impact-driven business model. The nascent business might find it
difficult to account for impact in a robust manner due to limited resources
and competing priorities. The asymmetries of information, stemming from
the missing track record of the investee, complicate decision-making for
investors. Therefore, alternative measures such as the founding team’s
background are often used as a proxy for the investment’s potential (Franke
et al. 2006).

Nevertheless, impact VCs are adopting ever stronger impact management
practices, even if they continue to exhibit a great deal of fragmentation
between firms, investment strategies and regions (Agrawal and Hockerts
2021). Yet impact management in impact VC is a virtually unexplored area of
academic inquiry (Thirion et al. 2022). Researching what types of impact
management structures are best suited for the relatively fluid and early-stage
context can considerably enrich the current state of knowledge of impact
management in impact VC. Therefore, this study seeks to address the
research problem of how impact investors hold themselves and their
investees accountable for the impact promises and how these impact
management practices differ across investor types and regions. Impact
management in impact VC investments rests on the shoulders of multiple
actors who are in hierarchical and cooperative relationships with one another
in what can be described as an investment chain. In VC, limited partners
(LPs) who may be pension funds, high net-worth individuals, or financial
institutions, invest in VC funds managed by general partners (GPs). The GPs
in turn invest in investee companies (e.g. start-up founders or chief executive
officers of early-stage firms) who create the eventual impacts in the society.
The goals of LPs, GPs and investees may overlap, but not fully (Alijani and
Karyotis 2019; Agrawal and Hockerts 2021). In theory, divergent objectives
between the key actors in an investment chain can undermine the collective
efforts to make an impact (Alijani and Karyotis 2019).

Much of the impact investing literature has taken the fund manager’s
motivation for pursuing simultaneously impact and financial goals at face
value. In contrast, traditional management theory prescribes that fiduciary



duty is maintained through specific control, monitoring, and incentive
alignment structures. Thus, some impact VCs choose to link impact to
managerial incentives to avoid ‘mission drift’, which occurs when financial
considerations crowd out the social mission (Cetindamar and Ozkazanc-Pan
2017; Ebrahim, Battilana, and Mair 2014). As compensation gets linked with
impact targets, the importance of impact assessment, evaluation, and
measurement gains in prominence. Since impact assessment features a high
degree of subjectivity, robust analysis and oversight mechanisms are needed
to mitigate the potential accountability problems (Thirion et al. 2022).
Further research on the nature of the investment chain’s relationships, and
the interplay of the individual and collective motivations of the actors, can
help optimise contemporary impact management practices in the impact VCs
(Irene et al. 2016; Thirion et al. 2022), which can hopefully translate into
tangible positive effects on the surrounding society.

1.2 Research objectives and questions

The objectives of this research are two-fold: to improve the understanding of
the variance in impact management practices across investor type and
region, and to contribute to the theoretical development of the field by
applying agency and stewardship perspectives to the LP-GP impact
management relationship.

To attain the first goal, I empirically examine the current state of play of
impact management practices in the investment chain of impact-driven VCs.
The primary subject of inquiry is the investors, namely those who supply the
capital (LPs) and those who manage it (GPs). The LP and GP viewpoints also
provide indirect insights about how the investees manage impact in response
to investor demands. In addition, this study attempts to improve the current
understanding of the international variance in impact management
practices. To this end, a variety of North American and European investors,
from different types of organisations, are studied. Therefore, the first
research objective is addressed through the following research question:

RQ1: How do investors (Limited Partners and General Partners) in Europe
and North America practice impact management in their impact-driven
venture capital investments?

To reach the second research objective, it is important to understand the
underlying motivations, interests and relationships of LPs and GPs regarding
impact management. Therefore, I analyse the LP-GP impact management
relationships from the perspective of two distinct theoretical perspectives:
agency and stewardship theories. From the agency perspective,
accountability mechanisms are needed to avoid conflicting goals between the
core sets of investors in impact VC. Meanwhile, the stewardship view posits
that strong alignment between investors is possible with softer,
collaboration-based mechanisms. If the agency approach is founded in
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economic theory with an individualistic model of human behaviour, the
stewardship approach is grounded in sociology and psychology, accentuating
that collective interests are an important driver of human behaviour.
Intuitively, impact investors seem to fit both views as they seek to pursue
financial returns with traditional incentive and control structures while
exhibiting high degrees of higher-order needs and intrinsic motivations to
bring about positive outcomes. Therefore, this study develops and applies an
integrated agency and stewardship theoretical framework to the impact VC
investment chain.

The presence of agency or stewardship dynamics in the impact VC
investment chain can help shed light on what type of impact management
practices work best. By gaining a better understanding of the relevance of
agency and stewardship theories for impact VC, this study also helps
formulate the optimum impact management practices for this specific
context. To reach the second research objective, I pose the following research
question:

RQ2: To what extent can agency and stewardship theories help explain the
dynamics of the investors in charge of impact management in the context of
impact-driven VCs?

Ultimately, this study explores the deeper question of how impact
accountability and legitimacy are ensured in the context of impact VCs.
Investigating the different types of impact management practices across
regions and investor types helps shed light on the underexplored question of
how impact-driven VC investors stay on track towards their dual financial
and non-financial objectives.

1.3 Research scope

The research scope is limited by three dimensions: the investor type, the
stage of investment activity and the geography. These boundaries are
established to ensure that the research effort remains focused and
manageable while addressing the key objectives outlined above.

First, this study focuses on investors that seek to make an impact through
their investment strategy. Since impact investments vary in the degree to
which they prioritise positive impact over financial returns, I study those
impact investors who have made investments that maximise profits and
impact on equal terms, or prioritise impact and only then maximise profit
without adversely affecting impact outcomes (Lankoski and Smith 2018).
Charities and philanthropic organisations are outside of the scope of this
thesis, as the aim of this study is to explore how investors manage and remain
accountable to the dual objectives of impact and profits. As the suppliers of
capital to sustainable business models, LPs and GPs have the potential to
trigger positive change but are also a step removed from the manifested
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income, making their impact management practices academically
compelling. Whilst the investee perspective is outside the scope of this study,
the investor's regular collaboration with portfolio companies on impact
provides indirect insights into the start-up manager’s perspective.

Second, this study concentrates on VC investments, which are a subset of
private equity focusing on the seed or start-up phases of the company
lifecycle. These stages are characterised by uncertainty, fluidity, informality,
and limited resources, posing additional challenges to impact management.
At the same time, a start-up that from the beginning emphasises a
sustainable company culture and sets up solid impact management practices,
is more likely to eventually grow into a fundamentally responsible company.
The VC’s potential to spread systemic change makes its impact management
practices a particularly compelling subject for this study.

Third, the geographical scope of this study is limited to Europe (the countries
of the European Union and the United Kingdom) and North America (in
particular the United States and Canada). These regions are chosen as they
have mature venture capital impact investing industries, but very distinct
regulatory environments. The European Union (EU) has moved forward with
public regulations governing who can call themselves impact funds and on
which basis (Cremasco and Boni 2022), and the United Kingdom Financial
Conduct Authority (FCA) is proposing to introduce sustainable impact
investment product labels (Financial Conduct Authority 2022). The
differences in the regulatory environments of sustainable finance between
Europe and North America are likely to create distinct approaches to impact
management (Busch 2023). Meanwhile, US-based VCs provide the vast
majority of total VC investments in high-income countries (OECD 2017) and
North American VCs operate close to the global centre of technology and
innovation in the Silicon Valley. While this study does not seek to conclude
the role of regulation in impact management, it provides initial insights into
the broad directions that impact VCs are taking in different regions and
regulatory contexts.

1.4 Structure of the study

The literature review (chapter 2) begins with a definition of impact investing
(2.1), the state of play of academic inquiry in this field and discusses impact-
driven venture capital investing.

The second part of the literature review focuses on exploring the research
related to RQ1, impact management practices. I break down impact
management into 3 main categories. The first category “Assessment and
evaluation” consists of ex-ante impact assessment work (e.g. during the
investment decision-making phase) and ex-post evaluations, including data
collection and measurement of outcomes. The second category is referred to
as “Incentives and compensation” and it includes a discussion of emerging
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accountability mechanisms, such as tying impact targets to a fund manager’s
pay. The third category is “Governance and Reporting”, encompassing
impact-related contractual arrangements, oversight mechanisms and
communication practices.

The third section of the literature review focuses on RQ2, setting out the
theoretical explanations for impact management, which this thesis frames as
ultimately an accountability issue. Therefore, the two main theories covered
are agency and stewardship theories.

Next, in the fourth section, I develop an integrated theoretical framework
drawing on agency and stewardship theories to explain the specific context
of impact VC. The theoretical framework is premised on the idea that the
agency and stewardship dynamics are not mutually exclusive. The same
investors can be characterised by the agency logic in one area of impact
management, and by stewardship theory in another.

The methods chapter sets out the rationale behind following an abductive
research design and how it is applied in this study. It sets out how the data
was collected through ten semi-structured interviews with LPs and GPs, and
how it was coded and analysed.

The results and discussion section presents and explores the main insights
from the semi-structured interviews, complemented by secondary data
findings. The results of RQ1 are structured along the three categories of
impact management presented in the literature review (Evaluation and
assessment, Incentives and Compensation, and Governance and Reporting).
The results of agency and stewardship theories' explanatory potential of the
impact management practices (RQz2) are structured along the dimensions of
autonomy, motivation, identification, authority, stakeholder orientation, and
short vs. long-term (Davis, Schoorman, and Donaldson 1997; ABlander,
Roloff, and Nayir 2016). The results section concludes with a brief discussion
of any regional differences between European and North American findings.

Finally, the concluding chapter sets out the key findings, the theoretical and

practical implications, the limitations, and the suggestions for further
research.
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2 Literature review

2.1 Impact investing
2.1.1 Definition and Overview

Impact investing is a dynamic and rapidly growing field that seeks to align
financial objectives with social and environmental goals. However, the
effectiveness of impact management structures within impact investing, in
particular early-stage investing, remains underexplored and the expansion of
impact investing has not been matched by a parallel growth of “relevant
empirical, critical and theoretical knowledge” (Agrawal and Hockerts 2021).
This section maps out the key definitions of “impact investing” among
practitioners and academics, capturing some of the core debates inherent in
this “essentially contested concept” (Hockerts et al. 2022). It also covers what
impact investing is not for this study, in particular clarifying the differences
of the term with other related concepts in sustainable finance such as ESG
investing.

The idea of investments aiming to generate positive impacts alongside
financial returns is not new. Historically, different forms of socially
responsible investing (SRI) have been mandated by many of the world’s
major religions, in particular, Christianity and Islam (Smith et al. 2022; Alam
2010). The term impact investing was launched at the Rockefeller
Foundation’s meeting on philanthropy and development in Italy in 2007
(Bugg-Levine and Emerson 2011; Agrawal and Hockerts 2021). The
Rockefeller Foundation had invited leaders to build a global industry aiming
for investments with positive social and environmental impacts apart from
financial returns (Harji 2012). Following widespread disillusionment with
the financial industry in the aftermath of the 2008 financial crisis and a
growing awareness of the acuteness climate crisis, the term quickly gained
traction (Geobey, Westley, and Weber 2012). Investors began to seek out
financial opportunities that make a social or environmental difference to
“regain their public image” (Agrawal and Hockerts 2021).

Influential definitions of impact investing require the presence of intention,
measurability, and social, environmental, and financial returns for an activity
to qualify as impact investing. Practitioners mostly use the definition by the
Global Impact Investing Network (GIIN): “Impact investments are
investments made to generate positive, measurable social and environmental
impact alongside a financial return” (Hand et al. 2020; GIIN 2020) that can
be broken down into four attributes of impact investing. First, impact
investors must show a deliberate and explicit intention to effect positive
change, rather than retroactively asserting an impact mission (Bouri et al.
2018). Second, the selection of impact investments should be informed by
data-driven considerations, as opposed to relying solely on intuitive
judgment. Third, impact management structures should be accompanied by
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appropriate measurement techniques, and changes should be made in
response to measurement insights. Fourth, there needs to be a transparent
effort to contribute to the growth of the impact investing industry by sharing
insights, data, and learnings.

Impact investing differs from traditional investing with its focus on non-
financial returns, and grant funding and philanthropy with its aim of yielding
financial returns (Hochstadter and Scheck 2015). To describe this middle-
ground positioning, the term social finance was commonly used among
researchers in the United Kingdom (UK) and EU, while impact investing was
applied in similar contexts by North American and Asian academics (Agrawal
and Hockerts 2021). Currently, the two terms are used interchangeably. In
addition to social impacts or social returns on investment (Roundy,
Holzhauer, and Dai 2017), the non-financial outcomes of impact investing
are described with terms such as positive, cultural, ESG, governance and
developmental impacts, effects or benefits (Hochstadter and Scheck 2015;
Hockerts et al. 2022) The level of acceptable financial returns described by
impact investing literature ranges widely, from anything above repayment of
capital (0% and above) to greater profitability expectations. The terms used
to refer to the financial outcomes or the returns on investment (Roundy,
Holzhauer, and Dai 2017) of impact investing include “commercial or quasi-
commercial return”, “economic return”, “market-rate or market-beating
returns” (Hochstadter and Scheck 2015).

Efforts have been made to distinguish related concepts such as SRI, venture
philanthropy, social impact bonds, and microfinance from impact investing
(Agrawal and Hockerts 2021). SRI can be considered as an umbrella term for
negative and positive screening of investments among institutional investors,
banks, governments, developmental financial institutions, and foundations
while impact investing entails proactive investment in enterprises (Hill et al.
2007). Social impact bonds are characterised by a different selection process
for the investee, lower degrees of engagement with the investee and more
often the participation of a governmental actor in comparison to the impact
investing (McHugh et al. 2013). Meanwhile, microfinance is characterised by
higher amounts of funding, deeper reporting outcomes, and more frequent
engagement with investees with potentially different impact goals (Agrawal
and Hockerts 2021). Venture philanthropy is similar to impact investing in
the sums of capital invested, selection and engagement with the investee, and
reporting outcomes, but it does not seek commercial outcomes in the same
way that impact investing does (Agrawal and Hockerts 2021; Leborgne-
Bonassié, Coletti, and Sansone 2019).

The terms impact investing and ESG are sometimes confounded, but they are
distinct in many ways. ESG is a framework for assessing environmental,
social, and governance factors or risks of investments. The integration of ESG
into investment decision-making was characterised by public sector efforts,
notably the UN, International Finance Corporation (IFC), and the Swiss
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Government, which sought developments in sustainable finance (Gifford
2010). In contrast, impact investing is a forward-looking investment strategy
that intends to influence outcomes. At the company level, ESG focuses on
improving the sustainability of operations, while impact investing makes a
difference through the core business model of selling impact-oriented
products or services.

There is no common definition in the literature regarding the prioritisation
of impact or financial returns for an investment strategy to qualify as impact
investing (Agrawal and Hockerts 2021). Many academics and practitioners
highlight that there need not be a trade-off between financial returns and
impact (I-Ping, Ormiston, and Findlay 2018; Rocha and Stowe 2022) as each
additional unit of revenue made by sustainable enterprises translates directly
into more impact. On the other hand, recent studies have suggested that
impact investors are willing to sacrifice financial returns (Barber, Morse, and
Yasuda 2021) and that they are ready to accept different levels of financial
returns and impact on their investment (Heeb et al. 2022). In other words, it
has been argued that impact investors may be willing to pay more for impact
investments than for traditional investments, but they are not sensitive to the
magnitude or scope of that impact (Heeb et al. 2022).

2.1.2 Impact-driven venture capital investing

This section explores how and why impact investing has become relevant in
the context of venture capital. The strategy of impact investing has spread
across most asset classes, including alternatives like private equity (PE). VC
in turn refers to any investment in a new or early-stage venture, that is made
through intermediated funds, that are provided in a more formal market than
the angel finance (Berger and Udell 1998). VC focuses on enabling early-stage
companies or start-ups' growth when they do not yet have steady income
flows to access external debt finance from banks or other financial institu-
tions (Berger and Udell 1998). Nevertheless, venture debt can at times com-
plement VC equity investments (Ibrahim 2009). Angel investors are individ-
uals, who specialised in early-stage financing and advice due to prior experi-
ence with successful venture exits of their own, who in the US invest on av-
erage USD 20 000 - 40 000, compared to millions or tens of millions of dol-
lars invested by VC firms (Parra and Winter 2022). VC investors typically bet
on company success by taking an ownership stake in firms that are not (yet)
raising capital by listing their shares to the public.

Early-stage companies, that are focusing on developing the product and not
yet generating income streams, can struggle to gain access to finance.
Investors opt for venture capital financing with the anticipation of securing
advantageous valuations and facilitating eventual initial public offerings for
their portfolio companies (Freeman, Carroll, and Hannan 1983). Since
uncertainty involved in investment decisions declines with the organisational
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age of the firm, investors are more likely to invest in more mature companies
(Beatty and Ritter 1986).

The institutionalisation of capital infusions known as rounds is characterised
by increasing amounts of financing from round to round as the firm grows
(Stuart, Hoang, and Hybels 1999). The breakdown of the rounds varies and
has developed considerably over time. In the 1990s, the seed round sought to
enable the completion of product development and the formation of a
management team (Sahlman 1990b). Today seed financing intends to
support the initial research or product development and is sometimes
preceded by a ‘friends and family’ round (Parra and Winter 2022). Initial
rounds are followed with larger amounts known as Series A, B, and C that
intend to develop the business. These stages aim to expand, gain customers,
and in some cases start to demonstrate profitability (Sahlman 1990b). As an
indication, a recent study of early-stage VC found the average size of
financing stands at USD 250,000 for pre-seed and at USD 11 million for
Series A (Parra and Winter 2022).

Estimations of the sizes of VC markets vary as data is drawn from national or
regional venture capital associations (e.g. National Venture Capital
Association in the USA or the European Private Equity and Venture Capital
Association in the EU), and/or private data providers or market research
organisations (such as Crunchbase, Pitchbook and Preqin), and — when
available - government statistics (OECD 2017). After a decline in 2021, the
year 2022 became the second highest in terms of the number of deals and
total capital invested (Welter, Holcomb, and Mcllwraith 2023; NVCA 2023).
According to alternative assets investment data provider Preqin, the VC
assets under management reached nearly USD 2,5 trillion by the first quarter
of 2022, of which North America represents over 1 trillion and Europe nearly
0,2 trillion (Preqin 2023).

Impact VC combines the ethos of impact investing with the logic of venture
capitalism. The central tenet in impact VC is that investing in start-up
business models can make a proportionately larger impact because of the
start-up’s potential to grow its revenues at scale. A practitioner-led
community initiative ImpactVC highlights that there are four main
motivations for impact investing in a venture (ImpactVC 2023). First, impact
VCs consider that impact-driven start-ups grow into “best businesses”
because they are more likely to attract and retain talent, mitigate risk,
generate meaningful customer dynamics, and make use of regulatory
opportunities. Second, impact VCs are considered more likely to find the best
entrepreneurs. Third, dedicated impact VCs have a competitive advantage
when raising capital from LPs looking to make a positive impact. Fourth,
regulatory developments, notably new financial disclosure requirements in
the EU and the UK are nudging the industry towards impact and helping
mature the impact market.
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The VC industry is considered a key stimulant of innovative
entrepreneurship as it enables young companies with untested business
models to gain access to finance (OECD 2017). M§2q1 impact VCs invest in
companies, often technology start-ups, whose business model addresses
environmental or social problems, start-ups become vehicles for harnessing
innovations for sustainable market transformations (Holtslag, Chevrollier,
and Nijhof 2021). Investing in potentially impactful start-ups working on
innovations such as carbon removal technologies, laboratory-grown meat,
and sustainable alternatives for textiles, is only one way in which impact VCs
contribute to sustainable market transformations. In theory, impact VCs can
make a positive difference in various instances in the investment lifecycle.
Helping build good governance and impact management practices within
start-up operations creates companies that have sustainability ethos built
into their core structures from the outset. Ensuring mission alignment at the
exit, in particular in the case of mergers and acquisitions, helps the effects
continue as the company reaches maturity (Holtslag, Chevrollier, and Nijhof
2021). Yet, it is broadly considered that impact start-ups can also create
considerable financial value for their investors: an early-stage impact-driven
company is more likely to attract talent and potential investors interested in
impact while aligning with future sustainability-focused regulation and
improving customer dynamics such as acquisition and retention (Hand and
Andreou 2022).

