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Introduction

Doing well while doing good. That’s the goal — and the cliché — of socially
responsible investing. Investing can help you reach major personal goals:
retirement, college education for your children, charitable donations. Socially
responsible investing allows you to take care of your finances while being

true to your values. It can encourage companies and governments to operate
cleanly and ethically, and it can help improve the community where you live.
It's becoming popular because investing is one way to take action to make the
world better.

Done incorrectly, socially responsible investing is nothing but window
dressing. It sometimes emphasizes feeling good over making money or making
a difference in the world. That’s unfortunate. Savvy socially responsible
investors, which include major university endowments and pension funds,
understand that socially responsible investing isn’t separate from good
investing. You don’t need to compromise your finances or your goals when
you invest socially.

Socially Responsible Investing For Dummies tells you what you need to know
to invest better. I start out with facts on why and how social investing works.
[ tell you how to do research so you can determine whether an investment

is a good one for you in terms of financial potential and your personal needs.
[ explain how to use your investment clout to influence a company’s
performance for the better. I cover the different ways that investors define
social responsibility to help you clarify your own goals. And I lay out the
different types of investments that you can use to put your plan into action. I
also include some information on how to find brokers, financial planners, and
mutual fund companies that can help you with your decisions.

This book is designed to get you started. You may want more information on
different types of investments and investment techniques, or you may want
to research a particular type of social investing in greater depth than I cover
here. That’s fine. | have plenty of references in the book to help you figure
out where to go next.
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About This Book

Let me tell you what this book is not: It’s not a textbook, nor is it a religious
tract. If you want to know more about the theory and mechanics of the
market, you can find lots of great texts in a college bookstore. If it’s important
to your mortal soul to do precisely the right thing, see your clergy person for
guidance. [ went to business school, not the seminary!

This book is designed to be simple. It assumes that you don’t know much
about investing, but that you're a smart person who wants to find out more
about doing it right. And so it has straightforward explanations of what you
need to know to understand how investing can be socially responsible, how
to identify your concerns and do research to address them, and what the
alternatives are for your portfolio.

If you want to read some textbooks or religious works, I list a few in the
appendix.

Conventions Used in This Book

[ put important words that I define in italic font. I often bold the key words
of bulleted or numbered lists to bring the important ideas to your attention.
And I place all Web addresses in monofont for easy access.

[ cover investment research in this book, and I introduce you to some techni-
cal terms that will come up in the investment world. You don’t need to know
all this information to be a successful social investor, but I think it’s helpful
to show the array of possibilities to help you identify what may suit you.
Sometimes I throw in references to deeper academic investment theories. To
alert you to these topics, I often place them under a Technical Stuff icon (see
the section “Icons Used in This Book™).

During printing of this book, some of the Web addresses may have broken
across two lines of text. If you come across such an address, rest assured
that [ haven’t put in any extra characters (such as hyphens) to indicate the
break. When using a broken Web address, type in exactly what you see on
the page, pretending that the line break doesn’t exist.
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What You're Not to Read

[ include sidebars (the gray boxes containing a heading and a couple of
paragraphs) in the book that you don’t really need to read to follow the
chapter text. With that stated, though, I do encourage you to go back and
read through the material when you have time. Many of the sidebars contain
examples that help you get an even better idea of how some of the investment
concepts work!

You can also skip the text marked with a Technical Stuff icon, but see the
preceding section for an explanation of why you may not want to skim over
this material.

Foolish Assumptions

The format of my summa opus requires me to make some assumptions about
you, the reader:

» You need to know a lot about social investing in a short period of time.

» You may be starting a college fund for a new baby, planning for your
retirement, or trying to decide how best to manage a windfall.

v Maybe you’ve volunteered for your church’s finance committee or were
elected to your union’s pension board, and you want to make smart
decisions that reflect the organization’s values.

»* You may be an experienced investor who wants to use your accumu-
lated funds and market savvy to change the world, or at least your
neighborhood.

» You have money to invest, even just a little to start with, and you want
to generate a good return as well as goodwill.

Although some readers may have investing experience, I'm assuming that
most are new to the concepts. Maybe you’ve been afraid to invest because
you worry that doing so will contribute to the world’s worst problems.

No matter your situation or motives, my goal is to give you enough information
so you can ask smart questions, do careful research, and handle your money
S0 you can meet your goals.
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I'm also assuming that the world will continue to change constantly and the
social issues that matter to you will change, too. That’s why much of this
book emphasizes research. As new issues emerge, you'll be prepared to find
investments that will — and will not — work for you. I'm assuming that you
want to take responsibility for your money and for your place in the world.

How This Book Is Organized

Socially Responsible Investing For Dummies is sorted into parts so you can
find what you need to know quickly. The following sections break down the
book’s structure.

Part I: Getting Started in Social Investing

The first part describes what socially responsible investing is, how it works,
and how to do research to determine whether an investment is socially
responsible. It also includes information about the performance of socially
responsible businesses and of investors who apply this philosophy to show
you that it does make a difference.

Part 11: Issues to Invest In

Not all socially responsible investors are alike. Some care about the environ-
ment. Some care about the community where they live. Some want to follow
the precepts of their religion. Some simply want corporate executives to live
up to their fiduciary responsibilities. In this part, I describe the different ways
that people think about social investing to help you determine what’s most
important to you. That way, you can better direct your investments.

Part I11: Putting Your Socially Responsible
Choices into Action

This part is all about the different asset classes that you can invest in.

Some will help you meet specific social and investment goals; others can be
socially responsible if used appropriately. You can find information about
how to buy and sell, where to look, and what to watch out for, whether you're
buying commercial real estate or a mutual fund.
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The information here can help you make better portfolio decisions, even if
you're not fully committed to being socially responsible or don’t have a lot of
money to invest right now. Given how often circumstances change and new
investment products come to market, you can use the material in this part to
adjust your portfolio as needed.

Part IU: The Part of Tens

In this For Dummies-only part, you get to enjoy some top-ten lists. I present
ten tips for social investors, ten traps that they sometimes fall into (but that
you, I'm sure, will not), and ten success stories of change that happened

in part due to the work of social and activist investors. I also include an
appendix full of references so you can get more information if you desire.

Icons Used in This Book

You'll see four icons scattered around the margins of the text. Each icon
points to information you should know or may find interesting about social
investing. They go as follows:

This icon notes something you should keep in mind about social investing. It
may refer to something I've already covered in the book, or it may highlight
something you need to know for future investing decisions!

Tip information tells you how to invest a little better, a little smarter, a little
more efficiently. The information can help you make better decisions about
how an investment is socially responsible or ask better questions of people
who are offering you investment opportunities.

[ include nothing in this book that can cause death or bodily harm, as far as I can
figure out, but plenty of things in the world of investing can cause you to lose big
money or, worse, your sanity. These points help you avoid big problems.

[ put the boring (but sometimes helpful) academic stuff here. By reading this
material, you get the detailed information behind the investment theories, or
you can get some interesting trivia or background information.
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Where to Go from Here

Are you ready to open up the book and get going? Allow me to give you

some ideas. You may want to start with Chapter 1 if you know nothing about
socially responsible investing so you can get a good sense of what I'm talking
about. If you need help convincing someone else that social investing works,
look at Chapters 2 and 3. If you want to find out how to do research and put it
into action, check out Chapters 4 and 5. If you need to figure out what issues
you want to emphasize, look at Chapters 6 through 11. Those chapters get
you started.

If you're already on board with the idea of social investing and want to turn
your values into action, go straight to Part Ill. Chapters 12 through 16 cover
investing alternatives from bank accounts to hedge funds. In Chapter 17, you
can get the lowdown about microfinance and venture philanthropy, where
the returns may be lower but the global payoffs larger.
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In this part . . .

Social investors want to make money and make a dif-
ference in the world while staying true to their
beliefs. The process is similar to regular investing, but it
does have a few differences. Instead of doing research
only on a company’s growth prospects, a social investor
looks for additional information on what the business is
doing to get that growth. Instead of waiting for manage-
ment to deliver results, the social investor may push the
managers for changes. In this part, you discover the
basics of investing, social style.




Chapter 1

Investing the Socially
Responsible Way

In This Chapter

Getting a good return on your money
Evaluating research

Deciding to invest responsibly

Using your money to influence change
Making smart investments

Wlenever I mentioned to people that | was writing Socially Responsible
Investing For Dummies, they’d get excited. “Wow!” they’d say. “I'd love

to know more about how to do good through investing.” And that’s probably
what you had in mind when you picked up this book.

Very quickly, though, I realized that each of these people defined “doing good
through investing” a little bit differently. Some people want to change the
world; they want to be part of new technologies and new ideas that could make
our society better in the years to come. Some want to avoid businesses that
produce products that they disapprove of. And some want to make sure that
they aren’t undermining their charitable activities with their investments.

Socially responsible investing can help you put your money to work financing
activities that you support. It can also help you avoid businesses that you'd
rather not deal with. Done right, your performance should be no different
than if you invested without regard to social responsibility; it helps that more
companies are trying to be responsible with their businesses. As the number
of social investors grows, maybe even more companies will change how they
operate.

This book is a guide to figuring out whether an investment is responsible.
If you can do that, you can be a responsible investor all your life, no matter
how your finances and social priorities change.
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Social Investing DOES
Give a Good Return

Have a laundry list of things that bother you about the world? Think
companies should treat workers and suppliers better, meet relevant
government regulations without prompting, and make better products? Well,
you may be able to ease some of your troubles through a socially responsible
investing approach. Even better, you may be encouraging more companies to
do the right thing. And contrary to popular belief, this sort of investing does
pay off.

A lot of people who work in financial services think that social investing is
nice if you don’t care about return. They’ll suggest that you instead follow a
standard, nonjudgmental investment strategy, and then give the extra profits
to charity.

Some social investors say they’re happy giving up a little bit of return if they
feel good about where their money is. To use the fancy terms of economic
theory, this is a utilitarian argument: These investors get “utility” from their
investment in addition to the money that they make, so they’re just as happy
as an investor who gets all return and no utility.

[ really wish I could tell you that both of these arguments are wrong and that
social investors make more money than others. But what I know is that both
of those arguments are wrong because the evidence is that social investors
can make as much money as others — and get their added utility, too. The
keys to success seem to be carefully selecting asset classes and using activist
techniques to boost returns. This book contains plenty of examples in sup-
port of successful social investing.

Many financial theorists believe that markets are efficient. They say that any
investment is as likely as another to outperform the market; you could throw
a dart at the pages of the Wall Street Journal to pick stocks that would be

no better or no worse than any a fancy professional would pick. There are
some problems with the idea of market efficiency, but it’s true enough that it
explains why a social portfolio is likely to be no better or no worse than any
other.
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Liberal bias? Think again!

