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Social Screening of Investments

As socially responsible investment has
moved from the fringes to the mainstream,
it has elicited widespread debate about its
financial and social impact.  Do socially
responsible investors pay a price for their
investments or do these funds outperform
others?  Do they actually have an impact
on social issues, or merely help in market-

ing funds and allowing investors to sleep better at night?

The field is just beginning to attract the research needed to get to the bottom of
these and other questions, and we were pleased to contribute to this progress through
this Impact Conference.  Our conference brought together some of the pioneers
and leaders of the social investment industry, along with academic thinkers and
practitioners from a wide range of fields. While definitive answers often are elusive,
this discussion helped to identify what we know about this important area and to
clarify the questions we need to answer.

On behalf of the Zicklin Center, we would like to thank Lawrence Zicklin for his
continued support and active involvement. We are very grateful to Bill Laufer who,
with the strong assistance of Steve Dillenburg, Steve Schueth and Barbara
Krumsiek, organized this conference, and we thank the many chairs and present-
ers who made it a success. We also would like to offer a special note of thanks to
Lauretta Tomasco who worked tirelessly behind the scenes to put together the con-
ference.

However social investment evolves in the future, it promises to have an increasing
impact on investors, fund managers and corporate managers. We are pleased to
contribute to the discussion with this conference and report. We welcome your
comments.

Sincerely,

Thomas W. Dunfee
Joseph Kolodny Professor of Social Responsibility;
Director, Carol and Lawrence Zicklin Center

Introduction: The Complex Equation of Doing Good
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For Business Ethics Research
Issues Addressed

Believers and Non-Believers ------------------------------------------------------- 4
In opening remarks, participants heard directly from Nobel Laureate Lawrence
Klein and the reported remarks of economist Milton Friedman, both of whom ques-
tioned the financial and social value of socially responsible investments.  There are
many very intelligent “non-believers” who remain unconvinced.

History, Current Practices and Future Prospects ------------------------- 6
Socially responsible investing is growing up, with nearly $1.5 trillion reportedly
invested in portfolios that use some kind of social screen.  Panelists reported that
recent research has put to rest the “underperformance myth” that investors have
to give up returns to make socially responsible investments.  One of the leading
researchers in the field discussed the evolution of “beautiful theories” and the some-
times “ugly facts” that undermined them.

Challenges of Social Screening -------------------------------------------------- 8
Assuming that screening is desirable, how can these screens be put into practice?
Fund managers and researchers discussed the challenges of creating effective
screens and following through to make sure they have the desired impact.  Even if
a university wants to make sure there are no sweatshops involved in producing its
products, how can it practically monitor thousands of small producers?

How Ethical Are Socially Screened Funds? ------------------------------- 11
Is an investment in Microsoft ethical in light of government antitrust action? Do
investors really know what goes into these funds? Do they care? This panel exam-
ines an issue that is even more difficult to assess than financial performance: Are
socially screened funds really ethical?

CEO Roundtable --------------------------------------------------------------------- 14
Over lunch, a panel of senior executives of companies and funds discussed their
thoughts on current challenges and future prospects in socially responsible invest-
ment – including education, diversity and how deeply to scrutinize companies.

Are Socially Responsible Funds a Good Investment? ----------------- 16
Recent studies give a resounding “yes,” but the deeper question is whether this is a
result of “being right or just being lucky.”  Panelists questioned whether the strong
returns would continue under different market conditions or redefined screens that
might cut high-tech or biotech stocks.

Emerging Alternatives and Global Perspectives ------------------------- 18
Creating more sophisticated and uniform measures and systems of social reporting
and auditing are critical to the development of social investment. Panelists discussed
initiatives to create standardized measures and indexes, as well as new pension law
and corporate governance guidelines in the United Kingdom that are driving devel-
opment of measures there.

Social Screening and Shareholder Value ----------------------------------- 20
Social investment is part of a broader movement marking the end of the 400-year
“theology of investment” that separates the heart and wallet, according to a pioneer
in the field.   The final panel stepped back to examine some of the deeper cultural
issues that underlie the social investment movement and their potential impact in
the future.
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Believers and Non-Believers
William S. Laufer, Associate Director, Carol and Lawrence Zicklin Center for

Business Ethics Research, The Wharton School; Associate
Professor of Legal Studies, The Wharton School

Lawrence Klein, 1980 Nobel Laureate in Economics and Benjamin Franklin
Professor of Economics, Emeritus,
University of Pennsylvania

In preparation for the conference,
William Laufer phoned distinguished
economist Milton Friedman to solicit
his perspectives on socially respon-
sible investing. After a pause, Fried-
man said: “If people want to invest
that way, that’s their business.  In
most cases such investing is neither
harmful nor helpful.”

“There are many intelligent and
thoughtful non-believers out there,”
Laufer said at the opening of the con-
ference.  “It is my hope that this fo-
rum will provide an opportunity for

both believers and non-believers to discuss the wisdom and virtues of socially re-
sponsible investing.”