Impact VCis not dominated purely by private investors but can be either fully
or partially owned and guided by the government. According to a recent VC
estimate, government agencies remain the largest source of funds for venture
capital at about USD 2.8 billion per year (Atomico 2023). Government-
guided funds are important LPs for both Chinese and European VCs,
accounting for about 20% of VCs in both markets (Suchard, Humphery-
Jenner, and Cao 2021; Atomico 2023). Although LPs cannot influence the
GP's investment decisions, the government-LP’s guidance can have
important implications for the GP’s investment strategy, for instance
aligning it with the national sustainability strategy. Government-guided
impact VC’s investees have also been found to be somewhat safeguarded
from policy uncertainty, potentially due to the governmental expertise and
connections that help guide start-ups in the evolving regulatory environment
(Suchard, Humphery-Jenner, and Cao 2021).

There has been considerable attention in the literature devoted to studying
the financial performance of impact investors (Viviani and Maurel 2019;
Jeffers, Lyu, and Posenau 2022; Revelli and Viviani 2015). Impact VC, like
other forms of impact investing, involves investors' willingness to accept
trade-offs. Impact VCs have been found to generate 4.7 percentage points
lower internal ex-post rates of return than traditional VCs (Barber, Morse,
and Yasuda 2021). One explanation for this is that investors gain
nonpecuniary utility from impact VC investing, such as reputation or mission
alignment with pressures dictated by above (Barber, Morse, and Yasuda
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2021). Another recent study showed that impact investors are willing to pay
more for impact investments regardless of their absolute levels of impact,
indicating that impact investing decision-making is emotional rather than
rational (Heeb et al. 2022). This could be one explanation for why impact
management remains so fragmented in the industry. Investors experience
positive affectation as long as they know their investment makes an impact,
but the management of that impact is secondary (Heeb et al. 2022).

2.2 Impact management practices

Within this second section, I delve into the existing research about impact
management in impact investing, exploring ex-ante assessment and ex-post
evaluation; incentives and compensation; as well as governance and
reporting.

2.2.1 Assessment and evaluation

The landscape of impact investing has witnessed the evolution of impact
assessment, evaluation, and measurement practices. Impact measurement
practices in impact investing have evolved in relative isolation from the
established social impact evaluation and assessment community. Primarily
focusing on measuring the effects of public sector interventions, impact
evaluation feeds into evidence-based policymaking through the use of
rigorous research methods (Reisman, Olazabal, and Hoffman 2018). For
instance, randomised controlled trials are employed in social impact
evaluation to discover “what works” and to use the resulting evidence to
direct resources towards more effective interventions (Baron 2018;
Sanderson 2003; Nutley, Davies, and Smith 2000). The origin of impact
evaluations can be traced back to the post-World War II era to assess the
effects of vaccines and medicines. Subsequently, evaluations became
commonplace in areas such as education, employment interventions (Baron
2018) and development aid (Patton 2010). The public sector’s need to
validate, learn from, and legitimise the outcomes of policy interventions
contributed to the development of a field of methodological research on
impact evaluation and assessment (Fischer and Miller 2017).

Currently, there is a consensus in private sector sustainability management
that “you can’t manage what you can’t measure” (Ernst & Young 2022;
Paisley and Henshaw 2013; Cohen 2019). This has led to considerable efforts
to standardise sustainability data and quantify social and environmental
impacts, including among impact investors (Serrano-Cinca and Gutiérrez-
Nieto 2013). Investors into impact VC funds need to demonstrate their
impacts to their stakeholders, for instance, pension contributors or other
investors. Consumers who invest in funds with early-stage investments in the
mix require transparent information about sustainable finance products
(Clark, Emerson, and Thornley 2014; Findlay and Moran 2019). To avoid
accusations of impact-washing, purpose-washing or green-washing, claims
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of positive impact need to be well-substantiated and not merely symbolic. In
addition, impact-driven start-ups seeking to position themselves as
frontrunners on sustainability are becoming more selective concerning the
impact assessment and evaluation capabilities that their VCs offer (ImpactVC
2023).

The number of impact assessment and evaluation frameworks applicable to
the impact investing context has been steadily increasing since the 2000s
(Corvo et al. 2021). Impact Reporting and Investment Standards (IRIS) is a
widely recognized free online tool. IRIS was developed by the GIIN in
partnership with the Impact Management Project (IMP) for impact investors
to manage their impact in a manner that is intentional and measurable
(Hochstadter and Scheck 2015; Bouri 2011). Today IRIS+ includes a
catalogue of hundreds of standardised social, environmental, and financial
performance metrics, and has emerged as a well-known tool in the impact
investment community (Reisman, Olazabal, and Hoffman 2018). The IRIS+
metric catalogue is aligned with GRI Standards and the UN SDGs. The IRIS+
allows investors to create customised impact frameworks by initially
selecting impact priorities such as the SDGs or investment themes, and then
selecting the core objective of the intervention. It then generates core metrics
along the dimensions of “what”, “who”, “how much”, “contribution”, “risk”
and “how change is happening” (Biancone et al. 2018). For instance, IRIS+
recommends that a health tech impact investment seeking to improve access
to medical diagnostics would use indicators including effective convergence
within the demographic group, total number of client individuals, along
characteristics of the target stakeholder demographic. IRIS+ has been
criticised for its lack of contextualisation, an overreliance on quantity and
reach as proxies for impact, and not including beneficiary voices in the
evaluation process (Reisman, Olazabal, and Hoffman 2018).

The Social Return on Investment (SROI) is a methodology that is commonly
used in public sector interventions, but it also allows impact investors to
better understand the social, economic, and environmental value, i.e. the
triple bottom line created by an investment (Norman and MacDonald 2004).
The SROI analysis typically includes establishing the scope and key
stakeholders; setting up a theory of change; assigning financial impact
values; identifying investment impact from the final evaluation; and
calculating the SROI after accounting for the inputs to the investment. SROI
shortcomings lie in the lack of standardisation of the methodology leading to
subjectively variable results that can lead to an overemphasis of the SROI
ratio (Klemeld 2016) as different individuals using the same data set have
been shown to end up with different SROI ratios (Cooney and Lynch-Cerullo
2014). Environmentally-focused impact investors also rely on life cycle
assessments (LCAs) to measure the positive and negative environmental
impacts of an investment (Schliitter et al. 2023). LCAs follow recognised
standards, i.e., the ISO 14044 and guidelines to analyse the resources that go
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into the value chain of a product or a service within predefined system
boundaries.

Increasingly impact investors also have a range of software-as-a-service
(SaaS) and artificial intelligence-based tools for calculating and reporting net
impact (Upright Project), managing impact (SoPact, Carbonly),
benchmarking impact (Proof.io), carbon footprint calculation (Watershed,
Normative, CarbonCloud, Worldfavor), carbon handprint and for doing
LCAs. Using software tools for impact measurement carries the promise of
resource savings, but to the best of my knowledge has not yet been covered
in the academic literature on impact investing.

The fact that impact metrics remain far from standardised poses additional
challenges for the academic study of the impact evaluation (Tekula and Shah
2016). Unlike financial metrics, the selection of impact metrics is
characterised by a high degree of subjectivity (Thirion et al. 2022). Impact
investors need to decipher cause-and-effect relationships in complex real-life
contexts. Each company has a different business model and may be
purposefully attempting to occupy a separate niche from competitors. This
complicates the replication of impact assessment methods in diverse
portfolio companies (Reisman, Olazabal, and Hoffman 2018). For example,
to tease out individual impacts of portfolio companies from system-level
change, actors involved in impact investing might rely on scientific studies
that try to find the attribution and contribution of different interventions in
the society or environment. Various methods and frameworks have been
developed to assess and measure the impact of market-oriented investments
beyond financial returns (Bugg-Levine and Emerson 2011; Biancone et al.
2018). One approach is to build an impact thesis through a logic framework
that includes the projected theory of change to set out how the projected
impact will take place. Others seek to quantitatively model impacts or mine
published scientific studies for an evidence base. Based on these exercises,
some investors choose to set Key Performance Indicators (KPIs) that can be
quantitatively measured or act as qualitative trackers of progress.

This well-intended process is a double-edged sword: well-chosen targets can
help clarify the mission of an impact start-up, as much as irrelevant metrics
can lead the founders off-piste. The selection of these indicators involves
trade-offs between flexibility and fairness, as well as trade-offs between
projected measurement costs and reliability (Thirion et al. 2022). The
demonstration of achieved impact in the real world is difficult to achieve as
the types of products and contexts vary greatly for innovative, early-stage
companies, in particular for contribution effects i.e. the degree to which the
investment activity has created social or environmental outcomes that would
not have occurred otherwise (GIIN 2020). Therefore, it has been argued that
impact investing literature would benefit from convergence with
developmental approaches, and evidence-based policy and evaluation
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research (Reisman, Olazabal, and Hoffman 2018; Chen and Harrison 2020;
Gray et al. 2015).

Literature on impact assessment and evaluation practices in impact investing
can be divided into ex-ante impact assessment in the pre-investment and due
diligence stage and into ex-post impact evaluation in the post-investment
stage when the investor and investee have entered an official investment
relationship (Schliitter et al. 2023; Gordon 2014). The impact measurement
dynamic in impact-driven ventures changes between investment phases (Lall
2019; Chen and Harrison 2020; Agrawal and Hockerts 2019). In the ex-ante
phase, the impact assessment dynamics are described as transactional,
directive, formal and strict, with emphasis on proving the impact exists for
the sake of accountability and legitimation (Lall 2019; Chen and Harrison
2020). At this stage, investors exhibit a more nuanced and developed
understanding of impact measurement and its techniques (e.g. theory of
change, IRIS+) and weave them into due diligence to ensure that financial
and social goals align (Lall 2019; Agrawal and Hockerts 2021). Meanwhile,
investees mostly saw that the non-financial impact of their ventures was
obvious, and that measurement efforts should focus on financial metrics

(Ibid).

In the ex-ante stage rigour of impact assessment varies by investor type.
Grant providers or strictly impact-first social finance organisations have
been found to have strict, directive and formal impact assessment
requirements (Lall 2019). Impact VCs offering debt or equity financing also
require impact measurement, but the rigour of impact assessment practices
varies by the investment stage (Ibid.). For instance, impact investors focus
on a deep assessment in the due diligence stage, linking the identified impact
targets to future payments and requiring semi-annual or quarterly reporting
of impact figures thereafter (Lall 2019). Yet, even the deeper assessments
done prior to the investment decisions seek to avoid overburdening the
investees (Lall 2019; Holtslag, Chevrollier, and Nijhof 2021).

Several impact investing studies have highlighted that the individual
characteristics of the investees are particularly important to impact investors
(Schliitter et al. 2023; Agrawal and Hockerts 2021; Hochstadter and Scheck
2015). In particular, the background and perceived authenticity of the
founding team are accentuated when screening investees. Individual
characteristics have even been found to surpass other types of criteria such
as the perceived importance of the societal problem or the financial
sustainability of the impact business (Block, Hirschmann, and Fisch 2021).

Ex-post impact evaluation refers to a retrospective analysis of how effectively
and efficiently the impact was achieved and involves measurement efforts,
which are central to the definition of the impact investing (Hand et al. 2020;
Hochstadter and Scheck 2015). Experimental methods, such as randomised
controlled trials, could be considered the gold standard (Addy et al. 2019),
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but are by no means part of the mainstream evaluation methods used by
impact VCs.

In the context of impact VCs, ex-post evaluation practices evolve to be more
relational, collaborative, flexible and less hierarchical than at the ex-ante
stage (Lall 2019; Chen and Harrison 2020; Agrawal and Hockerts 2019). As
trust between investors and investees depends, impact evaluation was
increasingly seen to foster a conversation about performance, rather than
solely as an accountability mechanism (Lall 2019). Investors were found to
engage with investees more frequently in impact evaluation in the post-
investment phase (Agrawal and Hockerts 2019; Tracey and Jarvis 2007).
Investor provision of advice, support and know-how, including impact
evaluation was also found to improve the competitive position of investees
(Bengo, Borrello, and Chiodo 2021; Holtslag, Chevrollier, and Nijhof 2021).

Critical views have interpreted the more informal and collaboration-based
impact evaluation processes during the investment phase as being less
rigorous than pre-investment impact assessment, leading to a misalignment
between ex-ante claims and ex-post results (Cremasco and Boni 2022).
According to more critical views, ex-post evaluation can at best be described
as monitoring, rather than as rigorous analysis and quantification of the
actual size of impact and the extent of its reach (Reisman, Olazabal, and
Hoffman 2018). In this sense, robust impact management only starts to occur
once investors consistently use data to track progress and improve their
impact performance (“measure to improve”), as opposed to merely
demonstrating that an impact has occurred (“measure to prove”) (Reisman,
Olazabal, and Hoffman 2018; Lall 2019; Chen and Harrison 2020).

In sum, research on impact assessment and evaluation in the impact VC
context is at a nascent stage. Calls for further research have been made about
the study of the investment chain, teasing out differences between how LPs,
GPs and investees approach impact and overcome possible agency problems
(Agrawal and Hockerts 2021). Studies often focus on single countries or
regions (Schliitter et al. 2023) and more geographical diversity would
complement the current research landscape. Without a solid foundation of
best practices, investors and investees may struggle to identify and
implement appropriate methods for evaluating the likely impact of an
investment during the due diligence phase. This in turn can result in
suboptimal data collection practices or performance metric selection that can
hinder the achievement of the underlying social and environmental
goals. There is also an absence of a theoretical framework for impact
management in impact VCs. At the moment even the vocabulary used to
describe impact in the impact VC industry varies widely (Hochstadter and
Scheck 2015) causing varied interpretations of what constitutes impact
management and what constitutes ESG integration. This can contribute to
misaligned expectations between investors and investees. Asymmetries in
information and understanding might not only lead to an erosion of trust and
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collaboration between the key actors in the investment chain but also
complicate future research efforts of early-stage impact investing.

2.2.2 Incentives and compensation

To enhance credibility and avoid ‘mission drift’, which occurs when financial
considerations crowd out the social mission (Cetindamar and Ozkazanc-Pan
2017; Ebrahim, Battilana, and Mair 2014), impact targets can be aligned with
managerial incentives of impact investors. Such accountability structures
represent a growing new phenomenon in the impact investing (Hockerts et
al. 2022). In 2019, a Finnish study on European impact investors found that
some sort of impact-based incentives were used by 58% of respondents in
this study (Fellows, Sitra, and Finnish Venture Capital Association 2019).
However, even in impact investing, many funds continue to adopt traditional
incentive structures based on financial performance alone (Spiess-Knafl and
Aschari-Lincoln 2015; Aalto Fellows, Sitra, and Finnish Venture Capital
Association 2019) and impact accountability has been the subject of very few
academic studies (Thirion et al. 2022).

The use of non-financial measures, such as customer satisfaction or
employee engagement, in managerial compensation schemes has long been
a topic of debate in the strategic management literature (O’Connell and
O’Sullivan 2014; Bebchuk and Fried 2004; Alves and Lourenco 2022; Cho,
Ibrahim, and Yan 2019). More recently, businesses have started making
efforts to align managerial compensation with professed sustainability goals
and ESG criteria (Cavaco, Crifo, and Guidoux 2020; Matemane, Moloi, and
Adelowotan 2022; Maas 2018; Flammer 2018). When managers pursue
social or environmental objectives, in addition to financial goals,
compensation that is purely linked to financial performance becomes
insufficient. Financial incentives might include rewards for the successful
completion of shareholder objectives (e.g. financial performance or, in
impact VC context, e.g. net CO2 reductions) or punishments for missing
targets (e.g. bonus foregone). A Master’s thesis survey of PE impact investors
that 58% of the 22 responding firms link compensation to impact through
various mechanisms: the compensation can be split proportionately between
financial and non-financial goals (e.g. 50-50 %); a dual financial and impact
hurdle rate can be set beyond which the bonus is ‘unlocked’; or impact-carry
where the variable compensation is only given if the impact targets are
reached (Kirppu 2019).

Impact-linked compensation schemes can take various forms. One way is to
charge higher management fees to reflect the additional resources that
impact management requires. Another way is to link the proportion of the
GP net capital gain - the “carry” - to the achieved outcomes. In traditional VC,
carry is paid out after the contractual minimum returns to the LPs in the fund
are distributed following fund liquidation, after which the GP receives the
carried interest until the agreed threshold (typically 20%) is reached
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(Jaaskeldinen, Maula, and Murray 2007; Sahlman 1990b). In impact VC, the
carry can be linked to impact targets. This constitutes a considerable long-
term incentive that can signal to prospective LPs the GP’s commitment to the
impact cause. However, the effectiveness of this approach depends on the
ambition level of the impact goals set at the start. Ethical issues can arise
when impact goals are tied to compensation if fund managers attempt to
“game” impact metrics for personal gain (Thirion et al. 2022).

Another approach is to institute an impact bonus that is not dependent on
the financial performance of the fund. The variable pay can be flexibly
distributed during the life of the fund with a desired frequency. This
approach can be appealing to investors who perceive a trade-off between
impact and financial returns (Thirion et al. 2022). The bonus scheme can be
combined with the impact-carry mechanism to balance short-term goals and
long-term objectives, but the hybrid approach increases alignment costs as
impact VCs need to engage in more impact evaluation efforts over the fund
lifecycle (Ibid.). The selection of the impact-based compensation scheme also
depends on the impact profile of the fund. An impact-linked variable pay, or
bonus may be a more appropriate scheme for impact-first funds, while
impact-carry is more suited for finance-first impact funds that are more likely
to distribute carried interest to the GPs (Ibid.).

2.2.3 Governance and reporting

This section of the literature review explores the key debates and findings
surrounding governance and reporting practices adopted by impact VC LPs
and GPs. Impact governance and reporting is another means of enhancing
accountability between investors and investees. Impact investors tasked with
the dual financial and impact objectives may need to make trade-offs
between the competing priorities, and good governance practices can help
clarify the respective prioritization of impact and financial goals. Well-
maintained impact governance, including effective oversight or advisory
committees, transparent disclosure, and reporting, can enhance the
legitimacy and reputation of impact VCs.

Contractual and legal arrangements form one key part of governance in the
context of impact investing. LPs, GPs, and the investees need to outline the
expectations, rights, and responsibilities of the signatory parties. Contracts
can help adjust incentives and ensure that the dual objectives are followed
without the risk of significant mission drift. Contract theory posits that
because the principal’s goals may be mismatched with those of the agent,
legal arrangements are needed to ensure goal congruence (Bolton and
Dewatripont 2004). Multitask contract theory is particularly well-suited for
the analysis of impact investing, which is fundamentally characterised by
multiple objectives (Evans 2013). From this perspective, principals (i.e. LPs
or GPs) have three main options. First, principals can select agents who
deliver financial performance in congruence with the impact (Ibid.), for
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instance by choosing investments where additional revenue aligns with
additional impact. Second, principals can design performance measures that
are well-suited for both financial and impact performance measurement
(Ibid.). Third, principals can keep financial contracts and offer entrepreneurs
bonuses for meeting impact standards over time, for instance with
subsequent instalments of financing or with impact-aligned incentives
(Ibid.) If a contract is predominantly concerned with growth and
profitability, for instance by distributing equity, financial performance is
likely to be prioritised over impact.