Some people think of social investing as some
sort of pinko plot to undermine capitalism. They
see it as the province of people with more
money than sense — and not a lot of either.

Like all stereotypes, a few people do fit this
profile. However, the vast majority of social
and activist investors come to their practice
in hopes of making more money. They are the
owners, so they're in charge. That means their
investments work for them. He who has the
gold should be able to make the rules, as the
cliché says.

Activist investing is pure capitalism. It uses the
power of capital ownership to make change.

Social investors look for investments that
reflect their values, and they use their clout
to create change. That's what they have in
common. Where they differ is on those values.
Some social investors care about the environ-
ment; others are concerned about social and
political issues, religious restrictions, or corpo-
rate governance. Many have values that cross
categories; finding those commonalities allows
investors to come together to make a difference
in the world.

11

Ves, Responsible Behavior
Does Help Businesses

Following socially responsible principles can help many organizations thrive.
Can it get them the proverbial win-win, where it does better for shareholders
by doing better by society as a whole? There’s a whole lot of research on that
very topic.

In general, companies can do well by doing good; just how good they have to
be and how well they can do is subject to a bit of debate. (But debate is good!
That’s what makes markets, as the traders like to say.) A review of some
recent studies, which I cover in the following sections, shows the benefits
and limitations of this style of management and investing. This information
can help you clarify what you're trying to do when you invest socially.

Effects of charitable contributions

Elsewhere in this chapter, I mention the pure capitalist notion that companies
should be run to maximize profits. If investors want to change the world, the
thought goes, they should do that on their own with their investment profits,
rather than expect companies to do it for them.
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Ah, but charity helps business. In 2006, Baruch Lev and Christine Petrovits of
New York University and Suresh Radhakrishnan of the University of Texas

at Dallas found that companies that made charitable donations had larger
revenue growth than companies that did not (“Is Doing Good Good for You?
Yes, Charitable Contributions Enhance Revenue Growth,” July 2006). This
effect was strongest for consumer companies. Most notably, the researchers
did not find that revenue growth led to greater charitable donations. The
effect was only one way.

Identifying the 100 most
sustainable companies

Each year, a group of the world’s movers and shakers meets in Davos,
Switzerland, for the World Economic Forum. They get together to have cock-
tails and run the world. Well, okay, maybe they don’t quite run the world, but
the CEOs, politicians, and academics who attend the conference carry a lot of
influence back home.

Each year at the conference, a new list of the 100 most sustainable corpora-
tions in the world is released (www.globall00.org). Each of these com-
panies is listed in the Morgan Stanley Capital International (MSCI) World
Index, which tracks markets all over the world. These companies are scored
on their environmental, social, and governance performance, and then
ranked. The 100 at the top are pulled out and announced with great fanfare.
Historically, stock in these Global 100 companies has outperformed the MSCIL.

It’s not a perfect list for all social investors because it doesn’t take into
account what a company’s business is. Hence, defense contractors and
alcoholic beverage manufacturers, which would be loathsome to some
investors, make the list.

Others have argued that the methodology lets the analysts pick stocks with
better performance to make the index look good. Still, it’s impressive to see
so many companies worldwide trying to improve their overall performance in
order to be one of the rarified 100.

Weighing social performance against
financial performance

Research by Joshua Margolis of Harvard and Hillary Anger Elfenbein of
Berkeley (“Doing Well by Doing Good? Don’t Count on It,” Harvard Business
Review, January 2008) found a very weak relationship between corporate
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social performance and corporate financial performance. Companies that
behaved slightly better than average performed slightly better than average,
but not by so much that the researchers could wholeheartedly recommend
social investing.

On the other hand, they found that social investing doesn’t cost companies
anything, so as a social investor, you don’t have to give up profits to invest in
companies whose managers are committed to good behavior.

What’s going on? It could be that companies that have surplus funds can
engage in good works. It could also be that it simply takes everyone a long
time to find out just how bad the few bad apples really are.

Corporate misdeeds are costly, but only after people find out about them.
Enron was on several lists of best-run companies until it turned out that
much of what was going on was fraudulent. (And hence, socially responsible
investors need corporate transparency, which is covered a little bit later in
this chapter and a lot in Chapters 4 and 7.)

The Moskowitz Prize for social
investing research

Each year, the Center for Responsible Business at the University of California

at Berkeley offers the Moskowitz Prize, a $5,000 award for the best research
paper on a social investing subject. And each year, the result is at least one
paper that pushes forward the frontiers of social investing. (You can see

the complete list at www.haas.berkeley.edu/responsiblebusiness/
MoskowitzResearchProgram.html.) Among the findings of the prize winners:

v The stocks of companies named to the annual Fortune magazine list of
the best companies to work for tend to beat the market, indicating that
treating employees well helps companies perform better.

v The California Public Employees Retirement System (also known as
CalPERS) generated $3.1 billion in wealth for its beneficiaries between
1992 and 2005 from its shareholder activist activities. (You can read
more about CalPERS’s strategies in Chapter 3.)

v Using measures of the amounts of corruption tolerated in different
countries, companies based in places that tolerate more business
corruption trade at lower stock market multiples than companies based
in places where corruption is rare.

That’s nice evidence that doing well does right by shareholders!
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Let’s Make a Deal: Exchanging
Money for Everyone’s Benefit

The financial markets operate with one goal: to bring together buyers and
sellers. That’s what all the hours of business news on television, the chatter
on investing radio shows, the commentary on Internet sites, and the pages of
The Wall Street Journal are covering: Who are the buyers, and what do they
want right now? Who are the sellers, and what do they want right now? And
given what both sides want, what should the price be?

It doesn’t matter if it’s real estate, the stock market, oil prices, or new cars.
The market functions when it brings together the needs of the buyers and the
sellers at a price that both will accept.

Economists like to talk about a market clearing price, which is the price where
the buyer and the seller are willing to make a deal. The buyer won’t go any
higher, and the seller won’t go any lower.

From the perspective of social investing, the sellers of stock and bonds — the
people who need money — may want to make themselves attractive to as
many prospective investors as possible. Thus, they may clean up their acts!
The people who have money to buy stocks and bonds may have nonfinancial
goals; all else being equal, they may prefer to finance companies that match
their social interests as well as their economic goals. That’s how social
investing creates change.

Companies and governments
need financing

Here’s the thing: Organizations need to raise money. Small businesses need
funds to get started. Big businesses need funds for acquisitions. Governments
need money to build roads and schools. Hospitals need money for new facilities.
All of these organizations need to borrow money or find shareowners to join
with them. The more potential sources of funding they can approach, the easier
it will be to fund the project and the lower the cost will be.

So businesses and others who need money have an incentive to be the kind
of borrowers or partners that investors want. If investors want companies
that have a strong board of directors, then maybe these companies need to
have one. If investors prefer companies that pay workers in developing
countries fair wages, then maybe the companies should do just that.

Naturally, investors prefer to deal with companies that make good on their
financial promises, and social investing may help with that. A company that
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doesn’t pay bribes may not get hit with big tax penalties, for example. A
company that finds ways to reduce the carbon emitted in shipping goods
may save a lot of money that goes straight to the bottom line.

Individuals and institutions
need investments

Who has money to invest? Anyone saving for retirement, to start with, and
that’s pretty much everyone (or at least it should be!). Many people are also
saving money for other goals, such as college education for their children or
grandchildren, or to have money to support a charity after their death. Some
people are saving for a new car, and others are saving up to take a two-year
missionary trip with their church.

Bigger investors need to get a return on their money. The Bill and Melinda
Gates Foundation and Harvard University have billions to put to work to

help them meet their goals, whether distributing polio vaccines or expand-
ing undergraduate financial aid programs. The better return those funds can
earn, the more people they can help. Pension funds may have millions or
even billions of dollars in benefits obligations to meet, and a good investment
return will help them pay up at a lower upfront cost. Trust fund managers
want to make sure they have enough money to meet the growing needs of
future generations of a rich family.

At some nonprofit organizations, the investment manager brings in more
money a year than the folks in the fundraising office.

Whether large or small, investors set aside money that they don’t need now
in the hopes of having more money for future needs. Many of those investors
care about social issues, and it’s not just those with the 10 to 12 percent of
funds that are invested socially. Many other investors would be willing to
invest along social criteria if they could find more investment opportunities
that matched their interests.

Who Invests Responsibly, and Why?

Social investing is big business. Geoffrey Heal, professor of public policy and
business economics at Columbia University, estimates that 10 to 12 percent
of all professionally managed investments in the United States come with
social restrictions of some sort. That’s a lot of money! These restrictions can
be anything from a refusal to invest in the so-called “sin” industries (alcohol,
gambling, pornography, and tobacco companies) to a comprehensive style
looking at the environment, society, and corporate governance.

15
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Investors who like this style look at how employees are paid and whether
they can become owners in the company. They look at the company’s
mission statement, and then evaluate how well it’s put into practice. They
want to know: Does this company understand its business, and is its business
making friends rather than enemies?

Who are these investors? Some are religiously observant and want to avoid
anything that may interfere with their spiritual journey. Some simply think
it’s about time that company managers listened to the people who own the
joint. And some would just like a mutual fund option in their 401(k) plan that
doesn’t make them nervous.

The leaders in social investing are the leading institutional investors (I cover
these in detail in Chapter 3):

v Pension funds
v Charitable foundations

v Institutional endowments
The role of institutions is important for two reasons:

v~ First, these investors care deeply about performance. Most pension
funds are required by federal law to consider investment performance
first. They can consider other factors, such as social criteria, only as long
as the performance is met. Pension funds for religious orders and labor
unions often want to consider social criteria, so money managers have
figured out how to accommodate the performance have-to-have and the
values nice-to-have factors. Foundation and endowment managers have a
fiduciary responsibility to the philanthropists who donated the money in
the first place. Because these investors have to worry about performance,
all investors can benefit from their experience with social investing.

The U.S. law regulating pension management is the Employee Retirement
Income Security Act of 1974, known as ERISA (rhymes with “Alyssa™).
Among other things, it affects the choices of funds in your 401(k) plan.
When the Feds get involved, companies pay attention.

v+ In a changing world, investing can be a tool for making a difference.
The simple reason to invest socially is to maintain a clear conscience,
but many social investors believe they can also get better performance
through responsible investments (this is beyond the pension fund
requirement that performance be as good as it would be without the
social component):

e If investors look for companies that are trying to reduce their
effect on the environment, they may find companies that are
saving money and generating more profits.
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e If they search out businesses that pay workers well, they may find
some that create more consumers to grow the overall economy.

e [f they avoid companies with bloated executive pay packages and
cronies on the board of directors, they may avoid scandals and a
string of bad financial results.

