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Introduction

Social investing is a movement that advocates incor-
porating social and environmental considerations,

as well as financial factors, when making investment
decisions. The most recent incarnation of this move-
ment is the initiative by state legislatures to force
public pension funds to sell their holdings of com-
panies doing business in Sudan. The effort to divest
Sudan-linked stocks began in 2004 after the U.S.
government characterized the killing and displace-
ment in Darfur province as genocide.! Riding on

the coattails of the success of the Sudan effort, state
legislatures have now targeted Iran, with a goal of
“terror-free” investing. The emotional appeal of such
actions is powerful. Over 2 million civilians have
been displaced and more than 200,000 slaughtered
in Darfur since 2003.> And Iran refuses to back away
from its pursuit of nuclear weapons.> But strong ar-
guments also exist against using public pension plans
to accomplish foreign policy goals.

This brief explores the current world of social
investing, the recent efforts regarding the Sudan and
Iran, the likely impact of social investing on the target
firms, and the reasons why such activity may be inap-
propriate for public pension plans.

What Is Social Investing?
How Much? Who's Doing It?

Social investing takes three primary forms: 1) screen-
ing (either excluding “bad” companies or including
“good” companies); 2) shareholder advocacy; and 3)
community investing. The Social Investment Forum
(SIF), a trade group of social investors, reports that

at the end of 2003, in terms of assets under manage-
ment, screening is by far the most prevalent approach
(see Figure 1). Significantly less is involved in share-
holder advocacy, and community investing activity is
tiny.

FIGURE 1. SOCIAL INVESTING IN THE UNITED STATES
BY TYPE OF STRATEGY, 2005
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TABLE 1. ASSETS IN SOCIALLY SCREENED PORTFOLIOS,
1999-2005 (BILLIONS)

Year s sccoums T
1995 $12 $150 $162
1997 96 433 529
1999 154 1,343 L497
2001 140 1,870 2,010
2003 151 1,992 2,143
2005 179 1,506 1,685

Source: Center for Retirement Research at Boston College
(2000).

The Social Investment Forum reports that as of
the end of 2005, mutual funds with social screens
held $179 billion and that socially screened “separate
accounts,” which are managed for individuals and
institutional clients, held $1,506 billion (see Table
1). The SIF calculates that these totals amount to 9.4
percent of all public and private assets under manage-
ment.

The bulk of the money in separate accounts (8o
percent) is the assets of public pension funds (see
Figure 2). And screening is pervasive among public
funds. The SIF numbers suggest that, in 2005, $1.2
trillion of public pension fund assets were screened
by some criteria. These screened assets accounted for
45 percent of total state and local pension holdings in
that year.4

FIGURE 2. SOCIALLY SCREENED INVESTOR ASSETS, 2005
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The screens vary by the nature of the customer.
As of 2005, by far the most popular approach for mu-
tual funds was a negative screen for tobacco; alcohol
came in second; gambling third.> But the pattern for
institutional separate accounts, which is dominated
by public plans, is quite different. For these accounts,
the MacBride Principles (relating to fair hiring in
Northern Ireland), Human Rights, the Environment,
and Equal Employment Opportunity ranked among
the top social concerns (see Figure 3).

FIGURE 3. SOCIAL SCREENING BY INSTITUTIONAL
INVESTORS, 2005 (BILLIONS)
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Source: Social Investment Forum (2000).

Note that almost none of the screened money is
held in private sector defined benefit pension funds.®
These private plans are covered by the Employee
Retirement Income Security Act (ERISA), and right
from the beginning the Department of Labor has
stringently enforced ERISA’s duties of loyalty and
prudence.” In 1980, the chief administrator of the
Department of Labor’s pension section published
an influential article that warned that the exclusion
of investment options would be very hard to defend
under ERISA’s prudence and loyalty tests.® And a
1994 Interpretive Bulletin reminded fiduciaries that
they are prohibited from subordinating the interests
of participants and beneficiaries ... to unrelated objec-
tives.”® Thus, ERISA fiduciary law has effectively
constrained social investing in private sector defined
benefit plans.”® Social investing is a public pension
fund phenomenon.
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Recent Developments —
Sudan and Now Iran

During 2005, and therefore not reflected in Figure

3, state legislatures in Arizona, Illinois, Louisiana,
New Jersey, and Oregon passed legislation related to
companies with operations in Sudan.” Since then
some states have branched out to include Iran. And
Missouri has taken the lead in initiating an entirely
“terror-free” investment policy. American companies
have been barred for some time from doing business
in either Sudan or with states considered sponsors
of terrorism according to the U.S. State Department
(Cuba, Iran, North Korea, Sudan and Syria).”” Butin
a world of global investing, U.S. investors can have a
link to Sudan or “terror states” through foreign stock
holdings. Such foreign holdings would be most af-
fected by the recent state legislation.

Sudan

As of August 2007, eighteen states have passed laws
regarding divestment of state pension and other
funds from Sudan (see Figure 4)."* Divesting is not
easy, however. State and local pension funds tend
to invest in global indices, so the exercise involves
identifying the companies with links to Sudan and
then constructing a Sudan-free index that mimics
established benchmarks.

Generally, the states have asked their money
managers to figure out which stocks have a Sudan
link. Money managers, in turn, have left it to the
social investing firms, such as KLD Research and
Analytics, Institutional Shareholders Services, and the
Conflict Securities Advisory Group to identify com-
panies involved in Sudan. KLD originally said that
124 companies were on its Sudan list, including eight
American companies.'* The social investing firms re-
fuse to make the names public, however, since that is
how they earn their money.”> And apparently, the lists
are not definitive. Some companies appeared on the
original KLD list even though they were not actually
doing business in Sudan. And for at least one, 3M,
its involvement was the result of a U.N. purchase of
Scotchshield Ultra Safety and Security Film to protect
embassy and mission windows from explosions, a
transaction that was authorized by the federal govern-
ment.'