Nobel Laureate Lawrence Klein, who
launched the conference with dinner
remarks, was another non-believer
(agnostic). A colleague of Klein’s who
helped found some of the first socially
responsible investment funds at
Shearson traced their rise to concerns
about the Vietnam War, environment,
tobacco and South African apartheid.
Klein said his most direct exposure to
the complexities of social investing
came through his grandchildren.  He
had offered to invest funds for two
grandchildren in the six leading hold-
ings in Berkshire Hathaway compa-
nies in the same proportions as War-
ren Buffet, as long as the grandchil-
dren agreed to fax him every week
with a report on how the investments
performed.  But then there were concerns.  “When Capital Cities merged with
Disney, they said Disney exploits children.  No Disney,” Klein said.  “I said it is

William S. Laufer

Lawrence Klein
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rumored that Warren Buffet likes McDonald’s, but they are vegetarians, so they
said ‘No McDonald’s.’”

These investments are made to do well, but are they also good investments finan-
cially?  Klein was skeptical. “Socially responsible investment funds are probably
not the ideal way to go, but if you have a conscience problem, it may make you
sleep better at night,” Klein said.

The strong economy, which has floated all boats, has made it easier for socially
responsible funds to achieve good performance. “As long as we have a really
strong economy, as long as equity market returns are very good, as long as there
are many new startup companies that pay extremely high returns, it is not much
of an issue,” Klein said.  “If you took the whole universe of securities that would
be available and excluded the ones that you thought were dangerous in some way
to society, you would still have the diversification that is needed. You’d knock out
certain groups such as military contractors, but wouldn’t knock out Silicon Val-
ley.”

Biotechnology may change that, Klein said.  With the resurgence of biotech firms
and increasing concerns about ethical issues such as genetically modified foods
and cloning, financial interests and personal principles may collide. “I see a prob-
lem coming up on the horizon,” Klein said.  “Biotech is not as easy to deal with.  It
seems to me a socially responsible investor has no trouble with Microsoft, Intel or
Cisco.  But there are many questions beginning to arise with biotech.  There, if we
look for the highest returns, we will have a much more difficult problem deciding
what is right and what is wrong.”
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History, Current Practices and Future Prospects:
Beautiful Theories, Ugly Facts

Steve Schueth, Chair and President, Social Investment Forum
Lloyd Kurtz, Vice President and Research Analyst, Harris Bretall Sullivan &

Smith LLC

Social investing is a relatively new indus-
try, but it is growing up quickly, said Steve
Schueth of the Social Investment Forum.
“We are still defining the language: social
investing, socially responsible investing, so-
cially aware investing, ethical investing, val-
ues-based investing, mission-based invest-
ing,” he said. Its origins were in faith-based
approaches to investing that have avoided
certain “sin stocks,” such as alcohol, to-
bacco and gambling, for hundreds of years.
But modern social investing traces its roots
to concerns about Civil Rights, the Cold War
and the environment during the 1960s.  It
expanded dramatically during the 1980s
with the worldwide campaign against apart-
heid in South Africa. Environmental issues,
school killings, human rights, healthy work-
ing conditions in developing countries and

other issues fueled interest through the 1990s.

By November 1999, over $2 trillion was in professionally managed portfolios that
used screening or more aggressive social investment strategies.  Between 1995 and
1999, socially screened investments grew five times as fast as the market.  By 2000,
they accounted for nearly 1 in every 8 dollars under professional management in
the United States.

Schueth attributed the increase to more educated and informed investors and a
rising interest in social and spiritual issues among baby boomers.  (A study by the
Lutheran Brotherhood found that two of every three people seek divine interven-
tion before investing today.) Schueth stressed that social investing was not some-
thing dreamed up on Wall Street, but rather a grassroots movement. Many main-
stream firms jumped aboard only after the revolution was fully under way. “It is
deep, heartfelt and consumer driven,” he said. “It is future oriented, not just about
securing my future as an investor, but about helping to improve our future as well.”

Another sign of the maturation of social investing is a growing body of hard re-
search to replace the speculation about performance.  Schueth said the
“underperformance myth” has been busted. “Any way you look at it, we stand out
head and shoulders above market,” he said.  “The belief that you have to give up
performance to invest in a socially responsible way is simply not valid, period.”

Steve Scheuth
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Lloyd Kurtz, one of the leading researchers in the area, said the facts of social
investing have confounded the theories used by both advocates and critics to ex-
plain it over the years.  From 1965 to 1975, researchers such as Burton Malkiel
concluded that social investors paid a price.  These researchers examined indi-
vidual portfolios over short periods, such as one study that found the “Princeton
portfolio” outperformed portfolios that excluded South African investments by 3
percent per year. From 1975 to 1985, the rise of the efficient market hypothesis
(EMH) raised new criticisms of social investment.  The theory was that social in-
vestment funds, concentrating on a subset of
the total market, are less diversified and so will
have poorer performance.