Contributing to the community

Not all social investors want to change the world. They don’t care about
sin stocks or business practices in far-off lands. They just want their corner
of the globe to be in better shape. They’d like to see new employers creat-
ing jobs and paying taxes in their hometown. They’d like to see nicer, safer
neighborhoods for people to live in. Maybe they just want to keep their
money with a bank that isn’t likely to be taken over by some major mega-
global financial institution.

If this describes your investing outlook, you can find many different
opportunities. If you have substantial assets and an appetite for risk, you can
provide start-up funds to small businesses in the area. If you're looking for

a safe, conservative investment, you may want to purchase a certificate of
deposit with a federally insured Community Development Financial Institution,
which is a bank that provides services to local residents. I cover this style of
investing and places to park your money in Chapter 6.

In between those extremes are stock, bond, and real estate investments that
may make your town a better place to live, work, and play.

Monitoring a company’s managetrs

Many investors don’t care so much what business a company is in; they’re
more concerned that the business is truly run for the shareholders (this is
called corporate governance). That means management has to be paid for
performance, no more and no less. The members of the board of directors
should concentrate on providing management oversight and accurate reports
to shareholders rather than enhancing their social status. Shareholders should
be able to vote democratically and present proposals for management to
consider.

Some governance investors look for companies that have great internal
practices and a demonstrated history of service to shareholders. Others seek
out companies where the management and board have terrible conflicts of
interest, performance is lousy, and governance is a mere afterthought.

They use their power as owners to force the company to change its ways,
improving investment results.
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And some governance investors combine tactics. They may be interested

in companies that are located in their own community, but if the company
doesn’t perform well, the investors are in there with all of their activist tools
to press the company managers to do better. Someone may have inherited
shares in a company that can’t be sold under the terms of a trust agreement,
but that doesn’t mean she has to accept the firm’s environmental practices.
She can use her power as an owner to push for a board and management that
are more responsive to her needs. [ cover governance issues in more detail in
Chapter 7.

Not all governance activists care about the public good. Some are more
notorious than noble. However, they’re doing nothing more than exercising
their rights as owners of the company.

Hugging those trees

Global warming is hot stuff, and it’s not the only issue involving investment
and the environment. The way that companies make goods, ship them, sell
them, and then handle the waste has a huge effect on the planet — and on
the bottom line.

The buzzword is sustainability, which is a company’s ability to maintain its
profits over the very long haul. If a company relies on petroleum, for example,
its ability to sustain the business is entirely dependent on the supply and the
price of oil. If the company figures out ways to reduce total fuel consumption
and use more alternative fuels, it will have an easier time staying in business
and generating long-term profits for shareholders. Sustainability is the topic of
Chapter 8.

Maybe you're an investor who is excited about environmental investing because
of the potential for revolutionary new technologies. Maybe alternative fuels
could be the next television, plastics recycling the next instant photography, or
greenhouse gas reduction the next Internet. When you're on the ground floor

of new technologies, you take a lot of risk, but you have the opportunity for big
profits. Where there’s a chance of good growth from major change, there will be
investors ready to support it.

Not only do investors want to make money, but so do entrepreneurs. People
with great ideas are likely to come forward if they see that they can get
financing for them.
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Investing internationally and socially

The modern corporation operates all over the world. Its managers don’t pay
too much attention to borders unless there are taxes involved to get across
them. Investors do pay attention to the countries where companies operate,
though. Companies that operate in many countries can choose how much
they pay workers and how they operate their facilities. (Wages too high in
one country? Move the work somewhere with a lower standard of living.)
They also have to deal with governments everywhere they operate, and some
national leaders are downright unsavory people.

An international social investor wants to support businesses that do the
right thing, even if there aren’t laws forcing proper behavior. This can range
from paying better-than-market rates to refusing to pay bribes to government
officials. In many countries, corporations have the money and the power to
improve conditions, and social investors want to be a part of that. Chapter 9
shows you how.

Reminders from religion

Some investors have religious practices that set forth rigid restrictions.
These people must avoid certain investments if they want to live according
to their faith. Others aren’t necessarily risking their salvation, but they’d
prefer that their investments line up with their beliefs. If they don’t smoke,
for example, they may not want to be involved with companies that grow,
distribute, or sell tobacco. If they’re opposed to war, they may not want to
invest in defense contractors. If they aren’t allowed to receive interest, they
won’t be buying bonds. Turn to Chapter 10 for an overview of how religious
beliefs influence investment choices.

New mutual funds and financial services have been cropping up to meet
the needs of religious investors. These range from index funds that exclude
offending companies to new ways to finance home purchases — new ways
from an American perspective, at least.

Finally, some of the most active investors are affiliated with religious
schools, charities, and other institutions. They are quick to use the power
of their material resources to push for positive change. If you're interested
in activist investing, you'll see groups such as the Interfaith Center for
Corporate Responsibility (www. iccr.org) working to get company
managers to pay attention to their interests. It’s the owner’s prerogative,
after all.
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If your religion has strict rules about money and finance, you should talk to
your clergy to make sure your investing program follows them.

Choosing, Monitoring, and Influencing
Vour Investments
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After social investors identify their investment criteria, they have to invest
the same way that any other investor would: by reading financial statements,
looking up news reports, and maybe even visiting the company.

Easier said than done, right? Not to worry. I give you plenty of help in finding
the right investment vehicle that also aligns with your criteria.

Ensuring socially responsible choices

Your criteria may exclude certain investments, whether they’re industries,
such as alcohol, or investment classes, such as bonds. Other social strategies
may actually expand your investment universe. After you identify the issues
that are important to you, you may find investments that fit that you may not
have known about.

Social criteria aren’t enough, though. You have to combine those with
information about the investment’s financial condition and outlook. No
investment will do well just because you want it to. Chapter 4 tells you how
to research investments.

Social investors tend to fall in love with a company’s mission, and then
assume it will be a great investment. It doesn’t work that way.

Keeping abreast of changes

The beauty of social investing is that it forces companies to make changes.
But the marketplace is so dynamic that companies change all the time
anyway. To be a successful social investor, you have to stay on top of the
news (see Chapter 4 for more on this). You want to know if your investment
is making financial progress and if it still fits your style.

Some companies that fit when you first put money into them won’t always
stay aligned with your goals: Maybe you don’t invest in companies involved
in gambling, and the company just acquired a hotel and casino operation.
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Some companies that didn’t fit your criteria may be a good match for you
now because the management responded to shareholder pressure. The
positive change may be rewarded with your investment.

The specific issues that matter to social investors change all the time.
International investors have to change their lists of companies and tactics as
new world hot spots develop. Thirty years ago, many people wouldn’t invest
in companies that did business in South Africa. Today, the concern for many
investors is companies that do business in Sudan. What will the concern be in
30 years? Who knows, but an investor clinging to old notions of good and bad
will miss opportunities that an up-to-date investor will seize.

Making a careful selection of assets

To be successful as a social investor, you have to do more than just find good
companies to invest in. You need to find a mixture of investments that reflects
your risk and return parameters. If you only invest in stocks, you may take too
much risk and lose too much money in those years when the stock market is
down. If you put your money in a federally insured bank CD, even if the bank
specializes in community lending, you’ll have a responsible investment that
barely beats inflation and probably won’t help you meet your goals.

The good news is that there’s a huge range of investments to help you diversify
your risk and improve your returns without compromising your investment
goals. The chapters in Part Ill have information on everything from life insurance
to hedge funds. You can invest in real estate, venture capital, and exchange-
traded funds without compromising your social beliefs. And that diversification
across assets will help you get a better return at the same time.

Using shareholder activism

Shareholders are part owners of a company. Bondholders are lenders, and
lenders set a lot of terms for behavior. The money gives them power. The CEO
won't necessarily take your call if you own 100 shares and the company has
several million of them outstanding, but you can be an activist nonetheless.
This book gives you some ideas for how smaller investors can research issues,
find out who the big investors are, and put the power of their purses to work.

As a stockholder, you have the right to vote on some corporate issues,
including the members of the board of directors and certain compensation
packages. Although no one shareholder usually has enough votes to count,
many shareholders together can combine their votes and put pressure on a
company’s management to make changes, or else they may have to deal with
new directors who may not be as accommodating.
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Companies also accept proposals for shareholders to vote on. You can ask for
a report on environmental policies or for the closing of operations in a world
trouble spot or for more equitable pay for workers. Even if these resolutions
don’t pass (and, in truth, they rarely do), the mere fact that they’re proposed

can sometimes get a management group to think about addressing the issue
later. Chapter 5 explains how shareholder activism works.

Andrew Carnegie and “The Gospel of Wealth”

Andrew Carnegie was on the scene long before
Bill Gates and Warren Buffett. Adjusted for
inflation, Carnegie was worth about $300 bil-
lion, which made him far richer than either of
his early 21st-century counterparts. He was
a Scottish immigrant who arrived in Western
Pennsylvania in 1848 at the age of 13. He went
to work almost immediately, and at a series of
successively better jobs, he proved himself to
be clever and hardworking. He saved as much
money as he could and invested it in railroad,
oil, and steel companies, which were the high-
techindustries of their day. Carnegie developed
a reputation for being tight with money and ruth-
less in business. He didn't pay his workers well
because he believed that they'd squander their
money. His deputy, Henry Clay Frick, hired secu-
rity guards who shot and killed striking workers
at Carnegie’s Homestead Steel Works.

And yet, although he may not have been a
model employer, Carnegie believed he had an
obligation to give his money back to society.
He became one of the greatest philanthropists
in history, funding libraries around the United
States, sponsoring paleontological expedi-
tions, establishing a university in Pittsburgh

(now Carnegie-Mellon University), and creat-
ing many other institutions all over the world
that still thrive today, including Carnegie Hall in
New York City and the Carnegie Corporation, a
$3 billion charitable foundation.

In 1889, Carnegie wrote an essay about his
views of philanthropy, entitled “The Gospel of
Wealth.” In it, he says that capitalism makes
society better for everyone, but that it also cre-
ates disproportionate wealth for a few. Those
few have an obligation to spend it on philan-
thropy while they're alive rather than spend
it on themselves, give it to their children, or
leave it to charity only after they die. “Under
its sway we shall have an ideal state, in which
the surplus wealth of the few will become, in
the best sense the property of the many,” he
wrote. “Thus is the problem of Rich and Poor
to be solved.”

Carnegie’s practices have influenced those
who have come after him, even if they choose
to pay their workers well and negotiate rather
than open fire. You can read “The Gospel
of Wealth” online at www . swarthmore.
edu/SocSci/rbannisl/AIH19th/
Carnegie.html.




Chapter 2

The Socially Responsible
Enterprise: Understanding and
Monitoring Performance

In This Chapter

Knowing how businesses turn a profit
Understanding why investors are important
Discovering who has a stake in the business
Getting the principals and agents together
Operating a business the socially responsible way

Wlether it’s a business or a school district, organizations need financing
to grow, and they often have to rely on outside investors to help them.

