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Leveraging the Balance Sheet

A conversation with Julie Sunderland, founding director of Program Related
Investments at the Bill & Melinda Gates Foundation.

BY DAVID BANK

he idea came from a conversation between Bill Gates and Alex Friedman, the

onceand futureinvestmentbanker whowas then the chieffinancial officer at the

[Bill & Melinda Gates Foundatior|. How might the foundation leverage its huge

balance sheet to help bring private-sector innovation and entrepreneurship to
bear on urgent challenges in global health, agriculture, education, and other areas?
Friedman recruited Julie Sunderland, who as head of Oriane Consulting had already
worked in Africa, Eastern Europe, and other challenging markets to support great entre-
preneursandbigideas. Sunderland launched the foundation’s program-related investment
(PRI) effort asa $400 million “pilot” in 2009. It has since grown to a $1.5 billion mandate, of
which more than $1 billion has been committed in 47 investments, including equity, debt,
guarantees, and fund investments. As Sunderland got ready to move on to new challenges,
shereflected on the lessons she has learned from seven years of PRI-making.

David Bank: What did the folks at the
foundation ask you to come and do? Was
it Bill’sidea?

Julie Sunderland: Bill Gates had just moved
over from active management at Microsoft
to spending a lot of his time at the Gates
Foundation. One of the things that he saw
when he joined the foundation was that it
wasdoingalotofgreatworkin the nonprofit
and academicsectors,but—not surprisingly
given his background—he wanted to think
more proactively and effectively about how
we partner with the private sector.

Bill was really intrigued by the possibil-
ity of using program-related investments,
PRIs, to form partnerships with the private
sector as well as to support some of our non-
profit partners. The original idea for the PRI
program at the foundation came outofacon-
versation between Bill and Alex Friedman
who was the CFO at the time. Alex had come
from Lazard and was looking at the huge bal-
ance sheet at the Gates Foundation. We had
at the time about $35 billion in capital in the
endowment—it’s probably more than that
now—in addition to Warren Buffett’s gift.

DAVID BANK is editor and CEO of fmpactAlpha} Investment
News for a Sustainable Edge. He was previously a reporter for The
Wall Street Journal and avice president at Encore.org.

MAKING MARKETS WORK FOR THE POOR / SUMMER 2016

Alex recruited me to come in and start
the PRI program. We weren’t sure wheth-
er it was going to work. We started it from
scratch. It was me and our assistant Jill. We
started with a $400 million pilot and have
grown it from there.

How would you define the problem that
the investment you were going to make
could solve?

Our work is grounded in trying to under-
stand the particular strategies that the Gates
Foundation is pursuing, for example, trying
to bring agriculture technologies to small-
holder farmers in Africa, or working with
companies to develop breakthrough scien-
tific discoveries that would translate into
products for global health. So at the outset of
the program, our focuswasonaddressingthe
issue: Are these instruments useful in terms
of identifying private-sector partners and
creating the incentive to get them to work
with us on some of these really hard prob-
lems? Thatis what I would call phase one.

In phase two we started to think in a lot
more depth and with more nuance about
market failures. What are the market fail-
ures that prevent experimental, innovative
biotech companies from focusing on global

health problems? How do we solve those
market failures using these tools? Looking
atall of the challenges that poor people face,
how do we use investment tools to develop
low-cost innovative products and make
them accessible and affordable to poor
people? We talked a lot about how we could
make markets work better for the poor.

In our latest phase, we're thinking a lot
about what we call “betting on believers,”
finding those great partners who want to
workwithusand using PRIsastoolstomake
greatthingshappenintheworld.Soit’sbeen
an evolution to figure out what we can do to
empower great innovators, great compa-
nies, and great entrepreneurs to focus on
the problems we’re trying to solve.

Is there an overarching pattern to mar-
ket failures, what causes them, and what
cures them?

We’re not delusional about the private sector
and about capitalism. We know that markets
don’t work well for the poor for very, very
good reasons. It’s not theoretical. The reality
is that the poor don’t have much money and
therefore profit margins are slim. The only
way that you can create good business mod-
els to serve the poor is to get to high volume
and large scale with small margins.

