Ethical funds and the ‘corporate harm’ problem


Introduction


In the Introduction I claimed that ethical funds offered a fairly effective solution to the investment ethics problem. I offered evidence in support of this claim, and a few qualifications in Chapter 5. However, in the Introduction I also said that the other primary good that ethical investment sought to achieve was to address the corporate harm problem. I also claimed that ethical funds are not currently very effective at achieving this goal. In this chapter, I offer evidence for this claim. I begin by offering evidence that ethical funds do indeed wish to address this corporate harm problem. Then I describe the means which they employ to address it, which I shall refer to as ‘market signalling’, and ‘active engagement’ respectively. I then consider the efficacy of these means.


Addressing the corporate harm problem as a primary purpose of ethical investment 


One important ‘shared understanding’ concerning ethical investment is that a central goal of ethical funds is to use their influence to promote more ethical and environmentally sustainable corporate practice. What is the evidence for saying this? The principal founder of ethical investment in the UK, Charles Jacob, says that ‘influencing companies’ is one of two goals of ethical investment (The other is investing in companies which make a positive contribution, which is one way of solving the investment ethics problem.)� A number of ethical investors I talked to said that their belief that ethical investment can effectively address the corporate harm problem is an important part of their motivation for investing in ethical funds. In a recent survey 68% of Friends Provident Stewardship investors said that ‘Clear strategy to exert ethical influence on companies’ was ‘very important.’ This was the second highest ranked item (see table on p.� PAGEREF _Ref378749410 �82�) 


The goal of addressing the corporate harm problem is also found in the marketing literature of ethical funds. An NPI Global Care leaflet states, 


‘Investment will also be made in companies which the Managers believe could, with encouragement, make a greater contribution to these [ethical and environmental] objectives. The trust aims to achieve positive change across industry.’ (NPI, 1995a)’


And the leaflet also asks, ‘Do we use our influence to encourage companies to change?’ and replies:


‘Encouraging change through dialogue is one of the aims of the Global Care family of funds...Meetings and visits are used to encourage companies to raise social and environmental standards...With active encouragement from shareholders, we believe companies can improve their response to environmental and ethical concerns.’ (NPI, 1995a:13). 


Jupiter Ecology states that 


‘An important element of JERU’s [Jupiter Ecology Research Unit’s] dialogue with companies is the promotion of improved environmental performance. In particular the Research Unit urges companies to integrate environmental issues into every day business management and to increase environmental disclosure.’ (JERU, 1996)


In 1992, the Social Investment Forum (SIF) in the US proposed a resolution for the UN Conference on Environment and Development in Rio de Janeiro, which stated that ‘financiers are the pump primers of the global economy - they can withdraw funds or give their full support to any enterprise. They can therefore uniquely and powerfully influence the course of industrial development so that it is compatible with the sustainable development agenda.’ (SIF, 1992)


It should be clear from this that ethical investors do seek to address the corporate harm problem. Of course investors are not the only people who have a role to play in addressing this problem. The most forceful limits on the ethical behaviour of companies are probably set by the law and by government appointed regulators. Companies are also influenced by the informal norms of acceptable business practice which exist within their industry and amongst the public at large. And they are influenced more directly by their stakeholders - customers, employees, and suppliers. But there is no more important stakeholder than the shareholders. Investors are the principal suppliers of capital to companies, they finance the development of business enterprise. For many company directors, the pursuit of ‘shareholder value’ is the principal purpose of business enterprise.� The directors can be forgiven for seeking to please the shareholders, because the law gives shareholders, and shareholders alone, the power to appoint and dismiss the board of directors. In fact, this power can be regarded as making shareholders the ultimate source of control for companies (Goyder, 1987:35). SIF may well be right, then, in claiming that investors are ‘uniquely and powerfully placed to influence the course of industrial development.’ (SIF, 1992). 


However, there have been criticisms of the ability of ethical funds to effectively address the corporate harm problem. In particular it has been argued that the screening approach (which is the central method used by the UK ethical funds) has little contribution to make to influencing corporate practice. As Miller (1991) has said ‘The main arguments against SRI are that: one cannot hope to change the ways of a major institution simply by buying or selling its shares.’ (Miller, 1991:7). Dowie (1993) also argues that the screening approach to ethical investment does not persuade companies to change. He claims that there is not a single documented case of a management changing its social policy in response to divestment of shares in a company (Dowie, 1993:55). Indeed, many of the ethical investment professionals and a number of economists I have spoken to are dubious about the impact of screening on share prices. In this chapter I seek to assess these criticisms.


Means of addressing the corporate harm problem


There are two ways that ethical funds claim that they might be able to influence companies to adopt more ethical and more environmentally sustainable policies. One is through market signalling, the other is through what has been called ‘positive action’ (Domini and Kinder, 1986), or ‘active engagement’, and which is in many ways a form of shareholder action.


The market signalling approach is based on the following claims. If ethical funds divest, or avoid shares in companies with unethical practices they will force down the company’s share price. And because companies care about their share prices this will induce them to change their practices. Conversely by supporting exemplary companies, ethical funds will push the share prices of these companies above the equilibrium market rate. This will incentivise companies to excel. The general idea is that ethical investors can send ethical signals via the stockmarket. As Sorell and Hendry have noted (1995:134), in this respect ethical investment is similar to ‘ethical consumerism’. Ethical consumers, like ethical investors, hope that by adopting ethical purchasing behaviour they can send ethical signals to companies and persuade them to change. Avoiding shares of companies with unethical practices is also in some ways similar to the idea of consumer boycotts. Indeed it is possible that the idea that boycotting shares might be effective may arise from the perceived success of consumer boycotts.�


I will argue that the market signalling approach is not an effective as a way to persuade companies to improve their practices. One reason for this is that ethical funds are too small to be noticeable. But even if ethical funds were rather larger they may not have a long term effect because any short term downward pressure on share prices would be counteracted by routine activity by ordinary financially motivated investors on the market. Ethical investment would have to be much, much larger than it is for it to have a noticeable downward effect on companies in general. 


