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ABSTRACT

Rethinking Credit and Capital Subsidies
to Create Jobs Through MSMEs.
The Role of Impact Investment Funds

The paper discusses the limits of credit and capital subsidies to finance MSMEs in the
presence of jobs-related externalities. Using a stylized model of the decision to lend to
enterprises with different levels of risk, we show that instruments like credit guarantees are
likely to exclude enterprises that have a higher social rate of return and a higher social value
than some of those that get access to credit. We also show that pigouvian wage subsidies
equal to the value of the jobs externality are unlikely to be an efficient policy instrument;
they would need to be firm specific and do not change the distribution of financial risks.
We argue that impact investment funds focused on jobs (IIFJ) can be a market mechanism
to channel part of existing government subsidies and deal with market failures resulting
from both asymmetric information and jobs externalities. Using an extended version of the
model that is calibrated to a representative country we show that — if well designed — IIF)
can generate significant welfare gains relative to traditional investment funds because of
their impact on jobs.
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1. Introduction

Micro, small, and medium enterprises (MSMEs) are today the main source
of jobs in most countries and will likely play a critical role in the future in re-
ducing employment deficits through higher productivity, higher quality jobs.
It is estimated that, on average, MSMEs employ two thirds of workers world-
wide either as wage employees or own account workers, including farmers.
They tend to be low productivity enterprises often operating in the informal
sector and contribute only one third of gross domestic product. Yet, they
will have to contribute over half and more likely two-thirds of the new jobs
needed over the next 15 years just to keep participation and employment
rates constant [17].

Most countries have put in place policies to promote entrepreneurship and the
development of MSMEs by addressing different types of market and govern-
ment failures. These are related to asymmetric information and principal-
agent problems in credit and capital markets; learning-by-doing and cost-
discovery externalities at the level of the firm; coordination failures within
value chains; and quasi-public goods demanded by MSMEs [13]. Some of
the policy interventions to address these failures involve different forms of
subsidized credit and capital (the most common interventions world-wide);
subsidized technical assistance and support services; interventions to facili-
tate access to markets and develop value chains; and investments in basic
infrastructure to ensure access to services such as electricity and internet.
Most policy frameworks also try to deal with government failures by sim-
plifying business, taxes, and labor regulations, sometimes creating special
regimes for MSMEs [17].

But in general, MSME policy frameworks ignore other market failures that
can affect the quantity and type of jobs these enterprises can create. Reviews
for OECD countries show, for instance, that MSME policy frameworks tend
to focus on issues related to competitiveness, internationalization, and the
creation of value added, taking jobs as a by-product of MSME development
[14]. In middle and low-income countries MSME policy frameworks are more
likely to have job creation and improvements in jobs quality as objectives,
but without specific policy instruments [17].

This paper focuses on credit and capital subsidies for MSMEs (and to some



extent subsidized technical assistance) and shows how existing programs can
be inadequate, or at least insufficient, when in addition to market failures
linked to asymmetric information and principal-agent problems, there are
externalities related to the jobs MSMEs create. These emerge when salaries
do not longer reflect the opportunity cost of labor [12], and /or when the social
value of a job is above the value-added it generates — that is divided between
employers and workers — because it contributes, for instance to human capital
development, economic inclusion, poverty reduction, and social cohesion [19]
and [18].

In these cases, the social rate of return of a given investment project can be
above the internal rate of return, which is one of the criteria used, explicitly or
implicitly, to allocate current subsidies. Credit guarantees, for instance, go to
those MSMEs who are able to obtain a loan from a commercial bank, presum-
ably because they are more profitable/credit worthy than those that cannot.
And when the subsidies are allocated directly by the government, they also
benefit the entrepreneurs/MSMEs that were able to prepare business plans,
obtain co-financing from a bank, or had the most profitable investments.
As a result, current programs inevitably exclude lower productivity MSMEs,
even when there can be investment projects — albeit more risky and costly
— that can improve their commercial opportunities, increase their productiv-
ity, and enable the creation of quality jobs. In fact, a recent study for 128
countries estimates that there are 65 million formal micro, small and medium
enterprises that are credit constrained or 40 percent of the total [11].

The paper argues that impact investment funds focused on jobs (IIFJ) can
be a market mechanism to channel part of existing government subsidies
and realign social and private rates of return on investments, improving the
impact of existing financial instruments on employment outcomes. Regional
ITFJs could be used to finance investment projects that integrate MSMEs
within different value chains, thus opening new markets, mobilizing technical
assistance to increase their productivity, and facilitating access to additional
sources of credit. The nature of these investment projects can increase costs
and reduce risk-adjusted rates of return, but while delivering higher social
rates of return. These projects can be financed because, contrary to other
investment funds, IIFJs deliver to investors both a return on their capital
but also social returns. In addition, the balance between internal and social
rates of return to investors can be influenced by government subsidies in the



form of concessional capital and guarantees on investment returns.

The paper is organized in five sections. The next section discusses briefly the
market failures that affect access to finance to MSMEs, and presents a styl-
ized model of the decision to lend to enterprises that illustrates the limits of
existing mechanisms and the rationale for impact investment funds. Section
3 uses a more refined version of the model to compare the investment strate-
gies of traditional and ITFJ investment funds and assess their employment
and welfare impacts. Section 4 discusses how [I1FJs would operate in practice
and presents estimates of the financial returns they could deliver to investors
based on the structure of their investment portfolio, setup costs, manage-
ment fees, and the level and type of government subsidies. The last section
summarizes the main results of the analysis and discusses issues related to
governance and implementation.