Weknowthatthetransaction costsof sell-
ingtothepoorarehigh. Weknowthattoserve
poor people, if you have to actually go out and
do last-mile delivery and interact with them
directly, it costs a lot. We know that the dis-
tribution channels and the infrastructure to
reach these populations are underdeveloped.
‘We know that there’s not a lot of information
about these markets. And we know that we're
often operating in what are perceived to be
very high-risk markets from a political and
business environment standpoint.
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So there are a lot of constraints to over-
come for good, rational companies that may
want towork in these markets. Whenever we
look at the sectors in which we work—health
care, agriculture, education, and financial
services for the poor—we’re very realistic
about how challenging it is for companies to
work in these markets and try to find ways to
solve some of those market failures.

We believe that the way to do that must
involve innovation, whether it is technology
or business model innovation. We’ve seen
howleapfroginnovation enables youtolower

The theory being that if you can tackle
some of those obstacles then the market
can work without the subsidies that you
provide?

Absolutely. We’re not interested in sup-
porting unsustainable businesses or busi-
ness models. What we’re really interested
in is using subsidized capital or the other
tools that we have—whether it’s regulatory
change or ways to de-risk upfront innova-
tion—to try to solve some of those market
failures. The expectation is that over time

transaction costs and achieve high volumes
with products that can change people’slives.

One of the greatest examples of this is
[bKash| a company in Bangladesh that uses
mobile paymentsand has created anincred-
ible digital infrastructure that allows poor
people to access financial services with very
low transaction costs. It’s pennies for a fi-
nancial transaction. In a few years, we’ve
seen bKash grow from zero customers to
close to 20 million, if not more than 20 mil-
lion by now.

The answer to the question ofhowdoyou
solve market failures is specific to the sector
inwhich you're working. We’re betting onin-
novation. We’re betting on business models
that can achieve a large scale. We’re betting
on partnering with companies that have the
appetite totake onriskandbuild distribution
and delivery models that work.

these markets will work for the poor. We will

have low-cost, affordable products that the
poor can access. That’s the theory.

‘We don’t want to be ahistorical here. We
know that you don’t just turn a switch and
solve amarket failure. What we want to think
about is how markets can evolve over time.
Again, I goback to the bKash example. We're
pretty confident, given the economics of us-
ing digital payments to reach poor people
and what we’ve seen happen in East Africa
Wit thatit will be a functional mar-
ket once you de-risk some of that early up-
frontinfrastructurebuildingand innovation.

Other sectors, like agriculture, are much
more complicated and people have been try-
ing to solve those market failures for a long
time. It maybe alonger path toward amarket
that works for the poor. So we don’t just say,
“Hey, you go out, you do a PRI and you solve a

market failure.” We want to think about how
the underlying economics of a market evolve
over time and what role we can have to ad-
dress some of those market failures, and help
that market evolve toward something that
doesn’t need us anymore.

Let’s turn to the tools themselves. Are
PRIsjustgrants by another name, or are
they something different?

We sit within the foundation and we're the
only investment group within the Gates
Foundation proper. [The endowment is
outside of the foundation.] So at the outset
we narrowed our scope to program-related
investments and thought of ourselves as the
strategic investment arm of the foundation.

We really did want to push the envelope
interms of the tools we wanted to use. Many
of our colleagues in other foundations had
focused on low-interest loans to address
housing, or charter schools, or working
capital for their NGO partners. We wanted
to look as well at different types of partners
such as biotech companies, multinationals,
and innovative entrepreneurs.

In the first couple of years of the pilot
we did everything. We worked within global
health, agriculture, financial services,and US
education. And we also used a full range of fi-
nancial instruments. We used direct equity
investments into companies. We used equity
funds. We did traditional loans to nonprofits.
And we used guarantees, which have turned
out to be one of the most extraordinary tools
that we’ve used and that are truly leveraging
the foundation’s balance sheet.