These arguments also apply to attempts by ethical funds to push up the share prices of exemplary companies. However, I will argue that ethical investment funds might be able to sustain a small premium on the shares of smaller companies which they proactively invest in, because the markets for shares in these companies are illiquid, and so may outweigh the effects of ordinary financially motivated investors. This will provide an incentive to smaller companies to court the ethical investment funds, and may have a positive effect. However, this is far from the popular idea that the ethical investment business, by boycotting the shares of large multinationals, might force them to change their policies. This is unlikely to happen on the basis of ethical investment’s effect on the markets. Finally, I will offer several ways in which ethical funds can influence practice which do not make use of market signalling directly, but may offer an indirect means. 


The engagement approach is based on the idea that ethical funds should seek to persuade companies either by force of argument or by pressure tactics to adopt more enlightened policies. There is a range of techniques available to investors who seek to engage with companies in order to persuade them to change, from letter writing, and meetings with management, to providing advice, and comparing companies within particular sectors, to asking questions and proposing resolutions at company AGMs, to campaigning publicly for better practice. I will argue that currently in the UK, compared to screening, engagement is underdeveloped as an approach. However, there are some early signs that engagement can be effective. In the US, ethical funds, pension funds and other activist bodies have demonstrated that engagement can be extremely effective as a means of addressing the corporate harm problem. I will argue that ethical investment is not as effective as it might be in the UK for several reasons: difference in regulatory regimes, lack of a strategic approach, lack of resources, lack of targeting of poorly performing companies.  


I conclude that market signalling is in general ineffective, but that, on evidence from the US, active engagement is a promising means for persuading companies to change, but this method has not so far been used concertedly in the UK. Because neither of the main mechanisms which may be used by ethical funds to exert influence on companies are currently substantially effective, I am forced to the negative conclusion that, currently in Britain, ethical funds do not offer a very effective means of addressing the corporate harm problem. However, arguably it is still early days for ethical investment in the UK, and as I indicate in the final chapters of this thesis, there is much that can be done to improve performance.


Efficacy of market signalling�


Let us consider the idea that ethical funds can change corporate practice using market signalling. As Peter Webster, director of EIRIS, has put it: 


If large numbers of investors decide not to buy a share ‘at any price’ [because it is considered unethical] this alters the balance of buyers and sellers. Company groups may well be influenced by the resulting changes in the value put on their shares. (EIRIS, 1991:7) 


The basic idea here is that if ethical investors boycott particular shares, they will, because of the law of supply and demand, drive down the price of those shares. It is not clear how widely this conception is shared within the ethical investment community. Peter Webster, as the executive director EIRIS since its inception is a very significant figure within the ethical investment community. He has offered versions of this argument on a number of occasions (EIRIS, 1992:7; EIRIS, 1993:7). Several of the ethical investment professionals I spoke to offered an account similar to the one just given. However, a similar number of other ethical investment professionals rejected this approach. Who is right? Given that a key goal of corporations is to maximise long term shareholder value,� a downward movement in the company’s share price should be of considerable concern to its directors. In addition, a lower share price increases the cost of raising capital for the company, which will also not be desirable. If ethical funds can convince company directors that by avoiding investment in that company’s shares they can significantly lower its share price, then company directors will have a strong incentive to take the necessary steps to stop this happening. Under such circumstances ethical funds using the negative screening approach would carry a big stick and be considerably powerful.  But do ethical funds have the power to move share prices? The simplest example is a case where an ethical funds sell their shares in a single company. 


Divestment from a single company


Periodically EIRIS produces a ‘portfolio screen’ for its ethical fund clients. This screen identifies companies in the fund’s portfolio which have changed their ethical status in the previous period. A typical example would be a company which had been acceptable to fund, but which has recently bought a subsidiary company which contravenes the fund’s criteria. It is likely that in such a case the fund is likely to give instructions for the company’s sale. Would such a disposal force the share price downwards? This depends on three things, the size of the company, the size of the ethical fund’s holding, and the liquidity of the market for company’s shares. The holdings ethical funds have in large companies are tiny. Even Stewardship’s holding in a FT Index top 100 company never exceeds 1%. While the liquidity of these companies’ shares is variable, it is likely that it would be able to absorb the sale of such a small holding without any noticeable effect on the share price. It is unlikely, therefore, that at their present scale ethical funds can depreciate the share prices of large companies by selling their shares.


The situation is different for smaller companies. The holdings of some of the larger ethical funds in some of these smaller companies runs to a few percent. The liquidity in the market for the shares of these companies is lower. It is quite likely that were one of the larger ethical funds to sell its stake in one of these companies all at once in a short period,  the market would not be able to absorb the sale without a dip in the share price. In theory then, ethical funds could force a depreciation in the share prices of smaller companies in the short term.


Would such an effect be lasting? Companies, according to standard financial markets theory (Howells and Bain, 1995), are judged on the basis of their ‘fundamentals’ - analysts’ estimates of the company’s underlying value in terms of discounted predicted future profitability, and hence dividend yield. These estimates will not change simply because an ethical fund, however large, has sold its investment in the company. Consequently, if an ethical fund is successful in pushing down the share price of a small company, and if the fundamentals have not changed, then ordinary financially motivated investors in the market will consider the company to be trading at a discount, and over time buy the stock, returning it to its equilibrium share price (Folger and Nutt, 1975:159; Dowie, 1993). Of course, a short term depreciation in the share price, may well be uncomfortable for the directors. 