Next, impact reporting and disclosure practices are gaining traction in the
industry. Impact-driven LPs and GPs are increasingly publishing annual
impact reports on their websites. While the reports vary in terms of content
and intended audiences, they mark a positive step in enhanced impact
legitimacy of impact investments. However, the current state of impact
reporting in Europe and North America is not standardised enough to allow
for comparisons between investment outcomes. In addition, the impact
reports tend to focus on positive effects rather than explicitly addressing
challenges and failures, with managers purposefully withholding negative
information (Cinquini and De Luca 2022).

Control and oversight mechanisms can be a prudent way of influencing
impact outcomes for investors. Remaining active in the company can
arguably bring about more effective outcomes than selling ownership stakes
as a punishment for an undesirable impact track record of the firm (Berk and
van Binsbergen 2021). For impact VC, oversight boards of investment
activities or dedicated impact committees can play a significant role in
nudging investees towards the impact (Ramani and Ward 2019). These
committees may include both LPs as well as external advisors with
sustainability expertise. However, further research is needed into the role of
the sustainability committees in verifying impact goals, KPIs, and data
collection practices, and the importance of committee independence in
determining the degree of authority (Gutterman et al. 2020).

Third-party verifications or audits are gaining traction in impact investing,
including in the impact VC community. Independent auditors or verification
agencies assess the accuracy and reliability of impact claims. The literature
indicates that third-party verification, such as Bluemark, can address
potential “impact-washing” concerns and improve the rigour of the impact
assessment (Andreoli, Brunelli, and Taticchi 2023; Thirion et al. 2022).
However, the costs and resource implications of verification processes can
exceed the benefits for smaller-impact VCs.

In conclusion, governance and reporting practices in impact VC can help
improve transparency and accountability between investors and investees.
Contractual arrangements, impact disclosure, oversight mechanisms, and
third-party verification schemes can all help further the legitimacy claims of
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impact management in impact VC. While debates persist on various aspects
of governance and reporting in impact VC, including the balance between
flexibility and rigidity of these arrangements, the literature underscores the
potential of these structures to enhance accountability.

2.3 Theoretical approaches to impact investing

This section presents agency and stewardship theories and applies them to
impact investing and the VC context. This is followed by the development of
a theoretical framework that integrates the core structures of impact
management with agency and stewardship theories, concluding the literature
review.

2.3.1 Agency view to impact-driven venture capital

Agency theory has been broadly applied in the VC context to study the
relationships between LPs, GPs, and investees. Principal-agency approaches
have been used to study the performance of VC financing (Welter, Holcomb,
and Mcllwraith 2023; Tarrade 2012; Sapienza and Gupta 1994; Van
Osnabrugge 2000), VC incentives and compensation (Jaaskeldinen, Maula,
and Murray 2007; Buzzacchi, Scellato, and Ughetto 2015; Stritling,
Wijbenga, and Dietz 2012) and to VC governance structures (Sahlman 1990b;
Bergemann and Hege 1998). Agency theory has also been applied to impact
investing fields (Thirion et al. 2022; Spiess-Knafl and Scheck 2017). This is
likely due to the possibility of agency costs, such as goal misalignment,
occurring due to the simultaneous pursuit of multiple objectives in impact
investing.

Agency theory views individuals as rational utility-maximisers and sees
relationships as contracts under which the principal engages someone else -
the agent - to perform a service, which involves delegated decision-making
powers (Jensen and Meckling 1976). According to theory, since both the
principal and the agent are fundamentally self-interested, they will have
divergent interests. Jensen and Meckling (1976) rejected the personalisation
of the firm, meaning that “firms don’t act, only individuals act” (Jensen and
Walkling 2011; Gindis 2020). Therefore, a closer analysis of the behaviours
and structures governing individual impulses is considered important.

To limit individual divergences, the principal will incur agency costs. These
include monitoring and bonding expenditures that take resources, such as
time or money (Jensen and Meckling 1976). For example, monitoring
involves information-gathering efforts, such as audits or organisational
guidelines, and the implementation of incentive compensation systems that
help align the interests of the principals and agents (Fama and Jensen 1983).
The principal and agent can also be bonded together through contractual
guarantees or limits on the agent’s decision-making power.
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Several principal-agent relationships are present between different investors
and investees in finance. VCs are structured as limited liability partnerships
(LLPs) whereby investors become LPs and the VC managers become GPs of
the fund (Sahlman 1990b; Thirion et al. 2022). The LPs can be financial
institutions such as investment banks, pension funds, high-net-worth
individuals, or endowments. Typically, this means that the GP autonomously
exercises complete control over the fund life cycle, and the investor is legally
constrained from direct involvement (Jaaskeldinen, Maula, and Murray
2007). This delegation of responsibility gives rise to agency problems such as
goal divergence and information asymmetries as GPs hold specialised
knowledge and a high degree of discretion in investment decisions. For
example, LPs might seek capital efficiency, trying to reach the maximum
financial gains with the least investment possible, while GPs might be
incentivised to maximise fund size to reap higher management fees.

LPs seek to limit the risk of agency problems arising by using structured
selection processes and criteria when deciding to invest capital into a VC,
which is comparable to how the GP in a VC selects investee companies
(Barnes and Menzies 2005). The process includes sequential steps in deal
origination, screening, evaluation, and completion of the investment
agreement. LPs employ multiple criteria, including intangible and informal
aspects, such as reputation and relationships, when making investment
decisions (Ibid.). Some of the key defining factors influencing LP’s choices
are the VC firm’s track record, the level of perceived trust, and the level of
perceived controllability (Kollmann, Kuckertz, and Middelberg 2014). LPs
also look for an early consensus within their team about a GP because the
opportunity costs of carrying out in-depth due diligence, later on, are
relatively high (Barnes and Menzies 2005).

However, even by doing careful due diligence, LPs do not know what
portfolio companies the GP will invest in. The LP and GP can discuss the
overall fund strategy, but the specific target companies are unknown.
Therefore, LPs have limitations in ex-ante assessments of their investment
decision. After investing in a fund, the LP cannot influence the portfolio
company selection. The LPs are also highly constrained in withdrawing
capital if the fund’s performance does not meet their expectations. For
instance, the ex-post withdrawal of LP financing from undesired investments
requires the agreement of fund managers and other LPs who have invested
in the fund. In addition, ex-post evaluation is difficult for LPs as principals
cannot efficiently and deeply monitor multiple simultaneous investments,
deepening the information asymmetries (Sahlman 1990a).

From the agency perspective, contracts that link compensation systems to
performance help minimise some of these agency costs. Contracts include
provisions on management fees and fund manager compensation, overall
fund management covenants, and exclusions of certain types of investments
(Kollmann, Kuckertz, and Middelberg 2014). Typically, GPs are
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compensated through management fees that are about 2-2.5% and a
proportion of profits over the fund lifecycle, with the net capital gain of the
fund (carried interest) forming the largest (about 20%) source of incentives
(Sahlman 1990Db).

Impact-driven investors, including impact VCs, face similar agency problems
as generalist VCs described above. Impact VCs are also structured as limited
partnerships, but the duality or plurality of goals requires more complex and
resource-intensive goal alignment practices, leading to potentially even
higher agency costs for impact VCs (Tracey and Jarvis 2007). LPs can take
GPs' impact management practices as a sign of accountability, minimising
the likelihood of impact-related agency problems (Agrawal and Hockerts,
2019). An attempt to impose social responsibilities, on top of financial ones,
might also lead to higher agency costs, and thus decrease the welfare gains of
shareholders (Jensen and Meckling 1976; Gindis 2020). The LPs can
introduce specific structures that help ensure the dual financial and non-
financial objectives are met. LPs can require regular reporting on financial
performance as well as on impact (Sahlman 1990b). Governance structures
can be set up in ways that control and monitor the agent, for instance by
having boards regularly oversee impact performance, or by setting up
advisory committees that help implement best practices in the impact
(Kollmann, Kuckertz, and Middelberg 2014).

Impact VCs tend to apply a similar compensation structure to traditional VC,
employing slightly higher management fees ranging from 2-4% to reflect the
enhanced administrative expenses that involve impact management (Spiess-
Knafl and Scheck 2017) and to make up for the smaller fund sizes of impact
VCs (Thirion et al. 2022). When the principal seeks dual objectives, financial
and non-financial, intricate compensation structures are implemented to
capture both dimensions and to ensure that financial goals do not crowd out
the impact fund’s social or environmental objectives (Cetindamar and
Ozkazanc-Pan 2017; Ebrahim, Battilana, and Mair 2014; Cornforth 2014).
Thirion et al. (2022) found that in situations with lower levels of trust, for
instance when GPs are unfamiliar with LPs, principals accept higher agency
costs and engage in more monitoring. Rigorous impact management,
including impact-linked compensation and third-party verification, can help
LPs limit the likelihood of greenwashing or gaming impact metrics (Ibid.).

The second key principal-agent dynamic - between the VC general manager
(GP) and the investee enterprise founder or manager - has received less
scholarly interest (Agrawal and Hockerts 2021). When a VC invests in a start-
up, a forward exchange takes place whereby the returns of the transaction
will only be generated far in the future (Hung 2006). Like LP-GP
relationships, the GP-investee relationship runs the risk of goal divergence
e.g. valuations, goal-setting, strategy elaboration, resource allocation, risk
management, and exit timing (Busenitz et al. 1997). Further divergences can
occur in the context of blended objectives characteristic of the impact VC
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context (Ferreira et al. 2014) and in cross-border VC investments due to
cultural differences (Dai and Nahata 2016). Therefore, according to agency
theory, GPs acting as principals need to ensure formal contracts and impact
incentives are made vis-a-vis their investee-agents, for instance by ensuring
that both principals and agents have an equity stake in the venture (Stratling,
Wijbenga, and Dietz 2012). GPs can also incentivise impact by introducing
impact-linked variable compensation schemes for the management team of
their investee start-ups. Agents can also pre-empt the principal's concerns
through contractual terms that institute the commitment to impact goals
throughout the long investment cycles. To this end, there are examples of
impact-driven start-up founders calling on their principal - the impact VC -
to include a statement of impact intention in the legal documents, before
proceeding with the deal (ImpactVC, 2023).

Yet there are many instances in the VC-investee relationship where the
predictive power of agency theory is insufficient (Arthurs and Busenitz 2003;
De Clercq and Sapienza 2001; Agrawal and Hockerts 2021). While strict
contracts are a common way of managing the VC-investee relationship,
scholars have suggested that investee agents may become less inclined to
transparency and advice-seeking in difficult situations for the fear of
sanctions and that formal contracts limit the capacity for pivoting in firm
strategy or innovations (Stratling, Wijbenga, and Dietz 2012; Busenitz et al.
1997). It has also been argued that share-based incentivisation, prescribed by
agency theory, can deflate the investee-agent’s intrinsic motivation and
degree of psychological ownership as it limits the freedom of choice for the
founder (Wasserman 2006). Furthermore, investees themselves can face
agency risks if principals change their investment decisions.

There is a gap in the impact investing literature on studies analysing inter-
organisational relationships, namely the investor-investee and investor-
investor relationships (Bengo, Borrello, and Chiodo 2021; Agrawal and
Hockerts 2021). There have also been calls to improve the theoretical
understanding of inter-organisational relationships, notably through the
application of principal-agent theory (Agrawal and Hockerts 2021).
Nevertheless, the principal-agent model also has limitations in its
explanatory potential of impact management in impact VCs. Since agency
theory is based on rational choice modelling with several simplified
behavioural assumptions, it struggles to describe the more cooperative and
intrinsically motivated behaviours of impact investors (Bghren 1998).
Moreover, agency theory is an empirically valid perspective when combined
with a complementary perspective (Eisenhardt 1989). For these reasons, the
next chapter of this review will explore an alternative approach -
stewardship theory - to inter-organisational analysis in impact VC.

2.3.2 Stewardship view to impact-driven venture capital
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An alternative and complementary perspective to agency theory is provided
by stewardship theory which has its roots in sociology and psychology
(Madison 2014; Wasserman 2006). Where agency theory rests on an
individualistic, self-serving, and simplified understanding of individuals,
stewardship theory highlights that human nature is a collectivist,
cooperative, and pro-organisational (Davis, Schoorman, and Donaldson
1997). Agency theory’s expectation of goal divergence applies well to mature
companies where executives are outsiders (as opposed to founders of
companies), and where coordination has become formalised through control
mechanisms (Wasserman 2006). Meanwhile, stewardship theory may be
more appropriate for new ventures, where the investors, co-investors and
founders’ goals are more likely to align through equity financing (Ibid.).
Stewardship theory complements agency theory in its emphasis on the
capacity of psychological or situational factors to increase goal alignment
between the principal and agent or steward. Instead of a purely economic
approach focusing on opportunism, relationships can be based on trust and
reciprocity and share mutual goals such as learning and long-term mutual
gains (De Clercq and Sapienza 2001).

Stewardship theory is more cautious about the role of control, monitoring
and incentivisation mechanisms than agency theory. It holds that stewards
will perform better with appropriate management structures that give rise to
perceptions of benevolence and that are conducive to stewardship behaviour
(Davis, Schoorman, and Donaldson 1997; Cruz, Gomez-Mejia, and Becerra
2010). Inclusive, flexible and stewardship-aligned organisational structures
should feature delegated decision-making responsibilities and participative
governance structures (Eddleston, Kellermanns, and Zellweger 2012). For
instance, founders who experience high degrees of psychological satisfaction
and hold equity ownership may require less cash compensation for running
the firm (Wasserman 2006). Similarly, GPs may have self-selected into
impact VCs, consciously foregoing greater financial profits of traditional
investing in favour of making a positive impact in the world through their
careers. In addition, principals with a higher risk appetite, which is
characteristic of VCs, are more likely to tolerate uncertainty (Davis,
Schoorman, and Donaldson 1997). These LPs are less likely than their risk-
averse peers to institute control and incentive schemes to limit goal
divergence. From the stewardship perspective, GPs and investees (founders
or start-up managers), who identify with the mission of the start-up, should
be seen as reliable stewards, rather than agents whose self-interested
activities need to be monitored and controlled (Cruz, Gomez-Mejia, and
Becerra 2010).

This explains why GPs in an impact VC could exhibit high degrees of goal
alignment even with low or no formal controls. The introduction of formal
contracts or governance structures, prescribed by agency theory, could prove
to be counterproductive because it decreases trust and perceived
benevolence between the parties (Cruz, Gomez-Mejia, and Becerra 2010).
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Instead, emergent interpersonal experience or ‘relational’ contracting could
help the LPs, GPs, and investees build an appreciation of each other’s
intrinsic motivations, attitudes, and behaviour patterns (Stratling, Wijbenga,
and Dietz 2012). Trust is built as individuals, rather than as signatories to
formal contracts (Ibid.). Relational contracting has even been found to be
more effective than legal contracts in venture capital because trust can serve
as a competitive advantage and translate into improved funding
opportunities (Barney and Hansen 1994; Bottazzi, Da Rin, and Hellmann
2016). Relational and collaborative practices, aligning with stewardship
theory, are therefore highly characteristic of the impact VC context (Gordon
2014; Schliitter et al. 2023).

The stewardship approach builds on motivational theories that highlight
nonpecuniary psychological rewards and hold that money might not be the
optimal primary motivator of individuals (Herzberg 1959; Maslow 1943). In
particular, sources of extrinsic motivation, such as monetary compensation,
have been found to displace intrinsic motivation, influencing the social,
ecological, and existential values of the manager (Ims, Pedersen, and Zsolnai
2014; Wasserman 2006; Kohn 1993). Pay-for-performance schemes are
effective in the context of the private sector when managers hold a degree of
discretion over their rewards, pay can be linked to relevant performance
outcomes; and there is aconsensus about measures of individual and
organisational success, as well as adequate funding in the organisation
(Ingraham 1993). At the same time, performance-based pay has been found
inappropriate for the public or social sectors, where the link between
performance and outcome is missing and monetary compensation is not the
primary motivator for employees seeking to bring about public goods and
increase social equity (Chrisman et al. 2007; Cruz, Gbmez-Mejia, and Becerra
2010; Eddleston, Kellermanns, and Zellweger 2012; Madison 2014).

There is a debate in management and business ethics literature on whether
to apply agency or stewardship theory to business activity (Davis,
Schoorman, and Donaldson 1997; Godos-Diez, Fernandez-Gago, and
Martinez-Campillo 2011). In practice, individuals engaging in business are
driven by a wider set of drivers than suggested by the traditional economic
model of behaviour. Therefore, researchers have sought to consider
alternative perspectives such as stewardship concerning family firms
(Chrisman et al. 2007; Cruz, Gomez-Mejia, and Becerra 2010; Eddleston,
Kellermanns, and Zellweger 2012; Madison 2014), where intrinsic
motivations are particularly likely to be present. In addition, there have been
efforts to apply the stewardship approach to other areas such as the buyer-
supplier relationship (ABlander, Roloff, and Nayir 2016) and the dynamic
between investors and start-ups (Wasserman 2006; Dawson, Paeglis, and
Basu 2018).

In the impact VC investment chain, the actors are likely to share the potential
characteristic of intrinsic motivation with the employees of the public and
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social sectors. According to stewardship theory, this high degree of
motivation replaces the need for extrinsic incentives prescribed by agency
theory (Cuevas-Rodriguez, Gomez-Mejia, and Wiseman 2012). Impact VCs
might struggle to pinpoint the contribution of the investment to societal
outcomes, and in some cases, fund managers' primary motivational drivers
could be non-financial. In an empirical study of early-stage impact investors,
Thirion et al. (2022) found that high-trust stewardship relationships do not
require impact-based compensation or rigorous impact-based reporting as
LPs and GP's interests are broadly aligned anyway.

Stewardship theory has faced criticism for excessive idealism, leading to the
argument that its relevance is limited and can only be applied on a case-by-
case basis (Lehrer and Segal 2020). Moreover, stewardship is built one
relationship at a time depending on the individual’s perception of the
situation at hand (Davis, Schoorman, and Donaldson 1997). Therefore, true
stewardship organisations are considered rare, and when they exist,
stewardship characterises only a part of the organisation (Lehrer and Segal
2020). For these reasons, it is important to explore agency and stewardship
approaches in parallel, acknowledging that they can exist alongside each
other.

2.3.3 Theoretical framework

The final section of this literature review presents the theoretical framework
that draws on both agency and stewardship theory, delineating their
descriptive potential in various instances of the impact of the VC context. The
actors in the impact VC context exhibit the central principles of both agency
and stewardship theories. As a space that places great importance on
financial value creation through formal contracts, it aligns with agency
theory. As a value-driven and sustainability-oriented field of activity that
seeks to do good in the world simultaneously, it is consistent with the
stewardship approach. Agency theory applies to a focus on measurable
performance and a productivity orientation, while stewardship theory is well-
suited for work environments with a high degree of “calling”, organisational
commitment, and a sense of purpose. Impact VCs combine these logics,
suggesting theory integration is necessary to explain impact-oriented
behaviours of the actors in the investment chain. The prevalence of agency
and stewardship in the LPs and GPs of impact VCs depends largely on
individual behaviours and motivational drivers. However, certain impact
management structures seem to bring about stewardship behaviours
between investors, while others align more with agency.

An analytical examination of the building blocks of impact management can
help shed light on the organisational culture, individual motivations, and
degree of alignment between key actors in an investment chain. From the
academic perspective, the categorisation of impact management structures
along with their pertinence with agency or stewardship approaches can bring
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out novel insights into the evolving best practices in the impact VC industry
and contribute to theory-building for the growing body of impact investing
research. Distinguishing between agency and stewardship relationships has
academic value because it brings new insights into partnership dynamics and
sheds light on their temporal evolution (ABlander, Roloff, and Nayir 2016).

