Survey of the Literature


In the previous chapter, I offered a survey of some of the important literature which provides the disciplinary and methodological framework for this thesis. However, I have not yet considered the literature which is related to ethical investment itself. There are two important reasons why I need to do this. One is to provide some general background into the kind of work that has been done in this area, indicating where it relates to my work. The other is to support the claim that my descriptive account of the procedures used by ethical investment funds is an original contribution to the field of business ethics. As I said in the Introduction, I do not believe that another study of this kind has yet been produced. This is not easy to prove. It is difficult to prove the absence of a literature. However exhaustive one’s literature search is, one can always feel that somewhere, someone might have published a detailed report on the subject. I cannot prove that this is not so. In a lengthy search on various bibliographic databases and thesis bibliographies I have found no such texts. I have found over 100 books and articles on issues relating to ethical investment, but, in none of the bibliographies of these works have I found reference to a text that describes in detail the procedures used by ethical funds. This increases my confidence in the belief that no such work has so far been produced. 


One consequence of the fact that the particular topic of this thesis has not been addressed  any detail in the literature is that most of the articles and books I refer to are only tangentially related to my key topics. Therefore, for the most part I confine this review to a brief survey of their topics, and forego the detailed critical engagement which would  ordinarily be appropriate. Ordinarily many of the works cited in a literature review would be making claims which directly relate to the topic of the thesis; claims which should be assessed, accepted or rejected. Because these circumstances do not apply in this case, I have not considered it sensible to embark on this difficult task. There are however a small number of exceptions which I identify below.


The literature on ethical investment is written by writers from many disciplines, and falls into various categories. The disciplines represented include philosophy, law, economics, sociology, policy studies, psychology, management studies, and theology. One should also note a large number of works by journalists and other non-academic writers. The topics under which the articles fall can be categorised in various ways. I have chosen the following headings: work by business ethicists; work on ethical investors and their motives; work on the financial performance of ethical funds; and general surveys, and guides to ethical investment for investors. 


Business ethics and Ethical Investment


While I have argued that this thesis can be regarded as a work of business ethics, comparatively little work has been done within business ethics on the subject of ethical investment. However, there have been some significant attempts by business ethicists to address the topic, notably de George (1990) and Sorell and Hendry (1994), and to a smaller extent in Sternberg (1994). Perhaps the most argumentative contribution on the ethics of ethical investment to be published, at least in the UK, is What has “Ethical Investment” to do with Ethics? (Anderson, et al. 1996). While none of the authors of this report can properly be regarded as a business ethicist, two of the co-authors are reasonably well known philosophers - Anthony O’Hear and Roger Scruton. And the report certainly does engage with the ethics of ethical investment. I will be considering this report in considerable detail in Chapter 7, so I will not do so here.


De George covers ethical investment in a miscellaneous chapter on ‘Corporate Responsibility, Social Audit, and Ethical Investing’ (1990). He opens with a discussion of the responsibilities of shareholders, making the arguable claim that shareholders are part-owners of companies (1990:173). De George goes on to claim that ‘Shareholders cannot be held morally responsible for what the firm does since the shareholder is in fact very distant from the causal relations between an action of the corporation and its effects - but this does not relieve shareholders of all moral responsibility’ (1990:174). Indeed he argues that if a ‘company has a policy of engaging in unethical practices, then no one can morally support its activities through the purchase of its stock’ (1990:174). This, and the various other claims he makes based on it, are important for this thesis because they accord with the conception held widely within ethical investment of what I have called the ‘investment ethics problem’. I return to discussion of this in Chapters 5 and 8. De George’s account of ethical investment is generally a normative one - it asserts what ethical investment should involve, rather than offering any practical account of what is actually involved in practice. In general though de George is strongly supportive of the idea of ethical investment and takes the trouble to rebut various criticisms of ethical investment - that ethical investment, if done properly, is too demanding to follow in practice; that if ethical investors divest from companies with unethical practices, they will loose their ability to influence the company and other less scrupulous investors will invest instead; that ethical investment fails to consider the fiduciary responsibility of investment managers; that there is no evidence that ethical investment actually applies pressure on companies to change their policies. The most important of these arguments for this thesis are the second and final ones. The second is considered at length in Chapter 8, the final one is a central topic of the second half of this thesis. De George notes the existence of ethical mutual funds - the American form of ethical unit trusts- but does not subject them to any detailed examination or criticism.