Iwon’tdiscountthe challenge of pushing
the envelope in terms of using those instru-
ments and developing new legal structures.
The legal team at the Gates Foundation has
been our partner hip to hip in terms of help-
ingbuild these new investment structures.

We have to make investments for a chari-
table purpose and we have to define metrics
within all of our investment criteria that
are consistent with the charitable purpose.
Those two constraints have actually been a
powerful tool to hold ourselves accountable
to the purpose of the investing, and to nego-
tiate in a very straightforward way with our
partners. We’ll walk away from a negotiation
ifwe find that we can’t get alignmentwith our
partners around the charitable purpose. We
oftendescribe thisas “Global Access”: ensur-
ing that knowledge and information gained
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from a foundation investment is promptly
and broadly disseminated and products
funded by the foundation are made available
and accessible at an affordable price to the
poorest populations. We have very specific
metrics that define how our partner reaches
those global access requirements.

The second thing that’s important about
PRIs is that no significant purpose can be fi-
nancial return. Their primary purpose has to
be charitable. We’ve found that within that
constraintthere’salotofroom to structurein-
vestments. We've worked with our legal team
tobe careful abouthowwe both maintain that
financial discipline but also make it clear to
our partners, to ourselves, and to the organi-
zation that the primary purpose of aPRIis the
foundation’s strategic charitable purpose.

Do you consider yourself an impact
investor?

I count myselfas an impact investor. I'm in-
vesting for impact. My purpose is to achieve
impact. I'm very clear on that and I'm very
aggressive in negotiating with companies to
ensure that I get thatimpact.

Within the context of the impact invest-
ing community, we’re very, very clear-sight-
ed that in most cases, especially in the sec-
tors in which we work, there are trade-offs
between financial return and impact. And
we’re very clear about the subsidy that we
provide in order to generate that impact. So
we sometimes get pushback from some of
ourimpactinvesting partners on two levels.

We know that if we’re investing in an
early-stage company, were taking risks that
purely rational financial investors wouldn’t
take and there is an inherent subsidy in that.
If we’re providing a low-interest loan to one
of our partners to expand into Africa, it’s a
lowerinterestrate than marketinterestrates
and there’s a subsidy there. If we provide a
guarantee and we don’t charge a guarantee
fee, and there’s arisk of loss, there’s a subsidy
inherentin there.

So with every single investment we
make, we want to be clear about the subsidy
we are making and we want to measure and
be held accountable for it. We think about
how much impact we get for providing that
subsidy. That’s built into the DNA of this
program. We're very aggressive in negotiat-
ing with our partners and our companies to
deliver on the metrics to show that they’ve
created thatimpact.
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We’ve gotten pushback from some of our
impact investment colleagues, “Oh, there’s
no trade-off”.” In other sectors maybe there
isn’t a trade-off between financial and social
returns; you canhave your cake and eatit too.
In the markets in which we work—where
we'refocused onthepoorest populationsand
we’re trying to solve market failures—we’re
pretty conscious that we should be providing
asubsidyand that the subsidyisvaluable and
enabling us to get toward impact.

The other pushback we get from part-
ners is that we’re too hard-nosed, that we
should be softer and be more open in sup-
porting social entrepreneurs and social en-
trepreneurship and notbe so worried about
invoking financial discipline. Our feeling is
if you don’t have a good company that can
generate cash flows and that can be finan-
cially successful in the long term, then we’re
also not going to get to our impact goal.

So we get pushback from both sides that
we’re not hard-nosed enough in believing
that you can have social and financial re-
turn, that we shouldn’t provide subsidies,
and that we shouldn’t be distorting mar-
kets. And we also get pushback that we’re
too hard-nosed and that we should be more
supportive of social entrepreneurs that may
have more questionable business models.

If you’re getting pushback from both
sides, you figure you must be doing
something right?

We’re right where we should be. Or we’re
completely wrong! Could be either way.

Tell me more about how you think about
subsidy.

