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This work is a joint effort between the Bellagio Forum, Eurosif and the European Foundation Centre, to build a
Toolkit to help foundations manage their endowments in a socially responsible way. The need for a practical
guide for foundation trustees emerged after the Bellagio Forum conducted a survey among European and some
international foundations to map the current practices of investing and managing the foundations’endowments.
What the survey revealed was an array of emerging experiences among European foundations with regard to
their asset management strategies; however one clear need identified is for a resource to assist foundation trus-
tees and executives to develop a greater understanding of and approach to the topic of responsible investment.
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mainstream financial service providers interested in responsible investment.
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Eurosif is proud to collaborate with the Bellagio Forum in presenting the first European Toolkit designed to assist
foundations interested in managing their endowments in a socially responsible way.The idea for developing this
product came to light after two initiatives in 2005: first, a Bellagio Forum survey showed that many foundations
wanted to combine their financial objectives as investors of their endowments with their concerns about social,
environmental and ethical (SEE) issues. Second, Eurosif presented its Social Responsible Investment Toolkit tar-
geted towards Pension Funds at a Bellagio Forum Meeting and it became apparent that this document would be
a good starting point in developing a new toolkit specific to foundation needs.

Thus, this Toolkit presents the reader with a framework to better understand fiduciary risk, decision-making cri-
teria and potential strategies around Responsible Investment. | am confident the Toolkit will help foundations
better understand the means and ways to integrate SEE issues into the long-term management of their endow-
ments, as it has been developed by leading experts in the field of Responsible Investment among foundations.

Finally, thanks to the way it has been designed, this user-friendly Toolkit allows readers to focus on the content
areas most important to them.The tools inside are meant to be read and then put to practice in real life situations.
| encourage readers to think of this document in that light—it is for you to extract what is most important in help-
ing you to solve key Responsible Investment issues your endowments are facing.
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Over the last decade, we have observed a growing in-
terest and tendency on the part of many actors to take
into account extra-financial aspects of financial asset
management. The Project for Responsible Investment
Management of Endowments (PRIME) is an initiative by
the Bellagio Forum for Sustainable Development to
help ensure that assets endowed to foundations will be
invested responsibly in accordance with the founda-
tions’ ethical and long-term sustainability objectives.

The Bellagio Forum/Eurosif PRIME Toolkit for Founda-
tions aims at helping trustees better understand and
integrate Responsible Investment (RI) practices (often
called Socially Responsible Investment or SRI) into
mandates they give to asset managers entrusted with
the management of their endowments.We aim to pro-
vide readers with a resource to assist them as these
factors become increasingly relevant to good asset
management and the expectations of the public and
various stakeholders.

Objectives of the Toolkit

The PRIME Toolkit is intended for trustees, officers and
directors of foundations. It addresses the following
questions:

+ Why should my foundation be interested in Respon-
sible Investment at all?

+ Should my foundation’s board be concerned about
how our endowment is invested?

+ Which Responsible Investment approaches are most
appropriate to our foundation’s overall mission and
goals?

+ (Can a Responsible Investment strategy give equiva-
lent returns to other investment approaches?

+ What does Responsible Investing mean in terms of
fulfilling my fiduciary responsibility?

Readers should:

+ Understand how their foundations might benefit
from a Responsible Investment strategy

+ Be familiar with issues, players, strategies and ongo-
ing initiatives

+ Know what actions to take to get started

+ Know where to look for further guidance

Eurosif

Highlights and Detailed Outline
of the Toolkit

(1) What is Responsible Investment? And
what are perceptions of it?

+ There is a spectrum of financial tools to assist
fund managers and trustees in engaging in
more Responsible Investment practices. These
tools include grants, programme/mission relat-
edinvesting,loan guarantees, blended value in-
vesting, management of the asset corpus, ven-
ture philanthropy and public market indices.

+ Responsible Investment is an evolving move-
ment, reflected in a growing awareness by
the general population, the larger investment
community, companies and governments of
the impact of social, environmental and ethical
(SEE) risks.

+ While current investor research and practices
challenge this belief, more than 43 % of foun-
dations surveyed in the Bellagio Forum study
contended that using sustainable/social crite-
ria in managing an institution’s assets reduces
returns, compared with 16% who believed
they increased it and 15 % who thought that it
made no difference.

+ Only 39% of the foundations surveyed stated
they presently coordinate their mission/pro-
grammes and asset management practices,
whereas 61 % said that there should be links.

(2) Why is Responsible Investment
important for foundations?

+ Some want to align the ethical guidelines set
in their programmes to help guide their invest-
ment practices.

+ Others feel that Responsible Investment helps
them to reduce their reputational risk.

+ Rl often includes factors such as Corporate
Governance and management quality, which
allow shareholders to voice their perspective
on critical corporate issues while also protect-
ing their interests as shareholders.

+ The business case for Rl,in part,is that engaging
in such practices helps investors and the com-
panies in which they invest to minimise reputa-
tional risk, address possible environmental and



(3)

(4)

(5)

social risks and opportunities, and account for
governance practices that may affect financial
performance over the long run.

+ RI may assist trustees in greater fulfilment of
their fiduciary responsibilities by engaging
them in deeper oversight of how their institu-
tion’s total assets are managed, and not simply
the grantmaking programme.

What is the Fiduciary Issue? The
evolving responsibility of trustees
A‘prudent trustee’ understands that ‘assets man-
aged to satisfy long-term liabilities should be in-
vested to achieve returns over the long-term’Trus-
tees understand there are a variety of factors that
might affect the long-term financial performance
of their investments, including: corporate culture;
emerging macro-economic trends; environmen-
tal growth potential; future license to operate;
global climate change; human capital; stakehold-
er practices; strategic philanthropy; and unquali-
fied environmental liabilities. This section also
reviews the Ethical Investment Research Service
(EIRIS) guidelines for Responsible Investment.

Where are others doing? Examples

from the real world

This section reviews examples of Responsible In-

vestment practices at European and US founda-

tions which may be of interest to other founda-

tions exploring this topic. Such practices include:

+ Management of a venture fund

+ Screening (positive, negative and mixed
screens)

* Investment in employee-owned businesses

+ Letters to companies in their portfolio

+ Participation in discussions about engagement
strategies

What strategies are available?
* Negative screening

+ Positive screening

+ Best-in-class portfolios

* Engagement

* Proxy voting

+ Combining strategies

(6)

(7)

(8)

(9)

Forum
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What are emerging trends in
Responsible Investment?

+ Collaborative engagement and voting

+ Global Compact initiative

* Integrated Asset Management Strategies

What questions should | ask asset
managers and consultants about
Responsible Investment?

+ Collaborating with existing managers

+ Criteria for the evaluation of fund managers

How might |l integrate Corporate
Governance (CG)/social, environmental
and ethical (SEE) practices into
investment principles?

+ Discussion of strategies

Practical Steps: Walk the talk
+ Discuss

* Promote

+ Decide

« Draft

+ Follow-up
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What is the purpose of this
Toolkit?

The Bellagio Forum/Eurosif PRIME Toolkit seeks to help
foundation trustees better understand and integrate
Responsible Investment practices (sometimes called
Socially Responsible Investment or SRI) into mandates
they give to asset managers entrusted with the man-
agement of their endowments. According to a recent
study by the European Foundation Centre (EFC), ‘Out
of the 62,000 foundations in the old EU Member States,
27,000 foundations surveyed across 8 countries re-
ported combined assets of some 174 billion Euros, an
average of over 6 million Euros per foundation.'! The
Foundation Center reported in its Foundation Growth
and Giving Estimates Preview that US foundations held
$476.7 billion in assets, and gave away $ 32.4 billion in
2004.2

Over the last decade, we have observed a growing ten-
dency to take into account extra-financial aspects of
asset management. The wish of Eurosif and the Bella-
gio Forum is to address directly the growing interest in
Responsible Investment by creating the PRIME Toolkit.
We also aim to provide readers with the resources they
will need as these factors become more and more en-
shrined in national and trans-national legislation.

Questions this Toolkit will answer

Foundation trustees, similar to other institutional in-

vestors, often approach the issues of Responsible In-

vestment with a number of questions:

* Why should my foundation be interested in Respon-
sible Investment at all?

+ Should my foundation’s board be concerned with
how our endowment is invested?

+ Which Responsible Investment approaches are rel-
evant for my foundation?

1 European Foundation Centre (2005). Foundation Facts & Figures Across the EU
- Associating Private Wealth for Public Benefit. April., p.3. www.efc.be

2 The Foundation Center (2005). Foundation Growth and Giving Estimates. Founda-
tions Today Series 2005 Edition.
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+ Can a Responsible Investment strategy give
equivalent returns to those of other investment
approaches?

+ What does this approach mean in terms of my fidu-
ciary responsibility?

Is this Toolkit for me?

The PRIME Toolkit is designed to provide an introduc-
tion to a number of key issues and investment strategy
options for trustees from endowed and grant-making
foundations. Our objective is to provide foundation
trustees and executives with the basic tools needed to
engage in serious and informed discussions with their
fund managers, references to additional information,
and knowledge about other practices by their peers.
The responsible trustee may not be an expert in fi-
nance, but should seek to become conversant in finan-
cial issues and various emerging investing strategies
in order to effectively oversee their institution’s asset
management strategy. This document does not serve
as a technical manual to work through specific types
of asset management strategies. It can, however, be
used by foundation heads, trustees, non-profit direc-
tors and fund managers as an orientation tool.

How do | use this Toolkit?

The PRIME Toolkit combines background information
with case studies on best practice examples and useful
tools for trustees. It also contains a Glossary that ex-
plains commonly used terms and References for fur-
ther reading.

We do not expect our audience to read this document

from start to finish.Rather, it has been designed so that

specific areas of interest can be read independently of

other sections.

What are the expected benefits?

In reading this Toolkit, trustees will:

« Understand more about Responsible Investment
and its relevance for foundations.

+ Be familiar with issues, actors, strategies and ongo-
ing initiatives.

+ Know what steps to take to start involving other
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trustees in exploring how their foundation’s invest-
ment approach could benefit from a Responsible
Investment strategy.

+ Become aware of the resources available for fur-
ther information and guidance on Responsible
Investing.

Readers are provided with a series of questions to guide

hF o r um
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their discussions with fund managers and consultants.

Examples of initiatives by other endowed foundations
can be used in discussions among trustees.

What will | not learn here?

The Toolkit provides readers with a practical overview
to Responsible Investment, including key terms, refer-
ences for follow up and resources to equip founda-
tion executives to evaluate their investment options.
It is our hope those who read this document will learn
how to evaluate their options, but will not learn which
investment options are certain to meet their needs.

You will not glean:

+ Stock tips

+ Recommendations/names of specific financial advisors

+ Detailed performance reviews of funds (but where
you might find this information)

+ Negotiation techniques for talking to your trustees
(but what information you might want to discuss)

It is beyond the scope of this toolkit to guide founda-
tions through a self-evaluation, and determine which
Responsible Investment strategies are best suited to
its individual mission. Instead, readers can consult re-
sources listed within the Toolkit.

10
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1.What is Responsible
Investment?

In 2005, the Bellagio Forum conducted a survey of ex-
ecutives and boards of European foundations to ex-
plore the present state of investment strategies and
assess which requirements are seen as priority. Find-
ings from this research helped to guide the develop-
ment of this Toolkit for foundations that wish to use
their endowments to effect positive change.

The survey confirmed that many foundations want
to align their financial objectives as investors of their
endowments with their programme missions and con-
cerns about social, environmental and ethical (SEE)
issues. This investment approach, which is called Re-
sponsible Investment (RI), is an evolving movement,
whose most recent development is based on a grow-
ing awareness by the general population, investors,
companies and governments of the impact of SEE risks
on related factors such as future financial performance
of investments, or issues ranging from sustainable de-
velopment to long-term corporate performance.

‘The corpus’refers to the income-generating assets of
the foundation. Traditionally, this is 95 % of a founda-
tion’s resources, whereas 5% is used to support pay-
outs that cover the cost of administration as well as the
grantmaking activities of the foundation. If the corpus
is managed solely to maximise financial performance
and grantmaking activities, this means only 5% of the
resources are driving 100 % of the social mission.3

This Toolkit has been designed specifically to address
the management of the asset corpus and provide a
resource for foundation directors to use to evaluate
their options and engage in informed discussions with
investment managers. If the 95 % of the foundation’s re-
sources could be used to maximise financial return, social
value and environmental impact, the benefits could be
exponentially greater than the impact of grants alone.

3 Emerson,J.(2002). Horse Manure and Grantmaking. Foundation News 7 Com-
montary, May/June.
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When asked, ‘What is the management’s perception
of investment returns and sustainable/social crite-
ria? Do they think it contributes on average to return
or reduces it?, more than 43 % said that it reduces it,
compared with 16 % who believed it increased it and
15% who thought that it made no difference. 26 %
never discussed the topic. Yet, looking at the perform-
ance of Socially Responsible Investment (SRI) Funds,
there have been periods where SRI Funds have outper-
formed non-SRI funds.? In 2004, according to Standard
and Poor’s, the best performing SRI fund was the £583
million F&C Stewardship Growth fund, which returned
21.8 %, compared with the mean UK Equity fund,
which returned 12.2 %.> Regarding the application of
social/sustainable criteria to investments and links be-
tween mission/programmes and asset management,
only 39 % of foundations in the Bellagio Forum study
said that there is currently a link, but 61% said that
there should be.This indicates a gap between the sup-
ply and demand of products and services for endowed
foundation trustees and executives. Possible explana-
tions might include gaps in understanding the over-
all market, perceptions of Responsible Investment or
possible market barriers. Explaining the gap is beyond
the scope of this Toolkit. However, the Toolkit can be
used to close this gap — helping foundation executives
to understand Responsible Investment strategies and
providing asset managers with case studies of founda-
tion practices.

As Xavier de Bayser of .LDE.A.M explains, performance
is a major aspect of an investment decision.But what is
the real meaning of performance? The word ‘perform-
ance’ comes from the English ‘to perform’ which itself
comes from the French ‘parformer’. The real meaning
of performance is, therefore, achievement. And the
achievement of an investment cannot only depend on
return and risk.This would be a very limited approach.
The investor has to think about a third dimension: the
meaning. The originality of Responsible Investment

4 SRIWorld Group found that 32 of 62 SRI funds had returns that beat more than
half of their peer non-SRI mutual funds in 2002. Regarding three-year perform-
ance results, 30 of 52 SRI funds topped more than half of their peer non-SRI
mutual funds.

5  Foster,J.(2005). Study shows rich look for social responsibility. Investment Ad-
viser, 24t January.p. 11.



Bellagioe
for 2

Sustainmable

lies in this third dimension. More and more, investors
- both institutional and private — consider this third di-
mension as essential.

The attractiveness of this approach is that if you first
look upon this dimension of meaning, you realise that
you obtain a better quality of return and a lower risk.
For most of these investors, risk should not be consid-
ered as a short-term concept but as a long-term one.
As a result, volatility as a short-term concept is very
often inappropriate to measure a long-term perform-
ance. Rl's concern with the behaviour of companies in
connection with environment and social issues and
governance significantly lowers long-term risk. In this
respect Rl is, therefore, a less risky investment. In con-
clusion, we can say that Responsible Investment pro-
vides the investor with a better performance because,
whilst procuring a real achievement it brings a better
quality of return and a lower risk.

It could be said there is a spectrum of financial tools
for Responsible Investment, which includes a range of
options for not only foundation asset managers but
any individual interested in engaging in Responsible
Investment, from those with a stronger focus on social
returns (e.g. grants, programme related investments)
to those with a greater focus on financial returns (e.g.
public market indices, private equity). ‘Blended value’
investing falls in the middle of this spectrum.This sec-
tion of the document reviews these different options
for Responsible Investment.

A spectrum of Responsible Investment-
looking at return

Work by Jed Emerson, Senior Fellow with the Genera-
tion Foundation of Generation Investment Manage-
ment and Research Fellow at Said Business School at
Oxford University, frames the value propositions of so-
cial capital investments and financial investments as a
‘zero-sum dissonance’ Financial investments expect a
high return in economic value, but not social value. So-
cial capital investments are expected to yield high so-
cial returns, but not economic returns. This is the zero-
sum dissonance, but there are other ways of thinking
about return, such as a‘blended value’

'k
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A Zero-Sum Dissonance:
The Traditional Value Proposition

Quad A Economic Value cir Quad B

Financial
Investments &
MNumeric Returns

Social Capital
Investments
& Social Retumns

Quad C

Quad D

Source: Jed Emerson (2006)(See www.blendedvalue.org)

Grants

Emerson makes a distinction between traditional
grants and recoverable grants. Traditional and/or stra-
tegic grantmaking might be a charitable gift. Further,
traditional and/or strategic grants might be single or
multiple year gifts of funds to support programmes,
projects, operations, or capacity building. Usually, they
have a fixed term and are allocated to support some-
thing defined upfront. A recoverable grant is a differ-
ent type of placement, which often does not have a
set term. It allows for recapture at such time as certain
benchmarks are attained, and in some ways is akin to
generating a ‘put’ in the stock market. While recover-
able grants may not provide a real equity return to
the capital provider, they may be structured to pay an
interest rate or other return based upon the achieve-
ment of certain benchmarks.

Programme Related Investing

A Programme Related Investment (PRI) is a recovera-
ble financial investment (not a grant) made with chari-
table intent to create social impact, where financial
risk/return is intended to be concessionary.This might
also be called Mission-Related Investing (MRI), the term
used more often in Europe. MRI/PRIs account for 1/10t
of 1% of the $ 500 billion in total US-based foundation
assets. PRIs count towards the 5% minimum payout
required by US foundations.® (This is not a require-
ment in the UK, for example). When/if recaptured, the

6  US foundations that make international grants must make certain that the
money is being used for charitable purposes and will count towards the mini-

mum 5% requirement



Bellagioe

for Sustaimable

“F o r um
evelopmeni

funds have to go back out in the form of new PRIs or
regular grants. They do not invoke fiduciary issues in
the same way that the asset corpus does, and are not
risk adjusted for financial return on investment.”

