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Can investors do well by doing good?
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ocially responsible investing, which combines financial

goals with the aim of improving society through stock

screening, shareholder activism and other methods,

has grown into a multi-trillion-dollar industry. Concerns
about climate change, worker rights and other issues are prompt-
ing big institutional accounts as well as small investors to put
more and more emphasis on social, environmental and corporate-
governance factors in weighing investment decisions. But critics

say stock-screening methods used by mutual funds are subjective

and that socially responsible investments tend not to perform as

well as conventional ones. Some of the harshest criticism has been

directed at public pension funds using social-investing approaches,

Investments in tobacco and other “sin” stocks are

being avoided by a growing number of investment

Sfunds, pension plans and other investors. Above,
a cigarette vendor on a street in Hong Kong.
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SOCIALLY RESPONSIBLE INVESTING

THE ISSUES

e Do socially screened
investment funds perform
as well as regular ones?

e Are screening methods
used by mutual funds
sound?

e Can socially responsible
investors influence corpo-
rate behavior?
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Socially

Responsible Investing

BY THOMAS J. BILLITTERI

THE ISSUES

hen Ann B.

Alexander and

her husband sold
their natural-foods store in
Durham, N.C,, they pocketed
a tidy sum. But they didn’t
want their profits to simply
sit in a typical investment
fund, even if they did grow
in value. They also wanted
their money to do good.

So the Alexanders chose
a financial adviser who spe-
cializes in “socially responsi-
ble investing,” an increasingly
popular approach that com-
bines investors’ financial goals
with a desire to improve so-
ciety and hold corporations
accountable.

“To have these corpora-
tions pay attention and be
more responsible, it's good
for all of us — not just the
people who have money,”
Mrs. Alexander says.

She’s not alone in that
view. Socially responsible
investing — sometimes
called “sustainable invest-
ing,” “ethical investing” and
simply SRI — involves screening in-
vestments according to social or en-
vironmental, as well as financial, cri-
teria, plus other strategies.

From a small niche of the financial
world during the protest era of the
1960s and ’70s, SRI has evolved into
a complex and controversial trillion-
dollar global industry spanning mutu-
al funds, pension plans and big insti-
tutional and private holdings.

Many investors are attracted to social
investing for moral or ethical reasons
stemming from such concerns as climate
change, workers’ rights, workplace di-
versity, skyrocketing CEO pay and cor-
porate political influence. Others may

., L ;-
Solar panels generate electricity from the roof the state
capitol in Salem, Ore. Many socially responsible
investors seek out firms that address environmental
concerns, such as climate change and energy
conservation. But critics say social investments
tend not to perform as well as traditional ones.

choose it out of a practical belief that
companies that treat their employees well
and protect the environment will be more
profitable, more open about their oper-
ating methods and less prone to law-
suits and regulatory sanctions.

But the SRI movement also has vocal
critics. They argue that stock-screen-
ing methods used by SRI mutual funds
are ill-defined and highly subjective,
that social investments tend not to per-
form as well as traditional ones and
that SRI techniques have no place in
the public pension world, where money
managers have a fiduciary duty to
maximize investment returns. (See “A¢
Issue,” p. 689.)

Available online: www.cqresearcher.com

Despite the controversy,
the movement is growing.

According to the Social In-
vestment Forum, the indus-
try’s main trade group, assets
under management using at
least one of three core SRI
strategies — investment
screening, shareholder advo-
cacy and “community invest-
ing” in areas underserved by
traditional financial institutions
— totaled $2.71 trillion last
year, more than four times
the amount in 1995 and about
one of every nine dollars
under professional manage-
ment in the United States. !

As it has grown, social in-
vesting has evolved from its
roots of simply avoiding to-
bacco, alcohol and other so-
called sin stocks. It is placing
more and more weight on
companies that pay close at-
tention to environmental, so-
cial and corporate-governance
issues — "ESG” factors in in-
vesting parlance.

That emphasis is spread-
ing to the broader financial
world. For example, Goldman
Sachs Group developed a 179-
page report last year that rec-
ommended 44 companies based on a
formulation that included ESG perfor-
mance. > Most SRI assets — an esti-
mated $1.9 trillion, according to the
forum — are in accounts profession-
ally managed for big institutional and
high-net-worth clients. 3 Institutions
embracing the responsible-investing
approach include religious groups, pri-
vate foundations, hospitals and labor
unions and some of the nation’s biggest
public pension funds.

“In the old days, most people as-
sociated with SRI were just taking to-
bacco, alcohol and gambling stocks
out of portfolios,” says Paul Hilton, di-
rector of advanced equities research

Getfy Images/Melanie Conner
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Social Investments Did Well Over Long Term

Over its 18-year life span, the Domini 400 Social Index (DS400) —
composed of companies regarded as socially responsible — has
outperformed the Standard and Poor’s 500 (S&P 500). At one-,
three-, five- and 10-year intervals, however, the DS400 lagged

bebind the S&P. *

DS400 Performance Statistics

Total returns as of July 31, 2008

July Last Yearto One Three Five

10 Since

KLD’s DS400 Index | 0.24% -3.84

-12.67 -11.49

1.32 549 246 10.40

S&P 500 -0.84% -2.73

-12.65 -11.09 2.85

7.03 291 9.91

*The SGP 500 is a broad stock market index (indicator) representing 500 publicly

traded companies.

Source: KLD Research and Analytics

at the Calvert Group, a major SRI mu-
tual fund company. “More recently,
there’s an understanding that what
we’re trying to do is use environmental,
social and governance factors as an-
other way to identify risk and better-
quality management. That's getting
through to institutional investors in a
way that it hasn’t before.”

Even so, some critics argue that so-
cial investments have tended to pro-
duce mediocre returns compared to
the broader stock market, causing in-
vestors to give up potential profits.
The Domini 400 Social Index, a main
SRI benchmark, has lagged the broad-
er Standard & Poor’s 500 index at the
last one-, three-, five-, and 10-year in-
tervals, although it is ahead of the S&P
500 over its entire 18-year life. (See
chart above.) 4

The use of socially responsible in-
vesting approaches in public pensions
has been especially controversial. In
California, which adopted a so-called
double-bottom-line approach eight years
ago, the $239 billion California Public
Employees’ Retirement System — the
nation’s largest pension fund — missed
$400 million in gains by forgoing in-
vestments in China and other countries,

676 CQ Researcher

according to Business Week. And a ban
on tobacco stocks cost the $172 billion
California State Teachers’ Retirement
System $1 billion, though returns for
both pension funds still outpaced the
S&P 500 over the past five years, the
magazine said. >

California’s pension system report-
edly is considering reversing its tobac-
co policy, which critics of socially re-
sponsible investing say could undermine
support for the movement. © (See “Cuur-
rent Situation,” p. 688.)

And while the SRI mutual fund in-
dustry’s stock-picking methods have
become more refined over the years,
they have occasionally led to stum-
bles. This summer Pax World Man-
agement Corp., a venerable SRI firm
founded in 1971, settled charges with
the Securities and Exchange Commis-
sion that it violated its own guidelines
against buying shares in such busi-
nesses as alcohol, gambling, tobacco
and defense. 7

The company agreed to a $500,000
fine. The actions took place from 2001
through 2005 in two Pax funds, though
not in its World Balanced Fund, which
held over 90 percent of Pax World as-
sets at the time, the company said. 8

“We regret and take full responsi-
bility for what occurred,” said Joseph
F. Keefe, who became CEO in 2005
after the SEC began its investigation.

Despite such missteps, supporters
say responsible investing is fast mov-
ing into the mainstream. While in-
vestors may be attracted to it for dif-
ferent reasons, “the remarkable thing
is the coming together of these in-
vestors with literally, now, trillions of
dollars to press companies, or en-
courage companies, to act in a re-
sponsible way,” says Timothy Smith,
senior vice president of the environ-
ment, social and governance group at
Walden Asset Management, an SRI
firm in Boston.

Concerns over global climate change
and natural-resource sustainability have
provided perhaps the biggest impetus
for the recent growth. So-called green
funds new to the market include the
Global Alternative Energy fund, start-
ed by the Calvert Group in May 2007,
the Winslow Green Solutions Fund,
started last November, and the five-
month-old Global Green Fund, part of
Pax World Funds.

Climate concerns are heavily re-
flected not only in mutual funds but
also in shareholder activism. In this
year’s proxy season, 54 global-warming
resolutions were filed with U.S. com-
panies by public pension funds, labor
and religious groups, and other insti-
tutional investors, according to the En-
vironmental Leader, an online trade
publication. Many of the investors be-
long to the Investor Network on Cli-
mate Risk, an alliance of 60 institu-
tional investors with combined assets
of more than $5 trillion. ?

Also driving the responsible-
investing movement are concerns
about corporate behavior. Scandals
at Enron and Tyco International ear-
lier this decade, outrage over child
exploitation in overseas sweatshops
making goods for the West, and cor-
porate links to human-rights hotspots
like Sudan have led some investors



to look carefully at which compa-
nies are in their stock portfolios.