That means they need to operate in ways that make investors comfortable and
ensure a good return on the investment. A business that plays fair and respects
all of its stakeholders — employees, customers, vendors, and the community —
not just its shareholders, is likely to do well in the long run. And that’s the point
of social investing.

This chapter looks at the research and approaches covering how responsible
organizations perform. Social responsibility doesn’t seem to cost shareholders
anything in the way of performance, a concern of some people interested in
responsible investing. In fact, socially responsible businesses may have an
edge in attracting low-cost capital, recruiting great talent, satisfying customers,
and operating with less interference from government regulators.

In this chapter, I also help you understand how responsible organizations
operate and what information they share with investors. Knowing this
information helps you justify your social investing activities (like you need
any help with that, because you’re reading this book). I also introduce and
give you some insight into the research and analysis steps covered in more
detail in Chapters 4 and 5.
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Looking at How a Company
Makes Its Money

The hardest thing for any company to do is to come up with a product or
service that people are willing to pay for. Companies have to do that (and, it
is hoped, do that responsibly) to stay in business. Because it’s the first step
for business success, it should also be the first step for an investor who cares
about social change.

Those goods or services that people are willing to pay for lead to a return for
shareholders, and that’s a company’s reason for being. Social investors are
investors first! Many of the things that companies can do that are socially
responsible are also good for the shareholders, and a lot of other things don’t
matter one way or the other, so the company can make the right choice and
keep shareholders happy.

In academic theory, a firm has no purpose other than to maximize share-
holder value. In practice, many companies can maximize shareholder value
while also behaving responsibly.

Businesspeople like to talk about their business models, which are nothing
more than the explanations of how a company makes its money. It’s the way
that a company captures the value that it offers to customers. Is its model to
be the lowest-cost provider? If so, the company will approach business
differently than one offering luxury goods. For that matter, a company that
wants to be a low-cost provider through volume discounting will have a
different business model than one that wants to be a low-cost provider by
making it easier for customers to do things for themselves.

A company’s business model influences the social choices that a company can
make because it affects how it can spend money while keeping shareholders
happy. If customers demand the absolute lowest prices, then management may
have less leeway to spend money on responsible initiatives and still keep its
customers — and shareholders — happy.

On the other hand, Wal-Mart (NYSE: WMT), which uses this low-price business
model, found that it could keep prices low if it reduced energy costs not only

in its stores, but also in every step of its supply chain by helping its suppliers
reduce their costs and by managing its transportation better. Hence, the com-
pany was able to deliver on its business model while improving the environment.

The business model is set out in three parts: the mission, strategy, and tactics.
A few companies set these out for you in a nice brochure, but most make you
figure out what’s what. In the following sections, I explain how business models
work, as well as how a company’s product may influence your decision to
invest in the company. Then I take a look at how a company gets its products
and services into customers’ hands.



Chapter 2: The Socially Responsible Enterprise 25

3

Mission, strateqy, and tactics

Many companies have mission statements to describe what they hope to

do. The statements are usually just two or three lines long and describe the
company’s business and operating philosophy at the very highest level: “We
will be the premier widget company, exceeding customer expectations. We
recognize that employees are our number-one asset and that everyone in the
organization is responsible for our sterling reputation.”

But even though many mission statements rely on clichés to telegraph complex
ideas, they still give an indication of what the company’s priorities are: Is it the
product or the service? Does the company emphasize low prices or high quality?
Does it make an explicit statement of responsibility toward customers, the
community, or employees? Is the mission high-minded, such as creating a
healthy world, or is it practical, such as to be the market leader? It’s the starting
point for all decisions down the line.

Not all companies have an explicit mission statement, but it’s possible to
get a sense of a company’s mission from its different shareholder reports and
marketing materials.

The strategy is the plan for putting the mission statement into action. It looks
into the future. It isn’t updated frequently, but it does change as needed to
reflect changes in the company’s operating environment. If the company’s
mission is to offer low prices to customers, then the strategy may be to buy
in volume, sell direct rather than through retail stores, or operate with very
low overhead. A company with a mission of offering cutting-edge technology
may have a strategy of doing intensive research to develop completely new
products, or it may choose to find new technologies through acquisitions or
licensing arrangements.

Tactics are the methods the company uses to meet its strategy. If the strategy is
to do intensive research, then the tactics may include such matters as recruiting
scientists, choosing promising areas for further study, and applying for patents
whenever appropriate. Because the tactics are the specific steps used to run

the business, managers may change them frequently to meet the needs of the
ever-changing marketplace.

An organization that really wants to be socially responsible needs to behave
well in its mission, its strategy, and its tactics. Ultimately, though, the tactics
are most important because they are responsibility in practice. Tactics are
where the rubber meets the road.

More than one company has written a highfalutin’ mission strategy and used
a business model that could be socially responsible. Day to day, though, the
managers used tactics that generated immediate results with no thought to
long-term effects or social missions. Why? Because they were paid for those
immediate results, with no questions asked about how they got them.
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Sometimes mission statements are marketing tactics rather than true guidelines
for corporate behavior. Don’t invest based on a mission statement. Do your
research to see if the management walks the talk in its strategy and tactics.

Those goods and services
that make the money

Many social investors look at the revenue line first. Does the company make
alcohol? Pork sausage? Pornography? Weapons? If so, then the investment
may not be acceptable under their investment guidelines, and no other factor
can change that — not the company’s governance, its treatment of employees,
or its environmental practices.

If the company passes that top-line cut, though, you’ve got some more work
to do if you care about what a company produces. Are the products good
ones that add value to society? Does the company management manage the
product portfolio responsibly? Is the company working on new products that
could have a profound change on society? Are the fastest growing markets
ones that you want to support as a shareholder?

Evaluating existing products

Assuming that a particular company passes that first cut for you, you have
to do a bit more research. Even if the company’s line of business doesn’t rule
it out, other factors related to the product could, including how the product
can be used and how it’s disposed of. For example, toymaker Mattel (NYSE:
MAT) had a serious problem on its hands in 2007, when many of its toys
tested with higher lead levels than were allowed. Consumers were upset,
needless to say, and the stock price fell. Investors wanted to be confident
that the company was going to make good products that didn’t harm the
children who played with them.

Some companies sell products that are inherently dangerous (such as
tobacco), while others sell products that may be dangerous if used by the
wrong person, such as sporting equipment. Likewise, some companies make
products that may be appropriate for some users but not others, such as
R-rated movies. Not all of these dangers translate into business risks. As an
investor, you're free to invest in anything you want; some decisions may give
you comfort but not additional profits.

Building the better mousetrap

For some companies, the path to changing the world is through a better
product. Bill Gates’s vision was to put a computer on every desktop, and his
company, Microsoft (Nasdaq: MSFT), changed the way we work, play, and
communicate. Not everyone loves Microsoft, but its products made the world
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a very different place. Let’s face it, if companies are run for shareholders,
then a socially responsible corporation is designed to harness shareholder
greed to make the world different.

Greed may not be good, but it’s not always bad, either. You're investing
money because you want to have more money in the future. It may be for
things that are important to you, ranging from college for your children to a
comfortable retirement or bequests to charities that you care about, but still,
you want more money. So do businesses.

Many businesses come about because a visionary entrepreneur sees the
opportunity to make a lot of money by developing a product that changes
the way the world works. Some are good, some are bad. A bottled water
company simply takes something that’s more or less free from the tap, puts
it into plastic packaging, hauls it to stores in trucks that burn fossil fuels,
and charges more money per gallon for it than gasoline costs. It’s a sweet
business model — it takes a lot of vision to realize that there’s a way to
charge people $1.49 for something that used to be free — but it’s not exactly
socially or environmentally responsible.

Companies produce what consumers want to buy. Bottled water may not

be the most responsible product on the market, but if people stopped buying
it, the companies that package it would find new products to sell. If they
didn’t, other companies would see the open space in store refrigerators, and
they’d figure out something new to bring to market.

Some people have the vision to see that there are huge profits to be made from

a car that runs on something other than fossil fuels. There are profits to be made
growing food without pesticides, and profits to be made developing low-cost
computers for people in developing countries. You don’t necessarily have to
invest in start-up companies to have a stake in innovative new products, because
successful large companies are often working on the Next Big Thing too.

Getting the products to market

After a company has a product to sell, it has to figure out a way to do just that:
Sell it. This involves a combination of packaging, advertising, promotion, and
distribution; like all things socially responsible, getting the product from the
factory to the shop and into the customers’ hands can be done in responsible,
neutral, or irresponsible ways.

Packaging and distribution are closely related matters of sustainability and
cost control. Packaging can be designed with reused and recycled materials
and then be easy to reuse or recycle, or it can be made from all new materials
and in as big a quantity as possible. Likewise, the choice of distribution
method and location also has environmental and cost effects; the more
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efficiently companies can get goods from place to place, the fewer resources
will be consumed. You can find out more about packaging and distribution
issues in Chapter 8.

But then, who buys those packaged goods after they end up on the shelf?
Some investors don’t care, because it’s not part of their investing style. But
some do. They may not feel comfortable investing in companies that market
to teenagers with R-rated catalogs, that sell expensive products to people
who can’t afford them, or that push goods too aggressively toward children.

It’s probably easier to find out about a company’s marketing practices than
almost any other aspect of its business, because the goal of marketing is to grab
attention. If you don’t feel comfortable with the product or how a company
sells it, you don’t have to buy the stock. This is one of those operating areas
where a change may not add to shareholder value. In fact, changing an effective
(although tacky) marketing strategy can take value away.

Why Businesses Need Investors
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Why even take on investors in the first place? You can probably think of
companies that are owned by the founder or that have a small number of
investors and never issued shares of stock or borrowed a dime from anyone.

And all of these companies are small. That’s the sad truth.

At some point, most business owners have to make a choice: stay small and
make a good living for the owner, or get a lot bigger (and quite possibly make
an even better living for the owner).

Do you want a big piece of a small pie or a small piece of a big pie? That’s the
nut of the expansion question (and if we’re talking nuts, [ suppose we’re talking
about a pecan pie).

Expansion can be risky, but risk generates the potential for return. The owner
can give others a share of the business in exchange for the money to help it
grow larger, or he can take on debt to fund the growth, choosing to deal with
lenders instead of additional owners.

Think of financing an expansion this way: Suppose you want to buy a house.
You can save up money for years and then pay cash for it; you can find a
partner to go into it with you — maybe your parents will give you some of
the money, or maybe you find a friend and you split the purchase of a two-flat;
or you can go to the bank and take out a mortgage. If you find a partner or



<MBER
S

Chapter 2: The Socially Responsible Enterprise 29

take out a loan (or both), you can probably buy a larger place and enjoy it
for more years than if you save up your money until you have enough to buy
the place yourself. Of course, if you borrow money or share the purchase
with someone else, you add some risk. Miss a payment and the bank will
foreclose. Get into a fight with your partner, and you may both have to sell to
someone else to get out of the deal.