The Sudan Divestment Task Force (2007) pub-
lishes a more tightly targeted list, recommending the
divestment of only 28 companies. These are compa-

FIGURE 4. STATES THAT HAVE ENACTED OR ARE
CONSIDERING SUDAN DIVESTMENT LEGISIATION, 2007
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Sources: National Conference of State Legislatures (2007);
Office of Missouri State Treasurer (2005); Sudan Divest-

ment Task Force (2007); State of Arizona (2005), State of
Arkansas (2007); and State of Louisiana (2005 and 2007).

nies that 1) do business with the Sudanese govern-
ment; 2) provide little benefit to the disadvantaged of
Sudan; and 3) have not developed policies to prevent
their business activities from inadvertently contribut-
ing to the government’s genocide capability.

Fund managers take the Sudan-link list and at-
tempt to construct “Sudan Free” funds that mimic
popular benchmarks. This step is also a challenge.
According to the chief investment strategist at North-
ern Trust, whose fund tracks the Morgan Stanley
Capital International Europe Australasia Far East
index (MSCI EAFE) index, constructing a “Sudan-
free” index will require divesting 25 companies or 9
percent of assets."”

Despite the challenges involved, public funds have
moved $2.2 billion away from Sudan-linked compa-
nies between 2005 and 2007.*

Iran

More recently, “terror-free” investment has been pick-
ing up steam. The primary targets are companies
doing business in Iran.’” As noted above, U.S. com-
panies have long been barred from operating in Iran,
but more than 200 multinationals have investments
there, from Royal Dutch Shell and France’s telecom-
munications-equipment company Alcatel to Sweden's
electronics company Ericsson.>®
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On June &, 2007, Florida’s governor signed a
Sudan and Iran Divestiture bill into law. Florida fol-
lows other states with regard to Sudan, but is the first
to enact divestiture legislation for companies doing
business with Iran.*" Louisiana, which had passed
“terror-free investing” legislation in 2005, permits
— but does not require — divestment. Arizona,
which also passed legislation in 2005, only requires
the public retirement system to disclose investments
in terror-linked companies. In Illinois, the state
Senate passed an Iran divestment bill on June 14,
2007 which would compel the state’s five retirement
systems to divest Iran-connected companies in energy
and other natural resources.?® California, Georgia,
Kansas, Michigan, Missouri, New Jersey, New York,
Ohio, Oklahoma, Oregon, Pennsylvania, and Texas
are also considering adopting Iran-free investing (see
Figure 5).*3

If some of the bills are passed in their broadest
form, institutions may be forced to sell $18 billion

FIGURE 5. STATES THAT HAVE ENACTED OR ARE
CONSIDERING IRAN DIVESTMENT LEGISLATION, 2007
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Sources: National Conference of State Legislatures (2007);
Office of Missouri State Treasurer (2005); State of Arizona
(2005), and State of Louisiana (2005 and 2007).

in investments.?# Selling all Iran-related securities
would add substantial risk to an indexed interna-
tional equity portfolio. State Street Global Advisors
(SSgA), Boston, has had preliminary conversations
with clients about Iran divestments. SSgA estimates
that if all companies with ties to Iran were removed
from Morgan Stanley's EAFE index and replaced with
similar performing companies, it would introduce a
tracking error of up to 200 basis points, compared to
the tracking error on a typical index of between five
and 10 basis points.?s

Some state legislatures, however, are limiting the
scope of divestiture to energy-related stocks, arguing
that such action is likely to be most effective in curb-
ing terrorist activities. Narrowing the scope greatly
reduces the number of stocks and amount that would
have to be sold.?®

Iran is a more politically complicated issue than
Sudan. Sometimes promoters of “divest Iran” suggest
that the effort is aimed at Al Qaeda.”” But Al Qaeda
is an enemy without a state and therefore difficult
to target. In addition, the U.S. government is not
enthusiastic about the effort, because it is working
on its own initiative with allies to curtail business
transactions tied to nuclear activities and support for
terrorism. Treasury and State Department officials
have expressed concern that broad-based divestiture
could cause a backlash if allies feel that a wide range
of companies is under attack.?®

Despite the complexities involved with Iran,
some states have gone even further and are pursu-
ing “terror-free” investing, which extends the scope
of the boycott to all the countries on the U.S. State
Department’s State Sponsors of Terrorism list, which
includes Cuba, Syria, and North Korea. Missouri has
been at the forefront of this movement. The State
Treasurer claims that at least 500 big foreign compa-
nies and multinationals do at least some business in
countries identified as sponsoring terrorism.>® The
Treasurer’s goal is to have all Missouri's investments
“terror—free,” although the state legislature has not
yet passed divestiture legislation for the state pension
funds.3® Anti-terrorism bills have been enacted in
Arizona, Florida, and Louisiana.

Given the substantial amount of social investing
by public pension funds, it is useful to consider the
likely impact of such activity on the targets of the so-
cial screen and the likely impact on the pension funds
themselves.
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The Economics of Social
Investing

The academic literature suggests that social screens
are likely to have very little impact on the target
company and that the impact on the pension fund
depends on the scale of the screen.

Impact on Targeted Company

The SIF Report suggests that social investing will
have a financial impact — that investors are putting
their money to work in ways that will build “a better,
more just, and sustainable economy.” The academic
literature on the stock market, however, suggests the
opposite. And a comprehensive survey on the effect
of the South African boycott — the largest and most
visible social action —

ation of banks or corporations with South African
operations or on the South African financial markets.
This is not to say that the boycott was not important
politically, but merely that it did not impact financial
markets. The study looks at pressure put on firms
from both congressional action and divestiture by
pension funds and universities.

The bulk of the congressional action occurred in
1985 and 1986, when the U.S. government passed
legislation imposing trade embargoes, currency sanc-
tions, and lending restrictions. Most importantly, the
Comprehensive Anti-Apartheid Act of 1986 prohib-
ited new private or public loans to South Africa other
than for humanitarian purposes. To test the impact
of this prohibition, the study identified ten important
legislative events leading up to the 1986 Act and ex-
amined their impact on a portfolio of nine banks with
South African loans. The results showed few sig-

nificant effects on bank

documents virtually no
effect, suggesting the
real world mirrors the
textbook model.

