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EXECUTIVE SUMMARY

The Environmental Fiduciary
The Case for Incorporating Environmental Factors

into Investment Management Policies

EXECUTIVE SUMMARY

In this report, we show that fiduciaries who manage funds for institutional investors such as pen-
sion funds, foundations, and charitable trusts should incorporate environmental factors into their
portfolio management policies. We show how a corporation’s ability to profit from environmental
innovations and prepare for future environmental risks and exposures can have a significant impact
on corporate earnings potential, cash flow and growth opportunities. Consequently, we argue that
fiduciaries for  institutional investors should institute financially sound policies to encourage strong
corporate environmental performance in the corporations held in their portfolios. The report:

• Reviews the significant body of evidence, both academic and anecdotal, which illustrates that
strong environmental performance often has a positive influence on financial performance.

• Explores the potentially significant risks of environmental mismanagement, as well as macro-
economic environmental factors—such as global climate change—that threaten portfolio value
regardless of investment style or objective.

• Illustrates how the law allows fiduciaries to consider environmental factors in portfolio man-
agement,  and in some particular instances may actually require them to do so.

• Argues that  fiduciaries of  pension funds, foundations, and charitable trusts should encourage
good environmental performance in corporations owned in  institutional  portfolios through
specific portfolio management policies.

• Outlines a set of recommendations to help fiduciaries control their portfolio’s environmental
risk and unlock hidden environmental value.

The report is divided into four chapters: The Environment As Value Driver, Academic Perspec-
tives, The Legal Landscape, and Recommendations. These chapters are reviewed briefly below.

CHAPTER ONE:
THE ENVIRONMENT AS
A VALUE DRIVER

The Environment as a Value Driver chapter outlines
the business case for unlocking environmental value
and avoiding environmental risk with a series of

,

examples illustrating some of the tremendous sav-
ings that have flowed from concerted efforts by large
corporations to reduce their environmental foot-
print. This chapter also outlines examples in which
environmental liabilities and hidden risks have de-
pressed earnings and shareholder value.
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Environmentally-Driven Benefits

Below are some examples of benefits that have ac-
crued to corporations from environmentally driven
innovation. While some of the companies profiled
have been recognized as leaders in environmental
innovation and are often found in socially screened
portfolios, others may be regarded as controversial.
However, in our view, the fact that the management
of these more controversial companies implemented
sweeping programs to capture and unlock environ-
mental value underscores management’s recogni-
tion of the financial value of the environmental
improvements. For example:

• DuPont—The Wilmington, Delaware–based
chemical company has embraced Six Sigma, a
resource and productivity management program
focusing on productivity improvements, environ-
mental waste and emissions reductions, and
health and safety improvements. For calendar
year 2000, Six Sigma programs saved DuPont
almost $400 million.

• ST Microelectronics —The Geneva, Switzerland–
based technology manufacturer reported that the
sum total of its environmental and sustainability
polices are projected to save $900 million between
1994 and 2010. In the year 2000, ST Microelectron-
ics saved $38 million in energy costs and $8 mil-
lion in water costs.

• IBM —The Armonk, New York–based computer
company’s overall environmental program saved
IBM an estimated $193 million in 2000 through
recycling and reusable packaging initiatives;
chemical use and waste reduction; and energy,
water, and material conservation. During that
same year, IBM’s Asset Recovery Centers pro-
cessed 51,304 metric tons of manufacturing scrap,
IBM-owned obsolete machines, and customer-
returned equipment. After processing, only 3.22%
of what the centers received was sent to landfill.

• Baxter International—The Deerfield, Illinois–
based medical products maker has saved $46
million in the past five years through its eco-effi-
ciency programs, which include reducing water
usage, packaging, waste generation, and toxic air
emissions; as well as recycling materials and
improving energy efficiency.

Furthermore, in The Environment as a Value

Driver we discuss those instances where corpora-
tions have successfully entered the market niche
created by emerging environmental concerns. Fidu-
ciaries should direct investment managers to look
for investing opportunities in well-managed com-
panies poised to become market leaders in such ar-
eas as organic foods, health and sustainability,
renewable energy, alternative fuels, and emerging
environmental technologies.

Environmentally-Driven Risk

Also in The Environment as a Value Driver we show
that just as environmentally driven innovation can
improve shareholder value, environmentally driven
liabilities and risks can depress shareholder value.
Investors face the risk of unexpected drops in earn-
ings due to fines, penalties, and cleanup costs due
to violation of environmental laws, increased costs
due to changes in environmental regulation, and
greater-than-expected costs due to understated or
undisclosed liabilities. For example:

• Smithfield Foods—The world’s largest pork pro-
ducer, based in Smithfield, Virginia, violated fed-
eral environmental laws by dumping hog waste
into a tributary of Chesapeake Bay, was subse-
quently sued by the federal government, and was
fined $12.6 million in 1997, decreasing earnings
by $0.32 per share.