2. Limits of existing financial instruments for
MSMEs and the rationale for IIF Js in the pres-
ence of jobs externalities

The main justifications for public policies to facilitate access to finance to
MSMEs and entrepreneurs are asymmetric information and principal/agent
problems in the markets for debt and capital. Asymmetric information be-
cause, in general, commercial banks (also institutional investors) have lim-
ited/imperfect information about the credit worthiness of different firms;
their managers and owners have better knowledge concerning the operation
of the business. The problem, however, is more acute in the case of would-
be entrepreneurs and MSMEs than large firms. First, it is quite difficult to
assess the profitability and risk of a new business, particularly in the case of
young entrepreneurs with little experience, no credit history, and little or no
equity. Second, stablished MSMEs often do not produce audited financial
statements and have no obligation to make public disclosure of their financial
reports. Third, in MSMEs the line of demarcation between the finances of
the owner and those of the business is usually blurred. Fourth, MSMEs do
not follow standards of corporate governance with clearly defined roles and
responsibilities for shareholders, managers, and stakeholders. They tend to



reflect the idiosyncrasies of their owners and their informal relationships with
stakeholders. Finally, the problem of asymmetric information is more severe
because the large heterogeneity of the population of MSMEs and would-be
entrepreneurs, which are characterized by a wider variance in profitability
and growth prospects than larger enterprises, and exhibit greater year-to-
year volatility in earnings [15].

The principal/agent problem, which exists in all financial transactions, is
also more severe in the case of MSMEs and new entrepreneurs. Indeed,
once financing is received, the entrepreneur may use funds in ways other
than those for which it was intended. An entrepreneur might undertake
excessively risky projects since all the “upside” of the project belongs to
the entrepreneur while a banker would prefer a less risky operation, even if
profitability is lower. A large firm wishing to undertake a comparatively risky
activity can select appropriate risk sharing formulas, such as equity issuance,
but small firms have fewer or no choices available [15].

Financial institutions have set up multiple mechanisms to deal with asym-
metric information and principal agent problems [6]. But eventually, they
have to manage residual risks by other means, usually by requesting equity
or collateral close to the level of the loans. All these mechanisms exclude en-
trepreneurs and MSMEs with no or short credit histories, poor or no financial
statements, low levels of capital, no collateral, and no possible guarantors [9].
They constitute, unfortunately, the majority of potential and stablished en-
trepreneurs.

The small scale of the financial operations of MSMEs compounds the prob-
lems of asymmetric information and principal/agent. The financial industry
is an industry of fix costs. It costs the same to prepare, disburse, and monitor
the repayment of a small loan than a big loan. Therefore, traditional com-
mercial banks have few incentives to deal with medium and small enterprises,
and no incentives to deal with very small and micro enterprises. Small re-
gional banks and micro finance institutions are better suited for dealing with
the problem of scale, but they also have limits. The financial sustainability
of these institutions involves a tradeoff between the average size of the loan
and the level of the interest rates they charge [7]. Micro and very small
enterprises might simply not be able to afford the borrowing costs.

In response to these market failures, governments around the world intervene



through different forms of implicit or explicit subsidies. For instance, most
countries have programs that offer subsidized support services to improve the
quality of start-up business plans, SME investment projects, and, in gen-
eral, business and financial management. These interventions can reduce
the problem of asymmetric information for both banks and institutional in-
vestors, while improving the profitability of enterprises and reducing financial
risks. Also common are credit guarantees to allow financial institutions to
take on more risks. Many governments also intervene directly through public
investment funds or development banks. In addition, governments intervene
by subsidizing the operations of micro-finance institutions or associations.
More recently, there are initiatives to promote financial innovations such as
asset-based finance, alternative debt, hybrid instruments, and equity instru-
ments [15]. From the point of view of most MSMEs, however, the relevant
financial instruments remain subsidized credits (credits with below market
interest rates or no interests), credit guarantees, and concessional capital.

These interventions are likely to be insufficient, however, when there are
jobs-related externalities that create a gap between social and private rates
of return on investments. Indeed, as discussed in the introduction, beyond
labor externalities that emerge with high inactivity, unemployment, or infor-
mality rates [12], there are multiple examples of social externalities related
to poor labor market outcomes (see reviews by [1] and [4]). For instance,
local employment deficits lead to problems with mental health, substance
abuse, family break-ups, and crime [3], [10], and [16]. Economic distress in
the household because of unemployment or low labour earnings adversely
affects children [5]. Employment deficits reduce tax revenue and increase
public spending needs [8]. Jobs contribute directly and indirectly to human
capital development and the overall productivity of the labor force [20]. And,
economic problems related to the lack of good jobs can lead voters to support
fringe political candidates [2].

Private investors, even with government support, usually do not take into
account these externalities and give preference to investment projects with
high internal rates of return (IRR). The implication is that projects with
positive but ”"below market” IRR might not be financed even when they
have a high social rate of return (SRR) given their potential impact on jobs.

To illustrate the limits of existing mechanisms, consider a simple two-period



model where banks lend to MSMEs based on the interest rate they can pay
and the risk of default associated with the loan.! In the model, there is a
set I of enterprises characterized by their labor productivity v;, capital per
worker k;, the output-labor elasticity of their production function «; (also the
share of wages in value added), and their "riskiness” p;. Financial risks are
assumed to be a function f(.) of labor productivity and capital per worker
that in our application takes the following form:

1
Pi = f(vi7 kz) = (1 + 6—(b0+b1(vi+ki)> (1>

where by and b; are parameters to be calibrated to match a given distribution
of risks within I.

Bank’s expected earnings in period 2 from a loan given in period 1 to firm ¢
can be written as:

where 7; is the interest rate that the MSME pays on the loan K;, p; is the
risk of default, and \; is the share of capital that the bank can recover in
the case of default when there is a credit guarantee program. For instance,
if A =1 the bank recovers the entire capital and there are no losses or gains
(the implicit interest rate on the loan is zero).

The maximum interest rate that an MSME can pay on the loan is equal to
the internal rate of return of the investment which can be written as:

wrr; = (Uz(l_k—lswal» (3>

where s,, <= 1 is a wage subsidy that will be used later when introducing
jobs externalities.

LA similar framework could be used for institutional investors where the interest rate
is the expected return on capital and the risk of default is replaced by the probability that
the investment project will fail.



Replacing equation (2) in (1) and dividing by K; gives the condition for a
given credit ¢ to be viable:

(1- m(“i“%o‘”) -1z ()

where 7* is the minimum return the bank expects from the financial trans-

action.