There was only one small problem with this
“beautiful theory,” Kurtz said.   When research-
ers Grossman and Sharpe studied South Afri-
can investments in 1986, they found that South-
Africa free funds outperformed investments
that included firms in South Africa by 1.9 per-
cent from 1960 to 1983, after adjusting for risk.
A subset of a broader portfolio didn’t suffer the
expected weaknesses.  “The risk-adjusted re-
turns were a wash after adjusting for the size
effect,” Kurtz said.

From 1985 to 1995, the focus shifted to risk. In 1992, a study by Teper identified
five reasons why screened accounts might underperform: lower returns, higher
security risk, lower diversification, divestment costs and opportunity costs of elimi-
nating asset classes. That same year, Kurtz, Lydenberger and Kinder created the
Domini Social Index which defied Teper’s theory.  Since its inception, Domini “has
been a spectacular performer,” Kurtz said.  It has also created opportunity for analy-
sis. “If there is an SRI effect, it is small,” he said. “Adjusted for risk, the Domini
Index achieves benchmark returns without any social penalty.”

Kurtz said studies of socially responsible investing might have broader implications
for financial theory.  They indicate that factoring in risk is very important in assess-
ing investment performance.  He stressed, however, that all these observations de-
pend upon the environment in which they are made.  Schueth noted that a 1970
study found 30 companies that were deemed to be socially responsible performed
better than the Dow.  But with the arrival of an inflation-driven, oil-driven economy,
“the list got killed.” Perhaps the only certainty about future performance is: “Pre-
dictions about the future performance of screened accounts are almost invariably
wrong,” he said.

Lloyd Kurtz
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Challenges of Social Screening

Chair: Steve Dillenburg,  Managing Partner, Summit Investment Partners LLC
Panel: Kenneth E. Goodpaster, University of St. Thomas

Janet Prindle,  Portfolio Manager, Neuberger & Berman
Pietra Rivoli,  Georgetown University
Frank D. Walker,  Chairman, WalkerInformation

Assuming that you want to screen for
social investments, what do you screen
for?  There are as many different is-
sues as there are investors.  In intro-
ducing the panel, Steve Dillenburg re-
called going out for a steak dinner with
a client, the chairman of a religious-
based investment fund.  Dillenburg
normally orders a beer with his steak,
but stopped himself just in time when
he remembered the fund had an alco-
hol restriction in its portfolio.  Every
fund has its own concept of what is
socially responsible.

Even with a clear idea of the goal –
such as eliminating sweatshop labor
from garment production – the right
investment strategy is far from
straightforward. Following the lead of

students on campuses around the United States, Georgetown University students
occupied the president’s office for 85 hours to protest the use of sweatshop labor in
producing university apparel.  In response, the university agreed to require all lic-
ensees that produce university apparel to disclose the names of their manufactur-
ers.

But this public victory for the students raised complex questions for the university,
said Professor Pietra Rivoli, who serves on the investment committee and apparel
licensing committee at Georgetown.  With 250 licensees, each with perhaps 10 sup-
pliers, the university will have some 2,500 data points.  “The question is: What do
we do with it?” Rivoli said. “Who is going to monitor compliance with codes of
conduct? How will monitoring take place? What will be done with the information
factory monitors come up with? We don’t have an answer for that yet.”  Rivoli
notes that some universities are hiring major accounting firms to do monitoring.

“These are nitty-gritty operational issues we are dealing with at Georgetown,” she
said. “We are very proud of our students and what they are trying to do.  At the
same time, our committee has been stuck as to what to do.” Students see the issue
in very simple terms. “There is a generational divide,” she said.  “They don’t want
to take the approach of shareholder activism and have adopted a much more

Steve Dillenburg
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adversarial stance. The concern is that their activism might hurt the people it is
designed to help.”  If student demands for a living wage requirement are met, it may
lead to higher unemployment in nations that need the jobs. There also is concern
that the U.S. labor movement, particularly textile and apparel unions, have pro-
vided support for student activism. “There is a possibility of a conflict of interest in
this movement because of the large role U.S. unions have played,” she said.

Finally, there is the issue of cultural imperialism.  “ There is not much involvement
of the workers themselves in these discussions.”  When Reebok forced a Latin
American supplier to comply with a code that limited work to no more than 60
hours per week, the workers at the plant went on strike.  “It is a telling example of
trying to decide what someone else’s interests are,” Rivoli said.  Professor Rivoli
noted that low-end textile work has played an important role in the early industrial-
ization of virtually every modern economy, and there is concern that activism may
short-circuit this process.  “In the past, the sweatshops have been eliminated through
the process of economic growth and industrialization,” she said.  “We need to be
very careful not to stand in the way of these processes.”

Kenneth Goodpaster outlined a process for putting conscience into action by mov-
ing from vision to priorities to benchmarks to measurements.  This “cascade of
concreteness” is important in making ideals actionable.  “It is not enough to have a
conscience, you need to have benchmarks.  It is not enough to have benchmarks,
you need measurements that are more concrete than benchmarks, he said.