Loan/Credit Guarantees

If a borrower does not have sufficient collateral, an-
other party may pledge assets or general credit to
meet the loan obligation if the borrower defaults. The
party pledging the assets is the guarantor, and often
must place securities or other assets in an account that
can be easily accessed by the lender in the event of a
collateral call. This is called a loan guarantee or credit
enhancement.

The versatility of the loan guarantee structure is well-
known. ‘It can only be applied to a project that can
be leveraged with debt; that is, the project must have
relatively predictable cash flows. A loan guarantee
might be used to launch a new project that may be
somewhat speculative. The history of microfinance
bond offerings and loan guarantees are profoundly
intertwined, and loan guarantees were essential to the
firstissues as well as some of the most recently offered
securities.

Loan guarantee arrangements are suitable in a variety
of situations. Specifically, they can be useful to spur in-
vestment in new financial products, the likes of which
mainstream commercial lenders have never seen. An-
other advantage of loan guarantees is that they can
reduce exposure to currency fluctuations and, in the
process, shift the exposure from the borrower to the
guarantor. Under this arrangement, one only needs to
convert one currency to another in the event of a de-
fault that results in a capital call’8

SRI has had two strategies, one being exit (sell or do not
invest in troublesome companies), and the other voice (en-
gage as owners in changing the companies).

Ralph Nader
US consumer activist

7  World Economic Forum (2006). Blended Value Investing: Capital Opportunities
for Social and Environmental Impact. pp.36-38. (See www.blendedvalue.org)

8  World Economic Forum.(2006). Blended Value Investing: Capital Opportunities
for Social and Environmental Impact. pp.36-38. (See www.blendedvalue.org)
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Blended Value Investing

The concept behind blended value investing is similar
to the adage ‘man cannot live by bread alone’: there
are financial needs, but also social, environmental,
and ethical needs. As Professor Emerson puts it, ‘Tra-
ditionally, we have thought of value as being either
economic (and created by for-profit companies) or
social (and created by nonprofit or non-governmen-
tal organizations). What the “blended value” proposi-
tion states is that all organizations, whether for-profit
or not, create value that consists of economic, social
and environmental value components—and that in-
vestors (whether market-rate, charitable or some mix
of the two) simultaneously generate all three forms of
value through providing capital to organizations’® The
concept of ‘blended value’ has many implications for
individuals, foundations and capital managers. In the
context of this study,'blended value’investing encom-
passes all classes of investments pursuing such multi-
ple goals, including Socially Responsible Investments
and Private Investment for Social Goals.'®

Private Equity/Social Venture Capital
Private Equity and Venture Capital are synonymous
with the technology boom during the 1990s, which
began with investments made in the 1980s. The word
‘venture’ suggests some degree of risk, or even a gam-
ble.”The venture capital industry supplies capital and
other resources to entrepreneurs in business with high
growth potential in hopes of achieving a high rate of
return on invested funds.!! Some of these same ven-
ture capitalists, and also entrepreneurs in whom they
invested, decided to bring this philosophy to the social
sector: adapting strategic investment management
practices to generate high social rates of return.!?

The European Venture Philanthropy Association (EVPA)
defines Venture Philanthropy as ‘a field of philanthropic
activity where private equity/venture capital models

9  See:www.blendedvalue.org

See:"The Blended Value Map” by Jed Emerson, et.al. at www.Blendedvalue.org for
additional papers and materials on CSR, SR, Social Enterprise and Sustainable
Development-and how each of these arenas fits within a broader, value maxi-
mizing worldview.

"Note on the Venture Capital Industry (1981),” HBS Case 285-096, Harvard Busi-
ness School, 1982, p.1.

Venture Philanthopy: Leveraging Compassion with Capacity, Address by Mario
Morino, March 8,2001.To review original writings and research on venture
philanthropy strategy, please see www.redf.org.
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are applied in the non-profit and charitable sectors:.
There are many different forms of venture philanthro-
py but the EVPA believes it can be characterised as:

+ The active partnership, or engagement, of donors,
volunteers, and/or experts with charities to achieve
agreed outcomes such as organisational effective-
ness, capacity building or other important change;

+ The use of a variety of financing techniques in addi-
tion to grants, such as multi-year financing, loans or
other financial instruments most appropriate for a
charity’s needs;

+ The capability to provide skills and/or hands-on re-
sources with the objective of adding value to the
development of a charity; and

+ The desire to enable donors to maximise the so-
cial return on their investment whether that be
as a financial donor or as a volunteer of time and
expertise.13

What differentiates a ‘social entrepreneur’ from an
‘entrepreneur’ is debatable. Investments in areas such
as clean technology, renewable energy and bio-fuels
have attracted interest from traditional venture capi-
talists, given the projected growth of these markets. As
Responsible Investment becomes more mainstream,
and traditional investors take a more ‘blended value’
approach, this debate will continue to evolve.

Public market indices'#

Indices are based on creating a group of publicly trad-
ed stocks from a specific area, or from a specific indus-
try.An example is the Standard & Poor’s 500 Index (S&P
500), which includes 500 companies that account for
about 71 % of the total capitalization of the market.!®

SRl Indices and mutual funds are based on a group of
publicly traded stocks which use social screens to put
together the index.In both the US and in Europe, there
are now a number of indices available that track so-
cially responsible companies, such as the FTSE4Good,
Dow Jones Sustainability Index, Calvert Social Index, and
Domini 400 Social Index.

13
14

See: www.evpa.eu.com

A suggested reference book is called 'The SRI Advantage: Why socially responsible
investing has outperformed financially’ by Peter Cameo.

Camejo, P.(2002). The SRI Advantage: Why socially responsible investing has
outperformed financially. San Francisco: New Society Publishers, p.11.
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Bonds

As R. Andreas Kraemer of Ecologic explains, many en-
dowments will invest not only in company stocks but
also in bonds or bond funds, either exclusively or in a
balanced mix with other investments. Bonds are com-
paratively safe investments, making them attractive to
risk-conscious trustees as well as regulators seeking
to protect the asset base of endowed foundations. It
is therefore worth considering how to apply ethical,
environmental and social standards to the issuers of
bonds and similar instruments, and to look at the rela-
tionship between financial performance of bonds and
ratings on the basis of non-financial criteria.

Most endowments focus on government and corpo-
rate bonds with high ratings,and invest in the safer end
of the risk spectrum available on the bond market:

+ Public sector bonds, ranging from government to
municipal bonds, those issued by public companies
or international governmental organisations. All
these bonds benefit from explicit — or implicit but
credible — guarantees by sovereign governments;

+ Private sector bonds, mostly corporate bonds of
(listed) companies, including bonds representing
receivables such as mortgages or students loans as
well as other specialised instruments, such as bonds
for infrastructure investment or financing railway
rolling stock.

In some cases, the distinction between public and
private sector bonds is blurred and both classes — as
well as hybrids — offer risk profiles ranging from safe
to 'junk'.

When assessing listed companies and similar issues of
(corporate) bonds, essentially the same criteria and in-
dicators, methods and investment strategies apply, as
is the case with Responsible Investment in company
stock.

However, bonds offer one additional variable in that
some, but not all, are issued for specific purposes.
One issuer, for instance a commercial bank, may issue
bonds representing very different financial functions.
One bond may be issued to finance the building of
a nuclear power plant, for instance, and another may
represent mortgages on energy-efficient homes. Many
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responsible investors considering social and environ-
mental implications will want to distinguish between
bonds with such different backgrounds.

Oekom Research, a leading sustainability rating agen-
cy based in Munich, Germany, in September 2003 ex-
amined the link between a country’s financial credit
standing and its sustainability performance.'® In a re-
gression analysis, the results of Oekom Research’s Coun-
try Rating were compared with Standard & Poor’s Sover-
eign Credit Rating and two competitiveness indicators,
the World Economic Forum’s Growth Competitiveness
Index and Microeconomic Competitiveness Index.

Germany

A

B8 —
/ = ]
. r |_r—"”""'"""
L
= B B He A A A

Comparison of Oekom Research Country Rating with S&P Sovereign Credit
Rating

A note about timeframe and expectations

In the Toolkit, we frequently refer to investment time-
frames: short-term, medium-term and long-term. The
standard definitions and underlying assumptions are
worth addressing. Short-term investments expect a
return in less than one year, medium-term between

one and ten years and long-term more than ten years.

Measuring financial return on investment is a straight-
forward procedure. Methodologies to calculate the so-
cial return on investment are still evolving, which also
bear consideration of investor expectations within a
given timeframe. Taking a ‘blended value’ approach
requires thinking through both return expectations
and the timeframe within which one expects to see
the generation of financial, social, and environmental
returns.!’

16 See:www.oekom-research.de/ag/Performance_Countries.pdf
17 For additional information on SROI practices, please see the SROI Primer
(http://sroi.london.edu/) and SROI documents at www.redf.org.
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KEY TERMS

Asset Corpus

Blended Value Investing

Loan Guarantee

Programme Related Investment
Responsible Investment
Socially Responsible Investment
Venture Philanthropy

FTSE4Good
Dow Jones Sustainability Index
Domini 400 Social Index

2.Why is Responsible Investment
important for foundations?

Foundations exist for a purpose. Whether they fo-
cus on social, cultural, environmental or other issues,
nearly universally their mission is, in some respect, ‘to
make the world a better place’.As a result, from a finan-
cial point of view, they are organisations that allocate
capital to areas where neither government nor private
investors are willing or able to do so. In this respect
they are risk takers; and big risks often come with large
potential rewards. Paul Ylvisaker, a legendary officer at
the Ford Foundation, described foundations as a soci-
ety’s ‘passing gear’ In most countries the value of their
contribution is rewarded with a special tax status, be-
cause of this special contract with society. So what do
they have to do in return? First of all, foundations have
to strive towards achieving that special social purpose.
We believe they also have a special obligation:to invest
in @ manner consistent with their institutional mission.

The primary reasons why foundations may decide to
invest ‘responsibly’ may vary. Some foundations may
want to follow the same strict ethical guidelines they
set in their programmes also for their investment
mandates. This is often described as a values-based
investment approach. Other foundations may set the
primary focus on financial return, but believe that Re-
sponsible Investment elements may reduce the risk el-



io

B e
for Susta able

ements and even enhance returns.They follow what in
traditional terminology is called a shareholder value-
based strategy.

In most cases, investors find their motivation is a mix
of both,and there are a number of means employed to
act on information related to SEE risks.

Today'’s trustees may also think of Responsible Invest-
ment as incorporating Corporate Governance (CG).
Indeed, as mainstream institutional investors’ interest
in Responsible Investment has been increasing,'® and
so too have questions about how it relates to Corpo-
rate Governance. For this reason, it is necessary to ex-
plain the links between Responsible Investment and
Corporate Governance.

Why is Corporate Governance (CG)

an important element of Responsible
Investment, especially for foundations?
Reputational risk is a key concern for foundations. As
shareholders they become stakeholders in the com-
panies their endowments are invested in. Corporate
Governance is intrinsically the vehicle of respect for
their rights and interests. Advocates of good Corpo-
rate Governance wish to see greater accountability
from the side of corporate management in order to
ensure the long-term well being of the company and
of its stakeholders; and avoidance of any corporate be-
haviour that may negatively influence the reputation
of the firm and thus its shareholders.

How does good CG enable Responsible
Investment policy?
Corporate Governance allows active shareholders to
voice concerns that deal with non-financial aspects of
corporate life through engagement and voting strate-
gies. Some foundations have used that right actively
to align their investments with the objectives of their
foundations. Examples include:

+ Disclosurerequirements that enable shareholders to
ask for information and thus help ground a dialogue
with companies on facts rather than assumptions;

+ The right to file shareholders’ resolutions at annual
general meetings (AGMs) in the case of continuing

18 The Eurosif 2003 study on Institutional Investors and SRl sized the market at up
to €336 billion.
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disagreements between shareholders and manage-
ment, thus allowing shareholders to give an ultimate
warning before a vote is cast. Presently, this issue is
one of the weak points of European legislation, as
usually only large shareholders are entitled to file
resolutions; and

+ The defining of shareholder rights on voting.

Currently, shareholders are not always granted voting
rights commensurate with their share holdings. Many
advocates would like to see a rule of ‘one share — one
vote - one dividend’ enforced.

Why should foundations do it?

Trustees will first and foremost want to know whether
Responsible Investment may add value to their finan-
cial plans and strategy, that is, whether it is compatible
with their fiduciary duty. In other words, how may the
consideration of non-financial returns be in line with the
asset manager’s goals for the beneficiary?

Eurosif and the Bellagio Forum contend that if the
reader accepts the business case — outlined below -
for responsible investment, then the fiduciary case will
follow. Further, although in the short-term the busi-
ness case for Responsible Investment may not always
be evident, when looking at Responsible Investment
from the perspective of a long-term investor — and
foundations are normally regarded as long-term in-
vestors — the arguments for incorporating Responsible
Investment become more apparent.

We will start with the business case first.

As forces of globalisation continue to gain mo-
mentum, society increasingly demands that large
multinational corporations improve their per-
formance in areas of human rights, the environ-
ment, worker health and safety and other gov-
ernance issues. Failure to address these demands
has proved damaging to a company’s most im-
portant asset — its reputation”

- Glen Peters, PwC
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FROM THE BUSINESS CASE...

At present, Eurosif and the Bellagio Forum see the evi-
dence on Responsible Investment fund performance
as largely positive or neutral. Here’s why:

On company performance:

The definition of Corporate Social Responsibility'® (CSR)
remains a point of contention. Noted economist Mil-
ton Friedman argued as early as 1962 that companies
should be left to maximise their profits and stock per-
formance and leave it to shareholders to determine
whether their money was being earned in acceptable
ways.2% Responsible Investment is inherently a long-
term approach to investing, sometimes at odds with
the short-term vision prevalent on financial markets. It
is possible to argue that CSR policies will impact com-
pany value in the long run through improvement of
reputation, reduced risk, better use of resources and
new market opportunities.

When focusing within sectors, we can observe that the
share price performance of companies that rankin the
top 50% on environmental performance is substan-
tially better than those rated in the bottom half.2" This
difference was most pronounced in the sectors most
exposed to environmental issues, such as the mining
and forestry.

19 CSRaddresses corporate practice, as opposed to SRI, which addresses financial
investment practice.

20  Within the limits of law and ethical custom, Friedman added. He thought law
should define the social responsibilities of corporations.

21 Katie Gordon, Cazenove Presentation at CSR Conference Frankfurt Oct 2004
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Sector Analysis including
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On Responsible Investment screened fund
performance:

The Bellagio survey shows that many trustees still be-
lieve that Responsible Investment performs less well
than conventional funds. With 20 years of perform-
ance, these concerns might be decreasing. As EIRIS
points out, ‘Responsible Investment may bring an in-
formation advantage through its focus on materially
important issues that are often overlooked. Consider-
ing issues such as brand values and Corporate Govern-
ance helps to show investors how a company behaves
and may allow them to spot opportunities and avoid

investments which could run into serious trouble’22

Unfortunately we have insufficient data about the per-
formance of sustainable investments over a range of
years (only since 1996). Nevertheless, one comprehen-
sive study, Margolis and Walsh (2001) synthesised 80
studies on SRI portfolios, producing some interesting
findings on SRI. More than 50 % of the studies indicat-
ed a positive link between CSR practice by companies
and SRI fund performance. Only 5% of these studies
showed a negative link. The remainder, however, failed
to evidence the link between relative performance
and the funds’' SRl approach.Thus, the conclusions tes-
tify largely to a neutral or positive link.

In an article entitled, “Answers to Four Questions,” 23

Lloyd Kurtz cites studies in three categories: environ-

ment, corporate governance, and employee relations.

He reports that many recent studies have claimed pos-

itive effects from social factors on both financial per-

formance and stock price. The four questions around

which Kurtz structures his article can be used to guide

our evaluation:

+ What do financial theories have to say about SRI?

+ What has performance been and what are the
risks?

+ Could there be an investment benefit to SRI?

+ What do we know about social investors and their
behaviour?

Positive case examples: Recent studies indicate
that when a certain aspect of CG/SEE issues becomes

22 EIRIS (2005). Investing Responsibly: A practical introduction for charity trustees.
See:www.eiris.org/Pages/TopMenu/Public.htm
Kurtz, L.(2005). Answers to Four Questions. The Journal of Investing, 14:3,

p.125-139.

23
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quantifiable, taking into account those aspects in in-
vestment decision-making brings positive results. Four
cases below, on reputational risk, eco-efficiency, so-
cial issues and corporate governance are provided as
examples:

1) Reputational risk

One way to get a sense of reputational risk is to look at
eBay. Members of eBay, who may be buyers or sellers,
use a customer feedback system to publicly rate each
member’s reputation. One study found that a seller’s
good reputation added 7.6 % to price received.?*

Companies and investors increasingly acknowledge
reputational risk as part of the measurement of its val-
ue and in fact, it has been reflected in share prices and
P/E ratios that are far too long above their historical
averages. Some of the key aspects are:

+ Government’s decisions to grant operating licenses;
+ Consumer decisions to buy products;

+ Job-seekers’ decisions to apply at a company; and

+ Impact of a CG/SEE event on share price.

As an illustration, the last aspect is demonstrated in
a 1997 study by the University of Pittsburgh of stock
market reaction to 27 incidents of socially irresponsi-
ble and illegal behaviour, involving lawsuits, fines and
product recalls. This study found that such companies
suffered very significant losses in shareholder wealth,
which were not subsequently recovered.?