Equation (3) implies that MSMEs with access to credit need to have an
internal rate of return that verifies:

(UZ'<1 — swai)> - ™+ pi(1—=X) 5)
ki - (=)

The right hand side of equation (5) can be interpreted as the minimum

interest rate that the bank expects to receive for a given level of risk. As this

risk increases, so does the expected interest rate. The credit guarantee A > 0

reduces the interest rate and increases the share of enterprises that can meet

condition (5).

To show this graphically, in Figure 1 we project the set I into (p,irr) space
along with the curves defined by equation (5) for different values of A.

In the figure, for a given A, only the enterprises (dots) that lie above the
upward sloping line meet constraint (5) and have access to credit. When the
level of the guarantee \ increases, the upward sloping lines shift down and to
the right and the share of firms that have access to credit increases. Without
the credit guarantee, A\ = 0, just a few firms on the north-west quadrant of
both panels have access to finance. With a 50% credit guarantee, A = 0.5, a
considerable number of additional firms can access credit.

With jobs-related externalities, however, the distribution of firms that have
access to credit thanks to the government guarantees is not necessarily effi-
cient.
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Figure 1: Impact of Credit Guarantees on Access to Finance

Note: The graph presents a random sample of firms in I based on the following uniform
distributions of the parameters: v; € [1,4], k; € [1,10], and a; € [0.1,0.9]. In addition
the parameters by and by in equation (1) are calibrated so that the firm with the lowest
productivity and capital per worker has p,,q, = 0.7 and the firm with the highest produc-
tivity and capital per worker has p,,;, = 0.05. The upward sloping curves represent the
right-hand side of equation (5) for A = 0 and A = 0.5. Only firms with an irr; above the
upward sloping lines have access to credit.

To illustrate this we define the social rate of return srr; and the expected
social value E[u;] of the firm:

srr; = (Ui(l _ s]za il XZ)) (6)
Blud = (1 = pliog (.0 + x0) )

where y; > 0 captures the jobs-related social externalities assumed to be
proportional to the productivity v; of the firm, and K; is the investment
that needs to be financed. The parameter y; is specific to the firm because,
in reality, the externalities generated are likely to depend on the types of

9



jobs created and the population groups they employ, for instance, women or
youth in particular regions. These jobs externalities imply that social rates
of return are higher than internal rates of return and that the social value
of a firm/investment project is potentially higher than the value added it
generates.

If Figure 1 is reproduced adding for each firm as a third, color, dimension
their srr; and E[u;], one can see that it is possible to find points (firms) that
fall below the curve A = 0.5 but that have a higher srr; and/or E[u;] (a
lighter color) than some of those above the curve (see top and bottom panels
of Figure 2 ).

Society would be better off if some of those projects below the curve were
financed instead of some of those chosen by the banks. In other words, for
any level of risk p, ranking investments projects by their irr; — like banks
implicitly do —, can generate a set of investments that is suboptimal from a
social point of view.

Some economists have suggested that ”pigouvian” wage subsidies equal to the
externality generated by the job are the right policy instrument to correct
the market failure [13]. And, theoretically, this makes sense. In our case,
setting s, = (a; — X;)/a; would align the internal and social rates of return
of each firm or investment project. The credit guarantee would then take
care of asymmetric information and principal agent problems. In practice,
however, there are several difficulties to make this happen. To start with, the
optimal wage subsidy would have to be firm specific, since it depends on the
share of wages in value added and the types of jobs created. Setting a single
wage subsidy s,, for all firms, like in Figure 3, does not address the exclusion
problem. And, it is not easy to estimate the value of the externalities; an
arbitrary subsidy set by the government will likely be distortionary.

In addition, wage subsidies do not change the nature of the risk facing com-
mercial banks. Presumably, these subsidies would be paid when an invest-
ment project succeeds and jobs are created and maintained. In general, for
a given level of risk, banks are likely to prefer dealing with more profitable
companies that can afford the interest rate without the need for subsidies. If
anything, the subsidies might signal problems ahead.

10
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(b) Distribution of Firms with their Social Value

Figure 2: Impact of Credit Guarantees With and Without Wage Subsidies

Note: The distribution of firms is exactly the same as in Figure 1. The color dimension
represents the social rate of return ssr; (top-panel) and the expected social value of the
firm Efu;] (bottom panel). The credit guarantee expands access to finance but can exclude
firms with lower irr; than those financed, but a higher srr; and/or Efu;].

The implication for public policy is that a different mechanism is needed to
deal with jobs externalities and reallocate at least part of the subsidies used
today to expand access to finance to entrepreneurs and MSMEs. The ob-
jective would be to co-finance investments with ”below market” but positive
IRR and high SRR. As a result, some micro and very small enterprises that

11



previously could not have qualified for loans — even with credit guarantees
— given their size and profitability, would become eligible to financial and
support services that allow them to escape the low productivity trap.

'
N

Figure 3: Impact of Credit Guarantees on Access to Finance with Wage
Subsidies

Note: In the figure, the irr; for each firm has been recalculated using equation (2) with
a wage subsidy of 20% (s, = 0.8). Like in the top panel of Figure 2 the color dimension
represents the social rate of return ssr;. The wage subsidy shifts all points upward and
a few more firms, theoretically, get access to credit. But the impact is limited and the
problem of exclusion is not corrected.

We argue that impact investment funds for jobs (IIFJ) can be a market
mechanism to deal with job social externalities and asymmetric information
and mobilize private investments to fund high SRR / low IRR projects.
These could be, for example, investments to develop specific value chains and
create commercial and growth opportunities for MSMEs, while facilitating
their access to finance and support services. Contrary to direct investments
by public investments funds which risk ”picking winners,” IIFJs are market
driven. By design, they cater to individual or institutional investors who
are willing to receive lower internal rates of return on their investments in
exchange for achieving a given social impact, like creating more quality jobs

12



for women and youth. This is an important feature that can reduce costs
for the government. But, subsidies and concessional finance can also be
mobilized to increase the rates of return offered to private investors thus
attracting more capital for a given social rate of return.

