Chavon Sutton
Senior Investment Director
Sustainable & Impact Investing

Published March 3, 2023

CAMBRIDGE
ASSOCIATES

A SOCIAL & ENVIRONMENTAL EQUITY INVESTING
FRAMEWORK FOR BETTER REAL-WORLD OUTGOMES

Investing can often feel like steering a ship through stormy seas, traversing risks seen

and unseen. In recent years, the siren song of investment products that appear aligned
with achieving genuine social and financial returns—but are merely designed to attract
assets—is one such danger. And this trend, coupled with economic uncertainty, creates a
perfect storm of confusion around how best to build resilient, impact-forward portfolios.

Whether we crash into a recession remains to be seen, but if history is prologue,
market downturns would disproportionately harm communities already struggling to
stay afloat. Now is not the time to turn back. Adopting a more disciplined approach to
investing for social and environmental equity (SEE) can help investors minimize port-
folio risk and maximize impact, even during flagging markets. In this paper, we review
the momentum experienced in sustainable and impact investing (SII) and the historical
relationship between global recessions and inequality. We then explain the rationale for
staying the course during turbulent times, and introduce a framework designed to help
investors produce better financial and impact outcomes in any market cycle.

Part I: Risk-Off Sentiment Threatens Momentum in Social
& Environmental Equity

According to our 2022 biannual client survey, 65% of institutions had actively engaged
in SIT and environmental, social, and governance practices, a 29-percentage point
increase relative to the 2018 response. The primary drivers of increased uptake are
better education around the opportunities and risks of sustainable investing, increased
clarity around clients’ mission priorities (and ways to express those views in portfolios),
as well as growth of strong performing and aligned investment options. Additionally,
social and/or environmental equity were among the top priorities for sustainable and
impact investors surveyed, with one-third of respondents making impact investments
across three or more impact themes. These results draw in sentiment from 2020, which
shined a spotlight on widespread social and economic disparities impacting marginal-
ized communities and compelled investors to focus more on the interconnectedness of
social and environmental themes.



Despite this evolution and recent momentum, there’s still risk of investors pausing

or even reversing course on investing for SEE amid a critical time for marginalized
communities. During heightened market volatility and falling market returns, avail-
ability and recency biases tend to lead to decreased risk tolerance and a race to implied
safety. Some investors might consider investing in sustainable and/or impact themes to
be too risky. Worse yet, sustainable investing initiatives can be labeled as “idealistic” or
“ancillary” despite the materiality of SII factors."

Economic downturns accelerate the pace of economic and social inequality, according
to a recent study conducted by the Bank of International Standards (BIS),” which
found that, on average, income inequality grew twice as fast during recessions.
Contractionary periods exacerbate a wide variety of social indicators—from job insecu-
rity and health outcomes to generational wealth distribution—while stoking uneasiness
among the very investors that want to effect positive change at the same time. This
perfect storm of macroeconomic factors and investor sentiment threatens progress
made on SEE over the past several years. Still, turbulent markets are not the time to
steer away, but to forge ahead.

Part Il: A More Disciplined, Intersectional Approach Can
Help Minimize Risk and Maximize Positive Impact

A FRAMEWORK FOR STABLE AND VOLATILE TIMES

In Social Equity Investing: Righting Institutional Wrongs (2018),> we define social equity
investing as “investments to promote equal opportunity and access for all, regardless
of background.” The SEE framework is a natural evolution of our investment approach,
overlaying the following three-step process:

1. Rigorously assessing each investment manager’s alignment with SEE themes and
categorizing them on a spectrum of SEE alignment;*

2. Mapping managers based on their investment strategies against a five-stage
thematic pyramid; and

3. Executing an engagement program designed to improve alignment of managers that
are weakly aligned with SEE and explore new opportunities.

1 Please see Chris Varco, Annachiara Marcandalli, and Lydia Guett, “The Materiality of Sustainability for Investors,” Cambridge
Associates LLC, June 2020.

2 Luiz Awazu Pereira da Silva et al., “Inequality Hysteresis and the Effectiveness of Macroeconomic Stabilisation Policies,” Bank for
International Settlements (BIS), May 2022.