Managerial insights can be gained about the possible strategies available to
encourage prosocial investment decisions and impact-related actions, which
in turn can improve the competitiveness and longevity of the LPs’ and GPs’
impact investing endeavours (Hernandez 2012). The empirical scrutiny of
relationships and their analytic categorisation along agency or stewardship
perspectives has allowed scholars to make compelling insights into how
specific mechanisms influence the performance (Wasserman 2006;
Chrisman et al. 2007). For instance, later-stage enterprises are more likely to
require control and bonding mechanisms prescribed by agency theory while
new ventures that are run on trust and intrinsic motivations can be better
analysed through stewardship theory (Wasserman 2006). At the same time,
the turning point moments in the investment lifecycle, e.g. the decision to
invest capital lends itself to the agency theory (Kollmann, Kuckertz, and
Middelberg 2014), while activist investment management in an impact VC
follows prescriptions of the stewardship approach.

Both agency and stewardship theories predict a feedback loop between
principals and agents or stewards. Certain structures, such as controls or
rewards, create different results. Agency theory emphasises how certain
structures can help fix information asymmetries between principals and
agents. Meanwhile, stewardship theory underlines how certain structures are
translated through cognitive and affective mechanisms into desired
outcomes. In both theoretical approaches, structures play an important role
in mediating behaviours. From these perspectives, the impact management
structures in contemporary impact VCs can therefore foster, enable,
sanction, and control agents or stewards with different results.

The agency and stewardship theories differ in six key dimensions
summarised in Table 1 that can be applied to the impact VC investment chain
(ABlander, Roloff, and Nayir 2016; Davis, Schoorman, and Donaldson 1997).
This stylized distinction between agency and stewardship approaches helps
explore the impact management structures and the associated agent or
steward behaviours found in the impact VC investment chain. These
structures are then brought into the theoretical framework (Figure 1) which
shows how both agency and stewardship orientations can apply to the same
set of relationships at different points in time depending on the choices the
LPs and GPs make.

First, agency and stewardship theories make different predictions about the
desirable degrees of autonomy because of differing views about interest
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Agency theory Stewardship theory
Autonomy Agent (GP) must be Steward (GP) acts autonomously

controlled and monitored by [ in the interest of the principal

the principal (LP). (LP). Limitation of autonomy

Limitation of autonomy leads to resistance.

reduces goal divergence.
Motivation Extrinsic or monetary Intrinsic or collective welfare-

motivations. oriented motivations.

Monetary incentives Monetary incentives can be

necessary. counterproductive.
Identification | Weak identification with the | Strong identification with the

organisation. organisation.

Pursuit of personal goals. Pursuit of organisational goals.
Authority Formal power relations Non-hierarchical relations,

through contractual clauses. | loyalty, and mutual respect.
Stakeholder Strict shareholder Behaviour is ethically guided at
orientation orientation. benefitting diverse stakeholders.
Short vs. long- | Static relationships due to Over time, increased trust,
termism risk of opportunistic mutual understanding, and

behaviours. collaboration.

Table 1. Six dimensions of agency and stewardship in the impact VC context. Adapted
from ABlander, Roloff, and Nayir (2016) and Davis, Schoorman, and Donaldson (1997).

alignment between parties. Agency theory considers that principals' and
agents' interests tend to differ, which is why control mechanisms (monitoring
and incentives) are needed to reduce the room for manoeuvre for the agent.
Examples of how these mechanisms would manifest in the impact VC
investment chain would be detailed supervision and close oversight, an
independent board of directors (potentially with a board seat for the
investor), strict reporting, and data collection systems that might be
contractually required. Stewardship theory expects that both the investor
and investee fundamentally care about the company’s best interests, as
opposed to maximising their private utility (Caldwell et al. 2008). Formal
limitations of autonomy are considered counterproductive as they reduce the
leeway for the impact VC or the start-up founder to focus on delivering
positive results (ABlander, Roloff, and Nayir 2016).

Second, agency and stewardship theories differ considerably in their
conceptualisation of motivational drivers. Agency theory presumes that
agents are extrinsically motivated, notably by self-interest or monetary
rewards, while stewardship theory underlines the importance of self-
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actualisation and job satisfaction which lead to high degrees of intrinsic
motivation (Davis, Schoorman, and Donaldson 1997; Sundaramurthy and
Lewis 2003). For example, impact-linked compensation mechanisms, such
as impact-carry could indicate an agency relationship is in place if LP-
principals seek to limit the likelihood of shirking for the GP-steward. At the
same time, an absence of compensation or incentivisation structures would
suggest individually motivated employees who have a strong cognitive focus
and an emotional attachment towards furthering collective interests
(Hernandez 2012).

Third, the degree of identification with the organisation can serve as an
indicator of whether agency or stewardship theory applies (Davis,
Schoorman, and Donaldson 1997). An agent would be expected to have weak
bonds of solidarity with the organisation or engage in blame-shifting for
organisational failure (ABlander, Roloff, and Nayir 2016). In contrast, people
with high identification - such as investors who choose to work with impact
because of intrinsic motives - are more likely to become stewards (Davis,
Schoorman, and Donaldson 1997). Moreover, agency theory was developed
for corporate contexts where principals and agents belong to the same
organisation. Yet, GPs do not belong to the same organisation as LPs. Since
both GPs and investees tend to have multiple principals, they have a limited
capacity to identify with the principal’s organisation. A GP running multiple
funds may have as their principal a different set of LPs from fund to fund.
However, Mael and Tetrick (1992) define identification with a psychological
group or organisation as the perception of sharing experiences or
characteristics with members of the group. Further, individuals can identify
with multiple entities and social groups (Ashforth and Mael 1989). Both
productivity-oriented behaviours and behaviours exhibiting organisational
commitment can exist in parallel (Nyhan 2000). This holds especially true

for the impact VC context, where people pursue productivity on par with a
‘greater’ mission towards positive change. Therefore, GPs, as well as their
investees, can in theory identify with their wider social group - impact-driven
investor and entrepreneurship community — as well as their immediate
organisation or employer. In addition, some impact VCs run renowned
incubators, which lead to investee identification as alumni of the programme.

Fourth, agency theory highlights several formal mechanisms, such as
contractual clauses that foresee sanctions for impact-related mission drift, or
the threat of withdrawal of future or present financing. These mechanisms
ensure that the principal holds sufficient power over the agent, limiting the
likelihood of opportunistic behaviour. In contrast, stewardship theory
suggests that the authority of the principal is informally accepted, and
personal relationships based on mutual respect and trust help uphold the
power balance (ABlander, Roloff, and Nayir 2016). The principal can enhance
confidence in this relationship by trusting the autonomy and motivation of
the steward (Davis, Schoorman, and Donaldson 1997).
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Fifth, agency theory holds that the task of an agent is to maximise utility for
a single group of stakeholders - the shareholder. The interest mismatch
between agent and shareholder can be alleviated by aligning the financial
rewards of the agent (e.g. through equity ownership) with those of the
principal (Jensen and Meckling 1976; Fama and Jensen 1983). In contrast,
the stewardship view accentuates the need to align with various sets of
stakeholders, such as employees, suppliers, clients and the wider community
(ABlander, Roloff, and Nayir 2016; Caldwell et al. 2008). In addition, the
more stewards are exposed to multiple stakeholder perspectives, the more
likely they are to regard those alternative perspectives (Hernandez 2012).

Finally, the two theories differ in the time horizons that agents or stewards
face in their work. Unless corrected through long-term financial incentives,
the agent is expected to have a short-term perspective and choose options
that benefit them personally (Davis, Schoorman, and Donaldson 1997). The
stewardship view emphasises personal and psychological links between the
steward and the principal’s mission, which enhances the level of trust and
identification, creating a more long-term orientation for the steward’s
behaviour (ABlander, Roloff, and Nayir 2016). In terms of impact
management, the structures that can facilitate long-termism in stewards
include regularised social exchanges (e.g. through physical proximity), a
strong sense of collective responsibility through an understanding of diverse
stakeholders (e.g. through community meetings), well-articulated collective
organisational cause (e.g. mission statements), and employee development
(e.g. impact training initiatives) (Hernandez 2012).

LPs, GPs, and investees engaged in the impact VC investment chain make
multiple choices about how they organise their impact management systems.
Due to the heterogeneity of impact investment and the lack of impact
management best practices, each impact VC investment chain ends up with
a slightly different approach. Stewardship or agency dynamics often occur
without conscious analysis of whether impact management is based on
formal, contractual arrangements helping prevent agency problems, or on
trust, intrinsic motivation, and informal collaboration to further impact
goals. A central tenet of stewardship theory is that when the actors make
different structural agency and stewardship choices, negative consequences
can arise (Davis, Schoorman, and Donaldson 1997). In family firm research,
an introduction of an agency structure such as a board of directors by a
business owner, whose manager identifies as a steward hinders performance
(Pieper, Klein, and Jaskiewicz 2008). A mismatch in choices would risk
opportunistic behaviour from a VC agent operating in a stewardship
environment, or a loss of organisational commitment for a founder-steward
facing stringent agency controls. In other words, conflicts of interest arise
when agency structures are introduced for actors who identify as stewards,
or when stewardship structures are governing what is a principal-agent
relationship.
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Principal delegates impact management:
- Enforces through contracts
- Monitors via boards H
- Incentivises with impact carry

[— invested capital j [— equity / debt ﬁ

GP
. Llf agent / INZ;:SI};EE
principal principal

tfinancial returns & impactJ L financial returns & impact —J

Agent executes based on controls & incentives:
- Prioritises what is measured
- Reports to boards as required
- Driven by impact-linked pay

Principal empowers autonomous impact management:
- Informal contacts & joint goal-setting
- Collaborates via advisory committees
- No impact-linked monetary incentives

[— invested capital j r— equity / debt ﬁ

GP NVE
P i steward / ' stewSaTrgE
princip principal

L financial returns & impact —J L financial returns & impact —J

Steward drives impact independently:
- Self-manages impact
- Proactively measures and reports
- Intrinsically motivated & mission-oriented

Figure 1: Agency and stewardship theories applied to impact management in VC.

Figure 1 outlines how impact management in venture capital aligns with
agency theory (above) and stewardship theory (below) based on the insights
from the literature review. Since financial performance is outside the scope
of this study, the diagram in Figure 1 sets out how accountability toward
positive societal or environmental impacts is attained through impact
management structures.

From the agency perspective, the LP is the principal, who in choosing a fund
to invest in, delegates the decision-making powers to the GP. The agent is the
GP representing the fund, who is responsible for execution. The GPs finance
promising impact-driven companies with equity (and seldom debt). In this
way, the investment chain generates both financial returns and makes a
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positive difference. Since agency theory assumes that the LP and the GP are
guided by self-interest, control and incentive mechanisms are needed to align
investor goals. LPs should therefore include impact in their control and
reward mechanisms, for instance contractual obligations for reporting on
predefined impact goals or impact-linked compensation. The GPs then
execute in line with the predetermined impact objectives, guided by the
impact management structures in place. They prioritise what is measured,
comply with the reporting requirements, and derive motivation from
extrinsic sources such as impact-linked pay.

A similar dynamic applies between the GP and the investee, which albeit
outside the scope of this study, is important to consider. As outlined in Figure
1, the GP wears a double hat as a financial intermediary. Apart from their
executing role as an agent, the GP is a principal with full command of
investment decisions once the fund is raised. In impact VC, the GP will seek
to invest only in companies that have the potential to deliver considerable
impact alongside or above financial returns. The GP then delegates the
impact-making function to the investee, who can be a young company, start-
up, or social enterprise with an impactful business model. According to the
agency view, the investee risks engaging in self-interested or opportunistic
behaviour, and therefore the principal-GP needs to institute several concrete
and formal control mechanisms to avoid goal discrepancies. The GP can also
incentivise the investee to behave in an impact-oriented way by linking a
proportion of the investee company management’s variable compensation to
impact goals, or by conditioning future financing on impact performance.

In stewardship theory, LPs empower GPs as trusted stewards, emphasizing
trust-building, joint goal setting, and patient, long-term impact
collaboration. The LPs do not require strict impact-linked obligations,
respecting stewards' autonomy. The stewards, be it GPs or the investees,
carry out proactive ex-ante impact assessment and ex-post impact
evaluation. Both GPs and investees are intrinsically motivated to create a
positive impact. Since both the LP and the GP representing the impact VC
are driven by collective interests when it comes to impact, the GP becomes a
trusted steward of the LP. They then collaborate and build trust through
frequent contacts and information exchanges, engaging in joint target-
setting and impact assessment exercises. They are committed to making an
impact in the long term and are patient even if the desired impacts take time
to manifest. According to stewardship theory, an introduction of impact-
carry mechanisms or strict impact-linked contractual obligations can be
counterproductive as they decrease the stewards' discretionary powers and
infringe on their autonomy and potential motivation.

From the stewardship perspective, the GP is a steward vis-a-vis the LP and a
principal vis-a-vis the investee. As a principal, the GP behaves in a highly
collaborative manner and is confident in the investee’s impact-making. The
impact VC is likely to engage in active ownership, performing several
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advisory and impact-related capacity-building functions. The contacts
between the GP and the steward-investee are frequent and informal.
Together, LPs and GPs set impact targets, measurement methods, and data
collection practices. Stewardship theory argues that impact-linked
managerial compensation would be counterproductive, especially if the
investee company is run by founders who are likely to be highly intrinsically
motivated and identify with the impact mission. The investees seek to
enhance the impact potential of their business autonomously and to measure
and report on impact proactively. Both the investee steward and the GP
steward are fundamentally driven by intrinsic motivations to make a positive
impact.

It is important to note that Figure 1 is a stylised diagram that seeks to enable
the categorisation of impact management structures in empirical data. Each
agent or steward has multiple principals and must also balance the respective
requirements of the other investors. Agency theory would predict that the
impact requirements of the largest investors are prioritised by the agent. In
contrast, the stewardship view posits that the steward's high degree of
autonomy creates conditions that are favourable for aligning with the
interests of multiple principals. For instance, a GP-steward can choose a
proactive impact reporting strategy that surpasses the expectations of their
investors, and an investee-steward will keep building the most impactful
possible product due to intrinsic motivations.

A central aim of this study is to assess whether the agency or stewardship
approaches, or both, are better suited to explaining the impact VC
phenomenon. The study does not privilege one theoretical approach over the
other. Instead, it seeks to objectively reflect on the empirically observed
relationships and the related control and incentive structures to position the
findings in academic theory. Actors in the impact VC chain of investment
make several structural choices regarding how to approach impact. A key
premise of this dual theoretical approach is that a mix of both theories can
apply within the same investment chain.
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3 Research material and methods

The methodology chapter outlines the abductive research design that was
employed to answer the research questions and to attain the core research
objectives: understanding the impact management mechanisms in impact
VCs and contributing to the theoretical development of the nascent literature
on impact-driven VCs.

3.1 Abductive research design

Given that the subject matter at hand is not well understood, namely that
there is a literature gap on the investment chain in the context of early-stage
impact investments, an exploratory qualitative research approach was
selected for this study (Eisenhardt 1989; Bouchard 1976; Ellis, Strauss, and
Corbin 1992). The literature review highlighted that phenomena related to
impact investing are raising scholarly interest, but the specific circumstances
of early-stage investing, and its impact management structures have been the
subject of little academic inquiry. The novelty of early-stage impact investing
as a phenomenon lends itself well to descriptive approaches (Agrawal and
Hockerts 2021). In addition, qualitative analysis is well-suited for theory
generation, elaboration, and testing (Lee, Mitchell, and Sablynski 1999). By
collecting qualitative data from the impact VC investment chain, this study
makes sense of understandings and meanings of impact management among
investors (Coffey and Atkinson 1996). Notably, the methodological choice of
exploratory qualitative research may have constraints in terms of
generalizability and the potential for subjectivity in both data gathering and
data interpretation.

Whilst the area of study is an emerging one, it is not without an existing
theoretical basis. Agency and stewardship theories have informed the basic
parameters of this study, in particular giving direction to avoid arbitrary or
overly abstract empirical findings (Alvesson and Karreman 2007). Therefore,
this study is not a purely inductive inquiry seeking to explore with an open
mind and without any a priori assumptions and engage in theory-building by
interpreting the data (Gioia, Corley, and Hamilton 2013; Mantere and
Ketokivi 2013). Neither is the objective of this study to engage in positivist
theory-testing of agency and stewardship approaches in new contexts,
attempting to deduce the applicability of the theories to this context (Creswell
2014; Mantere and Ketokivi 2013) or to discover an objective truth about the
phenomenon (Hurley, Dietrich, and Rundle-Thiele 2021). To take a fully
deductive approach to this subject matter, it would be beneficial to have a
more mature underlying theoretical framework and potentially a hybrid
approach, applying both qualitative and quantitative methods (Edmondson
and Mcmanus 2007). However, when existing discernments about a
phenomenon are modest, qualitative methods can be better suited than
quantitative methods to uncover potential unexpected consequences (Ghauri
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and Gronhaug 2005) of impact management structures in impact VCs and
their alignment with agency and stewardship theories.

Therefore, this study employs an abductive research design, recognising the
fact that theory has set some boundaries for the inquiry, but that the
empirical data need not neatly fit within the brackets of existing theories
(Thompson 2022). Through abductive research, this study aims to find out
the most logical and useful explanations for impact management in practice
in the impact VCs (Reichertz 2013; Thompson 2022) and to improve on the
current theoretical understanding by analysing how empirical findings align
with and differ from the prescriptions of agency and stewardship theories
(Schwartz-Shea and Yanow 2013).

The abductive research design allows for a hybrid approach, incorporating
existing theories and grounding the findings in pre-existing knowledge in the
manner of deductive analysis, while remaining open to new empirical
findings from raw data in the manner of inductive analysis (Coffey and
Atkinson 1996; Alvesson and Kiarreman 2007; Kelle 1997). Whilst abductive
research design is beneficial for theory generation and openness to
unexpected findings, its use adds a degree of complexity. To ensure
methodological rigour, this study follows the step-by-step guide to abductive
thematic analysis developed by Thompson (2022) by building on the key
principles of seminal abductive research. These principles include engaging
in an open-minded and context-aware inquiry, iterating between findings
and theory and findings again, and integrating data with theory in a reflexive
manner (Alvesson and Karreman 2007; Kelle 1997; Timmermans and Tavory
2012).

3.2 Data collection

The data collection process started with a review of secondary data on impact
management in VC and impact investing. This involved analysing impact and
sustainability reports of leading funds, community articles sourced from
platforms like Crunchbase, Pitchbook, and Sifted, as well as insights gained
from podcast interviews with impact VC LPs and GPs. Secondary data helped
formulate the semi-structured interview questionnaires (annex A). Many of
the interview questions concerning impact management structures could be
answered with publicly available information, leaving time in the semi-
structured interviews to focus on the lived experiences and perceptions of
interviewees.

Primary data collection was done through semi-structured interviews with
LPs and GPs within the impact VC space in Europe and North America
between May and October 2023. The guiding principle behind the choice of
semi-structured interviews was to attain rich empirical insights into the
diversity of experiences with impact management and the related
accountability structures, which are not possible to derive from other
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sources. Publicly available secondary data was used to corroborate findings
and to check contextual details after the interviews.

3.2.1 Sample selection

This section outlines the process and rationale for selecting interview
participants for the primary data collection phase of this study. It delves into
the criteria for selecting participants and the sampling methods employed.

The focus of the sample selection was to interview both impact venture
capital firms (GPs) and their investors such as governmental agencies,
foundations and non-profits, financial institutions, or higher education
institutions (LPs). I employed three main criteria for participant selection.

First, to be selected for the sample, the GPs were required to have a clear
focus on the impact of their investment activities and the LPs had to have
invested into such GPs. In the EU, this included LPs and GPs that aligned
with either Article 8 or 9 of the Sustainable Finance Disclosure Regulation
(SFDR). Article 8 funds promote environmental or social characteristics
alongside financial objectives, while Article 9 funds pursue positive impacts
on society or the environment through sustainable investments. While
impact VCs would typically be considered Article 9 funds, due to the novelty
of the regulation resulting in diverse approaches to self-classification, both
types of funds were included. In North America, where the SFDR does not
apply, participants needed to have an impact investing activity and identify
as impact investors for at least one third of their portfolio. This was to ensure
that the participants had the knowledge and experience to discuss impact
management practices, explain the rationale behind their implementation,
and detail how these practices functioned within their organizations. This
commitment was confirmed through public declarations of intent to
prioritize impact alongside or above financial returns.

