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Wholesome Investing

The idea that you can do good for society and tive@nment—and still make a healthy
profit—is starting to catch on

Even with a single bottom line—the raw pursuit offg—first-time venture funds struggle to
post positive returns. Add in a mandate to combo®al good with financial gain, and odds of
success would seem daunting enough to keep evenasierisk-tolerant emerging manager
from attempting a “double bottom line” approach.

Not so. This year, socially conscious venture fumesramping up at an unprecedented scale. At
least seven new and follow-on funds billed as rarssiriven investment vehicles are on track to
raise about $750 million this yeaef tablg

Nor are they reticent to spend. From organic schoah servers to solar battery-charger
developers to philanthropically minded online bdokss, social venture funds are bulking up
their portfolios at a rapid pace. Few fund managarsbrag of big exits. The vast majority,
however, maintain that mission-focused funds caalgece at least market rate returns—and
possibly higher. LPs are increasingly signing othpremise.

“It's really peaked in the last six months,” s&yavid Chen, founder ofEquilibrium Capital , a
planned $200 million fund focused on the cleantauth wellness sectors. Since he began raising
the fund last fall, Chen has seen a marked incrieaséerest levels from investors of all stripes

in the social venture asset class.

The rise in social venture comes as institutional @accredited investors are putting significantly
more money into so-called socially responsible stweent (SRI) vehicles. Today, roughly $2.71
trillion—or 11% of assets under professional managet in the United States—are now
involved in SRI, according to tHeocial Investment Forum a trade group.

Private equity accounts for a miniscule portiorS&% investment. As of this year, an estimated
$5.3 billion was under the management of 46 diffesscially or environmentally screened
alternative investment vehicles, including ventyméyate equity and hedge funds.

But it's a rapidly growing universe. From 2005-208RI assets increased more than 18%,
according to the Social Investment Forum, whichrdisf SRI as an investment process that
considers social and environmental consequendasedtments in its financial analysis.

The limited partners in socially responsible veatfunds tend to fall into three camps, says
Gregory Dees a professor of social entrepreneurshipalke University’s Fuqua School of
Business There are wealthy individuals, banks and pengiads investing in community
development, and foundations looking to incorpoeasecial mission. Foundations, in particular,
are favored LP targets for newly launched funds.



“Social venture funds argue this is a way [for fdations] to kill two birds with one stone,” says
Dees. “Instead of making money so you can give maney, here you achieve your mission as
you make money.”

Evolving the Model

Considering that foundations comprise an outsizeesbf the limited partner universe, one
might think do-gooder funds would be an easy &elt. history indicates otherwise.

“The early folks who were doing socially responsibivesting often got the door closed in their
face,” says Dees. The professor once co-wrote@stagy forHarvard Business Schoohbout
the travails oCommons Capital the social venture fund launched by angel invéatoody
Taschin 1989. Eventually, Tasch convinced the New Yoaksdresse Smith Noyes
Foundation to invest in the fund, but only after scores dfavs turned him down.

Another early entrant, tigew Schools Venture Funddidn’t struggle so much to raise money.
However, managers of the fund, which invests in-piafit and for-profit education ventures,
did fret over questions of mission. Concerns orfeingrofit side came to the fore, says Dees,
after public school operat@&dison Schoolsacquired_earn Now, one of the fund’s portfolio
companies. While the acquisition appeared at the to provide a compelling financial return,
Dees wrote in a case study, it was less clear whétpreserved the intended social impact of
Learn Now as a quality education provider for shidén low-income communities.

Other early efforts in socially motivated investinave involved angels. San Francisco-based
angel fundnvestors’ Circle, launched in 1992, has invested more than $13®mio date in
close to 200 companies and small funds addreserigl@nd environmental issues. Other
socially conscious angel networks include Seat#aigels With Attitude and theOregon
Sustainability Angels Network

In many ways, angel funds—typically backed by wealhdividuals who generally already
pursue a social agenda in their philanthropic @ets—seem to be an easier match for the
mission-oriented investment model than venturetabpienture, with its reliance on multiple
limited partners and large institutional investongkes for a more complex fit.

Of course, weighing an investment’s appropriatef@stind LPs isn’t a new practice. For
decades, VCs have largely steered clear of deabving sex and gambling, stayed away from
rogue regimes and catered to regional LPs with ri@sdor local investment.