Social investing is getting a boost,
too, from the ongoing intergenerational
transfer of wealth that is putting un-
precedented sums of inherited money
into the hands of baby boomers — a
group weaned on '60s-era activism. 1°

“More and more and more peo-
ple are asking themselves the ques-
tion: What do I want to profit from?”
says Cliff Feigenbaum, managing ed-
itor of the Green Money Journal, a
Santa Fe, N.M., publication that pro-
motes social and environmental val-
ues in investing.

As socially responsible investing at-
tracts more followers and gains more
scrutiny, here are some key questions
that proponents and skeptics are asking:

Do socially screened investment
SJunds perform as well as regular
ones?

Meir Statman, a professor of finance
at Santa Clara University in California,
has done several studies examining
the performance of socially responsi-
ble mutual funds and ones that don’t
apply social screens.

“The performance is about the
same,” he says. “Not better or worse.”

Scores of other studies have reached
similar conclusions. Yet they have not
convinced everyone.

“The use of social criteria may be
fine for the affluent who gamble their
own money as a feel-good, vanity in-
vestment — but for those who can't af-
ford to take a chance, SRI is a bad bet,”
argues Jon Entine, an adjunct fellow at
the conservative American Enterprise
Institute and a longtime critic of so-
cially responsible investing. !!

But Mercer, the international con-
sulting firm, along with the United Na-
tions Environment Program Finance
Initiative, said last year after review-
ing 20 academic studies on the sub-
ject, “Investors incorporating environ-
mental, social and corporate-governance
factors within their investments don'’t

Community Investing Continues to Expand

The amount of money that social investors directed to commumnities
that are underserved by traditional financial services grew sixfold
since 1995, and 32 percent from 2005 to 2007.

(in $ billions) Community Investing Growth
$30 — (1995-2007) $25.8
25
20 |- $19.6
15 |- $13.7
10 $7.6
5| $4.0 $4.0 $5.4 -
i He HE B . . .
1995 1997 1999 2001 2003 2005 2007

Source: “2007 Report on Socially Responsible Investing Trends in the United States,”
Social Investment Forum Foundation, 2008

”

have to give up returns.” Mercer
formed a “Responsible Investment” busi-
ness unit in 2004. 2

Likewise, researchers at Lehigh Uni-
versity in Pennsylvania studied SRI-
screened portfolios and concluded that
“there is no cost to being good.” 13

And Alex Edmans, a finance pro-
fessor at the University of Pennsyl-
vania’s Wharton School, found that
stocks of companies on Fortune
magazine’s “Best Companies to Work
For” list robustly outperformed the
overall market, 14

Yet, other evidence has fed doubts
about the correlation between social-
ly responsible investing and stock per-
formance. Robert F. Stambaugh, a fi-
nance professor at Wharton, and two
colleagues found that when returns
are adjusted for risk, index-style in-
vestors don’t give up much when they
use socially responsible funds, but in-
vestors who select actively managed
funds can lose more than 3.5 per-
centage points of return a year. °

“Sometimes being socially respon-
sible is costly, and sometimes it isn’t,”
Stambaugh said. “It depends on what
kind of investor you are.” 10

And research published in the Har-
vard Business Review this year found

Available online: www.cqresearcher.com

only a minor correlation between cor-
porate social responsibility and good
financial results. '/

Some of the most spirited debate
over social investing has involved SRI
barometers like the benchmark Do-
mini 400 Social Index. The index lim-
its or avoids stocks in some industries
that have performed well in recent
years, such as gambling and military
weapons, and is significantly weight-
ed in industries like banking and in-
formation technology that hit rough
patches.

Peter D. Kinder, president of KLD
Research & Analytics, a Boston SRI re-
search firm that owns the Domini 400
Social Index, says a key reason the
index has lagged the S&P 500 is that
it generally excludes stocks in com-
panies that extract natural resources,
such as oil-drilling and mining. Those
sectors have soared recently.

“When industries we typically ei-
ther exclude or underweight are doing
very well, we will perform less well,”
Kinder says. On the other hand, “we
are going to perform better relative to
the broad market indexes when these
companies underperform.”

Amy Domini, who as a KLD part-
ner helped develop the index before

Aug. 29, 2008 677
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starting her own company, Domini
Social Investments, says social invest-
ing has been hurt by market shifts
stemming from the post-Sept. 11 “war
economy.”

“People look for hard assets — gold,
copper, oil — and those are not very
robust for social investment funds to
find opportunities in,” she says.

Domini’s flagship Social Equity Fund
was down nearly 12 percent for the
year ending July 31 and, partly be-
cause of the bursting of the tech bub-
ble earlier this decade, has lagged the
S&P 500 over time.

Amy Domini has felt the pressure
that so-so stock performance can bring
to bear. Since the Social Equity Fund’s
inception in 1991 it had tracked the
Domini 400 index, but two years ago
she changed that strategy. Now the
fund is actively managed through a com-
puter-driven stock-picking strategy.

“Emotionally, this is difficult,” Domini
said in 2000, after making the hard de-
cision to change the fund’s management
approach. “But I cant ask my share-
holders to be patient forever.” 18

Entine argues that the lag in bench-
marks like the Domini 400 Social
Index points to a larger flaw in the
social-investment approach. To avoid
investing in defense, energy and to-
bacco — areas viewed negatively in
the SRI world but that have soared in
recent years — social funds made un-
wise bets on banking and technolo-
gy, only to be slammed by specula-
tive bubbles, he charges.

“They overweighted based on so-
cial prejudices, not on metrics,” he
says. And “when you overweight, es-
sentially you're gambling with some-
one’s money.”

Squabbling over SRIs’ performance
compared with conventional invest-
ments isn’t likely to be settled soon.
“This debate is going to continue,”
insists Walden Asset Management’s
Smith, a 40-year veteran of SRI.
“There’s no definitive knockout blow
on either side.”

678 CQ Researcher

Are screening methods used by
mutual funds sound?

Walden Asset Management bills it-
self as “a leader in socially responsive
investing,” but that doesn’t mean it shuns
one of the world’s most controversial
industries. For years Walden has owned
shares in British Petroleum (BP).

Smith calls the company a “work in
progress” on health and safety issues
and expresses discouragement over a
deadly BP refinery explosion in Texas
in 2005 and an oil spill in Alaska in
2000. Still, he says, the company con-
tinues to be a leader among energy
producers on the climate-change issue.

“In some industries, companies stand
out, and therefore there are some pos-
itive reasons to approach them,” he says.

Walden’s approach is known as “best
in class,” one of the strategies that SRI
funds use to choose which stocks fit
their missions.

The Domini Social Equity Fund holds
stock in McDonald’s — a company that,
over the years, has been accused of every-
thing from destroying rainforests for food
production to polluting the environment
with packaging waste. But Amy Domi-
ni says McDonald’s has answered the
critics, setting standards for beef pro-
duction, addressing the packaging issue
and participating in a coalition to im-
prove international labor standards.

“Am I going to throw out the com-
pany that has been highly responsive
to consumers and third parties time
after time?” she asks.

Screening industries and companies
has always been tricky for social in-
vestors, leaving the field open to charges
that it compromises too much, lacks
uniform screening standards and uses
methods that are confusing or even
misleading to people who want to in-
vest with a conscience.

The research can be “shoddy,” Entine
charges, adding, “It depends on how
well companies manage their reputa-
tions, more or less.”

Social-investment advocates strong-
ly disagree, however. “We are more

sophisticated than we've ever been,
and we’ll be more sophisticated to-
morrow,” says the Green Money Jour-
nal’s Feigenbaum. “We're screening as
thoroughly as we possibly can.”

When it comes to SRI mutual funds,
investment companies use different
approaches to decide which industries
and stocks to avoid, embrace or in-
clude with reservations.

In Socially Responsible Investing:
Making a Difference and Making
Money, a 2001 overview of the field,
Domini noted that “[rlesponsible in-
vestors struggle with how best to deal
with . . . troubling industries. Many
have come down on the side of avoid-
ing problematic industries completely.
Others decide to underweight some
industries while avoiding others.” 12

Social funds may also use their shares
to exert pressure on companies through
shareholder resolutions or direct talks.
“There are companies that we invest in
that on balance have a positive record
but still have some problems, and then
we use our shareholder voice to en-
gage those companies and urge them
to change,” Smith says.

In addition, SRI portfolios may shift
to keep up with changing times or
circumstances.

Last November The Wall Street Jour-
nal reported that Pax World discontin-
ued its policy of rejecting alcohol- and
gambling-related investments after the
policy led it three years ago to divest
from Starbucks Corp. — widely re-
garded as socially progressive — for li-
censing the Starbucks name to a coffee
liqueur. “Now, while they still decline
to invest in weapons and tobacco mak-
ers, portfolio managers . . . weigh po-
tential investments based on a mix of
financial and ESG metrics, including cor-
porate governance, community relations,
product integrity, human rights and cli-
mate change,” the newspaper said. 2

The Calvert Group, based in Bethes-
da, Md., traditionally has avoided the
nuclear-power industry. But Hilton, the
advanced equity research director, says



the company’s two newest funds —
Global Alternative Energy and Interna-
tional Opportunities — are willing to
invest in certain companies that have
existing nuclear plants but are doing
excellent work in wind or solar power.
“That’s not so much of an endorsement
of nuclear as the fact that we want to
invest in companies pushing ahead in
alternative energy,” he says.