In the UK, the revised Charities’ SORP (Statement of
Recommended Practice for Accounting) Regulations
2000, requires foundations to consider risk. It states
that the trustees’report must include‘a statement con-
firming the major risks to which the charity is exposed,
as identified by trustees, have been reviewed and sys-
tems have been established to mitigate those risks.2°

2) Environment and eco-efficiency

Corporate environmental issues are frequent objects
of social and regulatory pressure.They are also associ-
ated with management skill. A recent study by Derwall,

24 Resnick, P, Zeckhauser, R.J., Swanson, J. & Lockwood, K. (2002). The Value of Repu-
tation on eBay: A Controlled Experiment.KSG Working Paper Series No. RWP03-
007.July. Available at SSRN: http://ssrn.com/abstract=385206

Eurosif (2001).Just Pensions Guide for Trustees, May 2001.

EIRIS (2001)."Making Charitable Investments Work’, Ethical Investor.

25
26
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Glinster, Bauer and Koedjik (2004)? tackles the impact
of eco-efficiency on stock performance.?® By using
eco-efficiency scores established by a rating agency,
the authors created two equity portfolios. The study
demonstrated that the portfolio containing companies
with high eco-efficiency scores provided substantially
higher average returns than its low-ranking counter-
part over the period of 1995-2003, even after transac-
tion costs. The results of this study have been publicly
endorsed by mainstream asset managers such as the
ClO of Global State Street Advisors.?’

3) Social issues

Some social issues, such as child obesity, have had ex-
tensive coverage in the press and impacted share price.
Companies such as Britvic and Northern Foods, in the
UK, Coca-Cola in the US and others have seen their
share prices drop as they have not demonstrated to
consumers a healthier range of products. Child labour
and other employment issues are also very important
to the business case due to the potential impact on
company reputation and share price.The Burma Cam-
paign in the UK, for example, maintains ‘The Dirty List’
of companies, throughout the world, which support
the regime in Burma.3% Nestle’s business suffered fol-
lowing its marketing of baby milk formula in develop-
ing countries. Boycotts have been launched against
companies, such as Unilever, which test some of their
products on animals. Lists naming and shaming these
companies can easily be found on the internet.3'

4) Corporate governance

Stock market research supports the claim that good
Corporate Governance impacts the share price. In a
recent study, Professor Metrick, Paul Gompers and Joy
Ishii of Harvard University graded the level of share-
holder rights of 1,500 US companies on a scale of 1 to
24.The higher the score, the less say shareholders had.
Companies with the strongest shareholder rights had
a governance score less than 5 and were part of the

27
28
29

See www.epn-magazine.com.

The Eco-Efficiency Premium Puzzle, Derwall, Glnster, Bauer & Koedijk, May 2004.
Eurosif would like to acknowledge the participation of Rob Bauer in conceiving
this business case.

30
31

See www.burmacampaign.org.uk/dirty_list/dirty_list.html

Examples of such lists include: Ethical consumer
(www.ethicalconsumer.org/boycotts/boycotts_list.htm); Multinational monitor
(www.multinationalmonitor.org/); and Corp Watch

(www.corpwatch.org/)
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‘democracy portfolio, while those with the weakest
rights —those with a score greater than 14-were part
of the dictatorship portfolio’ The democratic firms sig-
nificantly outperformed their autocratic peers. Accord-
ing to the study, an investment of $ 1 in the democracy
portfolio on September 1, 1990, would have grown to
$7.07 by December 31,1999, or 23.3 % annually. Com-
panies in the dictatorship portfolio, in contrast, would
have only been worth $3.39 in December 1999, a
growth of 14% annually.3?

... ONTO THE FIDUCIARY CASE

If we believe Responsible Investing is a strategy worth
exploring, there still may be questions regarding
whether such practices fall within a trustee’s fiduciary
responsibility. Let’s take a look at how doing so affects
the most important factor: the bottom line.

The business case suggests that the link between Re-
sponsible Investment and fund performance is posi-
tive or neutral. Thus, a fiduciary case for Responsible
Investment becomes easier to justify. Simply put, the
fiduciary duty of an institutional investor is to carry out
investment decisions in the primary or sole interest of
its beneficiaries — though an exact definition and/or
interpretation may vary slightly. It is left up to the in-
terpretation of practitioners, academics and local cul-
ture. It could be said that there is a larger consensus
around the fiduciary case for good Corporate Govern-
ance, while other SEE issues are still perceived with un-
certainty by many parts of the investment community.
Indeed, there are different and opposing views on how
fiduciary duty allows CG/SEE criteria to be integrated
into the investment process.

In Britain, a nation with one of the world’s leading fi-
nancial centres, as well as a long tradition of endowed
foundations, the debate on CG/SEE criteria has been
going on for the last decade. Engagement strategies
are preferred among UK pension funds, but for foun-
dations there is more leeway to explore other strate-
gies, such as screening. These are discussed in more
detail in Section 4.

The key debate in Europe is around how screening re-
duces the potential for diversification and how it could

32 Quoted from www.nyse.com
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thus be incompatible with fiduciary duty. Screening
advocates reply that reducing the investment universe
is quite common under some circumstances (for exam-
ple, when funds only invest in companies of a certain
size: small caps, mid-caps and large caps).

The leading continental European view is that using
the best-in-class approach is actually good for long-
term investors such as foundations and pension funds
because it allows investors to eliminate risk factors and
accumulate profit potential through a more thorough
portfolio analysis that integrates CG/SEE risks and
opportunities.

Another common view in Britain, as advocated by the
Trade Union Congress (TUC) and leading asset manag-
ers, is that voting rights are part of the asset of owning
a share, and that the exercise of these rights is a fiduci-
ary duty.

These views, however, are likely to evolve as legislation,
experience,and research in these markets increase and
become more specific over time, and practices spread
to new countries.

Understanding the legal framework

A legal framework for the integration of SEE and gov-
ernance issues into institutional investment is sum-
marised in a concise report produced by Freshfields
Bruckhaus Deringer for the Asset Management Work-
ing Group of the UNEP Finance Initiative.33

The objective in preparing this report was to an-
swer the following question put to us by the As-
set Management Working Group (AMWG) of the
United Nations Environment Programme Finance
Initiative (UNEP FI):

We have also been asked to identify any common
misconceptions against such integration. In rais-
ing this question, the AMWG has indicated that
it wishes to understand whether the commonly
held view that fiduciary duties require a portfolio
manager solely to pursue profit maximisation is a
correct interpretation of the law or whether act-

33 Report can be downloaded from the Bellagio Forum website: http://bfsd.server.
enovum.com/en/content/view/138//
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ing in the interests of beneficiaries can also incor-
porate other objectives. Those objectives might
include the creation of institutional and societal
conditions that favour, in the long term, the inter-
ests of beneficiaries, such as protecting the en-
vironment. The AMWG has also pointed out that
different investment time horizons may dictate
different investment analyses and strategies, in
that long-term risks, such as risks associated with
environmental damage, will be more relevant for
long-term investors, and have asked to what ex-
tent the law recognises this.34

The jurisdictions examined included France, Ger-
many, Italy, Japan, Spain, the UK and the US. The
position in Australia and Canada were also exam-
ined, due to the level of academic interest. The
study concluded, that‘integrating ESG considera-
tions into an investment analysis so as to more
reliably predict financial performance is clearly
permissible and is arguably required in all juris-
dictions’3> The study also contains a flow chart to
show the process involved in taking ESG consid-
erations into account.

In conclusion of this section, we bring to

your attention:

+ Thereis a fiduciary case for the long-term investor;

+ How that fiduciary case is translated into practice
depends on your country’s and organisation’s ac-
ceptance of screening and/or engagement and vot-
ing strategies; and

+ That regardless of these current acceptance levels
(as we will show later), each strategy may be best
adapted to address a specific type of issue.

KEY TERMS

Corporate Governance
Eco-efficiency

Reputational Risk

Value-based investment approach

34 Frechfields Bruckhaus Deringer, (2005). A legal framework for the integration of
environmental, social and governance issues into institutional investment. UNEP
Finance Initiative, p.6-7.

35 Ibid, p.13.
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3. What is the Fiduciary Issue?
The evolving responsibility of
trustees

If you are a foundation trustee, or someone who deals
with trustees, your responsibility to execute program-
ming and to manage your financial assets go hand in
hand. Although an investment manager may provide
expertise and advice to meet your financial objectives,
it is the board’s responsibility to secure the reputation
of the foundation. When the investments are destroy-
ing the very value you seek to create, your reputation
is at risk: a foundation dedicated to cancer prevention
that invests in tobacco companies will likely risk its
reputation in the eyes of the public.

The first half of this section provides an overview of
the fiduciary responsibility of a trustee and includes
an extensive reference to a joint publication by the
Generation Foundation (US/UK) and Rose Foundation
(US). Although the examples included in the text are
North American, the lessons are relevant to Europe,
which, of course, also has its own set of actors, history
and context.

21
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The Prudent Trustee: The evolution of the
long-term Investor

‘The responsible trustee (especially trustees
charges with maintaining long-term funds, such
as pensions and endowments) must understand
that

The investment objectives set by trustees should
compliment the investment horizon of funds under
management- namely, assets managed to satisfy
long-term liabilities should be invested to achieve
returns over the long-term.

And that

The definition of prudence and trustee responsibility
that governs our understanding of fiduciary respon-
sibility has evolved over time. As more evidence un-
folds supporting the connection between sustain-
ability and financial performance, those who do
not consider these factors in investment decisions
could ultimately leave themselves open to charges
of imprudence.3®

The responsible fiduciary is one who seeks to
assess long-term economic, social, and environ-
mental factors that are already major (if poorly
understood) value drivers today. The responsible
fiduciary is also one who seeks to understand
how these factors may represent both risk and re-
ward to their portfolio of investments-— and one
who then seeks out fund managers capable of al-
locating assets with an eye to protecting against
such risks while positioning investments to cap-
ture potential rewards.3”

As growing numbers of fiduciaries consider their
evolving role,one obvious question that arises has
to do with whether trustees have the legal right
to consider long-term factors that may be ‘extra
financial’ or involve qualitative elements (since
many long-term issues cannot be boiled down to
short-term quantitative and financial analysis).

36

37

Emerson, J,, Little, T.,and Kron, J. (2005). The Prudent Trustee The Evolution of the
Long-Term Investor. Washington, DC: The Generation Foundation and the Rose
Foundation, p. 2. (See www.rosefdn.org/prudenttrustee.pdf)

Ibid.,p.8
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While the legal aspect of fiduciary responsibility
requires thorough review and thought, for now
let us make the following points:

First, whenever a trustee makes an investment
decision with respect to the funds under his/
her responsibility, it is done in the context of
legally binding ‘fiduciary duties’38

Second, it is permissible for fiduciaries to con-
sider extra-financial, collateral benefits.>°

Third, and finally, traditional approaches to
tracking the performance of companies and
assessing their long-term liabilities (and thus
potential for generating competitive share-
holder returns) do not adequately consider
the full cost of many firms’ business practices.

There are various ways in which fiduciaries may
act to engage companies in which they have
investments to explore issues of unstated costs,
governance and related topics of concern to fidu-
ciaries.For example,a pension fund or foundation
could review its holdings, selecting a subset of
companies with poor environmental records rela-
tive to their industry peers. Similar to many funds’
long-standing practice of active engagement
on Corporate Governance issues, the fund could
then approach the poor performers to discuss
the companies’ plans for environmental improve-
ment. Exerting such pressure would be based on
the reasonable assumption that it would be likely
to improve the value of the companies and con-
sequently the value of the pension fund’s assets.
A number of funds, such as the British-based USS,
CalPers, and the members of The Marathon Club
(consisting of pension fund managers who meet
to explore what it means to be a long-term and
responsible investor) already conduct similar pro-
grams related to improving Corporate Govern-
ance. Including environmental considerations in
this type of program could be a very cost-effec-
tive way of ensuring that the duty to monitor has
been fully respected.*°

Forum
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There are a variety of factors investors might con-
sider that will affect the long-term financial per-
formance of their investments. For example, the
strategic investor will want to consider the fol-
lowing possible points, presented alphabetically:

Corporate culture

In the long run, the culture of a firm may greatly
affect both the return risk and growth opportu-
nity. Over recent years, there have been many
examples where unethical or ‘corner-cutting’ firm
culture created situations where shareholders
ended up losing many millions of dollars. Enron
is an oft-used example, but Citibank is a more
contemporary one-despite its recent laudable
efforts to change its culture. Specifically, Citibank
has been beset by consistent and considerable
fines totalling hundreds of millions of dollars per
year, while also losing revenue opportunities due
to unethical behaviour by being banned from the
asset-management business in Japan, and from
controversy surrounding its Eurobond dealing. A
lax culture of ethics at Citibank resulted in con-
crete material losses and lost future opportunities
for the business, and therefore for shareholders.
However, culture may also lay the foundation for
significant long-term value creation. In the case
of T. Rowe Price, it has been able to create real
value by managing for client trust and long-term
value - returns that resulted from the creation of
a culture of total integrity — and its investors were
rewarded by the firm’s being able to avoid recent
mutual-fund scandals.

Emerging macro-economic trends
Overarching trends such as global warming in
the context of, for example, the energy and auto-
motive sectors, or the introduction of genetically
modified organisms (GMOs) and their impact on
food production and agricultural firms will inevi-
tably affect the ability of corporations to function
profitably over the long run.

38 Ibid,p.8
39  Ibid, p.9
40  Ibid., p.10
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Environmental growth potential

The risk here is failure to capture the environmen-
tal alpha in various emerging markets such as
those that provide opportunities for either new
product development or investments in equity or
fixed-rate financing of renewable and emerging
clean technology. An example of one company
moving to capture this opportunity is GE.

Future license to operate

While current production or manufacturing prac-
tices may presently be legal, or even customary,
these same practices may affect the firm’s future
license to operate (such as gas extraction or min-
ing practices that destroy surface property). The
pharmaceutical industry faces this issue as well in
the context of governmental reaction to treata-
ble but still raging diseases like malaria, emerging
threats to macroeconomic stability like diabetes
and hard to identify and treat global pandemics
like HIV/AIDS. Regulatory factors also play out
with regard to whether, how and under what
conditions companies are allowed to operate.
For example, the Standing Committee on Foreign
Affairs and International Trade of the Canadian
Parliament recently proposed regulation of Ca-
nadian companies involved in overseas mining
to adhere to significant human rights and envi-
ronmental regulations that would be overseen
by the Canadian government — not the countries
within which such practices might take place.*!

Global climate change

The focus of many investor discussions and work-
ing groups, climate change represents a serious
and real threat to any portfolio of investments.The
recently published report, A Climate For Change:
A Trustees Guide, is an excellent presentation of
both the issue and challenges for trustees.*2

41

Please see: www.parl.gc.ca/committee/CommitteePublication.
aspx?Sourceid=122765

42 Please see www.thecarbontrust.co.uk/trustees for copies of this report.
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Human capital

A firm’s human capital is on the one hand critical
to corporate success and on the other an often
mismanaged long-term asset. There are three as-
pects to human capital worth considering: Inter-
nal, Customer, and External.

An example of customer-oriented human capital
management was documented in a recent study
exploring the benefits of improved management
and services upon real estate investments.The re-
port found that, high quality building services im-
prove tenant satisfaction, turnover and mix.These
in turn increase rent levels, occupancy rates, lease
renewals and market image, thereby enhancing
the market value of a property and its rate of re-
turn. As prominent real estate industry analysts
put it,‘Landlords in the real estate industry with
the best services, like landlords in the lodging in-
dustry with the best service, will command above-
average rents and occupancies over time’43

Finally, an example of how External Human Capi-
tal Management is assessed is found in the ques-
tion of reputation risk management.What is clear
is that increasingly the value of a company is not
represented by tangible assets, but rather the
intangible assets of the firm. Current account-
ing practices do not adequately track reputation,
brand and cultural value within companies - yet it
is those very factors which drive a significant part
of the firm's competitive position within markets
- whether financial markets or consumer markets.
The fact is, while they play important roles, one
does not manage companies with attorneys and
accountants — one needs leadership that can nur-
ture a solid reputation which often comes from
being inspirational and responsive to employees.
The truth is that markets are increasingly reward-
ing firms that do not force employees to‘hang up
their values at the door’ — and the market is re-
warding those companies that realize this reality.

43 See:Jonathan Litt and Gary Boston from Salomon Smith Barney quoted in Pen-

sion Real Estate Association Quarterly, Spring 2000. For the full report, please
see: www.seiu.org/docUploads/impact_of_Quality_Building_Service.pdf
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Stakeholder practices

Firms that choose to ignore the interests of vari-
ous stakeholder groups do so at their own risk.
Monsanto didn’t pay attention to European
stakeholders when introducing Genetically Modi-
fied Organisms (GMO’s) to crops marketed in Eu-
rope and paid a real price in lost market share and
revenues. On the other hand, firms such as Novo
Nordisk (with its highly ethical and stakeholder-
led design of animal testing facilities) and BP
have learned how to work with and integrate the
concerns of stakeholder groups to the benefit of
stakeholder and shareholder alike.

Strategic philanthropy

Proactive alignment by a company between its
overall interests and a philanthropic strategy is
another area of both risk and opportunity. Com-
panies such as Cisco (through its Network Acad-
emies) have learned how to create foundation
strategies that complement both community
needs for high-tech training and company inter-
ests in supporting the creation of a highly techni-
cally skilled and more valuable work force.

Unquantified or undisclosed
environmental liabilities

Many firms face very real, but not well measured
or acknowledged, historical liabilities such as
mercury, asbestos, and abandoned facilities with
toxic contamination. These liabilities exist across
industries from heavy manufacturing to automo-
biles to computer hardware and the long-term
costs of these liabilities are increasingly difficult
for corporations to ignore.

The practice of taking into consideration invest-
ment factors that go beyond traditional financial
analysis is evolving. Yet, at present, the type and
degree of sustainability practices used by corpo-
rate managers may serve as a measure of sound
management and value-creation activities that,
over coming years, hold the potential to separate
good from great investment opportunities.’
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What can foundations do to address their responsibili-
ties? According to EIRIS in the UK, foundations should
take the following steps to invest responsibly.#4

Review the charity’s current position and resources.