Goodpaster said social investment may serve as a form of “moral education” for
companies.  “The challenge is operationalizing the function of conscience in the
global business corporation,” he said.  The shift from a stockholder to a stake-
holder perspective is one indication of the corporate realization that “my neighbor
is as real as I am.”

Janet Prindle of Neuberger & Berman has wrestled with the issue of operationalizing
conscience as a portfolio manager.  How can you make choices about investments
that reflect the goals of the fund?  The investments need to provide good returns
while meeting certain criteria.  “We don’t just look at a good company and put it in
the portfolio,” she said.  “We look for companies at a good price with good returns
on equity.”

Prindle said Neuberger & Berman does social screening for both avoidance issues
– such as alcohol and tobacco – and leadership issues such as the environment,
community, workplace, and human rights.  Some of these issues have a natural
relationship to the company’s financial success, she noted.  “Good corporate gover-
nance and working conditions directly influence profitability.  Companies want to
cut turnover and we look at what the company is doing to keep employees, promote
diversity and address work-family issues.”

Frank D. Walker of market research firm WalkerInformation compared growing
interest in social responsibility to the rise of the quality movement. Quality had to
evolve from a general concept to a specific set of actions with measurable impact.
The challenge for social responsibility is to create and disseminate practical mea-
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sures that show the strategic impact of social investments and actions.

Reputation is one way “doing good” is translated into positive bottom line perfor-
mance. “We happen to believe that perception is reality, because in the long run it
does reflect what is there,” Walker said.  “Companies perceived as good are in fact
driven and led to be good.” He noted that a 1994 study of 1,000 people asked them
to identify characteristics of socially responsible firms and then rate 154 companies
on a 10-point scale.  The top 25 companies had an average return on equity of 20.12
percent while the bottom 25 had an ROE that was 9.71 percent, a difference in
excess of ten percent.

One of the most significant ways values are translated into value is through the
impact on the company’s own workforce, he said.  For example, companies that
support community projects such as the Special Olympics find their employees are
more committed to the firm.  “We believe the employee is the key,” said Walker,
whose company offers an integrated set of products to measure the business impact
of  “soft side” of the balanced scorecard. “Being a leading company means attract-
ing the best employees, who serve customers well, who attract the best suppliers,
thus benefiting the bottom line,” he said.
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How Ethical Are Socially Screened Funds?

Chair: Thomas Donaldson,  Mark O. Winkelman Professor; Director, The
Wharton Ethics Program, The Wharton School

Panel: Lloyd Kurtz, Vice President and Research Analyst, Harris Bretall
Sullivan & Smith LLC
Lynn S. Paine,  Harvard Business School
Steve Schueth,  Chair and President, Social Investment Forum
Catherine Sheehy,  Acting Director, Portfolio Screening Service of
Investor Responsibility Research Center
Alan Strudler,  The Wharton School

Do socially screened funds actually make an impact on the world – or do they just
make investors feel better about their investments? Alan Strudler of the Wharton
School questioned whether the facts of social investment match the reality.   Funds
screen for sin (alcohol, tobacco, gambling) and military investments.  “But do people
think alcohol is unethical?” he asked. “Is military defense unethical?” On the other
hand, most screens allow investments in Microsoft or Coca-Cola.  “Do people think
Microsoft’s monopolistic behavior is ethical?” Strudler asked. “Do people think that
investing in Coca-Cola is a socially responsible thing to do?”

Strudler noted that when he discussed these issues with friends who had invest-
ments in social funds, they were “surprised and disappointed” to find out what was
really in their portfolios. “My conjecture is that people really aren’t getting what
they want in funds,” he said.  “The information about what is in these funds is
publicly available, but people don’t know what they are getting.”

The decisions about what is ethical, or even what should be the focus of research,
are fuzzy. When a researcher tries to compare one chemical company to another,
should they focus on the number of Superfund sites as business or biotech?  “All of
those are very messy decisions,” said researcher Lloyd Kurtz. “I don’t think any-
one who does social research would argue that it is a bulletproof process.” As one
example of the complexity of social investment, a conference participant noted that
Philip Morris was on Fortune magazine’s list of most admired companies for its
employee relations, although it would be screened out by most funds for tobacco.

Over the years, funds accumulate artifacts that no longer reflect the values of in-
vestors.  Kurtz noted that discussions at conferences on socially responsible funds
are often carried out over cocktails, even though many of the funds screen for
alcohol investments. He noted that artifacts such as alcohol restrictions tend to
accumulate over the years because they are very hard to drop.