Injecting politics into pension policy
is problematic.

stock prices and where
significant they were of
the wrong sign.
Pension funds and

According to standard
finance theory, the price of any stock equals the pres-
ent discounted value of expected future cash flows.
Thus, the stock of a particular firm has a lot of close
substitutes, which makes the demand curve for a par-
ticular stock, in economists’ terms, almost perfectly
elastic.3' That s, even a big change in quantity de-
manded will lead to only a small change in price. And
any significant deviation from the fundamental price
would represent a profitable trading opportunity that
market participants would quickly exploit and thus
correct.3* In other words, boycotting tobacco stocks or
international companies doing business in Sudan or
Iran may result in a temporary fall in the stock price,
but as long as some buyers remain they can swoop
in, purchase the stock, and make money. And the
buyers are out there. The “Vice Fund,” which was
established in September 2002, specializes in only
four sectors — alcohol, tobacco, arms, and gambling,
and thus stands ready to buy the stocks screened out
of standard portfolios.® Thus, the textbooks suggest
that boycotting tobacco companies or international
companies doing business in Iran is unlikely to have
any impact on the price of their stocks.

A 1999 study took a comprehensive look at how
equity prices responded to sanctions and pressures
for firms to divest their holdings in South Africa.34
The conclusion that emerges from a series of event
studies is that the anti-apartheid shareholder and
legislative boycotts had no negative effect on the valu-

universities also put
pressure on corporations. Pension fund involvement
in the South African issue began when a number

of churches threatened to divest from banks doing
business in South Africa. In 1977, the first iteration
of the “Sullivan principles,” which called for non-
segregation of races and equal pay for equal work,
was adopted in the hope that by adhering to these
principles, companies could continue doing business
in South Africa and at the same time promote non-
discrimination policies.?> But many felt that the Sul-
livan principles did not go far enough, so Reverend
Sullivan called in 1987 for companies to withdraw
completely from South Africa. Many funds began to
divest themselves even of companies that had fol-
lowed these principles.3® The study looked at the
effect of 16 pension fund divestments on a portfolio
of firms with the highest exposure in South Africa.
The results showed no evidence that the pension fund
divestment announcements hurt firms with major
South African operations.

In short, financial textbooks characterize the de-
mand curves for individual stock as infinitely elastic,
so the price of the stock of a targeted company is un-
likely to be affected by a boycott so long as additional
buyers remain to scoop up the profit opportunity.
The fact that an effort as large as the boycott of firms
doing business in South Africa had virtually no effect
on stock prices suggests that the financial effect of
social investing on target firms is roughly zero.



Center for Retirement Research

Impact on the Pension Fund

But does social investing affect the pension fund ad-
versely? Modern portfolio theory states that investors
should diversify their asset holdings over a variety

of securities, so that the returns on all financial as-
sets do not move in lockstep.?” The question is how
many securities are needed for the portfolio to be
efficient? The answer is that an investor needs only
20-30 stocks to construct a fully diversified portfolio.3®
The small number of required stocks suggests that
eliminating, say, tobacco, which accounts for about 1
percent of the market capitalization of the S&P 500,
should leave enough securities to construct some-
thing very, very close to the market index. As the
number excluded increases, it would become increas-
ingly difficult to duplicate the market.3?

In terms of evidence, considerable research has
compared the risk-adjusted return of screened port-
folios to the return of unscreened portfolios. Most
of the studies cover the period since the mid-198os.
Overall, the results show

rica free portfolio compared to an unscreened NYSE
portfolio for the period 1960-1983 and found that,
after adjusting for risk, the portfolio excluding South
Africa companies actually performed better than the
unscreened portfolio.#* The positive results occurred
because companies with South Africa ties were large
and excluding these companies increased reliance

on small-cap stocks, which performed better on a
risk-adjusted basis during this period. During the
late 1980s, the results were also mixed. On the one
hand, a 1998 study analyzed data from the Surveys
of State and Local Employees (PENDAT) from the
early 1990s and found no significant effect on returns
from restrictions on South Africa investments.#> On
the other hand, the S&P 500 including South Africa
stocks performed slightly better than the index with-
out the stocks, and one study of public pension plans
found that South Africa restrictions had a negative ef-
fect on returns.4® Thus, a large divestiture movement
could have some negative effect on returns earned by
public plans.

Another aspect

that the differences in
risk-adjusted returns be-
tween the screened port-
folios and unscreened

State actions may conflict with
federal foreign policy.

that has received less
attention is the admin-
istrative costs of social
investing. It is possible

portfolios are negligible

and in most cases zero.#° A few studies have focused
on the effects of divestiture of tobacco stocks in the
1990s and show that the risk and returns for the S&P
500 with and without tobacco stocks were almost
identical.#'

In addition to comparing the performance of
screened portfolios to the S&P 500, several studies
have examined the performance of social investment
funds relative to the S&P 500. The Domini Social
Index includes 400 U.S. companies that pass mul-
tiple and broad-based social screens, and the Calvert
Social Index is a broad-based index including 659
companies. The majority of these studies show that
socially screened funds have no significant effect on
risk-adjusted returns.+?

In contrast, the evidence from the early days of
the South Africa divestiture suggested that screening
out stocks meant large losses. For example, in the
19770s, Princeton University reported that the stocks
that had been excluded because of South Africa ties
outperformed other holdings by 3 percent.¥ As time
passed and researchers undertook more comprehen-
sive studies, the conclusions shifted. For example,
one study examined the performance of a South-Af-

that social investing is
associated with higher fees and therefore has lower
net returns because additional resources are required
by fund managers to do the screening. The 2003 SIF
Report concluded that socially responsible funds ap-
pear as competitive as other funds when it comes to
administrative costs. However, others challenge this
view by pointing out that some of the large-cap social
index funds have above-average fees.#” Moreover, in
the case of Sudan and Iran, constructing new indices
to match existing benchmarks involves substantial
costs.

In short, theoretical models of portfolio choice im-
ply that restricting the portfolio to socially responsible
investments could have an effect on the rate of return
by limiting the ability to diversify. Given the large
number of stocks available, however, the cost — us-
ing traditional asset pricing models — is likely to be
negligible. The bulk of the studies, which compare
risk-adjusted returns for socially screened portfo-
lios to those of unrestricted portfolios, supports this
claim. Although a “terror-free” effort as large as the
South African divestiture may have had some effect.4®
And administrative costs may be an important issue.
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Public Plans Are Not Suited
to Social Investing

In the late 19770s, some observers identified the large
and rapidly growing funds in state and local pen-
sion plans as a mechanism for achieving socially and
politically desirable objectives. The initial debate fo-
cused on attempts to exclude from pension portfolios
companies with specific characteristics, such as those
with almost totally nonunion workforces or invest-
ments in South Africa. The focus quickly shifted to
undertaking pension investments that would foster
social goals such as economic development and home
ownership.#9 Advocates generally contended that the
broader goals could be achieved without any loss of
return.