Sorell and Hendry discuss ethical investment within the framework of a chapter on ‘Shareholders’ (1994), and like de George, they begin with a discussion of the responsibilities of shareholders. Unlike de George, they claim that shareholders are not the owners of companies (1994:113). This question of whether shareholders can be regarded as owners is an important issue which will be discussed in Chapter 8. However, despite their rejection of the conception of shareholders as owners, Sorell and Hendry accept that shareholders do have responsibilities for companies. Their discussion is not related to the kind of issues ethical investors are concerned about but to more general considerations of, for example, the duties of loyalty owed by shareholders to companies in the event of a take-over bid (1990:117). Like de George, Sorell and Hendry have a separate section on ethical investment. Unlike de George’s discussion, their account does go into a fair amount of detail about the practice of ethical investment, briefly reviewing three ethical funds, including Friends Provident Stewardship which is the main focus of the first part of this thesis. Sorell and Hendry also consider various ‘alternative’ ethical investments, such as Shared Interest, Traidcraft, Mercury Provident (now Triodos), and the Industrial Common Ownership Foundation. Shared Interest, for example, is an industrial and provident society which takes deposits from first world investors, and lends them to small co-operative business in third world countries. During this thesis I interviewed 10 Shared Interest members to seek to understand their motives. However, Shared Interest is not a conventional ethical fund, and according to the definition of my topic in the Introduction, I will not be considering it, or any of these other alternative investments in any detail.


Another important issue raised by Sorell and Hendry is the question of whether the ethical concerns of ethical investors conflict with their other objectives or duties as shareholders. As they say ‘aren’t the interests of ethical investors in things other than owner value going to conflict with the interests of those shareholders who are concerned with owner value and nothing else?’ (1994:131). If so, can ethical investment be properly regarded as an ethically appropriate activity? In my definition of the topic of this theses in the Introduction I have said that this important issue is beyond the scope of this thesis. My intention is to describe and critically engage with the procedures and purposes of ethical investment, not to assess whether it is an ethically appropriate enterprise to begin with. However, given the importance of the issue, it is appropriate that I at least attend to it, even if I do not attempt to reach a conclusion.  Earlier on in their book, Sorell and Hendry argue that 


ÔTo purchase shares other than for the purpose for which they were intended is...to misuse the relationship of shareholding to the potential detriment of the business and so is morally questionable. The same argument can be applied to any investor who...is investing on a basis that is at variance with the concept of shareholding.’ (1990:119). 


Ethical investment might be construed as motivated not by a desire to increase long term owner value, but as an attempt to persuade the company to change its ethical policies. Corporate reform is certainly one important goal of ethical investment. In certain circumstances ethical investors may wish the company to reform its policies in ways that harm its long term value. Seeking to persuade an arms company to stop producing arms, or a brewery to stop making beer, would seem to be good examples. Alternatively, one might consider a pressure group such as the RTZ campaigning group Partizans, which routinely  buys token shareholdings so as to attend RTZ AGMs in order to put public pressure on the company to persuade it to change its environmental policies.