Businesses want to keep investors happy, because they want the funds that
will help them get larger. A larger business means more opportunities for the
managers to make money and gain experience, and it means more opportunities
for the founding owners to make big bucks.

Companies that want to grow need money. Some companies generate enough
money from their business to finance all the expansion they could possibly
take on, but most companies reach a point where they need to issue stock or
borrow money to build a new factory, make an acquisition, or get great new
products out to market. To get that money, the firm has to persuade someone
else that it deserves it. Incorporating social principles into the company’s
culture can help a business attract capital and meet investor expectations for
return.

Attracting capital

Research shows that about 11 percent of assets under professional
management follows social criteria. Many social investors are large institutions,
such as pensions or charitable endowments, which control millions or even
billions of dollars (you can read more about these investors in Chapter 3).
With so much money at stake, an organization that wants to expand ignores
the concerns of social investors at its own peril.

Some social investors look at governance factors, like the makeup of the
board of directors (you can find out more about that in Chapter 7); others
may have strict criteria dictated by their religious faith (see Chapter 10 for
some of those restrictions). The more investors that a company or investment
project can attract, the easier time it will have raising money — and the
lower the cost of fundraising will be.

In order to expand, many business managers find that they have to listen to
investors’ concerns and make changes accordingly. Whether it’s releasing
more accounting data, adding strict requirements for contractors operating
in developing nations, or getting out of a product line that generates a great
deal of pollution, social policies can help businesses expand by attracting
new sources of funds.
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Meeting investor expectations

At heart, companies are to be run for shareholders. In theory, shareholders
just want to make as much money as possible. However, some investors will
take a lower return as long as their goals are being met. They’d rather make a
little less money in a company that suits their nonfinancial preferences than
go for the gusto in a business that doesn’t match their personal mores. A
savvy corporate treasurer may find that following social principles may help
the company borrow money at a lower rate, pay a lower dividend, or manage
with less attention to the stock price. That can save the company a lot of
money, which can go to executive bonuses (ahem) or to fund future growth.

When you do your research, you figure out if the company is responsible for
the right reasons — or if it’s truly responsible at all.

One tool that many companies use for figuring out what projects to take on is
the net present value rule. A company forecasts the revenue and expenses of
the proposed project (which could be as big as an acquisition or as small as a
new marketing campaign), and then it finds the present value of these by using
the rate of return that shareholders expect to make (which is usually based on
historic returns or analyst estimates). If the net present value is positive, then
the project is likely to be a good one.

Following social principles can help generate more positive net present value
projects in two ways.

v First, it may attract new revenues or reduce certain operating costs,
which will increase the forecasted cash generated from the proposed
project.

v Second, it may lead to a lower cost of financing for the company because
investors will have a lower required rate of return, and that leads to a
higher net present value.

Balancing What's at Stake: Shareholders
versus Stakeholders

A business can’t be socially responsible unless it can make the business case
for being so. That’s not impossible, because many companies have done just
that over the years. But it’s not always easy.

Legally, corporations are managed for the benefit of their shareholders, who
own the company. The owners expect the managers to make money for them!
In the United States, corporate managers have a fiduciary responsibility to
maximize shareholder value while complying with other laws (Chapter 3



TEc/l4,

Chapter 2: The Socially Responsible Enterprise

covers fiduciary responsibility in more detail). Some managers have
interpreted that to mean that even the teensiest bit of philanthropy is wrong,
wrong, wrong because it hurts shareholders. But over the long term, making
money for shareholders involves behaving responsibly to others who have a
stake in the business.

The following sections cover the differing interests of shareholders and
others so you can understand the situation that managers are in as they try
to do the right thing. I also talk about a philosophy that can bridge the gap
between the shareholders and everyone else, the so-called triple bottom line.

Maximizing shareholder value

The key responsibility of a company is to maximize wealth for its owners,
the shareholders. That’s a main tenet of financial theory, and it’s held up in
courts as well. A company’s management has a fiduciary responsibility to
serve shareholders.

This isn’t as mercenary as it may seem to someone who's not a shareholder.
Usually, what makes shareholders happy makes everyone else happy, too: good
products or services that customers gladly pay for, with good employees who
are paid well for running the company efficiently. But there are some potential
pitfalls.

Potential problems

Sometimes management’s desire to get paid well while keeping those pesky
shareholders off its back leads to cut corners and even outright fraud,
destroying the business.

There’s another problem with simply maximizing shareholder value. Some
shareholders care only about the short term. They just want a big profit now,
and they don’t really care about what happens a month or a year or a decade
from now.

Most investors are big institutional investors, such as pension plans or
mutual fund companies, and the managers of those funds have to show high
performance or the money will go to someone else. They need to beat the
market right now, this month, this quarter. Sure, the money in the fund may
not be needed for a long time, but that doesn’t mean the money manager has
the luxury of thinking long term.

In 2002, the last year for which the New York Stock Exchange has data, 21.5
percent of U.S. stocks were held by pension funds and 49.8 percent by such
other institutional investors as foundations, endowments, and mutual funds.
Another way to think about that is that 71.3 percent of stocks are held by
institutions that live and die by quarterly performance, which forces a lot of
managers into a short-term perspective. Ouch!
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Customer service

Much of what maximizes value over the long term can be costly now, and that
doesn’t maximize value for the shareholder with the short-term perspective.
Think about customer service. It’s expensive to keep customers happy. You
have to take back defective products, answer a lot of questions, and have

a happy staff that smiles a lot. Keeping those customers happy keeps them
coming back over the long term.

Customer service is an ongoing expense that creates long-term value. A
company can boost its profits in the short run by cutting back on customer
service, which may make the short-term shareholders happy, but all the
annoyed customers will go elsewhere, harming long-term shareholders.

The key debate about socially responsible behavior by corporations is
whether it’s good or bad for shareholder wealth. Is it a big expense that
detracts from the ongoing mission of making money, or is it an investment that
may take a little from profits now but make the company stronger for years to
come? Investments in good governance, clean technology, or sustainable
economic development may take years to pay off, even if the payoff will be
spectacular. Not all shareholders are patient enough to wait, and some may
push the company to give up the project.

Remembering stakeholder value

Stakeholders are not shareholders. They're all the other people that contribute
to the success or failure of the corporation: employees, vendors, customers,
members of the community where the company has facilities, and regulators,
among others. In the short run, corporations can maximize shareholder value
without even thinking about the other stakeholders, but it can’t do so in the
long run. A company that wants to maximize shareholder value for years to
come needs to think about its stakeholders — how it will recruit workers,
retain employees, and work with the community at large.

Companies are supposed to maximize shareholder value because the
shareholders are the owners. They put up the money for the company to
operate, and they expect a return. However, companies use more than just
shareholder capital to make the business possible. They need other inputs
for their operations. And some of the key inputs belong to no one but affect
everyone: air, water, soil.

Externality is the term economists use to describe the effects that a business
has on things that are outside of the price of the goods or services that it sells.
For example, if a business is polluting the water, there’s a cost to the world,
but it’s not included in the price of the product. That’s a negative externality.
Externalities can be positive, too; maybe the company sponsors the local
symphony as a way of marketing to its target customers, but all music lovers
benefit from the donation.
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Uniting shareholders and stakeholders
with the triple bottom line

Because a company’s management team has the responsibility to maximize
shareholder value, it can’t pursue any projects that benefit stakeholders
unless it can show that these would ultimately pay off for the shareholders.
A company that plans to stay in business for a long time needs to keep other
stakeholders happy.

The triple bottom line, popularized by a book of the same name (written by
Andrew W. Savitz and Karl Weber and published by Jossey-Bass), asks
companies to account for how their operations and strategies affect people,
the planet, and — of course — profits. The goal is to get companies thinking
about how they will generate profits over the long haul by protecting
important inputs.

A key maxim in business is that you get what you measure, because that’s how
managers set their priorities. That’s why an accounting system that looks at
externalities as well as plain old profit is more likely to generate good results
for society as a whole.

A UK. organization, AccountAbility (www.accountability21.net), has drawn
up standards similar to Generally Accepted Accounting Principles (GAAP; the
rules that govern accounting in the United States) to help companies report their
social and sustainable activities. About 200 companies use them now, and the
hope is that more will soon adopt the standards to help investors and others
understand the effects of business activities.

Remembering the people

Companies involve all sorts of people: employees, customers, contractors,
and residents in the communities surrounding their facilities. The people
part of the triple bottom line recognizes that companies are accountable to
the people they touch. The needs of the people may vary from place to place
and time to time, but paying attention to how they are treated — and keeping
track — will lead the company to do the right thing for its stakeholders and
shareholders alike.

One reason to pay attention to people? People talk. And sometimes, they sue,
which costs the company money. An organization’s reputation is built on how it
treats the people whom it deals with, no matter who they are or what they do.

Protecting the planet

The planet measure of the triple bottom line looks at how a company’s
activities affect the environment, from the very moment a product is a gleam
in an industrial designer’s eye until it’s dead and buried — or not — in a
landfill somewhere.
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A company’s environmental responsibility derives from how a product is
sourced, manufactured, and moved to market, but it’s also affected by what
the company does at headquarters and how it works with its contractors.
(No fair claiming to be clean while outsourcing your manufacturing to a
contractor in a country with no environmental laws, and then flying in a big
old carbon-spewing airplane to check up on things!)

The planetary measures on the triple bottom line can be controversial because
the science around air, water, soil, and climate evolves as researchers discover
more about the world around us. No matter how strong the effects of carbon
on climate change, polluted air isn’t good for anyone. Businesses (and their
customers and shareholders) need natural resources to survive, so they need
to use them with care.

Don’t forget profit!

The bottom line is that a business has to make a profit to stay in business,
and the triple bottom line philosophy recognizes that. Without profits, the
business will close, and that harms the employees who need jobs, the
customers who need what the company provides, the government that relies
on it for taxes, and the shareholders who need a rate of return to meet their
goals. The company has to show a profit, or the enthusiasm for its social
activities will die off faster than a polar bear on a melting iceberg.

Ideally, the short-term profits will allow the company to afford its investments
in people and planet, while those sustainability investments will pay off in
long-term profits for the smart, socially responsible shareholders.

Heading Off Principal-Agent Problems

Socially responsible investors want to invest in companies that reflect their
values. As owners, they want the managers who work for them to behave in
responsible ways.

But managers are human beings, and as human beings, they may want to do
what’s best for themselves, not necessarily for the people they work for (not
all are this way). Most corporate managers want to maximize their own
compensation and career opportunities. Although that’s to be expected,
raises for employees may well mean reduced profits for the shareholders.

