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Money with Purpose: Rethinking Strategic Asset Allocation
through Impact Investing

The uncertainty we witness makes it clear that we need new tools for long term
decision making instead of models built on analyzing historical data. This applies also
for the financial sector. We are currently witnessing a shift from ESG investing into
the realm of impact investing. Impact Investing targets specific solutions and has
impact criteria at the core of the investment decision making process. Authors suggest
a holistic approach to strategic asset allocation, as well as looking at action options
based on multiple future scenarios, instead of one baseline model. Every forward
looking strategy begins with the definition of intent. Intent incorporates the values and
organizational culture of investors, enabling investors to consider the potential
positive and negative impacts of their investment decisions. In this article, the use of
strategic foresight methods is advocated as a way to expand the knowledge base of
strategic asset allocation. Based on highlighting the move from the short-term biased
shareholder model to the broader stakeholder model, and instead of conventional
forecasting approaches the authors suggest adaptive foresight methodologies to be
used at cocreating the future.

Keywords: impact investing, portfolio management, asset allocation, purpose of
money, strategic foresight

Introduction

Today’s investment management practices are based on Modern Portfolio
Theory, a framework first conceived during the post-World World 11 era.
Markowitz himself has acknowledged the challenge with estimating future
returns in an efficient portfolio by stating that “It is precisely at the point where
the assumptions break down that financial models, pushed to their limits, lead
to disastrous consequences. The fundamental changes happening in today's
world, from climate change to epidemic outbreaks to rapid disruptions in the
capital markets, are seldom incorporated into our investment decisions as part
of strategic asset allocation. Current approaches to strategic asset allocation
ignore or underestimate eg the significant social and environmental risks.
(Christian 2011, 3)

New challenges we face today require new kind of impact integrated
thinking. Impact driven investors, which have begun to create products, raise
capital, and make new investments, directly target progress toward the UN
defined Sustainable Development Goals. Traditional asset allocation and
portfolio management theories, such as the classic modern portfolio theory
(MPT), advocated by Markowitz, put in practice a heavy emphasis on risk and
return. These figures are difficult to estimate in reality. Nobel winning
economist Joseph Stiglitz has recently called for comprehensive agenda of
economic reforms, which "must focus on education, research, and the other
true sources of wealth. It must protect the environment and fight climate
change and it must provide public programs to ensure that no citizen is denied
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the basic requisites of a decent life. These include economic security, access to
work and a living wage, health care and adequate housing, a secure retirement,
and a quality education for one’s children".

This article aims to understand how strategic foresight can significantly
improve institutional investors in designing their strategic asset allocation. The
article will first start with a literature review, followed by a discussion section
where the outline for a sustainable portfolio theory will be presented. Finally,
we will end the article with conclusions.

Literature Review

Markowitz suggests that the most efficient portfolio, that is the highest
return for any given risk level, can be achieved by optimal diversification
across a mix of risky assets and a risk-free security, depending on the
investor’s risk profile (Bodie, Kane & Marcus, 2018). Markowitz (1959)
advanced that this method is most suited to institutional or large private
investors, possibly due to their greater ability to assess risk and diversify across
assets (including government securities), given their large pool of funds. The
concept of reducing risk by diversification has revolutionized portfolio
management and has enabled for increased global access to finance across
asset classes. Investors pursue the optimal risk-return portfolio through
constantly analyzing information and using various diversification strategies
assuming markets are efficient and investors rational. In reality, neither of
these assumptions is totally correct.