3. Simulating the investment strategies and
welfare impacts of traditional and impact in-
vestment funds

In this section we expand the model presented above in order to assess the
welfare impact of IIFJs in a representative country. This is done by com-
paring the investment strategies of IIFJ to those of traditional investment
funds, which even when mobilizing concessional capital would be affected by
the same problems as the credit guarantees.

The main assumption behind the new model is that, in any given country,
there is a finite set of investment opportunities that depend on what the
country is already producing, and that there is limited flexibility in terms
of how these investment projects combine labor and capital given the pro-
duction technology. That investment opportunities come in take it or leave
it "quantas” is likely to be a more realistic assumption than a continuum
of investment possibilities with a smooth substitution between capital and
labor based on the interplay between prices and wages.

Formally, the set of investment opportunities is given by I, where each in-
vestment project ¢ € I is characterized by its economic sector s; € S and
region 7; € R, the size of the investment K;, labor productivity v;, capital
per worker k;, and its duration d; (the time it takes to implement the project
before it starts generating revenues). It is also assumed that each project
is associated with a production function characterized by the parameters o
(the output-labor elasticity) which are sector specific.

At time 0, the variables s;, r;,K;, d;, v;, and k; that define the set of invest-

13



ment opportunities are drawn from the following probability distributions.

ri ~UR) (8)

si ~U(S) (9)
log(K;) ~ N(K,o07) (10)
d; ~U(dpin,dyar) (11)
v; ~ N (Uys, 00) (12)

ki ~ N (kys, 1) (13)

Given these distributions, total factor productivity, the number of jobs cre-
ated, and output for a given investment project in a region/sector are given
by:

V;
A= W (14)
Qi = v * J; (16)

One of the implications of this setting is that, for a given level of labor
productivity, there are projects that are more or less intensive in capital
and therefore create more or less jobs, depending on the level of total factor
productivity.

For each investment project, it is possible to define the present value of net
social and private benefits:

d;

NPV(IL;) = Z(t%%m(l tX—a) - 5—) (T+r)™
o B ’ (17)
30 (T ax—a) )

where 7; is the discount rate, y the value of the externalities related to each
job expressed as a share of labor productivity, and 7" the planning horizon
(5 years, for instance, is a reference for investors in private equity funds).

14



The first part of equation (14) indicates that total investment K; is divided in
equal tranches K;/d; and that jobs and output are proportional to cumulative
investments. Costs, on the other hand, are related to wages (a share «
of value-added) and yearly investments. The second part of the equation
indicates that after the implementation period, when the project is in steady
state, revenues are equal to value added and the only costs are related to
wages. The internal rate of return (IRR) of the project is the discount rate
for which NPV (II;) = 0 when x = 0, whereas the social rate of return (SRR)
is the discount rate for which NPV(II;) = 0 when x > 0.

We are interested in the social impacts of different investment strategies z
that generate a portfolio of investment projects I* C I, and define the relevant
welfare function by:

U.=> (Qi+xJ)iel’ (18)

1

In particular, we will compare the investment strategies of traditional and
impact investment funds. The first would seek to maximize returns on capital
by ranking investment opportunities based on their IRR and picking the most
profitable projects until the capital runs outs. For the second strategy we
postulate that IIFJ would rank investment projects based on their SRR,
imposing the restriction that the IRR has to be above a given threshold.

Implementation

The model has been calibrated using national accounts data for Morocco, our
representative country.? The calibration involves having estimates of the pa-
rameters of the different distributions in equations (10) to (13) and the labor
shares a;. In the case of Morocco, data on value added and employment are
available for seven economic sectors (agriculture, industry including crafts,
construction, commerce, social services, high-end services including finance
and ICTs, and other sectors) and 10 geographic regions.

Given estimates of labor productivity by region and economic sector, and

2The choice of the country has been opportunistic given by work the authors are con-
ducting there, but similar simulations could be conducted in other countries without chang-
ing the main messages from the analysis.

15



labor shares by sector, the scale factors A, and the means ks of the distri-
butions that generate capital per worker (equation 10) are jointly determined
(through equation 14) to match exogenously defined average IRRs per eco-
nomic sector. For the distribution of the size of investments and their dura-
tion, the means are defined exogenously to reproduce the means observed in
the largest MSME program of the country (Tamwilcom). The variance of all
distributions are defined exogenously as a share of the mean in order to gen-
erate variation in the distribution of investment projects. These parameters
do not affect the conclusions from the analysis. The last parameter, is the
jobs-related social externality y for which there are no specific data sources.

As discussed in section 2, the literature provides several examples about the
existence of these externalities and in the last section of the paper we discuss
alternatives to approximate their social value. In the simulations we simply
assume, conservatively, that jobs-related externalities represent 10% of value
added per worker (see Table 1 for the value of the different parameters and
distributions).

Under these various assumptions, the model can generate large samples of
investment projects across regions and sectors. These projects vary widely in
terms of labor productivity (between USD 5,000 per worker to USD 40,000),
capital per worker (between USD 10,000 to USD 90,000), ticket size (between
USD 100,000 and USD 1 million), and internal rates of return (between -10%
to over 50%).

One of these samples is shown in Figure 4 which plots each investment project
as a function of its IRR and SRR. Each dot in the figure represents an
investment project and its color represents the economic sector. The figure
shows that there is a considerable variation in IRR and SRR within and across
economic sectors. The range for IRR is similar across economic sectors, but
some sectors like agriculture and construction tend to have higher SRR, while
sectors like commerce have the lowest SRR. As discussed in the previous
section, the figure illustrates how market mechanisms and existing public
instruments are likely to focus on the investment projects with the highest
IRR. The goal of impact investing funds would be to move downwards in the
distribution of IRR and focus on projects with high social rates of return.