There is also a lot of confusion among consumers, Kurtz said.  This may be be-
cause, beneath the marketing, the funds are actually quite similar, based on the
analysis of about 30 researchers in the area.  Investors are not usually aware of
how closely aligned they are. “If you read all the prospectuses of the funds, you
wouldn’t know the funds are using similar screens and research,” he said.
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There are a wide range of attitudes toward social investment, said Lynn Paine of
Harvard Business School. The arguments for socially responsible investment are
based on long-standing principles that “ownership of property entails the rights and
responsibility to exercise moral judgment in matters related to that property,” Paine
said.  This is not a new concept. In a 1911 opinion, U.S. Supreme Court Justice
Louis Brandeis said that a shareholder has the obligation “to see that those who
represent him carry out a policy which is consistent with the public welfare.”  The
problem is that to carry out this responsibility, investors need to have information
about the social impact of their investments. In this view, social investment is a duty
of investors.

On the other hand, others argue that socially responsible investment impairs effi-
ciency, doesn’t work socially, that charity works better, it’s hypocritical or impos-
sible.  Paine pointed out weaknesses of these arguments. “Suppose it were true that
economic output is greater in a society that permits slavery,” she said.  “That wouldn’t
permit us to ignore the moral problem with slavery. In a civilized society, efficiency
is not the only thing we value.”  That attempts at socially responsible investment
are sometimes hypocritical is perhaps a given.  “The only way to do away with
hypocrisy is to do away with morality all together,” she said.

The contention that it is impossible to make effective social investments is perhaps
the most significant of the criticisms.  Paine said many of the early funds in this area
have been scattershot and driven by the current hot issues.  “Many sophisticated
investors are skeptical,” she said.  “Investors are looking for the kind of sophistica-
tion on the social side that they have on the financial side.”

Catherine Sheehy of the Investor Responsibility Research Center (IRRC), said
they are developing the research for investors to make more informed decisions
about both investments and activism. This research has had a broad impact since
the IRRC was founded in 1972, from a shareholder resolution calling for Dow to
cease making napalm during the Vietnam War to more than 200 proposals before
companies today.  The IRRC has expanded its research to 13 issue areas related to
corporate responsibility.  The focus is not on simplistic ratings of companies but
rather to consult with clients about applying screens.  This information can be used
to guide investments or shareholder activism.  “It is far more efficient for concerned
investors to have access to an independent organization,” she said.

One challenge is that investors and funds have different levels of commitment to the
work. “It depends on the fund,” Sheehy said.  “Some became involved in this area
because there is a market.  Others because they are pushing an agenda. Some have
a  mission while others follow the market mean.” Where should investors draw the
line? For example, should they scrutinize suppliers or contractors? “If you start
looking at contractors and suppliers, you end up with such a small portfolio, it is
probably not going to be efficient,” Kurtz said.  Paine added that there is a sense of
“responsibility fatigue” that sets in.  “How can anyone be responsible for every-
thing? We have to think in terms of degrees, not just yes versus no.  How much
control does the company have? How serious is the apparent misconduct?  What is
the moral minimum?  Otherwise, irrationality overwhelms us.”
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In closing remarks on the panel, Schueth of the Social Investment Forum said he
had to agree with many of the criticisms.  As a young industry, “we have a lot of
room to improve.”  But these improvements are under way.  “The industry is mov-
ing quickly toward more qualitative and proactive screening and shareholder ad-
vocacy positions,” he said.  As the major investment firms are coming out with
their own funds, there is also competitive pressure for pioneer funds to develop
more sophisticated and distinctive funds.  “We have to stay a couple of steps ahead,”
he said.

L to R: Steve Scheuth, Alan Strudler, Catherine Sheehy, Lynn S. Paine, Lloyd Kurtz,
Thomas Donaldson
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CEO Round Table

Chair: Barbara Krumsiek,  President, CEO and Vice Chair, Calvert Group
Panel: Thomas W. Grant,  President, Pax World Fund

Robert Mercer,   former CEO, Goodyear Tire & Rubber Co.
John W. Rogers,  Jr.,   President, Ariel Mutual Funds
William L. Van Alen, Jr.,  CEO Noah Fund

Over lunch, a panel of senior executives discussed issues of social investments and
social responsibility. What do the executives see on the horizon for social invest-
ments?  Investor education is the current focus for John Rogers, President, Ariel
Capital Management (with $3.5 billion in assets in management as well as three
mutual funds).  Ariel is concentrating on education in the African-American com-
munity where investment levels are low.  The firm’s school, Ariel Community Acad-
emy, gives each incoming class $20,000 to allow them to make real investments and
use the profits for scholarships and charity.

Barbara Krumsiek said Calvert is creating a new social index, applying one of the
most stringent social screens today.  She noted that when the fund was announced,
a corporate manager called to ask how his firm could get onto the Calvert list.  This
indicates the impact such a list is beginning to have in shaping how firms are “viewed
positively by the socially responsible investment universe,” she said.

What are the greatest challenges? One of the major challenges for corporate lead-
ers is to balance commitment to customers and shareholders with new demands
from socially responsible investors. Robert Mercer recalled that as CEO of Goodyear
Tire & Rubber Company during the calls for divestment from South Africa, he
resisted shareholder activists who called for the company to pack up its substantial
South African operations. Goodyear felt it could make more of an impact by stay-
ing in the country and promoting non-discriminatory policies than by pulling out.
Mercer received a visit from a bishop’s representative from the Catholic Church in
Cleveland who criticized this position. The bishop concluded: “You’ve been there
for 50 years and you still haven’t gotten rid of apartheid.”  Mercer replied to the
bishop’s representative:  “You’ve been there for 400 years, and I don’t think the
Catholic Church has been any more successful.”