Modern Portfolio Theory defines risk as a single number—volatility,
measured by the variance (or standard deviation) of returns around a mean.
Beta measures the “systematic” part of risk, that is, the volatility of a portfolio
or security that is a function of the overall market. A relatively newer measure,
Value at Risk (VaR), uses probability distributions to measure the magnitude
of expected losses over a particular period of time, typically using historical
data to develop statistical probabilities. (Christian 2011, 4)

Modern Portfolio Theory addresses a limited scope of risk, which can be
managed because it can be quantified. Uncertainty, on the other hand, is a
broader concept, it includes all which is unknown and therefore is not
manageable in the same way. Statistical models and quantitative analysis work
well with MPT’s definition of risk but not with uncertainty. However, simply
because uncertainty cannot be modeled precisely within the framework that
MPT or other theories set forth, these powerful dynamics cannot be ignored.
Qualitative analysis and scenario modeling, which along with other tools of
Futures Studies are an evolving field of academic study, can contribute to a
deeper, more nuanced understanding of uncertainty, differentiating between
aspects of uncertainty that are really unknown and those that are uncertain
because of their scope and their time horizon.

Knut N. Kjaer, former CEO of Norges Bank Investment Management, has
noted that “...the global financial markets are complex adaptive networks, with
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behaviors similar to those found in biological networks” (Kjaer 2011, 61).
With rare exception, financial professionals have failed to seriously address
ecological limits and are thus unnecessarily surprised by disruptions and
shortages. One exception is Grantham (2011), who tracked inflation-adjusted
commodity prices over past business cycles. He maintains that we have seen a
“paradigm shift” as evidenced by the fact that, for the first time during a
recession (2008-2010), inflation-adjusted commaodity prices did not decline,
but in fact increased. He suggests that investors focus on owning commodity-
related assets as well as shares of companies that are actively engaged in
resource efficiency.

Markowitz himself has acknowledged the challenge with estimating future
returns in an efficient portfolio by stating that “It is precisely at the point where
the assumptions break down that financial models, pushed to their limits, lead
to disastrous consequences...”. The efficient frontier of portfolios that are
optimized to provide the highest return for a given level of risk (variance) is the
true efficient frontier only if actual future returns, variances, and covariances
are identical to those that were forecasted at the time the portfolio was created.
It is this point, identified more than half a century ago, that is increasingly
problematic in the 21st century as complexity and uncertainty have increased
significantly. Today it can also be evidenced through certain stranded assets
and generally deficient accounting policies, such as IFRS, that traditional risk
measures do not capture several non-financial risks such as environmental
risks.

There is an increasing number of new enterprises aiming to improve social
and environmental welfare that are being established and built but they require
more sources of funding to grow. Impact investing as a growing investment
strategy or having values and culture incorporated as a core investment belief
to precede Strategic Asset Allocation (SAA) plays a pivotal role contributing to
unlocking the power of private capital to address societal issues.

Traditional approaches to modeling SAA fail to take account of
externalities eg climate change risk, which is a systemic risk. Addressing
systemic risks involves using methods of systems thinking, i.e. the notion that
one cannot understand the whole based only on understanding how the parts
function. Hence, there is a need for a new framework for SAA, which will be
based on understanding sustainability within the core of the financial system.
Developing such a framework requires us to address the issue of the purpose of
the financial system. Investors shall state their investment beliefs as part of
their SAA strategy in order to define how they want their capital or investable
universe to be put in use over the long term and to define their long term goals.

Impact investment is a new emerging field, best practices of which are still
very much in the state of developing. Even though sustainable investment
strategies are discussed more in the institutional investment sector, most SAAs
are focusing in practice on short term risk and return optimization. As of today,
we have already seen examples of a major shift to see sustainable investment
as a new high growth investment strategy. In the future, we believe that long-
term investing will serve both the direct and indirect interests of the primary
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clients, other direct stakeholders and society-at-large at a more sustainable
level than through the current asset allocation strategies. In order to reach these
goals it is a must to move away from the short term thinking, which
characterizes the institutional investment sector today.

Methodology

This article is carried out as a desk study based on a literature review. The
authors didn’t use any primary data in the research, instead secondary data
based on academic journals and periodicals were used as the basis for analysis.
Key words and Boolean operators were used as part of search algorithms on
EBSCOHost. Then the references were organized and analyzed with the
assistance of Mendeley Desktop version. Qualitative data analysis was done
through thematic analysis of the available data, to look for broader thematic
topics. Such topics identified were those of: financial system as a complex
system, impact investing and the relationship with definition of intent, the
relationship between foresight and uncertainty, systems transitions and
nonlinearity, and finally the relationship between portfolio building and
intention.