The second criterion was that the geographic base or a portion of investment
activity (over 30%) had to be in either Europe (namely in the countries of the
EU or the UK) or North America. Verification was done based on the location
of headquarters or through the geographical breakdown of investments on
Preqin Pro.

Third, participants had to invest in early-stage (rounds A and B, along with
the initial ‘seed’ round) venture capital. The objective of this criterion was to
capture the impact management practices in the specific early-stage context
that is particularly fraught with uncertainty. Distinctions between funding
rounds vary by region and industry, thus this criterion was determined
through a combination of website disclosures and/or the presence of VC
investments noted in the Preqin Pro database.
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Figure 2: Semi-structured interview sample.

Given the dynamic nature of the impact-driven venture capital industry and
the challenge of securing interviews with high-profile professionals, a non-
probability sampling approach was adopted. I chose to combine convenience
and snowballing techniques so that the interviews were secured through
personal professional and academic networks with contacts that met the
criteria. Subsequent interviews primarily followed a snowballing approach,
where interviewees from the initial rounds recommended or introduced
potential interviewees who met the criteria. The snowballing technique
helped reach not only GPs but also LPs, which has been a challenge in
previous studies (Thirion et al. 2022), within the same investment chain.

I continued to conduct interviews until a sufficient diversity of LP and GP
profiles and perspectives was achieved. This process resulted in 10 semi-
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structured interviews with 13 individuals forming six investment chains,
complemented by two individual interviews to enhance the organizational
diversity of the sample (Figure 2). Half of the interviewees had a North
American focus shown in the upper part of Figure 2, while the other
visualised in the lower part of Figure 2 half had a European focus. Due to the
small sample size and the requirement of anonymity, only aggregated
information about the participants can be disclosed here. Examples of impact
investments (childcare app, carbon accounting software) are detailed in the
rightmost column of Figure 2.

The LP sample included a family office of high-net-worth individuals, a
financial institution, a higher education institution, a non-profit foundation,
and a governmental actor. The LPs had different types of portfolio holdings
and ownership structures, with VC forming only one of their many
investment modalities (equities, real assets, fixed interest, or grants). LP2
and LP5 also held a portfolio of direct VC investments, making them akin to
GPs in their proximity to the investee. The titles of the interviewees included
Chief Advisor, Director of Impact Investing, Investment Analyst or Associate,
and Treasurer.

The GPs interviewed included impact VCs and an impact-driven generalist
VC that had a similar LP investor profile (financial institutions, endowments,
pension funds, PE/VC funds) to another European impact VC of a similar
size. The GPs also had different sectoral focuses, with considerable
experience in climate and environment or social issues like employment or
health tech. The GPs ran VC funds in the range of USD 50 million to USD 222
million. The total assets under management of the GPs interviewed was
approximately USD 888 million, calculated based on data reported to Preqin
Pro. The titles of the interviewees included Founding Managing Partner,
Head of Communications and Sustainability, Investment Associate, Partner,
and Vice President of Impact & Finance.

The first criterion of interviewing investors with an impact drive was broad
enough to encompass a diversity of approaches to impact prioritisation. At
one end of the spectrum, investors were fully willing to forego financial
returns in favour of impact, taking higher investment risks and accepting
modest returns. At the other end of the spectrum, market-rate or market-
beating returns were prioritised along with investments that were seen to
make a positive impact.

The second criterion was met in terms of the investment activity being
focused on Europe or North America, but a greater amount of countries, from
the South of the two regions, would have improved the robustness of the
findings. Despite having an equal amount of interviews from both regions,
their generalisability is limited as they showcase the dynamics of six
investment chains and their respective ecosystems, with complementary
insights from two additional interviewees from different organisational
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types. While having limited breadth, the methodological choice to focus on
an investment chain enabled a deeper inquiry into accountability structures
in impact management, in line with this study’s research objectives.

The third criterion of early-stage investment focus was attained in terms of
GPs, who more often tended to have a more narrowly defined focus on the
growth phase of the companies they invested in. In contrast, since the LPs
sought to build diverse portfolios, they held both the later stage as well as
early-stage investments. This meant that they were not as specialized in VC
investments as the GPs were and could not attest to the specificities of impact
management in the context of early stage investing such as risks of pivoting
or lack of impact management resources among investees.

3.2.2 Semi-structured interviews

The primary data was collected through semi-structured interviews with GPs
and LPs investing in impact-driven venture capital. Interviews were
conducted both face-to-face as well as through video calls. The interview
invitations highlighted that this is a study about impact management
practices in the impact VC context. Before the interviews, the invitees agreed
to a data protection notice which included information about the anonymity
of results, recording of interviews, and personal data processing practices.
The duration of interviews ranged from 27 minutes to 56 minutes.

The interviews followed a predetermined interview guide (annex A) but the
order of questions was flexibly adjusted to complement the general flow of
the conversation. After a round of mutual introductions, a warm-up question
was put forth asking the interviewee to describe how they have ended up in
this professional position. This question also helped determine the
interviewee’s motivations for this role which helped analyse the results from
agency and stewardship theoretical perspectives. The interviews focused on
the three categories of impact management practices, that is evaluation and
assessment, incentive alignment and compensation, and governance and
reporting. For each category, questions about the design and functioning of
impact management were weaved in. Where applicable, interviewees were
probed for real-life examples of impact-related challenges.

3.3 Data analysis

Data collection and transcription were conducted in parallel to ensure any
moot points were caught early on (Guest, MacQueen, and Namey 2012). The
interviews were electronically recorded into audio files with the consent of
the participants and transcribed with the built-in transcription software of
Microsoft 365 Word. The choice of audio over video recording was made for
the sake of consistency across the different ways in which the interviews were
conducted (Zoom, Teams or in-person). However, filler words were
maintained to better capture hesitation, enthusiasm, and other verbal cues.
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The transcription took place within a maximum of two days of each interview.
Actively reading the transcripts shortly after the interview helped
conceptualise the participants’ understanding behind their narratives and
consider the context of the interview (Boyatzis 1998; Braun and Clarke 2021).
Avoiding delays in the transcription process also made it clear which points
require further detail.

The primary data was analysed by a process of coding, which started with
theory-guided, deductive coding and made new, inductive codes for data that
did not fit with the prescriptions of agency or stewardship theories. Coding
was conducted with the help of colour, columns, and comments in Microsoft
365 Word. I started by drawing up a deductive codebook based on the
theoretical framework of impact management structures and the six
dimensions in which agency and stewardship relationships differ,
summarised in Table 1 and Figure 1 in the literature review. The codebook
included key information about the code: title, definition, criteria for when
to use, criteria for when to avoid, and an example quotation (Guest,
MacQueen, and Namey 2012). Guided by the theoretical framework, I looked
for potential codes, understood as a word or a short phrase that “symbolically
assigns a summative, salient, essence-capturing, and/or evocative attribute
of the empirical data” (Saldafia 2021). With this definition in mind, during
the first round of coding, I highlighted any related word or phrase in the same
six colours representing the six dimensions. As this was the first time I
connected my cognitive and theory-informed interpretation of the data with
the raw transcripts, I made sure to include every point of significance
(Saldafia 2021; Thompson 2022). I then used additional colours to represent
novel concepts that did not fit with any of the theory-guided dimensions. In
the second round of coding, I created a column on the right side of the page
where I consolidated overlapping codes (e.g. instances of participants using
different words interchangeably to indicate the same concept). The third
round of coding was done by using the commenting tool to make final
consolidated codes to the far-right side of the document. Throughout the
coding process, I completed the codebook and made conscious reflections on
the reliability of the codes.

The coding process resulted in semantic themes for RQ1 on impact
management structures and latent themes for RQ2 on the applicability of
agency and stewardship theories. Semantic themes summarise surface-level
findings that were explicitly stated in the interviews, while latent themes
capture ideas and patterns beneath the data using theory (Thompson 2022).
The presence or absence of impact management structures can be taken at
face value, which is why semantic themes appropriately capture this
dimension of the study (Table 2 and 3 in the Results section). Meanwhile, the
latent themes governing LPs and GPs impact-driven investment activity
require further interpretation and theoretical analysis (Figure 3). Latent
themes are particularly important in abductive reasoning where theorisation
plays a central role (Thompson 2022). By theorising how the data fit with
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agency and stewardship approaches, I was able to identify gaps where the
theories were not applicable (Coffey and Atkinson 1996) and to come up with
alternative explanations of the empirically observed phenomena (Thompson
2022).

Given that there were obvious comparative elements to this study, namely a
roughly equal divide of North American and European participants, as well
as two distinct sets of participant cohorts (LPs and GP), I checked whether
some codes and themes were present more often in one dataset but not the
other (Guest, MacQueen, and Namey 2012). I also analysed differences in the
expressions of the themes across participant groups (Ibid.). The purpose of
this was not to quantify expressions of different categories and themes but to
describe and explore the diverse realities of impact management in VC.
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4 Results and discussion

This section lays out the empirical findings for my two research questions
and discusses how they relate to the existing research and the theoretical
framework outlined in the literature review. The first research question asked
how investors (LPs and GPs) in Europe and North America practice impact
management in their impact-driven venture capital investments. The next
section sums up the results relating to the second research question seeking
to understand to what extent agency and stewardship theories are applicable
in this context. A revised theoretical framework is put forth based on the
prominence of stewardship in the empirical findings. At the end of the results
chapter, the regional and investor differences are briefly discussed.

Ilustrative interview quotes are integrated throughout the results section in
italics. To safeguard interviewee anonymity, the geographic positions and job
titles of individual LPs and GPs are not included in this discussion.

4.1 Impact management practices among LPs

This section presents the findings of LPs' impact management practices. The
results are summarised in Table 2. The first category shows the findings for
how LPs evaluate and assess impact before investing and after investing.
The results indicate that LPs assess and evaluate impact before making an
investment into a GP’s fund through a detailed due diligence process,
employing impact scorecards, questionnaires, and tools such as IRIS+.
Despite recognizing the importance of target-setting, many LPs prefer to
forego binding commitments at this stage as they are too far removed from
the investee companies that make the eventual impacts. Additionally, LPs
exhibit a tolerance for incompleteness, acknowledging that impact
evaluation is a continuous work in progress. After investing in a GP’s fund,
the LPs trust the evaluation systems implemented by the GPs. The purpose
of ex-post evaluation is not so much to monitor and if needed sanction poor
performance on impact, but to learn about and develop best practices for
future investment decision-making. The evaluation process is enriched by
assessing investments through the lens of the Sustainable Development
Goals (SDGs), sometimes complemented by impact assessment tools like
IRIS+ for a more in-depth analysis.

The second category of Table 2 summarises how LPs incentivise impact and
how they compensate managers for impact split into two sub-categories
(intra- and inter-organisational practices). Inside the LP organisations,
incentive mechanisms were not seen as particularly relevant as impact forms
such a fundamental part of the LP’s work. If an incentive system is present,
it takes the form of variable compensation that includes impact or
sustainability metrics. In addition, the degree of funding autonomy (i.e. how
independent LPs were with regards to the investable capital) of the LP
influences impact management and impact-linked incentives are viewed. At
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the inter-organisational level, the LPs hold reservations about requiring their
GPs to institute impact-linked incentives such as impact-carry.

The governance and reporting category of Table 2 sets out the sub-categories
of oversight and disclosure mechanisms. The LP boards oversee several
impact themes and impact-related resource allocation regularly. Many of the
LPs have impact-focused working groups or advisory committees, comprised
of academics and experts, and often focused on diversity of impact investing
activity. The contractual and legal frameworks of the GPs play a pivotal role,
incorporating explicit statements of impact intent to formalize and reinforce
the commitment to achieving meaningful and sustainable impacts. LP-GP
contracts featured an impact-related reporting requirement, which is
complemented by frequent collaboration and communication on impact.
Additionally, LPs emphasise transparency by publishing their own impact or
sustainability reports. Detailed information on responsible investing
practices is available on the LP websites. Some LPs report both aggregate and
capital-adjusted metrics to offer a more nuanced understanding of their
overall impact. The findings summarized in Table 2 are discussed in detail in
the ensuing sections.
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LPs impact management practices

Category

Sub-category

Semantic themes

Assessment &
evaluation

Ex-ante

Due diligence through impact scorecards, questionnaires,
and tools like IRIS+ focusing on “who” and “contribution”
dimensions

LPs forego binding target-setting due to being a step removed
from the actual impact manifesting itself

Tolerance for incompleteness, work in progress, learning

Ex-post

Reliance on and trust in GPs impact evaluation systems,
including on metrics, targets, and data collection

Impact evaluation guides future investment decisions, rather
than sanctioning poor performance

Evaluating investments through the SDGs lens, using IRIS+
for deeper analysis

Incentives &
compensation

Intra-
organisational

Impact is intrinsic to LP’s work; no need for monetary
incentives; no financial carry for LP’s, thus no impact-carry

Bonus system linked, amongst other targets, to impact and
sustainability metrics for its own personnel

Funding autonomy of LP influences impact management

Inter-
organisational

Reservations about requiring impact-carry or impact-linked
managerial compensation from GPs; impact carry signals GP
intent but not a prerequisite and not pushed for

Governance &
reporting

Oversight
mechanisms

Board follows impact (SDG coverage, impact resources,
impact potential), partners veto rights for impact

Working groups or advisory committees of experts and
academics on impact, focus on diversity

Contractual or legal arrangements are provided by GPs and
include statements of impact intent

Disclosure
mechanisms

Reporting requirement on impact inside agreements,
frequent communications, and collaboration vis-a-vis GPs

Publish impact or sustainability reports, information on how
the LP does responsible investing on website

Reporting of total estimated impact of LP as well as capital-
adjusted metrics

Table 2: LPs impact management practices
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4.1.1 LP Impact Assessment and Evaluation

The LPs interviewed came from different types of organisations, investment
strategies, and regions, yet similarities in their impact assessment and
evaluation practices were apparent. The LPs also varied widely in terms of
their prioritisation of impact, as for some the impact VC investments formed
but one part of a broader investment strategy. This meant that the LPs ranged
from market-rate-seeking investors who had earmarked a minority of their
funds for impact investing to pure impact-first investors who were willing to
forego financial returns.

For most LPs, ex-ante impact assessments were carried out routinely during
due diligence on potential GPs. LPs employed questionnaires, and
scorecards, to assess impact with the help of tools like IRIS+, and the IMP’s
five dimensions of impact (what, who, how much, contribution and risk).
Since the five dimensions can be broken down into sub-questions, the LPs,
who hold different types of portfolios, can flexibly apply them to different
sectors and industries. Many LPs also analysed the potential investment
targets through the SDG lens. Whilst impact assessment was important to all
LPs, the interviewees did not explicitly link the results of IRIS+ or SDG
analysis to investment decisions. One LP reported relying on social sciences
studies, to understand whether evidence supports the impact thesis of a given
investment. None of the LPs prioritised the “how much” dimension in the
IRIS+ analysis. This echoes the recent research findings of Heeb et al. (2022)
that for the time being impact investors care about triggering an impact in
general, rather than its magnitude or scale. Instead, among the IRIS+
dimensions, the LPs emphasised the “who” and the “contribution” aspects.

As one LP stated, “we care about the “who” dimension a lot”. This dimension
encompasses both the GP fund managers' characteristics (e.g. proximity to
the sectors, professional or educational background) as well as the
communities that their investee companies sought to serve. Another LP
noted that their investment decisions were highly influenced by “how the
managers lined up and how we met them”. The LPs studied “Who’s working
at those places?” and sought to gauge the genuine “enthusiasm and interest
in impact” of the individuals running the fund through in-depth
conversations during the due diligence process. LPs looked for evidence that
the GPs are “doing something different, something without necessarily a
track record, which is usually more difficult for market rate participants to
get into, and we want to help them build that”. This approach ensured that
first-time fund managers or new GPs did not lose their competitive edge just
because there were no prior financial and impact figures to report.

LPs also emphasised the “contribution” or the additionality dimension of
IRIS+. LPs sought to understand the added value of the investment, and the
change that the investment could trigger (the “ripple effect” or the “catalytic
impact”) which would not take place without the LPs' intervention. The
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ripple effect could take place through the investee companies’ activity, but
also by encouraging co-investors to employ higher levels of ambition on
impact: “by being a first investor or taking terms and conditions that make
others more willing to follow or just kind of help them get going”. The
emphasis on the contribution dimension informed the investment strategy of
several LPs. For example, one LP had a separate bucket for catalytic
investments that had the potential to make a significant additional
contribution. The higher the impact contribution effect, the more risk LPs
seemed willing to tolerate.

LPs considered it necessary to tolerate incomplete impact management
practices. LPs were mindful that when it comes to impact management, the
GPs “typically don’t have it all figured out, yet we need to be kind of OK with
that, we just need to see the potential of the measurability”. Another LP
conceded that “because of the relatively young nature of the funds, - - they
were still trying to figure things out in terms of setting targets”. Impact-first
LPs could also provide technical assistance if needed on impact management,
while market-driven LPs believed GPs of dedicated impact VCs had stronger
know-how on impact assessment: “We often rely upon our fund managers
to be the experts and to elevate the metrics that they feel best articulate the
impact that their model is having in the world through their finance”.
Incomplete or imperfect impact management practices did not impede the
due diligence to make a positive investment decision.

LPs also did not seek to set binding goals or KPIs for the GPs upon signing
the investment contract or afterwards. As one highly experienced LP put it,
it would even be “foolish to set specific targets such as help 300,000 children
graduate from elementary school or reduce global warming by XYZ”.
Instead, LP's impact objectives included nationwide sustainability targets
that set the general direction for impact investing across the country or their
own impact investing motto: “We have a super broad impact thesis or theory
of change, focusing generally on positive impact for people and planet”. The
main reason for foregoing the specific target-setting was structural rather
than rooted in the problem of balancing flexibility and fairness or
measurement costs and reliability of indicators, as predicted in the literature
(Thirion et al. 2022). Before the investment decision into a GP’s fund, the
start-ups that will end up in the GP’s portfolio are not even known to the LP.
After the investment, the LPs remain several steps removed from the pursued
impacts that are generated for beneficiary populations by the GP’s portfolio
companies. LPs only receive impact data via their GPs, and not directly from
the start-up. Therefore, for many LPs impact target-setting is structurally
difficult or even impossible.

The LP's ex-post evaluation tools mirrored those of the ex-ante stage. LPs
applied the SDG lens to their investments to understand the broad direction
of their impact investing activities. LPs continued to use the IRIS+ metrics to
see what “actually came to pass, versus what things didn’t”. LPs also used
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IRIS+ to benchmark their investments, although LPs recognised that
different types of impacts had limited comparability. In some cases, the LPs
shared the collected and processed impact data back to their GPs to help
improve impact evaluation. The LPs observed substantial improvement in
impact evaluation, measurement, and data presentation practices among
their GPs with time. This was attributed to the maturing of the impact
investing industry and learning effects as GPs accumulated more investment
experience.

For ex-post impact evaluation, many LPs collaborated closely with the GPs
and shifted from efforts to estimate the impact to relying on GPs' impact
reporting and disclosure systems. This finding reflected the gradual
development of trust, in part thanks to regular communications and
relationship-building since the investment decision. After the investment
decision, “the relationship becomes more curiosity-based” and “we’re more
willing to ask questions and dig in and use them as a tool for us to learn”.
The LPs also noted that the objective of impact evaluation was not to discover
and sanction possible poor impact performance but to gather data and guide
future investment decisions. Given that divesting an investment is difficult,
the role of ex-post evaluation for LPs is mostly to provide information on
whether to invest in subsequent funds of the GP.