“One of the problems in the capital markets is &éime a VC hears social investment, they think
philanthropy.” Steve Hardgrave, Partner, Gray Gh¥sntures

But social venture funds go beyond the longstanaidgstry practice of avoiding controversial
investments. For these managers, the mandatéelststnot be evil,” so much as “let’s invest in
what's good,” saydosh Becker co-founder oNew Cycle Capital a double-bottom line fund
in Menlo Park, Calif.



The Deals

There’s no universal sector focus or selectioredatfor social venture funds, though certain
types of businesses do account for a dispropoteostaare of investment. Food ventures are
popular, as organic products fit nicely with sodi&@s views on sustainability. Funds have
recently invested in such businesses as a suskaisadfood supplier, a purveyor of organic
pizza crust, antdaloo’s, a Petaluma, Calif. goat farm that makes premioat’'g milk ice cream.

Clean technology is also a favorite, and sociatifunave invested alongside traditional VCs in
startups developing technologies related to ocemarewenergy generation, solar power and green
building. Other areas, such as education, micrafiraand health care, are drawing increased
investment.

Selection criteria vary widely. There’s broad véda among social venture funds regarding
ROI expectations, exit timelines and metrics fomswing an investment’s social good. There’s
also much debate over which approach will provieetdsustainable,” to borrow a favored term
from social venture portfolios.

A central point of contention is whether it's appriate to accept lower returns when pursuing
investments with a social agenda. Naturally, noiartee social venture world insists this will be
necessary. Without fail, partners at newly launchuedis predict they’ll achieve above-market
returns. In fund-raising pitches, however, VCs bithiarying degrees of comfort with the
concept that some sacrifice of ROI might be reguicemaximize social impact.

“Nobody is investing here first for the money,” s@§evin Jones principal and co-founder of
San Francisco’'&ood Capital, which is raising a $30 million fund. Likewisilark Finser,
general partner of Sausalito, Calif.-ba3&1 Capital (as in “triple bottom line”), told LPs in
TBL's first fund to expect only a positive return.

Venture capitalist and philanthrop&hdy Rappaport, who invested in New Cycle Capital,
says, “A lot of socially responsible funds havestigiea that they’ll provide a social return, but
you’'ll have to accept a below-average financialimet| disagree. Once you give a business an
opportunity to make a below-average return, youeraknore likely it will.”

Becker, who describes his approach as “very firslyamotivated,” says investors shouldn’t
accept a tradeoff between profits and social retuiWwe see how the social aspects of these
companies are becoming a core competitive advayitagaotes. Becker points to businesses
that provide health care, financial services amgoéssentials to underserved populations as
particularly attractive.

Still, funding for self-described socially respdrisibusinesses has been stymied in the past
because such businesses don't fit neatly in eftreemission-oriented world of charity or the
ROI-centric realm of venture capital. “One of threllems in the capital markets is any time a
VC hears social investment, they think philanthrdgpys Steve Hardgrave, partneGaty
Ghost Ventures a social investment fund in the San Francisco S@a. As social venture
models mature, Hardgrave says he’s seeing thisatitgrthange.



While social venture fund managers dispute theondtiat mission-oriented investors can’t post
solid returns, their screening methods do oftefediharkedly from traditional VCs.

Finser, for example, places a high value on engéregurs who are “living the principles” that
their companies embrace. He point®Reem Rahim co-founder oNumi Tea, a purveyor of
organic teas, as an exemplary case. Even whenyddea house near its Oakland
headquarters, the company took its commitment $tagability to heart, Finser says. “They
went all the way down to the paint,” he says. “Th@n’'t want to use toxic paint, so they dyed
the wall with the color of some of their teas.”

By contrast, Finser says he recently opted natwest in a startup that recycled used carpet. He
was intrigued by the product, but he got the fegfounders were “in it for the short term” and
weren’t interested in building a lasting business.

Social venture funds commonly worry about “greemvimg,” an industry term used to describe
companies that are more concerned about lookinglgoconscious than actually being so.
“You get into greenwashing pretty quickly,” saysedhwho says he views a lot of startups that
seem to employ the green label as a marketing ploy.