Rogers said increasing diversity is another challenge for socially responsible in-
vestment funds. Noting that there were just three African-American participants
at the Wharton conference, he said the mutual fund industry is “one of the least
diverse industries known to mankind.”

The issue of where to draw the line in applying screens is still a significant one, said
William L. Van Alen, Jr., whose Noah Fund screens for biblical issues such as
alcohol, tobacco and abortion. When Bill Gates donates money to Planned Parent-
hood, should they pull their investments in Microsoft? Van Alen said they have
decided that, as a $16 million fund, they need to stop screening at the production
level.  “We don’t screen for directors,” he said.  “If you did, how far would you go?
Officers? Shareholders?”
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Thomas Grant of Pax World Fund, founded by two Methodist ministers to promote
world peace, said the challenge is to “live up to the standards of the original orga-
nizers.”  Once the principles are set for the fund, “you have to stick to them and
what is written in the prospectus going forward.”

What do they see for the future? Krumsiek noted that Professor Klein saw biotech
as a significant issue.  Panelists said the challenge is to expand to serve new sets of
investors, to move from passive screening to more proactive approaches,  and for
funds to find new competitive positions as large investment houses move into the
social arena.

L to R: Barbara Krumsiek, Robert Mercer,  John W. Rogers, William L. Van Alen, Jr.,
Thomas W. Grant



16

Social Screening of Investments

Are Socially Responsible Funds a Good Investment?

Chair: Marshall E. Blume,  The Wharton School
Panel: Steve Dillenburg,  Managing Partner, Summit Investment Partners, LLC

Robert Edelen,  The Wharton School
D. Bruce Johnsen,  George Mason Law School
Krishna Ramaswamy,  The Wharton School
Lloyd Kurtz,  Director of Quantitative Research, Harris Bretall Sullivan
& Smith LLC
Larry Zicklin,  Chairman of the Board, Neuberger & Berman

The performance of socially respon-
sible investments is complex. Lloyd
Kurtz said that finding a social issue
that pays off has become a “snipe hunt
or search for the Holy Grail.”  The
book Built To Last contends that cul-
tural differences lead to differences in
long-term performance, for example.
“The tantalizing nature of these claims
is that they rely upon very strong com-
mon sense advice, but you can never
be certain if you were right or just
lucky,” he said.

While research shows socially respon-
sible funds are a good investment to-
day, Wharton’s Marshall Blume ques-

tioned whether this “luck” would hold with changes in the market and definitions
of what is socially responsible.    As an example, he asked: “How many people here
are opposed to child pornography?  Where is one of the biggest providers of child
pornography? On the Web. You could make a strong case that socially responsible
investors today should not invest in Internet stocks.  What would that have done to
social investments in the past year?  Their returns would have been significantly
below the benchmarks.”  Changes in screens, or high-performing companies that
move into the crosshairs of current screens, will have a significant impact on per-
formance, he said.

Steve Dillenburg of Summit Investment Partners, said that when they back tested
a new fund they developed that applies a more active assessment (rather than filter-
ing out negatives), they found it added three percentage points to performance over
the past two years. In contrast to screening out investments, this approach offers a
weighting system for looking at the relative social impact across a wide range of
investments.

Even simply avoiding “sin,” seems to have a beneficial impact.  Wharton’s Roger
Edelen said that even some of the simpler screens for issues such as tobacco and

Marshall Blume
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gambling have had a positive impact on recent performance.  He noted that to-
bacco firms have returned about 60 percent less than the S&P 500 over the past
five years, gun firms have lagged the S&P by 60 percent and casino gaming firms
by 30 percent.  “Was this just an outlier odd event?” he asked. “Or was the fact that
socially responsible funds don’t own these stocks part of the reason these funds had
good performance over the past five years.”

D. Bruce Johnsen of George Mason Law School notes that socially responsible
investing may go beyond investing only in firms that are certified as ethical. “What
we think of as breaches of ethics by the firms in an industry can sometimes be seen
as the outcome of a prisoner’s dilemma. If one firm engages in unethical but profit-
able practices, others may not be competitive unless they follow suit. Everyone,
including consumers, would be better off if the firms could avert a race to the bot-
tom. If and to the extent these firms’ stock can be placed in a common portfolio,
managers would be less aggressive in pursuing unethical practices. This is because
their concern is serving the ultimate beneficial investors, who own portfolio shares
representing the joint value of all firms in the portfolio; any unethical action by one
firm to gain at the expense of its rivals will reduce the value of portfolio shares.”