Nobody likes the word “subsidy.” It’s a scary
word. Economists cringe, everybody cring-
es.Sowere-coineditas “RiskShare.” Ouren-
tire investment review processis structured
to look a lot like a typical private equity or
venture capital due-diligence process. But
instead of just focusing on whether this is a
good or abad investment, we are focused on
pricing the inherent subsidy, or Risk Share:
howmuch of the investment do we think the
foundation is unlikely to ever get back, and
then make sure that risk share is worth it in
terms of the impact that we’re trying to get.
If we had a very high-risk, early-stage
$10 million investment that other investors
wouldn’tgointobecauseit’stoo high-risk, we

might say that 50 percent is more risk than a
rational financialinvestorwould takeand are
funds that the foundation is likely to never
get back. Therefore, 50 percent of the total
investment, or $5 million, is subsidy, what we
consider therisk share, which we account for
from our program team’s grant budget. We
accountfortheother $5millionfrom our PRI
balance sheet allocation. All of these invest-
ments are funded fully from the foundation
payout, and all of these investments have an
explicit charitable purpose for all elements
of the investment, but this clever way we ac-
count for them internally does a few things.

Firstofall,itmeansthatwheneverwedo
an investment, we’ve got skin in the game,
both from the program team and from the
investment team. Second, we’ve got deal
teams thatinclude both the investment and
programmatic professionals. Third, what
we're trying to achieve is to make sure that
the $5million contribution, that Risk Share,
is tied very explicitly to the impact it’s going
to get for the program team’s grant budget.
Program officers have hundreds of millions
of dollars in grants that they’re putting out,
and by looking at that subsidy and compar-
ing it to an equivalent grant, they can say
“Yes, it’s worth doing. I'm going to get as
much outcome from doing that investment
as Iwould if I were doing a grant.”

That allows us to have a rational con-
versation with both our investment com-
mittee and our leadership around what a
good investment is for the foundation. In-
stead of saying, “Hey, is this too risky? Is it
not risky enough?” we’re saying, “We know
howriskyitisand we knowthatit’sworthit.”
The internal pricing and funding allocation
mechanism allows us to have creative and
productive conversations aboutthose trade-
offsbetween impact and financial losses and
allows us to still maintain discipline around
the use of the foundation’s resources.

Where do your deals come from?

The foundation has world experts in educa-
tion, in some fields of vaccine development,
inimmunology. I've got a great team of 10 in-
vestment professionals but we’re primarily
generalists. We do not have the expertise in
these sectors but we get to work with these
amazing people who deeply understand
whatisneededbythe peoplethatwe’re trying
to serve. They’re the ones that understand
the theoryof change that gets the impactand



whatwe need to do to make markets work for
the poor, and also have the ability to validate
the underlying technology.

In some cases, our program colleagues
will bring us investments, bring us compa-
nies that they’ve identified through their
strategy process and through being out in
these markets. In some cases, we’ll go out
and find them. We’ve been doing this for
seven years, and we now understand some
ofthe sectors and some of the problems that
we’re trying to solve. We can go into the ven-
ture community and the biotech communi-
ty and say, “Hey, this is what we’re trying to
solve. Do you have potential technologies or
platforms or solutions to those problems?”

With all those scientists and experts,
you have market expertise that other
investors would kill for.

I don’t know if they’d kill for it, because
we’re working in some pretty hard sectors.
If I were an investor that wanted to make
money, I don’t know if T would focus on
agriculture in Africa or financial services in
Bangladesh. We’re in some pretty unique
sectors because we’re focused on under-
served populations.

That being said, we’re identifying some
amazing companies because of that techni-
cal expertise. Even though we’re not at all
focused on financial returns and it’s not our
objective and not any purpose of our invest-
ments, we are able to identify great entre-
preneurs, great platforms, and great tech-
nologies. Our focus is getting to that impact
andifwe’re successful, theymayalsobe able
to generate financial returns.

‘We have ahypothesisthatbecause of that
technical expertise, because we're investing
on the back of giants, because our program
colleagues have gone in and understood
these markets better than anyone, because
we have access to great deal flow and great
ideas and the pull of our leadership, we actu-
ally may get more of our funds back than we
expected. But you have to put that in context
and understand that our expectations are to
generate a loss. We currently only expect to
generate a return of 90 cents on the dollar,
whichismuchlowerthanwhatmanyofother
foundation PRI colleagues expect.