Factors to be reviewed include:

« The current investment assets and where they are
invested

+ Whether the charity’s governing document includes
any restrictions

« The expertise available and what competencies cur-
rent fund managers can offer

+ What other charities (especially peers) are doing

Setting aims is about moving from a point of interest
in Responsible Investment to clarifying why the char-
ity should invest responsibly and what it should seek
to achieve from doing so. It may be at this stage that
the trustees decide it is inappropriate for the charity to
implement Responsible Investment.

Trustees should articulate the motivations for adopt-
ing Responsible Investment and consider how it links
to the charity’s objects, strategy, investment approach
andrisk assessment.By articulating the above,aims can
be set and how value can be added defined. Trustees
may wish to consult with the charity’s stakeholders.

Initial research on the content of the policy can help
trustees clarify which issues to focus on and the impli-
cations of different approaches. For example, research
can show how many of the companies that the charity
currently invests in would be avoided and how setting
levels of materiality or specific criteria changes this.
To illustrate, if a charity for religious reasons consid-
ers avoiding investments in the armaments industry
it will want to balance beliefs with continued good
financial returns (not avoiding too many companies).
The charity may therefore decide to only avoid compa-
nies whose main business is armaments.This could be
achieved by setting a materiality level on turnover or
by distinguishing between companies by the nature
of their products. Alternatively, if the charity is consid-
ering a support approach, relevant investment oppor-
tunities will need to be identified.

44 EIRIS (2005). Investing Responsibly: A practical introduction for charity trustees.
See: www.eiris.org/Pages/TopMenu/Public.htm




Foruuam

i

io

B e
for Susta able

4. What are others doing?
Examples from the real world

This chapter draws upon data from the Bellagio Forum
survey of foundation practices, conducted interviews
with European foundation executives, information
from our partners and an extensive literature review.
We include a sampling of case studies from all over the
world, including North America and a variety of coun-
tries in Europe. We recommend looking at the organi-
sations’individual websites for more detailed informa-
tion, which are listed in the References section of the
PRIME Toolkit, along with key reports that informed
this work.

When asked,”What is the management’s perception of
investment returns and sustainable/social criteria? Do
they think it contributes on average to return or reduc-
es it?, more than 43 % of foundations interviewed said
that it reduces it, compared with 16 % that believed it
increased it and 15 % who thought that it made no dif-
ference. 26 % never discussed the topic. Yet, looking at
the performance of SRI Funds, there have been periods
where SRI Funds have outperformed non-SRI funds.*
Regarding the application of social/sustainable cri-
teria to investments and links between mission/pro-
grammes and asset management, only 39% of foun-
dations in the study said that there is currently a link,
but 61 % said that there should be.

Should there be a link between mission and
asset management ?

45 SRIWorld Group found that 32 of 62 SRI funds had returns that beat more than
half of their peer non-SRI mutual funds in 2002. Regarding three-year perform-
ance results, 30 of 52 SRI funds topped more than half of their peer non-SRI
mutual funds.
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Abell Foundation (US)

The Abell Foundation manages a venture fund, invest-
ing in firms that make a commitment to locating or ex-
panding within their local area and also makes grants
to non-profits working in those same communities.#¢

Calvert Group (US)

Calvert Group offers investors a variety of socially re-
sponsible portfolios of public equities, bonds and
money market products. Through investments in
companies that meet Calvert’s environmental, social
and governance criteria, Calvert actively seeks to cre-
ate social value with its investments and encourages
companies to improve through shareholder advocacy.
Additionally, Calvert commits a small portion of the as-
sets of a number of its funds to community develop-
ment financing through the Calvert Foundation (See
Appendix).*’

Cazenove Capital Management Services (UK)
Cazenove Capital Management Services (CCM) pro-
vides specialist asset management services to private
clients, charities, and institutional clients, including pri-
vate equity investors. CCM integrates social, environ-
mental and ethical (SEE) ratings into its stock selection
matrix and conducts its own SEE research and engage-
ment. Analysts raise SEE issues at company meetings,
attend specialist SEE/RI meetings with companies, and
facilitate Rl industry collaboration. 60% of CCM’s pen-
sion fund clients require SEE research, as well as 22%
of its charity clients (with ethical restrictions) and 8%
of its private clients. Unlike some screening methods,
CCM’s SEE integration and engagement approach
does not impact the investment flexibility and allows
shareholders to push for change within companies.
Approximately 80% of stocks in the CCM standard
charity model have an SEE rating above BB. Cazenove
Capital Management Services also has a partnership
with Generation Investment Management.

ECCR and Church Investors Group (UK)

The Ecumenical Council for Corporate Responsibility
(ECCR) was formed in 1989 to raise the profile of corpo-
rate responsibility within the churches. It is a meeting

46 Emerson, Jed.(2002). Horse Manure and Grantmaking. Foundation News & Com-
mentary, May/June 2002, p.23.(See www.insp.efc.be/download.php?d=42&f=1)

World Economic Forum (2006). Blended Value Investing. Capital Opportunities

47
for Social and Environmental Impact. (See www.bfsd.org)
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point for faith communities to work, research and learn.
The Church Investors Group is an initiative between 11
major church bodies. It has developed a framework for
developing a common understanding of the ethical is-
sues affecting companies and provides an opportunity
for them to collaborate on engagement.*8

The F.B. Heron Foundation (US)

The F.B. Heron Foundation in New York envisages its
endowment as a ‘private community investment trust’
and is working to align its market-rate investments
with its mission to complement its grantmaking and
below-market investments.*?

Generation Investment Management (US/UK)
Generation Investment Management is an independ-
ent, private, employee owned partnership created in
late 2004 by David Blood and Al Gore.lt invests in long-
term, long only, public global equities with a concen-
trated portfolio of 30-50 companies. Generation inte-
grates sustainability research into fundamental equity
analysis as a core principle of the investment process.
This research ‘is the analysis of shareholder value im-
plications on long-term economic, environmental, so-
cial and geopolitical challenges. The approach is heav-
ily research driven, with bottom-up stock selection.
Examples of Generation’s thematic research agenda
include: poverty, climate change, ecosystem services,
biodiversity, pandemics, demographics, migration,
public policy and responsible lobbying. 5% of the prof-
itability has been allocated to the Generation Founda-
tion, which supports global, non-profit sustainability
initiatives.

Henderson Global Investors (Intl.)

Henderson is a leading international investment man-
agement company,which covers all major asset classes,
including equities, government and corporate bonds,
property, private capital, hedge funds and portfolio
management services. Henderson Global Investors
manages more than £67.7 billion (as at 31 December
2005) across all asset classes and employs around 900
people around the world. Henderson has an estab-
lished SRI track record and has managed funds with

48 EIRIS (2005). Investing Responsibly: A practical introduction for charity trustees.,

p.3 See:www.eiris.org/Pages/TopMenu/Public.htm

49 Emerson, J.(2002). Horse Manure and Grantmaking. Foundation News & Com-

mentary, May/June 2002, p.23 (See www.insp.efc.be/download.php?d=42&f=1)
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social, ethical and environmental dimensions since
1977. In October 2004, Henderson decided to intro-
duce a new investment strategy for its global equity
funds - constructing the portfolios entirely around a
suite of 10°Industries of the Future’themes: cleaner en-
ergy; efficiency; environmental sciences; health; knowl-
edge; quality of life; safety; social property and finance;
sustainable transport; and water management. During
2005, Henderson'’s Ethical fund was re-launched as the
Industries of the Future fund,and by October 2005, this
had become 100% invested in the themes.

The Jessie Smith Noyes Foundation (US)

It continues what it has done for years - actively man-
aging the socially responsible investment of its port-
folio, together with the operation of a social venture
fund and more traditional grantmaking practices.>®

Joseph Rowntree Charitable Trust
(JRCT)(UK)

The investment committee of the JRCT meets twice a
year, during which they evaluate the portfolio and, if
necessary, write letters of concern to the companies
in their portfolio. Generally, they receive responses
and have had the opportunity to follow-up when nec-
essary. Unlike most other foundations, the JRCT con-
ducts all of its own screening internally. It started with
a screened list produced by EIRIS and made its own
modifications to a customised list.>! This was passed
along to the investment manager, with whom the
trustees are in close, regular contact. Opportunities to
invest in employee-owned businesses have also been
considered.

Mistra Foundation (Sweden)

The Mistra Foundation was founded in 1994 with one
endowment of €275 million from the Swedish govern-
ment. Its mission is to invest in strategic environmental
academic research that is solution oriented and con-
tributes to sustainable development. Today’s value of
the endowment is €360 million. As of mid-2005, the
Foundation has given €200 million in grants, with a
current yearly payout of €23 million (6.5%). Begin-
ning in 2001, Mistra conducted research to screen the
methodologies of SRl companies.

50 Ibid.p.23.(See: www.insp.efc.be/download.php?d=42&f=1)
51

See: www.eiris.org
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The report, Screening of Screening Companies, sug-
gested best practices in the SRI market at the time and
pushed transparency and reporting. In conjunction
with SustainAbility Ltd., Mistra is now reviewing the
quality of SRl research focusing on materiality and SR
research methodologies. With its enhanced analytics
initiative (EAI), Mistra has pulled together a group of
asset owners and fund managers who have commit-
ted to allocating a minimum of 5 % of their respective-
ly brokerage commission budget to sell-side (research)
who are effective at analysing material extra financial
issues. EAl aims at differentiating sell-side research to
help fund mangers to make more informed decisions
to enhance the long-term value of their investments.

In 2001, the Mistra board decided to apply on all as-
sets the 'lowest level of decency’ In addition, it started
a positive selection of companies following the best-
in-class concept. Some SRl approach is used on 75 % of
Mistra’s assets. Positive SRI best-in-class approach and
one mandate with only a negative screen implement-
ed. It now covers all equity holdings in Europe and the
Swedish band mandates. For more information, see

www.mistra.org.

The Rockefeller Foundation (US)

It established the Provenex Fund, a social investment
fund that provides critical venture capital to health-re-
lated companies developing products and treatments
of greatest potential social benefit.>2

Tudor Trust (UK)

Tudor Trust has operated an Rl policy for nearly five
years and invests in companies that demonstrate so-
cially responsible values with the potential for sustain-
able growth in the future.The Trust believes that nega-
tive screening may limit opportunities and chooses
to invest in social enterprises. An early, innovative
initiative was to invest in housing for teachers in East
London.

52 Ibid, p.23.(See www.insp.efc.be/download.php?d=42&f=1)
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5. What strategies are available?

This section presents the various strategies available
to the investor who would like to practise Responsible
Investment. There is a diversity of Responsible Invest-
ment approaches and strategies in the Responsible In-
vestment field, ranging from various screening to en-
gagement approaches. This Toolkit aims at presenting
an impartial, balanced view of the benefits and limits
associated with any strategy. While they are presented
individually, it is important to note that these strate-
gies are not mutually exclusive. Rather, it could be said
that they are complementary as they seek to address
CG/SEE issues at different moments in the life of the
investment. Screenings are pre-investment actions,
while engagement and voting take place when the in-
vestor already owns stocks.

F
v

SR strategles in the lifetime of an Investment process

| Pre-investment | | Post Investment | | Divestment |

1
Megative Screening

2
Positive Screening

The key question for a trustee is: what strategy is most
likely to succeed in attaining the goals decided upon
by the investor?

o Fr um
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NEGATIVE SCREENING

Negative screening is sometimes called exclusion. It
consists of barring investment in certain companies,
economic sectors or even countries for CG/SEE related
reasons.

Negative screening was at the root of the Responsi-
ble Investment movement when religious investors in
the US and the UK started excluding investments in
so-called ‘sin stocks’, such as gambling and alcohol.
It was again in the spotlight when CalPers, California
Public Employee’s Retirement System, actively cam-
paigned and barred investment in companies with
South African activities in the early 1980s to protest
against apartheid. A tool at the end of this section lists
common exclusion screens. Norms-based screening is
often grouped together with negative screening since
exclusion can be used at the end of the analysis proc-
ess. The norms-based approach involves monitoring
corporate complicity with internationally accepted
norms, such as the UN’s Global Compact, Millennium
Development Goals, ILO Core Conventions and OECD
Guidelines for Multinational Enterprises.>3

Why use negative screening?

Funds employ negative screening in order to:

+ Eliminate a very specific risk from the portfolio;

+ Make an ethical statement;

+ Communicate in an effective way with members
and the general public on ethics;

+ Help guard the foundation’s reputation; and

+ Uphold an investment policy.

Negative screening, especially extensive screening, can
potentially increase risk by altering sector and geo-
graphic allocations within an investment universe.This
could in turn affect a portfolio's performance relative
to its benchmark index. Nevertheless, pension funds
using norms-based screening report insignificant
changes in risk levels.

How do I do it?

Foundations can conduct their own internal screens,
and determine their level of tolerance, which can then
simply be communicated to asset managers. Alterna-

53 The OECD has guidelines for several environmental and social issues. More infor-
mation can be found at www.oecd.org.
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tively, asset managers can first identify the areas in
which negative screening could be applied. There is
one major technical difficulty to address when looking
at negative screening: many companies may not have
their entire business, but only a share of it, in the sector
that they wish to exclude.

For tobacco screening, a classic example would be
large retailers that sell cigarettes. In this situation, the
key issue is for the investor to decide where to draw
the line.That share of turnover can again be measured
in terms of risk. In addition to screening against activi-
ties, another screen is against company performance.
Rating agencies and responsible investment analysts
may provide this assessment as a service.

Who does it?

Negative screening has historically been popular
among foundations such as Wellcome Trust (UK) and
Nuffield Foundation (UK), although other foundations,
such as the Joseph Rowntree Charitable Trust, conduct
negative screens in combination with other types of
screens. Some pension funds, particularly in the Neth-
erlands,where Eurosif found that € 184 billion (or about
42 % of total Dutch pension assets) are managed with
some form of negative screens.>*

Tool
Common negative screens used by institutional inves-
tors like churches, charities and some pension funds

Armaments and
nuclear weapons

Animal exploitation (e.g.fur
industry, factory farming)

Animal testing (e.g.
pharmaceutical and
cosmetic industry)

Alcohol manufacture
and promotion

Activities, processes or
products that have a major
impact on climate change
(e.g.automobile, oil and gas
industry, road building, etc.)

Genetic engineering

Manufacture and Manufacture and promotion Tobacco
promotion of of ozone-depleting manufacture and
hazardous substances substances promotion

such as pesticides,
chlorine-containing
chemicals (e.g.PVC)

Environmentally
damaging practices

Nuclear energy Oppressive regimes

Poor employment
practices

Gambling Pornography

Source: Observatoire de la Finance, Responsible Investment in Europe, online
executive summary

54 Socially Responsible Investment among European Institutional Investors 2003

29

Eurosif

POSITIVE SCREENING

What is it?

Positive screening is the selection, within a given in-
vestment universe, of stocks of companies that per-
form best against a defined set of sustainability or CG/
SEE criteria.

The most popular form of positive screening is called
‘best-in-class’, where stocks are selected within each
sector of a given index, thereby retaining sector bal-
ance within the investment universe. A less often used,
but equally interesting form is pioneer screening,
where funds specialise in the best-performing compa-
nies against a specific criterion, such as management
of natural resources. Moving away from equity to fixed
income, funds applying positive screens to bonds are
gradually becoming available as well.

While it is a good strategy to tackle all aspects of CG/
SEE, positive screening is rarely used in direct connec-
tion with Corporate Governance. If Corporate Gov-
ernance is the issue that you are concerned with, we
encourage you to look at shareholder engagement or
proxy voting as strategies of choice. Positive screen-
ing is often based on the triple bottom-line approach.
This means ensuring that companies perform well on
social, environmental and economic factors.To under-
stand what criteria are used to rate companies, see the
tool at the end of this chapter.

Why use positive screening?

In continental Europe and in the UK, positive screening
is viewed as an excellent Responsible Investment strat-
egy.Due to its systematic approach in covering a large
number of companies and clarity of practice, it is often
considered a more accountable strategy than engage-
ment. However, as is the case for negative screening,
some investors believe that positive screening reduces
investment diversification and therefore contradicts
the obligations imposed by fiduciary duty.

Naturally these are issues decided in conjunction with
legal advisors taking into account your country’s or
plan’s peculiarities. It could be noted that this assertion
is justas true on other common funds such as large-cap
funds, mid-caps, etc. Best-in-class selection, specifically,
addresses this criticism by maintaining sector balance.
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The following explainer goes into further detail.

Explainer: How best-in-class performs
compared to benchmark indexes:
Studies' show that the size of the investment
universe is key in determining how best-in-class
may impact performance against a benchmark.
In practice, the larger the original investment
universe, the less likely there will be a visible im-
pact on the fund performance as related to the
benchmark.

On smaller universes, like on smaller countries
stock market indexes, the presence of heavy-
weighing stocks (companies with larger-than-av-
erage caps) presents a certain danger for positive
screening. As these stocks’ performance are key
in determining the evolution of the overall index,
inclusion or exclusion of these large companies
represents a significant risk.

On common larger benchmarks though, such
as the S&P 500 or MSCI 650, this risk effectively
disappears.Thus, when based on large universes,
best-in-class portfolios become acceptable in-
vestment vehicles in terms of risk.

!

1 See’International Evidence on Ethical Mutual Fund Performance and
Investment Style’ by Bauer, Koedijk and Otten, November 2002.

Source: Eurosif.

How do | get started?

Pension funds may buy into existing funds managed
with positive screens. They can also buy into funds
that track a Responsible Investment index. Addition-
ally, they may ask their managers to apply the screens
of their choice.

As a common example of positive screening, the fol-
lowing chart illustrates the creation of a best-in-class
portfolio as a 4-step programme:
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Positive screening: bullding a Best-In-Class Portfolio
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Source: Eurosif.