SRI proponents regard such attempts
at nimbleness as signs that the SRI field
is maturing. But the field’s methods have
also invited sharp crit-
icism, some of it
from people dedicat-
ed to the cause of
sustainability and so-
cial responsibility.

In 2004, environ-
mentalist and entre-
preneur Paul Hawken
— cofounder of the
Smith & Hawken
garden-supply busi-
ness and executive
director of the Nat-
ural Capital Institute,
a research group in
California — wrote
a stinging critique of
the SRI mutual-fund
industry, saying he
wanted to help it
better respond to in-
vestors seeking “to
invest with a conscience and a pur-
pose.” 21

Hawken charged, in part, that SRI
mutual funds lack common standards,
definitions and codes of practice; that
taken as a whole, the investment port-
folio of the combined SRI fund indus-
try “is virtually no different” than that
of conventional mutual funds and that
the field is marred by a “lack of trans-
parency and accountability in screening
and portfolio selection.” He also said
the language used to describe social-
investment mutual funds is “vague and
indiscriminate” and that “fund names
and literature can be deceptive.”

Cold cash totaling $12 million awaits
Poker main event at Harvah’s in Las Vegas. Investment funds
that screen for gambling stocks had more than $41 billion

This year he was quoted in a British
newspaper as saying that “the situa-
tion has not got better. [Financial] per-
formance has become the primary dri-
ver. They [ethical funds] are doing
everything they can to be acceptable
to the broadest possible clientele, and
with that has come dilution of mean-
ing and standards.” 22

Julie N. W. Goodridge, president of
Northstar Asset Management, a Boston
social-investment firm, wants the SRI in-
dustry to adopt stronger disclosure poli-

in assets under management in 2007.

cies to give investors a better under-
standing of what funds are investing in,
and why.

“The consumer doesn’t necessarily
know that different funds do different
things,” she says. “I worry that consumers
... find that Coca-Cola is sitting right
smack in the middle of their fund, and
they would never purchase the product,
let alone invest in it.”

Many social investors have avoided
Coke for reasons as varied as its use of
precious water resources in developing
countries and its sponsorship of this
year’s Olympics in China, which has
been accused of human-rights abuses.

Available online: www.cqresearcher.com

the winner of the World Series of

Joe Nocera, a business columnist for
The New York Times, last year criticized
KLD Research & Analytics, upon whose
analysis many SRI funds rely for guid-
ance. Nocera said KLD had only two
dozen researchers monitoring 3,000
companies and that they relied on media
reports, blogs, interactions with activist
groups and conversations with com-
panies themselves. “That hardly seems
like enough to make a decision on
whether a company is good or bad,”
Nocera wrote. 2

But Kinder, KLD’s
president, says his com-
pany “takes full advan-
tage of Internet tools” to
research companies and
that “companies don’t
fundamentally change
that often.

“We've been looking at
these companies for 20
years. I feel as confident
as any researcher can be
in our research.”

Can socially respon-
sible investors influ-
ence corporate be-
bavior?

Last year, activists led
by Christian Brothers In-
vestment Services — an
investment advisory firm
for Catholic dioceses,
hospitals and other organizations —
put forth a shareholder resolution seek-
ing an independent examination of the
environmental and social impact of
Newmont Mining Co.’s operations
around the globe.

But the Denver-based gold-mining
company didn’t fight the resolution —
in fact, it endorsed it before the share-
holder vote was taken. 24

Social-investment proponents point
to that endorsement as a sign of the
SRI movement’s growing influence, al-
though the resolution’s ultimate effect
on Newmont’s operations remains to
be seen.

Getty Images/Ethan Miller
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Socially Responsible Investments Near $3 Trillion

The amount of money in socially responsible investments (SRD in
the United States has increased more than fourfold since 1995, to
$2.7 trillion. The number of funds offering SRI has also increased
Jrom 55 in 1995 to 260 in 2007 (not shown).

Socially Responsible Investing in the
United States, 1995-2007
(in $ billions)

Social Shareholder | Community | Total*
screening advocacy investing
1995 $162 $473 $4 $639
1997 $529 $736 $4 $1,185
1999 $1,497 $922 $5 $2,159
2001 $2,010 $897 $8 $2,323
2003 $2,143 $448 $14 $2,164
2005 $1,685 $703 $20 $2,408
2007 $2,098 $723 $26 $2,711

*The sum of the three columns for each year is less than the total shown because
overlapping assets involved in screening and advocacy are subtracted to avoid

double counting.

Source: “2007 Report on Socially Responsible Investing Trends in the United States,”
Social Investment Forum Foundation, 2008

“It’s hard to say at this point what
the results will be,” says Julie Tanner,
assistant director of socially responsi-
ble investing at Christian Brothers and
a member of a panel reviewing the
issue. “We look forward to the board’s
recommendations,” due before New-
mont’s 2009 annual meeting, she says.

As the SRI movement matures, it
has shifted more and more of its focus
toward engaging companies directly
on a variety of issues, ranging from
CEO pay to human rights in overseas
factories.

“Responsible investors are no longer
simply avoiding stocks in companies
they have problems with,” says Smith
of Walden Asset Management. “They
are, with trillions of dollars behind
them, engaging companies, writing
letters, talking with them, voting their
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proxies, filing shareholder resolutions
and voting and debating at stock-
holder meetings. These are not in-
vestors that are seeking an illusory,
pure corner of the marketplace, they
are investors who are engaged in the
[real] marketplace.”

Shareholder resolutions are the most
visible manifestation of that engage-
ment. From 2005 through the first half
of 2007, a total of 1,065 resolutions
were filed on social, environmental
and governance issues. Support for res-
olutions filed in the first half of 2007
stood at 15.4 percent of votes cast,
compared with 9.8 percent in 2005
and 13.3 percent in 2006. %

Even so, shareholder activism can
be a tough road. Companies often re-
sist resolutions, especially those that
are costly or disruptive. Even resolu-

tions that pass may not lead to real
change.

“A company can do something be-
cause of a shareholder resolution,” says
Tanner, “but the real question is, how
robust and substantive is the compa-
ny’s implementation going to be?”

SRI advocates often prefer to try
engaging in direct talks with man-
agement on issues of concern before
going the resolution route. “The prefer-
able outcome is negotiated settlement,”
says KLD’s Kinder. “It doesn’t start
with a proxy resolution. A proxy res-
olution in the context of socially re-
sponsible investing typically repre-
sents failed negotiations.”

In the Newmont Mining case, Tan-
ner says, “We were in dialogue with
the company, we had been speaking
to them for a while; it wasn’t neces-
sarily that we were having a failed ne-
gotiation [but] I don’t think things had
gotten to where the company was
going to take action to the extent we
wanted them to.”

Jeanne M. Logsdon, a professor of
business ethics, and Harry J. Van
Buren III, an assistant professor of
business and society, both at the Uni-
versity of New Mexico, study share-
holder activism. In one study they
classified more than 1,700 shareholder
resolutions filed over seven years with
companies listed on the New York
Stock Exchange by members of the
Interfaith Center on Corporate Re-
sponsibility (ICCR), an association of
275 faith-based institutional investors.
More than 40 percent of the resolu-
tions — 707 in all — related to “jus-
tice” issues, with employment and
economic-development concerns the
most prevalent. 20

Logsdon says that while few such
resolutions are approved by the ma-
jority of a corporation’s stockholders,
they can be effective in raising the
public profile of an issue.

“You don’t do it because you're
going to win, you do it to bring at-
tention to an issue — to take a stand



and to signal to corporate leaders that
the companies should be dealing with
the issue.”

Van Buren, who engages in share-
holder activism on behalf of the
Episcopal Church, says the church
doesn’t do much stock screening but
has been an active filer of share-
holder resolutions.

For years, he says, the church has
been raising red flags about predato-
ry and sub-prime lending, issues now
at the center of Wall Street upheaval.
“If you look at shareholder resolutions
that are being filed today, in many
cases they represent leading-edge is-
sues that corporations or other stake-
holders pick up in years to come,”
Van Buren says.

In a study published this summer,
Logsdon and Van Buren looked at
how social activists influence compa-
nies through direct dialogues with man-
agement. They studied nearly 1,200
new and ongoing dialogues initiated
by ICCR members from 1999 through
2005 with such firms as Citigroup (20
dialogues), Wal-Mart Stores (19), Coca-
Cola (15) and Bank of America and
Target (14 each). %/

Van Buren says no researchers
have systematically tracked whether
shareholder activists are getting con-
crete results from such talks. But
one “imperfect” measure of such
progress, he says, is the number of
shareholder resolutions that are with-
drawn. Such withdrawals may occur
if a company makes enough of an
effort to change to satisfy the con-
cerns of activists.

“The real work of shareholder ac-
tivism gets done in ongoing corporate
dialogue,” Van Buren says. “You file
a resolution, you may withdraw the
resolution, but with a condition of with-
drawal the company will agree to do
something.”