However, while in theory ethical funds could inflict this discomfort, in practice, they have strong reasons not to do so. If an ethical fund sought to sell its holdings suddenly in a way that caused short term depreciation of the company’s share price, the most significant financial casualty of the falling price would be the fund itself. In an illiquid market, the only way it would be able to sell its shares quickly would be to accept a lower price for them. This could cost the fund significant sums. If it made a routine practice of quick sales, this would undermine its financial performance. Consequently ethical funds have a strong financial incentive to find a way to sell their shares in such a way that minimises the downward pressure on the company’s share price. Consequently, for example, Friends Provident Stewardship does not require its investment managers to sell the shares of companies which contravene its criteria immediately, but over a six month period - giving them a chance to minimise the effect on the fund’s financial performance. A skilled fund manager will be able to divest himself of a particular stock over time without having any effect on the share price at all. The larger the share an ethical fund holds in the company, the more likely the fund is to be able to hurt the company’s share price, but the stronger the financial pressure on the fund not to hurt the company’s share price.


General avoidance


While ethical funds frequently sell the shares in companies on financial grounds, the general way in which their activity is regarded as being able to depreciate share prices, is through their general policy of avoidance. Friends Provident says that its ‘acceptable list’ of companies comprises some 40% of the stockmarket. Consequently it is staying out of the market for 60% of the shares on the stockmarket. Can an ethical policy of withdrawing from the market in the shares of ‘unacceptable’ companies have a downward effect on share prices? In fact the issues are similar to the above argument. The principal issue is the proportion of the total market represented by those funds. Ethical funds all together have £1.3bn of assets under management, one might add another £10bn of screened funds managed by churches and charities giving a total of around £11bn. This is approximately 0.5% of the total size of the stockmarket. Such a small percentage will have an unnoticeable effect on share prices. Any negligible short term impact will be negated by ordinary financially motivated investors comparing share prices to fundamentals. In fact this percentage is diluted further by the fact that ethical funds do not all have the same ethical screening criteria. While some funds might stay out of the market for brewery shares, others might participate in this market.


What if ethical funds grew much larger? What if, in a few years time, they comprise 5% of the total market? Such a level of avoidance may well affect the share prices of companies. But, for big companies with liquid markets for their shares, the effect would be short term and arbitraged away by ordinary financially motivated investors. However, in the case of  small companies whose shares are traded in a relatively illiquid market, buyers are comparatively scarce, and it is possible that such effects may persist. 


However it is unlikely that ethical funds will grow to such a significant percentage of the overall market in the foreseeable future. While the asset value of ethical funds cannot be expected to appreciate at a faster rate than the market as a whole,  ethical funds may be able to attract new capital at a faster rate than the market as a whole. This, at least in theory, could allow them to grow to 5% of the market. In today’s terms that represents £100bn. This is larger than the size of the whole unit trust industry in 1990. Even if ethical funds were amazingly successful at attracting new funds, it may be decades before they could command a 5% share of the market. At least not by attracting new investors alone.  


One way in which they might be able to grow faster is if pension funds start to adopt ethical screening strategies in large numbers. Indeed Friends Provident asset management arm has signed up five local authority pension funds on contracts to manage a small proportion of their funds using a variant of the Stewardship model. If more local authority pension funds follow this route, and entrust more money to ethical management, the funds under ethical management could achieve a 5% threshold a little more quickly. However, there are still concerns that pension fund law does not allow pension funds to adopt ethical screening policies, on the grounds that pension fund trustees have the fiduciary duty to maximise the financial interests of their beneficiaries. But, recent legal cases have concluded that trustees may not pursue the financial interests of their beneficiaries in contradiction to their other direct interests. For example, the trustees of a cancer research charity could be in breach of their responsibilities if they invested in a tobacco manufacturer. But the beneficiaries of pension funds do not have such direct common interests across the range of issues pursued by ethical funds. While some pension fund members may be opposed to arms manufacture, the majority of them may not be. So it may be hard for trustees to adopt an ethical screen on armaments on the basis of beneficiaries’ interests. The fact that ethical funds can argue that their performance is in fact better than average changes this case somewhat. If ethical funds perform well, they could be invested in on financial grounds, with the added ethical benefits arising incidentally. If an environmental investment policy produces greater long term returns as Nottinghamshire’s local authority fund argued (at a 1996 United Nations Environment Programme conference on ethical investment and local authorities), then investing ethically may well be acceptable on financial grounds. 


One factor that would come into play were ethical funds to become a truly mainstream activity is that the particular ethical exclusions currently used are unlikely to find widespread support.� For example, while a small minority of the British public might consider the manufacture of alcohol to be unethical, it is likely that the majority would not do so. Similarly, while a minority might oppose all manufacture of armaments, the majority may find it acceptable, subject to certain exclusions concerning particularly offensive weapons such a landmines, and trade with oppressive regimes. The larger ethical funds grow, the more diverse the ethical opinions held within them. This may dilute the effect of ethical funds. Indeed it may mean that different ethical funds are often on opposite sides of the same issue. Some funds might seek to support initiatives which protect the rights of gay people in the workplace, whilst others might avoid such companies. There are some issues on which it might be possible to build a broad based consensus. In particular one might consider environmental issues less likely to lead to opposing ethical funds than the more contentious ethical issues.


The strongest case that tends to be made for the impact of screening in the market place is the example of South Africa. At the height of the campaign against apartheid a very large number of investment institutions divested themselves of shares in companies involved in South Africa. As a result of this and more public shareholder and consumer campaigns, a large number of companies withdrew from South Africa. Subsequently, as the world knows, apartheid collapsed. This may appear to be an excellent example of how screening can work. However, it is very hard to establish the part screening played either in persuading companies to withdraw, or on the collapse of apartheid. It is possible for example, that the most powerful reasons why companies divested from South Africa, was because consumers boycotted companies, not investors. Without taking sides in this argument, it is possibly true that even if the South Africa investment boycott was effective, is a truly exceptional event in the history of ethical screening. No other screen has ever gained anything like the level of support that South Africa has. 