Sorell and Hendry’s response is to argue that it is possible for an investor to be simultaneously interested in increasing long-term owner value and in pursing ethical goals. This in general would seem quite plausible.  Indeed, there are some, such as the members of the TomorrowÕs Company committee (Tomorrow’s Company, 1995) who argue that the pursuit of certain ethical and environmental objectives can be regarded as improving the long term performance of the business. There are many ways in which improving ethical and environmental status can do this; by, for example, enhancing the corporate reputation, anticipating environmental legislation, improving relations with consumers and employees, as well as direct improvements to profitability which sometimes arise. The basic argument is that ethical business is often good business. Indeed the new Kleinwort Benson ‘Tomorrow’s Company Fund’ is based on the premise that by investing in enlightened, ‘inclusive’ companies, one should expect long term financial performance significantly higher than average. However, while it is possible that ethical investors’ ethical objectives will not conflict with the objective of maximising long term owner value, in the examples I gave in the previous paragraph conflicts may well arise. Sorell and Hendry do not give a full answer to this problem. However they suggest that it involves deep questions about ‘how far the obligations that derive from the roles one has, including that of investor, can free one from the obligations that one is under as a human being’ (1990:131). This could be taken to imply that there may be circumstances when one may regard one’s wider ethical responsibilities to be over-riding the narrow ones due to a particular role. If so, ethical investors may claim that their more general ethical responsibilities are more important than their narrow concerns as shareholders. Another somewhat similar response to this is provided by Sternberg:


What if owners want something other than maximum financial value from their organisations?...Owners are perfectly entitled to devote their organisations to all sorts of ends. To the extent that they pursue something other than maximum long-term owner value, however, they are simply not engaging in business.’ (Sternberg, 1994:45)


One might argue that in their role as human beings, shareholders may have higher goals which lead them to devote their company, at least in part, to objectives other than the maximisation of long term owner value. Sternberg does consider shareholders to have certain responsibilities, particularly to other shareholders, but, at least in her more recent writing,� she does not appear to consider shareholders to have general responsibilities of loyalty to companies. She seems to suggest that the main reason to be a ‘responsible shareholder’ arises from the requirements of prudence to insure that the companies the shareholder invests in are well managed (1994:207). However, Sternberg’s teleological approach to ethics places the maximisation of long term owner value as the defining purpose of business. With some general exceptions, its pursuit over-rides all other concerns, so she would rather that ethical investors (and ethical consumers) do not seek to divert business from its primary purpose, but instead commit their resources to other charitable ends. (1994:261). However, one of the ideas behind ethical investment and ethical consumerism is that the most effective way of addressing social and environmental problems is not by engaging in charitable works, but by seeking to harness the vast economic power of business to these ends. Sternberg’s teleological approach limits her ethical domain to the world within the business enterprise. The activities of managers are to be justified in terms of their consistency with the end of ‘maximising owner value over the long term by selling goods and services’ (1994:6).� It is hard to see what resources she can draw on to challenge ethically motivated owners of business if they want the business to pursue non-business objectives as well as long term owner value. On Sternberg’s definition of business, this would mean that the resulting entities will be to some extent quasi-businesses, rather than pure businesses per se. But on what basis can she claim it is wrong for owners to urge their companies to be quasi-businesses, pursuing both owner value and wider ethical goals at the same time?� 


Ethical investors and their motives


One area of research on ethical investment is empirical research on the attitudes and behaviour of ethical investors. This research is motivated by two concerns in particular: the desire to understand the behaviour and motives of ethical investors, and the desire to use ethical investors as counter examples to the narrow assumptions of human motivation sometimes made in rational choice and consumer choice theory in economics. Conventional economic theory, at least on some standard interpretations, assumes individuals to be selfish utility maximisers. However, there is a long history of criticism of this narrow view. Recent examples include, Elster, (1983), Etzioni (1988), Simon (1976), and Hausman and McPherson (1993) provide a useful survey. Much of this work on ethical investors has been carried out within the field of economic psychology, or behavioural decision theory. A central preoccupation of these sub-disciplines is to provide a more psychologically sophisticated account of economic action than is available in standard economics (see for example Thaler, 1994). It is argued by Lewis and Cullis (1990) that the behaviour of ethical investors might offer a useful case study for this approach. Ethical investors are, on the face of it, engaging in economic action on ethical grounds as well as simple financial ones, and may even be prepared to accept financial loss in order to achieve their ethical ends (Cullis, et al. 1992; Lewis and Webley, 1994). This work sometimes relies on experiments (Webley, 1992), sometimes statistical analysis of the relationship between different kinds of ethical concerns among investors (Anand and Cowton, 1992), and sometimes qualitative interviews with investors (Mackenzie and Lewis, 1996), and sometimes a combination (Lewis, et al., forthcoming). In an early paper of this kind, Lewis and Cullis argue for further research, particularly in the areas of ‘interviewing and rhetorical analysis’, ‘case studies’ and ‘experiments and simulations.’ (Lewis and Cullis, 1990:408.). By interviews they particularly refer to interviews with fund managers, and by rhetorical analysis, they refer to an analysis of the marketing material of ethical funds. By case studies they refer to participant observation of ethical investment. During the writing of this thesis I have  interviewed a number of those who provide and sell ethical funds, I have examined the marketing literature, and I have engaged in participant observation with the largest ethical fund, Friends Provident Stewardship. Examples of work on ethical investors that does not have this theoretical agenda are fewer, but include, for example, the work of Rosen et al. (1991), and Inskeep (1992), and a number of market research surveys including NOP (1995) and NPI (1995b). 


