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Values-Aligned Investing & Institutions

HISTORY OF VALUES-ALIGNED INVESTING

Since the origins of investing as a formal, organized activity, the principal objective has
been return maximization subject to a desired level of risk. How you invested, what you
invested in, who you invested through, the underlying fundamentals of those investments,
the counterparties involved in the transaction: all of these factors were considered in so
much as they could explicitly impact potential financial risk and return for the investor.
And while that singular goal has remained the one and only priority for a large majority

of investors through to present day, a second, parallel track for investing has existed in
evolving forms that folds an additional—and sometimes competing—obijective into the
investment decision-making process: personal values.

For general finance and banking, laws and rules connected to religious doctrine date back
to biblical times. For example, ancient Jewish law stemming from the earliest books of
the Old Testament provided rules related to justice and equality that created a natural
framework of ethical financing standards around lending, borrowing, and interest/
dividend payments. But even in the specific practice of investing, values-connected
decision-making has formally existed for centuries, with the two earliest (and most
commonly documented) examples being the faith-driven practices of Quakers in England
in the 17th century and Methodists in America in the 18th century.
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In both cases these groups laid out guidelines, in accordance with their moral beliefs, for
avoiding certain practices (slave trading and smuggling) and businesses (producers and
promoters of alcohol, tobacco, gambling, or even sugar sourced from growers that utilized
slave labor) when making investment decisions.

While originally connected directly to specific religious laws and principles, values-aligned
investing took on a new form in the western world in the 20th century with the emergence
of large social movements related to global geopolitical developments: divesting from
defense contractors in protest of the Vietnam War, producers of nuclear power after the
disasters at Chernobyl and Three Mile Island, South African businesses (and companies
doing business in South Africa) to combat Apartheid, and corporations profiting off oil
reserves in Sudan during the humanitarian crisis in Darfur. General divestment from

“sin stocks”—manufacturers and suppliers of alcohol, tobacco, pornography, gambling
weapons, and the like— became a primary form of socially responsible investing (“SRI”)
during this time, practiced not just by religious organizations and their followers but also
by secular institutions and individuals who wanted their own moral beliefs to be reflected
in their investment portfolios. Perhaps most prominent of all, a desire to move the

world away from fossil fuels and combat climate change drove scores of individuals and
institutions to divest from large oil and chemical companies.

All of these strategies involve avoiding undesirable exposures, thereby relieving an
institutional investor of guilt by association, circumventing the paradox of generating
gains/profits from businesses or behavior that conflict with core beliefs and morals, and
providing comfort that an institution’s investment practices are in alignment with its
privately-held or publicly-shared values. But such avoidance and divestment strategies
have proven to have little to no impact on the targeted industries and companies, failing
to truly starve such firms of capital or persuade CEOs and corporate Boards to pivot
their focuses away from these profitable businesses to more socially accepted pursuits.
In fact, many of these targeted industries—alcohol, tobacco, and oil, in particular—
have experienced extended periods of outperformance versus the broad public equity
market because they are such profitable businesses. This means investors who avoided
or divested from such stocks potentially produced lesser returns than they may have
otherwise realized - an important topic we’ll dive into in more detail later in this paper.
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The 20th and 21st centuries also provided U.S. shareholders with increased and then
expansive proxy voting rights, which over time became adopted by values-focused
institutional investors as a less passive way to incorporate and reconcile moral and social
beliefs with investing and corporate governance. Though one can certainly argue that

this approach has also had little real-world impact, it represents a more direct, hands-on
attempt to dissuade companies from operating in ways that are misaligned with aggregate
social beliefs. It has also placed pressure on the managers of large mutual funds,
exchange-traded funds (ETFs), and even hedge funds who own significant percentages of
the available shares of many publicly-traded companies to vote their proxies in intentional
and investor-aligned ways. And if you think making investment and proxy voting decisions
with your own personal values and beliefs in mind is challenging, imagine trying to do

so on behalf of thousands of investors in your fund who all hold different and sometimes
competing moral and social beliefs!

i f you think making investment and proxy voting decisions with your own

personal values and beliefs in mind is challenging, imagine trying to do
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VALUES-ALIGNED INVESTING IN TODAY'S WORLD

Fast forward to present day, all these same realities, practices, and approaches remain

in place and are more mainstream than ever. As a result, fund management companies,
investor relations departments, and product wholesalers are producing and marketing
more and more investment funds and strategies to help both institutional and individual
investors fulfill their values-based investing objectives, as there is significant money to
be made. And with catalysts emerging from both the demand side (investors organically
wanting it) and supply side (producers providing it and convincing investors they want
it), new categories of values-based investing have developed and become commonplace,

including “ESG” investing and focuses on “DEI.”