The Impact of positive selection


The attempt to use the market for a company’s shares to influence its behaviour can work in both directions - seeking to hurt companies by avoiding their shares, and seeking to help them by preferentially buying their shares. There is considerable focus in the marketing literature of ethical funds on positive investment. Indeed, from its beginnings to the present, positive investment has been the publicly stated purpose of the Stewardship funds. The idea of supporting good companies does not offer a direct mechanism to persuade companies with poor ethical performance to adopt better practices. However, in theory it might be expected to make some contribution. If by proactively investing in exemplary companies ethical funds are able to put a premium on their share price, companies and their directors will be pleased, and will find it easier to raise further capital. In which case there will be an incentive for companies with poor ethical performance to meet the criteria which would make them eligible for such proactive investment. In practice there are several problems with this idea, many of which are similar to those facing the avoidance approach to market signalling.  


The effect of ethical funds’ positive criteria is to concentrate their investment in companies which, on their criteria, have above average ethical performance. Because of the small size of ethical funds this will not have any dramatic effect on the share prices of larger companies for the reasons offered above. However, again, in the case of small companies there may be some effect. A large ethical fund buying and holding a significant share in a small company on ethical grounds could raise the share price for that company. However, ordinary financially motivated investors in the market may, on the basis of fundamentals, then consider that share over-valued and so may sell it, taking a profit, and reducing the price of the stock to its equilibrium level. If the market for that share is illiquid, then it is possible that the premium might persist. One senior figure in the ethical investment industry believes that this is sometimes the case for some of the smaller companies in which the larger ethical funds invest. If this is correct then there will be some incentive available to smaller companies to make themselves acceptable to ethical funds.


There is some anecdotal evidence that some smaller companies go to some lengths to present themselves as attractive candidates for ethical funds. I discussed this issue with the financial director of a small company in the public transport sector. He said that he was very keen to persuade ethical funds to invest in his company, and he went to some lengths to persuade them that his company was ethically acceptable. However, while clearly the company considered it worth some effort to court ethical investors, it is doubtful how much the company in question actually changed its practices in order to make it acceptable to ethical funds. Indeed the company is known for its highly aggressive approach to competition.


One issue which limits the effectiveness of this possible premium effect is that it is only available to companies that already come reasonably close to meeting the criteria of ethical funds. A company with significant Ministry of Defence contracts is unlikely to receive significant investment from ethical funds unless it ceases these contracts. However the cost of doing so is likely to considerably outweigh the possible benefits to its share price from being attractive to ethical funds.


Other effects of the existence of ethical funds


We must conclude that for large companies, the effect of ethical funds on share prices is negligible. For smaller companies with illiquid markets for their shares its effect may be noticeable over the short term, but is likely to be eroded in the long term. Incentive effects arising from persistent premiums on smaller companies may have some effect, but they will be limited. An important point to consider is that most of the harm done by companies is done by large companies, companies whose share prices are unlikely to be hurt or helped by ethical funds’ market activity. Consequently claims that market signalling can have a significant impact for changing corporate practice are implausible. Indeed this conclusion is accepted by many, but by no means all, practitioners of ethical investment. 


While ethical funds might not be able to harness the market to put pressure on companies to improve, there are other indirect ways in which screening might have an impact. The screening process encourages disclosure, and raises awareness of issues; the existence of screened funds puts ethical issues on the investment agenda; ethical funds may educate markets on hidden performance issues, such as environmental liabilities.


Indirect consequences of screening


In the process of screening, companies are sent extensive questionnaires by EIRIS (and by a few other funds independently). These questionnaires encourage the disclosure of corporate activities beyond that required by law. Over the last few years the response rate to EIRIS questionnaires has been around 40%. If the process of filling in questionnaires does encourage higher levels of disclosure, there may be benefits. The more the public know about  companies, the harder it will be for companies to conceal their wrong doing, and the more questions the public can ask of them. Furthermore the particular questions which EIRIS asks in the questionnaires reveal which issues ethical investors are concerned about, and companies can use this as an indicator of their ethical performance.


Sabotaging share issues


Dowie (1993) is generally sceptical about the long term impact of ethical funds using the market signalling. However, Dowie (1993) argues that the one way that ethical funds could hurt a company financially is by sabotaging share issues:


‘if enough irate stockholders suddenly dumped their shares on the market at once, they could temporarily drive down the prices of a stock and affect the amount a company was able to raise in a pending underwriting, the major mechanism by which external capital is actually injected into most public corporations.’ (Dowie, 1993:55) 


Dowie is writing in an American context, but it is possible here, that ethical investors could sabotage rights issues in this way. However, as Dowie suggests, ethical funds have not used this tactic, and it would be extremely costly for them to do so for the reasons I have already outlined.


The effect of mere existence of ethical funds


The mere existence of a substantial ethical fund industry shows the financial community that there is reasonably substantial interest in ethical issues. A £1.3bn ethical retail investment business is harder to ignore than a few individuals and institutions who privately practice an ethical policy, which was the situation in the early eighties. Retail ethical funds put ethical issues into the minds of fund managers, financial advisors, the financial press, and ultimately investors, in a powerful and practical way. This undoubtedly has had an influence on the culture of the investment industry, and ultimately on corporate practice. However, given the fact that most funds do not take public positions on most issues, let alone actively seek to promote issues on the public agenda, this effect is considerably more limited than it might be. I return to this issue in Chapter 7.


Leading market opinion on benefits and liabilities


As regulatory regimes tighten on environmental issues, many companies may find themselves with very substantial liabilities, for example, for cleaning up land they polluted many years before. These liabilities may not be currently factored into analysts’ estimates of the value of companies. This may also apply to ethical issues which can undermine a company’s reputation. For example, Shell’s activities in Ogoniland, and the Brent Spar episode may turn out to be a long term liability to its reputation, and to its business. Ethical and environmental funds are specialists at identifying such liabilities before they receive widespread attention. Ethical funds may therefore educate the market on these issues. If they can do this, they can possibly influence the assessment of fundamentals that I discussed earlier. This could affect share prices significantly. In discussion with ethical funds managers I found some anecdotal evidence that analysts do look to green funds for information in this way.