Financial performance of ethical funds


There has been some writing on the relative performance of ethical investment compared to conventional investment (Lashgari and Gant, 1989; Mueller, 1991, 1994; Joly, 1992; Luther and Matatko, 1993; Sparkes, 1995). One impulse for such studies is that for ethical investment to be ‘authentic’ it must involve some financial cost (Mueller, 1991). Some studies indicate some underperformance over particular periods.  (Luther and Matatko, 1993; Mueller, 1994; Mueller, 1991) Luther and Matatko offer evidence that ethical funds have underperformed the UK stockmarket as a whole between 1985 and 1992. However, they say that ethical funds are heavily concentrated in the smaller company sector, which performed poorly over the period they studied. If this factor is removed, they conclude that ‘ethical investment appears to have been financially as well as morally rewarding’ (Luther and Matatko, 1993:9). Mueller’s study (1991) of US mutual funds between 1984 and 1988 shows that most funds underperformed an appropriate index by 1% per year taking risk into account.  His (1994) study of one particular Islamic ethical fund found that it underperfomed over 1987-1992 period. Although what is true for one Islamic fund may not be true for non-Islamic ethical funds, or for ethical funds as a whole. 


However, Lashgari and Gant (1989), argue that companies which adopted the Sullivan principles in South Africa, outperfomed the Dow Jones index. Sparkes and Joly both argue that ethical funds need not lead to underperformance, and several ethical or green funds have performed excellently. According to the quarterly PIRC Index of Ethical funds in the UK, ‘ethical and green funds have tended to outperform conventional unit trusts over the medium and long term, though individual performance between funds can vary markedly and the market as a whole has generally done better’ (PIRC, 1996:3). The outcome of these debates is, however, not settled. Assessing stock market performance is in general a notoriously difficult task. For example, it is very difficult to establish an agreed means for deciding what counts as a benchmark against which to measure the performance of a company or a fund. It is not surprising that assessing the performance of ethical funds is controversial.


General surveys


The most substantial work of any kind on ethical investment is the vast Social Investment Almanac: a comprehensive guide to socially responsible investing (Kinder, Lydenberg and Domini, 1992). The eponymous claim is certainly ambitious, but at 900 pages the guide can generally claim to be fairly comprehensive. It contains papers by a number of leading figures in the social and ethical investing movement, particularly in the US, detailing the history, shape, research, diversity of method, and international distribution of socially responsible investment. However, it does not contain a detailed account of the procedures used by ethical funds. Perhaps one small oversight in its claim to be comprehensive!  