4.1.2 LP Incentives and Compensation

The LPs made choices about the incentivisation of impact both inside and
outside their organisations. Internally, the impact-linked incentives were
mostly absent or considered superfluous because the LPs saw impact and
sustainability as an inherent part of their jobs: “In a sense its everything we
do, so it’s going to show up all over the place for us”. Many LPs viewed the
chance to work in impact investing and receive an annual salary as a privilege
and did not see a need for additional compensation linked to impact. None
of the LPs participating in this study received monetary incentives in the
form of carried interest from fund management. Instead, one LP had a bonus
system whereby a proportion of the variable compensation of the salary
becomes unlocked if impact targets are fully reached.

While impact-related variable compensation was rare among LPs, their
organisation’s capitalisation did in part depend on their impact performance.
For LPs who received multiple funding sources (e.g., charitable foundations
of large financial institutions or high net-worth individuals), calibrations of
the impact offering were deemed important “We identified many barriers to
implementing - - impact-first, and those were operational, bureaucratic
and philosophical”. By conducting a dedicated research effort, the LP was
able to determine what impact management structures are in demand among
their investors and develop appropriate practices accordingly. In contrast, an
LP that received most of its capital from a single source (e.g. returns on prior
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investments or the government) did not engage in demand-driven research
efforts.

Inter-organisational impact incentivisation involved LP-GP efforts to align
dual financial and impact goals through impact-linked compensation
structures. LPs expressed interest and general curiosity towards the impact-
carry mechanism. However, LPs were not actively demanding these
mechanisms from their GPs. They were apprehensive that such structures
could lead to “measuring things that are easy to measure, that benefit the
investor, but don’t benefit the core constituents of the investments”. This
echoes the recent findings of Thirion et al. (2022) regarding ethical issues
involved in impact-carry, such as the perceived risk of GPs gaming the impact
metrics for personal gain. LPs also expressed reservations about impact-
carry as not creating “any further impact or even advancing any
sustainability, it can be a lot of marketing and nothing else”.

4.1.3 LP Governance and Reporting

The impact governance and reporting practices exhibited more similarities
among the LPs interviewed. For both impact-first and generalist LPs, boards
followed impact at a high level. One impact-first LP noted that the board
updates on impact were not done “in a granular way”, and a generalist LP
underlined that the impact of investments, but not impact management, was
discussed in boards. For the more impact-oriented LPs, board oversight
included questions related to impact reporting, resources dedicated to
impact, and SDG prioritisation.

Several LPs also relied on dedicated working groups or advisory committees
of experts and academics for impact and sustainability. For example, one
impact advisory committee had spearheaded the inclusion of impact VC
assets in the LP's portfolio, highlighting the GP’s proficiency at providing
measured results in comparison with other asset classes. Expert working
groups were able to provide guidance on impact assessment and evaluation
towards industry best practices, namely the use of the IRIS+ metrics, or
organise education sessions on impact investing. Another LP relied on its
advisory committee to oversee investment decisions on an ex-post basis.
They also ensured that the advisory committee involved a high diversity of
members with paid positions to compensate members for their input. The
independence of advisory committees in determining their degree of
authority (Gutterman et al. 2020) was not a major concern for LPs at this
stage, as the focus pertained to learning and development of the impact
investing function.

The LPs did not disclose many details about the inclusion of impact-related
provisions in their contractual and legal arrangements, except for the broad
impact goal statement and impact reporting requirement. Several LPs
implied that the GPs are largely responsible for the contractual
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arrangements, and the LPs often sign standard fund terms that feature the
GPs' terminology of choice regarding impact. This finding contrasts with the
expectations of multitask contract theory which draws on the agency
perspective, positing the principals would require impact alignment in
contracts (Evans 2013). Instead, LP impact governance took place via
frequent contacts and collaboration with GPs on impact.

Out of the three areas of impact management, the LPs impact governance
and reporting practices were particularly affected by the underlying funding
structure of the LPs organisation. LPs who aggregated ‘funds of funds’ and
took part in fundraising rounds paid closer attention to defining the relative
prioritisation of financial and non-financial returns. As one LP put it, it is
crucial to be transparent about “strategy as well as risks presented to
investors from a financial perspective” when impacts are prioritised over
financial returns. Such an LP will have governance and reporting structures
akin to a GP, the characteristic of which is the proactive presentation of
impact management towards the investors, rather than the other way
around.

Meanwhile, LPs relying on a single source had more terms and conditions
dictated from above, namely in the form of legal arrangements or operational
guidelines. The investors in these LPs would determine whether impact or
financial returns should be prioritised. Concentrated funding sources from
single financiers also influenced the reporting practices. The LP that had the
most autonomy over their funding, was also emphasising ambitious
transparency standards for their impact reporting, including weighing their
estimated impact on invested capital. This LP reported both opportunities
and challenges, including flaws that they had identified in the impact
measurement tool used.

4.2 Impact management practices among GPs

Table 3 summarises the findings relating to impact management among GPs
along the same categories and sub-categories as Table 2 for LPs. In terms of
impact assessment and evaluation, the GPs strongly emphasise the ex-ante
phase. This is mostly done with GP-specific in-house methods, that vary from
the quantification of the impact potential of a given investee company to
using software tools, the IRIS+ metrics as well as SDGs. Some GPs had a
positive bias in their impact assessment, and negative impact analysis was
relegated to the sphere of ESG or risk assessments. After the investment
decision, GPs systematically collect data from investees on both annual and
quarterly basis. This data is analysed against key performance indicators
(KPIs) that help track progress in time. Furthermore, many GPs quantify
impact both as totals and as proportions to provide more context about the
impact outcomes.
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With regards to impact-related incentives and compensation, the GPs gener-
ally take a bold approach. Findings showed readiness to experiment with im-
pact-carry mechanisms and efforts to link the GP team’s variable pay to im-
pact. At the inter-organisational level, GPs charged LP investors higher man-
agement fees to reflect the additional impact workload and had considered
(if not implemented) requirements of their investees putting in place impact-
linked compensation practices.

The GPs approach impact governance and reporting in similar ways to LPs.
Board monitoring, impact committees, and dedicated impact human re-
sources are common means of impact oversight among the GPs. Impact-re-
lated reporting requirements are included in contractual documents vis-a-vis
LPs and investee organisations. GPs are particularly conscious about keeping
their impact management relatively light and not burdensome for busy in-
vestee companies. The GPs also publish regular impact reports, highlighting
their portfolio-level outcomes, with some GPs already employing third-party
verifications for impact.
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GPs impact management practices

Category Sub-category | Semantic themes
Assessment & | Ex-ante Focus on impact is strongest before investment decisions,
evaluation during due diligence
In-house impact assessment methods and quantification
supplemented by IRIS+, SDGs, or SaaS tools
Positive bias in impact assessment, with negative impacts
relegated to ESG or risk assessments
Ex-post Regular data collection from investees (annual/quarterly)
Company-specific impact KPIs that are simple to track
Quantification efforts, relating numbers as proportions
Incentives & | Intra- Impact-carry mechanism tied to fund-level KPIs, but due to
compensation | organisational | fund age it had not yet been paid out
Employee bonus linked to impact targets
Inter- Charging higher than average management fees to reflect the
organisational | additional resources required for impact management
Limited push for impact-linked compensation in investee
company management teams
Governance & | Oversight GPs actively followed impact on boards of portfolio
reporting mechanisms companies, but limited comparability between impact data
Impact and sustainability committees promote awareness
Hiring impact specialists to monitor impact performance
Disclosure Impact-related general reporting requirements and
mechanisms sustainability guarantees in agreements & side letters

Avoiding burdensome or detailed reporting, focus on support
and technical assistance for investees on impact

Publishing impact reports and third-party verifications,
highlighting portfolio-wide achievements

Table 3: GPs impact management practices.

4.2.1 GP Impact Assessment and Evaluation

The GPs demonstrated a considerable focus on the ex-ante investment
decision-making process in impact assessment. Impact discussions within

58




GP teams and with potential investees were common as GPs sought to
understand the impact claims made by possible investee companies: “We put
it to them to validate, like how comfortable are you with that 30% energy
improvement promise, how do you support that?”. These conversations
allowed GPs to scrutinize the impact promise and help portfolio companies
define their impact thesis. Some GPs even collaborated with their potential
investees early on to define the theory of change. For some GPs, the ex-ante
impact assessment phase was also the only time that impact was actively
considered: “The impact conversation subsumes at this early point in time,
and thereafter we focus on growth, profitability as well as ESG”.

Like their LPs, the GPs emphasized the “who” and “contribution” dimensions
in impact assessment. A great emphasis was placed on the importance of
choosing the right kinds of companies and the most promising founding
teams to make a tangible impact: “Today, impact features in my work in the
investment decision phase. We analyse what is the core business model’s
impact”. The contribution effect of their investments was also important. GPs
sought to make investments that would not have happened without their
support: “We have set strict impact criteria: the case company must truly
need our contribution for the impact to come to fruition; they would not be
able to get financing from anywhere else”. Another type of contribution
effect was fast-tracked change: “We make the impact materialize 1-2 years
earlier and at a greater scale e.g. instead of making a 500k test site we help
build a 10 million euro pilot factory”. Given that the GPs saw themselves as
instrumental in catalysing change, many also reported the impacts of their
fund as an aggregate of their portfolio companies' impacts (e.g. millions of
tonnes of CO2 emissions saved through investment activity). Alternatively,
the fund’s impact could be “the total number of companies or jobs we have
created” when the investment was financially successful.

The most well-known tools among GPs were IRIS+ and SDGs, which were
used to consider the thematic impacts of investments. Nevertheless, the GPs
were aware of their analytical limitations. Some GPs also used the Upright
Project’s net impact model to assess the impacts of their portfolio companies
both before and after investment decisions. For instance, the model could be
used to gain at-a-glance insights into the positive and negative impacts of the
investee candidate company: “We draw up a one-pager, which is a quick-
and-dirty assessment of the broad category of impact — e.g. environmental
or social — of the potential investee”. Echoing findings of earlier research by
Reisman, Olazabal, and Hoffman (2018), IRIS+ was seen as mostly
complementary to the GPs' internal impact management practices, able to
supplement but not replace in-house methods and metrics. None of the GPs
mentioned the SROI methodology that is commonly used in public sector
impact assessment. Instead, SaaS tools for reporting and calculating impact
were considered promising, although not yet universally used among the GPs
interviewed.
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The in-house assessment tools included quantification efforts via impact
screening tables and questionnaires. The GPs that tried to quantify impact
also paid the closest attention to the scale and magnitude of the projected
positive outcomes. Quantification efforts typically included estimating the
size of the change, and occasionally relating it as a proportion of something.
For example, one GP related impact to dollars of revenue and presented the
year-on-year progress of portfolio companies' key impact metrics. One GP
contextualised the impact to make it more accessible. They related the annual
CO2 savings generated by their portfolio companies’ products to the average
emissions of different countries, including both high-income and developing
countries' emission rates for the sake of comparison. Another GP described
a two-dimensional definition of impact. “We think of the two dimensions of
impact: the scale and the depth. For scale, the impact targets are absolute
e.g. number of people served with a new medication or the amount of GHG
emissions foregone. The depth of impact could be e.g. how much this
medication improves the quality of life like by 10% or by 70%”. A particular
problem for impact quantification was investments into digital products,
where pragmatic approaches were warranted: “for companies who just do
reporting, our impact metric could be tons of emissions reported through
this tool”. A central issue with reporting impacts of digital products was
duplicate accounting: “Only when we could quantify the dispersed methane
that this tool was helping others to measure, we could credibly claim that
this could lead to the removal of this amount of emissions from the
atmosphere”.

A risk for a potential reporting bias was found among the GPs that focused
on measuring the potential positive impacts during ex-ante impact
assessment. GPs also relegated the scrutiny of negative impacts to ESG
analysis or risk assessments. One GP described that decisions to invest did
not consider negative impacts: “It would be unimaginable to have situations
where the decision to invest is foregone due to a negative impact, because
what would even be a negative impact? We have exclusionary criteria
instead, for instance, tobacco and alcohol”. Additionally, the GPs did not see
a big risk of pivoting after thorough due diligence, with most investments
sticking to their original impact goals: “rarely the pivots would be so large
that the original impact would be missed, so we automatically assume that
the projected impact remains”. Another GP noted that since most of their
venture investments are relatively recent, “there has not been any kind of big
pivot yet” and that “so far everyone has been sticking to the original
investment”. The overlap between ESG and impact terminologies posed a
challenge for some GPs: “I try to differentiate impact from ESG by including
words like outcome and impact in all documents”.

Some GPs actively set impact-related goals and objectives for their investees
or together with their investees. In one case this reflection happened already
before the investment, and in another case, it was a feature of the ex-post
phase, as the investors collaborated with the investee to set financial and
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non-financial KPIs. Yet, like many LPs, several GPs did not consider that
impact targets were essential to drive the investee to deliver better impact
results and trusted them to deliver impacts to the best of their capability
anyway. Moreover, KPIs were seen as counterproductive for investees
“because they are so rough and arbitrary - - especially with early-stage
businesses who are continually fine-tuning their value proposition”. In
contrast, a generalist GP that prioritized market returns over impact did not
agree with impact KPIs. For generalist GPs, key metrics focused on business
financials.

After the investment decision, GPs evaluated impact at regular intervals,
although less rigorously than before the investment decision into a company.
Ex-post evaluation practices included quarterly impact data collection and
analysis alongside financial results and other key business information. GPs
also supported their investees in setting up appropriate data collection
practices for impact. They also helped the investees leverage the impact data
in marketing or sales functions. One GP described the ex-post evaluation
process in the following terms: “With each portfolio company we try to
identify one to two metrics that tie into their value proposition, to what
generates revenue”. Another GP echoed this approach, highlighting that
“when you look at our metrics, they are quite heterogeneous and very
tailored to the company itself and its outputs and outcomes”.

For energy, climate and environment problem-solving investees, these
metrics were, for example, megawatt hours of energy saved, tons of emissions
sequestered, or litres of water treated. The performance was evaluated
pragmatically: “If I see that number is now 1,000,000 emissions reported, [
expect that next year that number would have decreased to like 850,000 or
something. I would expect revenue to have increased kind of similar because
that means that they have signed contracts with a bunch of new clients to
report more emissions”. The reported impact metrics were analysed and
reviewed by the GP. It was considered helpful for the same individual inside
the firm to remain responsible for reviewing the impact data year-on-year, as
significant know-how is built up at the start of the investment when the GP
and the investee together define the relevant metrics. This was considered
particularly important because each investee was different, and ultimately
needs to report and manage the impact in line with the specificities of their
business. The evidence base behind the reported impact metrics of the
investees was also regularly reviewed by some GPs: “And in transparency
some of them are like, yeah, we came up with that number a few years ago
based on a case study we found in like an academic paper. Then I want to
scrutinize that number and make sure it still makes sense and how else can
you validate it”.

Ex-post impact evaluation was in most cases less robust than the ex-ante

impact assessment practices. Most GPs collected data on the impact track
record but did not set annual impact targets for their investees, or their fund.
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This was accentuated by the fact that the withdrawal of financing was by most
considered possible in theory, but highly unlikely in practice. One GP
described a situation where an investee’s pivot had decreased their impact
potential. However, the founder's track record was seen to make up for the
temporary glitch: “We also know the owners and the founders and we’re
comfortable with their intention and that we still want to support them”.

In general, GPs with narrower sector specializations (e.g. climate or life
sciences) had more robust impact assessment and evaluation structures in
place. They were able to better measure and track the precise outcomes,
potentially because the quantification of physical phenomena is more
advanced. As one LP noted about GPs, “This is just a hypothesis of mine, but
I think that impact quantification is more prominent in environmental and
climate funds”. The two GPs that were most advanced in impact management
had only a few sectors of investing activity and felt that this helped them
create robust impact accounting practices.

The findings partially aligned with prior literature on the differences between
ex-ante impact assessment and ex-post evaluation in impact investing and
venture capital. Before the investment decision, GPs employed stricter and
more formal analyses for the sake of accountability and legitimacy (Chen and
Harrison 2020; Lall 2019). After the investment decisions, the GPs were
more open to mutual learning and collaboration with their investees
regarding impact management. Ex-post evaluation practices served to foster
conversations about impact performance and double-check numbers or
metrics, as described in prior studies (Lall 2019; Agrawal and Hockerts 2019;
Tracey and Jarvis 2007). They were less rigorous than ex-ante impact
assessment and did not apply complex methods such as LCAs, supporting the
proposition that ex-post evaluation in impact investing is more akin to
monitoring than scientific evaluation (Reisman, Olazabal, and Hoffman
2018). At the same time, for the most part, the findings did not align with
prior research findings about impact-first investors linking targets to future
payments (Lall 2019), given the complexity of assigning reliable KPIs in the
early stage context of VC.

4.2.2 GP Incentives and Compensation

In terms of incentives and compensation, among the GPs that raised carried
interest, only one had impact targets linked to the eventual carry that the
fund manager would receive upon exit. The impact-carry mechanism was set
up from the start of the fund: “It was clear or almost obvious to us from the
start, that it’s something we were going to do as the whole purpose of the
company is to be an impact house”. The GP carried out a benchmarking
exercise with other impact VCs who had done it before, although “there
weren’t too many to compare to”. As a result, this GP had tied a proportion
of the carry to achieving pre-determined impact KPIs for all the companies
in the portfolio at the fund level. Having a single impact target for the
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portfolio also overcame concerns over potential skewed incentives for fund
managers to focus too much on individual companies who are more likely to
exit, which were voiced by another GP. The impact-linked carry had not yet
been paid out in practice since the fund had not conducted any exits at the
time of the interview. One GP was considering this mechanism for their next
fund, and the rest felt that it was a promising idea, with some caveats.

GPs believed that impact-carry increased accountability and credibility: “It
puts your money where your mouth is”. The GPs considered it problematic
to have such a strict impact incentive in the early-stage context of VC impact
investing because it was seen to lead to lower reporting quality: “The reason
TIwould have apprehension with it is the size of businesses we deal with that
are pre-seed and seed. They still don’t have fully sophisticated teams to do
this reporting”. The GP would have to do additional auditing work to ensure
the quality of metric reporting is accurate. When the quality of data received
from investees varies considerably, it seems risky “to tie potentially millions
of dollars to it, right?”. In contrast, later stage (post-seed, Series B and C or
growth) might have “revenue streams of 30-40 million a year and 500+
teams”, showcasing their greater capacity to invest in stronger reporting
practices.

Another way that GPs could incentivize and compensate themselves for
impact was by setting higher management fees. Impact management takes
up resources for the GP, and some felt that this should be reflected in slightly
higher fees charged to the LPs for fund management services. If the standard
management fee for VCs was around 2%, the reflection of the impact value-
added could mean a 2.5% fee for some GPs.

Among GPs that did not have carried interest, some experimented with
linking impact to the annual bonus, for example, “we had to reach a goal
that 100% of our portfolio companies would have set impact-related KPIs”.
To reach such targets, there are team-level sub-targets that help to reach the
overall objective, for example including impact in investment discussions.
However, one of the most impact-driven GPs did not have any impact-linked
incentives for their compensation: “We just have a salary, and our impact is
just a central part of the core job description”.

Most GPs interviewed did not actively push for the inclusion of impact-linked
compensation in the management teams of their portfolio companies
because the impact is too hard to measure or quantify accurately. One GP was
thinking of asking investee companies to report, within the annual reporting
form, whether their employees’ salary or bonus is in any way linked to impact
targets. The GP that had implemented an impact-carry mechanism also was
the one GP that was advocating for a percentage of variable compensation of
portfolio companies’ management teams to be linked to impact targets. One
debt-focused GP was also incentivised to perform better on impact by spacing
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out financing across time in pre-determined tranches, which included impact
targets.