The other side of this coin is that ethical funds could offer a way of picking high performance companies. An important idea promoted by some in the ethical investment industry is that ethical business is good business; that companies with good ethical and environmental policies will perform better in the long term than those with poor policies. If this is turns out to be true, then ethical funds will not only be a good ethical bet, but they will also be a good financial bet. One new fund which is very committed to this line is the ‘Tomorrow’s Company Fund’ mentioned in Chapter 2. This fund does not want to be considered an ethical fund, and yet the idea of ‘Tomorrow’s Company’ is thoroughly ethical. Tomorrow’s Company believes that companies should include their stakeholders in their core decision making, and that this is the way to more fulfilling and successful business (Tomorrow’s Company, 1995). Studies done by Klienwort Benson before the fund was launched, based on retrospective performance of companies selected on Tomorrow’s Company criteria, show that they outperformed the market significantly over an 10 year period. If ethical funds offer a way of picking winners, then they could considerably influence City opinion, and in so doing dramatically influence the assessment of the fundamentals of companies in a positive direction.


These side effects of ethical investment could in the long term be very important. However, they are currently rather accidental. A much more deliberate effort could be made by funds to heighten the awareness in the City of potential ethical and environmental liabilities and benefits. This, however, would require the kind of public adoption and explanation of ethical positions, which I will argue is important in Chapter 7.


The efficacy of active engagement


While direct use of market signalling is not likely to be a very effective means for ethical funds to influence corporate practice, they are not the only means available to such funds. The attraction of market signalling is that it offers a way of communicating with companies in a language that they understand. It also requires little extra effort on behalf of ethical funds. On this model, ethical funds, simply by screening their investments (which they do anyway in order to address the investment ethics problem) can signal to companies through their share prices which activities they consider to be undesirable, and which desirable. Unfortunately, as I have suggested, these signals are likely to be drowned in the general noise of the market. But sending signals through the market place is a rather indirect and haphazard way of communicating, so why not tell the companies directly what you consider to be unacceptable or desirable corporate practice? Several funds in the UK, and more in the US, have adopted this ‘active engagement’ approach.


In this section I will illustrate the effectiveness of this approach by discussing some initiatives in the US. I will then assess the achievement of UK funds. Broadly I argue that this approach has tended to be a marginal part of ethical investment in the UK. It is early days yet, and improvements are being made all the time, however, I argue that ethical funds could be substantially more effective than they currently are. I conclude by claiming that the engagement approach has largely been ‘bolted on’ as an extra to the screening approach, and that this greatly limits the potential for engagement to be an effective method for addressing the corporate harm problem. 


Active engagement in the US


In the US, active engagement, or shareholder activism, has become a routine part of investment activity within certain sectors of the investment market. Since the early 1980s a wide coalition of 275 Protestant, Catholic, and Jewish institutional investors have been engaged in shareholder activism through the Interfaith Center on Corporate Responsibility (ICCR), directed by Tim Smith. The first church-sponsored shareholder resolution was filed by the Episcopal Church in 1971 with General Motors on their involvement in South Africa (Smith, T. 1992). Over the next 25 years church investors have placed many hundred resolutions at AGMs. In the 1980s they were also joined by many of the largest pension funds such as TIAA-CREF, and the pension funds of New York City and State and the state pension funds of California, Wisconsin and Minnesota (Smith, T. 1992:109). Some of these pension funds have tens of billions of dollars of assets. Institutional activism in the US is now supported by the Council of Institutional Investors, which in 1993 represented 80 institutional investors with $600bn in assets (Smith, M. 1996:231). One particularly important example is CalPERS (California Public Employees’ Retirement System). Between 1988 and 1993, 36 firms were requested by CalPERS to make changes in their governance structure. CalPERS repeated these requests several times during this period, and by 1993, 72% of the firms had adopted the changes proposed by CalPERS, or made changes that satisfied CalPERS. (Smith, M. 1996: 228). CalPERS is the largest public pension fund in the US, and the second largest pension fund over all, with approaching $100bn in assets in 1995. It is widely seen as a leader amongst institutional activists (Smith, M. 1996:230). 


CalPERS’ activism has been focused on governance issues. Its motivation for pursuing governance reform is not simply ethical, but also self-interested. It aims to use shareholder activism to improve the long term value of the companies it invests in, by such changes as removing ‘poison pill’ devices, requiring confidential shareholder voting systems, preventing ‘greenmail’ payments, creating shareholder advisory committees, changing the composition of the board of directors, and restructuring executive compensation (Smith, M. 1996:231-232). CalPERS focuses its activism on companies with a high level of institutional ownership, and in which it is one of the largest shareholders. (Smith, M. 1996:231). Smith concludes that CalPERS has been successful at pursuing its goal of increased long term value. 


‘Overall, the evidence indicates that shareholder activism is largely successful in changing governance structure and, when successful, results in a statistically significant increase in shareholder wealth.’ (Smith, M. 1996:251). 


Smith estimates that the benefit of activism to CalPERS has been $19m over the 1987-93 period, and the cost $0.5m per year.


However, shareholder activism as a whole moves far beyond governance issues to a range of social and environmental issues. Indeed, over the last 15 years some 300 social and environmental resolutions have brought before company AGMs each year by institutional activists. In 1994, ICCR alone  sponsored 202 social resolutions, on 138 companies. According to Tim Smith (1992), in the early 1970s social shareholder resolutions were considered successful if they achieved 3% of the vote, in the 1990s many social resolutions achieve between 10% and 25% votes, while governance votes have approached 50% approval. However, many social resolutions have been effective without actually being voted on at the AGM. In the 1980s between a quarter and one third of shareholder resolutions were withdrawn as a result of negotiated agreements with companies (Smith, T. 1992:109).