Who does it?

Some foundations and other institutional investors in
continental Europe run ‘test’ positive screening port-
folios on a small share of their assets. Some examples
include the Mistra Foundation in Sweden, and the Pen-
sion Funds ABP and PGGM in the Netherlands. Best-in-
class funds and other positive screening portfolios are
widely available from asset managers everywhere.The
Jesse Smith Noyes Foundation has constructed its in-
vestment policy to achieve consistency with its mission
with positive and negative screening criteria tied to
the foundation’s mission and grantmaking activities.>”

Source: ABP Investments

55 See www.noyes.org/investpol.html|
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Tool: Issues and criteria used in screens

For trustees considering screening, this table indicates issues and criteria used in rating companies. Note that this
approach is not ‘one-size-fits-all, as companies must be rated according to the key issues within their sector. This
list can, however, be used to guide positive screens, negative screens and engagement.

Domain Issues

Human Resources Integration of human resources issues into corporate strategy,
Promotion of labour relations,

Encouraging employee participation,

Career development,

Training and development,

Quality of remuneration systems,

Improvement of health and safety conditions,

Respect and management of working hours.

Environment Environmental strategy and eco-design,

Pollution prevention and control (soil, accident),
Development of “green” products and services,

Protection of biodiversity,

Protection of water resources,

Minimising environmental impacts for energy use,
Management of atmospheric emissions,

Waste management,

Management of local pollution,

Management of environmental impacts from transportation,
Management of environmental impacts from the use and disposal of
products/services.

Customers and Suppliers Product safety,

Information to customers,

Responsible Contractual Agreement,

Sustainable Relationships with suppliers,

Integration of environmental criteria in the purchasing process,
Integration of social criteria in the purchasing process,
Prevention of corruption,

Prevention of anti-competitive practices.

Human Rights Respect for human rights standards and prevention of violations,
Respect for freedom of association and the right to collective bargaining,
Elimination of child labour and abolition of forces labour,
Non-discrimination.

Community Involvement Promotion of social and economic development,
Societal impacts of company’s products and services,
Contribution to general interest causes.

Corporate Governance Board of Directors,

Audit & Internal Controls,
Shareholders’rights,
Directors & Key Executives,
Remuneration.

31
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OekoVision, a European fund, combines screening to
avoid certain activities, behaviours and characteristics
(‘hard negative’ criteria) with a ‘vision’ on what a sus-
tainable and equitable society might or should look
like,and an understanding of which products, process-
es, services and business models might get us there.
The idea is to identify the companies that have an an-
swer for the questions of tomorrow’s sustainable soci-
ety’s challenges.>®

ENGAGEMENT

Engagement can be defined as‘influencing corporate

policy by virtue of the position as investor and the as-

sociated rights’>’

There are three levels of engagement:

+ Cultivating general dialogue;

+ Taking a proactive stance: 'we would like this spe-
cific issue to change for the following reason’;and

+ Reactive dialogue: what to do in case of a problem
to ensure it does not happen again.

Essentially, engagement differs from screening in that
it does not affect the selection of stock, as the strategy
takes place after a stock is purchased.

With an engagement approach, every company in the
investment universe can be purchased. After purchase,
an asset manager will create dialogue teams that will
engage with the company on specific, selected issues
- usually a few per annum.

56 See:www.oekom-research.de
57 Hummels, Willeboordse, & Timmer (2004). Corporate Shareholder Engagement,
Universiteit Nyenrode.
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Explainer: When to engage?

The British Institutional Shareholders Commit-
tee (ISC, whose members are ABI, AITC, IMA, and
NAPF) produced a Statement of Principles on
Shareholder Activism, in which it states that in-
vestors should engage companies when they
have concerns about:

+ The company’s strategy,
« The company’s operational performance,
+ The company’s acquisition/disposal strategy,

+ Independent directors failing to hold execu-
tive management properly to account,

+ Internal controls failing,
* Inadequate succession planning,

« An unjustifiable failure to comply with the
Combined Code (UK CG code),

* Inappropriate remuneration levels,

+ The company’s approach to CSR.

Source: Eurosif

Why use engagement?

First and foremost, for many practitioners, engage-
ment solves the fiduciary duty issue by keeping all
investment possibilities open. Traditionally, engage-
ment focuses on Corporate Governance and is, in fact,
the strategy of choice when it comes to this issue. A
newer and more recent dimension to engagement is
the activist stance taken by a number of Responsible
Investment investors to push forward the issues that
matter to them.

Another significant aspect is the diversity of means
that are available to the engaging investor, from writ-
ing letters directed at senior management, to filing res-
olutions at AGMs to voting and, ultimately, divestment.
Filing resolutions is considered a good way to warn
management that the investor strongly disagrees with
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some of the company’s policies. A downside is that the
focus of engagement is intrinsically limited by human
factors such as size of engagement teams and time
allotment, thus potentially covering less ground than
positive screening strategies. In addition, many asset
managers are reluctant to quantify the result of their
engagement activities, thus making assessment of the
policies more difficult.

It is often easier for management to address
the concerns of a voter than to have grievances
aired publicly. And, if management refuses listen
to its voters, it is then an opportunity to know to
divest

A recent example is the action by the Ecumenical
Council for Corporate Responsibility (ECCR) against
Shell. The ECCR has actively engaged with Shell since
1994, initially in relation to issues in the Niger Delta,
and proposed a resolution for consideration at the
2006 Annual General Meeting.”® The Interfaith Center
on Corporate Responsibility in the US keeps track of
most of the US social resolutions, which is also a useful
source particularly to international foundations that
hold investments outside of their home territory.>?

How do I doit?

Shareholders representing foundations have a va-
riety of methods, both public and private, to exert
influence:

58 See:www.eccr.org.uk/docs/0603_ shell_resolution_statement.pdf

59 See:www.iccrorg
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Private methods

* Raising questions or discussion of social issues
in routine meetings between institutional
investors and company management.

+ Writing to company management about issues
of concern.

+ Arranging special meetings to discuss such
matters.

+ Writing to other shareholders to express
concerns.

+ Joining with other like-minded investors to
undertake some or all of the above.

* Informing other investors on the dialogue as to
build up pressure.

More public mechanisms

+ Attendance at annual general meetings to ask
questions.

*+ Proposing shareholder resolutions.

+ Exercising voting rights, e.g.on the adoption of
the report and accounts or the re-election of
directors.

+ Calling an extraordinary general meeting.
* Issuing press briefings.

Source “Just Pensions, A Guide for Trustees and Fund Managers; May 2001

Eurosif transparency guidelines

Eurosif (The European Social Investment Forum) is a

pan-European group whose mission is to encourage

and develop Sustainable and Responsible Investment

and better Corporate Governance. In 2004, they issued

Transparency Guidelines, which address engagement

among their SRI categories. These guidelines suggest

the following:®°

+ Signatories should be clear about who they are and
provide background information on the fun, and
the fund manager

60 Eurosif (2004).Transparency Guidelines. See: www.eurosif.org
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+ Provide the name of the fund(s) and fund manager
to which these guidelines apply.

+ Provide contact details for further information re-
garding the funds.

+ What is the size of the fund? In currency at a speci-
fied date.

+ Where can financial performance history data about
the fund be found?

+ Provide details of the content, frequency and means
of communicating information to investors.

+ Briefly describe the corporate responsibility policies
of the organisation that managers or promotes the
fund(s), or give direction where this information can
be located.

Who does it?

Engagement has become a common practice in the
UK, especially among pension funds, where £84 billion
of pension assets are managed through engagement
mandates (Eurosif). Its practice is also on the rise in
continental Europe.

Specialised asset managers have dedicated Responsi-
ble Investment (or Responsible Investment/CG) teams.
They engage on behalf of their customers and supply
the resources to address key issues. It is also possible,
and more and more frequent, for pension funds to sep-
arate engagement from fund management by issuing
specific mandates to specialised asset managers. The
most advanced specialists report regularly through
their websites or dedicated material on the advance-
ment of their engagement activities, including raised
issues and outcomes.

Tool: How to engage?

+ Trustees should identify which issues, sectors
or companies they wish to engage upon within
a policy document,

+ Decide whether to engage themselves or use
external services (as advisors of the fund or as
external engagers mandated by the fund),

+ Set up the required resources or mandates
necessary to engagement,

+ Check that reporting about the engagement
process is in line with the pension’s policy.
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Case study: Engagement in practice
Joseph Rowntree Charitable Trust (JRCT)

The JRCT engages directly with companies, sup-
port shareholder resolution, and takes part in a
group of church investors who engage.

The JRCT works closely with one investment
fund manager. Whilst they expect the manager
to evaluate the financial risks/opportunities to
their investments (e.g. climate change), they do
not expect the manager to deal with ethical con-
siderations. That is managed internally and the
trustees provide their list of acceptable compa-
nies, screened with support from EIRIS, to the in-
vestment manager. In general, the JRCT does not
invest in funds. However, their investment man-
ager created a new fund, called the Marlborough
Ethical Fund®', which is based on Rowntree’s in-
vestment policy. Since 1988, the performance of
Rowntree’s ethically screened returns has been
marginally better than the FTSE All Share Index,
though not as much a 5 %.

PROXY VOTING

What is it?

Every year at companies’ annual general meetings
(AGMs), shareholders are given the opportunity to vote
on a number of issues. Today, given the many scandals
such as Enron, Parmalat, WorldCom and others, proxy
voting is not just an opportunity, but it is also increas-
ingly being considered a duty for owners to cast their
views on a company’s decisions and future perspec-
tives.Indeed, the ability for an investor to vote is inher-
ently part of Corporate Governance issues.

Because of the low importance granted to voting in
the past, most shareholders tended to vote along with
management, or, more to the point, let their asset man-
agers decide whether to vote and what vote to cast.
This is beginning to change as shareholders under-
stand the importance and relevance of voting more
and more.

61 Managed by RC Brown. See: www.rcbim.co.uk



Foruuam

Bellagioe
for Sustaimable ey

Voting today is mostly applied to Corporate Govern-
ance, as local regulations limit the type of terms that
can pass as resolutions. As a result, when no SEE resolu-
tion can be submitted, history shows that shareholder
activist groups opposing a company’s CSR perform-
ance have voted against listed companies’ mandatory
shareholder approval of accounts and reports as a
form of protest.

It should also be noted that institutional investors are
increasingly investing beyond their domestic borders.
Voting thus becomes de facto a cross-border issue. But
in this perspective, investors willing to vote abroad will
have to be aware that local cultures, regulations and
codes on corporate governance differ. Voting policies
cannot be one-size-fits-all.

Why vote?

As stated earlier, voting is one of the central means by
which shareholders can influence companies in which
they have holdings. This strategy can be quite effec-
tive, both as a result of the vote's immediate impact on
a corporation, as well as through the strong media cov-
erage of cases where conflicts between shareholders
and companies led to votes against management.

Voting is often non-binding, but is an excellent means
to communicate a shareholder’s positions to manage-
ment. Voting records may only describe part of the
relationship between the company and shareowners,
but it is an important part and one that is quantifia-
ble and cannot be hidden behind vague policy state-
ments. Ultimately, voting has every reason to become
more than a box-ticking exercise. It is an opportunity
for concerned investors to get together with other
shareholders in order to pursue the goals that they
have in common and ensure that their views are rep-
resented in the most official way. On the negative side,
voting alone (without engagement) lacks the activist
side of other strategies. It may succeed in accompany-
ing change, although it is unlikely to bring this change
about by itself.

How do you do it?

The key aspect of voting is that a foundation should
have a voting policy. A standard example is provided
in this section as a case study, as it effectively takes a
global approach to cover all issues subject to vote.We
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encourage trustees to look to developing their plan’s

voting policy.On the Corporate Governance side, there

are many existing guidelines that may be used as a

source:

+ The Combined Code, ABI Guidelines, NAPF in the
UK;

+ Tabaksblat commission report in the Netherlands;

+ Rapport Bouton in France;

* SWX Code in Switzerland;

« OECD Guidelines for Multinational Enterprises;
and

« International Corporate Governance Network
(ICGN’s) Global Share Voting Principles.

Beyond the policies themselves, numerous voting ad-
visory services have been set up in order to help in-
vestors navigate through the ocean of resolutions that
are submitted at AGMs all over the world every year.In
practice, foundations and other institutional investors
may retain direct use of their voting rights, or rely on
the asset manager to do so.

Practices vary from country to country and mandate
to mandate. As an example, in the UK, most asset man-
agers use voting rights, whereas in the Netherlands
they usually are not part of the mandate. Managers
throughout Europe are increasing their capacity to
tackle voting issues through the creation of Corporate
Governance teams, or Responsible Investment teams.

There is not necessarily a ‘right way’to vote. For exam-
ple, many fund managers inform a company that they
will vote against an item before an AGM in order to en-
courage senior executives to change their behaviour.
If the company promises to improve, the investor may
decide to revise his voting position. And because op-
posing management may sometimes be a contentious
issue due to the complicated issues of confidence
that permeate the relationship between shareholder
and company management, investors often use ab-
stention as an alternative to voting when opposing a
resolution.

Who is doing it?

Due to increasing pressure, voting is becoming more
frequent - often with an activist approach. Data sug-
gest that in 2002, little more than half of the shares in
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the biggest 350 companies were voted in the UK (one
of the highest rates in Europe). Votes against manage-
ment were rare.%?

Trustees should be aware that unions are increas-
ingly active on the voting front. In the UK, the TUC has
started carrying out a small number of shareholder
campaigns each year; thus far mostly on executive re-
muneration.The TUC uses its internal Member Trustee
Network to advise trustees of certain policy positions
and encourage them to instruct their fund manager of
that position and related voting opportunities.

Case study:

Hermes'‘International Corporate Governance Prin-
ciples’: Guidelines for voting as primary way for
shareholders to participate in the stewardship of
companies abroad.

Hermes is an institutional fund manager inde-
pendent of any broader financial services group.
They invest funds on behalf of over 230 clients
including pension funds, insurance companies,
government entities and financial institutions, as
well as charities and endowments.

Hermes based its principles on those of the Inter-
national Corporate Governance Network (ICGN),
which were derived from the OECD’s Principles
on Corporate Governance (1999/2004).

They are meant to guide Hermes'voting decisions
and apply to investments outside the UK. Hermes
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4. Corporate boards:accountability of the board
of directors to shareholders and appoint-
ment of independent directors, among other
things.

5. Corporate remuneration policies: in line with
the interests of shareholders.

6. Strategic focus: shareholder approval for ma-
jor strategic shifts.

7. Operating performance: optimisation over
time.

8. Shareholder returns: optimisation over time.

9. Corporate citizenship: respect of applicable

laws and co-operation with stakeholders.

CG implementation: application of local cor-

porate governance codes.

10.

Tool: Establishing and implementing proxy vot-

ing guidelines

+ Develop proxy voting guidelines that clearly
identify voting criteria, and provide voting
instructions regarding CG/SEE issues (see
Hermes example).

+ If the pension plan does not itself, obtain the
services of a proxy voting service and ensure
that the plan’s Statement of Investment Prin-
ciples and Guidelines are applied in voting
proxies.

Source: SHARE, Implementing Socially Responsible Investment
Policies and Practices in your Pension Plan

COMBINING STRATEGIES

acknowledges that proxy voting is the primary
way for shareholders to assume their responsi-
bilities as owners outside their home market.

Key principles highlighted are:

1. Corporate objective: the overriding objective
of the corporation is to optimise shareholder
return.

2. Communications and reporting: accurate re-
porting by companies.

3. Voting rights: one vote per share and a duty
to vote for fiduciary investors.

62 Source:The Economist, Oct 315t 2002.

As we have shown throughout this section, certain
strategies may be more effective than others in tack-
ling specific issues. In practice, applying a combina-
tion of strategies may enable an investor to reap the
benefits of Responsible Investment’s possibilities and
ensure that its assets are protected in an efficient man-
ner, for example:

+ Negative screening is applied to sectors that the in-
vestor in no way wishes to support;

+ Positive screening is applied to ensure that the in-
vestor’s views are represented over all of its invest-
ments; and

+ Engagement is applied to tackle specific issues and
create a working relationship with the investee com-
pany that enables collaboration on and tracking of
the evolution of those issues.
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Classic examples of combined strategies include:

+ Funds tracking sustainable indices, which apply a
combination of positive and negative screening
in order to create their investment portfolios. Such
fund products are quite popular with institutional
investors. Examples include FTSE4Good and DJSI.

+ Another example is where investors create a best-in-
class portfolio for SEE issues and track and improve
Corporate Governance matters through an engage-
ment approach.

KEY TERMS

Best-in-class

Engagement

Negative screening

OECD Guidelines for Multinational Enterprises
Positive Screening

Sin stocks

Triple Bottom-Line

6. What are emerging trends in
Responsible Investment?

COLLABORATIVE ENGAGEMENT

AND VOTING

There is a growing trend within the responsible invest-
ment community to practice collaborative engage-
ment. This type of cooperation among foundations,
investors, pension funds, asset managers and others
is widely justified by economic constraints, the steep
learning curve of developing an engagement practice
and the clout associated with pooling investor power
in order to achieve economies of scale.

In practice, collaboration takes many forms:

+ It may mean pooling resources on researching is-
sues. A typical example would be the Institutional
Investor’s Group on Climate Change (IIGCC), which
brings together investors and asset managers will-
ing to research and share experiences on the effects
of climate change on corporations.

It may also mean pooling shareholder power.This is
largely practised by pension funds in covering CG
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issues.Pension fund groups such as the National As-
sociation of Pension Funds (NAPF) in the UK or the
Dutch pensionfunds corporate governance research
foundation (SCGOP) in the Netherlands are active
on this front. There are also larger, international in-
vestors groups, such as the International Corporate
Governance Network (ICGN), issue guidelines and
communicate on best practices to their members
and to the wider public.