On the opposite spectrum, socially responsible K& to contend with companies that are so
committed to their social mission that it affedtsit profits. That was an issue Better World
Books a Mishawaka, Ind.-based company that sells useklhand gives a portion of proceeds
to literacy causes. “Because they wanted to givayas® much of their top-line proceeds, they
scared away other venture investors who might baes otherwise interested,” says Jones,
whose firm invested in the company earlier thisryBatter World's founders were willing to
give away 10% or more of top-line profits to norfgriteracy groups, but Good Capital
convinced them that 5% made more sense, Jones($agscompany’s founders also give away
a percentage of equity on a vesting schedule tepnofit literacy groups that make quarterly
reports on their progress.)

For the most part, social venture investors preééals that attract co-investment from traditional
VCs. Becker points to New Cycle’s investmenTgrraPass which sells carbon credits online
to consumers and businesses who want to combalgl@ming.TerraPassalso has backing
from traditional venture firms Maveron ahdh Power. Another example iSneakerVilla, an
inner city retailer that New Cycle backed alongdrisewood Capital.

“The early folks who were doing socially responsibiivesting often got the door closed in their
face,” says Dees.” J. Gregory Dees, Professor aifd&Entrepreneurship, Duke University

Socially Responsible Exits
“Patient capital” is a popular moniker used by fsnidcluding TBL and Investors’ Circle, to

describe their preference for building standalongresses that may never sell to another
company.



Fat returns are certainly a long-term goal, buayielg an IPO or trade sale may be preferable if
it helps a company meet its mission, st Bannick, managing partner @midyar

Network. Waiting an extra year or two for an exit may keeaondary consideration, he says,
compared to deciding the best path for an orgapizéb have a massive social impact.

Given that social venture funds tend to co-invash waditional VCs, the patient capital
approach can lead to conflict. That's why it's g¢alidor social VCs to have mission-focused
shareholder agreements in place early, Bays Richardsm, president of Renewal 2, a socially
responsible fund being raised Rgnewal Partnersof Vancouver. Renewal plans to raise a fund
of between 30 million and 50 million Canadian ddl¢hat will invest in sectors including green
consumer products, social communications and fiaheervices for underserved groups.

“We're sensitive to the fact that not all money&pful money,” says Richardson, noting that
traditional VCs have been known to push for quickets for companies that could have done
better with a longer time horizon. “That's why wjou partner with is critical.”

When companies do sell, social venture investdes éakeen interest in whether the values of
the portfolio company will be maintained by its acgr. VCs point to a few well-known
acquisitions as the kinds of deals they like toiéwdigh on the most-hated list is socially
conscious ice cream makeen & Jerry’s 2001 purchase bynilever, which Good Capital’s
Jones calls “the classic bad deal.”

Despite efforts by Unilever to preserve elementBaf & Jerry’'s “crunchy capitalist” mission—
such as donating a portion of its profits—cultuoafticts marred the integration. Large-scale
layoffs, which were anathema to Ben & Jerry’s foensgd and objections by Unilever brass to the
ice cream maker’s practice of embracing controeéssicial causes undermined the merger’s
success.

Finser says the jury is still out diom’s of Maine, the eco-friendly toothpaste producer recently
acquired byColgate Palmolive and organic beverage makéonest Teg which sold a 40%

stake toCoca-Colain February. He’'s more approving of the approaden by dairy products
distributorOrganic Valley, which is carrying out an offering of dividend-pray preferred stock.

Looking Ahead

Concerns about whether an exit meets an ethiaadlatd are premature for the bulk of social
venture funds. Few have posted sizeable exitd@stt newer funds have no exits.

That'’s unlikely to change in the near term. Thetroexple of years promise to be more about
refining the social venture model than providingrsfterm profits. Dees predicts continued
experimentation, including funds with unusuallyddife spans and perhaps a socially oriented
stock market for companies to go public.

Already, planned life spans of social venture fumals broadly. Evergreen funds, such as
Omidyar Network, face no particular time line farsting returns. Others, such as Renewal 2,



intend to return capital on an approximately 10ryemizon, just like a traditional VC fund, but
they say they will extend the timeline if it maxi®s social impact.

It's unclear which models LPs will favor—or whethaey’ll favor the social model at all on a
large scale. As for new funds, the combination pbpular concept and unproven model will
invariably lead to a feast-or-famine climate fonddraising.

Says Rappaport: “The way these things work, itfBadilt to raise money until it'’s ridiculously
easy to raise money. The category, if it doesn’agay, will have to become oversaturated.”