• US Liquids —The discovery that US Liquids’
Detroit, Michigan facility allegedly had been il-
legally dumping cancer-causing hazardous waste
into the sewer system prompted a 58% drop in
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US Liquids’ stock price in one week, and a 111%
drop in annual income in 1999. This drastic de-
cline prompted a securities class action and a de-
rivatives action brought by shareholders against
the company; both actions are still pending.

Competitive Advantage

In addition, as new environmental regulations are
passed, corporations face costs associated with com-
ing into compliance. The Environment as a Value

Driver profiles instances where forward-thinking
management can gain competitive advantage over
industry peers when the regulatory framework
changes, providing advantageous opportunities for
prepared investors.

For example, in March 2000, Innovest Strategic
Value Advisors, a corporate environmental rating
group based in New York City, released a report,
“The Forest Products Industry North American

Report: Hidden Risks and Value Potential for Stra-

tegic Investors.” The report assigned environmen-
tal rankings to seventeen pulp and paper companies
and found that some corporations had achieved
competitive advantage by engaging in forward-
thinking compliance strategies. For example:

• Weyerhaeuser—The report found that as of Feb-
ruary 2000, the Tacoma, Washington–based for-
est products company’s costs to bring all its plants
into compliance with the Cluster Rule (a group
of new federal air and water pollution regula-
tions) was predicted to be approximately $80 mil-
lion in additional capital expenditures—about
0.7% of Weyerhaeuser’s total revenue for fiscal
year 1998.

• Georgia Pacific—In contrast, this Atlanta, Geor-
gia–based forest products company faced much
greater exposure to new costs driven by the Clus-
ter Rule. The Innovest report indicated that as of
February 2000, Georgia Pacific’s costs to bring all
its plants into compliance with the Cluster Rule
were predicted to be between $500 and $550

million. This represented a full 4% of Georgia
Pacific’s revenue in fiscal year 1998.

In their report “Pure Profit: The Financial Im-

plications of Environmental Performance,” authors
Robert Repetto and Duncan Austin of the World
Resources Institute, a Washington, DC– based envi-
ronmental research group, found similar results.
Both studies suggest that this type of analysis could
play an important role in educating investment
decisions.

Material Environmental Disclosure

Finally, The Environment as a Value Driver exam-
ines how poor disclosure or lack of disclosure of
environmental liabilities can depress shareholder
value. When corporations understate or do not dis-
close environmental liabilities, investors are ham-
pered in their ability to assess future earnings
growth and shareholder value. Worse, when liabili-
ties are ultimately disclosed, not only does the true
cost of the liability drive down corporate value, but
trust is eroded, and management may have diffi-
culty attracting capital. In this way, undisclosed en-
vironmental liabilities create a double drag on
shareholder value and should be of special concern
to fiduciaries. Two government agency reports
indicate that lack of adequate disclosure poses a
significant problem for investors. For example:

• Securities and Exchange Commission (SEC)
Regulation S-K Item 103 requires disclosure of
material financial issues, including potential
monetary sanctions imposed by a governmental
authority greater than $100,000 or legal proceed-
ings where claims may exceed 10% of a com-
pany’s value. However, a 1998 U.S. Environmen-
tal Protection Agency (EPA) study found that 74%

of companies failed to report environmentally-

related governmental enforcement proceedings

that could result in governmental monetary
sanctions greater than $100,000.
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• A 1993 General Accounting Office (GAO) office
study entitled “Environmental Liability: Prop-

erty and Casualty Insurer Disclosure of Envi-

ronmental Liabilities” found that insurance
companies significantly underreported federal
toxic cleanup liabilities. Potential reasons for this
underreporting were a corresponding lack of
information provided by their insured companies
and a non-aggregation of claims by the compa-
nies—leading to a determination of non-materi-
ality, even though the sum of the claims might
be significant.

CHAPTER TWO:
ACADEMIC PERSPECTIVES
In our chapter on Academic Perspectives, we move
from specific business examples to an overall review
of the academic literature examining the relation-
ship between environmental and financial perfor-
mance. This area has been a focus of tremendous
academic attention. Over the last ten years, many
of the most widely respected studies have found
strong positive linkages. Academic Perspectives

reviews studies such as the following:

• In the 2001 Moskowitz Prize–winning study by
Glen Dowell, Stuart Hart, and Bernard Yeung
entitled “Do Corporate Global Environmental

Standards Create or Destroy Market Value?”

published in Management Science, the authors
found that those firms adopting a single, strin-
gent, global environmental standard had much
higher market value than those firms defaulting
to less stringent or poorly enforced host country
standards. They concluded that developing coun-
tries that use lax environmental regulations to
attract foreign investment may end up attracting
poorer quality, and perhaps less competitive,
firms.

• In their study “Does It Really Pay to Be Green?