Then throw into the mix that some investors have a short-term perspective
(a problem outlined earlier in this chapter), while others want the company
to be around for the ages.

There’s a term for these conflicts of interest between managers and differ-
ent types of investors. It’s the principal-agent problem, with the investors (or
owners) being the principals and the managers being the agents. It’s hardly
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insurmountable, but it requires that management be transparent about what
it’s doing so the shareholders have enough information to make decisions. It
also requires that shareholders pay attention so they can influence what the
management team is doing before problems develop. The following sections
provide information on what you, the potential shareholder, can look for in
terms of what you are and are not likely to find out about a business.

Transparency: How clearly you
can understand the business

Managers often have very good reasons for not telling everyone everything
about what they’re doing. Suppose a company that you invest in is about to
announce an amazing new technology that would reduce energy costs and
improve water quality in developing nations. Well, gosh, wouldn’t they want
everyone to know? Wouldn’t you, as a part owner of this company, want

to know exactly what the technology is, and when it will be rolled out, and
at what price, and what profit level, and what goals for market share? Sure
you would.

And so would every one of the company’s competitors. They, too, would
want to know all about this technology, how profitable it is, and how much it
will cost so they’ll be ready to strike back!

Hey, it’s tough out there. Businesses all over the world are fighting each
other every day for customers, for great employees, and for slight advantages
that add up over time.

As a shareholder, you don’t have the right to information about the tiniest
details of the business, because the business can’t compete without keeping
some information confidential. However, you have the absolute right to basic
information about the company’s finances. More on that in the next section.

Monitoring your holdings

Much of this book is about how to do research on different companies and
investments to find out how well they match your investment criteria.

Now, all investing requires some work. You have to

v Figure out your risk parameters and your desired return
v Set appropriate goals
v Find suitable investments

v Track your returns to see if you need to make changes
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& your personal goals as well as your financial ones. (Many a business has
announced an exciting new initiative, and then switched course midstream.)
As an owner, you take on the cost of making sure that the business you invest
in meets your priorities.

In a perfect world, the managers tell you everything you need to know. But
where is this perfect world? Most managers report only what they have to,
usually as mandated by such government regulators as the U.S. Securities
and Exchange Commission, and not always in a format that’s easy for regular
folks to read. Because the managers don’t perfectly represent the interests of
all the shareholders, at least a few of them have to do their own research to
see how management is doing.

Of course, that’s why you’re reading this book! Much of it is about how to
determine whether an investment suits you. So keep reading!

Getting owners and managers
on the same side

Owners and managers don’t have to be locked in bitter combat. Just as the
business can do well for shareholders while still respecting the interests of
other stakeholders, so can it make shareholders wealthy while still rewarding
managers for their hard work. The way to do that is by making owners out of
the managers. This may call for a little shareholder activism (see Chapter 5
for more information).

Many companies give employees an ownership stake in the company. That
way, the employees benefit when the shareholders do. Companies can do
this several ways:

v Giving stock as compensation: Some companies give all employees a
few shares of stock when they join the company or after several years of
service. The stock may come in the form of a bonus, or it may be part of
the ordinary compensation package.

1 Retirement plan matching: If the company offers employees a voluntary
retirement plan, such as a 401(k), it may match some or all of the employee
contributions with company stock.

v Stock purchase plan: As an employee benefit, many firms allow workers
to buy stock without commission, often at a discount to the market price.

1+ Employee Stock Ownership Plan: Often called an ESOP (pronounced
eee-sop), an Employee Stock Ownership Plan allows the employees as a
group to purchase all or part of the company. This often occurs when a
division of a larger company is being spun out as a separate company or
when a business is doing a major restructuring.
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v Granting employee stock options: A stock option gives an employee
the right, but not the obligation, to buy shares of stock in the future at a
price agreed to today. For example, a company may give employees the
right to buy stock three years from now at $5 per share. If the price is
above $5, then the employee can exercise the option and sell the shares
on the market for a nice profit. That gives the employees an incentive to
get the stock price up above the exercise price. Stock options are cheap
for companies to offer, too.

Check out Chapter 11 for more details on these employee stock plans.

Stock options can make managers rich, but they don’t always benefit share-
holders. Companies have been known to give too many options away, to set
the price so low that holders will always make money, or even to reset the
price so employees can exercise the option at a profit even if the stock price
went down on their watch. Although options can ally managers with owners,
it’s more effective to give employees actual shares if reducing conflicts of
interest is the goal.

Operating the Organization: Better
Performance from a Clean Approach

Investors do well when their investments do well. Social investors hope to do
good, too. But does good behavior help a company to do well? In many cases,
yes. Following social principles can help a company stand apart in a crowded
market. It can attract new customers, retain strong employees, and avoid the
hassles of regulation while also keeping its investors happy.

In this section, I cover just a few of the ways that a clean approach to opera-
tions helps the company perform better (and better operating performance
should lead to better investment performance).

Courting customers

Think of just about any product you can buy. Do competitors offer alternatives?
Can you find a suitable substitute? Can you do without it? If the answer to even
one of those questions is yes, then the company has to fight for your business.

Many companies find that customers want to do business with ethical
companies that treat their employees well and work to minimize externalities
(the effects that a business has on things that are outside of the price of the
goods or services it sells). Customers who are trying to be more conscious
of the effects of their purchasing decisions appreciate businesses that help
them out by offering goods and services that are good for society and the
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environment, or at least not as bad as those offered by other companies.
Thus, following socially responsible tenets can help a company attract and
retain customers.

And attracting and retaining customers is key to business success! The
hardest thing for any company to do is come up with a product or service
that people want to spend money for. When you think of all the choices you
have, any company that you deal with should be trying to keep you happy.
(Not all do, of course. But that’s probably because the management figures
that you have few other options or that it’s cheaper to get a new customer
than to satisfy a current one. It happens.)

Because customers, like investors, care about how their money ties to their
values, they’re more likely to do business with companies that support their
values. Whether it’s developing environmentally friendly packaging, divesting
from a war zone, or dropping advertisements from violent television shows,
many businesses find that a social perspective brings dollars in the door.

If customers don’t like how a business operates, they’ll take their money
elsewhere. At an extreme, they’ll organize a boycott, in which they not only
avoid a company’s products, but they also encourage everyone they know

to do so, too. The negative publicity from a well-publicized boycott often
generates enough pressure to get the company to make changes. And in some
cases, the bad public relations linger long after the business has improved its
standards.

Attracting employees

Companies are only as good as the people who work for them. That’s why
most businesses struggle to attract and retain good employees. While there
may be ups and downs in employment as the economy zigs and zags, the
long-run outlook is good for skilled workers: As the U.S. population ages,
more workers will retire, leaving fewer folks to mind the store.

Many people want to work for an employer with integrity, one that doesn’t
cut corners on compliance matters, customer service, or care for the envi-
ronment. When the baby busters (the smaller demographic group following
the baby boom) have their pick of employers, companies will have to com-
pete for their talent, and workplace culture will be one of those measures.

No matter how competitive the job market is, organizations want employees
whom they can count on. Many a business has been damaged by the actions of
one or two rogue workers who take money, arrange kickbacks, or selectively
overlook wrongdoing to get a deal done. A business that has an ethical work-
place culture is likely to avoid such problems, if only because the workers it is
most likely to attract are least likely to behave badly.
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Reducing regulatory hassles

Free markets? Unfettered capitalism? Not hardly. No matter where in the
world a business operates, it has government overseers. A whole range

of national, regional, and local agencies keeps an eye on what companies
operating in their little corner of the world do. The agencies want to make
sure that the company meets whatever laws apply: employment conditions,
worker and product safety, environmental regulations, accounting integrity,
taxation.

Regulators can create hassles for a company. When a regulatory agency
suspects a problem, it can send investigators and use subpoenas to get
information about the situation. Even if it finds nothing wrong, complying
will cost the company money and take time away from the business at hand.
And if the agency does find a problem, it can slap the company with fines
and sanctions that don’t exactly enhance shareholder returns. At a minimum,
mention of the investigation in the media will bring unwanted publicity to the
company.

¢MBER If a company doesn’t behave well, new regulations can be passed to try to
get change, creating a new layer of costs and headaches. (At an extreme, the
Sarbanes-Oxley Act of 2002, which overhauled the U.S. financial reporting
system and cost companies millions of dollars to meet its requirements, was
passed in response to the behavior of just a handful of people at a handful of
companies, like Enron and WorldCom. Ouch!)

Regulation isn’t going away, because there are always going to be a few
companies that don’t play nice with everyone else. Given that it’s a reality,
the best way for a company to avoid the pain of regulation is to do right in
the first place. Sure, there will still be pages of forms to wade through and
lists of requirements to check off, but there will be less interference from the
agencies for those businesses that get it right the first time. Companies that
meet many social investing criteria are more likely to follow the rules and
less likely to run into trouble with the Feds.

Opening international markets

It’s a big global world out there, and businesses that have a reputation for
good behavior have an easier time with global expansion. Sure, a corrupt
company has a big advantage in a few locations, but those aren’t exactly the
most desirable markets to be in. Instead, a company that’s looking for joint
venture partners, overseas distributors, or plain old customers is better off

if it has a good reputation back home and a culture that supports such
transparent business practices as cooperation with regulators and disclosure
of payments in order to head off bribery.
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A global brand is an enormous asset, one that forms the competitive
advantage that investors and managers alike crave. One way to build that
brand is to adhere to high standards, no matter where the business operates.
That prevents problems at home and abroad.

Investors at home care about a company’s actions overseas. Many a
corporation with a household-name product has found itself in hot water
with customers when investigators discover that it operates sweatshops,
pollutes the environment, or does business with countries with human rights
violations on the other side of the globe.

Accounting for tax advantages

Taxes pay for schools and roads, but no one really enjoys paying their share.
Many businesses can reduce their pain come April 15 through clean, socially
responsible operations. How? Well, national, regional, and local governments
offer tax breaks that savvy social businesses can claim.

For example, many economically disadvantaged regions want to attract
employers. One way they can do this is by offering tax breaks to companies
that agree to add a certain amount of business or hire a set number of
workers in the local economy. Many investors seek out companies that are
committed to economic development, which you can read about in Chapter
6; social investors who prefer investments in real estate, which is covered in
Chapter 15, will almost always look at the tax benefits related to economic
development projects.

Charitable donations are deductible from income taxes, and one way that
many companies give back to their local communities and build their brands is
by supporting philanthropic activities. It’s another twofer: a benefit to society
and a benefit to the business, and what social investor doesn’t like that?

Finally, spending to support the workforce is almost always deductible, and
it’s almost always associated with the kind of company that a social investor
likes. Healthcare, retirement benefits, and safe workplaces all cost money,
but those expenses lead to tax savings (not to mention lower workforce
turnover and higher productivity). You can read more about how companies
support their employees in Chapter 11.