In typical investment funds you are criti-
cizedifyouhave flops. Intheimpactworld
you can also get criticism if you have suc-

cesses. There maybe such a thing as doing
toowell.

We’re very conscious that for every single
one of our investments we need to define
the charitable purpose of that investment
and make sure that the companies and our
partners understand that it is very much an
investment for a charitable purpose. But it’s
possible for people who don’t look closely at
what we do and why we do it to say that the
GatesFoundationistryingtomake money off
the backs of the poor. That is absolutely not
what we do or why we do it, so I don’t know
how to defend against those critiques except
togobackto the extraordinary creativityand
results that we do get on the impact side.

How do you tote up the impact returns?

When we think about impact, we think
about it by sector. Within our financial ser-
vices, our digital payments investments, it’s
about the population that we can reach with
low-cost product. When we think about
our biotech investments, we think about a
pathway of innovation and moving along
that innovation cycle from early-stage idea
through to a product, from proof of concept
to clinical trials. That’s a decade-long cycle
to get from a breakthrough scientific idea
to a low-cost product for the poor. Within
our agriculture investments we think about
yield improvements and income improve-
ments for smallholder farmers.

For every investment we do, we’re think-
ing about the theory of change and the path-
way to impact, and then defining metrics
around those. We're still early, but if Tlook at
the returns from our portfolio on the impact
side I'm really pleased. For example, within
our volume guarantee portfolio where we’ve
gone out and worked with multinationals to
lower the price of key health commodities,
we know that we’re on track to save a billion
dollars of donor money. That’s freeing up a
billion dollars that can then be used for other
life-saving products for poor people. That’s a
clearimpactmetricresultfromthatportfolio
that’s easy to measure and quantify. We know
we’re getting results there.

How would you sum up the lessons you
have learned?

First, I think this is hard work. I'm a big be-
liever in impact investing and I'm a big be-

liever that companies and entrepreneurs
and innovators can make a huge difference
in the world. When I lived in Africa, the
most inspiring people for me were always
these entrepreneurs trying to make things
happen, fighting against unbelievable
odds in business environments that most
Silicon Valley entrepreneurs wouldn’t even
remotely be able to function in. But it’s not
easytodothiswell, so I think that one of the
important lessons is to bring all the tools
of good due diligence and good investment
decision making and try to make the abso-
lute best decision possible. And then once
we make the investment, to be tough with
our partners to ensure that they are being
disciplined themselves, to ensure that their
companies are successful and that they are
accountable to our impact goals.

The second lessonisthe conceptofalign-
ingincentives.Alotoftheinvestorsincompa-
nies we work with do have a social responsi-
bility mindset. They want to make the world
abetterplace while buildinga company. How
dowe createincentivesand howdoweenable
the most overlap between our objectives and
the objectives of the company? If there’s not
enough overlap, then we shouldn’t do the
deal. If there is a lot of overlap and we can
de-risk or we can provide capital in creative
waystoenable them todothethingsthatthey
want to do, those are our best deals.

A third lesson is the importance of un-
derstanding your markets and understand-
ing the economics of your markets and the
theory of change for how you get to a func-
tional market. In a lot of cases, to gain that
knowledge we’ll also do grants alongside
investments. Often, that work on regulatory
issues, market research, R&D, or product de-
velopment—that is supported with grants—
isasimportantas our PRI investment.

The fourth lesson is the importance of
finding great people and giving them the
tools they need. We’ve found some fantas-
tic people to partner with in these compa-
nies and those are the ones that we want to
double down on, the great innovators and
the great entrepreneurs. Within multina-
tionals, we meet people who are committed
to bringing the capabilities of those compa-
nies to these markets. All of these commit-
ted, visionary people are a joy to work with.
And that’s probably my most important les-
son—finding great people to work with and
enabling them to do great things is where
we’ve been most effective. ¢
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