+ Collaborative voting has been common but discrete
among institutional shareholders on traditional
and CG issues. The internationalisation of portfolios
leads to an increased need for understanding of and
assistance on issues related to investments abroad.

« Arelated means to pool resources for investors is to
pool targets: selecting a single issue that affects a
large number of companies, such as accounting of
stock options and campaigning on it at all AGMs.

+ Unions too have been active internationally on this
front. In the UK, the TUC is looking at organising
multiple campaigns every year using its wide trus-
tee network. Collaborative engagement is a trend
on the rise and trustees and investors can look for-
ward to the benefits associated with it by discuss-
ing opportunities with their peers and actors in the
fund industry.

INTEGRATION

Integration is a growing practice among both main-
stream and Responsible Investment-specialised asset
managers to incorporate CG/SEE factors into tradition-
al financial analysis as a means to manage risks as well
as identify potential out-performance.This approach is
based on the premise that extra financial criteria can
materially impact long-term corporate performance.In
addition, superior management of such factors can be
an indication of management quality. Integration, for
example, explores how extra-financial factors such as
global climate change will impact upon corporate per-
formance over a long-term period.These asset manag-
ers are hoping to attract a large, mainstream investor
audience with this integrated approach.
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The case for integration

Practitioners tout three reasons for the emergence of

integration:

+ To include a normative judgement rather than
screening, which allows the integration of the most
material value drivers on a sector and company
basis;

+ Togenerate unique insight from the market by look-
ing at under-analysed themes; and

+ To take into account increasing regulatory pressure
on the social and environmental front.

Integration is an important and welcome sign that CG/
SEE issues are entering the mainstream. Investors who
do not have the interest or ability to participate them-
selves in proxy voting or work with screened funds
may find firms that engage in integrated investment
an appropriate route to pursue. At the fund manager
level, integration allows managers to engage compa-
nies on the basis of extra-financial issues not histori-
cally considered by traditional analysts or manage-
ment. For asset owners who are interested in pursuing
long-term investment strategies as well as approaches
to fulfilling their social responsibility, integration of-
fers a form of capital management thatis engagedina
‘deep’way with the companies within a given portfolio.
Furthermore, funds managed on an integrated basis,
such as Generation Investment Management, create
unified teams of analysts with both sustainability and
financial expertise, as opposed to the traditional ap-
proach of separating financial analysis from sustain-
ability considerations.

How do I do it?

The assessment of social and environmental risks can
be used both in stock picking and selling. Since the
teams carrying out the CG/SEE assessment can be the
same as the ones practicing CG/SEE engagement at
specialist investment houses, the analysed informa-
tion also has animpact on dialogue with companies.In
fact, CG/SEE issues simply become part of the ‘general
picture’ When going to a meeting with a company, a
mainstream financial analyst may join the manager’s
Responsible Investment analyst. Eurosif believes that
in the future, instead of having two teams, it will be-
come more likely for asset managers to include CG/SEE
assessment into the job description of mainstream
analysts.

Forum
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Case study: UN Global Compact

Through their “Who Cares Wins” initiative, the
Global Compact is bringing together financial
institutions to jointly publish recommendations
to better integrate environmental, social and
governance issues in analysis, asset management
and securities brokerage. Members of the initia-
tive include ABN Amro, Aviva, AXA Group, Banco
do Brasil,Bank Sarasin, BNP Paribas, Calvert Group,
CNP Assurances, Credit Suisse Group, Deutsche
Bank, Goldman Sachs, Henderson Global Inves-
tors, HSBC, Innovest, ISIS Asset Management,
KLP Insurance, Morgan Stanley, RCM, UBS and
Westpac.

“The report’s recommendations can be summa-

rized as follows:

+ Analysts are asked to better incorporate envi-

ronmental, social and governance (ESG) fac-
tors in their research where appropriate and
to further develop the necessary investment
know-how, models and tools in a creative and
thoughtful way.
Based on the existing know-how in espe-
cially exposed industries, the scope should
be expanded to include other sectors and as-
set classes. Because of their importance for
sustainable development, emerging markets
should receive particular consideration and
environmental, social and governance criteria
should be adapted to the specific situation in
these markets. Academic institutions, business
schools and other research organisations are
invited to support the efforts of financial ana-
lysts by contributing high-level research and
thinking.

+ Financial institutions should commit to inte-
grating environmental, social and governance
factors in a more systematic way in research
and investment processes. This must be sup-
ported by a strong commitment at the Board
and senior management level. The formulation
of long-term goals, the introduction of organi-
sational learning and change processes, appro-
priate training and incentive systems for ana-
lysts are crucial in achieving the goal of a better
integration of these issues.
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+ Companies are asked to take a leadership role

by implementing environmental, social and
corporate governance principles and polices
and to provide information and reports on re-
lated performance in a more consistent and
standardised format. They should identify and
communicate key challenges and value driv-
ers and prioritise environmental, social and
governance issues accordingly. We believe that
this information is best conveyed to financial
markets through normal investor relation com-
munication channels and encourage, when rel-
evant, an explicit mention in the annual report
of companies. Concerning the outcomes of fi-
nancial research in this field, companies should
accept positive as well as critical results.

Investors are urged to explicitly request and
reward research that includes environmental,
social and governance aspects and to reward
well-managed companies. Asset managers are
asked to integrate research on such aspects in
investment decisions and to encourage bro-
kers and companies to provide better research
and information.Both investors and asset man-
agers should develop and communicate proxy
voting strategies on ESG issues as this will sup-
port analysts and fund managers in producing
relevant research and services.

Pension fund trustees and their selection
consultants are encouraged to consider en-
vironmental, social and governance issues in
the formulation of investment mandates and
the selection of investment managers, taking
into account their fiduciary obligations to par-
ticipants and beneficiaries. Governments and
multilateral agencies are asked to proactively
consider the investment of their pension funds
according to the principles of sustainable de-
velopment, taking into account their fiduciary
obligations to participants and beneficiaries.
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+ Consultants and financial advisers should help

create a greater and more stable demand for
research in this area by combining research on
environmental, social and governance aspects
with industry level research and sharing their
experience with financial market actors and
companies in order to improve their reporting
on these issues.

Regulators are invited to shape legal frame-
works in a predictable and transparent way as
this will support integration in financial analy-
sis. Regulatory frameworks should require a
minimum degree of disclosure and accounta-
bility on environmental, social and governance
issues from companies, as this will support
financial analysis. The formulation of specific
standards should, on the other hand, rely on
market-driven voluntary initiatives.We encour-
age financial analysts to participate more ac-
tively in ongoing voluntary initiatives, such as
the Global Reporting Initiative, and help shape
a reporting framework that responds to their
needs.

Stock exchanges are invited to include environ-
mental, social and governance criteria in listing
particulars for companies as this will ensure a
minimum degree of disclosure across all listed
companies. As a first step, stock exchanges
could communicate to listed companies the
growing importance of environmental, social
and governance issues. Similarly, other self-
regulatory organizations (e.g. NASD, Finan-
cial Services Authority), professional creden-
tial-granting organizations (e.g. Association
for Investment Management and Research),
accounting standard-setting bodies (e.g. Fi-
nancial Accounting Standards Board), public
accounting entities and rating agencies and
index providers should all establish consistent
standards and frameworks in relation to envi-
ronmental, social and governance factors.
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+ Non-Governmental Organisations (NGOs) can
also contribute to better transparency by pro-
viding objective information on companies to
the public and the financial community.”63

A more recent initiative by the UN, announced in
April 2006 by UN Secretary General Kofi Annan, is
the ‘Principles for Responsible Investment’.

The Principles were developed during a nearly
year-long process convened by the UN Secretary-
General and coordinated by the UN Environment
Programme Finance Initiative (UNEP FI) and the
UN Global Compact.The heads of leading institu-
tions from 16 countries, representing more than
USS$ 2 trillion in assets owned, signed the Prin-
ciples at a special launch event at the New York
Stock Exchange. Signatories included asset own-
ers, investment managers, and professional serv-
ice partners.

As Kofi Annan stated, ‘These Principles grew out
of the understanding that while finance fuels
the global economy, investment decision-mak-
ing does not sufficiently reflect environmental,
social and corporate governance considerations
- or put another way, the tenets of sustainable de-
velopment ... Developed by leading institutional
investors, the Principles provide a framework for
achieving better long-term investment returns
and more sustainable markets. | invite institu-
tional investors and their financial partners eve-
rywhere to adopt these Principles.

The six Principles are as follows%*:

(1) We will incorporate environmental, social and
corporate governance (ESG) issues into invest-
ment analysis and decision-making processes.

(2) We will be active owners and incorporate ESG
issues into our ownership policies and practices.

(3) We will ask appropriate disclosure on ESG is-
sues by the entities in which we invest.

63 The Global Compact (2005). Who Cares Wins. Connecting Financial Markets to a

Changing World, p.ii - iv.

64 For more details, see: www.unpri.org/principles/
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(4) We will promote acceptance and implemen-
tation of the Principles within the investment
industry.

(5) We will work together to enhance our effec-
tiveness in implementing the Principles.

(6) We will each report on our activities and
progress towards implementing the Principles.

These Principles are underpinned by a set of 35
possible actions that institutional investors can
take to integrate environmental, social and cor-
porate governance (ESG) considerations into
their investment activities.
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ENHANCED ANALYTICS

The Enhanced Analytics Initiatives (EAI)® is an interna-
tional collaboration between asset owners and asset
managers aimed at encouraging better investment re-
search, in particular research that takes account of the
impact of extra-financial issues on long-term invest-
ment. The EAI is working to advance greater practice
of analytics that integrate extra-financial analysis into
analysts’ frameworks. The Initiative currently repre-
sents total assets under management of €757 billion
(US$920 billion).

EFls are best described as fundamentals that
have the potential to impact companies’ financial
performance or reputation in a material way, yet
are generally not part of traditional fundamental
analysis. For example, future political or regula-
tory risks, the alignment of management and
board with long-term company value, the qual-
ity of human resources management, risks asso-
ciated with governance structure, the environ-
ment, branding, corporate ethics and stakeholder
relations.

EFls generally have one or more of the following

characteristics:

1 They tend to be qualitative and not readily
quantifiable in monetary terms (e.g. corporate
governance, intellectual capital);

2 They relate to externalities not well captured
by market mechanisms (e.g. environmental
pollution);

3 They relate to wider elements of the supply
chain (e.g. suppliers, products and services);

4 They are the focus of public concern (e.g.
GMOs);

5 They have a medium to long-term horizon (e.g.
global warming); and

6 The policy and regulatory framework is tighten-
ing (e.g.greenhouse gas emissions).

65 See www.enhanced-analytics.com
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7.What should | ask asset
managers and consultants about
Responsible Investment?

Foundations normally do not have their own asset
managers (AMs), but give mandates to reputed ex-
ternal AMs, who thus become key players in enabling
a Responsible Investment policy. Selecting the right
manager is therefore critical.

Trustees will want to talk to their current managers, as
well as to their investment advisor. This chapter offers
a Case Study illustrating how to create a responsible
investment policy with current managers as well as a
Tool-questionnaire.

Today, few AMs ignore responsible investment-related
issues in their offer. Yet how they tackle these mat-

ters opens the door to a myriad of different strategies.

Some AMs have been leaders in developing products
and services to cater to foundations and are known for
their risk-oriented focus, being ‘conservative’ in their
advice in the true sense of the word, i.e.conserving the
value of the endowment. Not all of them are willing to
explore the new trends in responsible investment de-
velopments, even if many of these responsible invest-
ment products by design aim at risk reduction.

Responsible Investment is now becoming increasingly
accepted as a style of investment, and thus part of the
offering of AMs working with foundations. And, the

mainstream asset manager has been following suit.

Depending upon their primary markets, they will usu-
ally concentrate on one particular Responsible Invest-
ment strategy.
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As further signs of the evolution in this field, dedicated
Responsible Investment and Corporate Governance
teams of analysts are becoming standard practice as
specialists and leading fund managers have the means
and the information to implement a Responsible In-
vestment policy.In fact,some of those companies even
offer specialty engagement and voting services inde-
pendent of the actual management of funds.

While the product range and capacity is increasing
on the asset management side, trustees should en-
sure that their suppliers can come up with the most
appropriate service. Trustees should start to ask AMs
the questions presented in the tool below in order to
verify their responsible investment capacity.

Case study: How to collaborate with

existing managers in developing

Responsible Investment

An interesting illustration of the relationship be-

tween a pension fund and the asset manager can

be gleaned from the recently created Fonds de

Réserve des Retraites in France (Retirement Re-

serve Fund, FRR). The Fund'’s board wishes to in-

tegrate CG/SEE issues into the management of a

large share of its assets. Having given mandates

to various asset managers for its different asset

classes, the FRR has decided to collaborate with

each of them, post mandating, in order to decide

the best ways to achieve this. The FRR raises four

key issues:

— Collection, analysis and quality of CG/SEE-re-
lated information;

- Integration into the investment process;

- How to deal with conflicts of value and arbi-
traging with risk and return; and

- AM’s strategy and costs.

The FRR expects this process to take place over
the next few years before mandates are renewed.
This example shows that dialogue around Re-
sponsible Investment is not only possible, but
also necessary in order to best define the con-
tours of an appropriate Responsible Investment
policy for each pension fund.
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Tool-questionnaire: Criteria for the
evaluation of fund managers

Does the AM have dedicated teams (responsi-
ble investment/CG) and what is the size of the
staff?

What financial resources are dedicated to re-
sponsible investment management?

What are the additional costs of implementa-
tion of a Responsible Investment strategy?

Do managers integrate CG/SEE material risk as
a part of regular decision-making?

What is the AM'’s track record/history of Re-
sponsible Investment involvement?

What are the AM's engagement and voting
activities?

What are the AM'’s proposed screening proc-
esses and methodologies?

Does the AM collaborate with other interested
parties: other pension funds or fund managers,
rating agencies, NGOs, collaborative organisa-
tions, etc.?

What are the AM’s reporting practices in terms
of frequency and quality?

Further references to asset manager selection:
As a good illustration of contemporary think-
ing, the USS Pension Funds ‘How to Be a Re-
sponsible Pension Fund’ presents a clear case
for evaluating a Fund Manager’s responsible
investment capacity and services.

The Just Pensions May 2001 ‘Guide for Trustees’
offers similar advice on engagement practices.
Does the manager express a genuine interest
and possess the ability to integrate the foun-
dation’s screening criteria and SEE/CG criteria
into their investment processes?

How do the managers’sources of adding value
and management of undesired risk intersect
with the foundation’s screening criteria?

Can the manager demonstrate their ability to
successfully integrate their process through
the construction of a model portfolio?
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8.How can | integrate CG/SEE
into investment principles?

Once you have decided to begin a discussion with your
investment professionals on CG/SEE, you may want to
incorporate your responsible investment concerns
within a specific guideline of investment principles.

In the case of pension funds, national legislations are
increasingly requiring pension funds to publish State-
ment of Investment Principles (SIPs). This is not (yet)
the case for foundations.

Beyond legal obligation, the aim of producing invest-
ment principles is to ensure that clear directions are in-
tegrated into the mandates that are given out to fund
managers — and henceforth that these directions are
respected.

Tool: How you can integrate
Responsible Investment into your
investment principles

« Amend the governing documents of the en-
dowment’s investment plan to provide explicit
direction to trustees to engage in socially Re-
sponsible Investment practices.

+ Specify your expectations and commitments
from/to companies as a shareholder in your
governing documents.

« Develop a Statement of Investment Princi-
ples that includes guidelines for Responsible
Investment that give explicit authorisation to
consider non-financial criteria.

+ Develop and follow written procedures for de-
veloping investment policies and guidelines,
selecting investments, advisors and agents,
consulting with beneficiaries and making oth-
er investment-related decisions.

« Establish procedures for the implementation
and timely review of investment policies.

« Ensure safe risk/return and diversification
levels.
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Case study: The UK Environmental Agency
The UK environmental agency has an investment pol-
icy that is defined in such a way that it seeks to align it
with their environmental role. Their aim is to ‘become
recognised as a leader in the public sector in financial-
ly robust environmentally responsible investment and
pension fund management by 15t April 20079 In their
‘Environmental overlay strategy; they outline a series
of points to ensure that the strategy and policies for
investment‘contribute to creating a“greener”business
world;, some of which are highlighted below. Founda-
tions can also learn from these principles:

UK Environmental Agency Active
Pension Fund

Fiduciary duty

We will fulfil and comply with our overriding fi-
duciary duty to maximise investment returns on
behalf of the pension fund members. As a result
of which we affirm that we will assess and take
account of existing and future financial risks and
opportunities from environmental issues (e.g.
from climate change, cost of pollution clean ups
and the exploitation of green technology and
services).

Statement of Investment Principles

When preparing and maintaining the SIP, we will
be mindful of our overall corporate strategy (e.g.
“greening” business) and corporate environmen-
tal governance policies (e.g. encouraging com-
pany environmental reporting and disclosure of
environmental risks and performance), A revised
SIP will be developed with the benefit of research
into best practice in respect of environmental is-
sues from other pension funds, and will be pub-
lished, and reviewed annually by the Pensions
Committee.

66 See:www.environment-agency.gov.uk/commondata/acrobat/environmental_
overlay_998382.pdf

Forum
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Investment strategy

Our investment strategy will seek to take account
of the relationship between good environmental
management and long-term sustainable busi-
ness profitability.

We will seek to overlay this environmental strat-
egy across our investment portfolio that recog-
nizes there are different approaches, constraints,
risks and opportunities and potential benefits in
respect to its application to equities, bonds, gifts,
property and private equity.

Our main influence will be through our strategic
asset allocation, manager structure, manager se-
lection, performance benchmarks, monitoring
and reporting — and not be getting involved in
the day-to-day investment decisions, which is the
role of our asset managers.

We will encourage our fund managers to use
research on various environmental risk and/or
‘green’ performance rating/ranking tools to iden-
tify and avoid financial risks that may be attribut-
able to environmental issues (e.g.climate change)
and that could negatively impact on investment
returns.