Early reports, however, suggested that the tar-
geting did involve sacrificing return. For example,
a 1983 study of state-administered pension funds
showed that many states had purchased publicly
or privately insured mortgage-backed pass-through
securities to increase homeownership in their state.>®
Analysis of the risk/return characteristics of these
targeted mortgage

In the recent debate regarding Sudan and Iran,
trustees of public plans have spoken out opposing
such initiatives. Administrators at California’s large
public pension funds — CalPERS and CalSTERS —
oppose the California bills requiring divestiture. A
CalPERS spokesman said that determining which
companies have dealings with Iran would be a
struggle: “We don't necessarily have the resources or
the expertise.”>* Similarly, the executive director of
Massachusetts’ Pension Reserves Investment Man-
agement Board, which invests public plan assets,
said “You hire us to make you money, and when you
restrict our ability to pick stocks, you likely restrict
our ability to get returns.”> Ohio’s legislature initially
considered following the Missouri model making
investments “terror-free” by filtering out all stocks
with links to North Korea, Syria, Sudan or Iran. The
pension fund administrators argued that the measure
would affect stocks of more than 170 companies and
require the funds to sell more than $9 billion. Ad-
ministrative costs would exceed $60 million.5®

Moreover, legislative mandates for pension fund
investing may have implications elsewhere in the
state. For example, in the case of Ohio the “terror-

investments revealed
that 1o states either
inadvertently or delib-
erately had sacrificed

Divestment can be complicated,
costly, and ineffective.

free” investing bill
would have roped in
companies such as
Honda, DaimlerChrsy-

ler AG, Bridgestone

as much as 200 basis
points to foster homeownership. Similarly, in 1992,
Connecticut’s state pension fund lost $25 million
attempting to shore up Colt Industries. The firm
went bankrupt two years after the fund bought a 47
percent interest in an attempt to protect Connecticut
jobs.>" In Kansas, the state pension fund lost between
$100 and $200 million on defaulted loans from an
in-state investment program that included a chain of
video stores, a steel mill, and a failed savings and loan
bank.>* State and local pension funds were on a naive
and dangerous path.>

The losses in the 1980s and early 1990s were a
sharp wake-up call to a number of public pension
fund managers who appeared to believe that they
could accomplish social goals without sacrificing
returns. Over the last 20 years, the rhetoric associ-
ated with targeted investments has changed mark-
edly. Public pension fund managers, sensitive to the
potential for losses, go out of their way to make clear
that they are no longer willing to sacrifice returns for
social considerations; almost every definition of social
investing includes a requirement that the investment
produce a “market rate of return.”

Corporation, Siemens,
and Thyssenkrupp AG, all of which had invest-
ments in Ohio.5” The pension funds estimated these
companies employed more than 45,000 workers. In
response, the legislature narrowed the scope of the ef-
fort and decided to go after only those companies with
more than $20 million in Iran’s energy sector.5®

Most importantly, three aspects of public pension
funds make them particularly ill-suited vehicles for
social investing.

First, the decision-makers and the stakeholders
are not the same people. The decision-makers are
either the fund board or the state legislature. The
stakeholders are tomorrow’s beneficiaries and/or
taxpayers. If social investing produces losses either
through higher administrative costs or lower returns,
tomorrow’s taxpayers will have to ante up or future re-
tirees will receive lower benefits. The welfare of these
future actors is not well represented in the decision-
making process.

Second, whereas the investment practices of
many large public funds are first rate, other boards
are much less experienced. The boards of smaller
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funds often consist of between five and eleven people
including mayors, treasurers, comptrollers, city
councilors, union leaders, and citizens. The process
is often conducted behind closed doors and subject to
little public scrutiny. Moreover, many state and local
plans are still run in-house and involve the selection
of individual stocks rather than broad-based indices.
A front page New York Times article reported that po-
litical money sometimes affects pension investment
decisions. As a result, pension boards may overlook
excessive fees or high rates of turnover, and they may
approve inappropriate investments.’® Introducing
divestment requirements into such an environment is
problematic.

The final issue is the slippery slope. This round
of divestment began with Sudan and involved only a
few stocks. It is quickly spreading to Iran, where the
issues are even more complicated and the number
of companies substantially greater. If “terror-free”
investing gains momentum, what is going to stop the
spread to, say, Saudi Arabia, original home of 15 of the
19 hijackers involved in the g /11 terrorist attacks? At
some point, the administrative costs of broad-based
divestiture will balloon and excluding large numbers
of companies will definitely hurt returns.

Conclusion

Everyone is horrified by genocide, and no one wants
to support terror. Yet even those who sell socially
responsible funds admit that the issue of divestiture
is complex. “You have to ask yourself what your goal
is with divestment. What's there if the government
falls? Is there a government there that will take over
and be better? If the companies that pull out provide
money, goods, and services, is there an understanding
that will make the people poorer in the short run?”®°
Yes, the regime changed in South Africa, but many
South Africans say that it was the cultural boycott

— particularly in sports — rather than the divestiture
of companies with South-Africa-linked activities that
resulted in the peaceful ascendance of Nelson Man-
dela as president.®"

In addition to the issue of effectiveness, the
fundamental question is where foreign policy should
be made. Sudan does not raise as many issues in
this regard as Iran. The State Department is work-
ing closely with foreign governments to get specific
companies to stop selected activities, particularly in
Iran's energy sector. Additionally, in more than one
instance, federal courts have ruled that state legisla-

tion regarding social investment was unconstitutional
on grounds that it overlapped with federal regula-
tions.®? Statements by officials at both Treasury and
the State Department make clear their concern that

a broad-based divestiture could disrupt the govern-
ment's effort.