According to the Social Investment
Forum, of the 1,065 resolutions filed
from 2005 to mid-2007, 319 were with-

drawn, and 561 were voted on. ¥ g

Tobacco and Alcohol Are Top Social Screens

Among funds that screen for social and environmental concerns,
tobacco is the most prevalent criterion incorporated into poritfolio
management. It was employed by 166 of the 260 funds identified,
with more than $174 billion in total net assets under management,
or more than 86 percent of the total assets of socially screened
Sunds. Alcohol is the second most predominant social screen, with
more than $158 billion managed by 125 funds.

Total Net Assets of Socially Screened Funds by Category, 2007

Tobacco N s 174.1
Alcohol - 51581
Labor Wl $48.1
Environment Wl $44.5
Defense/weapons Ul $42.2
Community relations Al $41.8
Gambling Wl s4i1.2
Products/services Ul $38.6
Equal employment| Wl $34.0
Human rights| 1l $30.0
Corporate governance| Wl $21.1
Pornography| d$18.3
Faith-based | WH$17.7
Abortion | 1 $14.5
Animal testing | 1 $1714.1
Sudan| 1 $12.1
Other | 4 $10.0 | | |
$0 50 100 150 200
(in $ billions)

Source: “2007 Report on Socially Responsible Investing Trends in the United States,”
Social Investment Forum Foundation, 2008

BACKGROUND

Early Activism

ocially responsible investing
boasts a venerable history. In an
18th-century sermon titled “The Use of
Money,” Methodism’s founder, Anglican
minister John Wesley, warned against

Available online: www.cqresearcher.com

engaging in liquor production, indus-
tries that pollute, such as tanning, and
practices such as bribery. 2 “We ought
not to gain money at the expense of
life,” he declared. 30

Quakers and Methodists in early
America refused to invest in ways that
might help the slave trade. 3' And dur-
ing the 19th century, many religious
investors refused to put money into
such activities as liquor and tobacco
production, gambling and weapons
manufacturing.
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Mutual funds that practice social
screening emerged in the 20th centu-
ry. The Pioneer Fund began screening
out “sin” stocks in 1950 to serve Chris-
tian investors. 32 Then, in 1971, two
United Methodist Church activists in
peace, housing and employment issues
started the Pax World Fund, which the
company calls the first broadly diversi-
fied, publicly available mutual fund to
use social as well as financial criteria
in making investment decisions. 33

During the late 1960s and early "70s
intense social activism by advocacy
and religious groups began placing
more and more emphasis on corpo-
rate responsibility.

The Interfaith Center on Corporate
Responsibility (ICCR) was founded in
1971 partly as a result of opposition
to the Vietham War. Progressive cler-
gy questioned whether churches were
profiting from the war, such as by
holding the stocks of arms manufac-
turers. The questioning spread further,
to such issues as production of nu-
clear weapons, sale of military goods
abroad, creation of space weapons
and apartheid in South Africa. 3

“One of the things our founding
members looked at was, if we're going
to be endowed institutional investors,
do we choose to own companies that
make money on some of the precise
social ills we’re trying to counteract?”
says Laura Berry, executive director of
the ICCR.

South Africa’s system of racial sep-
aration was becoming a highly visible
cause among many socially conscious
investors during this period. In 1971
the Episcopal Church filed the first
church-sponsored shareholder resolu-
tion, which called on General Motors
(GM) to close down operations in
South Africa because of the govern-
ment’s apartheid policy.

That same year, Leon Sullivan, an
African-American Baptist minister, was
elected a GM director. He used his in-
fluence on the GM board to campaign
against apartheid and later in the decade
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developed a code of conduct for com-
panies doing business in South Africa,
known as the Sullivan Principles.

By the 1980s, growing anti-apartheid
fervor, including pressure from Sulli-
van, helped lead a number of church-
es, pension plans and other institu-
tional investors to either divest
themselves of stock in U.S. corpora-
tions operating in South Africa or use
their shares to urge companies to
withdraw from the country. By the
end of the 1980s scores of companies
were leaving South Africa.

“The anti-apartheid campaigns of
the 1980s provided a galvanizing mo-
ment in the history of SRI,” according
to the Social Investment Forum. %

Apartheid was not the only con-
cern that led social investors to ex-
amine their stock portfolios. Environ-
mental catastrophes such as a
poison-gas leak at a Union Carbide
factory in Bhopal, India, that killed
thousands in 1984, a nuclear disaster
in Chernobyl, in what is now Ukraine,
in 1986 and the Exxon Valdez oil spill
in Alaska in 1989 “served as flash-
points for investor concerns over pol-
lution and corporate responsibility,” the
forum noted. 3

By the 1990s and early 2000s, so-
cial investing had percolated into the
mainstream investment world, leading
to the creation of an entire infrastructure
of investing vehicles.

SRI indexes — for example, the
Domini 400 Social Index, Dow Jones
Sustainability Indexes (started in 1999)
and London-based FTSE4Good index-
es (2001) — have helped track the fi-
nancial performance of companies
and provided yardsticks for corpora-
tions to measure their social progress
against their peers.

And as social investing grew, it also
evolved and diversified. “We started
looking for positive things to invest
in,” says Goodridge of Northstar Asset
Management, “and we then moved into
shareholder activism in a big way, and
then into community investing.”

Key Rulings

S everal key government rulings have
added to the movement’s mo-
mentum.

In 2003, the Securities and Exchange
Commission (SEC) required all mutual
funds to disclose their proxy votes on
corporate issues — the kind of dis-
closure that had long been sought by
social investors. 3 In 1999 Domini So-
cial Investments says it became the first
mutual fund manager to publicly dis-
close its proxy votes.

Critics of the SEC decision said it
would be costly for shareholders and
wouldn't help them much, but SRI pro-
ponents hailed the new regulation. “What
[mutual funds] are really worried about
is the end of all their conflicts of inter-
est,” said Tim Grant, then-president of
Pax World Funds. 38

Another key government decision
involved the question of whether com-
pany-sponsored “defined contribution”
retirement plans, such as 401(k) plans,
could include socially responsible funds
among their investment choices.

A decade ago, many plan adminis-
trators shied away from SRI investments
out of concern that they would violate
the Employee Retirement Income Se-
curity Act (ERISA) rule that assets be
invested for the exclusive benefit of
plan participants. %

However, William M. Tartikoff, gen-
eral counsel of the Calvert Group, re-
quested an advisory opinion from the
Labor Department, which said in a
May 1998 letter that ERISA’s fiduciary
standards don’t rule out socially
screened funds as long as “the in-
vestment was expected to provide an
investment return commensurate to in-
vestments having similar risks.” 4

“The letter gave us great optimism,”
Tartikoff said on the 10th anniversary
of the opinion. “It gave us comfort
and validated what we were doing
and what we were saying was correct

Continued on p. 684



Chronology

1700s-1950

Roots of socially responsible in-
vestment movement are developed.

1700s

Methodism founder John Wesley
warns against making money “at
the expense of life.”

1800s

Religious investors shun liquor and
tobacco production, gambling and
weapons-making.

1950
Pioneer Fund becomes first mutual
fund to screen for “sin” stocks.

1 9 708 Opposition to

South African apartbeid and
Vietnam War belps establisb
social-investing practices.

1971
Interfaith Center on Corporate Re-
sponsibility is founded. . . . Pax

World launches nation’s first pub-
licly available socially responsible
investment fund. . . . Episcopal
Church files first church-sponsored
shareholder resolution.

1977

African-American pastor Leon H. Sul-
livan develops code of conduct on
human rights and equal opportunity
for companies operating in South
Africa, eventually helping to disman-
tle apartheid; in the late 1990s Sulli-
van announces successor set of
principles for industries worldwide.

1980s-1990s

Anti-apartbeid campaigns belp
spur companies to leave South

Africa, and socially responsible
investing moves increasingly
into the mainstream investment
world.

1982

Calvert Social Investment Fund be-
comes the first U.S. mutual fund to
prohibit investments in companies

doing business in South Africa.

1985
Social Investment Forum launched.

1989

Ceres, a national network of investors
and others addressing environmental
sustainability, is formed.

1990

Domini 400 Social Index, first
index to measure performance of
broad group of socially responsi-
ble stocks in the U.S., is created.

1998

U.S. Department of Labor tells
Calvert Group federal law doesn’t
preclude use of “socially responsible”
funds in retirement plans.

1999

Domini Social Investments be-
comes first mutual fund manager
to publish its proxy-voting record.
... Dow Jones Sustainability In-
dexes are launched.

2000-Present

Public pensions impose tobacco
and other screens; climate change
rises as social-investment priority.

2000

Nation’s largest pension fund, the
California Public Employees’ Re-
tirement System (CalPERS), an-
nounces it will sell its tobacco
holdings.

Available online: www.cqresearcher.com

2001
London-based FTSE4Good indexes
begin tracking social investing.

2003

Securities and Exchange Commission
requires mutual funds to disclose
proxy votes.

2004

Environmentalist and entrepreneur
Paul Hawken issues report critical
of the socially responsible invest-
ment mutual fund industry, arguing
it “has no standards, no definitions
and no regulations other than finan-
cial regulations.” . . . Mercer, a
worldwide consulting firm, starts a
“responsible investment” unit.

2006

United Nations launches “Principles
of Responsible Investment” to help
large investors integrate environmen-
tal, social and governance factors
into their investment decisions. . . .
Sudan Divestment Task Force estab-
lished to persuade states, universities
and other groups to restrict Sudan-
linked investments.

