Know What You Own: The complications of socially responsible investing
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Abstract: Socially responsible investment funds should be used with care. Companies included in these funds may not match individual political beliefs, even though they were screened for involvement in various social evils such as tobacco. A list of questions to ask before investing in such funds is given.
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It's not easy bein' green," sang Kermit the Frog. But then again, he became a star before the rise of the bull market. These days, making money through socially responsible investing--the practice of directing dollars toward good corporate citizens--doesn't seem that hard to do. Last year, after all, almost half of the socially screened funds tracked by Morningstar had returns that placed them in the top quartile of their investment categories (so far this year, 23% had achieved that rank). Domini Social Equity, probably the best known of the lot, has soared 45.2% since Jan. 1, 1998, besting the S&P 500 by 5.8 percentage points. Impressive performance has also been winning hot press clips, high Morningstar ratings and bundles of investor dollars for the likes of Citizens Index, IPS Millennium and Pax World. Plop your money into one of these funds, and you'll be doing well by doing good, right?

Not so fast. It's fine to match your investments to your values, but if all you do is sign up with the flashiest social funds, you're leaving yourself open to nasty surprises, both philosophical and financial. Here's why--and what to do instead.

Socially responsible funds have been on a phenomenal run for reasons having little to do with their ethics. These funds typically use a series of screens to exclude from their investment universes companies that engage in behaviors that their managers, and many investors, find offensive, from making cigarettes to polluting the environment to operating sweatshops. According to the Social Investment Forum, a Washington, D.C. nonprofit that promotes values-based investing, 84% of socially screened portfolios exclude tobacco, 72% gambling, 69% weapons and 68% alcohol. Many funds also seek out "good" companies, such as those that donate heavily to local charities. Funds dedicated to particular religions use other screens based on tenets of their faiths--they may, for example, exclude companies that distribute material they consider to be pornographic.

These screens tilt funds, particularly the secular ones, toward cash-rich nonpolluters--away from smokestack companies, in other words, and toward technology and, to a lesser extent, health-care and financial services. Look at the top holdings of some of the biggest socially screened funds: Microsoft, Intel and Cisco in Domini Social Equity (its portfolio's average P/E is 36.1); Microsoft, IBM and Merck in Calvert Social Investment Balanced (36.6); Microsoft, Intel and Coca-Cola in Citizens Index (37.8)--just the kind of large-cap growth stocks that have dominated this bull market.

Because most of these funds have a generally liberal outlook, because they do want to make money and because it's easier to exclude, say, Philip Morris than to find firms that actively support specific social goals, the same names show up in many portfolios--even when the funds' aims appear to be quite different. American Trust Allegiance, oriented to Christian Science, has the same three top holdings as the Domini fund.

What most of the big socially responsible funds offer, then, is the chance to invest in broadly similar companies that don't commit certain politically incorrect acts. If that's what you're looking for, great. But screening doesn't reflect the complexities of real people's beliefs. Look at Wal-Mart. It's in the Domini social index, the group of 400 companies tracked by Domini Social Equity, on the strength of its stellar record on labor and environmental issues. But Wal-Mart is also a leading retailer of guns, which many socially committed investors object to. Plus, the company decided not to distribute newly available emergency contraceptives. Invest in Domini Social Equity, and you're using your dollars to express the opinion that Wal-Mart's positives outweigh its negatives. That's certainly defensible--if, in fact, that is your opinion. However, if investing in a fund means that you never consider whether you care more about a company's record on guns or its record on the environment, eventually you may lose track of how your holdings fit your values.

"There are no screens that fit all our clients," says Sally Zimmerman, vice president of Friends, Ivory & Sime, the largest manager of socially responsible assets in the United Kingdom. "It all relates back to each investor's mission and values."

Here are some questions you should ask yourself before investing in one or more of the funds that have garnered so much recent attention:

--What is it about a company that you most want to reward? Set your priorities. You can favor a corporation because of its policies (Apple pays for female employees to take self-defense courses) or because of its products (Fannie Mae promotes home ownership). You can invest to be on the cutting edge (the New Alternatives fund buys shares of alternative energy firms) or to favor creative ways of running traditional businesses (Interface has developed a system for recycling commercial carpet and carpet tiles).

If you want to find companies that match your objectives without doing your own research, you can consult the Social Investment Research Service, a Thompson financial company (www.socialinvest.com or 301-545-4706). For $99.95, SIRS will take your criteria, develop screens that fit them and forward you a list of companies in the S&P that meet your requirements.

--Do you want to avoid companies hostile to your values or challenge them? If it's the former, you'll want to focus on screened funds or individual stocks. If it's the latter, invest in funds with strong records of shareholder activism.

--What are you willing to pay? According to research, the returns of socially responsible funds do not necessarily lag those of conventional funds, but there's no reason to expect outperformance either. A recent study by Meir Statman, a professor of finance at Santa Clara University, compared returns for all social funds tracked by Morningstar with those of conventional funds of equal asset size. Statman found that "the difference in performance between the two fund groups is not statistically significant." The fact that the market has been rewarding the kinds of companies in Domini's index doesn't mean that every "ethical" investment will make money. Say you want to support change in South Africa. The Calvert New Africa Fund, which invests in emerging African businesses, looks like a good fit--but it's down 23.7% this year.

The truth is that some firms, and some funds, will excel by adhering to values you honor, and others will prosper despite, or as a result of, flouting them. Says SIRS managing director Suzanne Harvey: "It's absurd to think investors don't consider a company's behavior when determining how well they think it's run. But it's intellectually dishonest to say that just because a company in no way treats its employees poorly or pollutes the environment, it will do better than corporations involved in those [activities]."

--How much of your portfolio do you want to devote to values investing? Your response could be none at all: Making as much money as you can and then donating to charities is a valid approach to doing good. Or you could answer 100%, in which case you'll want to look not only at stocks and funds but also at bonds issued by government agencies whose work you want to support and at places to park your cash, such as community-development banks or credit unions. (A good source of information on these topics is Investing with Your Values by Hal Brill, Jack A. Brill and Cliff Feigenbaum.)

Once you've wrestled with these questions, you'll find that you're thinking of investing as ownership. If someone offered you a stake in his new company, you'd want to evaluate its potential to turn a profit, but you'd also want to know that his product is something you'd be willing to put your name on. It's perfectly reasonable to treat stocks, funds and bonds the same way--if you don't think so, try selling DaimlerChrysler stock to a Holocaust survivor. So reverse Peter Lynch's dictum: Know what you own. Staff writer Peter Keating can be reached at the_advocate@moneymail.com.

-QUOT- 

 Funds that screen out polluters are beating the S&P--for now. 

 Wal-Mart treats workers well, but sells lots of guns. What matters to you?