But even assuming that divestment is an effective
mechanism to stop genocide and reduce terror risk
and that state legislatures and pension fund boards
are the right place to make foreign policy, the issue
remains whether pension funds are an appropriate
vehicle for implementing that policy. The answer
seems unquestionably “no.” The decision-makers are
not the people who will bear the brunt of any losses;
rather they will accrue to future beneficiaries and/or
taxpayers. In many instances, the environment sur-
rounding public pension fund investing is politically
charged and encouraging public pension fund trust-
ees to take “their eyes off the prize” of the maximum
return for any given level of risk is asking for trouble.
And finally, boycotting companies doing business
with particular countries is a slippery slope — today
Sudan and Iran, tomorrow Saudi Arabia.
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Endnotes

1 Actually, as early as 2000, many college endow-
ments and public pension funds, including CalPERS,
did not participate in the initial public offering of
PetroChina, because of its involvement in oil extrac-
tion in Sudan. See Fried (2000).

2 Amnesty International (2007) and Hagan and Pal-
lioni (20006).

3 U.S. Department of Treasury (2007).

4 The Federal Reserve Flow of Funds reports total
assets for state and local pension plans of $2,701.5
billion in 2005.

5 The majority of funds (64 percent) use 5 or more
screens; the remainder are divided between those
with a single screen (25 percent) and those with 2-4
screens (II percent).

6 Multi-employer plans have made a few efforts to
stimulate demand for union labor, especially in the
construction trades. And some health care compa-
nies and hospitals screen for tobacco. But generally
very little social investment has taken place. The
Social Investing Forum (SIF), however, has reported
that nearly 10 percent, or $137 billion, of screened
assets are in corporate defined benefit plans. It was
impossible for the author to ferret out where this
money was. The only corporation mentioned by SIF
was the Federal Home Loan and Mortgage Corpora-
tion (Freddie Mac). Since Freddie Mac invests most
of its money in home mortgages, it is not clear how it
is involved in social screening. In a personal commus-
nication, SIF’s Joshua Humphreys said that there are
other corporations that are not included on the list,
but SIF refused to give out any additional names.

7 ERISA requires a fiduciary to act “solely in the
interests of the [plan] participants and beneficiaries...
for the exclusive purpose” of providing benefits to
them. A fiduciary must also act “with the care, skill,
prudence, and diligence” of the traditional “prudent
man.” See Langbein, Stabile, and Wolk (2006).

8 Lanoff (1980).
9 U.S Department of Labor (1994).

10 Some companies offer their employees one or

more mutual fund options that pursue social in-
vesting criteria. Such an option does not raise any
fiduciary concerns because the decision is left entirely
to the participant.

11 The New Jersey legislation requires its pension
funds to divest holdings in businesses that have
equity stakes in the Sudan. A similar bill in Illinois,
enacted in June 2005, provides that a fiduciary should
not transact any business with a company doing
business with Sudan, although in February 2007 the
Federal District Court for the Northern District of
Mlinois ruled this act unconstitutional. Oregon also
passed such a law for its public pension funds, while
Louisiana legislation permits, but does not require,
divestiture of investments linked to the Sudan.

12 U.S. Department of State (2007a). In 1997,

President Clinton issued an executive order barring
companies from conducting business in the Sudan;
foreign businesses do not fall under that restriction.

13 For example, Texas legislation, signed into law on
June 15, 2007, will require both the Teacher Retire-
ment System and the Texas Employees Retirement
System to ask affected companies to cease business in
Sudan and to divest shares of unresponsive compa-
nies. The Hawaiian Employees’ Retirement System
was required to divest from Sudan-related invest-
ments when legislation went into effect July 1st. In
Connecticut, legislation enables the Treasurer to di-
vest state funds invested in companies doing business
in Sudan or decide against further or future invest-
ments. Nineteen other states have pending divest-
ment legislation or are taking other actions towards
divestment. For example, the New York State Comp-
troller adopted a targeted Sudan divestment policy for
the New York State Common Retirement Fund.

14 Fried (2000).

15 A KLD employee told us that KLD sells their
compliance list to institutional money managers who
are interested in social divestment and that it is not in
the company’s best interest to allow outside organiza-
tions to obtain their list in whole or in part. KLD also
would not provide information about the American
companies on the list. This information was obtained
through a personal communication with KLD’s
Randy O’Neill.
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16 Fried (2006). In a personal communication, 3M’s
Jacqueline Berry also confirmed the sale of the Secu-
rity Film to the United Nations.

17 Fried (2006) and a personal communication with
Northern Trust's Priya Khetarpal.

18 Pichardo (2007).

19 The U.S. House Financial Services Committee on
May 23, 2007 passed legislation that would protect
public pension funds and their money managers
from litigation in response to Iranian divestiture.

20 King (2007).

21 The new law requires the State’s Board of Admin-
istration to contact companies with business ties to
Sudan and with energy ties in Iran, asking them to
stop such activities; unresponsive companies would
have to be divested 9o days after the communication.
See Pensions and Investments (2007a).

22 Pensions and Investments (2007D).

23 The California legislation, which was proposed in
January and as of July is still in committee in the state
senate, would force two of the nation’s largest pension
funds — for the state’s public employees and teach-
ers, with combined holdings of $400 billion — to
remove their money from any foreign company doing
business with Iran. See Abdollah (2007).

24 Pichardo (2007).

25 See Pichardo (2007); and also confirmed by a
personal communication with SSgA’s Gary Conway.
Also, according to Northern Trust Global Invest-
ments, companies doing business in Iran comprise
about 25 percent of the MSCI EAFE index, compared
to about 15 percent with ties to Sudan.

26 When narrowed, the number of companies
involved declines from 100-125 to the 19-25 range.

In California, for example, CalPERS would have to
divest $8 billion if a bill introduced by Joel Anderson
is passed. If narrowed to companies only with energy
interests in Iran, the divestiture requirement drops to
$2 billion. See Pichardo (2007).

27 LaFranchi (2007).

28 See U.S. Department of Treasury (2007); U.S.
Department of State (2007b); and McKinley (2007).

29 Karmin (2007).
30 See Frick (2007).

31 For a summary of the literature on testing the ex-
tent to which the supply curve is elastic, see Munnell
and Sundén (2005).

32 The caveat is, of course, that potential buyers
must not think the sale (purchase) reflects a negative
(positive) assessment of the firm's financial condition
or business prospects that could affect future cash
flows. If potential purchasers believe that the seller is
disposing of the stock because he knows something
adverse they do not, they will revise down their as-
sessment of the stocK's value, and the transaction will
reduce the price of the stock.