One recent example of effective ethical shareholder activism is the attempt to persuade the US's third-largest billboard company, 3M Media, a subsidiary of 3M, not to provide billboard advertising space to tobacco companies. Following a sustained campaign by ICCR, which involved the submission of four different shareholder resolutions in 1995, 3M has agreed to phase out tobacco advertising by the end of 1998 (Business Ethics Magazine, July/August 1996). However, perhaps the largest co-ordinated shareholder activist campaign in recent years has been the attempt to persuade companies to sign up to the CERES Principles.


The CERES Principles


In June 1988, the Social Investment Forum� held a meeting which decided that a long term priority of the social investment movement is the environment, but that little activism was occurring in this area (Bavaria, 1992:138). SIF consequently resolved to set up a sub-group to pursue environmental objectives. This sub-group, which began meeting in 1989, came to be known as the Coalition for Environmentally Responsible Economies (CERES). The coalition included both representatives of the social investment community, and of various  environmental pressure groups, such as the Sierra Club, the National Audubon Society, and the United Nations Environment Programme. The first task CERES set itself was to adopt ‘a set of environmental principles for corporations that would serve as both a baseline for performance measurement and management standards’ (Bavaria, 1992:139). The resulting Principles were launched in September 1989. In March of that year, the Exxon Valdez ran aground off the coast of Alaska, releasing more than 10m gallons of oil, and attracting the attention of the world’s media. Consequently, these principles were initially known as the ‘Valdez Principles’. As soon as the Principles were launched, CERES began to talk to companies. The Principles were sent by CERES to 3,000 companies, and the organisation began work on a guide to help companies understand the ideas behind CERES. The main CERES objective was to persuade companies to sign up to the Principles. To this end, in 1989 20 shareholder resolutions were filed by church investors working with ICCR, and also by CalPERS and the New York City Retirement System, to ask companies to disclose their compliance with the Principles. The resolutions received an average vote of 12.5%. (Bavaria, 1992:141). Between 1991 and 1994 an average of 40 resolutions a year were filed on the Principles (Hoffman, 1996:52). Each year some resolutions were withdrawn because the company concerned agreed to negotiate with CERES. By 1995, over 50 companies had endorsed the CERES principles, most of them companies with well known environmental concerns or commitments - such as Ben and Jerry’s and the Body Shop. However, some very large companies have also been persuaded to sign, including General Motors, Sun Oil and Polaroid.


However, as Hoffman (1996) argues, CERES’ effectiveness has not simply been confined to those organisations who have signed up to the principles. He describes the case of the Amoco Corporation as an example. In the early 1990s CERES repeatedly proposed resolutions that Amoco should adopt the Principles. In 1990 nine religious institutional investors wrote to Amoco suggesting filing a resolution on CERES for the AGM. Amoco negotiated with these investors, who subsequently withdrew their proposed resolution, and in return Amoco promised to publish an environmental progress report, which was a requirement of one of the CERES Principles (Hoffman, 1996:55). Subsequently, Amoco also set up a board-level environment, health and safety committee, another CERES requirement. It is not easy to say whether this came as a direct response to CERES pressure. As Hoffman says, Amoco executives are 


‘cautious to grant the [CERES] organization that much credit. According to one senior EH&S [environment, health and safety] manager, CERES precipitated but did not create the idea of forming a board-level committee, the process had already begun.’ (1996:55).


While Amoco issued a number of statements stating its commitment to protecting the environment, according to Hoffman, the company was reluctant to adopt external principles, or make itself accountable to CERES, which was after all a self-appointed group (1996:56). The company therefore decided to adopt a proactive response, by seeking to redraft its environmental policy and  develop its own ‘Amoco Principles’ on the environment. Hoffman argues that this meant a shift in the environmental policy from being compliance oriented to being proactive (1996:57). In subsequent years Amoco has gone on to work with a variety of other companies in the development of environmental reporting standards, in part, Hoffman argues, to avoid further pressure from CERES. This culminated in 1993 in the launching of the Public Environmental Reporting Initiative which was also supported by Dow, BP, Northern Telecom, Phillips, Polaroid and Rockwell.


While CERES may not have achieved the obvious goal of persuading a large proportion of corporate America to sign up to its Principles, this was never its only purpose. As Joan Bavaria, co-chair of CERES, says ‘What we’re after is  culture change and forging relationships. Our goal is not to become an institution but to be part of the process.’ (Hoffman, 1996:60). It is likely that, albeit indirectly, CERES has had a significant effect on the culture of environmental practice of a wide range of large corporations in the US and Europe. While it was not solely responsible for changes in environmental policy, it served as an important catalyst. Hoffman claims that ‘CERES’s influence in the business environment cannot be disputed...the changing landscape of corporate environmentalism bears CERES’s mark.  In consequence we can conclude that the large scale, long-term active engagement which CERES embodies can be a effective means of addressing the corporate harm problem. 


