
This is something of a surprise, as
this phenomenon developed in
tandem with an increasing

emphasis on the ability of companies to
maximise shareholder value. At first
glance, these two goals would appear to
be mutually incompatible; a view most
famously espoused by Milton Friedman
who, in 1970 in the New York Times
Magazine argued that: “the social
responsibility of business is to
increase its profits.”

Much of this seeming incompatibility,
however, turns on sustainability. Few
would dispute that the prime
responsibility of a company is to make
profits. If it does not do so, it will soon
go out of business, resulting in the
disappearance of people’s livelihoods,
both directly and indirectly. However,
the key is to make sustainable profits: a
company that sells off its prime assets
today will certainly make large profits,
but will soon go bankrupt as a result.

Proponents of CSR argue that, to be
successful over the longer term – to
build a valuable brand that has life
beyond this quarter’s performance
figures, and which enables a healthy
profit margin to be obtained – a
company must look beyond the
immediate balance-sheet and consider
broader factors of corporate citizenship.

The bigger a company is, the more its
brand value is dependent on being seen
as a good corporate citizen as Microsoft
recently found, whether in front of the
courts in the US or the European
Commission in Brussels.

Although SRI may have its roots in
genuine ethical objections to certain
business practices, it too is often now
justified on the basis of commercial logic.
For many socially responsible investors
today, companies that pay insufficient
attention to the negative impact of their
activities on the societies in which they
operate are unlikely to prosper over the
longer term. First, their brand may suffer,
as socially aware consumers increasingly
choose to buy products from companies
which appear to share their values.
And second, they may face damaging
costs in the future, as litigation or
regulatory reforms force them to make
financial redress for their past activities: it
is not difficult to imagine the ‘polluter
pays’ principle being progressively

extended to other areas, for example, and
the flood of successful lawsuits against 
US tobacco companies is further
evidence of this trend.

The growth of SRI and CSR over
the last two decades, particularly in the
US and UK, has been remarkable.
However, what has this to do with

international development? At
present, it must be said, very little
that is positive and much that is

arguably negative. This is rather
surprising, given that most observers
would assume that investment that is
socially responsible would benefit
developing countries.The fact that this
is not so, however, is not the result of a
fundamental incompatibility between
SRI and development objectives.
Rather, it is a function of the historical
experience of SRI and confusion about
how it can be utilised for development
purposes today.

These obstacles are, in our view,
surmountable. Indeed, in conjunction
with the Commonwealth Business
Council (CBC), we have developed an
instrument that specifically addresses
these issues and has the potential to 
a) increase the flow of capital to
developing countries, b) raise corporate
governance standards in these countries,
and c) thereby contribute to the long-

Social investment, corporate citizenship
and development
Stephen Spratt, Head of Research, Intelligence Capital, & Professor Avinash Persaud, Chairman, Intelligence Capital and 
Vice Chair of CBC Invests, London, UK

The past decade has seen tremendous growth in the importance of Socially Responsible Investment (SRI) and Corporate Social
Responsibility (CSR), particularly in the economies of the North.

The desire for positive
benefits to accrue to the developing

world has been largely ignored in 
the behaviour of SRI funds. 

Almost always used Generally Used Commonly Used Rarely Used Almost never used
(> 90 per cent of (50-89 per cent of (30-49 per cent of (10-30 per cent of (less than 10 per cent)

portfolios) portfolios) portfolios) portfolios)

Tobacco, Nuclear industry, Ozone depletion, Fur industry, Embryo research,
Armaments, Alcohol, Pesticide production, Environmental damage. Negative for Third 

Animal testing. Gambling, Intensive farming, Road Building. world growth,
Pornography, Tropical Forests, Advertising standards. Abortion,

Human Rights/ Pollution. Banking (debt). Car production,
oppressive regimes. Health and safety. GMOs, Formula milk in

Meat production. developing countries,
Greenhouse gases. Env. Damage in

Exploiting labour in third world. developing world,
Fossil fuels, Political donations,

PVC production. Endangered species.