Larry Zicklin of Neuberger & Berman said he remains skeptical about the perfor-
mance results.  As in other funds, the focus is often on the winners.  Zicklin said
that in a list of 44 socially responsible funds, “8 beat the S&P 500 and everyone else
did worse.”

Strong overall stock growth and differences in performance between high-tech stocks
and traditional industrials have also helped the social funds.  “The market doesn’t
always go up 26 percent per year,” he said.  The indexes tend to screen out “smoke-
stack America,” which is being hammered by the stock market, while leaving in
high-tech, which is growing rapidly.

Zicklin also expressed concern that “companies are going to get blackmailed into
this and forced to do things they don’t want to do as the power of these companies
grows. We should go there, but I don’t think we should arrive at the conclusion
before doing all the legwork.”

To have an impact on corporate behavior, screens and measures need to be made
more sophisticated and precise, panelists said. “If we take a look at Wall Street, it
has gotten its message across to corporations loud and clear that we measure bot-
tom line results,” said Dillenburg.  “We need to send a message to corporations
equally clear that we are measuring other aspects than cash flow.  What gets mea-
sured gets managed.”  He said companies are developing solid benchmarks and
measures, and new ratios need to be created.

Participants questioned whether there may be conflicts between the fiduciary re-
sponsibility of fund managers to maximize wealth for investors and the desire to
achieve social objectives. They noted that this may not be an issue in a bull market,
but could become much more contentious in a downturn. A Calvert representative
said that the SEC had affirmed in a letter that socially responsible investments are
consistent with fiduciary responsibility to investors.
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Emerging Alternatives and Global Perspectives

Chair: Thomas W. Dunfee,  The Wharton School
Panel: Richard Ciuba, Dow Jones Indexes

Elizabeth Elliott McGeveran,  Friends, Ivory and Sime
Mike Peirce,  Institute of Social and Ethical AccountAbility
Alan D. Willis,  The Canadian Institute of Chartered Accountants

Socially responsible investing depends upon
the quality and cost of information, said
Wharton’s Thomas Dunfee in introducing the
panel.  As companies issue social reports and
the social auditing profession develops, the in-
formation needed to make informed decisions
is becoming better and cheaper.

Alan D. Willis, a consultant on the Global
Reporting Initiative (GRI), said the project
developed by CERES in 1997 is designed to
standardize social responsibility reporting for
investors, stakeholders and analysts.  The GRI

is a coalition of 54 investor, environmental, religious, labor and public interest groups,
and companies.  “It was developed because companies receive requests for infor-
mation, and analysts and stakeholders receive incompatible reports from different
companies,” Willis said.  The GRI established environmental, economic and social
standards that are being tested by a set of companies.  The GRI is working to be-
come more global, independently verified and aligned with other initiatives.  “There
are many initiatives around the world, which we hope will converge to create a
framework,” Willis said.

One of these initiatives is the AccountAbility 1000 standard, discussed by Mike
Peirce of the Institute of Social and Ethical AccountAbility.  The AA1000 stan-
dard was launched in November as a foundation standard in social and ethical
accounting, auditing and reporting.  “We need to reflect at all stages of the account-
ing process the aspirations and needs of different stakeholders,” Peirce said.

Regulation can accelerate the development of standards. Elizabeth Elliott
McGeveran, of the U.K. based investment firm Friends, Ivory and Sime, said that
new regulations are raising responsibility higher on the corporate agenda for U.K.
firms and institutional investors. A new U.K. law requires pension funds to provide
ethical disclosure to pension holders combined with new corporate governance rec-
ommendations that audit committees should assess social environmental risks. This
means that companies must become more sophisticated in measuring and report-
ing on social and environmental issues.   It has increased pressure to create stan-
dards for information collection and reporting. McGeveran said the regulation also
would result in “a convergence between SRI screened funds and other funds.”

Richard Ciuba of Dow Jones Indexes said that while there is no overall socially
responsible investment index, the company has created the Islamic Market Index

Alan D. Willis
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and the Dow Jones Sustainability Index.  The Islamic Market Index screens along
Islamic legal and religious precepts, such as avoiding fixed-income securities, enter-
tainment, pornography and alcohol.  It has outperformed other market indices, he
said. The second index, the Sustainability Index, evaluates companies based on
sustainability through innovative technologies that use resources efficiently, high
standards of corporate governance, strong shareholder returns and demonstrated
industry leadership in supporting sustainability and responding to rapid social
change.  Dow Jones created the index by sending questionnaires to companies about
sustainability and ranking companies based on their responses.
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Social Screening and Shareholder Value

Chair: Larry LaBoda,  Director, Finance & Administration, Great Lakes Protec-
tion Funds

Panel: Hal Brill,  Partner, Natural Investment Services
Ed Freeman,  University of Virginia
Eric W. Orts,   The Wharton School
Stephen Viederman,  President, Jessie Smith Noyes Foundation

Obstacles to social investment are deeply ingrained in the culture of finance, said
Stephen Viederman of the Jessie Smith Noyes Foundation. He described socially
responsible investment as “an educational process that makes explicit non-finan-
cial consequences of investments. It is designed to reduce what Ghandhi called ‘the
dissonance between creed and deed.’ We all experience dissonance, but we try to
reduce it as much as possible, to ameliorate the consequences of corporate behav-
ior on society.”