16
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Figure 4: Funding of Investment Projects as a Function of IRR and SRR

Note: The figure shows simulated investment projects in different sectors/regions. Market
mechanisms will tend to fund those projects with the highest IRR. Existing government
interventions like credit subsidies and guarantees are likely to expand the coverage of
projects which are funded, but a coverage gap remains. It involves projects with lower
IRR but high SRR.

There are important correlations between the different variables (see Figure
5). In the first three panels, the clusters of investment projects of a same
color identify a region. For instance, the cluster of investment projects in the
industrial sector (orange color) with the highest level of labor productivity
and capital per worker is in the region of Casablanca. In general, projects
with the highest rates of return tend to be associated with higher labor
productivity and higher levels of capital per worker (see first panel).

There are also correlations between the parameters that characterize the
projects and their IRRs. For instance, within a given sector and region, there
is a positive correlation between labor productivity and IRRs; the higher the
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level of labor productivity the higher the IRRs (see second panel). Average
IRRs by cluster also tend to increase with the level of capital per worker (see
third panel). However, within a given region and sector, there is a negative
correlation between the level of capital per worker and the rate of return;
the more costly it is to set up a business in terms of investments per worker,
the lower the rate of return. At the same time, there is no clear correlation
between the size of the investment and the rate of return. For any ticket-size

there is a similar variation in IRRs (see fourth panel).
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Figure 5: Sample of Investment Projects Across Regions and Economic Sec-
tors

Model simulations across 500 Monte Carlos are used to map over time the
portfolio of classic investment funds and IIFJs and compare their perfor-
mance in terms of direct jobs created, labor productivity, total output, IRRs,
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and SRRs. The simulations cover a period of ten years during which it is
assumed that the funds mobilize annual investments by region of USD 10
million, which are allocated to different investments according to the two
criteria defined above (IRRs vs. SRRs).

Two scenarios are considered. The first scenario assumes that the funds work
with companies which are close to the average in terms of their level of labor
productivity by region and economic sector and in terms IRRs. The second
scenario assumes that both funds target companies with 50% of the average
productivity of the sector/region and IRRs are 70% of the original. Thus,
companies in the first scenario would tend to have higher levels of capital per
worker, which implies that creating jobs would be more costly.

Maps of the country show how the structure of the portfolio of investments
would diverge over time with the IFFJs converging towards more specialized
investments and a larger coverage across regions. The classic investment fund
would gradually build a more diversified portfolio of projects focusing on the
more productive sectors including industry, high-productivity services, and
innovations in the ICT sectors. There would also be a regional concentration
of investments, with the majority of investments going to higher income
regions such as Casablanca, Rabat, and Tanger(see top panel of Figure 6).

The ITFJs would generate a more balanced distribution of investments by
region, since regions with an average lower labor productivity and, therefore,
lower IRRs, can still generate projects with high social rates of return. At
the same time, the portfolios by region of the impact funds will likely be less
diversified, focusing on those sectors that have the potential to create more
jobs. Priority would be given to agriculture and agribusinesses; construction;
and other services. But regions such as the Oriental, Draa, and those in the
South could still attract investments in new sectors, industry /manufacturing,
and the social sectors (see bottom panel of Figure 6).

An important result is that [IFEs would create a much larger number of
jobs than classic investment funds, even compensating for lowers levels of
labor productivity and producing higher levels of value added; IIFEJs could
increase “the size of the pie” while ensuring, ex-ante, a more equitable dis-
tribution of earnings.

In scenario 1 the ITFEs would create three times more jobs than the classic
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investment funds; 72,700 on average vs. 23,900 over the simulation period
(see Table 2). The downside would be a reduction in average labor produc-
tivity from USD 19,600 to 6,000 and, in this case, a 7% reduction in output.
As discussed above, this happens as IIFEJs focus on investment projects with
higher SRRs which tend to be more intensive in labor and less intensive in
capital and thus have lower labor productivity. Still, comparing total value
added plus the value of the jobs-related social externalities, the ITFEJs could
increase social welfare relative to traditional investments funds by 3%.
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Figure 6: Investments by Region and Sector (sample Monte Carlo)

It is also important to note that the reported level of labor productivity is
that observed today, when projects would be selected. In the model this
level of labor productivity remains constant over time, but in practice it is
likely to increase as small firms are connected to larger firms in the value
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chain, expand their markets and increase their profitability. In addition, it
is possible to set a minimum level in terms of the IRR for the projects and
change the balance between average labor productivity and jobs created.
This is a key policy choice underpinning the design of IIFEJs.

Performance indicators Capital ITFEJ Change
invest-
ment
fund
Direct jobs created 23,977 72,756 3.03
Cost per job (USD) 30,967 10,416 0.34
Subsidy per job (USD) 0 866
share of capital 0 8.31%

Average labor productivity (USD) 19,654 6,030 0.31
Total output (USD 000) 471,257 438,722 0.93
Social welfare (USD 000) 495,234 511,478 1.03

Average IRR 15.38%  15.28% -0.09%
Implied growth in 5 years 2.0 2.0

Average SRR 22.4% 30.5% 8.1%

GDP (billion) 142.9

Share to total capital of the IIFEJ 0.530%

Table 2: Relative Performance of Classic and Impact Investment Funds -
Scenario 1 (high v and irr)

Under scenario 2, the IIFEJs would create 2.7 times more jobs than classic
investment funds or an average of 177,000 vs. 65,000 jobs. This occurs as the
funds invest in lower productivity firms less intensive in capital (see Table 3).
Hence, the average cost per job created in scenario 2 is USD 11,200 for the
classic investment funds and USD 4,300 for IIFEJs, compared to USD 30,900
and 10,400 respectively in scenario 1. Average labor productivity would also
decline under scenario 2 from USD 6,900 to 2,600 but this time total output
would increase by 6%. Essentially, the relative increase in the number of jobs
would compensate for the reduction in labor productivity. Total welfare —
value added plus jobs-related social externalities — would increase by 26.7%.