Source: Ethical Investors Fund Directory and authors own calculations

TABLE 1: UK UNIT TRUST NEGATIVE SCREENING CATEGORIES 2002
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term sustainability of growth and
development in the South.

Historical and current
practice with SRI
The SRI industry in the UK has, until
relatively recently, been dominated by
SRI funds targeting the ethically
concerned individual. The first such
fund to be launched was the Friends
Provident Stewardship fund in 1984.
Given the institution’s roots in the
Quaker movement, this fund
unsurprisingly took the approach of
screening out investment in so called
‘sin stocks’. Areas to be avoided were
tobacco, alcohol, gambling, involvement
with oppressive regimes, the arms trade
or animal exploitation. Furthermore,
it also adopted a positive approach
wherein companies were to be targeted
with good labour relations and good
environmental records. Extensive
research into company practice was

then undertaken by independent SRI
researchers, with a list of approved
companies being presented to fund
managers to select from.

At the time if its launch, even those
responsible for the Stewardship Fund
viewed it as a niche product that would
possibly attract £5 million of funds.
However, the quantity of funds invested
in SRI unit trusts doubled every three
years throughout the 1990s so that, by
the turn of the 21st Century, it had
reached £3.5 billion. In general, these
funds followed a similar ‘screening’
approach to SRI, though with differing
emphases and priorities.

Tables 1 and 2 seem to demonstrate
that it is easier for UK SRI unit trusts
to agree on what they don’t like than to
agree on what they do. Presumably,
as funds in this area are increasingly set
up in response to demand and base
their criteria on sometimes-extensive
research of attitudes, these cr iter ia

represent the issues of most concern to
UK ethically minded investors.
However, is this actually the case?

Table 3, details the most recent
survey of SRI investors’ attitudes
available.The survey was undertaken in
2001 and focused on a sample of the
population known to be interested in
SRI.The table lists the most important
issues for these investors, and separates
these into two categories: process/
philosophy and products.

A number of points emerge from the
relationship between individual
concerns and recent practice of SRI
retail funds in the UK.

The highest correlation is between
negative screens and products viewed as
unacceptable, with the most clear cut
case being armaments, which 96.5 per
cent of people view as important and
96.7 per cent of trusts screen from their
portfolios. This is due to the
straightforward nature of the exercise:

Almost always used Generally Used Commonly Used Rarely Used Almost never used
(> 90 per cent of (50-89 per cent of (30-49 per cent of (10-30 per cent of (less than 10 per cent)

portfolios) portfolios) portfolios) portfolios)

None. Benefit environment Recycling. Healthcare. Public Transport. No GMOs
Alcohol, Energy Transparency. Wildlife Safety/security products.

Benefit Community. conversation. conservation. Clean water Care for elderly.
Good labour Renewable Education. Pollution monitoring. Housing.

relations. energy. Family friendly. Charitable giving. Individual/
Organic/healthy food. Human rights.

Basic necessities. Equal opps. Beneficial to
Health/Safety at work. third world (trade).

Information technology. Pro-life.
Corporate governance. Animal

welfare. Alternatives to
animal testing.

Source: Ethical Investors Fund Directory and authors own calculations

TABLE 2: UK UNIT TRUST POSITIVE SCREENING CATEGORIES 2002

Process/philosophy Importance per cent Product Importance per cent

Third World People 97.7 Armaments 96.5
Fair employment 97.7 Protecting environment 94.0

Openness 96.7 Improving environment 91.1
Efficient material use 94.8 Pornography 87.2
Environment pollution 93.2 Tobacco 86.4
Community relations 92.3 Gambling 81.6
Repressive regimes 91.8 Nuclear power 81.5

Sustainable materials 91.4 Basic requirements 71.5
Animal test for cosmetics 89.3 Health 50.9

Director remuneration 79.0 Alcohol 46.9
Political donations 66.8 Animals; clothing 46.2

Charitable donations 59.4 Animals; food 43.7

Source: Sparkes (2002)

TABLE 3: KEY ISSUES FOR UK SRI INVESTORS
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funds that wish to exclude companies
involved in the manufacture of
armaments or tobacco products, for
example, face a straightforward task.