33 Apparently the Vice Fund has grown at 20 percent
annually since its inception, outpacing the S&P’s
growth of 16 percent. At first blush, these results
appear to contradict the conclusion that screening
has no impact, but the period under consideration is
far too short for these numbers to have meaningful
implications. See Authers (2007).

34 Teoh, Welch, and Wazzan (1999).

35 During the 1970s, as opposition against the apart-
heid government increased, social activists charged
that companies investing in South Africa indirectly
supported the government and its discrimination
policies. In an initial effort to resolve the conflict,
the Reverend Leon Sullivan in 19777 introduced a set
of guidelines for companies doing business in South
Africa, the so-called “Sullivan Principles.” By 1987,
127 U.S. companies had signed on to the Sullivan
principles (Auerbach, 1987).

36 For example, CalPERS divested itself of $9.5 bil-
lion worth of shares of companies holding a South
African subsidiary. Pressure to divest and a worsen-
ing economic and political environment in South
Africa led many companies (IBM, Exxon, Ford, GM
and Chrysler) to sell their holdings. See Teoh, Welch,
and Wazzan (1999).

37 An asset can be characterized by its expected
return and the risk associated with that return,
measured by the variance in returns. The risk of a
specific asset can be broken down into two parts: risks
that are unique to that stock (firm risk) and risks that
stem from market-wide variations such as business
cycle variation, inflation, and interest rate fluctuations
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(market risk). When assets are combined in a portfo-
lio, the return on the overall portfolio is given by the
average return of the assets. And the risk associated
with the portfolio is determined by the variance of the
individual returns and the degree to which the indi-
vidual returns vary together (covariance). Thus, by
combining assets into a portfolio that have differing
risk characteristics, an investor can create an efficient
portfolio — a portfolio that is expected to achieve a
given level of expected returns while minimizing risk.

38 Assume an investor plans to divide his money
among n stocks selected from the entire market port-
folio. The portfolio variance is given by:

Portfolio _

. average
; =1/n* g
varianee

4 average
variance

covariance

+ (1-1/n) *

As the number of securities in the portfolio increases,
the contribution to total risk from the individual firm-
specific risk decreases and the contribution from how
the risks vary in relation to each other (covariance)
increases. Thus, as the number of securities in-
creases, the overall portfolio variance approaches the
economy-wide risk, represented by the second term
in the equation. With 2 stocks in the portfolio, half
of the overall variance is due to firm specific risk and
half to market risk. By the time a portfolio contains
10 securities, 9o percent of the portfolio’s variance
should be determined by the market risk. With a 20
stock portfolio, 95 percent of the variance should be
determined by the overall market risk. See Brearley
and Myers (1988).

39 Rudd (1981) and Grossman and Sharpe (1986)
argue that the investor will not be able to exactly
duplicate the market portfolio, because the screened
portfolio will have relatively greater covariation in re-
turns. Rudd also argued that social investing will in-
troduce size and other biases into the portfolio, which
will lead to a deterioration in long-run performance.

40 Guerard (1997); Hamilton, Jo, and Statman
(1993); Statman (2000); Bauer, Koedijk, and Otten
(2002); Dhrymes (1998); and Bello (2005). A similar
result has been found for bond portfolios (D’Antonio,
Johnsen and Hutton, 1997).

41 DiBartolomeo (2000). In the late 1980s and early
1990s, tobacco stocks performed slightly better than
the S&P 500 but during the second half of the 1990s
the tobacco stocks underperformed the S&P 500 on a
risk-adjusted basis (Social Investment Forum, 1999;

and Ferrari, 2000). However, the overall effect of
divesting tobacco stocks should be small because they
only account for about 1 percent of the S&P 500.

42 Kurtz and DiBartolomeo (1996); DiBartolomeo
and Kurtz (1999); DiBartolomeo (1996); and Bello
(2005). Some critics of these results contend that the
comparable returns reflect the fact that the screened
funds invest a higher proportion of their assets in
small cap stocks. Small caps have out-performed
large caps over the period 1995 to 2007 by more
than 3 percentage points (10.9 percent versus 7.8
percent). The discrepancy since the trough in the
market in 2002 has been even greater (20.0 percent
versus 11.0 percent). Bello (2005) contends, however,
that the sizes of the companies in the screened and
unscreened portfolios are very similar.

43 Malkiel (1991).

44 Grossman and Sharpe (1980).
45 Munnell and Sundén (2001).
46 Romano (1993).

47 Hickey (2000).

48 A recent study (Karolyi, 2007) of terror-free
investing concluded that there were no significant
differences in risk or return of stock portfolios
screened on the basis of their operations in countries
designated as state sponsors of terrorism and the S&P
500. This study, however, focused exclusively on U.S.
markets, where very few firms do business in terror-
linked countries. The author notes that “Broadening
the analysis to incorporate a global investment strat-
egy may render different results and conclusions.”

49 Two books were instrumental to broadening the
social investing debate — Rifkin and Barber (19738)
and Litvak (1981).

50 Munnell (1983).

51 Schwimmer (1992); and Langbein, Stabile, and
Wolk (2000).

52 White (1991).

53 In their initial forays into economically targeted
investments, public pension fund managers generally
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did not appear to recognize the “Catch-22” nature of
the exercise. For the most part, the goals of increas-
ing in-state housing investment and maximizing
returns are inconsistent in the United States” highly
developed capital markets. Any housing investment
that offers a competitive return at an appropriate

level of risk, such as a GNMA, does not need special
consideration by public pension plans nor would such
consideration increase the long-run supply of mort-
gage loans. Investments by pension funds that would
increase the supply of housing funds must by defini-
tion either produce lower returns or involve greater
risk. Sophisticated advocates of targeted investments
recognized the efficiency of the market for housing
finance and argued that pension funds could make

a contribution through innovative forms of housing
finance. But that was not what was going on in 1983;
the in-state mortgages purchased by public pension
funds tended to be conventional fixed-rate 30-year
mortgages. See Munnell (1983).