Viederman said there are psychological and social barriers to focusing on these
issues.  One of the most significant is the “theology” of economics which considers
the environment, for example, as an externality, and which excludes concerns for
justice. “Citizenship in corporate America has become an avocation rather than a
vocation,” he said.  “By and large, if you ask consultants to a foundation about
socially responsible investing, first they say it cannot be done.  When they loosen up
a bit, they say you can do it if you want but it’s a mistake. Financial advisors will tell
you not to do it.  The culture isn’t there. And to understand why we have to look at
the theology of investment.  The very theories and practices we live with are a form
of theology.”

This culture may be changing, however.  Hal Brill of Natural Investment Services
said the social investment movement should be seen “as part of a larger movement.
For the past 400 years we’ve been told we have to separate money from values
when making financial decisions.  I think people will look back at this and say this
is a strange culture.  It is much more natural to be including our values and money
together and quite unnatural to have this split.”

In more than a decade of social investment, Brill has seen a greater acceptance and
change in the tenor of discussion.  There is a move from avoidance screening (keep-
ing away from the wrong investments) to more affirmative screening that focuses
on making investments that have a positive impact on the world.  The debate also
has shifted from whether to make social investments to how.  “The shift in values
that is going on is monumental,” Brill said. “I think we are going to see a lot more
change in the next ten years.”

Ed Freeman of the University of Virginia also has seen a major change in the
attitudes toward these issues.  He recalled that when researchers submitted the
first paper on “stakeholder management” to a major academic journal, it was such
a radical concept that “the editor called to say there was a major typo in the title of
the paper,” Freeman said. “But the editor said, ‘Don’t worry, we’ll fix it.’ ” Now, the
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concept of creating value for stakeholders rather than just shareholders is taken as a
given by most corporations. Freeman said the whole question of the performance
of social funds is “a dead end.”  It is a byproduct of a distinction between economic
and social issues.  The deeper question is whether social investments actually lead
to more ethical companies. Investors and researchers need to push to truly assess
whether the investments have the desired impact.  “The dangers are obvious,” he
said.  “We might unmask the fact that what we know now as an ethical investment
is either a politically correct investment for investors or a marketing strategy for
investment houses.”

Wharton’s Eric Orts compared the challenge of socially responsible investment to
the separation between the interests of managers and owners. “We have closed the
gap as institutional investors are in the boardrooms pressuring managers to deliver
shareholder value,” he said. “Now we need to address this split between the benefi-
ciaries of institutions (investors in pension funds) and those running the show (man-
agers of funds).”

Where do we go from here?  Orts said the discussions at the conference highlight a
continued evolution of institutional investors, a movement toward social invest-
ments by major investment funds, the need to recognize that maximizing share-
holder value is only one choice of values, the need to consider legal standards, and
a need for education of both managers and investors.

L to R: Steve Viederman, Hal Brill, Ed Freeman, Eric Orts, Larry LaBoda
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Research Identified

Throughout the conference, there was a variety of issues identified that could ben-
efit from further research:

• How have socially responsible investment funds performed financially?
How sensitive has this performance been to definitions of the funds?  (For
example, if biotech or high-tech are screened out, how would performance
be affected?) How sensitive is it to the overall growth of the stock market?
What would it take to convince non-believers?

• What is the social impact of ethical investments? What are the correct
measures to assess this social impact? Are there measurable social effects
of these investments?  How are these investments changing corporate poli-
cies and actions?

• What are appropriate screens for social investments? What are common
characteristics of socially responsible screens and indexes? Can a uniform
set of standards be developed across industries?

• How can funds more effectively communicate their purpose and impact to
investors? How much do investors care about this impact (versus just
wanting to feel good about their investments without delving into the de-
tails)?  How would giving more (or different) information to investors have
an impact on their decisions?

• What global initiatives are influencing the development of social investing?
How do regulations such as the U.K. pension law affect the development
of socially responsible investing?
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The Carol and Lawrence Zicklin Center for Business Ethics Research was estab-
lished in 1997.  The mission of the Center is to create and disseminate leading edge
research on critical topics of business ethics and to serve as a focal point for the
interaction of business, professional and academic leaders concerning responsibil-
ity in business.

The Center sponsors, conducts, and disseminates research on critical topics of busi-
ness ethics.  The Center’s broad research focus includes corporate governance,
social contracts, global business ethics, deception, disclosure, bribery and corrup-
tion.  The Center is intended to serve as a focal point for the interaction of business,
professional, and academic leaders concerning responsibility in business.

The Center is counseled by executive and academic advisory boards.  For detailed
information visit the Zicklin Center’s website at http://rider/wharton.upenn.edu/
~ethics/zicklin.
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