Although the high level of
environmental concerns for both issues
and products is generally reflected in
the criteria of trusts, the proportion of
trusts espousing environmental
concerns is lower than the proportion
of individuals with such concerns. This
mismatch, particularly in relation to
‘philosophy’ is most likely due to the
somewhat nebulous nature of these
issues – that is, what constitutes an
environmentally harmful or beneficial
company activity is open to debate, in
the way that whether a company makes
tobacco products is not.

The most str iking mismatch,
however, is between the 97.7 per cent
of individuals who cite ‘Third World
People’ as an issue of concern and the
very low, and diffuse, representation of
these concerns in trust’s criteria. Again,
it is likely that this mismatch is
primarily a product of the elusiveness of
the concept and its potential to create
disagreement. As with the other
categories considered, it is easier to
know what you are against than what
you are for.That is, what is beneficial to
‘Third World Peoples’? And how can
this be measured in relation to the
activities of companies?

As a result of these difficulties, it
has proved much easier for funds to
address concerns over human rights,
environmental impact or labour issues
in developing countr ies by simply
negatively screening companies from
these countr ies out of their
investment universe. Conversely, the
desire for positive benefits to accrue
to the developing world has been
largely ignored in the behaviour of
SRI funds.

As a result, the SRI universe remains
almost entirely a mature market
phenomenon. As of 2003, the IFC
reported that just 0.1 per cent of the
$2.7 tr illion global SRI assets were
invested in emerging markets. This
compares to around three to five per
cent of mainstream equity investors.

Thus, whilst SRI clearly has the
potential to benefit developing
countries, to date it has tended to do
the opposite. Need this be so, however?

Recent Trends in UK SRI
Whilst retail SRI funds have focused on
screening stocks (either positively or
negatively), the approach of institutional
investors has been markedly different.

Given that institutional SRI funds rose
from zero in 1997 to £183 billion in
2001 – accounting for more than 80
per cent of total SRI funds in the UK –
the approach taken by this type of
investor is likely to dominate the future
direction of SRI.

The different approach adopted by
institutional investors is partly a
reflection of their long-standing
reluctance to enter the field at all.
Throughout the 1980 & 1990s the
view in the pension fund industry was
that SRI investment conflicted with the
fiduciary responsibility of trustees to
maximise the value of their members’
pension fund assets. Although the
evidence on this subject can be argued
both ways, the screening of stocks was
seen as artificially reducing the potential
investment universe, thereby preventing
optimal portfolios being built.

All this changed in 1999, however,
when legislation was introduced in the
UK requiring pension funds to set out
in their annual reports how social and
environmental issues were taken into
account in their investment decisions.
Although there was no requirement on
them to actually take such issues into
account, this legislative change marked a
watershed in attitudes, as demonstrated
by the huge increase in dedicated assets
that subsequently occurred.

Since that point, very few pension
funds have opted for a screened
approach to SRI, with more than 95
per cent of assets instead being devoted
to SRI ‘engagement’.

Engagement is where SRI fund
managers enter into a dialogue with the
companies that they hold in their
portfolio, with the aim of raising standards
of corporate governance and
environmental and social performance, for
example.The crucial distinction between
the approaches is that companies are held
in the portfolio purely on the merits of
their investment potential, not their
performance on SRI issues.

This makes a lot of sense from both
the perspective of both the investor and
the developing countries concerned.

For the investor, the evidence suggests
that good corporate citizenship is
strongly correlated with good financial
performance over the medium to long-
term. Therefore, by engaging with
companies in which they hold shares,
they are able to raise these standards,
thus contributing to the long-term
financial health of the company in
question, and therefore their own
returns as shareholders. Of course, it is
only by actually holding the shares of

the company there is the potential to
exert leverage over that company’s
behaviour directly as shareholders. In
contrast, screening out a company from
the investment universe gives no such
opportunity as its shares are not held.

From the perspective of the countries
concerned, by attracting an increasing
share of the $2.7 trillion global SRI
market, they will see significantly
higher equity inflows, and a more
sustainable pattern of long-term growth
and development through the
incremental adoption of best practice
corporate citizenship.