54 McKinley (2007) and also confirmed by a personal
communication with CalPERS’ Brad Pacheco.

55 Mishra (2000).

56 King (2007).

57 Ohio Retirement Study Council (2007).
58 King (2007).

59 Walsh (2004).

60 The comment is from Julie Gorte, director of
social research at Calvert Investments (Fried, 2000).

61 Authers (2007).

62 Stern (2007).



Issue in Brief

3

References

Authers, John. 2007. “There Are Clear Arguments for
a Clear Conscience.” Financial Times (July 28).

Abdollah, Tami. 2007. “Beverly Hills May Join the
Push for Iran Divestment.” Los Angeles Times

(July 10).

Amnesty International. 2007. “Sudan.” Available at:
http://www.amnestyusa.org/By_Country/Sudan/
page.dorid=1011244&n1=3&n2=30&n3=994.

Auerbach, Stuart. 1987. “Sullivan Abandons S. Afri-
can Code; Activist Minister Urges U.S. Firms to
Leave Country.” The Washington Post (June 4).

Bauer, Rob, Kees Koedijk, and Roger Otten. 2002.
“International Evidence on Ethical Fund Perfor-
mance and Investment Style.” Working Paper.
Maastricht, The Netherlands: University of Maas-
tricht.

Bello, Zakri Y. 2005. “Socially Responsible Investing
and Portfolio Diversification.” The Journal of Fi-
nancial Research 28(1): 41-57.

Brearley, Richard A. and Stewart C. Myers. 1988.
Principles of Corporate Finance. McGraw-Hill Edu-
cation — Europe.

D’Antonio, Louis, Tommie Johnsen, and R. Bruce
Hutton. 1997. “Expanding Socially Screened
Portfolios: An Attribution Analysis of Bond Perfor-
mance.” Journal of Investing 6(4): 79-86.

Dhrymes, Phoebus J. 1998 “Socially Responsible
Investment: Is It Profitable?” 1998. The Investment
Research Guide to Socially Responsible Investing, The
Colloquium on Socially Responsible Investing.

DiBartolomeo, Dan. 1996. “Explaining and Control-
ling the Returns on Socially Screened US Equity
Portfolios.” Presentation to New York Society of
Security Analysts, September 10.

DiBartolomeo, Dan and Lloyd Kurtz. 1999. “Manag-
ing Risk Exposures of Socially Screened Ac-
counts.” Working Paper. Boston, MA: Northfield
Information Services.

DiBartolomeo, Dan. 2000. “A View of Tobacco
Divestiture by CalSTRS.” Working Paper. Boston,
MA: Northfield Information Services.

Ferrari, Mark. 2000. “Historical Risk and Return of
the Tobacco Industry” in Douglas G. Cogan, ed.,
Tobacco Divestment and Fiduciary Responsibility: A
Legal and Financial Analysis. Rockville, MD: Inves-
tor Responsibility Research Center.

Frick, Bob. 2007. “Screening Out Terror.” Kiplinger
Washington Editors, Inc. Available at: kiplinger.
com.

Fried, Carla. 2006. “How States Are Aiming to Keep
Dollars Out of Sudan.” The New York Times (Febru-

ary 19).

Grossman, Blake R. and William Sharpe. 1986. “Fi-
nancial Implications of South African Divest-
ment.” Financial Analysts Journal 42(4): 15-29.

Guerard, John B. 1997. “Is There a Cost to Being
Socially Responsible in Investing.” Journal of
Investing 6(2): 11-19.

Hagan, John and Alberto Pallioni. 2006. “Death in
Darfur.” Science 313(5793): 1578-1579.

Hamilton, Sally, Hoje Jo, and Meir Statman. 1993.
“Doing Well While Doing Good? The Investment
Performance of Socially Responsible Mutual
Funds.” Financial Analysts Journal 49(6): 62-606.

Hickey, Catherine. 2000. “Extending the Socially
Responsible Universe.” Morningstar (June 30).

Karmin, Craig. 2007. “Missouri Treasurer’s Demand:
‘“Terror-Free’ Pension Funds.” The Wall Street Jour-
nal (June 14).

Karolyi, G. Andrew. 2007. “An Assessment of Terror-
ism-Related Investing Strategies.” Working Paper.
Columbus, Ohio: Fisher College of Business, Ohio
State University.

King, Jr. Neil. 2007. “Cutting Ties: Should States Sell
Stocks to Protest Links to Iran?” The Wall Street
Journal (June 14).



14

Center for Retirement Research

Kurtz, Lloyd and DiBartolomeo, Dan. 1996. “Socially
Screened Portfolios: An Attribution Analysis of
Relative Performance.” Journal of Investing (Fall).

LaFranchi, Howard. 2007. “’Terror-Free’ Investing
Gains Ground in US.” The Christian Science Moni-
tor (March 26).

Langbein, John, Susan J. Stabile, and Bruce A. Wolk.
20006. Pension and Employee Benefit Law. New
York, NY: Foundation Press.

Lanoff, Ian. 1980. “The Social Investment of Private
Pension Fund Assets: May It Be Done Lawfully
Under ERISA?” Labor Law Journal 31(7): 387-392.

Litvak, Lawrence. 1981. Pension Funds and Economic
Renewal. Washington, DC: Council of State Plan-
ning Agencies.

Malkiel, Burton. 1991. “Social Responsible Investing,”
Speech to 1971 Endowment Conference reprinted
in Classics I1: Another Investor’s Anthology. Home-
wood, Illinois: AIMR/BusinessOne Irwin.

McKinley, Jesse. 2007. “California Seeks to Ban In-
vestment in Iran. The New York Times (April 1).

Mishra, Raja. 2006. “State Pension Fund Has Ties to
Firms Operating in Sudan.” The Boston Globe

(July 8).

Munnell, Alicia H. 1983. “The Pitfalls of Social In-
vesting: The Case of Public Pensions and Hous-
ing.” New England Economic Review (September/
October): 20-40.

Munnell, Alicia H. and Annika Sundén. 2001. “In-
vestment Practices of State and Local Pension
Plans,” in Olivia S. Mitchell and Edwin C. Hus-
tead, eds., Pensions in the Public Sector, 153- 194.
Philadelphia, PA: The Pension Research Council
and University of Pennsylvania Press.