There have also been a number of general surveys on ethical investment. Cowton (1994), in his survey of ethical investment, defines ethical investment as ‘the exercise of ethical and social criteria in the selection and management of investment portfolios, generally consisting of company shares’ (1994:215). This definition is not quite accurate for two reasons. Firstly, as we shall see in Chapter 4, the selection of investment portfolios by ethical funds is not only based on criteria, but also on wider kinds of judgement. Secondly, ethical funds may also pursue more active engagement with companies in order to persuade them to change. Furthermore, for some funds at least, this is an important distinction which will be considered at length in this thesis. The rest of Cowton’s article is a survey of the shape of ethical investment in the UK, primarily based, it seems, on a study of ethical funds’ marketing material. He is critical of some of the language used by ethical funds to describe their criteria. This is a problem we will consider in Chapter 5. Cowton also emphasises the marketing dimensions of ethical funds. For example, he suggests that the selection of the particular criteria used by ethical funds is ‘essentially...a marketing question’. This may be true for some funds, but as we shall see in Chapters 4 and 7 it is probably not true for others. In particular it may not be true for Friends Provident Stewardship, which appears to choose its criteria at least as much on ethical grounds as on marketing ones (and this fund comprises more than half of the overall ethical investment market).


Other surveys include Rockness and Williams (1988), and Perks et al. (1992) and there are some journalistic surveys (Dowie, 1993; Entine, 1994, 1996; Millar, 1991). Rockness and Williams’ work is based on a large questionnaire survey of ethical funds in the US. It focused on how ethical funds choose companies for investment, what criteria they use, how ethical funds monitor companies, the sources of information the funds used, the shape of the ethical funds’ portfolios, and their perceptions of the need for greater corporate social reporting. Many of the issues this research raises are of direct relevance to this thesis. In particular I am interested in the procedures by which ethical funds choose companies for investment. This is a central topic in Chapter 4. However, Rockness and Williams’ study has not been as useful to my research as I had initially hoped. This is partly because it is nearly 10 years old, partly because it concerns US mutual funds, but mainly because it gives very little detail about procedures. In fact the question about how ethical funds choose companies for investment follows a multiple choice approach. Five of the six funds which filled in the questionnaire agreed that ‘When evaluating firms with your social criteria, which of the following best describes the process you use?...b.)To be included in the portfolio a firm’s performance on each criterion must meet some minimal level.’ (1988:399). As my task is to develop a detailed understanding of how ethical funds operate, this is not a very informative finding. 


Bruyn’s work (1987) is the largest general academic study in the area of ethical investment. However, Bruyn’s concerns are rather different from those in this thesis. To begin with he is only marginally concerned with ethical unit trusts or mutual funds but is more concerned with much wider questions about the role of investment in society. His aim is to develop a new kind of normative theory of investment which seeks to balance social and market objectives. This takes his study far into considerations about what Sorell and Hendry have called ‘broad’ business ethics. As I have said, my thesis is concerned with ethical investment in a much ‘narrower’ way. Bruyn’s work has received thorough criticism by Owen (1990). 


There have been a small number of surveys on certain aspects of ethical funds’ procedures. For example, Buzby and Falk (1978; 1979) did surveys of the social responsibility attitudes of mutual funds and of university investors. This research is useful but extremely dated. It took place before there were any ethical funds in the UK. Cowton, on the other hand, has done a more recent survey of EIRIS clients (Cowton, 1989). It reports the frequency of selection of particular kinds of criteria by 111 EIRIS clients, including ethical unit trust clients and private clients. It also sketches how EIRIS works. He reports a ‘core’ set of exclusions by ethical unit trusts: armaments, alcohol, gambling, tobacco and South Africa, and said that most of EIRIS clients went beyond this core. Cowton identified environment and employment as areas which he believed there was demand for, but which EIRIS did not cover well in 1989. He has also done work on company size as a dimension of ethical investment (1990b). While Cowton’s work touches on certain aspects of the ethical funds process, notably their choice of ethical criteria areas, this is tangential to the main thrust of this thesis. Indeed, in the Introduction, I explicitly excluded detailed consideration of the particular criteria chosen by ethical funds from this study. However, in Chapter 5 I discuss the narrowness of the ethical concerns adopted by most ethical investment funds. This issue has been touched upon by Entine (1996) and Langbein and Posner (1980).