We will, through monitoring their performance,
ask our fund managers to explain and financially
justify any investment decisions, for example, on
stock selection, which in its view are environmen-
tally controversial. We will favour investing on a
positive ‘best in class’ selection basis and by the
use of engagement, in preference to negative
screening.
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9.Practical steps: Walk the talk

To conclude this section and the PRIME Toolkit, the Bellagio Forum and Eurosif propose the following steps for
trustees to use in their journey to successfully implement CG/SEE issues within their plans.

Tool: What is the pathway to integrate CG/SEE issues into a foundation’s
management mandate for its endowment?

1st STEP: Discuss

« Encourage other trustees in your plan to read the toolkit and use other means to become familiar with
responsible investment.

+ Encourage discussion of responsible investment at trustee meetings.

+ Find out about other existing responsible investment activities by foundations, e.g. through the European
Foundation Centre (EFC)

+ Discuss legality with lawyers at your plan.

+ Discuss existing possibilities with your current Asset Managers as well as other specialists in the market.
Find out about their voting practices and records.

+ Inquire about responsible investment collaboration possibilities, such as collaborative engagement or
voting.

2nd STEP: Promote

+ Use your power as a trustee to push for implementation of a responsible investment policy when your
board discusses endowment investment policies

+ Seek commitment from other trustees and from the Executive Board.

3rd STEP: Decide
+ Decide which CG/SEE issues are most relevant to your foundation.This could be a means to approach As-
set Managers and see how they can fulfil your needs.
+ Based on your discussions, decide what responsible investment strategies best suit your plan.
+ Link responsible investment to foundation’s mission, aims and objectives.
+ Decide which amount of the plan’s assets to initially allocate to your strategy. This could mean:
- running a test responsible investment programme by creating a fund,
- running a test responsible investment programme by buying into existing funds,
- joining collaborative initiatives (as proposed in the Bellagio Forum).

4th STEP: Draft

+ Participate in drafting or redrafting your foundation’s Investment Principles or Code of Prudential
Investment.

+ Make sure that it specifies the importance of CG/SEE issues.

+ Participate in drafting or redrafting your plan’s voting policy.

« Communicate these documents to your asset managers and make them public.

5th STEP: Follow-up

+ Ensure that you receive proper reporting and information from your asset managers on fund perform-
ance, engagement records, voting records and policy choices.

+ Review performance of asset managers.

+ Review policy in light of experience: step up to the next level.
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Case study:The |.DE.A.M. Eurosocietal
Fund for Foundations

The Finance Working Group of the Bellagio Forum held
a series of meetings in 2004 and 2005 to define the
best criteria that should guide an investment of en-

F
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dowed financial resources in a most appropriate way.

The MISTRA foundation sponsored specific work by Ivo
Knoepfel of Swiss consultancy OnValue, who reviewed
the various options and possibilities and presented
his recommendations to the Bellagio Finance Working
Group in the fall of 2005.The objective was to define a
set of rules and conditions that a company would have
to adhere to if a special fund reflecting the criteria set
by foundations.

The working group defined a broad spectrum of crite-
ria that — based on the PRIME survey and work — would
best reflect the concerns and ambitions of European
endowed foundations. These criteria covered both
environmental and social demands, but most impor-
tantly governance issues, as it was on the “good gov-
ernance” front most foundations had concerns with
reputational risk.

The Foundation for Business and Society — working
with InSpire Invest - defined on that basis a set of crite-
ria and their weighting that reflected the risk attitude
of a case foundation, exemplified by MISTRA.

In addition, the Bellagio Working Group suggested to
include additional safety measures to reduce any po-
tential reputational risks, and chose to focus on the
Global Compact Principles. It looked to the Global
Compact Office at the UN in New York, to identify ways
to make a special screen for that purpose.

The tool used for that purpose, called Global Compact
Plus, has been designed by Innovest Strategic Value
Advisors to assist investors in assessing companies'rel-
ative capabilities and strategic positioning in address-
ing the competitive risks, challenges, and opportuni-
ties posed by the 10 Principles of the United Nations
Global Compact.

The Global Compact Screen guarantees that no com-
pany with serious breach of any of the 10 basic princi-
ples underlying the Global Compact would be taken
into a portfolio without a legitimated reason for do-
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ing so. Based on this recommendation by the task-
force,.DE.A.M, the SRl subsidiary of the Credit Agricole
Group, became the first European Assert Manager to
systematically take in this Global Compact Compliant
screening of companies in all its activities.

I.DE.A.M has developed a specific test fund for the Bel-
lagio Project, where the criteria of the PRIME guide-
lines and the Global Compact Screen were combined.
The prototype fund is built on the already successful
Eurosocietal Fund by I.DE.A.M, which manages more
than 1.3 billion Euros under various SRI mandates.

I.DE.A.M implemented the Bellagio recommendations
into this long-running fund, and created a special class
in its Luxembourg-registered fund to meet the needs
of European foundations. The MISTRA Foundation of
Sweden decided to be the first Foundation to invest
in this model and has so far invested EUR 20 mill in
the Fund that follows these criteria and investment
rationale:

companies which apply socially responsible and
good corporate governance principles and develop
pro-active environmental policies tend to emerge
as leaders in their peer group industries;

the shares of these companies should outperform
the market in the long term,

a dedicated SRl analysis team is an essential tool for
in-depth assessment of the fundamental value of
companies, including all intangible assets;

in the present market conditions, the most efficient
way of identifying these companies is to take ad-
vantage of the increasing amount of specialist third-
party research in order to recognize those compa-
nies requiring in-depth dedicated research;
SRI-favoured companies should then be screened
using financial criteria to adapt to financial market
volatility (and to eventually suspend investment
in those whose shares are temporarily over-priced,
relative to their business prospects).

Under these assumptions, the Fund reflects a new
investment style focused on out-performance for
long-term investors.

This SRI approach enhances pure financial data with
synergetic inputs. It offers long-term investors like
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endowed foundations valuable insights, not yet fully
taken into account by the equity markets, concerning
the medium-term structural well-being of companies
that they invest in; focused on sustainable growth,
relationships with stakeholders, respect for the
environment and business ethics. Company evalu-
ations are based on a,multi-criteria” analysis, such as
Human Resources, Total Quality, Shareholder Value,
Environment Policy, and Community Relations, which
takes into account:

+ corporate governance criteria, based on an interpre-
tation of in-depth analyses provided by established
data providers as well as direct research;

+ societal and Environmental criteria based on inter-
preted research results;

+ weak signals analysis identified by I.DE.A.M’'s own
knowledge management model (“Spider”).

The integration of these several sources is realized by
Inspire Invest research team.

A comprehensive performance attribution system
enables .DE.A.M to clearly demonstrate the SRI-driven
origin of the outperformance that we achieve. The
ultimate goal is Risk and Intangible Value Assess-
ment (RIVA) of the company for investors.

Risk control in portfolio construction:
Avoiding the reputational risk danger.

The Prototype Fund initiated by the Bellagio Forum
members focuses strongly on controlling risk, as the
PRIME survey showed that is was one of the main con-
cerns for endowed foundations.

In the Prototype Fund, the fund manager is responsible
for applying the investment process and building the
portfolio in such way as to match the risk constraints of
the client (tracking error).

The research outputs lead directly to stock ranking
and weighting in the portfolio. Typically, the stocks
identified as positive are overweighed by 0.30 to 1%
depending on portfolio constraints, leading to a glo-
bal overweight based on the concept of sustainable
growth at market price. By the same token, negatively
graded stocks are excluded or underweighted and
neutral stocks are used to monitor the risk process of
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the portfolio. Risk profile techniques are applied to all
three categories of stock in order to reduce systematic
risk and match customized active risk constraints.

Risk control aims at matching both the country and
the sector distribution of the benchmark.

Typical portfolio characteristics

+ 100% permanent exposure to the market;

well diversified, e.g. 130-160 in Europe or 250-350
in Global portfolios;

neutral country and sector allocation relative to the
benchmark;

low active risk (tracking error of 1 to 3 %);

targeted out-performance: 1to 3% p.a.;

expected information ratio: 0.7 to 1.5 %.
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Asset Corpus: refers to the income-generating assets
of the Foundation.

‘Best-in-class’ screening: A specific approach within
positive screening where the leading companies with
regard to SEE criteria from each individual sector or in-
dustry group are identified and included in the portfo-
lio (Eurosif).

Blended Value Investing: ‘Traditionally, we have
thought of value as being either economic (and cre-
ated by for-profit companies) or social (and created by
nonprofit or non-governmental organizations). What
the Blended Value Proposition states is that all organi-
zations, whether for-profit or not, create value that
consists of economic, social and environmental value
components—and that investors (whether market-
rate, charitable or some mix of the two) simultaneous-
ly generate all three forms of value through providing
capital to organizations.®”

Collaborative engagement: An engagement strategy
conducted in cooperation by multiple investors or as-
set managers in order to gain leverage (Eurosif).

Corporate Governance (CG): ‘Corporate Governance
covers the accountability and control mechanisms that
govern the relationships among shareholder, manage-
ment and stakeholders of a company. In essence, it's
about creating an accountable process rather than
about setting goals and standards, thus helping to pre-
vent major crises. Among other things, it defines:
Board composition,

Board renumeration,

Shareholders’ rights to information,
Shareholders’rights to submit resolutions at Annual
General Meetings (AGM:s),

Shareholders’ voting rights (such as one share-one
vote-one divided principle),

Control mechanisms (including risk management)’
(Eurosif).

67 See www.blendedvalue.org
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DJSI - Dow Jones Sustainability Group Indexes:
Launched in 1999, the Dow Jones Sustainability In-
dexes are the first global indexes tracking the financial
performance of the leading sustainability-driven com-
panies worldwide.

(See www.sustainability-index.com)

Domini Social Index 400
(See www.domini.com/dsi400/index.htm)

Eco-efficiency: The competence of the company
in using environmental resources sparingly in its
production.

Engagement: A long-term process of dialogue with
companies which seeks to influence company behav-
iour in relation to their governance, social, ethical and
environmental practices (Eurosif).

FTSE4Good: The FTSE4Good Index Series has been
designed to measure the performance of companies
that meet globally recognised corporate responsibility
standards,and to facilitate investment in those compa-
nies. Transparent management and criteria alongside
the FTSE brand make FTSE4Good the index of choice
for the creation of Socially Responsible Investment
products.

(See: www.ftse.com/ftse4good/index.jsp)

Integration: The inclusion by asset managers of CG/
SEE-risk into traditional financial analysis (Eurosif).

International
Conventions:
Eight ILO Conventions have been identified by the ILO’s
Governing Body as being fundamental to the rights of
human beings at work, irrespective of levels of devel-
opment of individual member States. These rights are
a precondition for all the others in that they provide
for the necessary implements to strive freely for the
improvement of individual and collective conditions
of work:

Freedom of association

(1) Freedom of Association and Protection of the Right
to Organize Convention, 1948 (No.87)

(2) Right to Organize and Collective Bargaining Con-
vention, 1949 (No.98)

The abolition of forced labour

Labour Organization (ILO) Core
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(3) Forced Labour Convention, 1930 (No. 29)

(4) Abolition of Forced Labour Convention, 1957 (No.
105)

Equality

(5) Discrimination (Employment and Occupation) Con-
vention, 1958 (No.111)

(6) Equal Remuneration Convention, 1951 (No. 100)
The elimination of child labour

(7) Minimum Age Convention, 1973 (No. 138)

(8) Worst Forms of Child Labour Convention, 1999 (No.
182)

(See: www.ilo.org)

Loan Guarantee (Short Primer): In a standard loan
agreement, the borrower provides some manner of
collateral, giving the lender a claim on the borrower if
he or she cannot meet the obligations of the loan. In
collateralized loans, the borrower’s assets are pledged
to satisfy the lender in the event that the borrower
cannot meet the obligation. (In a micro-credit context,
the collateral may not be property or assets but “social
collateral,” or the future loans of others in a lending
group.) In a situation where a borrower may not have
sufficient collateral, another party may pledge assets
or its general credit to meet the loan obligation if the
borrower defaults.The party pledging the assets is the
guarantor, and often it places securities or other assets
in an account that can be easily accessed by the lend-
er in the event of a collateral call. This is called a loan
guarantee or credit enhancement.

In some situations, an entity perceived to carry a lot of
risk (such as an MFI or a young company) can reduce
its cost of borrowing by having an entity with a lower
risk rating (such as a foundation or investor) guarantee
all or part of the loan; that added safety should then
lower the cost of borrowing, though the entity directly
benefiting from the loan guarantee often must pay a
fee to facilitate the arrangement. Beyond lower-cost
borrowing, a loan guarantee encourages follow-on fi-
nancing both by removing some of the borrower’s risk
but also by signaling the borrower’s quality.

Guarantee arrangements vary dramatically. Many gov-
ernment-backed programs, for example, are guaran-
teed by the full-faith and credit of the country’s gov-
ernment, in which case the guarantor does not specify
any assets to serve as collateral, though a borrower can

49

Eurosif

still make a general claim against the guarantors. Most
guarantee arrangements require that specific assets
be pledged. Often pledged financial assets are segre-
gated from a guarantor’s other assets in a special bank
or brokerage account,and real assets will be subject to
some form of contract determined by the guarantee
agreement.

If the guarantor pledges financial assets, the guarantee
agreement may limit the kinds of investments that are
eligible for investment, but the guarantor receives the
benefits of any capital appreciation (or the exposure to
any losses) generated by the investments. Accordingly,
many guarantee agreements allow the guarantors to
earn market-rate returns on their investments while
facilitating further third-party investments in the bor-
rower. Since the guarantor is exposed to at least part
of the borrower’s risk, the guarantor does accept a
higher risk for the returns that the assets would gener-
ate without securing the borrower’s loan. Guarantees
are commonly governed by a relatively standardized
arrangement called a standby letter of credit, which
can be issued by banks to enable a guarantor easily to
guarantee the debt of a borrower. Banks may extract
fees for maintaining guarantee arrangements, and a
borrower may compensate the guarantor for accept-
ing additional risk.

Loan guarantees have been a feature of lending and
international development for years and blended
value investors have explored a variety of innovative
ways to apply guarantees in their investments. Dating
back at least as far as 1984, when ACCION International
launched its Bridge Fund (which offered loan guaran-
tees that helped Latin American MFIs borrow from
commercial lenders), investors have pledged their as-
sets to guarantee and thereby accelerate the work of
blended value-generating projects.®® When applied to
blended value investments, a guarantee arrangement
can generate social returns by facilitating and reduc-
ing the cost of financing for blended value projects.
Furthermore, a guaranteeing entity may provide tech-
nical assistance or consulting to help the investment
succeed.

68 More information on the Latin American Bridge Fund and is successor, the Glo-
bal Bridge Fund, can be found in ACCION’s periodic publication InSight. Number
15, published in September 2005, is devoted to those funds and the concepts of
loan guarantees. It can be downloaded at www.accion.org/insight/.
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Characteristics of a Blended Value Loan Guarantee
While the loan guarantee structure is versatile, it can
only be applied to a project that can be leveraged with
debt; that is, the project must have relatively predict-
able cash flows. A loan guarantee might be used to
launch a new project that may be somewhat specu-
lative. The history of microfinance bond offerings and
loan guarantees are profoundly intertwined (as noted
in the section of this paper addressing innovations in
debt finance), and loan guarantees were essential to
the first issues as well as some of the most recently of-
fered securities.

Loan guarantee arrangements are suitable in a variety
of situations. Specifically, they can be useful to spur in-
vestment in new financial products, the likes of which
mainstream commercial lenders have never seen. An-
other advantage of loan guarantees is that they can
reduce exposure to currency fluctuations and, in the
process, shift the exposure from the borrower to the
guarantor. Under this arrangement, one only needs to
convert one currency to another in the event of a de-
fault that results in a capital call.

Millennium Development Goals: The eight Millenni-
um Development Goals (MDGs) a blueprint agreed to
by all the world’s countries and all the world’s leading
development institutions. They have galvanized un-
precedented efforts to meet the needs of the world’s
poorest.They are to:

(1) Eradicate extreme poverty and hunger

(2) Achieve universal primary education

(3) Promote gender equality and empower women

(4) Reduce child mortality

(5) Improve maternal health

(6) Combat HIV/AIDS, malaria and other diseases

(7) Ensure environmental sustainability

(8) Develop a global partnership for development
(See: www.un.org/millenniumgoals/)

Negative screening: An approach that excludes sec-
tors or companies from a fund it involved in certain
activities based on specific criteria, such as arms man-
ufacture, publication of pornography, tobacco, animal
testing, human rights, etc (Eurosif).
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OECD Guidelines for Multinational Enterprises: are
non-binding recommendations to enterprises, made
by the thirty-seven governments that adhere to them.
Their aim is to help Multinational Enterprises (MNEs)
operate in harmony with government policies and
with societal expectations.

(See: www.oecd.org)

OECD'’s Principles on Corporate Governance (1999/
2004): Corporate governance, the OECD Principles
and their implementation, both in member and non-
member economies are the central areas of corporate
affairs activities. The integrity of corporations, financial
institutions and markets is particularly central to the
health of their economies and their stability.

(See: www.oecd.org)

Pioneer screening: Positive screening where funds
specialise in the best-performing companies against a
specific criterion, such as management of natural re-
sources (Eurosif).

Positive Screening: The selection, within a given in-
vestment universe, of stocks of companies that per-
form best against a defined set of sustainability or CG/
SEE criteria (Eurosif).