At its heart, Environmental, Social, and Governance (ESG) investing is simply an evolved
form of socially responsible investing (SRI) that combines three formal pillars into a
unique investment framework. That framework can be utilized as a screening tool to avoid
certain types of stocks or particular companies that exhibit undesirable traits, or used as a
guide for intentionally investing in the securities of companies that demonstrate they are
proactively focused (ideally in a quantifiable way) on these criteria. It is fair to question the
validity or effectiveness of a framework that attempts to simultaneously prioritize three
very different areas of concern, and that criticism has increased in recent years in parallel
with general pushback against ESG investing as a universal concept, including political
opposition to ESG-focused investing strategies in states like Florida and Texas on the
grounds of fiduciary responsibility.

But the framework originated from a push for sustainability in corporate governance and
investing practices, first appearing in the 2006 United Nation’s Principles for Responsible
Investment (PRI) report. And since that time regulations and laws have been established
in some parts of Europe to require companies to report on these factors, more and more
U.S. corporations are proactively including such information in their annual reports and
earnings calls, and multitudes of institutional investors have started incorporating these
criteria in their financial evaluations of investable companies. Some of these initiatives
have been in direct response to government regulations or pushes from shareholders and
other stakeholders, while others have been voluntary based on strong internal beliefs in

the importance of one or all of these factors.
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The belief (or hope) is that investing with a focus on sustainability, risk mitigation, and
leadership pertaining to environmental, social, and governance issues will lead to better
outcomes. In some cases, adopters are looking to invest in companies that are focused on
or score well on ESG criteria because they fundamentally believe that will lead to a better
world. This is a traditional values-based framework. But others use this framework because
they believe prioritization of ESG concerns makes companies better and gives them a
competitive advantage, and therefore investing in such companies will lead to better returns.
A corollary to this line of thinking is that companies that do not pay attention to such factors
in the overall management of their businesses are potentially exposing themselves to risks
that may lead to competitive disadvantages and long-term challenges. These two latter
approaches represent something very different: a fundamental belief that ESG investing will
generate positive sustainability benefits AND outsized returns. We’ll speak to this concept of
“having your cake and eating it too” momentarily.

The belief (or hope) is that investing with a focus on sustainability, risk
mitigation, and lcadcrship pertaining to environmental, social, and governance

issues will lead to better outcomes.

Diversity, Equality, and Inclusion (DEI) can be thought of simply as a form of

investment where diversity—along lines of race, nationality, gender, sexual orientation,
socioeconomic background, or other demographic factors—is examined and prioritized
in the investment process, ultimately seeking to reward companies that demonstrate a
commitment to greater equality and avoid companies that do not. The goal may even

be to directly engage with and influence companies and the flow of capital through

the economy, thereby resulting in direct impact. Many consider DEI as a component of
the “S” or even “G” of the ESG framework, so it is important to recognize the overlap
between these values-based concepts. And similar to ESG methodology, after a period of
increasing focus on DEI factors by corporate Boards and investment teams, legal pushback
on affirmative DEI policies is mounting in the U.S. given the Supreme Court’s decision

on racial preference in college admissions. So there is more fuzziness and uncertainty
about the future of such practices, but DEI-focused governance and investing will remain
important to those institutions that view it as a values-based priority.



THE DIVERSIFIED VIEWPOINT | DIVERSIFIEDTRUST.COM

Which brings us to the final broad category of values-based investing that has emerged
prominently in the 21st century: impact investing. While much of what we’ve discussed

up to this point revolves around somewhat passive approaches to filtering out unwanted
exposures in a portfolio or emphasizing certain types of businesses or practices that align
with an investor’s beliefs, impact investing represents a much more active and targeted
approach to “putting your money where you mouth is.” In simple terms, impact investing
is the act of purposefully making direct investments into people, businesses, or projects
that aim to achieve specific social or environmental objectives while also generating
financial returns. Examples include investing directly in a for-profit business with an
outward social mission that matches your core beliefs, committing capital to a venture
capital fund that explicitly invests in start-up companies with female or minority founders,
or co-investing in a private project that aims to tackle a significant social or environmental
problem or opportunity. Financial returns from these investments are important, but
making a quantifiable impact on the world in an area that matters to your institution and
constituents, personally, is the larger priority.