2007

Mercer survey finds that 19 percent
of defined-contribution retirement
plans include a social-investment
option, and 41 percent plan to add
one over the next three years. . . .
Los Angeles Times publishes stories
critical of investment policy of Bill
& Melinda Gates Foundation.

2008

California public pensions reportedly
re-examining policy on tobacco in-
vestments. . . . New Hampshire or-
ders its public pensions to divest
Sudan-related investments, sparking
resistance from pension officials. . . .
Social Investment Forum identifies
$2.7 trillion in assets under manage-
ment using socially responsible in-
vesting strategies.
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Big Financial Institutions Are Going ‘Green’

Investors say profits and principles go together.

for the bottom line, Deutsche Bank decided last fall, launch-
ing its new “climate change investment initiative.”

The big German-based institution was one of the latest main-
stream financial institutions and socially responsible investment
companies to focus on issues like global warming, renewable
fuels and environmental sustainability.

“Companies and investors are quickly realizing that climate
change is not merely a social, political or moral issue — it is
an economic and business issue as well,” declared Kevin Parker,
Deutsche Bank’s global head of asset management. !

Environmental funds have been attracting stronger investor
interest lately than some other social-investing vehicles. Inflows
of money into so-called green funds totaled $766 million for
the year ending May 31, compared with net outflows among
religion-based funds of $37 million for that 12-month period,
according to Morningstar, which tracks both categories under
the heading of socially responsible investing. >

“It’s not just tree huggers” who are concerned about glob-
al warming, Holly Isdale, managing director and head of wealth
advisory at Lehman Brothers, the big New York investment
bank, told The Wall Street Journal last year. “There’s money to
be made, and people want to know how to make it.” ?

New green funds have sprouted at longtime social-investment
companies such as Pax World, whose five-month-old Global

C limate change may be bad for planet Earth, but it's good

Green Fund invests in companies focused on “mitigating the en-
vironmental impact of commerce,” and Calvert, which launched
the Calvert Global Alternative Energy Fund last year and plans
to launch a Global Water Fund later this year. *

And new funds are popping up at traditional financial firms
in Europe, the United States and elsewhere.

“In a litle more than two years,” Parker of Deutsche Bank
wrote in March, “we estimate retail investors all over the world
have pumped around $66 [billion] into more than 200 newly
launched mutual funds and exchange-traded funds investing in
companies that help to mitigate or adapt to climate change.”

Last November Deutsche Bank, through its U.S. retail unit,
launched the DWS Climate Change Fund, which focuses on al-
ternative energy, energy-efficient products and companies that
deal with damage to the environment.

One overarching factor is behind the growth in socially re-
sponsible investing, says Peter Kinder, president of KLD Research
& Analytics, a social-investing research firm: “There’s always more
than one answer [but] the short answer is, global warming is
driving this. There is in my mind no question that is true.”

KLD’s Global Climate 100 Index, which the company bills
as the first global index focused on climate change, marked
its third anniversary this summer. It holds companies engaged
in renewable energy, clean technology and “future fuels.” ©

In an analysis of social-screening trends among all invest-

Continued from p. 682
and that, in fact, there was no inher-
ent reason for Calvert’s socially screened
funds not to be chosen on a 401(k)
platform and as a plan option.” 4!

SRI has made inroads into the
retirement-plan field since then. A sur-
vey last year by Mercer found that
19 percent of defined-contribution
retirement-plan sponsors had an SRI
option, and an additional 41 percent
expected to be doing so within three
years. 42

As the responsible-investing movement
moves more and more into the main-
stream, investors and money managers
are increasingly using environmental, so-
cial and corporate governance factors —
or ESG principles — to guide their in-
vestment decisions, a trend driven in no
small way by concern over climate change.
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Traditional investing firms have
picked up on the trend. For instance,
State Street Global Advisors has been
using some ESG-applied research over
the past couple of years, according to
The Wall Street Journal. “We are see-
ing these factors start mainstreaming,”
said William Page, chairman of State
Street’s ESG Team. He said the team
uses ESG research for accounts of
some wealthy investors and private in-
stitutional investors. 43

While ESG principles are consistent
with the traditional moral or ethical im-
pulses that have long driven the SRI
movement, many institutional investors
are embracing them because they help
shape financial performance.

In 2006, the United Nations issued
a set of voluntary “Principles for Re-
sponsible Investment” that aimed to

help institutional investors and oth-
ers integrate environmental, social and
governance factors into their invest-
ment decisions and ownership prac-
tices with the goal of improving long-
term returns.

As of this past May, the principles
had garnered 362 signatories, with Eu-
ropean investors leading the way with
148 signatories representing $9.7 tril-
lion in assets under management. North
America counted 70 signatories with
$2.3 trillion.

“The great majority of new signa-
tories continue to be mainstream pen-
sion funds, insurance companies and
investment managers, with a minority
coming from the dedicated socially re-
sponsible investment sector,” accord-
ing to the latest progress report on
the effort. 4



ment funds, the Social Investment Forum found that environ-
mental concerns were more frequently incorporated into fund
management than either labor-friendly criteria or alcohol re-
strictions, though the 146 funds that incorporate environmental
criteria managed fewer assets overall than either labor-friendly
or alcohol-restricted funds. ’

As environmental issues heat up, social investors are joining
with others in public-policy advocacy efforts.

This summer, for example, an investor group that includes
officials from a number of social-investment companies, pension
funds, foundations and other organizations, called on the U.S.
Senate to extend tax credits for renewable energy and energy-
efficiency projects that are set to expire at the end of the year.
8 In May investors urged senators to enact legislation dealing
with global warming. *

The efforts were organized by Ceres, a 19-year-old Boston-
based network of investors, environmental groups and other
public-interest groups, and its Investor Network on Climate Risk,
made up of more than 70 institutional investors with roughly
$6 trillion in assets.

Ceres also started the Global Reporting Initiative, based in
Amsterdam, which provides a framework for companies and
other organizations to report their environmental, social and
governance performance. The framework is used by more than
1,200 companies worldwide.

“While U.S. policy makers are running in place on climate
change,” Ceres President Mindy S. Lubber wrote in a blog this
month, “global investors are moving quickly to make money
from its far-reaching risks and opportunities.” !!

! Deutsche Asset Management, “Investing In Climate Change,” October 2007,
p. L

2 Elizabeth O'Brien, “Green Investing — The Gold Rush,” Financial Plan-
ning, Aug. 1, 2008.

3 Jilian Mincer, “Why ‘Green’ Investing Has Gained Focus,” The Wall Street

Journal, June 21, 2007.

4 O’Brien, op. cit.

> Kevin Parker, “Investment is key in climate change battle,” Financial
Times, March 24, 2008.

6 “KLD Global Climate 100 Index Marks Three Year Anniversary,” www.kld.
com/newsletter/archive/press/pdf/1216311527_GC100%203rd%20Anniv%20re-
lease_Final%20(2).pdf.

7 Social Investment Forum, “2007 Report on Socially Responsible Investing
Trends in the United States,” p. 11.

8 Ceres, “Investors with $1.5 Trillion in Assets Call on Congress to Extend
Renewable Energy and Energy Efficiency Tax Credits,” press release, July 29,
2008, www.ceres.org/NETCOMMUNITY/Page.aspx?pid=923&srcid=705.

9 Ceres, “Investors Managing $2.3 Trillion Call on Congress to Tackle Global Cli-
mate Change,” press release, www.incr.com/NETCOMMUNITY/Page.aspx?pid=900.
10" Ceres, www.ceres.org/NETCOMMUNITY/Page.aspx?pid=415&srcid=552.
' Mindy S. Lubber, “Climate Change: Investors’ Next Global Mega-Trend?
Harvard Business Publishing, Aug. 1, 2008, http://blogs.harvardbusiness.
org/leadinggreen/2008/08/climate-change-investors-next.html.

The U.N. principles are not the
only effort to frame investment deci-
sions around corporate responsibility.
For example, the Carbon Disclosure
Project, a British nonprofit group,
serves institutional investors with some
$57 trillion in assets under manage-
ment globally. It analyzes how major
companies around the world are re-
sponding to climate change and ex-
amines the commercial risks and op-
portunities it presents to corporations.
This year it sought emissions data from
3,000 companies.

Investment-consulting firms also are
adopting ESG principles in their work.
For example, Mercer’s “responsible in-
vestment” unit employs 16 people
around the world who rate institu-
tional money managers according to
how they use environmental, social

and governance factors in their in-
vestment decisions. That information
helps guide Mercer clients, such as
pension-plan administrators and pri-
vate foundations, in selecting invest-
ment managers.

“It's a big growth area for us,” says
Craig Metrick, U.S. head of responsi-
ble investments for Mercer Investment
Consulting. “Increasing numbers of in-
stitutional investors are coming to look
at social responsibility as way to man-
age risk and look for opportunities in
their portfolios long term.”

Sharp Critiques

ﬁ. s responsible investing has be-
come a more prominent part of
the investing scene, it also has invited

Available online: www.cqresearcher.com

sharp critiques — particularly where
mutual funds and stock screening are
concerned.