Programme Related Investment (PRI) is a recovera-
ble financial investment (not a grant) made with chari-
table intent to create charitable impact, where finan-
cial risk/return is intended to be concessionary. This
might also be called Mission-Related Investing (MRI),
the term used more often in Europe. MRI/PRIs account
for 1710t of 1% of the US$500 billion in total US-
based foundation assets. PRIs count towards the 5%
minimum payout required by US foundations.®® (This
is not a requirement in the UK, for example). When/if
recaptured, it has to go back out in new PRIs or regular
grants.They do not invoke fiduciary issues in the same
way that the asset corpus does, and is not risk adjusted
for financial return on investment.”®

69 US foundations that make international grants must make certain that the
money is being used for charitable purposes and will count towards the mini-
mum 5% requirement

Emerson, J.(2006). Blended Value Investing: Capital Opportunities for Social and

Environmental Impact. pp.36-38. (See www.blendedvalue.org)
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Loan/Credit Guarantees:

If a borrower may not have sufficient collateral, an-
other party may pledge assets or general credit to
meet the loan obligation if the borrower defaults. The
party pledging the assets is the guarantor and often
must place securities or other assets in an account that
can be easily accessed by the lender in the event of a
collateral call. This is called a loan guarantee or credit
enhancement.

The versatility of the loan guarantee structure is well-
known.“It can only be applied to a project that can be
leveraged with debt; that is, the project must have rela-
tively predictable cash flows. A loan guarantee might
be used to launch a new project that may be some-
what speculative. The history of microfinance bond
offerings and loan guarantees are profoundly inter-
twined (as noted in the section of this paper address-
ing innovations in debt finance), and loan guarantees
were essential to the first issues as well as some of the
most recently offered securities.”

Loan guarantee arrangements are suitable in a variety
of situations. Specifically, they can be useful to spur in-
vestment in new financial products, the likes of which
mainstream commercial lenders have never seen. An-
other advantage of loan guarantees is that they can
reduce exposure to currency fluctuations and, in the
process, shift the exposure from the borrower to the
guarantor. Under this arrangement, one only needs to
convert one currency to another in the event of a de-
fault that results in a capital call.””

Reputational risk: Key aspects include: government’s
decisions to grant operating licenses; consumer deci-
sions to buy products; Job-seekers’ decisions to apply
at a company; and impact of a CG/SEE event on share
price.

Responsible Investment: is inherently a long-term
approach to investing, sometimes at odds with the
short-term vision prevalent on financial markets.

Socially Responsible Investing: is the broad term
used to describe investments that reflect investors’

71 Emerson, J.(2006). Blended Value Investing: Capital Opportunities for Social and
Environmental Impact. pp.36-38. (See www.blendedvalue.org)
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moral and ethical beliefs. SRI instruments are typically
publicly traded funds that return to investors market-
rate, risk-adjusted financial returns and are exempli-
fied by socially responsible mutual funds such as Cal-
vert, Domini, Pax World Fund, among others. Socially
responsible investing usually incorporates screening
of investment companies and shareholder activism
through proxy voting. SRl investment strategies in the
US represent more than US$ 2 trillion or approximately
one in eight dollars invested.The Social Investment Fo-
rum in the US recommends that all SRI Investors also
engage in Community Investment — See World Eco-
nomic Forum (2006). Blended Value Investing: Capital
Opportunities for Social and Environmental Impact.

Sin Stocks: encompass investments in tobacco, alco-
hol, nuclear, military, gambling, pornography (Eurosif).

Triple bottom-line: An approach to investing based
on People, Planet, and Profit performance indicators
(also known as triple-P) (Eurosif).

UN Global Compact: strives to be the world’s most
inclusive voluntary initiative to promote responsible
corporate citizenship, ensuring that business, in part-
nership with other societal actors, plays its essential
part in achieving the United Nations' vision of a more
sustainable and equitable global economy. Toward
that end, the Global Compact will continue to pur-
sue two complementary objectives: (1) Making the
Compact and its principles on human rights, labour,
environment and anti-corruption an integral part of
business operations and activities everywhere; (2) En-
couraging and facilitating dialogue and partnerships
among key stakeholders in support of the ten princi-
ples and broader UN goals, such as the Millennium De-
velopment Goals.

Value-based investment approach:follows the same
strict ethical guidelines they set in their programmes
also for their investment mandates

Venture Philanthropy: ‘a field of philanthropic activ-
ity where private equity/venture capital models are
applied in the non-profit and charitable sectors’ (Euro-
pean Venture Philanthropy Association).
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Voting: The exercise of voting rights for investors to in-
fluence company policy. Part of an engagement strat-
egy but also a stand-alone activity (Eurosif).

FEATURED ORGANISATIONS AND
RESOURCES

AccountAbility (Institute for Social & Ethical Account-
ability — UK)
www.accountability.org.uk

Bellagio Forum for Sustainable Development
www.bfsd.org

BITC Environment Index & Corporate Responsibility In-
dex (UK)
www2.bitc.org.uk

BP
www.bp.com/home.do?categoryld=1

Business for Social Responsibility white papers
www.bsr.org

Calvert
www.calvertgroup.com

CalPers
www.calpers.ca.gov

Cazenove Capital Management
www.cazenovecapital.com

Cisco (Network Academies)
www.cisco.com/web/learning/netacad/index.html|

CitiBank
www.citibank.com

CSR Europe (Newsletter)
WWW.csreurope.org

CSRwire.com Website
WWW.CSrwire.com

The Ecumenical Council for Corporate Responsibility
www.eccr.org.uk
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EIRIS
WWww.eiris.org

European Foundation Centre
www.efc.be

European Social Investment Forum
www.eurosif.org

European Venture Philanthropy Association (EVPA)
www.evpa.eu.com

Fonds de Réserve des Retraites in France (Retirement
Reserve Fund, FRR).
www.fondsdereserve.fr

Generation Investment Management
www.generationim.com/

Generation Foundation
www.generationim.com/foundation/

GRI Sustainability Reporting Guidelines
www.globalreporting.org/quidelines/2002.asp

Henderson Global Investors
www.henderson.com

Hermes
www.hermes.co.uk

|.DE.AM
www.ideam.fr

Innovest
www.innovestgroup.com

International Corporate Governance Network (ICGN)
www.icgn.org

Institutional Investor’s Group on Climate Change
(IIGCQ)

www.iigcc.org

Institutional Shareholder Services (ISS)
WWW.iSsproxy.com
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Interfaith Center on Corporate Responsibility (ICCR)

www.iccr.org

Joseph Rowntree Charitable Trust

www.jrct.org.uk

KLD
www.kld.com

MISTRA Foundation in Sweden

www.mistra.org
New Philanthropy Capital (UK)

www.philanthropycapital.org

NAPF
www.napf.co.uk

Novo Nordisk
www.novonordisk.com

PaxWorld Website
www.paxworld.com/invest.htm

RC Brown
www.rcbim.co.uk

SocialFunds.com
www.socialfunds.com

Social Investment Forum
www.socialinvest.org

SRI Compass/CSR Europe
WWW.sricompass.org

SRIstudies.org Website
www.sristudies.org/

StateStreet
www.statestreet.com

Sustainable Investment Research International Group

(SIRI)
www.siricompany.com

Eurosif

SustainAbility (UK)
www.sustainability.com

Trade Union Congress (TUC)
www.tuc.org.uk

T.Rowe Price
www.troweprice.com

UK Charities Statement of Recommended Practice
www.charity-commission.gov.uk/investigations/sorp/

sorp05docs.asp

UK Social Investment Forum
www.uksif.org

UN Global Compact (Source Book)
www.unglobalcompact.org

World Economic Forum
www.weforum.org
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Calvert Social Investment
Foundation

One of the first socially responsible mutual fund man-
agers, Calvert Group offers individual investors a varie-
ty of screened socially responsible portfolios of public
equities, bonds, and other money market products. In
the late 1980s the company began to explore invest-
ment strategies that not only screened out social value
destruction but sought actively to create social value
with its investments. This discussion eventually led the
fund to commit to investing 1% of its assets in com-
munity development finance intermediaries.

To facilitate this style of investing, Calvert Group even-
tually founded the Calvert Social Investment Foun-
dation (Calvert Foundation) in 1995 with support of
national foundations including Ford, MacArthur and
Mott. The Calvert Foundation aims to affect commu-
nity investment in the same way that Calvert Group
built SRI: the foundation aims to refine the practice
and productize investments so that individual inves-
tors can actively participate in community investing.In
essence, the foundation has been charged with creat-
ing investment products that generate blended value.
Overseeing this mission is Shari Berenbach, the presi-
dent of Calvert Social Investment Foundation.

The Calvert Community Investment Note

Calvert Foundation'’s flagship investment product is
called the Calvert Community Investment Note. Struc-
tured as general recourse obligation of the foundation,
the Notes are designed to make it safe and convenient
for average investors to direct capital to community
development and other blended value-generating
projects and enterprises.The Notes are highly custom-
izable and can be purchasedinincrements of US$ 1,000
(with a US$1,000 minimum investment). Investors
can choose the profile of the investments underlying
their notes, targeting specific geographic regions and
programmatic areas. Investors can also select the ma-
turity of their Notes (ranging from one to ten years)
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and the interest rate (from zero to 3 percent). Calvert
Foundation will build completely customized commu-
nity investment portfolios for investors deploying over
US$ 50,000 in capital.

In the ten years since the Notes’ inception, Calvert
Foundation has nearly US$ 100 million in Community
Investment Notes outstanding. This capital has been
deployed across an US$84 million portfolio of 195
borrowers, including American community develop-
ment financial intermediaries, affordable housing
developers, microfinance institutions, fair trade coop-
eratives and other domestic and international social
enterprises.

The underlying portfolios are very carefully screened,
monitored and managed. Calvert Foundation has put
in place significant security enhancements that lower
the Notes'risk such that the foundation has never de-
faulted on its obligations to any Community Invest-
ment Note-holders.The Notes currently have a 3% loss
reserve and they are further collateralized by Calvert
Foundation’s balance sheet, which holds substantial
assets that are junior to the Community Investment
Notes.With the portfolios'average loan size at approxi-
mately US$ 400,000, five average size loans would have
to be complete losses to exhaust the loss reserves,and
then realized losses would have to be substantially
larger before they exhausted the cushion provided by
the subordinated assets on Calvert Foundation’s bal-
ance sheet. By late 2005, Calvert Foundation had over
2,400 Community Investment Note-holders. The larg-
est note-holders are the Calvert Funds. 2,200 of those
investors have invested less than US$ 50,000,and 1,000
have invested USS$ 5,000 or less. Many of the 200 inves-
tors who have invested more than USS$ 50,000 are fam-
ily foundations and high-net-worth individuals.

Building the community investment field

Calvert Foundation has helped to build the commu-
nity investment marketplace by teaming up with part-
ners to support their access to investors’ capital. The
first strategy used by the foundation has been to “pri-
vate label” the Community Investment Note, thereby
allowing organizations to wrap the investment instru-
ment in their own brand, effectively piggybacking on
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the existing Note registration and administration. Pri-
vate label notes direct capital to specific loan portfo-
lios or borrowing sectors. These notes stay on Calvert
Foundation’s balance sheet like all of its Community
Investment Notes, and the private label products have
the basically the same structure as Calvert’s own Note
product. Calvert prepares the prospectuses, manages
the registration tasks, handles investor administration
and collaborates with its partners to reach new inves-
tors and investees.

Sidebar or Table item: Investment Notes established
through Calvert Foundation’s Private Label program-
Source: www.calvertfoundation.org

F

Gulf Coast Recovery | Directs community investments to
help those who were hardest hit by
Hurricane Katrina and other recent

devastating hurricanes.

Initiative

Jubilee Investing
Initiative

Directs faith-based community
investments to non-profit lenders
worldwide.

LGBT Community Supports lenders that provide im-

Investment Notes portant community facilities and
services for the lesbian/gay/bi-
sexual/transgender community.

National Peace Invests in microcredit organiza-

Corps Association
Microenterprise

tions, primarily FINCA, to offer
working capital and financial ser-

Program vices for the economically active
poor around the world.

Oikocredit World Oikoecredit was founded 25 years

Partnership ago as an alternative investment

Program instrument for churches to provide
credit for poor and disadvantaged
people around the world.

Grameen Has directed capital to Grameen

Investments Foundation USA to help working

poor in Bangladesh develop sus-
tainable businesses.

Allows investment in microfinance
institutions through the purchase
of Community Investment Notes.

MicroVest mPower
Investment
Program
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Calvert Foundation limits the aggregate size of each
these private label arrangements because its risk man-
agement regime precludes it from investing more
than 5% of its portfolio into any one organization.
Furthermore, the foundation works to meet internally
defined capital adequacy guidelines in proportion to
the liabilities created by the notes. These restrictions
cap the amount of capital that can be invested in these
customized products.

Establishing the Free Press Investment
Notes

Calvert Foundation and MDLF had considered structur-
ing the Free Press Notes within the Private Label pro-
gram, but MDLF wanted to offer its own notes with an
open-ended size. Accordingly, Calvert Foundation has
supported MDLF through its Community Investment
Partners program. The Community Investment Part-
ners program makes Calvert Foundation’s securities
expertise available to other non-profits. For MDLF, Cal-
vert Foundation prepared an “independent offering,”
performing the role of an investment advisor in struc-
turing a security that is similar to a Community Invest-
ment Note offering that would affect MDLF’s balance
sheet, not Calvert Foundations. The two organizations
launched the Free Press Notes in December 2005.

Following MDLF’s Free Press Notes, Berenbach reports
strong demand for other similar independent offer-
ings, with several projects in the pipeline. With many
products that have a standardized structure (the foun-
dation’s own Community Investment Notes, MDLF’s
Free Press Notes and the variety of private label notes),
the foundation and its partners are fostering a uniform
set of expectations for this manner of community in-
vestment product.

“Dematerializing” the Community Investment Notes

In its quest to make the Notes more ubiquitous and ac-
cessible to more investors, Calvert Foundation is active-
ly establishing partnerships with financial institutions
and securities brokerages.To make these relationships
possible, the foundation has had to render the Notes
compatible with the financial industry-standard elec-
tronic transaction systems - a significant challenge
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that reveals a subtle but important obstacle that many
blended value investment products will likely face as
they become more accessible and productized.

Many financial firms transfer and clear investments
through the Depository Trust Company (DTC), which
maintains the electronic system through which most
American securities transactions are processed. DTC’s
website explains, “The depository brings efficiency to
the securities industry by retaining custody of some
2 million securities issues, effectively ‘dematerializing’
most of them so that they exist only as electronic files
rather than as countless pieces of paper.”’2 DTC makes
securities easily accessible to mainstream financial in-
stitutions that maintain their clients’ portfolios in elec-
tronic format. Without being a part of the DTC system,
Calvert Foundation’s Community Investment Notes
were not easily accessible through most investors’ se-
curities brokers. Compatibility with DTC would likely
enlarge the market for the Community Investment
Note products, and it could enlist a new sales channel
when retail brokers are able to provide the product
as an integrated portion of their clients’ investment
portfolios.

Unfortunately, gaining access to the DTC was no small
task for Calvert Foundation, and Berenbach reports
that it took nearly seven years to accomplish it. A key
reason for the delay points directly at subtle butimpor-
tant differences between traditional retail investment
(strictly for financial returns) and philanthropic invest-
ment (strictly for social or environmental returns). Ef-
ficient transactions of most liquid financial products
are accomplished so that buyers and sellers remain
anonymous to one another. The products must be
completely fungible and DTC’s ‘dematerializing’ pro-
motes those characteristics.

That level of interchangeability and anonymity stands
in contrast to the norms of philanthropy, wherein do-
nors often customize their investments and remain in
close contact with recipients (philanthropic donors
often want anything but anonymity). The Community
Investment Notes bring some of the practices of phi-

72 Depository Trust Company.“About DTC.” https://login.dtcc.com/dtcorg/home/
page18832.html.December 2005.
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lanthropy to bear on blended value investing, giving
investors extensive capacity to customize their invest-
ment products.

Because the DTC system has been built specifically
to exchange fungible retail investment products, it
was very difficult to make the Community Investment
Notes, with their highly variable characteristics, inter-
face with the DTC system.Fortunately, in late 2005 Cal-
vert and DTC have established procedures for clearing
the Community Investment Notes electronically.Clear-
ing through DTC allows Calvert Foundation to estab-
lish relationships with new securities brokers, which
Berenbach predicts will triple the size of its portfolio
over the next five years.

The future of Calvert’s Community
Investment Notes

Currently, Calvert Foundation’s Community Invest-
ments include a large range of underlying investment
strategies including affordable housing finance, mi-
crofinance, community facility funds, small-business
loans, fair trade investments and investments in so-
cial enterprises. Looking to the future, Berenbach an-
ticipates that in the next several years, the foundation
will be investing in environmental projects, the health
sector and off-grid power and telecommunication
investments.
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Completed Surveys and
Interview Participants

Charles Stewart Mott Foundation (US)
Compagnia Torino (Italy)

Cultural Bank of Cyprus (Cyprus)

Esmee Fairbairn (UK)

Evrika (Bulgaria)

FLAD (Portugal)

Foundation for Polish-German Cooperation (Germany)
Foundation Het R.C. Maagdenhuis (Netherlands)
Fondazione di Venezia (Italy)

Fundacdo Oriente (Portugal)

Finnish Cultural Foundation (Finland)
Fondazione cassa di risparmio di Roma (ltaly)
Ford Foundation (US)

Gerda Henkel Stiftung (Germany)

Jerusalem Foundation (Israel)

Joseph Rowntree Charitable Trust (UK)

King Baudouin Foundation (Belgium)

King Gustaf V 90" Anniversary Foundation (Sweden)
MISTRA (Sweden)

Rabobank Foundation (Netherlands)

Robert Bosch Foundation (Germany)
Schweisfurth Stiftung (Germany)

Svenska Kulturfonden (Finland)

Van Leer Group Foundation (Netherlands)
Vladimir Potanin Charity Fund (Russia)

“F o r um
evelopmeni
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Contact

If you would like to learn more
about this topic, please contact:

Bellagio Forum for Sustainable Development
prime@bfsd.org
Tel.: +49 541 96 33 490
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