Active engagement in the UK


The first thing to say about active engagement in the UK is that it is not widely pursued. There are few examples of shareholder activism on social or environmental issues by institutional investors, and there have been few organised attempts at activist campaigns. However, there are a number of relatively isolated examples of activism in the American style. In 1991, the South Yorkshire Pensions Authority, together with local authority pension funds from Derbyshire, Lancashire, Cleveland, Humberside and Lewisham, and one private sector fund, attempted to bring a resolution to the Fisons plc AGM, calling for the company to stop its peat extraction operations in ecologically sensitive areas. The coalition of funds was co-ordinated by PIRC (see Chapter 3). In fact it failed to meet the full requirements for resolution submission, but nevertheless, Stuart Bell of PIRC claims that ÔThe Fisons case shows it is practical to get companies to respond. In fact investors provided the only effective form of pressure in that caseÕ (Sparkes, 1995:80). There have been a small number of other shareholder campaigns in the UK. For example, Yorkshire Water were eventually persuaded to appoint a director for consumer affairs. There has also been a decade long campaign on RTZ by Partizans (a single company/multiple issue pressure group) on a variety of ethical and environmental issues. This was joined recently by a campaign by Friends of the Earth to persuade RTZ to stop the ilmenite mining development in the Fort Dauphin region of southern Madagascar, because it would severely damage unique littoral forests, and reduce biodiversity. Another example is Greenpeace’s attempt to persuade prospective investors in European Vinyls Corporation, a leading manufacturer of PVCs, that the official floatation prospectus did not adequately address the threat to the environment from PVCs, or the potential threat to profits of future environmental legislation to control them. Perhaps the most well known shareholder campaign in the UK was in response to the pay policy of British Gas. When Cedric Brown, Chief Executive of British Gas was awarded a 75% pay rise, many people were incensed. Professor Joe Lamb, a small British Gas shareholder, decided to do something about it. He launched a campaign to change the company’s pay policy. By the  annual general meeting, he had won the support of 800 other British Gas shareholders, and had tabled a resolution for consideration at the AGM. His resolution was joined by another one from PIRC. The AGM was attended by a record 7,000 shareholders. The PIRC resolution received 20% of the vote. While not enough to force British Gas to change, it was a watershed for a British shareholder action campaign to secure a support from one fifth of the shareholders in one of Britain’s biggest companies. 


However, while one or two of the ethical funds have been involved in various ways in these campaigns, most ethical funds do not pursue any kind of engagement with the companies in which they invest. Most ethical funds do talk to companies and have meetings with them. But it is routine for most fund managers (whether ethical or non-ethical) to research companies and meet with them. It is likely that for the majority of ethical funds in the UK, engagement is limited to questions from the fund asking for clarification on company policy, and informing the company of the fund’s ethical policy. This activity is unlikely to do much to persuade companies to change their policies. However, I noted in Chapter 4, that three ethical fund managers in the UK do have policies of engaging with companies in order to persuade them to change their policy, namely Friends Provident Stewardship, NPI Global Care, and Jupiter Ecology. Friends Provident Stewardship has over £700m of funds under management. Jupiter Ecology and NPI Global Care have over £100m between them, so these funds account for perhaps 70% of the ethical fund market. These funds have used a number of different procedures to pursue engagement, including writing letters, holding meetings with managers, doing sector surveys and feeding back the results to management, engaging in formal shareholder action at company AGMs, as well as attempting to lead policy in more general ways, by writing articles, briefing the press, giving addresses at conferences, participating in industry wide initiatives.  


NPI and Jupiter also carry out sector surveys. One purpose of these surveys is to develop a more detailed understanding of the particular sector, and of the particular issues that operate in that sector. EIRIS criteria tend not to be sector-specific and set absolute standards for, say, pollution across industry as a whole. This is useful for screening purposes, however, it means that the environmental impact of supermarkets is compared with that of chemical companies using the same basis of measurement. Such criteria do not provide a sensible starting point for persuading companies in either industry to improve their practices. However, a sector survey can reveal they key ethical and environmental issues in a particular industry, the current benchmarks and best practice standards operating in the industry, and the individual performance of companies with respect to these ethical and environmental issues and best practice standards. Tessa Tennant, head of research at the NPI Global Care Fund, believes that this process is extremely important to her fund’s constructive dialogue with companies. 


‘We actually want to talk to management, we want to do the sort of analysis that will get industries and companies to take these issues more seriously. [This requires] building our internal research capability...to extend the scope of our dialogue with companies and to open the process up more and more over time. Dialogue without serious homework beforehand is just a waste of time. I mean you’ll get fleeced, because companies know their business better than anybody else, so unless you have done a lot of homework you can get caught out very quickly.’�


The sector research approach provides a much better informed basis on which to engage with the company than a generalist criteria based approach alone. It measures companies against the standards achieved by their direct competitors, and against the best achievements in their industry. Companies can be told where in particular they are failing in relation to typical industry standards, and in which areas they can do most to improve. If the sector surveys are rigorous, they can provide an authoritative basis for engagement. NPI Global Care, for example, is prepared to back companies which they believe offer examples of best practice in a difficult industry sector.


In addition to these methods of engagement, one fund, NPI Global Care aims to take a leadership role on ethical and environmental issues in corporate practice. To this end, staff from NPI regularly make presentations at conferences, and lend their support to particular initiatives - for example, Tessa Tennant is chair of the UN Environment Programme working group on insurance and the environment. NPI has also recently launched a new fund which explicitly changes the ethical focus from screening to engagement. The NPI Global Care Income Fund retains certain screens on tobacco, arms, and nuclear power, but it also seeks to derive its ethical credentials from its commitment to engagement.


The modest achievements of engagement in the UK


The activities I have described are only practised by a small number of ethical funds. Most ethical funds engage with companies no more actively on ethical issues than ordinary non-ethical funds do. As we saw in the previous section, this does not mean that such funds make no contribution to addressing the corporate harm problem - their very existence makes a contribution in itself. But how effective are the methods used by the funds that do practice engagement at addressing the corporate harm problem?


I have asked the funds that do practice engagement for examples of companies which they have persuaded to change their policies. Unfortunately the funds are not able to produce such lists. However, all of these funds were certain that their efforts at engagement were effective at persuading companies to rethink certain issues. There are a number of reasons for this apparent discrepancy between what the funds believe they achieve, and what they can prove they have achieved. 