Investment Spectrum for the Dual Objectives
of Financial Return and Values Alignment

FINANCIAL RETURN VALUES ALIGNMENT
Traditional ESG Socially Impact Social Philanthropy
Investing Investing/ Responsible Investing Enterprise
Screening Investing/
Screening
Financial Spectrum* Market-like Significant Social Return Social Return
Return ONLY of Financial Financial Social Return Focused but ONLY
Return + Return + +Adequate Financially
Social Return Adequate Financial Self-
Social Return Return Sustaining

Use of Proxy Voting for Financial and/or Values-Based Purposes

*Varies from investor to investor depending on how the ESG framework is being used: as a screening mechanism to  align portfolio with values, or as a
factor-based model aiming to generate excess return and negate specific risks.
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REALITY OF A REDUCED OPPORTUNITY SET
& POTENTIALLY CONFLICTING OBJECTIVES

In today’s world there are expansive ways to incorporate values-based or -aligned
objectives into your investment process, thereby introducing a parallel motive to

the traditional financial goal of investing. Wouldn’t it be nice if you could have both
simultaneously, never having to sacrifice gains for beliefs or vice versa? Unfortunately,
this is where the reality of the “efficient frontier” concept in investing comes into play.
From an academic perspective, the efficient frontier represents an investing universe
incorporating all possible investable securities in the world that can be combined and
modeled for different combinations of allowable risk and potential return to create
optimized investment portfolios. When some group of these investments is excluded from
the opportunity set, the efficient frontier shrinks, which tends to lead to less optimized
portfolios. The application of personal values, if executed with an exclusion approach,
would tend to lead to either more risky portfolios for the same expected return, or a lower
return for a given amount of risk. In other words, as soon as an institution introduces an
additional line of considerations to the investment process, you are immediately creating
friction that will lead to different results than you would have otherwise experienced.

Yes, there can be stretches of time in which no sacrifice seems necessary and that “friction”
doesn’t lead to lesser results, as we’ve seen over the past decade in which U.S.-focused
ESG strategies often outperformed the broad market largely because they emphasized
giant, global, growth-oriented technology companies in a period of time in which such
companies produced outsized returns. But it’s unrealistic to believe that can permanently
be the case, as the laws of capitalism naturally show that advantages experienced in one
area of the market are eventually competed away over time. Scores of research and long-
term analysis prove that’s the case for values-aligned investment strategies. Which brings
us back to a fundamental point that any institution interested in this area must accept:

by prioritizing personal values in the investment process, you are guaranteeing that your
realized performance will be different than what would be produced if only financial return
was the focus. If you're lucky, such an approach might lead to outperformance more often
than underperformance. But if incorporating values into an institution’s investment portfolio
is important, you must be prepared to accept underperformance.
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Importantly, if you are part of a Board or Board Committee responsible for the long-

term stewardship of an organization’s investment assets, or serve as Trustee for a pool

of assets structured to benefit a group of individuals, then you have a legal fiduciary
responsibility that must be considered: does values-based investing conflict with a
traditional fiduciary duty to attempt to maximize returns? The United Nations Principles
of Responsible Investing program - established and maintained in partnership by the
United Nations Environment Programme (UNEP) and United Nations Global Impact -
argues that the fiduciary duties of investors require them to act in the best long-term,
holistic interest of their beneficiaries, which means incorporating sustainability concerns
as it pertains to environmental and social issues. And while there have been efforts in the
U.S. to give cover to ERISA fiduciaries overseeing retirement plans to be able to consider
other issues besides risk and return, there have been equal efforts pushing back on such
developments, with current U.S. laws providing little protection if returns materially suffer
due to non-financial portfolio construction priorities. This is a big and important debate
and will not likely be cleanly resolved anytime soon. Even more reason why values-based
investing really needs to be evaluated at an investor-specific level and should not be
undertaken without asking and answering a series of central, personal questions.

INVESTOR-SPECIFIC VALUES

At the end of the day, any institution interested in utilizing a values-based investing approach
needs to carefully define what those values actually are for that institution, specifically.

As the old adage goes, “he who aims at nothing hits it every time.” For something as
consequential as investing and as personal as values, that simply won’t cut it. An institution
and its fiduciary leaders need to reflect deeply on what matters to the organization, what it
believes in, how that translates to the world around it, what it hopes to accomplish, what (if
any) change or impact it hopes to make, and—very importantly—what type of prioritization
structure and balance makes sense between financial gains and values alignment.

Effective implementation of a values-based framework requires specificity, and since all
humans and organizations are different, the specifics are likely to be different from institution
to institution. Given the friction that can occur between performance and values alignment,
an institution needs to define what it believes and stands for and quantify just how strong
those convictions are, otherwise it will be hard to stick with the dual objective investment
model when such an approach inevitably leads to periods of losses (either absolute or
relative). You can’t piggyback on someone else’s values-based investment framework or
borrow someone else’s strategy and expect to be happy with the end results. It also makes it
impossible to answer hard questions along the way if the original logic wasn’t your own.
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An institution needs to define what it believes and stands for and quantify

just how strong those convictions are.