In terms of rates of return, the results show that IIFEJs could generate a
much larger SSR than classic investment funds without major reductions
in IRRs. In scenario 1 the reduction in the mean IRR generated by the
investment fund is less than 0.1 percentage points while the mean SRR would
increase by 8 percentage points. In scenario 2 the reduction in the mean IRR
generated by the IIFEJs is around 3.5 percentage points but the increase in
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the average SRR would be 26 percentage points. The average IRR would
remain close to 11.5% which is lower than that used in the baseline scenario
in section 4. The effective rate of return to investors would then depend on
the level and types of government subsidies.

Performance indicators Capital ITFEJ Change
invest-
ment
fund
Direct jobs created 65,070 177,388 2.73
Cost per job (USD) 11,230 4,327 0.39
Subsidy per job (USD) 0 864
share of capital 0 19.96%

Average labor productivity (USD) 6,915 2,679 0.39
Total output (USD 000) 449,974 475,270 1.06
Social welfare (USD 000) 515,045 652,658 1.27

Average IRR 15.06%  11.58% -3.47%
Implied growth in 5 years 2.0 1.7

Average SRR 34.4% 60.7% 26.3%

GDP (billion) 142.9

Share to total capital of the IIFEJ 0.537%

Table 3: Relative Performance of Classic and Impact Investment Funds -
Scenario 2 (low v and irr)

4. Operations and financial viability of Impact
Investment Funds for Jobs (ITFJs)

This section presents some general considerations regarding the setup of
ITFJs. An important issue is about their administration, which would need
to outsourced to management companies selected competitively under a per-
formance based contract (PBC) or a public private partnership (PPP). This
is important to ensure proper risk sharing between the public and private sec-
tors, and to create incentives for the fund to be managed in the best interest
of stakeholders and achieve its objectives in terms of social and financial re-
turns. The revenues of the management companies (MCs) would have two
sources: 1) management fees calculated as a percentage of the capital under
management; and 2) earnings linked to performance. The latter could take
the form of differed income that is paid when IRRs and SRRs are above a
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given target (the “hurdle rates”).

Given the nature of the investments, a preferred option would be to setup
the ITFEJs as open funds, with the government as an investor through the
general budget or existing public investment funds. Other investors would
include international financial institutions (IFIs), commercial banks, institu-
tional investors, and other private investors. The capital, net of management
fees, would be invested in both equity and quasi-equity (debt where the in-
terests paid depend on the performance of the company) in proportions to
be decided by the management companies based on the expected IRRs and
SSRs stipulated in the contract. Different investors would be able to have dif-
ferent temporalities for capital recovery and different financial arrangements
for the payments of returns.

It is unlikely that IIFEJs would be able to invest directly in micro and very
small enterprises. Instead, investments would focus on individual SMEs or
larger enterprises, but within a value-chain approach that allows the funds to
also finance, indirectly, very small and micro enterprises acting as suppliers
of final or intermediate goods and services. For this to work, the investment
project would need to include funds that can finance the following items: i)
tangible fixed assets such as production equipment and infrastructure; ii) in-
tangible assets such as patents, software, websites, and training modules; and
iii) working capital for operational support such as financing of raw materi-
als, outsourcing of production components, credits to suppliers, and account
receivables. Through the latter, micro and very small enterprises which are
part of the value chain of the companies benefiting from the investments of
the fund would be able to receive credit to finance their own working capital
and their capital investments (see Figure 7).

It would also be important to ensure that the IIFEJs are able to finance
activities related to due-diligence and auditing of the companies receiving
investments, as well as technical assistance and support services for the micro
and very small companies in their value chain. To do so, the MCs would set
up partnerships with firms specializing in auditing and different types of
technical assistance. The ensuing costs and fees would be included in the
financing of the capital increase operation for the target companies.
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Figure 7: Structure and Functions of an Impact Investment Fund for Jobs

By design, the IIFEJs would also constitute a mechanism to integrate other
financial instruments that governments have set up to facilitate access to
finance to MSMEs. As indicated, the regional ITFEJs are a vehicles where
existing public investments funds could invest to promote entrepreneurship
and the development of MSMEs. IIFEJs would also help MSMEs access
credits from banks or MFIs since by doing its due diligence, monitoring
and supervision of the various players in the investment project, and by
integrating micro and very small enterprises in value chains, it would be
reducing risks and the problem of asymmetric information. Government
credit guarantees could also reach more beneficiaries at lower costs thanks
to the activities of the IIFEJs. The same could happen with other programs
which offer subsidized credit (see Figure 7).

Financial viability and government subsidies

To a large extent, the financial rate of return that IIFJs can pay to investors
will depend on the distribution of rates of return on equity and quasi equity;
the composition of the portfolio in terms of these two asset classes; investment
risks (the probability that investment projects fail); and management fees.
In general, as shown in section 3, IIFJs will pay lower rates of return than
traditional investments funds and will likely require government subsidies to

25



attract private investors. These subsidies would be justified in the presence
of jobs related externalities and can be of three types. 1) concessional capital;
2) guarantees on the capital of private investors; and 3) direct transfers to
the MCs.

As an illustration, consider an open IIFJ that receives investments of USD
10 million every five years during a period of 25 years. The disposable capital
(after management fees) is allocated 60% to equity and 40% to debt, with
the value of each investment project — the value of the tickets — ranging
between USD 100,000 and 600,000 (relatively small investments). Capital
is invested in equal installments over a period of five years and investments
take five years to mature and deliver returns. The expected rate of return
on equity is 15% and the expected rate of return on quasi-equity 10%. This
implies a 13% rate of return on each investment (0.6%15%+0.4*10%), which
is in line with the results of the simulations presented in section 2. At this
rate, the companies that receive the capital are expected to grow by a factor
of 1.8 over a period of 5 years.

We simulate the performance of this ITFJ under different scenarios regarding
investment risks, management fees, and government subsidies:

o [nvestment risks. It is assumed that between 10 and 20% of investments
fail and that the standard deviation of the rate of return on successful
investments is equal to 20% of the mean.

e Management fees. The MC receives management fees of [2-3%] of the
capital, as well as payments based on performance with a hurdle rate
set at [5-8%)] and the percentage of carried interest at 30%. This implies
that when the fund generates a rate of return above the hurdle, the MC
receives 30% of the additional returns.

e Government subsidies. Two types are considered: 1) the government
mobilizes 30% of the capital of the fund under concessional arrange-
ments where the return is capped at [0-3%]; and 2) the government
guarantees all initial capital to investors (if the fund generates a nega-
tive IRR the government assumes all the losses).