4.2.3 GP Governance and Reporting

Regarding impact governance and reporting, the need for dedicated
resources towards impact management, and the complexity of good impact
governance, was recognised by all the GPs. The GPs interviewed had hired or
were in the process of hiring a sustainability specialist or a head of impact.
This was seen as the best way to improve impact governance, regulatory
compliance, and impact reporting. For one GP, there were two dedicated staff
members solely focused on impact assessment and evaluation, for instance
drawing up detailed data tables and cross-checking with the investee on data
inputs. GP impact professionals were also regularly discussing,
brainstorming, and sharing best practices with investees, and for some funds,
this knowledge sharing was part of the fund’s marketing promise to
prospective investees. In contrast, GPs were conscious that investees would
typically have a finance or human resources team member reporting on
impact.

With enhanced resources, impact management has the potential to become
more nuanced and streamlined. At the same time, before hiring a dedicated
impact expert, impact and sustainability considerations are shared by other
team members, increasing ownership, knowhow, and mission orientation in
the company: “Before hiring a sustainability specialist, there was an
internal sustainability committee which included different managers and
investment team members”. The importance of impact considerations for
daily work satisfaction was also highlighted by a GP where the interviewee
had an investment, rather than a purely sustainability role.

GPs published annual impact or sustainability reports or were launching
impact reporting soon. These reports allowed GPs to publicly communicate
the portfolio companies combined impact, and to show how the investments
have progressed over time. The longer-term time horizons of most VC
investments, five and ten years, influence what data is collected and what the
impact goals are.

Impact-related requirements towards investees included a broad impact-
related reporting requirement, and reservations of rights to ask portfolio
companies to collaborate with the VC on sustainability or impact-related
metrics and what impacts that investment was targeting. In one case, the GP
also decided on specific impact targets and expectations in the annexes to the
contracts, that were conditional to the pay-out of the next tranche of
financing. Most GPs sought to avoid overburdening their portfolio
companies with impact reporting requirements to allow the investees to
focus on the core business. Several GPs collected just a few impact metrics,
most frequently CO2 emissions avoided through the investee’s product
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innovation: “the idea is to boil down impact to a couple of indicators”.
However, one GP saw considerable value in deeper impact reporting
requirements: “We send a large word document requesting detailed
reporting, and then we publish if there have been any breaches. Our clients
have started learning from this practice, and now before the investment
even ask to see those documents to pre-emptively determine the extent of the
reporting, and what is public and what is not.” This approach leveraged the
reporting requirement as a credible sanctioning mechanism for impact-
related breaches or underperformance. “We also believe that by persistently
asking for reporting and certification, investees quickly start to get tired
and opt for streamlined impact reporting practices for instance through
Software-as-a-Service solutions that automate your emissions reporting.
They are so simple to use, so they will be mainstreamed soon”. However, it
was unique among respondents, and the overwhelming majority opted for
pragmatic and very light reporting requirements, especially after the
investment decision.

One possible explanation for the different approaches to reporting
requirements lies in the definitional ambiguity between impact and ESG
reporting. As one GP put it: “We don’t throw a massive checklist at them
because I'm not doing ESG, I'm doing impact”. More extensive reporting
requirements indeed seem to be associated with ESG reporting, which
focuses on how different sustainability issues are taken into consideration in
company operations. The few GPs that described their funds as pure impact
VCs (equity-holding, early-stage investing, risk-taking) were also the ones
that were defining few practical, quantifiable metrics for their investees and
foregoing broader reporting requirements.

Some GPs also faced certain reporting requirements from regulatory
authorities: “It is done only once a year, it’s very light reporting, but it drives
our processes all the time towards a more formal direction”. GPs'
accountability towards financial conduct authorities through reporting
requirements adds a principal-agent relationship beyond the LP-GP dynamic
in the investment chain. Many GPs noted that the LPs in turn did not
necessarily ask for impact reporting data, “but they might increasingly ask
us for ESG data and how we are complying”.

The GPs were open to running verifications or third-party audits (e.g.
through Bluemark, consultancy audits, and B-Corp certification) of their
impact practices. These include sustainability reporting platforms that
provide badges of excellence for a solid track record to the GPs. Government-
sponsored entities had particularly strong third-party verification practices,
with outsider controllers or audit firms making detailed reports about the
GPs' performance.

There were also limits to how much influence a GP could wield ex-post, as
the responsibility for running the business rests with the investee: “You lose
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control at a certain point as to what you can influence”. One issue with
relying on boards for impact oversight had to do with the limited
comparability of impact performance between investees: “Since each board
is different, we do not get the data in a comparable format.” Another GP
noted that it was impossible to generalise about how board oversight works
as “each board and each company operates a bit differently”. This was not
necessarily considered a problem, as what seems to matter is that the GPs are
in the know about the company’s broad strides when it comes to impact. One
GP held impact as a recurring topic or agenda point in board meetings.

In the past years, with low interest rates, start-ups have sought to raise
maximum funds from VCs, and the capital sums raised have been considered
an indicator of the start-ups' early success. In the overall macroeconomic
environment of more restricted access to capital, strategic considerations
might come increasingly into play for investees. One development described
in the interviews refers to the opportunistic selection of investors on the part
of investees: “From the perspective of portfolio companies, when they apply
for financing, they might think that a) its easier to raise from impact funds
because they have a more limited scope of investment and they choose from
a narrower mass of portfolio company candidates, and b) having an impact
fund among your investors is a strategic asset in future financing rounds,
enabling the start-up to say that they are particularly good at impact
because they have an impact fund among their investors”. This relationship
can be mutually beneficial if impact funds, in turn, gain access to better
investee candidates thanks to this competitive advantage.

4.3 Theoretical explanations of impact management
variance

Chapter 2.3.3 presented the theoretical framework applying agency and
stewardship approaches to the impact VC investment chain. Here the agency
and stewardship dynamics presented in Figure 1 of Chapter 2.3.3 are revised
to reflect the empirical findings of this study in Figure 3 (below). The main
revisions concern the nature of the investment chain (starting before the LP),
the presence of multiple sources of funds (plus signs) and thus multiple
principals across the investment chain, and the strength of stewardship
dynamics between LPs and GPs. The subsequent sections of this chapter
discuss the findings in light of the six dimensions distinguishing agency and
stewardship dynamics.
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Figure 3: Revised theoretical framework.

The presence of multiple principals and multiple agents influences both
financial and non-financial decision-making for impact-driven LPs and GPs.
In particular, the LPs and GPs took roles in turn as principals, agents, and
stewards. Most LPs were also agents or stewards to further principals. Figure
3 shows that the investment chain did not necessarily start with the LPs, even
though it has often been portrayed in the literature that way (Sahlman 1990b;
Kollmann, Kuckertz, and Middelberg 2014; Agrawal and Hockerts 2021;
Barnes and Menzies 2005; Thirion et al. 2022). Except for high-net-worth
individuals or family offices, the LPs relied on external investors for capital.
Thus, the LPs were accountable to investors (further principals) who had
delegated considerable decision-making powers to them. These investors, in
turn, also had other sources of capital and therefore were accountable to
further investors, symbolised in Figure 3 by plus signs.

A case in point from the empirical results of this study is as follows. A high-
net-worth donor allocates capital to a non-profit LP, that in turn invests in a
range of environmental or social VC investments. The donor might have a
charitable purpose and potentially receive a tax deduction for the donation.
The non-profit LP’s goal might be to make cost-efficient impact-first
investments on behalf of the donor. The GP’s published investment strategy
seeks above-market-rate financial returns through climate or social
solutions. In addition, the other LPs of the GP prioritise financial returns
over impact, and the GP’s co-investors (other GPs) are traditional VCs. While
this may sound like goal incongruence from the perspective of principal-
agent theory, no one in the investment chain voiced concerns with such
variance in manifested intentions. Instead, the LPs and GPs interviewed
exhibited a strong commitment towards their mission and the potential of
their investment strategy to bring about positive outcomes. Moreover,
secondary data about the attitudes of LP’s investors and the GP’s investees —
the earlier and later links of the investment chain — confirmed broadly
positive attitudes about the impact management practice.
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From a stewardship perspective, the apparent goal incongruence between the
donor, LP, and GP in this investment chain example can be explained by the
high level of trust and shared values among the parties involved. In this
specific case, the initial donor might receive tax benefits, but their motivation
might go beyond financial returns. The LP, as a steward in the investment
chain, takes on the role of an intermediary between the donor and GPs. Their
goal is to efficiently manage the donor's capital while maximizing the positive
social or environmental impact. Stewards, in contrast to agents, are guided
by a commitment to their mission and the broader impact they seek to
achieve. They act as trusted custodians of the donor's resources. Through
frequent contacts and a personal understanding of their donor-principal, the
LP can devise an investment strategy that strikes a balance between tax
purposes and impact efforts. Finally, the GP, responsible for executing the
impact, aims to achieve above average financial returns through climate or
social solutions. From a principal-agent perspective, this could seem at odds
with the donor's and LP's goals focused on impact. However, in a stewardship
framework, the GP may also share the commitment to the mission and
believe that their financial success is intricately tied to the positive outcomes
they can generate. Indeed, the GP interviewed saw that every dollar of
revenue proportionately increased the impact in the world.

In stewardship theory, the LP and GP are not just agents following
instructions but are stewards who have taken on the responsibility of
carrying out the mission. In the initial theoretical framework, impact-carry
was categorised as an agency structure where the practice was dictated from
above by principals to avoid agency problems and incentivise compliance.
Instead, this study showed that when impact-carry structures emerge
bottom-up, from proactive stewards seeking to position themselves as
mission-oriented representatives of their principals-investors, they should
be considered as stewardship-structures, highlighting the importance of
considering the relational dynamics and historical considerations behind
impact management practices. What is crucial is whether a structure is
hierarchically delegated from the principal, or whether the empowered
steward has, after careful analysis, decided to implement it proactively.

The shared premise in the stewards’ belief systems is that impact is not at
odds with financial returns, and impact-first investments can also,
occasionally, bring outsized financial returns. Stewards work collaboratively
towards achieving these broader societal goals, and nominal differences in
their financial investment strategy are not considered an impediment
towards collaboration. They align their actions with the shared values and
mission that are based on both financial and non-financial impacts. This
demonstrates the strength of stewardship theory in addressing goal
incongruence in complex, multi-principal, and multi-agent situations,
emphasizing the importance of shared values and a commitment to the
mission.
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4.3.1 Autonomy

While agency theory posits that LPs need to constrain the autonomy of GPs
to mitigate the risk of mission drift, stewardship theory expects better results
when principals grant stewards freedom to execute the common vision. The
empirical findings showed that GPs held considerable degrees of autonomy
concerning their impact management practices. At the same time, LP-
principals engaged in some control and monitoring before making
investment decisions that constrained the autonomy of GPs thereafter.
Among the publicly funded GPs, the principals directed the agents through
dedicated legal provisions, operating guidelines or steering letters, stating
expectations for company results, including on impact. The agent in turn
communicated frequently with the principal for instance investment
decisions before their publication. Privately funded GPs’ autonomy was
constrained through regular and contractually mandated impact reporting
requirements. In addition, in Europe regulation was driving more formalised
impact reporting. The underlying push for reporting was not a suspicion of
goal mismatch on the part of the LP (as predicted by agency theory), but
rather a desire to make better ex-post evaluations and to understand what
came to pass. Moreover, reporting requirements were not seen by
respondents as fundamentally goal-altering. Investment decisions remain
independent from LP influence due to the specific legal structure governing
the sector.

After the investment decisions were made, LP-principals left considerable
autonomy to their GP-stewards in many areas of impact management. As one
generalist GP explained: “We do not have to do impact by any book, rather
we can assess what is impactful”. As described in the previous chapter, GPs
systematically assessed impact by employing specific tools and metrics and
considering the different dimensions of impact. This was not in any way
dictated to the GP from above. Instead, once the LP had invested in the GP,
the latter was left with considerable freedom to execute their impact
management vision. One LP described the rationale behind this in the
following terms: “How do you identify specific metrics for the GP to report?
That is often done with humility because we are investing across so many
sectors and impact themes, we often rely upon our fund managers to be the
experts”. In addition, both LPs and GPs confirmed that there was an open
discourse around impact “when we look at the potential new investment
case, we have deep discussions about what its main impact is, is this enough
of an impact”. According to GPs, the same dynamic continued between with
their investees: “we pick the metrics in conversation with the founders”. In
sum, the results of this study indicated a relatively high degree of autonomy
for impact management, aligning with the predictions of stewardship theory.

4.3.2 Motivation
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Two key dimensions were studied concerning the motivation of LPs and GPs:
their motivation for impact investing and whether they saw impact-linked
monetary incentives as motivating or not. As outlined in the theoretical
framework, investment chains will function better if the underlying
motivations of the LPs and GPs align. To maintain or improve motivation,
principals need to take into consideration the goals and mission of the agent
or steward to ensure the compensation and incentivisation schemes are not
counterproductive (Kluvers and Tippett 2011). In both North American and
European investment chains, the underlying motivations were largely
aligned. Whilst almost all of the interviewees cited intrinsic or non-pecuniary
sources of motivation (make a difference, intellectual curiosity, prestige),
subtle differences in tone and the degree of emphasis on other exciting
aspects of their jobs (e.g. traditional investing, disruptive technologies) could
be discerned. Each investment chain had investors who were more impact-
oriented and investors who identified as generalists who cared about impact
whenever possible without risking financial returns. The generalist LPs and
GPs within the same chain also more often cited extrinsic sources of
motivation, such as the broad interest in finance and investing, and exhibited
more scepticism about the potential of impact investing: “I have always been
interested in investing” and “Today more realism has set in for me”.

However, even the revised theoretical framework has severe limitations in
explaining situations where the same LP, driven by the same set of
motivations, expects different outcomes from its different GPs. All but one
LPs held diverse portfolios and expected impact results from their impact-
driven GPs and financial results from their generalist GPs. In turn, the
impact-driven GPs were extremely intrinsically motivated while the
generalist GPs had both intrinsic and extrinsic motivations. One possible
explanation for this lies in the principal’s investment strategy. If the strategy
entails portfolio diversification, the principal can rightly set different
objectives for different GPs. When the principal has different investment
motivations (rather than individual motivations), they can exercise mental
compartmentalisation when making investment decisions.

Moreover, the LPs accepted different incentivisation schemes from their GPs.
They welcomed impact-carry mechanisms as a signal of true commitment
among frontrunners but were equally tolerant of no impact-linked
incentivisation as this remains far from industry standard in both European
and North American GPs. There was no clear pattern regarding motivation
and compensation schemes. Some highly intrinsically motivated GPs serving
impact-first LPs were planning to introduce or had already implemented an
impact-carry mechanism, and others did not. Among the LPs or GPs that had
direct experience with impact-carry, there was no evidence of
disincentivising or goal misalignment if steward-like, intrinsically motivated
GPs used it — on the contrary. This could perhaps be explained by the fact
that the GPs had always voluntarily and proactively devised the impact-carry
mechanism. The most ambitious impact management practices were never
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dictated from above by LPs trying to incentivise impact. These GP-stewards
were motivated to enhance their impact incentivisation practices. This
enhanced ownership and satisfaction, instead of leading to mission drift.

4.3.3 Identification

As outlined in the theoretical framework, LPs and GPs had multiple
professional identifications which is more characteristic of stewardship
rather than agency. Interviewees identified with the wider impact investor or
impact-driven entrepreneurship community in their city or country, with
their organisations, and to a degree with their principals. The latter was
limited by the fact that there were multiple principals and multiple agents
within the same investment chain: “There might be some mission drift
because they have other LPs who are driving return rather than impact
targets more” or “There are always other investors who have other asks”.
One GP even sought alignment with co-investors by sharing impact analysis
and due diligence findings routinely, demonstrating an identification with
the broader impact investing community. However, generalists, who did not
identify with impact investing per se, believed that pure impact funds would
align with pure impact-first LPs. Nevertheless, in this diverse sample, even
the most impact-driven GPs were not exclusively backed by impact LPs.

A clear indicator for high identification derived during coding of results for
this study was the degree to which stewards proactively set the agenda on
impact, instead of having it dictated from above. There were many instances
of proactive demonstration of the steward’s impact-related added value: “In
terms of managing impact, weve always felt it's a self-imposed
requirement”, and “We wanted to show to our LPs that we are committed,
that we’re not trying to do greenwashing, that we’re going to do something
amazing”. In addition, high identification was observed in the way in which
interviewees talked about their organisation and their principals the frequent
usage of the pronoun “we” and “our”: “When our GPs are trying to pursue
deals, oftentimes theyre up against traditional VCs”. GPs mostly referred to
their principals as equals, with the same mindset, rather than employing
hierarchical terms. Overall, the strong degree of identification with impact
investing among the LPs and GPs suggests that the stewardship approach has
more explanatory power than the agency view.

4.3.4 Authority

According to agency theory, the authority of the principal is most clearly
reflected in the presence of credible sanctioning mechanisms, while
stewardship theory expects that the hierarchical relationship is informally
accepted and mutually respected. After an investment decision, investors,
both LPs and GPs, had limited “sticks” available to them to sanction impact-
related mission drift and had no prior examples of divesting due to
shortcomings on impact. Instead, LPs more frequently quoted their “carrots”
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— the prospect of gaining re-financing through good impact performance: “A
lot of these GPs we’ve already invested in, we will be keeping an eye on them
and of course seeing if they meet their targets as well too because a lot of
these organisations come out with second and 3™ funds and are looking for
us to reinvest too - - they want more business”.

The LPs did not feel the need to exert authority through additional
sanctioning mechanisms, as authority was established formally through the
contractual arrangements upon investing and informally through shared
values and beliefs. Contracts and side letters routinely included mentions of
impact, for instance in terms of the GP investment strategy: “Impact is all
over our legal documents and the caveats we provide for our investors”. The
reporting requirement is also laid out in the contractual documents. The
most impact-oriented investors noted that contracts could also include
impact-related metrics or targets: “We tailor-make contractual terms for
each case. This is to manage risk as well as to encourage the client to make
more impact”. Informally, authority was guaranteed in many cases by the
modest size of the impact VC ecosystem: “It’s a small community, we all
know each other, so it’s trust-based”.

Many LPs also noted that the careful analysis of fund managers' track record,
characteristics, and personal traits, before investment decision, ensured a
strong sense of trust after the investment had been made. A history of
collaboration over the years also further enhanced trust and removed the
need for additional authority-enhancing mechanisms. One predominantly
market-oriented LP noted that they had specifically chosen the VC asset class
because the VCs in the region tended to be more collaborative and articulate
in impact management, including in assessment and evaluation, in
comparison to traditional asset classes whose impact management was
poorer. The LP could start building experience with impact management in
impact investing through close collaboration with the GPs, who had more
experience in, and resources devoted to impact management.

4.3.5 Stakeholder orientation

LPs and GPs were oriented towards different sets of stakeholders, exhibiting
traits of pragmatism, adaptability, and collaboration, rather than a
streamlined, agent-like shareholder orientation. First, respondents were
highly pragmatic in their impact target setting, focusing more on the needs
of their respective stewards, rather than on the interests of the shareholders.
LPs noted that “the targets were determined by looking at the context” and
that “impact is not a cookie-cutter thing”, suggesting impact metrics should
be calibrated to the specific circumstances at hand. GPs also spoke about
their ambition to be practical and realistic in what to demand from their
investees: “We try to be quite pragmatic in setting the targets”, “we focus on
each of our portfolio companies and identify 1-2 metrics that tie into their
value proposition”. It further extends to considering the diversity of founders
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and types of solutions when setting targets. Second, tailored and case-by-case
impact management approaches were favoured by most respondents. This
approach recognises the unique characteristics of each investment and
refrains from employing uniform targets. Consequently, it is apparent that
the stewardship perspective, which advocates adaptability and
responsiveness to diverse stakeholder needs, dominates this aspect of impact
management. Third, interviewees emphasized collaboration, knowledge
sharing, and proactive support in impact data collection and management:
"Data of CO2 emissions -- We can help you set that up. We can help you start
doing that." In contrast to an agency perspective that may focus solely on
enforcing targets for shareholders, these supportive practices underscored
stakeholder orientation, and therefore stewardship, in impact VC.