Chapter 3

Understanding Why Institutions

Invest the Way They Do

In This Chapter
Defining the fiduciary role

Outlining the rules for fiduciaries

Employing tools for better investing

f you're simply trying to do better with your life and your investments,

you may be tempted to skip this chapter. Do you care about what big,
rich, professional investors are involved with? Probably not. But if you're
interested in social and activist investing, then you may want to pay attention
to what the people with the mega millions are doing.

For example, if you would like your employer to offer a socially responsible
mutual fund as one of the choices in its 401(k) plan, or you want your college
to consider greenhouse gas emissions when choosing investments, you need
to know how to make your case! This chapter covers the constraints that
pensions, foundations, and endowments have so you can better understand
how to influence their choices.

And if you're not interested in this chapter, that’s okay. It won’t be on the
final exam.

Pensions, foundations, and endowments dominate most stock market trading,
and they lead many of the big shareholder activism projects. But they aren’t
faceless institutions. The folks who manage these funds are accountable to
many others, including average people (who may be beneficiaries, donors, or
employee representatives) simply trying to live better lives and make better
investments. They may be managing your retirement, supporting charities
that you care about, and financing your education.
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Getting Familiar with the Rules

It may seem that Wall Street is populated with gun-slinging capitalists who
do whatever they want, but it’s not. Many corners of the investment business
are highly regulated, and that can affect if and how investors choose to be
responsible.

Because pensions are required by law to maximize investment performance,
much of the research on how to make social investing profitable has come
from these rich and rarified corridors. Money managers who want to collect
fees for managing these large pots of money work to find ways to help these
institutions meet their social and financial obligations. Their efforts, in turn,
have helped improve the performance of other social investments, such as
mutual funds. However, there are rules that must be followed.

The U.S. government guarantees employee pensions in the event that the
sponsoring employer goes bankrupt. In exchange, the government places
strict rules on how pension plans are invested to ensure that those plans
remain solvent. That’s why pension plans have to put social responsibility
behind performance. Still, many manage to invest responsibly, and their
experiences have influenced the entire field.

These rules can affect how your retirement money is invested. But you may find
yourself in a position where you have to follow them. Maybe your union elects
you to the board of the pension trust. Maybe you join a nonprofit organization’s
board of directors and have to make decisions about what to do with the
endowment. Or maybe you take a job with a not-for-profit hospital or university
and find that your budget is constrained because of endowment restrictions. If
you know a bit about the rules and why they exist, you can ask better questions
and make better decisions.

The fiduciary fix

A fiduciary has legal responsibility for investing for the beneficiary’s benefit
and no one else’s. Someone acting as a fiduciary can’t invest for his personal
gain, nor can he make decisions that may benefit anyone other than the
beneficiaries.

MBER Fiduciary decisions are different from business decisions. A fiduciary decision
involves how to invest in the plan, but a business decision is whether to offer
the pension plan in the first place. After the plan is in place, all fiduciary
requirements have to be met.
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In general, fiduciaries must

v Act solely in the interests of the investment program’s beneficiaries for
the purpose of providing benefits to them

v Carry out their duties prudently
v Follow the investment documents
v Diversify investments

v Pay only reasonable expenses

Covering corporate pensions

A pension is a retirement plan offered by an employer. In the United States,
pensions fall into two main categories:

+* Defined benefit: In a defined benefit plan, the employer agrees to
pay retirees a set percentage of their salaries when they retire. The
employer is responsible for investing the money appropriately.

v Defined contribution: In a defined contribution plan, the employer
agrees to set aside some amount of the worker’s pay (often as a match
for whatever money the worker agrees to contribute); usually, the
worker can choose to invest the money in a variety of mutual funds or
other investments. (A 401(k) plan is one of the most common defined
contribution plans.) The return isn’t guaranteed.

The organization setting up and managing the pension has plenty of rules

to follow to ensure that workers receive the money they’ve been promised.
Those rules affect social investing practices. It’s not easy for a pension to be
socially responsible, but it’s not impossible as long as the legal requirements
are met first (which I explain in the following sections).

The following sections help you understand why your pension is invested
as it is and why your 401(k) includes the choices that it does. Knowing this
information can also help you make your case for change, because change
has to be within these constraints.

Participation in many retirement plans is optional, but you shouldn’t opt out
if the fund doesn’t offer an investment choice that matches your mores. You
can often save far more money within a retirement plan than outside of it
because of the tax advantages and employer matching funds. That employer
contribution is free money! All you have to do to get it is join the plan. In most
cases, you can do more good by investing in the retirement plan. For example,
you can donate some of the money that you otherwise would pay in taxes to
organizations that you care about, instead of opting out of the retirement plan
in favor of a social investment that doesn’t have tax benefits or an employer
contribution.
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Introducing ERISA

ERISA is a pretty word, isn’t it? Doesn'’t it seem like it would be a unique name
for a baby girl? It stands for the Employee Retirement Income Security Act of 1974,
and it’s a powerful law. It explains what a private company offering a pension
plan must do to keep the plan legal; in exchange, the IRS gives employers a tax
deduction for contributions to many types of plans, and the U.S. government will
insure pension benefits in the event of a corporate bankruptcy.

Under ERISA, a company offering a pension plan must

v Have a written plan explaining how the pension is set up and operated

v Create a separate trust fund to hold plan assets outside of the
corporation

v Develop a record-keeping system to track funds

v Prepare documents giving information to employees and to the
government

Employees, who are the pension’s beneficiaries (people who receive the
investment’s income), often have their own ideas about how the money
should be invested. Some of these ideas would seem to benefit them, too,
but that doesn’t mean the ideas can be included in the pension’s investment
policy.

“Wouldn'’t it be great if our pension were only invested in unionized
companies?” the employees might say. And yes, it would be great, if (and
only if) stock in those companies offered comparable investment returns to
nonunionized companies. However, the risk-and-return decision has to come
first. The pension has to be invested in order to generate the return required
to meet the payment obligations to the plan beneficiaries (for defined benefit
plans).

Now, that doesn’t mean that the pension has to invest in any old company
that meets the risk-return criteria. It simply means that the fund managers
have to look at return first. If they come up with a list of five companies that
meet their financial criteria, they can choose to invest in only the three that
also meet social criteria. But if no socially suitable investments are available,
the money must be put into the most financially appropriate investments.

If you want your employer to add a socially responsible mutual fund to its
401(k) plan, you’ll have a better case if you offer the names of funds that have
competitive performance. A great place to research mutual funds is
Morningstar, www .morningstar .com. There’s also a company called SocialK
(www.socialk.com) that offers a socially responsible 401(k) program that
companies can adopt.



Chapter 3: Understanding Why Institutions Invest the Way They Do

Quashing an ERISA myth

There's a common myth that pensions aren’t
allowed to pursue socially responsible invest-
ments under ERISA, but that’s not true. In
1998, the U.S. Department of Labor, which
enforces ERISA and other pension regulations,
issued an advisory opinion to Calvert Group, a
money management firm following a socially
responsible style, about whether such a fund

is appropriate under the law. The department
ruled that it is, as long as the risk-and-return
profile is better than or equal to that of a simi-
lar investment with no social criteria. You can
see the opinion, in all its glorious legalese, at
www.dol .gov/ebsa/programs/ori/
advisory98/98-04a.htm.

Some social screens may not increase investment return but can reduce the
costs of investing, and holding down costs is a major concern for fiduciaries

under ERISA. For example, companies with good governance may not always
have a better return, but it’s easier for investors to analyze and monitor them.

That’s one way a fiduciary can justify a socially responsible investment.

Fiduciaries: Looking out for the pension’s best interests

Remember when you were a kid and your parents wouldn’t let you do some-
thing that you really wanted to do? They’d say, “I'm only doing this for your

own good, and someday you’ll thank me.” Your mom or dad was doing
exactly what fiduciaries have to do sometimes.

A fiduciary’s loyalty to the beneficiaries is based on providing plan benefits,
not other matters that may be of interest to the beneficiaries. (Check out the

earlier section, “The fiduciary fix,” for more details on fiduciaries.) It’s not

always clear how a fiduciary’s decisions today best benefit the plan partici-
pants in the long run. The fiduciaries act for the beneficiaries’ own good, and

someday, during retirement, those beneficiaries will thank them. (Just like
you may now be grateful to your parents, or you may be in therapy to heal

the damage they did.)

For example, suppose the employer’s biggest customer is about to be taken
over by a competitor, and the plan owns shares in that company. Employees

may want the plan’s fiduciaries to vote against the takeover. After all, if it

goes through, it may hurt their business and cost them their jobs. That would
be bad for the beneficiaries! But if the acquisition increases the share price,

then the plan should vote for it because it would be good for the beneficia-
ries from the perspective of their pension benefits, which the fiduciaries

must put first.

As for how the business will compete after the acquisition? That’s an issue
for the company’s managers, not for its pension fund officers.
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Fiduciaries aren’t just for ERISA plans. Anyone you hire to help you with your
investment planning may be a fiduciary. What you need to know is, are their
fiduciary responsibilities to you or to the firm that employs them? That’s a key
question to ask!

Being prudent about managing money

ERISA creates another standard, that of a prudent expert. It’s an extension
of state laws that require people managing money for others to be prudent
persons. And just who is a prudent person? It’s a person who acts with
discretion and intelligence to seek a reasonable investment return. It’s an
unfortunate “you’ll know it when you see it” standard.

Under the prudent person rule, fiduciaries are expected to avoid speculative
investments. The prudent expert standard is higher; it assumes that this
person of discretion and intelligence has been trained in investing and stays
up-to-date on the state of the financial markets. So a prudent expert can invest
in speculative investments if they make sense relative to the entire pension
portfolio.

If you're invited to serve on an employee pension committee at your
workplace, or if you're elected to serve on your labor union’s pension board
of trustees, you’ll be held to a prudent person standard (unless, of course,
you have a degree in finance and work in the financial markets). But you’ll be
expected to use that status to hire prudent experts to help manage the fund’s
investments.

Managing state and local pensions

A state or municipal employee pension doesn’t have to meet ERISA standards.
Why? Because the federal government can’t interfere with the business of
running a state as long as the state laws are in accordance with the U.S.
Constitution. But this doesn’t mean that these pensions can do whatever they
want to, even if it looks like they can under the law.

ERISA was passed so that if a corporation goes bankrupt, the U.S. government
will take over the pension liabilities. However, if a state or local pension goes
bankrupt, who takes over the liabilities? You, the taxpayer, do. So if you're

a taxpayer with an interest in social investing, it’s good to understand the
financial issues and vote accordingly. But vote with your head before your
heart.