In many ways the seeming
incompatibility of SRI and international
development is a product of the
historical dominance of screening
approaches. Many emerging market
companies – and even entire countries
in some instances – are removed from
the investment universe on the grounds
of environmental performance,
corporate governance or labour issues.
Whilst no-one would argue that these
factors are unimportant, it does not
seem appropriate to demand immediate
adherence to standards prevalent in the
world’s most mature markets from
countries at much lower levels of
development.

Instead what is both needed and
feasible is steady progress in all these
areas, which will bring benefits to both
investors and to the developing world.
The crucial question, however, is
whether this virtuous circle is more
likely to be achieved by screening out
companies from SRI investment, or by
engaging with these companies as
shareholders? We would argue strongly
that it is the latter.

The CBC Global
Engagement Index
Many investors would like to use their
shareholder power as a force for
encouraging responsible behaviour by
the companies they invest in. However,
as we have seen, filtering out what some
consider bad companies is ambiguous
for investment returns and leaves most
portfolios overweight those large
companies in developed markets that
can afford the visible tokens of social
responsibility and underweight smaller
companies in emerging markets.This is
a financially unbalanced portfolio as
well as being unbalanced globally and
socially. The CBC Global Engagement
Index does not filter out any company,
but the administrators commit to
engaging with all the companies in the
Index to promote good corporate
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citizenship.We believe this to be in the
long-term interests of the companies 
in which we invest, as well as their
shareholders. The CBC’s Compact
between businesses and governments in
the developed and developing world
represents the guiding principles along
which the administrators will engage
with companies.

In addition to the engagement
component, the Index has two other
particular features that both make
sound investment sense, and are to the
benefit of the developing world.

1. Most equity indices are weighted by
market capitalisation, thereby pushing
investors automatically into markets
that are already large. Investors in
global indices in January 2000, for
example, would have had their largest
positions in the US technology
sector. Moreover, market cap. indices
grossly under-represent the fastest
growing economies in the world
where financial markets are relatively
small. The CBC Global Engagement
Index is Gross Domestic Product
(GDP) and Purchasing Power Parity
(PPP) weighted across the world’s
largest economic regions. Regions
such as Asia, Emerging Europe and
southern Africa, where currencies are
undervalued relative to their PPP, and
markets are small relative to the
economy, are given much greater
weight than in traditional indices.

2. On their own, emerging markets are
riskier than developed markets.
However, combining both produces a
portfolio that is less volatile than either
emerging or developed markets on
their own. While traditional world
indices give emerging markets a
weight of around four per cent based
on their small market capitalisation, the
CBC Global Engagement Index gives

emerging markets a weight of 45 per
cent, or close to half-and-half, based on
GDP, PPP weights.While the past is no
guide to the future, it is not surprising
that given this composition, the Index
has returned 20 per cent more than
traditional indices such as MSCI World
over the past five years, and has done
so with a lower level of volatility.

Concluding remarks
The enormous rise in the importance
of SRI and CSR has, to date, been
almost exclusively a developed world
phenomenon. Although many people
would associate SRI and international
development in a positive sense, the
opposite has in fact been true: the
proportion of SRI assets invested in
emerging and developing economies
has been substantially below the already
low level of mainstream international
equity funds.

This is, in our view, a product of 
the historical dominance of screening

approaches to SRI, which have resulted
in funds excluding Southern companies,
and even countries, from their investment
universe. However, the increasing
importance of engagement approaches
has the potential to fundamentally alter
this equation, to the benefit of both
investors and the recipient countries.

Steady progress on SRI issues will
raise the value of the companies
concerned, and contribute to a more
sustainable development path.
Furthermore, the allocation of a
growing proportion of global SRI assets
to emerging and developing economies
will significantly increase the flow 
of portfolio equity capital to these
economies. By allocating according to
GDP PPP, however, the CBC Global
Engagement Index achieves this
increase in equity flows more directly,
and does so in a diversified and
sustainable manner.
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