Munnell, Alicia H. and Annika Sundén. 2005. “Social
Investing: Pension Plans Should Just Say ‘No’,” in
Jon Entine, ed., Pension Fund Politics — The Dan-

gers of Socially Responsible Investing, 13-55. Washing-

ton, DC: AEI Press.

National Conference of State Legislatures. 2007.
“State Divestment Legislation.” Available at:
http://www.ncsl.org/standcomm/sclaborecon/
statedivestbills.htm.

Office of Missouri State Treasurer. 2005. “Treasurer
Steelman and Missouri Investment Trust Board
Adopt Policy to Screen MIT Investments Against
Terrorism and Related Security Risks.” Press
Release. Jefferson City, Missouri. Available at:
http://www.treasurer.mo.gov/pressroom/MITTer-
rorScreen.html.

Ohio Retirement Study Council. 2007. “HB 151: Com-
panies on ISS Iran List.” Available at: http://www.
orsc.org/uploadpdf/companies_ISS_Iran_list.pdf.

Pensions and Investments. 2007a. “Florida Governor
Inks Divestment Bill.” (June 8).

Pensions and Investments. 2007b. “Divestment Pres-
sures Grow for Funds Across U.S.” (June 25).

Pichardo, Raquel. 2007. “Divestment Focus Shifts to
Iran.” Pensions and Investments (May 28).

Rifkin, Jeremy and Randy Barber. 1978. The North
Will Rise Again: Pensions, Politics and Power in the
1980s. Boston, MA: Beacon Press.

Romano, Roberta. 1993. “Pension Fund Activism in
Corporate Governance Reconsidered.” Columbia

Law Review 93(4): 795-853.

Rudd, A. 1981. “Social Responsibility and Portfolio
Performance.” California Management Review 23:
55-61.

Schwimmer, Anne. 1992. “Connecticut’'s Deal a
Bust.” Pensions and Investments (March 30).

Social Investment Forum. 1999. “Tobacco’s Changing
Context.” 1999 Tobacco Report. Washington, DC.

Social Investment Forum. 2006. “2005 Report on
Socially Responsible Investing Trends in the
United States.” Social Investment Forum Indus-
try Research Program. Available at: http://www.
socialinvest.org/areas/research/trends/sri_trends_
report_2005.pdf.

State of Arizona. 2005. “House Bill 2562.”
Phoenix, Arizona: Forty-seventh Legislature. First
Regular Session.

State of Arkansas. 2007. “Senate Concurrent Resolu-
tion 20 (SCR 20).” Little Rock, Arkansas: 86th
General Assembly. Regular Session.



Issue in Brief

15

State of Louisiana. 2005. “Act No. 9.” Baton Rouge,
Louisiana: Regular Session.

State of Louisiana. 2007. “Act No. 352.” Baton Rouge,
Louisiana: Regular Session.

Statman, Meir. 2000. “Socially Responsible Mutual
Funds.” Financial Analysts Journal 56(3): 30-39.

Stern, Andrew. 2007. Judge Voids Illinois Law Bar-
ring Sudan Investment.” Reuters (February 24).

Sudan Divestment Task Force. 2007. “Interactive
State of Divestment Map.” Available at: http://
www.sudandivestment.org.

Teoh, Siew Hong, Ivo Welch, and C. Paul Wazzan.
1999. “The Effect of Socially Activist Investment
Policies on the Financial Markets: Evidence from
the South Africa Boycott.” Journal of Business 72(1):

35- 89.

U.S. Department of Labor. 1994. Interpretive Bulletin
IB 94-1. Washington, DC.

U.S. Department of Treasury. 2007. Remarks of
Deputy Secretary Robert M. Kimmitt on the
“Role of Finance in Combating National Security
Threats” to the Washington Institute for Near East
Policy, Soref Symposium (May 10). Washington,
DC.

U.S. Department of State. 2007a. “State Sponsors of
Terrorism.” Washington, DC. Available at: http://
www.state.gov/s/ct/c14151.htm.

U.S. Department of State. 2007b. “United States
Policy Toward Iran.” Testimony of R. Nicholas
Burns, Under Secretary for Political Affairs, before
the Senate Foreign Relations Committee. Wash-
ington, DC (March 29).

Walsh, Mary Williams. 2004. “Political Money Said to
Sway Pension Investments.” New York Times (Feb-
ruary I10).

White, James A. 1991. “Picking Losers: Back-Yard
Investing Yields Big Losses, Roils Kansas Pension
System.” Wall Street Journal (August 21).



CENTER FOR
RETIREMENT

RESEARCH
AT BOSTON COLLEGE

About the Center

The Center for Retirement Research at Boston Col-
lege was established in 1998 through a grant from the
Social Security Administration. The Center’s mission
is to produce first-class research and forge a strong
link between the academic community and decision
makers in the public and private sectors around an
issue of critical importance to the nation’s future.

To achieve this mission, the Center sponsors a wide
variety of research projects, transmits new findings to
a broad audience, trains new scholars, and broadens
access to valuable data sources. Since its inception,
the Center has established a reputation as an authori-
tative source of information on all major aspects of
the retirement income debate.

Affiliated Institutions

American Enterprise Institute

The Brookings Institution

Center for Strategic and International Studies
Massachusetts Institute of Technology
Syracuse University

Urban Institute

Contact Information
Center for Retirement Research
Boston College

Hovey House

140 Commonwealth Avenue
Chestnut Hill, MA 02467-3808
Phone: (617) 552-1762

Fax: (617) 552-0191

E-mail: crr@bc.edu

Website: http://www.bc.edu/crr

The Center for Retirement Research thanks AARP, AIM Investments, CitiStreet, Fidelity
Investments, John Hancock, Nationwide Mutual Insurance Company, Prudential Financial,
Standard & Poor’s, State Street, and TIAA-CREF Institute for support of this project.

© 2007, by Trustees of Boston College, Center for Retire-
ment Research. All rights reserved. Short sections of text,
not to exceed two paragraphs, may be quoted without
explicit permission provided that the author is identified and
full credit, including copyright notice, is given to Trustees of
Boston College, Center for Retirement Research.

The research reported herein was supported by the Center’s
Partnership Program. The findings and conclusions ex-
pressed are solely those of the author and do not represent
the views or policy of the partners or the Center for Retire-
ment Research at Boston College.