3 Formoreinformation, please see Erin Harkless and Ashley Cohen, “Social Equity Investing: Righting Institutional Wrongs,”
Cambridge Associates LLC, July 2018.

4 Amanager with high SEE integration is one that intentionally targets one or more investable social or environmental equity areas:
health/wellness, environmental equity/climate justice, education/workforce preparedness, affordability/physical security, and
transportation/sustainable infrastructure.



This approach addresses myriad pain points we have uncovered. These include the
association of social equity investing with lower or concessionary returns, a failure

to acknowledge the intersectionality S and interconnectedness of sustainability and
impact issues that result in siloed portfolio approaches, and inaccurate language used
to describe and define social equity—particularly the conflation of broad social and
racial equity with diverse manager investing.

The SEE framework’s five-stage pyramid (Figure 1) is inspired by a well-established
theory in psychology, Maslow’s Hierarchy of Needs, and offers a more disciplined,
clearer, human-centered approach to investing for SEE.

FIGURE1 THE NEW FRAMEWORK IS DESIGNED TO HELP ACCELERATE SEE INVESTMENTS
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*Self-fulfillment needs are harder to achieve through investments, but no less critical to a full human life. Civil rights and justice sit at the
base of the pyramid to show that they are fundamental. Relative sizing reflects limited accessibility through market rate investments;
instead, grants & PRIs (program-related investments) are currently the primary capital source.

**Climate justice recognizes that certain groups are impacted differently by climate change and refers to the actions and policies that

ultimately contribute to environmental equity, which is the end goal.

Source: Cambridge Associates LLC.

Investable social and environmental themes—which we view as core to creating

an equitable society—are mapped to a hierarchy of needs, rather than a primarily
demographic or social lens (e.g., race and gender). The hierarchy provides a visual
representation of the relative weight or impact of investing in a particular theme. For
example, the base of the pyramid addresses physiological or basic existential needs of
all people, regardless of race, gender, or geographic region. We all need clean water,

5 Intersectionality describes the interconnected and overlapping systems of discrimination across social categorizations. The term
intersectionality was coined by Kimberlé Williams Crenshaw in 1989. An intersectional approach to investing, similarly,
acknowledges that certain risks and opportunities are interconnected and cannot be separated. Investors that pursue an
intersectional approach within their portfolios may enhance the long-term climate, social, and financial resilience of their
portfolios, benefiting stakeholders.



air, food, safety, infrastructure, and affordable and reliable means of getting around to
survive. It is important to note that while civil rights and justice themes are also repre-
sented at the base of the pyramid—a reflection of their fundamental importance—they
are not easily actionable through market rate investable instruments. Instead, we
currently see grants and program-related investments (PRIs) as the primary capital
source for these themes.

Progressing up the pyramid, we approach more “psychological” or “esteem” needs,
which are defined as those that foster greater feelings of acceptance, status, and
independence, and go beyond the very basics of subsistence. The apex of the pyramid
represents “self-fulfillment” needs that refer to the realization of a person’s highest
potential and ability to seek personal growth. Its relative size on the pyramid reflects
the limited, albeit growing, grant or PRI opportunities we currently see in arts and
culture. Lastly, as illustrated by the arrow ascending the right flank of the pyramid, the
framework fully integrates racial and gender equity into every theme and reinforces
them—and myriad other forms of equity—at every step. Therefore, racial and gender
themes do not lose, but instead, gain prominence in SEE investing.

All told, the approach leaves investors with a clearer way to express their values in
portfolios and to visualize alignment of investment managers with portfolio goals and
objectives without prescribing the order in which to invest.

MAXIMIZE IMPACT AND ENHANCE RETURNS WITH A SYSTEMS LENS,
IMPROVED INVESTMENT PROCESSES AND MANAGER SELECTION

The framework is designed to help accelerate investment in SEE themes in three
important ways:

First, it acknowledges the role of systems in exacerbating inequities and therefore leans
into a systems approach® to support investors in reversing those inequities. It does so
by purposefully building in the interconnectedness of myriad sustainability and impact
issues and, critically, weaving in environmental equity and climate change as core
tenets in our discussion of social equity. A more holistic portfolio approach benefits a
wider group of global stakeholders and, if done well, will help to enhance long-term
climate, social, and financial resilience of portfolios.