Across the world, the appetite for impact investing is growing. Investors
are eager to show that they are a force for good—that profit isn’t their only
objective. A recent survey of asset managers conducted by the Global Impact
Investing Network found that 86 percent of respondents said they ventured into
impact investing because of client demand (GIIN, 2018).

Philanthropy sits at one end of the spectrum in impact investment, and has
been driving change. In 2007, Rockefeller Foundation coined the term Impact
investing, which combined both financial return and societal/environmental
impact. Certain cities and regions have emerged as “hotbeds” of Impact
Investing representing diversity of available investors (Roundy, Brockman, &
Bradshaw, 2017).

In the past few years, there has been significant growth in the use of the
word “impact” as part of the brand for mutual funds and equity-traded-funds
(ETFs), and the number of impact branded funds in public markets has grown
from 13 to 62 since 2008 (IFC, 2019). Majority of such funds simply apply
ESG screens to their investments, without more in-depth commitment to
impacts or incorporating relevant impact criteria in their asset allocation
strategies. Since, until now, there have not been internationally accepted
standards governing what it means to manage for impact, institutional investors
and asset owners have had difficulty assessing which of these funds are truly
managed for impact. There has also been wide spread confusion in the market
between responsible investment, ESG funds, and the various impact products.
Since the label of “impact” has been applied loosely in the absence of common
agreement to their use, it risks becoming devalued among the market
participants, leaving good-intentioned investors disillusioned, as the products
available are not corresponding with their inherent investment beliefs. The
prevailing argument is that the suitability of companies for a portfolio depends
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largely with the type of investor. As we have seen, there is growing demand
and awareness for impact investments, but many asset owners are still unaware
of the true impacts of their investments (European Commission, 2018).

Dealing with uncertainty, complexity, and the search for novelty are
becoming increasingly important. Positioning advice and value chain analysis,
re-engineering and “foresight” perspectives may be a short-term help to
managers facing new competitors, new technologies, and cost pressures, but do
not convey information on where to go and how to get there in dynamic,
uncertain environments that nevertheless seem to follow historic patterns
(Reschke, 2005a, 2005b).

By intending to transform systems for greater sustainability, equity, and
justice, the goals of sustainable SAA are more consistent with the aspiration to
protect humanity and the nature than the wealth accumulation motive of
traditional investing.

By focusing on building impact portfolios and collaborative partnerships,
sustainable SAA can unlock change of the type we need than the old paradigm
of today’s investment professionals, based on Modern Portfolio Theory. While
the Efficient Market Hypothesis of Modern Portfolio Theory entails that the
market will enable an optimal solution, the complexity theory suggests that
there may be emerging lock-ins, previously unseen societal effects, or other
positive or negative externalities that need to be tackled via collaborative
action in order for the invested businesses and ecosystems to move into the
preferred basin of attraction.

Discussion: Adaptive Foresight Framework for Strategic Asset Allocation

Adaptive planning can be seen as strategic planning that deals with
uncertainty by integrating robustness, flexibility, and adaptivity in a unified
framework. Some of the earliest theoretical constructs for strategic planning
were built on a structural approach: only a handful of alternative structures — in
a form of visionary scenarios — are developed and tested against scenarios
driven by external circumstances. The objective is to identify the most robust
structure, usually a combination of those originally proposed. Usually such a
mix can be achieved by trading the core elements between these scenario
structures. Weber and Eriksson (2008) warn against relying solely on such
trading, as real options are inherently more complex than simple financial
instruments. Adaptive Foresight hence needs to find a balance between the
looseness suggested by network theory and the robustness necessary for an
applied financial investment framework.

As our attempt is to incorporate sustainability indicators into strategic asset
allocation, adaptive foresight proves its usefulness as both the connection to
broader sustainability and long term orientation has been established since the
term ‘adaptive foresight” was first brought into academic literature by Eriksson
and Weber (2008).

