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Enterprise challenge funds are viewed with instinctive affection by politicians and international development
agencies. They use overseas aid to subsidise private investment in poverty-reducing business ventures in
developing countries—ventures which have good medium-term prospects of commercial viability but would
probably have been left on the shelf without subsidies.

Enterprise challenge funds are likeable because they are, at least in concept, catalytic and, relying upon
private ingenuity, not technocratic. For aid agencies, they offer a more or less light-touch yet defensible way
of allocating considerable resources. Since first appearing around the turn of the century in the UK aid
program, these funds have proliferated. Funding controlled by around 20 contemporary funds, including
Australia’s Enterprise Challenge Fund for the Pacific and Southeast Asia (ECF-PSA), is probably somewhere
in the vicinity of $A400 million.

Given that these funds involve spending aid money in support of profit-seeking and sometimes multinational
business ventures, on the basis of fairly inscrutable counterfactuals (would the venture have proceeded
without the subsidy, and would it have succeeded?), one would expect them to draw at least some hostile
attention. In practice, though, they fly under the radar. This is at least in part because they tend to be
relatively small by comparison with socially-oriented challenge funds, and to allocate resources in quite
modest parcels. (There is one very large fund, the $US200 million Africa Enterprise Challenge Fund, but
even that has a maximum grant size of $US1.5 million.)

Criticism of enterprise challenge funds is rare—this pithy piece from an experienced practitioner, David Elliott
of the Springfield Centre, is one exception, and this reflection from an implementing agency is another,
milder one. Rigorous evaluation and full information disclosure, also, are not often to be seen. Australia’s
ECF-PSA, which ended in 2013, is probably the strongest performer here, doing particularly well on both
evaluation [pdf] and transparency. Its performance on the latter indicator is all the more creditable given the
mixed outcomes reported.

It is not self-evident that there should be numerous ventures that actually fit the bill for enterprise challenge
fund support, and indeed the thrust of Elliott’s criticism is that enterprise challenge funds tend in practice to
move money by paying lip service to their advertised resource allocation criteria, with limited attention to
what happens after said money is off donors’ books. The dearth of evaluative information on enterprise
challenge funds makes it difficult for an observer to see whether and, if so, how such criticisms might be
refuted.
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Even if enterprise challenge funds are not always, or ever, implemented in line with their own advertising
material, in principle they could be, with large impacts—and some home runs have been claimed, most
notably M-PESA, a mobile banking platform which has achieved very wide reach within Kenya and beyond
with some assistance from a UK-backed enterprise challenge fund. However, it can be argued that at least
some of the design flaws and implementation weaknesses of these funds arise, not merely from an urge to
disburse, but from a fundamental confusion about what international development agencies should be
seeking to achieve by means of them, and how. This is the contention of the Development Policy Centre’s
latest Discussion Paper, ‘Enterprise Challenge Funds for Development: Rationales, Objectives, Approaches’.

The discussion paper was informed by discussions within our 2013 working group on enterprise challenge
funds and a workshop we hosted last October on lessons learned from Australia’s ECF-PSA, and expands
on points made in this recent submission to Australia’s parliamentary inquiry into the role of the private sector
in development. It argues that the main source of confusion in thinking about enterprise challenge funds is a
failure to distinguish clearly between ‘enterprise development’ and ‘business modification’ objectives, and

the rationales and instruments appropriate to each.

Enterprise development, in this context, involves reducing risks which impede the establishment or
expansion of innovative, poverty-reducing, small- to medium-scale business enterprises. Here the rationale
for public subsidies is that the level of risk associated with the investment is beyond what private financiers
might reasonably be expected to bear, whether or not such financiers are actually present. Investment
projects in this category should therefore be managed and outcomes assessed on a portfolio basis, with
quite a high tolerance for failure at the level of individual investments.

For cost-effectiveness, enterprise development funding should generally be allocated to stronger firms with
relatively favourable local enabling environments, without excessive post-financing engagement. Resources
should be concentrated in certain countries and/or sectors so as to access the benefits of complementary
investments in improving business enabling environments or in the provision of business support services,
and also to facilitate review and evaluation. Ideally, resources would be provided as contingent or (success-
linked) recoverable financing in order to allow recycling, and provided wherever possible in a way that
leverages investment from private sources.