In his 2004 report, for example, en-
vironmentalist Hawken took issue
with screening methods among SRI
funds, saying they “allow practically
any publicly held corporation to be
considered as an SRI portfolio com-
pany.” % The single most important
criterion for a company, he argued, is
whether “its services and products [are]
helpful to the world we inhabit. . . .
What does it matter if one fast-food
company is singled out as ‘best in its
class. . . ?” he posited. “. . . [IIf you
are going the wrong way, it doesn’t
matter how you get there.” 47

In his influential book 7he Market

Jfor Virtue: The Potential and Limits of

Corporate Social Responsibility, David
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Should Foundations Screen Their Investments?

Some experts question the benefit to society.

ith some $39 billion in assets, the Bill & Melinda

K -x / Gates Foundation is the nation’s largest private foun-

dation — and a revered leader in global philan-

thropy. But early last year, the Los Angeles Times questioned
the huge philanthropy’s investment practices.

The newspaper concluded that the foundation “reaps vast
financial gains every year from investments that contravene its
good works” and had holdings in companies that had “failed
tests of social responsibility because of environmental lapses,
employment discrimination, disregard for worker rights, or un-
ethical practices.” !

In one example, it noted that the foundation had spent
$218 million on polio and measles immunization and research
worldwide, including in the Niger Delta, but that it had in-
vested $423 million in companies responsible for most of the
oil-plant flares that spew pollution in the delta.

The articles touched off a spirited debate in philanthropy
circles about whether foundations, which together control some
$670 billion in assets, should do more to align their invest-
ments with their charitable missions. 3

“Creating an immutable firewall between investments and
grants is nonsensical, a strategy worthy of ostriches, not lead-
ers,” Allison H. Fine, a senior fellow at Demos: A Network for
Ideas and Action, said at a panel discussion last year prompt-
ed by the articles on the Gates Foundation.

But some philanthropy experts question whether efforts by
foundations to screen their investment holdings can do very
much to help society.

“There is definitely a virtue to aligning the investments of
the foundation with its mission,” says Mark Kramer, founder
and managing director of FSG Social Impact Advisors, a non-
profit consulting organization in Boston. But, he adds, while
shareholder advocacy “can absolutely have a demonstrable im-
pact” on companies, “it’s not clear that screening public equi-
ties has any demonstrable social impact.”

‘It would be very hard to have enough volume [of shares]
to truly affect the [stock] price of a large publicly traded com-
pany, and even if you did, in a sense what you might be
doing is simply giving a better investment to someone who’s
less ethically inclined because they can pick up a valuable
stock at a lower price.

“So there is something around the advocacy piece — the
pressure that . . . foundations can put on companies — but
whether they are not buying tobacco stocks, or are buying
stocks in companies they believe are more sustainable, it's a
good thing to do in terms of aligning your values, but it's not
clear that it’s a high impact strategy.”

Gates keeps its grant making and investment management
separate. It says Bill and Melinda Gates guide the foundation’s
endowment managers in voting proxies in a manner “consis-
tent with the principles of good governance and good man-
agement” and that “they have defined areas in which the en-
dowment will not invest, such as companies whose profit model
is centrally tied to corporate activity that they find egregious.”
The foundation singles out tobacco stocks.

On the issue of investments in Sudan, the foundation says
the Gateses have directed the investment team “to be consis-
tent with the approach taken by the endowment managers for
Harvard, Yale and Stanford universities.” The Gates endowment
“no longer has any holdings in the companies identified by these
institutions in their investment policy statements on Sudan.”

If Gates does not apply broader screens to its investments,
it is hardly alone among foundations. A Chronicle of Philan-
thropy survey of the 50 wealthiest private foundations in 2006
found that 34 applied no screens or declined to comment. At least
13 foundations said they screened for tobacco, and several of those
screened other investments, such as those in alcohol, firearms or
gambling, ©

The newspaper also found that most foundations don’t do
much to influence shareholder votes. The survey found that 30
of the 50 big foundations allow their money managers to make
all decisions about proxy voting. ’

Even so, some foundations are strengthening efforts to bring their
philanthropic aims into closer alignment with their endowments.

A study last year of 92 foundations by FSG Social Impact
Adpvisors found that the number of philanthropies involved in
mission-related investing doubled in the previous decade. Mak-
ing loans to charities, a process known as program-related in-
vestments, was the most common approach.

The F. B. Heron Foundation, Annie E. Casey Foundation and
Meyer Memorial Trust have challenged other grant makers to ded-
icate at least 2 percent of assets to mission-related investments.

Vogel — a professor of both business
ethics and political science at the Uni-
versity of California, Berkeley — ques-
tioned some of the underlying tenets
of the SRI movement.

Vogel noted, for example, “that
the social-investment community was
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no more able than any other in-
vestors to identify the failures of cor-
porate governance that created such
massive shareholder losses at the
beginning of the twenty-first centu-
ry.” He pointed out that Enron and
WorldCom, among other troubled

companies, were widely held by SRI
funds. %

“Implicit in the very existence of
SRI is the claim that it is possible to
identify which firms are more or less
responsible,” Vogel also wrote. “Not
only is this claim questionable, but



Also, the WK. Kellogg
Foundation last year ear-
marked $100 million for so-
cial and mission-driven in-
vestments in Africa and the
United States. “Few foun-
dations have fully realized
the potential of what is
commonly referred to as
‘double-bottom-line invest-
ing,” ” Sterling Speirn, the
foundation’s CEO, said. “We
want to maximize our So-
cial return on the investment
front.” 1

The John D. and Catherine T. MacArthur Foundation for-
malized a policy for voting shareholder proxies “to reduce or
eliminate a substantial social injury caused by a company’s
actions,” according to the Los Angeles Times. !

The William and Flora Hewlett Foundation screens tobac-
co stocks from its portfolio but says it generally is not attract-
ed to investment screening. Instead, it is attracted to proxy vot-
ing, which “appears to be having an increasing influence on
management decisions” and “is unlikely to degrade investment
returns.”

“We believe that we can be most effective in voting prox-
ies that implicate climate change or forestry practices,” the foun-
dation says, adding that it “may selectively choose to exercise
proxies when doing so is seen to have a particularly benefi-
cial impact.”

Philanthropy experts say that actions like proxy voting remain
the exception rather than the rule among philanthropies, though.

“Proxy voting is a basic first step in aligning investments
and mission,” according to As You Sow, a nonprofit shareholder-
advocacy organization in San Francisco engaged in social and
environmental issues. Yet, it adds, “when it comes to using the
proxy process, most foundations still passively follow manage-
ment recommendations even when they are not aligned with
the foundations’ own mission and values.” ¥

Still, Larry Fahn, the group’s executive director, says that “slow-
ly but surely,” more and more foundations are trying to align their

L

Bill and Melinda Gates, with investor Warren Buyffett,
don’t invest in companies whose profit is
tied to “egregious” corporate activity,
such as tobacco production.

investments with their missions by
voting their proxies, engaging
companies in dialogue on social
and environmental issues and
publishing information showing
which proxy issues are important
to them and how they are voting.

He says that while a foun-
dation may dedicate its annual
payout, typically 5 percent of as-
sets, to a mission-related cause,
what is needed is a “95 percent
solution” in which the rest of
the assets are used “proactively”
through shareholder engagement.

AFP/Getty Images/Nicholas Roberts

! Charles Piller, Edmund Sanders and Robyn Dixon, “Dark cloud over good
works of Gates Foundation,” Los Angeles Times, Jan. 7, 2007.

2 Ibid.

3 Figure based on Foundation Center data.

4 Tan Wilhelm, “Philanthropy Experts Debate Merits of Socially Responsible
Investments,” 7he Chronicle of Philanthropy, Feb. 22, 2007. The panel was
organized by the Hudson Institute’s Bradley Center for Philanthropy and
Civic Renewal.

> Bill and Melinda Gates Foundation, “Our Investment Philosophy,” www.gates-
foundation.org/AboutUs/OurWork/Financials/RelatedInfo/OurlnvestmentPhi-
losophy.htm.
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Chronicle of Philanthropy, May 4, 20006.

7 Harvy Lipman, “Meshing Proxy With Mission,” The Chronicle of Philan-
thropy, May 4, 2000.
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Missions,” The Chronicle of Philanthropy, April 19, 2007. The study is Sarah
Cooch and Mark Kramer, “Compounding Impact: Mission Investing by US
Foundations,” Social Impact Advisors, March 2007, www.fsg-impact.org/im-
ages/upload/Compounding%20Impact(5).pdf.

9 Social Investment Forum, “2007 Report on Socially Responsible Investing
Trends in the United States,” 2008, p. 22.

10 «y K. Kellogg Foundation Launches Mission-Driven Investing,” press re-
lease, Oct. 23, 2007, www.wkKkf.org.

1 Charles Piller, “Foundations align investments with their charitable goals,”
Los Angeles Times, Dec. 29, 2007.

12 “The William and Flora Hewlett Foundation Social Investment Policy,”
www.hewlett.org.