According to Makridakis (2004), “the role of foresight is to provide
business executives and government policy makers with ways of seeing the
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future with different eyes and fully understanding the possible implications
of alternative technological/societal paths”. Understanding such alternative
paths is crucial also to institutional investors, especially impact investors,
which target long term positive social and environmental impacts, which are
hard to measure and quantify. Another challenge facing the sector is investing
across emerging markets, with a high degree of uncertainty and lack of relevant
information. These markets are often difficult to invest in, with multiple entry
barriers and high country and political risks, which make the impact of the
investments also be particularly challenging to assess.

Based on the analysis of today's challenges of the modern economy and
the need to secure long term sustainable growth and quality of life for the next
generations, the main questions which arise, are the following: If the market
bases its investment decisions and asset allocation on short term risk and
return, what is the impact on society at large? Are we creating a long-term
sustainable economy, or are we investing in assets that compromise the social
and environmental stability that is needed for a sustainable economy? Are we,
by focusing on maximizing short term profits and minimizing risks, actually
decreasing our own sustainability over the long-term?

Sustainable investing based on strategic foresight can be seen as more
aligned with the fundamental nature of our world than the probabilistic
forecasting based decision-making frameworks of present-day investment
managers, which only look at historical data instead of mapping the future
using scenarios and other foresight methodologies such as roadmapping.

Below is a schematic path model, which will outlines impact investing as
an adaptive process:

Figure 1. Impact Investing as an Adaptive Foresight process

Definition of Intent Decide on Strategic Foresight based

— Investable —> on relevant scenarios

Mission, Goals, Values, Universe

Culture etc

Source: Authors’ own characterization
Definition of Intent

To successfully build a portfolio of impact investments, investors must
first establish what their mission, goals, values are culture are. Only based on
defining these parameters, will it be possible for a company to build a
sustainable basis for building value over the long term.
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Once the stakeholders (usually this falls under the responsibility of the
Board of Directors) have defined the values, culture, and goal of the
organization, the investor will need to articulate the impact mission of the
portfolio. Think of the Apollo mission of taking humanity to the Moon as an
analogy. What is the mission around which we can as an organization mobilize
all the necessary resources of our stakeholders and get them committed to
working together with us to achieve that joint vision. The current practice
among the impact investing sector is that the impact thesis is usually driven by
the value set of an individual or organization and is typically called the
organization’s theory of change, often with reference to specific impact
objectives such as access to clean water or affordable housing. The authors
advocate using a visionary and inspiring Mission Statement as it will be
necessary to get every stakeholder committed to joint action in order to create a
sustainable future. The key question for institutional investors from a systems
perspective is: Where could a relatively small investment trigger a larger
change that becomes irreversible, and where non-linear feedback effects can
act as amplifiers?

Decide on Investable Universe

Alongside the Mission Statement, the investor should decide the
investment scope with respect to the investable universe. This decision is
driven by the following parameters: the instruments that will be eligible for
investments; the geographies and sectors of focus; the growth stage and
scalability of the businesses that will be targeted; and the risk appetite of the
investor.

In setting the investment scope and return expectations, investors are
encouraged to leave broad debates and discussions about whether there is a
need for a trade-off between financial returns and impact.

Build Scenarios

An updated asset portfolio model, to replace the current models, envisaged
by the Modern Portfolio Theory, is needed in order to incorporate impact
variables depending on different investor types, one which includes the various
possible future scenarios. Scenarios are defined as structurally different stories
about how the future might develop. By using scenarios decision makers are
able to establish a broader framework for strategic planning and they are
provided with new ways of thinking about and planning for the future.

A careful study will show that in complex adaptive systems, it is not often
a case that a single intervention would trip the system over a tipping point.
Instead, sudden change or phase transition is often the result of multiple drivers
acting in unison. This forms an opportunity for systemic investors to build
portfolios of assets that can be mutually reinforcable, as they add on each
other’s impact potential. What matters in building such sustainable portfolios is
not so much an individual asset’s achievements but the overall potential to
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unlock or speed up transformational effects in sync with other assets in the
portfolio. To sum up, the main objective is to build strategic synergies for
creating the right type of transformational dynamics with respect to the set
mission. This implies a move away from the single asset paradigm — one
stock, one bond, one project — that dominates today’s investment practice
toward a sustainable portfolio paradigm.