Business modification, by contrast, involves strengthening incentives for the adoption of poverty-reducing
business strategies by established (often multinational) firms, through changes at the margin. Here the
rationale for public subsidies is not that they reduce risk; rather, they compensate for missing public goods
and provide incentives for firms—if they already have the disposition—to take pro-poor investment decisions,
thereby facilitating changes in corporate strategy. The subsidy essentially has ‘nudge’ value, reducing the
pain involved in making the change (or the cost if ‘cost’ is not interpreted in purely financial terms).

A business modification subsidy might or might not flow to a firm in the first instance but should not be
conceived as benefiting the firm; the real beneficiaries are the poor suppliers, employees or consumers who
become engaged in the firm’s supply chain as a result of the investment. Business modification proposals
should be solicited from the widest possible field, without limitation as to site and sector. Projects supported
should be few, substantial, sustained and closely managed, with a low tolerance for failure—which could have
quite deleterious effects on corporate strategies and on political confidence in public-private partnerships for
development.

Australia’'s ECF-PSA, like other enterprise challenge funds, tried to pursue both of the above objectives with
a single rationale, funding model and administrative apparatus. With a budget of about $A20 million over
seven years, its most successful investments, particularly that in WING Cambodia [pdf], were of the business
modification kind, yet inconsistent with the risk-reduction rationale offered for the program in its design
document. In addition, these investments were approached in a light-touch fashion, on the basis that the
firms concerned needed little outside help, whereas impacts on corporate strategies might have been
substantially increased with more in-depth engagement aimed at deepening and extending partnerships.

On the other hand, the ECF-PSA’s enterprise development investments, particularly those in the Pacific
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island countries, were modest in their results yet extremely resource-intensive, with much support for
capacity-building. Here the approach was far from light-touch, in large part because the fund was
constrained to allocate a substantial proportion of resources in a region for which such a mechanism was not
the right tool (the recently-established Pacific Business Investment Facility, a traditional equity financing and
capacity-building mechanism to be managed by the Asian Development Bank with funding from Australia
and other sources, appears more appropriate). In addition, the emphasis looks to have strayed from risk
reduction financing toward simple gap-filling financing, perhaps in part because the ECF-PSA’s design
imposed the perverse constraint that proponents should furnish evidence that their ventures were unable to
mobilise financing from private sources.

In short, Australia’s ECF-PSA might have done better, if design constraints had allowed, to focus its
enterprise development efforts on stronger local enterprises in Asia, with less post-financing engagement,
and at the same time to engage much more fully with several flagship business modification ventures with
potentially very large development payoffs. For example, it is conceivable—though obviously far from
likely—that the Australian government would have been able, with heavier engagement, to influence the ANZ
Banking Group, its original partner in the WING Cambodia venture, to build on the WING Cambodia model
elsewhere, rather than selling off the business as it did in 2011. In fact, Australia’s ECF-PSA might have
done better if it were not merely bifurcated but actually separated into two different vehicles, one to promote
business maodification, a la Business for Millennium Development (whose public-good character has been
eroded by the Australian government’s insistence that it survive henceforth on industry funding), and the
other enterprise development.

It is not for nothing that challenge funds, whether promoting enterprise development or business
modification, hold such intuitive appeal for decision-makers—including Australia’s foreign minister Julie
Bishop, who provided a rather firm advance commitment before assuming office in 2013 to the continuation
of something looking much like the ECF-PSA. But these funds have not been around for long and, as many
reviews have concluded, they have generally been established with neither sharp enough aims nor robust
enough monitoring and evaluation arrangements. They have, to date, not really been given a fighting
chance. In our view, future such mechanisms are more likely to succeed if they single-mindedly pursue one
or the other of the above objectives, and shape themselves accordingly.

With the lessons of the ECF-PSA in hand, $140 million in funding for innovation in the bank and a strongly
stated desire to help Asia’s private sector become a more powerful engine of poverty reduction, it would be
surprising if the Australian government did not honour Julie Bishop’s commitment and put in place
something recognisable as a successor to the ECF-PSA. It should do so, preferably putting in place not one
but two, purpose-built tools to pursue the two quite different objectives distinguished above.

Robin Davies is Associate Director of the Development Policy Centre.
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