FORMAL FRAMEWORK NEEDED

Knowing what matters to an organization and what it wants to accomplish is a vital first
step, but that’s actually the easy part. In reality, to execute a values-based investment
process requires the creation of a formal framework through which subjective and
qualitative values are translated into objective and quantitative metrics for decision-
making, reporting, and tracking. Is the goal avoidance and divestment or collaboration
and influence? What does “being involved in” an industry or business practice you don’t
like really mean? Is that $0 of revenue exposure or is there a non-zero threshold up to
which you could be comfortable? And how will that be tracked? And how often will it be
measured? If your goal is positive change or impact in a particular area, which is better:
a company that grades highly in a particular area of interest but is getting worse over
time, or a company that grades poorly but has shown significant improvement? How
do you even define “impact” and—again—how are you going to measure it, both in an
initial investment decision and on an ongoing basis? If you are interested in investing in
businesses that mirror a particular personal belief or broad moral code, how will that
be assessed and measured over time? What quantifiable data can be used to prevent
decisions from being wholly subjective?
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The devilis truly in the details when it comes to implementing an investment decision-
making process that incorporates values and subjectivity because investable companies,
managers, funds, and projects are typically extremely complex and not easy to categorize
in simplistic non-data-centric buckets. Having formal definitions, goals, quantifiable
metrics, methods for quantifying—or at least objectively assessing—qualitative factors,
and processes for assessment and measurement are essential in building a values-based
investment program that can actually be effective. Ultimately all of the rules, reasoning,
definitions, and procedures that make up the framework should be captured in a formal
policy document that provides the roadmap for execution and decision-making.

VALUE OF A FIDUCIARY PARTNER IN THE PROCESS

Given that complexity, the gray areas, and the myriad of questions and answers that
must be navigated in order to even begin such a journey, many interested institutions
quit before they get very far down the road, or worse yet adopt some other organization’s
simplistic approach just to be able to say they’ve done something. There are also
multitudes of specialized funds, vehicles, and managers that cater to this area, ranging
from filtered ETFs and mutual funds to separately managed account (SMA) platforms

to private credit and private equity strategies. But simply reading the label on a mutual
fund or ETF is not enough. A fund’s construction process, its approach to proxy voting,
and other qualitative variables must also be assessed. While the statement you receive
might make you feel like your values are being applied because of how a fund or strategy
or manager is positioned or marketed, factors under the hood of one or more of your
selected investments might well cloud or even work against your ultimate intent.

Despite the challenges, there are many institutions who have had success creating and
implementing a values-aligned investment program. This is where an outsourced advisor
can provide enormous value, acting as both a partner and facilitator to work through the
process, asking the tough questions, establishing the necessary framework, identifying

the right building block investments, implementing the program, and providing ongoing
reporting and assessment. That only works if they can operate and execute in a customized
way at the client-specific level, so not all outsourced advisors have the ability to serve in this
capacity or provide leadership to institutions interested in venturing down such a path. But
for specific institutions interested in integrating some form of values-aligned framework into
their investment program, it is worth the time and effort needed to do it right, and the right
fiduciary partner will oftentimes be the difference between failure and success.
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FINAL THOUGHTS

Though the investing world is typically viewed as methodical, industrial, and insensitive,
investing is actually a profoundly personal activity. Historically the top priority of
investors has been to maximize performance within a framework of criteria—time
horizon, risk tolerance, return objective, liquidity needs, etc.—specific to each unique
investor. Increasingly, investors have introduced non-financial factors into their investing
framework that reflect who they are and what they believe in. While challenging to
properly execute due to the complexity of adding non-black-and-white parameters and
objectives to a systematic process, it is possible for institutions to create and implement
investment programs that reflect and align with their personal values so long as they

are willing to put in the significant necessary work to create a useable framework for
managing such a process. They may not be able to have their cake and eat it too with both
financial outperformance and values-based impact, so an understanding of the conflicts
and potential sacrifices of such an approach must be fully understood on the front end.
But for many, such work and effort are well worth the reward of having a portfolio (and
portfolio management process) that they can feel proud of, not just for its financial
prowess but also the ways it aligns with their organization’s values.

For many, such work

and effort are well worth
the reward of having a
portfolio that they can feel
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Important Notes and Disclosures

This White Paper is being made available for educational
purposes only and should not be used for any other
purpose. Certain information contained herein concerning
economic trends and performance is based on or derived
from information provided by independent third-party
sources. Diversified Trust Company, Inc. believes that the
sources from which such information has been obtained are
reliable; however, it cannot guarantee the accuracy of such
information and has not independently verified the accuracy
or completeness of such information or the assumptions on
which such information is based.

Opinions expressed in these materials are current only as of
the date appearing herein and are subject to change without
notice. The information herein is presented for illustration
and discussion purposes only and is not intended to be, nor
should it be construed as, investment advice or an offer to
sell, or a solicitation of an offer to buy securities of any type
of description. Nothing in these materials is intended to

be tax or legal advice, and clients are urged to consult with
their own legal advisors in this regard.
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