Second, in keeping with our approach to debias the investment decision-making
process, the framework explicitly seeks to reframe SEE themes in terms of the univer-
sality of human needs. Mapping themes in this way, rather than social constructs (e.g.,
race or gender), works to reduce the cognitive barriers that trigger implicit biases,
restrict fruitful discussion about the intersectionality of themes, and ultimately limit
investment uptake. For example, too keen a focus on a specific “gender lens” or “racial
lens” can potentially compromise investment processes. This could result in unneces-
sarily siloed portfolios, which threaten the overall scalability of global impact.

6 Systems thinking/lens or approach in the context of this discussion acknowledges the linkages of material sustainability and
impact factors to one another and to portfolios. It is a way to make sense of complex systems by exploring the interrelatedness of
the parts, boundaries, and perspectives within that system. It recognizes that complex systems cannot be fully understood from
only one perspective, and complex problems cannot be solved by any single actor.



Finally, strong manager selection and diversification are hallmarks of this intersec-
tional approach. Improving the classification of managers that have closer alignment
with SEE and enhancing engagement practices with those that are not quite there are
pivotal to better outcomes. Sample engagement questions might include:

m How does the firm consider equity and inclusion in the evaluation of prospective
investment opportunities and pipeline generation?

m How specifically does your strategy incorporate and promote equitable access for
women and marginalized communities within each portfolio company’s long-term
strategic plan and operations?

These are challenging questions, but all responses from all managers across all strat-
egies, regardless of an explicit SII focus, are data points that enhance our ability to
better classify managers that meet our clients’ needs. The framework defines an SEE
investment manager as one that intentionally targets social or environmental equity
themes at the strategy level (e.g., supporting diverse entrepreneurs, thus targeting the
financial inclusion theme) or through the products and services offered by their port-
folio companies.

Leaning into SEE thematic investing may help buffer portfolio performance and
mitigate risk, particularly in market downturns, as we believe many industries that
align with high-impact SEE themes tend to be less prone to the negative effects of
recession. In fact, while recession-era vintages have historically performed well (Figure
2), a deeper look at SEE-aligned sectors exposes resilience (Figure 3). We recognize that
many SEE themes overlap with historically defensive sectors, but these are also areas
that address fundamental human needs and are ripe for innovation. Managers with
high SEE integration are intentionally focused on making better and more accessible
products within these industries to address those needs.

FIGURE 2 RECESSION-ERA VINTAGES HAVE HISTORICALLY PERFORMED WELL
As of September 30, 2022
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Source: Cambridge Associates LLC.

Notes: Internal rates of return are net of fees, expenses, and carried interest. Private equity includes buyout and growth equity funds. Numbers in parentheses
represent fund count in each vintage year. Funds less than three years old are considered too young to have produced meaningful returns; those vintages have been
excluded from this analysis.



FIGURE 3 GLOBAL PE/VC INVESTMENTS WITH USD-BASED COMPANIES IN SEE-ALIGNED
SECTORS SHOW RESILIENCY
As of September 30, 2022
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Notes: Analysis is based on 29,201 US investments made by global private equity, global private equity energy, and global venture capital
funds in 1986-2019. Investments made after 2019 are considered too young to have produced meaningful results. Returns are gross of
fees and expenses. “SEE” represents investments that support social and environmental equity. Investments in industries that employ
sustainable practices but are often excluded from dedicated ESG funds were removed from this analysis. Groupings were determined by
GICS industry classifications.

APPLYING THE FRAMEWORK: A FOUNDATION’S IMPACT PORTFOLIO

A hypothetical scenario brings this approach to life and illustrates how the SEE frame-
work can help improve the ability to select the most aligned managers for long-term
portfolio sustainability. This case study consists of only private investments managers,
given their unique ability to effect impact more directly through control and influence
of underlying portfolio companies.