13 Michael Passoff, “Proxy Season Preview 2008,” As You Sow, www.asy-
OUSOW.OTg.

the selection criteria employed by SRI
fund managers and researchers can
be criticized on several grounds.” ¥

In The Atlantic magazine last fall,
former Wall Street stock analyst Henry
Blodget concluded, in the words of
the article’s subtitle, that “socially re-

sponsible investing is neither as
profitable nor as responsible as ad-
vertised.” %

Blodget himself is no stranger to
Wall Street controversy, as he ac-
knowledges in the article. In 2003 reg-
ulators banned him from the securi-

Available online: www.cqresearcher.com

ties industry and fined him $4 million
for putting out misleading stock re-
search in violation of federal laws. !
He has since become a prominent fi-
nancial writer.

In The Atlantic article Blodget ar-
gued that “the central dilemma for most
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socially responsible investors” is that
“virtue can cost you.”

He points out that an investor
who put $1,000 in the S&P 500 in
1957 would have ended up with
$124,000 in 2003, but about 5 per-
cent less than that amount if to-
bacco company Philip Morris (now
Altria) — the index’s single best-
performing stock for 46 years
through 2003 — had been exclud-
ed. If the investor had put the en-
tire $1,000 into Philip Morris alone,
the ending figure would have been
$4.6 million.

Blodget’s critique
touched on a litany
of other points as
well, but ended on
a conciliatory note.

“[Slocially respon-
sible investing cer-
tainly deserves to go
mainstream,” he
wrote. “Capital allo-
cation decisions can
help shape behavior.
Even with different
investors emphasiz-
ing different priori-
ties, there is usually
some common
ground. And we
need to stop insist-
ing that SRI should
be both socially and
financially superior to
traditional alterna-
tives. It is unlikely to
be both. . . .

“A lifetime of investing in SRI funds
might cost you a lot more than organic
milk and hybrid cars,” he concluded.

“But as SRI investors become both
cannier and more numerous, the sac-
rifice involved need not amount to the
5 percent you might have lost by boy-
cotting Philip Morris. Perhaps, even if
SRI returns are no higher than can be
achieved through traditional investing
— or even a bit less — the practice
can be its own reward.” u
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CURRENT
SITUATION

Taking Stock

eneralizing about the perfor-
mance of the SRI field in this
year’s volatile stock market is difficult,
partly because of the field’s broad array
of holdings and investment strategies.

Noted sharebolder activist Evelyn Davis addresses Ford directors at the
company’s annual meeting in Wilmington, Del., on May 8, 2008.
Agenda items included discussion of a proposed report on global

warming sought by the Free Enterprise Action Fund, which
owns Ford shares. Many socially responsible investors seek to
influence workplace and corporate governance issues.

“Socially responsible funds are such
a diverse group that it's hard to make
a judgment on how well they do,”
David Kathman, an analyst at Morningstar
who follows SRI mutual funds, noted
earlier this year. “Comparisons are not
all that helpful.” >

The Domini 400 Social Index pro-
vides at least a clue, though. Through
the first seven months of 2008 the 400
corporations charted by the Domini index
performed about the same as the S&P

500 — roughly a negative 12.7 percent
for the period. The Domini index did
better than the S&P 500 in July, rising
0.24 percent compared with a 0.8 per-
cent decline in the broader index.

Business Week noted this spring
that some socially responsible funds
were seeing inflows of money as in-
vestors shifted out of riskier invest-
ments and looked for ways to make
money in energy. >3

SRI managers didn't think the market
downturn had shaken investor confidence
in socially responsible investing, the mag-
azine said. Geeta Aiyer, a portfolio man-
ager at Boston Common
Asset Management, said a
bigger test of investors’
willingness to stick with
SRI has occurred during
the past five years, as
energy-extraction and de-
fense stocks — shunned
by social investors — have
been among the strongest
categories.

“For years we've been
addressing the opportu-
nity costs — what you
give up by being a so-
cial investor,” Aiyer said.
“Now we see there’s op-
portunity from being a
social investor.” >4

Still, this year’s collapse
of financial stocks has left
the social-investing field
open to sharp criticism
from those who argue that
it has put too much faith
in banking stocks, just as it invested heav-
ily in technology shares early this decade.

Almost every company “that went
south in the ’01 collapse [in communi-
cation technologyl, and almost every major
financial company that has imploded
during the current bubble was ranked
high by social investors,” says Entine at
the American Enterprise Institute (AED.

Yet some SRI managers did see
trouble coming. Business Week noted

Continued on p. 690
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At Issue:

Should public pensions engage in socially responsible investing?

TIMOTHY SMITH
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ublic pension funds have a fiduciary duty to protect
the financial interests of their beneficiaries and are
obliged to keep their eye on that target. However, a
responsible fiduciary is also obliged to consider a range
of non-financial factors that can and do affect shareholder value.

Increasingly, it is understood that environmental, social and
governance (ESG) issues have a bottom-line impact. Thus, it
would be a limited and ideologically rigid perspective to flatly
state these ESG issues have no place in the investment
process because they are “social.” In fact, pension funds
around the globe increasingly have integrated ESG as a neces-
sary ingredient, not as an afterthought.

Investment responsibility, as practiced by pension funds
with literally trillions of dollars under management, includes a
wide variety of strategies. Critics often define ESG or Respon-
sible Investing as “all about screening” — thus setting up a
convenient but historically inaccurate premise.

In fact, active, responsible investors are involved in:

e Voting their proxies thoughtfully and conscientiously;

e Discussing issues with companies seeking forward-looking

policies and practices;

¢ Filing shareholder resolutions urging companies to im-
prove environmental, social or governance practices; and

e Integrating ESG into their investment process.

Globally, investors managing more than $14 trillion in as-
sets have endorsed the UN.’s “Principles for Responsible In-
vesting,” which hold that part of an investor’s fiduciary duty is
making ESG a part of their investment process. Several issues
are before such pension funds, including:

e Governance Reforms — Pension funds from unions to
states and cities promote governance reforms as a means
of building accountability to investors and improving
value for investors.

e Climate Change — Future global devastation from cli-
mate change is well documented. As a result, investors
globally with more than $50 trillion in assets under man-
agement have supported the Carbon Disclosure Project,
which urges companies to reveal and reduce their car-
bon emissions. Hundreds of companies have stepped
up as climate leaders — not for narrow, “green” reasons
but because it makes long-term business sense.

Should responsible pension funds engage in ESG investing? If
hundreds of companies agree that it is in their business interests
to be good corporate citizens, forward-looking pension funds are
simply ensuring this is reflected in their investment philosophy.

Available online: www.cqresearcher.com
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ocial investing by public pension plans is generally ineffec-

S tive and potentially dangerous. Federal law prohibits private
plans from introducing social considerations into their in-

vestment decisions. And the case for public plans is even stronger.

Advocates suggest that screening out, say, tobacco stocks will
hurt tobacco companies, thereby reducing cigarette supplies. But
the evidence suggests the opposite. With efficient capital markets,
the price of the stock is equal to the present discounted value of
future cash flows. Boycotting tobacco stocks may result in a tem-
porary fall in the stock price, but as long as some buyers remain
they can swoop in, purchase the stock and make money. So
ridding portfolios of “sin” has no impact on the targeted firm.

The same is true for stock prices of “good” companies. But
how does one identify desirable firms? Corporations that pass
ideological litmus tests today with respect to good governance,
protecting the environment or having diverse workforces may
turn into tomorrow’s disasters. Enron had independent directors;
Arthur Andersen prided itself on quality. And Odwalla was
dedicated to producing healthy juices, but flaws in its systems
led to injuries and a death.

Private pension plans hold virtually no investments in com-
panies that have been screened for either “good” or “bad”
characteristics. From the beginning, the Department of Labor
has stringently enforced the duties of loyalty and prudence set
by ERISA (Employee Retirement Income Security Act). In 1994,
the Labor Department reminded fiduciaries that they are pro-
hibited from “subordinating the interests of participants and
beneficiaries . . . to unrelated objectives.” And the department
has just reiterated this warning, so social investing remains a
public pension fund phenomenon.

But public pension funds are particularly ill-suited to social
investing. First, in many instances, the environment surround-
ing public pension fund investing is politically charged, and
encouraging fund trustees to take “their eyes off the prize” of
the maximum return for any given level of risk is asking for
trouble. Public pension funds have made serious mistakes in
the past when they have introduced social concerns into their
investment decisions. Second, the decision-makers and the
stakeholders are not the same people. The decision-makers
are either the fund boards or the state legislatures. The stake-
holders are tomorrow’s beneficiaries and/or taxpayers. If social
investing produces losses either through higher administrative
costs or lower returns, tomorrow’s taxpayers will have to ante
up, or future retirees will receive lower benefits. Public plans
should just say “No” to socially responsible investing.
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Continued from p. 688

that Patrick McVeigh — president of
Boston-based Reynders, McVeigh Cap-
ital Management, which engages in so-
cial investing — sent a letter to Busi-
ness Etbhics magazine back in 2004
after it named government-supported
mortgage-funding provider Fannie Mae
the most socially responsible compa-
ny that year. The letter attacked Fan-
nie Mae for having become a big hedge
fund by taking on piles of debt as it
grew into new markets, Business Week
said. Fannie’s stock has plummeted
this year amid huge credit losses.
“Business Ethics said Fannie was in
the business of building dreams,” McVeigh
said. “We said they’re in the business
of building nightmares by putting peo-
ple in homes they

lic pension funds with a stated goal of
more directly influencing corporate and
public policy.”