Another area of work which touches on an issue that I consider in this thesis concerns the efficacy of ethical investment as a means of changing companies through what I call in Chapter 6, ‘market signalling’.  Some of the journalistic, non-academic surveys on ethical investment have argued that ethical funds are unlikely to be effective in this respect  (Miller, 1991; Dowie, 1993). Folger and Nutt (1975) have, in passing, suggested that the idea that ethical funds might exert long term downward pressure on share prices is dubious. Lundahl (1984) and Kaempfer et al. (1987) raise questions about the efficacy of investment sanctions as a means of ending apartheid in South Africa. Shoenenberger (1993) also directly addresses the efficacy of ethical funds as an ‘instrument of change’. His work is based on a questionnaire survey of UK ethical funds, and is relevant to my argument, and I have referenced it where appropriate.  


Practical guides to ethical investment


Many practical guides to ethical investment, oriented to the investing public have been written in the last decade. Lang (1996), Mackenzie (1993), Sparkes (1995), and Ward (1986) have written guides to various aspects of ethical investment in the UK. Alperson (1991), Brill and Reder (1992), Domini and Kinder (1986), Harrington (1992), Judd (1991), Kinder (1993), and Lowry (1991) have done the same in the US. These guides are not academic studies. Many of them are written by people who work within the ethical investment business - notably Sparkes, Ward, and Domini and Kinder. This means that they provide useful insights into the shared understandings of the ethical investment community. In addition, they all contain interesting accounts - often not entirely consistent - of the history, purpose and practicalities of ethical investment. Sparkes’ work in particular contains a very recent survey of ethical unit trust investment in the UK, covering such topics as the history of ethical investment, a brief account of how they work, the role of financial advisors in selling ethical investment, the financial performance of ethical funds. This, and some of the other guides, offers valuable material for this study which is referenced elsewhere in this text.  





Conclusion


This literature review has frequently been rather cursory and has not attempted to engage in detailed critique of each of the works cited. The principal justification for this is that few of them address the central topic of this thesis: the procedures and ethical purposes of ethical investment. Where they do I have tried to either offer more detailed consideration or note where in the main text further reference to the issues they raise can be found. In my study of the literature on ethical investment I have not found any studies offering detailed, descriptive accounts of the procedures used by ethical funds like that given in Chapter’s 3 and 4. With one or two exceptions, I have also not found concerted attempts to argue about the ethical efficacy and purposes of ethical funds in the way I have attempted in the second half of this thesis. This can perhaps be regarded as evidence that such works do not exist. There are several possible reasons why this work has not been done. Ethical funds were only established rather recently, particularly in the UK. And it is only even more recently that they have grown to a significant size. Doing the kind of qualitative interview work I have undertaken to prepare Chapters 3 and 4 is time consuming and difficult. The payback in terms of published papers may well be higher for quicker, easier questionnaire surveys than it is for qualitative work. Ethical funds may have been reluctant to let researchers gain the necessary access. As I have said, I am the first to have been given this access to Stewardship, which would be the obvious fund to choose for anyone doing a case study of ethical investment in the UK. I am not sure which, if any, of these reasons are correct, but they may help support my claim that important parts of the work contained in this thesis are original and advance the study of the subject.


The methodological preliminaries now over, we can move to the main topic of this thesis, beginning with an account of the history of the emergence of the first ethical unit trust in the UK.


�



�  In an earlier paper quoted by Sorell and Hendry, Sternberg says ‘Real corporate loyalty is...being true to the proper purpose of the corporation - in the case of a business, to maximising shareholders’ long term value.’ (Sternberg, 1992:196) This approach would seem to rule out certain kinds of ethical investment, much as Sorell and Hendry’s does. However, this sentence is not present in an otherwise nearly identical passage in her more recent book (1994:206). In her new account, shareholders do not appear to have particular responsibilities to corporations, only to their proper ends for investing in the company.


�  Sternberg, like de George, but unlike Sorell and Hendry, considers shareholders collectively to be owners of the business (1994:200).


� Ironically, if the Tomorrow’s Company report is right, such quasi-businesses might actually be more effective at achieving owner value than those which focus on the narrow pursuit of this goal. But this raises deeper issues than I am able to address here.
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