The results of the simulations suggest that the average IRR paid by this pro-
totype fund (after management fees and before carried interests) could range
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between 3.89% and 7.9% (real), with a minimum of 0.5% and a maximum of
10.3% (see Table 4).

Management fees have an important role to play. When management fees
are reduced from 3 to 2%, the average IRR increases from 3.09 to 5.20%.
Carry on interests can also have significant impacts on the net rate of return,
the rate paid to investors without government subsidies. As show in the first
column of Table 4, increasing the the hurdle rate from 5 to 8% increases the
average net IRR from 2.4 to 3.22% (compare net rates of return in the first
and 4th columns). At the same time, the hurdle rate might be an important
parameter to improve the performance of fund managers both by increasing
the IRR on investments and reducing investment risks. In the simulations,
the rates of return on equity and quasi-equity are taken as given and the
main factor affecting the performance of the fund are investment risks.

For instance, if these risks are halved, from 20 to 10% (column 3 in Table
4), the average IRR increases from 2.4 to 4.7%. Therefore, there is likely a
tradeoff between the level of the hurdle rate and observed investment risks.
If there is no hurdle rate, management costs are lower but investment risks
can be higher which can reduce the expected IRR. Similarly, a hurdle rate
that is too high might also reduce the incentives that fund managers have to
improve the performance of the fund, increasing financial risks and reducing
the IRR. Conversely, a hurdle rate in between these two extreme cases can
reduce investment risks but also increase management costs. This would
imply the existence of an optimal level for the hurdle rate that minimizes

investment risks (at a cost) and — other things being equal — maximizes the
IRR.

In all cases, government subsidies through concessional capital can increase
the IRRs pay to investors by a few percentage points. For example, in the
first four scenarios, capping the rate of return the government receives on
its capital at 3% increases the average IRR by between 7 and 50 percentage
points (compare the net rates of return with the rates of return paid to
investors). And, reducing the cap from 3 to 0% increases the IRR from 2.4
to 3.5%. When low management fees and investment risks are combined with
high hurdle rates and low returns on public capital, the average IRR could
approximate 10%.

Government subsidies are therefore important to increases IRRs and attract
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investors but when used their costs should not be underestimated. In the
various scenarios considered, the fiscal cost of the concession ranges from 30
and 65% of government capital. Capital guarantees, on the other hand, if
set in ITFJs where negative rates of return are unlikely (like in the scenarios
considered in this section) would have little bering on the fiscal costs, yet
can be an important incentive for private investors.

Manament Fees 3% 2% ” 7 7 2%
Investment Risks 20% ” 10% ” ” 10%
Hurdle Rate 5% 7 ” 8% ” 8%
Concession 3% ? ? ? 0% 0%
IRR 3.89% 5.20% 6.58% 4.00% 3.91% 7.9%

min  1.40% 0.46% 3.86% -0.15% 0.05% 5.1%

max 7.27% 8.15% 8.55% 6.84% 6.52% 10.3%

net IRR 2.39% 3.75% 4.69% 3.02% 2.39% 6.7%
min  0.28%  -0.52% 2.38% -0.89% -1.07% 3.9%

max 5.15% 6.29% 6.25% 5.50% 4.66% 8.6%

IRR to investors 2.45% 4.14% 5.42% 3.22% 3.44% 9.6%
min  0.28% 0.00% 2.38% 0.00% 0.00% 5.6%

max 6.08% 7.70% 7.65% 6.58% 6.65% 12.3%

Cost concession 37.8% 31.11% 29.35%  34.02% 58.60%  58.4%
min  29.3%  29.26% 29.26%  29.26% 58.45%  58.4%

max 56.3% 62.16% 36.51% 64.65% 65.74% 58.4%

Table 4: Rates of Return Paid to Investors in Prototypes I1FJ

Note: Management fees are given as a share of total capital under management. Invest-
ments risks are the share of investment projects that fail. The hurdle is the rate if the
rate of return above which the management company receives 30% (in this example) of
additional revenues. The concession on government capital (30% of the total capital of
the fund) is the maximum rate of return paid by the fund

In principle, government subsidies should be set at a level equal to the so-
cial value of jobs related externalities. And one of the practical difficulties
is to define the value of these externalities, which will more likely differ by
type of job and who gets the job. The fact is, however, that governments
already allocate substantial amounts of public resources to different MSMEs
support programs. Impact investment funds can be a mechanism to rational-
ize the allocation of these subsidies. First, because the investment projects
are selected based on market mechanisms. Second, because as discussed in
the next section, governments can gauge how private investors in the fund
address the tradeoffs between social and private rates of return. And these
"revealed preferences” constitute another market mechanism to assess per-
ceptions about the social value of different types of jobs.
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5. Conclusions and discussion

We have shown in this paper that traditional credit and capital subsidies
for MSMESs are unlikely to be efficient in the presence of jobs related exter-
nalities, and that impact investment funds focused on jobs (IIFJs) can be a
market mechanism to improve the allocation of the public budget funding
these subsidies. The majority of the capital in the proposed IIFJs would be
private and investments would be conducted by competitively selected asset
managers under PPP arrangements. The main difference between I1FJs and
traditional investment funds is that in addition to delivering a given financial
rate of return, investors and fund managers also seek a social return. This
allows the fund to finance riskier, less profitable, investments in MSMEs but
with high social rates of return given their impact on jobs. These investments
could take place through SMEs (or larger enterprises) within a given value
chain that can then integrate, and finance, micro enterprises as producers
of intermediate goods and services. Impact investment funds therefore be-
come a mechanism to leverage private investments towards the social goal
of creating quality jobs through MSMESs, which today employ the majority
of workers. But because the projects are riskier and less profitable — partic-
ularly those integrating micro enterprises — government subsidies might be
required to ensure an adequate IRR for at least part of the investors. These
subsidies could be funded by reallocations from existing programs.