CLIENT PROFILE CA MANDATE

®  Location: US-based m  Advise on Total Portfolio

m  Mission: Racial Justice/Equity ®  Build in Mission-Alignment

m  Size of Portfolio: $500 Million m  Generate Strong Risk-Adjusted Returns

®  Board Size: 10 Members

Applying the three-step SEE approach, each manager in the impact portfolio is initially
analyzed to gauge the level of authenticity, intentionality, and materiality of focus

on SEE themes. This assessment begins with a rigorous due diligence and manager
landscaping process. Next, managers are classified in an easy-to-use stoplight format
(red illustrating no material SEE integration and green representing the highest SEE
integration) before being mapped to the thematic area in the SEE pyramid that best
aligns with their primary investment strategy (Figure 4). The final step is to develop an
engagement strategy in partnership with the investor. While all managers are eligible
for engagement, those with less than a green classification present the greatest oppor-
tunity for engagement around these issues.



FIGURE 4 AFTER ASSESSING MANAGERS USING THE SEE FRAMEWORK, INVESTORS CAN
SELECT MANAGERS WHO MORE CLOSELY ALIGN WITH THEIR MISSIONS

Before applying the SEE B No Material SEE Integration
framework, all managers
appeared fully aligned
with the mission

B Minimal SEE Integration

Meaningful SEE Integration,
with Room to Grow

Creativity,
Self-Expression M Strong SEE Integration

Racial

> . R
& Equity Financial e
& s Inclusion %
R4 (D) £
N4 ®
L& o
of’ Education/Workfo S,
(4
Preparedness @A«\
9(/-
7
(A
AN N
F® Physic y
\°°0§Z’Q' Ith &
-9 Multi Health  Healt Materi
N : aterials
g@t\ Theme Tech  Gender Environmental = “gGence

(D)
Civil Rights/Justict

Source: Cambridge Associates LLC.
Note: Diverse- and female-owned/led firms are denoted by D and F, respectively, and are defined as those managers that meet or exceed
Cambridge Associate LLC's minimum 33% threshold for ownership.

The analysis reveals an impact portfolio that is less aligned than intended with their
stated racial justice/equity mission. For example, there is a dearth of managers with
strong SEE integration (green), presenting an opportunity for further engagement and
discussion among investment committee members around their managers’ intentions
and true fit in a social equity mandate. Additionally, a concentration in sustainable real
assets and climate tech venture capital managers that have minimal SEE integration
(orange) is exposed. Finally, the portfolio has strong diverse manager representation,
which suggests a keen focus on diversifying managers, but also a potential confluence
of diverse manager investing with SEE investing (e.g., red sphere, a diverse manager
with no material SEE integration). Overall, this process creates an opportunity to dig
deeper into what the investor owns and to find ways to improve the portfolio’s mission
alignment through improved engagement and future manager selection.

There is no “one size fits all” approach to building a resilient and impact-forward
portfolio. However, leveraging the SEE framework can support discipline, rigor, and
more thoughtful implementation strategies across market cycles. We believe there is
an existing and growing universe of SEE-aligned managers that have the potential to
outperform broad equity benchmarks and to reduce risk because of their integrated
focus on improving social and environmental equity (Figure 5).



FIGURE 5 PRIVATE EQUITY AND VENTURE CAPITAL MANAGERS OFFER AMPLE
OPPORTUNITIES FOR SEE INVESTMENTS
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Conclusion

The SEE framework is designed to induce investment in SEE themes through an
intersectional human-centered approach. While we introduce it in the context of
economic downturns, it is a useful tool that is applicable in all market cycles and can
help investors to reduce bias in the investment process, enhance portfolio construction
and unearth new sources of alpha, and mitigate portfolio risk. Risk-averse behavior is
characteristically human. Whether in calm or stormy waters, we should batten down
the hatches and sail with resolve toward sustainable solutions that address and advance
the fundamental needs of all human beings. m

Drew Carneal and Caryn Slotsky also contributed to this publication.
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