Conclusions

It has always been difficult for the short term focused human being to deal
with the long-term, slow-burning problems that threaten the planet today:
climate change, population growth, increasing environmental toxicity, and the
impact of all these three on the future ability to feed the 11 billion people
projected for 2100 (Grantham, 2018). Dealing with long term challenges
requires long term thinking, one example of which in the investment sector is
impact investing. In the end, it all comes down to the potential to move the
needle on the development challenges facing our world.

Investors are no longer satisfied with compartmentalization either. They do
not want to make money in one part of their life and do good in another. They
want opportunities to make money while doing good or vice versa. If the
impact investing industry, in all its diversity, innovation and creativity, can
respond to that basic demand from investors, then it can play its part in creating
a world we will all want to live in.

Global financial markets are currently fixated on debt limits rather than
ecological limits, but there is an inevitable collision on the horizon between
ecological limits and economic growth as we know it. In financial terms, it will
be increasingly costly to emit, pollute and produce, and some companies—
even whole sectors—will face significant disruptive challenges. Meeting such
challenges will require both companies and government decision makers to
adapt more futures oriented thinking and decision making processes. Here the
field of Futures Research can provide many tools and frameworks which will
be useful for long term planning of investment decisions, to cope with the
nature of risks and uncertainty in a holistic and integrated manner. Rather than
treating environmental and social concerns merely as externalities, as much of
the ESG investing literature still does today, these considerations ought to be
integrated into the strategic asset allocation decisions by institutional investors
and governments when designing their long term strategic plans.

The authors of this article believe in a future where investors can align
their purpose and values with their investments relying on solid evidence based
data, which integrates financial risks and returns and social/environmental risks
and returns. These investors are guided by sustainable portfolio managers and
advisors who have experience in advising them about integrating investment
beliefs with suitable investment and impact options and how they connect with
the investors’ impact and financial objectives. In addition, utilizing the
Sustainable Portfolio Management framework, together with the tools of
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strategic foresight and futures research methodologies, institutional investors
who have been previously skeptical about impact investing will be able to
make more informed long term asset allocation decisions, understanding the
value and viability of producing a lasting long term impact. This enables
making intentional choices across a range of investment instruments, using
data science and foresight methods to test different investment and impact
theses.

The practical implication to impact investors is that any investment
decision concerning strategic asset allocation for building the impact portfolio
would necessarily have to include assessing the time horizon of the impact
generated by such an investment, beyond the end date of cash flows generated
to shareholders. Currently risk is being viewed as if it reflected a single point in
time, as a probabilistic indicator of risk for the whole investment period.
Instead what we are proposing, is reassessing the nature of risk and uncertainty
through strategic foresight, which has a long tradition in assisting decision
makers to deal with complexity and uncertainty. The decreased uncertainty
may then serve as a basis for utilizing a lower discount rate for long-term
investments, something which has been propagated by Prof. Joseph E. Stiglitz
among others. This calls for a new, adjusted model of how investment
decisions and asset allocation are viewed by institutional investors and
corporations, to add a new dimension and layer to the existing and currently
used Modern Portfolio Theory of Harry Markowitz, to include externalities and
the longer time horizon of impact generated by the portfolio of investment
decisions to the wider network of stakeholders and the society as a whole. This
is the basis for Sustainable Portfolio Theory, which aims to connect the
research traditions of Modern Portfolio Theory, Strategic Foresight and
Sustainable Development, to create an investment framework for long-term
investing, which will better incorporate externalities and value created over the
time horizon of the investment decision, as well as their contribution to the
sustainable development of the societies such investments are designed to
serve. The core idea here is that investors, once having aligned their values,
defined their intent and equipped with a sense of a joint mission, have the
ability to shape and co-create the future.
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