One reason for this is a problem of measurement. While it might be easy to tell if the market signalling approach is working by seeing if the share price moves up or down, there is no such objective, and single reference point with which measure the effectiveness of active engagement. Ideally, in order to prove engagement is effective as a means of persuasion we need to know that a company has changed its policy in the way recommend by the ethical fund, and that it did so at least partly because the ethical fund persuaded it to do so. This ideal situation rarely applies. Some attempts to change corporate practice have a clear fixed goal whose achievement can be easily measured. For example, in the 1980s the Campaign for Lead Free Air (CLEAR) undertook a campaign with the simple objective of persuading the government to phase out leaded petrol (Wilson, 1984). In January 1982 when the campaign was launched, the UK government claimed that the addition of lead to petrol was not harmful, and opposed any phase out. Less than 2 years after the campaign started, the principal objective had been realised: the government had been persuaded to change its mind. This is a clear measurable success. Ethical funds have not tended to adopt such clear measurable goals. They are not single issue campaigning groups, but deal with companies across a broad range of issues. This diffuses the effect of ethical funds. Consequently, it is rather hard for them to offer clear examples of situations in which they have had an impact. 


Another problem is that companies may not want the world to know that they have changed their policy as a result of the intervention of an ethical fund. If they do make a change, it is easy to see that they would want to take all the credit for themselves, and not give the impression that they have been forced into it by outsiders.


It is not unreasonable to accept the claims of those who practice engagement within ethical funds that they have had some effect on companies. However, these practitioners would also accept that their contribution has been rather modest, particularly compared to the success of shareholder activists in the US. In the next chapter I shall discuss some reasons for this modesty. However, here I shall discuss just one claim that is made for the modesty of achievement in the UK.


One reason for this modest achievement is the possibility that the hopes of the ethical investment movement are misconceived, and that investors, in reality have negligible power to address the corporate harm problem. One might argue that minority shareholders have very little power within companies for the following reasons: because they have insufficient access to corporate information; because company law inhibits all but the most determined activism; and because the bulk of shareholders care little about environmental and ethical agendas and cast their votes, routinely, in support of the company board (see Mackenzie, 1993). This gloomy picture has some truth, and there is no question that much could be sensibly done to improve the self-regulatory systems that make management accountable to shareholders in companies. It is probably true that the achievements of active engagement in the US have been facilitated by a more amenable regulatory regime. For example, the UK regime typically requires that resolutions can only be submitted for voting at the AGM if they are supported by at least either 100 shareholders with an average of £100 of stock, or shareholders with 5% of the voting shares of the company (Walmsley, 1990). In the US, that requirement is a holding of $1,000 or 1% of the shares for one year. (United Shareholders Association, 1990). Another reason for the higher levels of resolutions in the US compared to the UK, offered by Stuart Bell of PIRC, is that UK companies are much more accessible to their investors than their US counterparts. It is relatively easy for a shareholder in a UK company to get a response to a request, and even to have a meeting. However, not long ago, even the largest US pension funds found it hard to get adequate response from companies. In the US, the proxy resolution has been one of the only ways to force a company into dialogue. In the UK dialogue can happen without the need to make use of resolutions. If this is true, then the more responsive corporate culture in the UK offers the possibility of even more opportunity for the engagement approach to work than in the US. It would therefore be a mistake to suggest that differences in company law are the only reasons for the comparative ineffectiveness of ethical funds at engagement. Investor activism in the US is more concerted, more strategic, and better resourced than it has been in the UK. I would therefore suggest that ethical funds, even under existing UK legislation, have it in their power to be considerably more effective at addressing the corporate harm problem than they are now. If they adopted a plan of concerted, clearly thought out, targeted, adequately resourced engagement activity, they may be able to achieve a considerable amount. 


In conclusion, the US record of achievement at addressing the corporate harm problem using active engagement is long and impressive, though only a small proportion of the clearest achievements have come from ethical mutual funds. Ethical funds in the UK do not have such a lengthy track record. One reason for this is that most ethical funds limit their ethical activity to screening, and do not have a policy of engagement. For those few funds that have a policy of engagement early signs are promising.    


Conclusion


In this chapter, I have argued that we can only have modest expectations for the market signalling approach to addressing the corporate harm problem, particularly for large companies. I have argued that, on the other hand, engagement is a promising approach to the corporate harm problem. I have argued, however, that it is not widely practised by UK ethical funds, and where it is practised, it frequently comes second to the screening approach. This is not necessarily a criticism. Screening is an important goal of ethical investment. As we saw in Chapter 5, it is a considerable achievement to offer a service which allows 150,000 investors to invest in a way which is compatible with their ethical convictions. However, if my arguments are correct, then those ethical funds which do not practice the engagement approach can claim only a rather modest achievement at addressing the corporate harm problem. Those funds that do practice engagement can claim greater success, but could, I will argue, do considerably more. If I am right that the corporate harm problem is one of the primary goods pursued by ethical investment, this is a serious challenge for ethical funds. In the final two chapters, I will explore some to the way in which ethical funds can become better at addressing the corporate harm problem.


�



� Interview with the author.


�  Whether the pursuit of shareholder value should be the goal of business enterprise is open to dispute. See Goyder (1987), Drucker (1991a), Sorell and Hendry (1994) and Sternberg (1994) for examples. It  is also questionable whether companies do, as a matter of descriptive fact, pursue shareholder value as their principal goal.  However, the fact that many directors at least pay lip-service to this goal is important for my point here.


�  For a detailed account of consumer boycotts, and an assessment of their efficacy see N. Craig Smith (1990).


�  My argument in this section has been considerably improved as a result of conversations with Dr. Adrian Winnett, an economist at Bath University.


� See note. � NOTEREF _Ref375558708 �2�


�  This relates to the suggestion made in Chapter 5 that ethical funds currently have a rather narrow conception of the ethics of corporate practice, see p.� PAGEREF _Ref378749675 �124�ff..


� The Social Investment Forum (SIF) is the trade body of ethical investment in the US. It is the inspiration for the UK Social Investment Forum referred to in Chapter 3.


� Interview with the author.
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