The California Public Employees’
Retirement System (CalPERS) and State
Teachers’ Retirement System (CalSTRS)
have been under scrutiny for a “dou-
ble bottom line” approach to investing
that was introduced in 2000 by former
state Treasurer Philip Angelides. His
idea, according to Business Week, was
to take pension fund money out of
two asset classes that were performing
poorly back then — tobacco stocks
and emerging markets — and reinvest
in businesses and real estate in low-
income California neighborhoods. The
aim was to produce both a social re-
turn and a healthy financial return. >

can't afford.” >

As the SRI move-
ment becomes larger
and more prominent,
it can expect to be-
come a bigger target
for critics, including
those who do not
think it belongs in the
pension world.

AFED's Entine is
among the most
vocal. “In some states
and municipalities,
including California,
New York and New
York City, elected
and appointed politi-
cians responsible for
overseeing public
retirement funds are embracing highly
controversial social and environmental
criteria to decide on which companies
to invest in or publicly lobby against,”
he wrote in a 2005 book examining
public pensions and socially respon-
sible investing. >

He went on to say that “social in-
vestors and advocacy groups have al-
lied themselves with union leaders and
sympathetic politicians, introducing
ideology into the management of pub-

Fertics
Fielne

Syatam
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But a recent CalSTRS report revealed
that the $172-billion fund would have
had $1 billion more had it not shunned
tobacco stocks, Business Week said. What's
more, real estate investing by the $239
billion CalPERS has been “particularly
painful,” it said, adding: “Among other
bad deals, it faces a loss of nearly $1 bil-
lion on one land investment alone.

“The performance of the double bot-
tom line plan illustrates the potential
drawbacks of socially responsible in-

ch calls itself “a leader in socially
responsive investing,” owns shares of British Petroleum despite its
mixed environmental record. Walden says BP has been a leader
among energy producers on the climate-change issue.
Above, BP’s refinery in Grangemouth, Scotland.

vesting,” Business Week wrote. “While
its fine for individual investors to vote
their conscience by putting money into
the growing number of socially respon-
sible mutual funds, they should know
that it could lead to weaker investment
performance. . . . Like it or not, people
do gamble, smoke and buy expensive
nuclear-powered war machines.”

Pension Problems

H ow long the California public pen-
sion system plans to stick with its
investing approach is in question, how-
ever. The system reportedly is consid-
ering reversing its anti-tobacco policy.
The State Teachers’ Retirement System
could vote on such a
move as early as this fall,
and the California Public
Employees’ Retirement
System is also monitoring
the issue, according to a
report in August in 7he
New York Sun. 58

Entine at AFEI says a
retreat by the California
funds would be a “water-
shed” event and a sign
that “from a fiduciary
standpoint [SRI] doesn’t
hold water.”

In New Hampshire the
legislature passed a law
requiring its two public
pension systems to sell its
investments supporting
Sudan, which has been
accused of genocide, but pension offi-
cials said the law may be unconstitu-
tional, The Associated Press (AP) re-
ported in August. » Pension officials
were studying whether to challenge the
law after Democratic Gov. John Lynch
refused a request to veto the bill.

In a letter obtained by the AP, a
pension system lawyer told Lynch the
divestiture provision violated the state
constitution “because it would require
the board to make investment decisions

AFP/Getty ImagéS/Paul Ellis



for [a] purpose other than providing
benefits to members and beneficiaries
and divest assets in order to further
the foreign policy objectives of the
New Hampshire legislature.”

Public-pension squabbles aren'’t alone
in stirring up controversy on the social-
responsibility front. Shareholder activism
by religious investors and union pen-
sion funds also has been controversial.

Last year the Securities and Ex-
change Commission asked for public
comment on proposals to limit the right
of shareholders to file proxy resolutions
and participate in nominating corporate
board members. The curbs were sup-
ported by business groups and opposed,
in part, by thousands of investors through
a Web site formed by the Social In-
vestment Forum and Interfaith Center
on Corporate Responsibility (ICCR). ®
The SEC dropped the proxy-resolution
idea, but the board-nomination proposal
remains on hold, according to Smith at
Walden Asset Management.

Meanwhile, the SEC, in a shift of
policy, told corporations this year they
have to let shareholders vote on a
proposal for universal health insurance
coverage — a topic of great concern
to many social investors. %! The pro-
posal, backed by such groups as the
ICCR, urges companies to adopt “prin-
ciples for comprehensive health-care
reform” such as those reported by the
Institute of Medicine, part of the Na-
tional Academy of Sciences.

The SEC said it was appropriate for
shareholders to tell companies what
they think by voting on “significant
social policy issues” that go beyond
day-to-day business matters. 02

Religious groups and labor unions
have submitted the same basic health-
care proposal to several dozen corpo-
rations, according to 7The New York
Times. “We are working for a nation-
al policy that provides universal access
to health care, and we do hold more
than 30,000 shares of General Electric
stock,” Barbara Kraemer, a Roman
Catholic nun who is national president

of the School Sisters of St. Francis, told
the newspaper. “As we pursued the
proposal with G.E., the company re-
quested a dialogue in lieu of the share-
holder resolution, so we withdrew it.
The dialogue was productive, resulting
in G.E’s public endorsement of the In-
stitute of Medicine principles.” ©3

A shareholder campaign by the AFL-
CIO that includes the health-care pro-
posal has met stiff resistance from the
US. Chamber of Commerce. Last year
the chamber asked the Labor Department

that the advisory opinion broke no
new ground and does not preclude
investor groups proposing sharehold-
er resolutions that affect their mem-
bers and beneficiaries.

That, he says, was borne out by
the SEC’s recent change in policy al-
lowing shareholders to vote on the
health-care principles.

“The No. 1 competitive concern for
companies is the cost of health care,”
he says. “We felt like it was a legiti-
mate issue.” u

The integration of environmental, social and

governance standards into investment analysis is

already widespread in Europe, and many SRI advocates

believe the approach will continue to gain favor in the

United States among professional money managers.

to weigh in on whether a shareholder
campaign by the labor group on health
care and other issues was in line with
ERISA, the federal retirement-security law.
The opinion, issued in December, said
pension trustees risk running afoul of their
fiduciary duty when they “attempt to fur-
ther legislative, regulatory or public pol-
icy issues through the proxy process
when there is no clear economic bene-
fit to the plan.” %

The letter “sends a clear message that
union pension trustees need to put work-
ers’ retirement security first, instead of
any political agenda,” Chamber Presi-
dent Thomas J. Donohue said. “Union
pension savings belong to beneficiaries
and retirees and must not be tapped to
advance goals other than the econom-
ic enhancement of those funds.” %

But Daniel Pedrotty, director of the
AFL-CIO’s Office of Investment, argues

Available online: www.cqresearcher.com

OUTLOOK

Continued Growth?

A s global warming, health-care ac-
cess, employee rights in overseas
factories and other issues continue to
emerge on the public-policy scene, the
appeal of socially responsible invest-
ing seems likely to grow.

But the sector also faces challenges
in convincing skeptics that its screening
methods are sound and that financial
returns on social investments are at least
competitive — if not superior — to
those found in conventional ones.

The integration of environmental,
social and governance standards into
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investment analysis is already wide-
spread in Europe, and many SRI ad-
vocates believe the approach will con-
tinue to gain favor in the United States
among professional money managers.

“To the degree that we can demon-
strate that this integration approach can
improve performance, that's where
youre going to attract more investors”
to SRI, says Hilton of the Calvert Group.
“In some ways, if we're successful, it
will almost put us out of a job, mean-
ing if we’re really good at integrating
ESG performance and we have better
performance, then at some point every-
body’s going to start doing that.”

SRI advocates point to the fact that
progress reports on environmental sus-
tainability have become standard among
many of the nation’s biggest corpora-
tions as climate and energy issues have
gained prominence. While some of
those companies may engage in “green-
washing” — substituting public relations
spin for substance in promoting their
environmental efforts — the reports are
nonetheless significant, SRT advocates say.

“Yes, [the corporate sustainability re-
ports] might not be as honest as they
could be,” the Green Money Journal’s
Feigenbaum says. But “they’re putting it
in print, they’re putting themselves out
there in a way they have never done
before. There is an unstoppable move-
ment [among] every board in this coun-
try” to address the sustainability issue.

Besides environmental issues, a
range of other concerns is likely to
animate the SRI movement in coming
years, either through investing prac-

tices or shareholder activism. Those is-
sues range from excessive CEO pay,
which many SRI proponents see as a
social as well as governance concern,
to divestment in stocks of companies
profiting from commerce in Sudan.

As advocates of socially responsi-
ble investing look back on the move-
ment’s early roots, they express the
hope that it continues to move into
the mainstream.

“This industry is a lot like the natural-
foods industry,” says Alexander, the
former grocery store owner in Durham,
N.C. “When we started, people thought
we were just a bunch of wacko hippies.
Twenty or 25 years later, at the conve-
nience store they're selling soy milk. I'm
hoping socially responsible investing is
like that.” u
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