Here’s the thing: The good citizens of a state may want the pension money
invested in ways that suit their political and economic goals. “Wouldn’t it be
great if our state employee pension invested in companies that were based
right here? Think what that would do for our economy!” they say.
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But not every state is a booming economic machine, and not every company
is a worthwhile investment. In some places, billions of dollars invested in
local businesses would quickly lead to poor investment performance, and
then the taxpayers would be on the hook for making up the shortfall.

Some social investment styles can add value to the pension fund. For example,
maybe a company has a history of lax environmental standards that have
created huge liabilities. Avoiding that stock may help increase investment
returns.

The citizens aren’t the only ones with an agenda. Sometimes politicians want the
state and local pension funds to be invested in ways that suit their pet projects.
Maybe they want big investments in agriculture or in residential real estate in
their district or in alternative energy. They may make announcements in hopes
of garnering votes without considering the long-term tax consequences of sloppy
social investment policies. If these ideas don’t make financial sense, then the
pension beneficiaries will suffer and so, ultimately, will the taxpayers.

When it comes to pension investing, the rule should always be beneficiaries
first, social criteria next.

Checking out charitable foundations

A charitable foundation is a pool of money that’s invested for philanthropic
purposes. Some foundations support a specific organization, while others
give away grants to a range of worthy causes. You can usually deduct contri-
butions to charitable foundations from your income tax, and the foundation
doesn’t pay any tax on its investment performance.

Under U.S. tax law, a foundation has to give away at least 5 percent of its net
assets for appropriate charitable purposes each year. Some foundations are
tiny, and others are huge. The Bill and Melinda Gates Foundation, the largest
in the United States, has $37.3 billion in assets as of March 31, 2008, and pays
out about $2 billion each year.

Charitable foundations have a lot of freedom in their investment strategy
because they don’t have the same amount of oversight as that of an ERISA
fund. Some foundations view responsible investing as part of their mission.
Others prefer to invest for higher returns, with or without concern for the
responsibility of the investments, to maximize the amount of money they
can spend on their missions. A foundation’s trustees have a fiduciary
responsibility to the foundation’s beneficiaries, which means that they have
to consider investment performance.
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The Internal Revenue Service expects foundations to spend their money on
bona fide charitable purposes. The operation of a foundation is covered by
state laws governing trusts, which require boards of trustees made up of
prudent persons (those people who use diligence and care; see the “Being
prudent about managing money” section earlier in this chapter). Any charges
against a foundation for a breach of fiduciary responsibility are brought
under the law of the state where it’s based, not under federal law.

Most states have adopted the Uniform Trust Code, which standardizes
the management of trusts and foundations and the requirements of their
trustees — namely, that they be loyal to the trust’s beneficiaries. You
can see the model law at www.law.upenn.edu/bll/archives/ulc/
uta/2005final.htm.

The foundation investment trustees are not only legally accountable to the
fund’s beneficiaries, but they’re also morally accountable to those who
donate money. If the board isn’t making smart investment decisions, the
foundation may find that its ability to raise funds is limited. Donors want
their money to be put to good use, after all, and that means generating
enough investment return to serve the foundation’s beneficiaries for years to
come. Often, major donors are invited to serve on the board of trustees as a
way of creating accountability. And often, when a board is suspected of
violating its fiduciary responsibilities, it’s the donors who cause the fuss.

Appreciating endowments

Endowments are like foundations in that they’re designed to support a
philanthropic institution; donations to them are deductible from income
taxes; and the income they earn isn’t taxed. But they have one key difference:
An endowment is designed to support the institution in perpetuity (that is, to
go on forever). Whether the beneficiary is a university, a museum, or a
synagogue, and whether the endowment is in the thousands or billions, not
one penny of it has to be spent in any given year.

The biggest American endowments support universities. Harvard, for example,
has $34 billion and is the second-largest charitable fund in the United States,
behind the Bill and Melinda Gates Foundation (Mr. Gates, of course, isn’t

a Harvard alumnus because he dropped out after starting Microsoft in his
dorm room. He’s a contributor to his not-quite alma mater, though.)

Setting endowment spending rules

Universities tend to spend 3 to 5 percent of their endowments each year,
even though they don’t have to. Still, a lot of graduates leave with big student
loan burdens. That’s because many endowment funds are earmarked for
specific purposes, ranging from research in ancient Chinese literature and
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medieval music concert series to scholarships for students from particular
congressional districts. The endowment trustees have to honor the donors’
wishes when they determine how much money to spend each year.

By law, endowments don’t need to spend any of their money; the funds are
there for the perpetual support of the institution. If it doesn’t need the money
this year, then it doesn’t have to spend anything. Nevertheless, some people
believe that an endowment has a responsibility to spend its money.

However, many endowments do spend large amounts of their capital every
year on the institutions that they support. Therefore, they have to consider
their spending in their investment policy; it’s more important than any social
criteria in place.

Although foundations and endowments don’t have the same spending
requirements, endowments, like foundations, are accountable to people who
give money to the fund and to those who receive it. Some donors may not like
their money going to stocks in countries with repressive political regimes, but
others would be really unhappy to find out that fewer scholarships could be
given or less cancer research could be performed because the trustees made the
nature of the investments more important than the financial considerations.

Protesting for change on campus

Unlike endowments at other institutions, colleges and universities have
faculty and students who follow the news, study issues carefully, and are
happy to protest when they don’t like what they see. In fact, many faculty
members view endowment issues as an opportunity to help students learn
more about current events, ethics, and finance at the same time.

Protesting endowment investments is a time-honored tradition on many
campuses, whether or not the trustees like it. Because the world changes so
quickly, a social investing policy that made sense a few years before may not
fit anymore. As the issues change from sweatshops to the Sudan and a new
crop of students arrives on campus, there’s new pressure.

There’s even an organization to help students stay focused and run effective
campaigns. The Responsible Endowments Coalition, www . endowmentethics.
org, is a clearinghouse for student and faculty activities promoting social
investing on their campuses. The site includes information on key issues, advice
on how to work with administration and trustees, and sample proposals for new
investing policies.

On some campuses, students have worked with alumni to start alternative
foundations that invest according to socially responsible guidelines. Donors
can give money to the fund rather than to the endowment. Each year, the
alternative fund sends money to campus for current operating needs.
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Tools for Institutions with
a Social Mission
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An individual who wants to follow a social investment strategy is responsible
only for herself, but an institution has to be careful that it doesn’t short-
change stakeholders. This means an institution’s fiduciaries need to be more
diligent about researching and selecting the right investments.

It’s not enough for the trustees of a pension to do a Web search on Islamic
mutual funds, for example; it requires some study to show that the fund has
a plan for generating income to meet agreed-to spending requirements while
avoiding fixed-income securities.

But social investors have more tools than just investment selection. Institutional
investors who had to balance performance with their missions pioneered
techniques for improving their social position without compromising other
aspects of their business. These techniques can help you, whether you care
about a pension or an endowment or if you're trying to do better on your own.

There’s no reason that a social investing program should shortchange anyone,
but it has to be carefully thought out first.

Using consultants

Because the trustees of pensions, foundations, and endowments need to show
that they’re meeting all of their fiduciary responsibilities, they usually hire
consultants to audit financial results, analyze investment performance, and
recommend changes based on performance, contributions, and expected
spending needs. Some consultants specialize in social investing and can work
with the trustees to design an investment policy and find suitable investments
while still meeting all financial objectives.

Consulting fees are paid by the plan beneficiaries, because the money comes
out of their return. Fiduciaries must ensure that the beneficiaries’ money is
spent properly — that the fees go to the consultant offering the best services,
rather than to the one who has the best baseball tickets or other client perks.



Chapter 3: Understanding Why Institutions Invest the Way They Do

Maintaining transparency

Investors tend to prefer companies that are transparent, which means
that they

v+ Publish financial reports in more detail than is required by the Securities
and Exchange Commission

v Give regular updates on the progress of the business

v Have managers who are willing to answer investors’ questions

However, the same pension, foundation, and endowment investors who want
transparency from the companies that they invest in aren’t always willing to
give it to their own stakeholders. The double standard is alive and well.

I'd argue that maintaining transparency is an important first step in social
investing, one that costs nothing. True, some investing strategies are
proprietary, but beneficiaries deserve information about the asset classes
used and the general investing principles followed.

Joining coalitions

In addition to choosing investments that fit the social mission, a pension,
foundation, or endowment can generate change by finding other like-minded
institutions to join it in pressuring companies to improve their performance.

CalPERS is an example of how creating a coalition works (see the nearby
sidebar for more details). CalPERS, the pension system for employees of

the state of California, identifies troubled companies, and then it finds other
investors and asks them to join its campaign. Those investors meet as a
group with the company’s management to explain their case, and they agree
that they’ll vote for board members who support them. CalPERS is able to
force laggard companies to make changes because they can get other
investors to go along with their ideas. (It doesn’t hurt that CalPERS has
shown great performance from this technique.)
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The CalPERS Story

The largest state pension in the United States
is the California Public Employees Retirement
System, also known as CalPERS. It has $242.2
billion to invest on behalf of 1.5 million benefi-
ciaries, and much of that money is invested with
clear social goals in mind. The fund has a long
track record of success, so it's often viewed
as a model for what a public pension should
be. Much (but not all) of CalPERS’s money is
invested along social lines, making its success
even more notable.

Under its current investment strategy, CalPERS
allocates some of its portfolio to investments
in the state of California and some to emerging
environmental technologies. It invests much of
its money internationally, but only in countries
with political stability, basic democratic insti-
tutions, and enforced labor laws, among other
standards.

Where CalPERS has earned the most renown
in the activist investment world is with its cor-
porate governance investment strategy. Each

year, the fund identifies several companies
in its portfolio that are underperforming their
industry groups and that have terrible corporate
governance practices. For example, one of the
companies on the 2008 list is The Cheesecake
Factory, a restaurant chain based in California.
For the five years ending February 2008, the
stock underperformed the average restaurant
company by 140.5 percent. That's real money
that could go to real California pensioners!

Being in CalPERS’s home state doesn't give a
company a pass on performance. When a com-
pany makes the target list, CalPERS staffers
get together with their peers at other pension
funds, charitable foundations, and mutual fund
companies, and then press the company for
major changes in management compensation,
the board of directors, and disclosure prac-
tices. Companies that make the list are often
forced to change, and on average, they end up
outperforming the S&P 500 index the year after
they make the list.

Voting proxies

A proxy is the form that investors use to vote for members of the board of

directors, executive compensation packages, and other proposals that a com-
pany presents. Under ERISA, a proxy belongs to the fund’s beneficiaries and
must be voted in their best interests. That’s a good policy for fiduciaries who
aren’t beholden to ERISA, too. It’s a way of showing a company’s manage-
ment that the investors are paying attention and either support what they’re
doing or want change. (Chapters 4 and 5 have more information on proxies.)
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