In this last section, we discuss a few issues concerning governance, the cal-
culation of jobs social externalities, the scale of operations, and integration
with existing programs that would need to be considered and further ana-
lyzed prior to the implementation of ITFJs.

Governance. In terms of governance the challenge is to strike the right bal-
ance between ensuring that the I[IFEJs responds to strategic objectives in
terms of public policy and giving to the asset managers the necessary in-
dependence and incentives to manage the funds in the best interests of its
stakeholders. This balance could be achieved if the ITFEJs has a three-tier
governance structure: 1) a Board of Directors composed by the stockholders
of the management company (MC); 3) an Investment Committee composed
by independent professionals selected based on merit as well as the CEO of
the MC and its Director of Investments; and 3) a Steering Committee with
representatives from the MC, key ministries (e.g., finance, sectoral ministries,
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and the ministry of labor), and local governments. The Board of Directors
would be in charge of overseeing the overall direction and strategy of the
IIFEJs. A CEO, reporting to the board, would be responsible for the day-
to-day management and operations of the fund. The Investment Committee
would centralize all decisions related to the approval of new investments and
the management of the investment portfolio, without interference from the
government. The Steering Committee, however, would also play a critical
role by defining the strategic objectives of the IIFEFs, particularly in terms
of social impacts, and overseeing that the operations and results are aligned
with these objectives.

Jobs related externalities. One of the key challenges for the operationalization
of ITFJs is to define the value of these externalities. In existing IIF — say
for climate — the social outcomes of interest are agreed upon with investors
and reported, ez-post, for each of the investments, but there is no valuation
of social benefits. Fund managers calculate IRRs and, on top, report on
social "impacts.” Fund managers, therefore, are not able to really maximize
social impacts, for instance, by setting a minimum SSR for a given IRR and
constructing the portfolio of investments to match the policy objective. The
proposed alternative in the case of jobs focused investments is to define, ex-
ante, the social value of different types of jobs for different individuals (in
different regions), so that projects can be selected based on both their IRR
and SRR.

Part of the externality is the labor externality which is routinely taken into
account in cost-benefit-analysis: market wages are adjusted by the unem-
ployment rate to reflect the social opportunity cost labor. More problematic
is the social externality, the value of a job above the value-added it generates,
which is likely to differ by type of job, region, and the person getting the job.

One option to estimate the value of these social externalities is having con-
sultations with investors and other relevant stakeholders. A first step would
be to define a minimum set of standards a job has to meet in terms of qual-
ity (e.g., working conditions, access to social security, earnings). Then, for
each population group — say by age and gender —, investors can reveal their
perception of the social value of the job, expressed as a share of economy
wide average earnings or average labor productivity in the economy (GDP
or value-added per worker). The average valuations can be used to calculate
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IRRs and SRRs for different synthetic investment portfolios that generate
a certain number and distribution of jobs. Investors can then be asked to
communicate their expectations regarding the IRRs they would be willing
to accept for each portfolio, given their synthetic SRRs and expected social
impacts. Some investors will likely be willing to accept an IRR well below
market in exchange for a high SRRs, while some investors might require an
IRR that can only be delivered through government subsidies. Thus, these
subsidies do not have to apply to all investors equally; the fund can have
different tranches of capital. It is then possible, in principle, to estimate
the marginal private investment leveraged from a marginal increase in the
subsidy; or the marginal benefits in the form of additional jobs arising from
a marginal increase in the cost of government capital. The level of subsidies
would reach its optima when the marginal — average — social benefits are
equal to the marginal social costs.

Scale. Impact investment funds tend to be considered as "niche” financial
instruments. But this is not a structural problem; at the end, it all depends
on the capital governments (and probably international organizations) are
willing to mobilize and the appetite of impact and non-impact investors.
The volume of impact investment funds has been growing rapidly over the
last decade and some of the public investment funds existing today could
adopt some of the principles outlined in this paper to maximize the impact
of implicit or explicit government subsidies on jobs (IETP, 2024). A more
relevant question is whether there are enough investment opportunities in
the country considering the adoption of IIFJs. The best way to find out is to
gradually setup regional ITFJs and assess their performance. In principle, one
of the merits of setting up independent funds at the regional level, each with
its own MC is that these would probably better assimilate local knowledge
and respond to regional development objectives. At the same time, this
model is likely to be more costly given the fix costs related to the setup of
a fund and the running of a management company. A compromise would
be to keep a single fund managed by an MC, but with different accounts
or windows, each focusing on a given region or subset of regions. The MC
in this case would have dedicated regional teams in charge of managing the
operations of the different windows at the local level. Part of the capital of
the fund would be allocated to the different account/windows (say 60% of
disposable funds after fees) based on expectations about potential investment
opportunities and regional KPIs. The rest could be allocated based “on-
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demand,” with funds allocated to the best investment opportunities across
regions (this was the implicit assumption used in the simulations presented
in section 3).

Integration with existing programs. As discussed in section 2, one of the
virtues of IIFJs is that they provide an anchor to integrate different govern-
ment initiatives to promote entrepreneurship and support MSMEs, but this
will require having the right institutional arrangements and sets of incentives.
The ITFEJs’ sponsor institution and the MC should have built-in incentives
to seek partnerships with existing programs — either in terms of financial
services or support services to MSMEs. It is unclear, however, that isolated
actions by the MC would be sufficient to promote collaboration and avoid
duplications. One alternative is that the decrees and regulations that create
the ITFJs also mandate the ministries and implementing agencies in charge
of entrepreneurship and MSMEs flagship programs to develop partnerships
and share KPIs with the IIFJs. The budget laws and results-based budgets
can then be used to enforce this mandate. The multi-agency Steering Com-
mittee of the IIFEJs can also play a critical role in promoting and enabling
institutional collaboration.
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