SIDEBAR: Socially minded LPs

Foundations and wealthy individuals are the priakipnited partners in social venture funds.
Pension asset managers have been comparativenaes;aespite a long history of investing in
funds focused on regional economic development.

“We see how the social aspects of these comparggsegoming a core competitive
advantage.” Josh Becker, Co-founder, New Cycle @api

West Coast investors have been especially actigiedos of social funds. Though double-bottom
line funds have cropped up in several states, #meFBancisco Bay Area is the closest thing to a
geographic hub for the movement, with a high cotreéion of local funds and a plentiful supply
of wealthy investors with activist credentials.

“There are a lot of people in Silicon Valley whovkanade a lot of money and are still relatively
young,” saysAndy Rappaport, a general partner at venture firm August Caplidiey’re

looking at their investable capital and saying: Ydhouldn't | use this to achieve some social
returns?’” Rappaport and his wife, Deborah, regeintfested a seven figure sum from their
foundation inNew Cycle Capital a double-bottom line fund based in Menlo ParkifCa

Even among LPs who favor double-bottom line funkds,asset class represents a small
allocation in most portfolios. It's unlikely to exed 5%, with the typical set-aside between 2%
and 5% of a portfolio, saydichael Lent, a partner averis Wealth Management who works
mostly with individuals, foundations and endowmaenith assets of under $100 million.

Lent says he has invested clients’ mone€ammons Capital a Brookline, Mass.-based early
stage double-bottom line fund, and he is evaluaegral more funds currently in fund-raising
mode. Clients, he says, tend to favor firms invesin businesses tied to clean energy, energy
efficiency, job creation in poor communities analttey living.

Some big LPs are eyeing socially responsible imvgstoo. In FebruaryCambridge
Associatesan advisor to institutional investors and highwerth clients, launched a division in
February dedicated to mission-related investingckvit described as a “rapidly emerging”
sector. Cambridge is also working with three fourms—theAnnie E. Casey Foundationthe
F.B. Heron FoundationandThe Meyer Memorial Trust Foundation—on a campaign called



“2% for Mission.” The effort encourages foundatidasnvest at least 2% of their assets above
and beyond their charitable distributions in missielated investments.

On the public pension side, some states, such l#sr@m and New York, have set aside
hundreds of millions for cleantech investment, @®efavored by socially responsible funds, but
none has earmarked capital for socially responsilrids themselves.

Some endowment administrators aren’t convinceti®hieed to incorporate social mission in
the for-profit side of the business. When askedublarvard University 's interest in double-
bottom line fundsPeter Dolan director of private equity dlarvard Management Ca,
responds: “The university itself is a social godd&ximizing profits in Harvard’s private
investment, Dolan says, is the best way for thgearsity to achieve its social aims, such as
generating financial aid for students.

Social venture models are also unproven, €axdd York, partner at fund of funds manager
Paul Capital Partners. “We’'re return driven,” hgssdHistorically those areas [of socially
responsible investing] have been difficult to makeney on.—Joanna Glasner

SIDEBAR: Social Venture Glossary

In addition to worrying about how to fix the planetission-oriented venture investors and
entrepreneurs expend considerable energy comingthpew terminology. Here are some of
the more popular phrases bandied about in socmUke circles.

B Corporation: A type of corporation that meets comprehensivkteansparent social and
environmental standards. B Corporations embed tadiles into their corporate governing
documents so they can survive new investors, nemagement and new ownership.

CSR: Short for Corporate Social Responsibility. Theadhat corporations should be mindful of
how their actions affect their employees, customshareholders, community and the
environment.

Double Bottom Line: Refers to investors that look at a second bottoenof positive social
impact in addition to a first bottom line of finaacperformance.Also see Triple Bottom Lirje

Fourth Sector: Also referred to as a for-benefit organizationg&nizations driven by social
purpose that seek to be financially self-sustairind may be profitable. They fall somewhere
between traditional companies and charities.

Greenwashing The act of misleading consumers regarding thé&r@mmental practices of a
company or the environmental benefits of a produdervice.

LOHAS: Lifestyles of health and sustainability. Entrepers, particularly in sectors such as
organic foods and personalized medicine, talk feadjy about targeting the fast-growing market
of LOHAS consumers.



Social Entrepreneur. A person who recognizes a social problem and esgspreneurial
principles to organize create, and manage a vetaureke social change.