4.3.6 Short vs. long-termism

According to theory, short-termism applies to self-interested agents while
long-termism is the modus operandi of stewards who have strong
psychological links to the organisation (Davis, Schoorman, and Donaldson
1997; ABlander, Roloff, and Nayir 2016). The VC fund's lifespan is about a
decade, which qualifies as medium to long-termism. This is supported by
compensation structures that create long-term incentives for fund managers,
such as carried interest: “All our partners have their carry tied in, so we are
in it for the long run”. The underlying impact narratives also emphasised the
need for disruptive solutions that will bring about lasting change. However,
when it came to impact-related target setting, the time horizon leaned
towards the medium and short run: “We set an ambition level for what it
should be in 2025, a few years ahead”. The impact metrics were collected on
a quarterly and annual basis. One explanation for financial long-termism and
impact target-related short-termism could lie in the fund-raising practices of
VCs. Typically, already one or two years after the first fund has been raised,
VCs start to raise their second and third funds. While LPs cannot realistically
hold GPs accountable by divesting due to impact shortcomings, the LPs keep
a close eye on impact performance with a view to future investment decisions.

Both agency and stewardship models offer explanatory power to this
situation. As predicted by agency theory, most GPs strive to perform well in
the short run, driven by the need to demonstrate quick impact results to
attract and retain LPs. As predicted by stewardship theory, many GPs express
a long-term commitment to the fund and its underlying impact goals, when
operating with compensation structures like carried interest. The coexistence
of these theories can be attributed to the fund-raising practices of the venture
capitalist GPs and the monitoring role of the LPs. This demonstrates the
complexity of aligning financial and impact goals in the context of impact
VCs. There are also exceptions to the long-term investment horizons that
came up in the interviews, such as the LP who noted a greater potential for
mission drift and goal mismatch vis-a-vis the GP on impact when
occasionally having to make short-term investments.
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4.4 Regional and investor type differences

The sample of GPs interviewed was more homogenous than the LPs due to
referring to the GPs as a starting point in the sample selection criteria. The
GPs on average had 1-3 years of experience with impact VC, had similar ticket
sizes for the investees they financed, and mostly invested with equity rather
than debt into their investee companies. Therefore, the GPs exhibited more
harmonised impact management practices across regions. The GPs in this
sample were also on average more ambitious with regards to impact
management than their LP counterparts. Overall, the LPs exhibited more
variance between each other, with the investor profile and the autonomy of
financing determining to a large extent the impact management practices.
Those LPs that focused on impact investing as a core practice, naturally
implemented robust impact management structures.

The impact management approaches exhibit individual variance also within
organisations, and there is a limit as to how much an individual employee
can be taken to represent the broader organisation’s views on impact. For two
LPs, there were 2-3 investors per company participating in the interviews,
allowing to broaden the perspective. Multiple participants from a single LP
exhibited nuanced intra-organisational divergences of opinion on how to
measure impact, motivation, and identification.

The main difference between North American and European investors was
rooted in the contrasting regulatory environments. Notably, the LPs seeking
to comply with the rules of the EU are starting to benefit from an
informational shortcut when it comes to impact assessment with the entry
into force of the Sustainable Finance Disclosure Regulation (SFDR). These
LPs can potentially cut the time and resources involved in studying the
impact intent of the fund as GPs self-classify into impact funds. As one LP
put it: “Now Article 8 or Article 9 differentiation may become a quicker way
to figure out the impact of a fund”.

On the other hand, the GPs faced the burden of adjusting and qualifying their
portfolios under the new labels. European GPs were still undergoing the
learning process of how to comply with the new regulations, and the problem
of the slow progress of regulation meant that they could not be sure about
what qualifies as an impact fund (Article 9) until further regulatory
guidelines were issued. This led them to qualify as an Article 8 fund: “That
means we promise that 50% of our investments have sustainable
characteristics (environmental and social). We keep updating these
characteristics but for now, we have promised to our investors that for
instance resource efficiency, circular economy and societal wellbeing will
be present in our portfolio companies at the time of the investment”. As the
lifespans of VC funds are about a decade, the effects of today’s classification
decisions remain relevant for years to come.
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In contrast, US-based LPs did not see the necessity of regulation to help with
GP classifications. Instead, a culture of charitable giving and donations was
more prevalent in the impact investing industry. In the US, rules allowing to
earmark funds for charitable purposes in structures called “donor-advised
funds” (DAFs) were deemed important. An investor that has registered as a
501C3 non-profit organisation commits to advancing impact or charitable
purpose at the core of their activity. This also means that impact is clearly
stated in the investment strategy: “It’s also presented as a clear financial
risk; that we will not always pursue the highest and best return for
investors at the expense and in the pursuit of impact”. In addition, in North
America, investors were more likely to emphasise the individual
characteristics of their fund managers or investees (founders or start-up
teams). They carefully studied the networks and track record of the team, and
the proximity to the problem they're trying to solve. The measurement of
social impact, e.g. serving disadvantaged communities through impact
investing, was also more pronounced in North America.

Another indirect influence of regulation was discernible in the overall impact
VClandscape in Europe and North America. One European GP described the
demand trend for impact-driven VCs in the following terms: “A while back
an impact VC was a differentiating factor and could help you stand out.
Then impact funds proliferated, and the reputational benefits perhaps
decreased. Now with regulation, it might get rationalised”. The presence
and absence of regulation might drive not only the reporting habits but also
fund formation and investment strategies. North American and European
approaches to impact management might get accentuated at exit when
selling off the investee assets. In Europe, in part thanks to regulatory
requirements, the buyer’s due diligence involves deep analysis into
governance issues (e.g. the presence of a whistleblowing system) or
environmental issues (e.g. supply chain risks). For instance, an LP might
analyse in depth a GP’s alignment with the SFDR during the due diligence
phase, which expands the need for robust impact management.
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5 Conclusions
5.1 Key findings

In conclusion, this thesis has delved into the impact management practices
of LPs and GPs involved in impact-driven venture capital investments in
Europe and North America. The findings shed light on the emerging practices
in assessing and evaluating impact, incentivising, and compensating parallel
financial and impact goals, and governing and reporting impact.

LPs, and even more so GPs, spend the most effort on ex-ante impact
assessment, in the due diligence phase, before taking an investment decision.
Investors employed mature impact assessment practices in particular
towards climate and environmental outcomes due to the availability of
quantifiable metrics (Rawhouser, Cummings, and Newbert 2019). Social
impact quantification presented greater complexity due to the diverse and
qualitative nature of outcomes, necessitating a nuanced understanding of the
local context and cultural or behavioural dynamics. This result underscores
the potential for ex-ante impact assessment to be more standardised for
climate-focused investors than for those with social objectives. In addition,
investors placed a great deal of importance on the profile and personal
characteristics of the fund managers or investees as an indicator of the
likelihood of the desired impact manifesting itself. In contrast, ex-post
evaluation practices are more fragmented and less time-consuming than ex-
ante. Since LPs and GPs do not use ex-post evaluation in investment
decision-making, other than to inform future investments into a given
investee, this area receives comparably less analytical efforts.

This study revealed a disparity in the concerns of LPs and GPs regarding
impact-linked incentives and compensation. While welcoming impact-linked
pay in principle, LPs exhibit a heightened apprehension surrounding the
potential pitfalls of setting wrong targets or measuring irrelevant aspects of
impact. This unease can be attributed to two issues. First, their relative
distance from the investee companies is directly responsible for creating
impact, leading to concerns about ‘mission drift’, as predicted by prior
literature (Cetindamar and Ozkazanc-Pan 2017). Second, as the LPs
primarily lacked financial incentives (variable pay such as carried interest),
the need for monetary compensation linked to impact appeared unnecessary.
LPs pursued simultaneous financial and impact or sustainability objectives
without impact-linked incentives explicitly linked to the dual objectives. This
was particularly true for LPs funded by public sources or donations, which
granted them greater autonomy in investment decision-making. The absence
of impact-linked incentives among LPs can explain why they did not insist on
such structures for GPs and viewed them cautiously. Conversely, GPs, with
their direct engagement and collaboration with investees, primarily grapple
with foundational issues such as data quality or accuracy. The close working
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relationship and mutual trust between GPs and investees mitigate their
concerns about selecting inappropriate or underwhelming metrics.

The LPs monitor the GPs' impact performance at a high level via oversight
boards and impact committees. While they set up specific reporting
requirements for their GPs, buttressed by frequent communications, the
contractual terms come largely from the GPs. LPs prioritize impact not only
within their portfolios but also by publicly sharing their commitment to
responsible investing, thereby promoting transparency and accountability in
the impact VC sector. Both LPs and GPs are increasingly hiring specialized
personnel for impact management. Transparency is promoted through the
publication of impact reports and third-party verifications, highlighting
portfolio-wide achievements. However, there is room for improving
comparability between impact data, which could enhance the industry's
ability to assess and benchmark its overall impact.

Little variance between North America and Europe was found beyond
external influences of contrasting regulatory environments. While it is
important to note that the sample size was too small to make definite
conclusions about regional differences, in both regions, LPs and GPs impact
management practices appeared to be more characterised by stewardship
instead of principal-agent relations. A broad alignment on the mission to
make a positive impact and intimate ecosystems based on trust meant that
impact was mostly proactively managed and reported on by the stewards,
rather than being managed by principals from above.

5.2 Theoretical contributions

Through empirical investigation, this thesis has also improved the theoretical
understanding of the impact of VC context. Unlike implicitly assumed in
recent studies (Thirion et al. 2022), agency theory has a limited explanatory
power in early-stage impact investing. This is largely due to the prosocial and
intrinsic motivations amongst investors and investees that generate high
degrees of trust and remove the principal’s (whether LPs or GPs) perception
of the need to control and reward GPs or investees.

Stewardship relations were pronounced across most of the six dimensions
differentiating stewardship from agency theory. Notably, impact
management structures that appeared agency-like at face value, such as
impact-carry and impact-linked variable pay, were stewardship structures as
they were across the board proactively implemented by the GPs in a bottom-
up manner. The principals were not demanding them for the sake of mission
alignment but merely welcomed them as symbolic gestures of impact
commitment among the GPs. In the same vein, the importance that LPs and
GPs place on the “who” dimension in impact investing decisions in the early
stage underscores the significance of individual motivations and
relationships in a field driven by a sense of purpose, aligning with
stewardship theory. Given the inherent complexity of impact management,
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the reliance on personal characteristics is a rational approach in the impact
VC field. However, with time, as the field grows, standardises, and
professionalises, agency theory’s applicability should be revisited.

Another theoretical contribution of this study is that it is inaccurate to model
the investment chain to start with the LP when using agency or stewardship
approaches, even for the sake of simplification. In the same way, investees
were not uniquely accountable to their GPs but had multiple sources of
income that should be considered in subsequent theorising about this field.
Crucially from the impact perspective, the broader nature of the investment
chains means that highly contrasting impact prioritisations can be present
within the same investment chain, which in turn influences impact
management practices. Faced with multiple principals, the GPs opt for a
proactive impact management approach, choosing specific practices such as
impact KPIs or impact-carry mechanisms, to signal stewardship and
commitment to the wide set of potential principals.

5.3 Practical implications

Several practical implications arise for impact VC practitioners based on the
results of this study. First, it can be helpful for LPs and GPs to take time to
consciously reflect on the relative prioritisation of impact or finance in their
portfolio, and whether an agency or a stewardship dynamic is in place inside
their organisation or vis-a-vis their principals or investees. This allows
investors to design appropriate impact management systems to ensure
further accountability and alignment, instead of unintentionally leading to
mission drift. Requiring impact-linked financial incentives from an already
dedicated steward can be counterproductive. Instead, resources can be
directed by common impact measurement efforts. At the same time, the
results of this study suggest that the proactive implementation of ambitious
impact management practices by GPs can be helpful, regardless of the LP
profile.

Second, what works for early-stage impact investors might not be
appropriate in a later-stage context. As impact-making companies mature
and grow, more regimented impact management approaches may become
warranted, and the inter-relational dynamics may warrant more agency
approaches. This includes impact-carry, which is likely to gain relevance as
impact investing becomes mainstreamed in the financial industry.

Third, with the institutionalisation of impact reports in the field of impact
VC, ex-post impact evaluation will be more emphasised by both LPs and GPs.
Likely, the evolution of impact management will focus specifically on
measuring the manifested impacts in support of the income claims. The
graduation of the first impact funds in the coming years will help show what
was achieved, and guide others towards more robust ex-post impact
evaluation practices. This will be increasingly supported by dedicated impact
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measurement software tools, that simultaneously facilitate regulatory
reporting for impact VC LPs and GPs.

5.4 Limitations

In terms of limitations of this study, the commitment to safeguarding the
anonymity of interviewees and the inability to assign individual findings to
specific LPs or GPs, limits the replicability of this research. Future studies
might address this limitation by either relaxing the anonymity commitment
or involving interviewees from different investment chains who do not work
together directly.

Another limitation relates to a potential bias in the interviewees’ impact
motivations. Those who agreed to participate in a study focused on impact
management might inherently prioritize impact more than those primarily
concerned with financial returns. Participants could have been inclined to
overstate the impact management efforts of the funds, especially since the
interviewees were specifically responsible for sustainability or impact in their
roles. This is linked to a risk of bias towards stewardship among the
respondents. The interviewees, by volunteering to participate in this study,
might be naturally more prone to collaborating and exchanging information
informally in the impact VC ecosystem. Although the diversity of the
organisational entities interviewed partly mitigated this bias, the risk of bias
remains.

Moreover, the study primarily focused on the LP-GP link due to limited
access to busy start-up founders and managers. While the convenience
sampling method enabled access to knowledgeable interviewees with
influential roles, the subsequent snowballing sampling technique relied on
LP introductions to access GP interviewees. If the initial interviewee did not
facilitate this introduction, progress was constrained. This sampling design
also constrained the selection of specific fund vintages. Attention to maturity
of investments could have removed the potential bias of the interviewee’s
degree of experience, ensuring that interviewees have had similar amounts
of time to familiarize themselves with impact management.

Furthermore, the generalizability of the findings between geographical
regions is limited by the relatively small number of interviewees, which
cannot claim to represent the broad diversity of impact VCs in Europe and
North America. Improved results would be gained with company-wide
studies that interview a considerable number of employees. The nascent
nature of the impact VC industry and the lack of large-scale datasets (Thirion
et al. 2022) also limits the ability to cross-check the results with other
academic studies, further emphasizing the need for caution in generalizing
findings.

5.5 Suggestions for further research
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This study analysed impact management practices, taking them as a potential
avenue towards more sustainable outcomes. However, more studies are
needed to externally study the actual impact outcomes that the impact VC
community aspires to make (Reisman, Olazabal, and Hoffman 2018). By
quantifying the impact outcomes and comparing them to impact
expectations, valuable insights would be gained as regards the credibility of
impact expectations in this field. In addition, the investee perspective
warrants closer inspection to understand the challenges facing companies
that try to create an impact in the world.

In this study, the sample of interview participants was purposefully oriented
towards diversity to capture high-level insights about the emerging impact
management practices. Further research could analyse more comparable and
homogenous groups to gain deeper insights into how organisation type, size,
impact orientation, or funding structures influence impact management
practices.

Further research is also needed to explore how the impact management of
investees is influenced by the top-down pressures exerted by the multiple
investors and by the bottom-up remands of their clients, increasingly seeking
impactful or sustainable products. The funding structures of the LPs, GPs,
and investees create a multifaceted web of relationships. The motivations and
accountability mechanisms between the broad set of investors when it comes
to impact merit further academic scrutiny. These dynamics could be analysed
from alternative theoretical perspectives, such as the strategic or the
multistakeholder approach.

5.6 Concluding words

Impact investing represents a shift from a solely profit-oriented approach to
an effort to bridge financial and social or environmental returns for the sake
of the greater good. Investors have recognised the potential of scalable but
early-stage companies to harness sustainable market transformations
(Holtslag, Chevrollier, and Nijhof 2021). Managing impact in this context is
no easy feat, and increasing resources are being devoted among LPs and GPs
to improve their impact management capabilities.

This study explored the emerging impact management practices in this field.
The results indicate that impact-driven investors are readily experimenting
with a range of impact assessment tools and endeavour to quantify the
potential impact, before taking an investment decision as a part of the due
diligence process. As the impact VC industry grows and dedicates more
human resources and standardization efforts to impact management, the ex-
ante bias is likely to fade away. The development of regulations, the creation
of dedicated impact, sustainability or ESG functions inside funds, and the
mainstreaming of the practice of publishing impact reports with quantified
impact metrics all suggest that change is already underway. Impact reporting
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and governance practices are already showing considerable similarities
across European and North American impact-driven VC investors. Impact-
linked incentives are also emerging, mostly at the initiative of GPs, but are
not (yet) considered a necessity in the field.

The results suggest that future studies should pay attention to the
stewardship approach when analysing the dynamics between impact-driven
LPs and GPs. Agency theory, which has been used to analyse the role of
impact-linked financial incentives to alleviate ethical tensions between
investors (Thirion et al. 2022), could not capture the complex web of
relations unveiled in this study. Instead, the collaboration on impact
management, trust-building due to shared identities, and intrinsic
motivational drivers that are present between impact investors are best
explained by the stewardship perspective. This finding adds a new dimension
to the current academic understanding of impact-driven VC investments,
highlighting the importance of devising culture- and context-specific impact
management practices to achieve optimal sustainability results.
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A. Semi-structured interview questionnaire

A.

Introduction

How did you come to join the field of impact investing?

What drives and motivates you the most in your daily work?

Impact investors intend to generate positive, measurable social and
environmental impact alongside a financial return. Have you been in
a situation where impact or returns had to be prioritised, and how
did you approach this?

Impact assessment and evaluation

Who sets the impact targets and goals, and what does this process
look like in practice? (prompts: fund level vs. product level;
flexibility vs. ambition; qualitative vs. quantitative; review
possibility?)

How do you then choose the metrics to measure progress? (prompts:
collectively vs. individually; workshopping vs. approving)?

What are your data collection and processing practices? How are
they working in your opinion?

How do the different stakeholders, such as investors and investees,
interact and collaborate on impact measurement?

Would you change anything in this process?

To what extent do you feel you manage to capture the causal
connection between the intervention and the impact?

How are different impact assessment or evaluation tools used when
making investment decisions? (prompts: Theory of Change, IRIS,
IMP, SDGS)

Impact-related incentives and compensation

Is impact performance linked to financial compensation?

If yes:

o How is the scheme structured?

o What motivated these choices (prompts: internal decision vs.
external push)?

e  Who contributed to the design of this scheme and how?

o When was this scheme introduced? Have there been any intended
or unintended consequences?

o How do LPs, VCs and founders perceive this scheme?

o What happens to the compensation sum if impact goals are not
reached? Are there any other sanctions for failing to reach
metrics?

If not:

What do you think about impact-based compensation?

How do LPs, VCs and founders perceive impact-based compensation?

How are fund managers incentivised to drive impact alongside

financial returns?
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How do you ensure goal alignment between investors, managers and
investees?

. Impact governance and reporting
Is impact included in your legal documents or contracts?

If yes, when did this practice begin and what have been the
consequences?

If not, what motivated this decision and how is it working out?

How do you integrate impact into board work?

Have you set up impact-focused governance bodies, such as
sustainability advisory committees?

What are your reporting and disclosure practices around impact?
Who has been driving the development of these practices and how?
Have you done or considered doing third party impact measurement,
verification or audit?

. Conclusion

Which regions and sectors do you invest in / operate in?

Would you say you have a social or environmental focus?

When was your fund set up and when were the investments made?

. Is there anything more you would like to add?
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