“We're sensitive to the fact that not all moneyne&pful money. That's why who you partner with
is critical.”Paul Richardson, President

Renewal 2SustainableA process or business that can go on indefinitgtiout harming the
environment or depleting natural resources. Fomgi@, solar power is sustainable, while fossil
fuels are not.

Triple Bottom Line: In the private sector, a commitment to corposateial responsibility and
measuring economic, environmental and social impiictvestments. The TBL approach is also
referred to as “people, planet and profit.”

Source: WikipediayCJ reporting

SIDEBAR: Grading exits from SRIs

For socially conscious investors, a successfulrexitires more than simply selling a portfolio
company for a big return. They also look for a abrturn, seeking reassurance that the
company will continue to pursue its mission after acquired or publicly traded.

So far, the record for socially responsible retusnmsixed. Some values-conscious companies
have generated huge ROI, but have seen their smealda take a hit post-exit. Others have kept
the corporate mission intact, but provided more @sbdeturns.

Below, we take a look at some of the better-knowitsen the space, grading them on both
financial and social returns.

Ben & Jerry’s

Business:lce cream maker known for premium flavors and fictwy capitalist” corporate
culture.

Exit: Sold to Unilever in 2000 for $326 million

Financial grade: A

Unilever’s offer, when tendered, represented a ps8mium over Ben & Jerry’s stock price.
Social grade:D

Unilever took steps to maintain the values assediatith the Ben & Jerry’s brand, including
setting up a social mission department to assessé¢hcream maker’s social and environmental

performance. However, culture clashes, includiyofis two years after the merger, marred the
integration.



Tom’s of Maine

Business:Makes toothpaste and body care products withaifical or animal ingredients.

Exit: Colgate-Palmolive purchased an 84% stake in 200&kout $100 million.

Financial grade: B-

Considering Tom’s was posting annual revenues a&30 million in 2006, according to press
reports, the offer was modest from the perspediy®ice-to-sales ratio. However, Tom’s
claimed that it could grow faster with Colgate’stdbution and marketing muscle.

“A lot of socially responsible funds have this idbat they’ll provide a social return, but you'll
have to accept a below-average financial returdisagree. Once you give a business an
opportunity to make a below-average return, youenaknore likely it will.”

Andy Rappaport, General Partner, August Capital

Social grade:TBD

Founder Tom Chappell said at the time of the adounsthat he would continue to run the brand
and that none of the company’s approximately 18 joould be lost. The company also
continues to run a program supporting nonprofittaleclinics and dental health education. But

several social VCs question whether combining wiffublicly traded, bottom-line-focused
conglomerate such as Colgate-Palmolive was a wiserfor the mission-oriented company.

Learn Now!
Business:A for-profit education management company opegaiAl2 public schools.

Exit: Acquired by for-profit public school operator EoiisSchools in 2001 for approximately
1.4 million shares.

Financial Grade: C

It looked like a good deal at the time, with shasEEdison riding high, but conditions quickly
changed. Edison shares peaked around $38 in Fgt&0@at, but nosedived weeks later amid
below-expected revenue growth. The company wastpkeate two years later for $1.76 a
share.

Social Grade:D
LearnNow was wrestling with the need to balanceathgressive growth demanded by for-profit

investors with its commitment to providing qualégiucation for students in low-income
communities, writes Duke Professor Greg Dees irchse study on the transaction. “Whether



[the acquisition] preserved the intended socialaotf Learn Now is a question | think that has
been widely debated,” he says.

Organic Valley

Business:The Cooperative’s “Organic Valley” label is thetina’s largest farmer-owned
certified organic brand, encompassing approxim&@8lly organic producers. It primarily
produces dairy products, but also eggs, juiceglym®, soy products and meat.

Exit: The co-op is completing an offering to raise #Mibion through a sale of Class E, Series 1
preferred stock for $50 a share. The stock caari@smulative dividend of 6%, with a minimum
investment of $5,000.

Financial Grade: B-

In the past, Organic Valley has been profitablé,rhargins have been low. In 2005, the most
recent period for which data is available, revewas $242 million and net income was $2.5
million. The share sale provides capital to expand meet unexpected expenses, but won't
provide a big payback to co-op members.

Social Grade:A
Cooperative members maintain control of Organideyabecause Series E shares have no

voting rights. Only holders of Class A Stock—agtiatal producers who are members of the
cooperative—have voting power-Joanna Glasner