An Empirical Study of Firm Environmental

and Financial Performance” published in the Jour-

nal of Industrial Ecology in the fall of 2000, Andrew
King and Michael Lenox also found an association
between environmental and financial perfor-
mance. The study analyzed 606 U.S. manufactur-
ing firms over the time period 1987 through 1996.

• The 2001 Moskowitz Prize honorable mention
went to Bernell Stone, John Guerard, Jr., Mustafa
Gultekin, and Greg Adams for their paper en-
titled “Socially Responsible Investment Screen-

ing: Strong Evidence of No Significant Cost for

Actively Managed Portfolios.” After reviewing
quarterly returns for an average of 1,334 stocks
for twelve years, and then screening out the worst
social and environmental actors, the authors
found that there was no significant cost to social
and environmental screening, even when control-
ling for beta (risk), dividend yield, growth, and
corporation size. Because the authors ran the
environmental data separately, the results also
show in particular that there is no significant cost
to screening out just the worst environmental
actors in a large portfolio of stocks.

CHAPTER THREE:
THE LEGAL LANDSCAPE

Fiduciaries acting to improve environmental perfor-
mance will find themselves on strong legal ground.
The Legal Landscape chapter explores the legal in-
terrelationship between environmental issues and
fiduciary duties. The analysis starts by document-
ing the statutory basis and case law permitting the
consideration of social and environmental issues in
making portfolio management decisions. More im-
portantly, however, the analysis demonstrates that in

some circumstances fiduciaries are actually under a le-

gal obligation to consider environmental issues and, in

some cases, to act on them.

The legal analysis next explores the continuing
evolution in definition of the Duty of Prudence, and
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how its interpretation has changed over time to re-
flect the realities of fiduciary decision-making pro-
cesses and the experiences of financial market
professionals.

After establishing working definitions of what is
permissible—a legal floor on which fiduciaries
stand—the analysis explores the extent of fiducia-
ries’ legal reach, and considers specific instances
where environmental considerations may move be-
yond simply permissible and into the realm of the
legally mandated.

• Duty to Diversify—In some circumstances, this
duty imposes on fiduciaries the need to consider
environmental impacts. The report discusses how
environmental diversification can help minimize
risk in today’s volatile energy markets, and how
universal ownership of highly diversified port-
folios may imply a duty to consider the interplay
between different parts of a large portfolio and
the environmental consequences of otherwise
externalized costs.

• Duty to Monitor—This overarching requirement
challenges fiduciaries to be actively involved in
reviewing the environmental performance of
their funds’ investments—even those under pas-
sive management, such as index funds. Further-
more, the Duty to Monitor challenges fiduciaries
to act affirmatively to improve their investments’
environmental performance through careful
proxy voting and other strategies.

• Duty of Obedience—Some fiduciaries may be
compelled to consider environmental issues be-
cause of their funds’ goals and objectives. While
this duty typically arises in the context of foun-
dations and other mission-based organizations,
this chapter explains how considerations of en-
vironmental duty may also apply to pension
funds.

CHAPTER FOUR:
RECOMMENDATIONS
TO UNLOCK 
ENVIRONMENTAL VALUE
Fortunately for investors, the pathway toward un-
locking environmental value has been blazed by a
generation of institutional investors engaging in con-
certed efforts to improve corporate governance. The
Recommendations to Unlock Environmental Value

chapter shows fiduciaries how to seize the environ-
mental initiative by applying the tried-and-true tech-
niques of constructive engagement, active voting of
proxies, and strategically targeted investment.

Several large institutional investors have begun
to embrace initiatives encouraging forward environ-
mental thinking in the companies they own. In some
cases, these initiatives have become legal mandates.
For example, the United Kingdom recently made it
a matter of law that pension plans are required to
disclose the extent to which they consider social, en-
vironmental, and ethical considerations in voting
proxies. In the U.S., the decision of California Public
Employee Retirement System (CalPERS) to apply
environmental, labor, and human-rights standards to
their emerging markets portfolio has been widely
hailed as a bellwether of this same trend.

Action Steps

The Environmental Fiduciary concludes with action
steps that fiduciaries can and should take to protect
their portfolios and maximize shareholder value.
Recommendations include:

• Demand SEC Enforcement of Material Environ-

mental Disclosure—Fiduciaries should urge the
SEC to vigorously enforce existing disclosure law
(Regulation S-K). Fiduciaries also should urge the
SEC to incorporate into regulation new standards
developed by the American Society of Testing and
Materials that specify procedures for quantifying
environmental risk and tightening disclosure
loopholes. This step will allow shareholders to
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identify environmental liabilities, help protect
investment value, and identify opportunities
for proactive dialogue with companies around
potential areas of environmental improvement.

• Encourage Companies to Use Standardized Re-

porting Formats—Fiduciaries should encourage
companies to adhere to standardized environ-
mental reporting systems such as the CERES Re-

porting Requirements or the Global Reporting

Initiative Guidelines. With adequate reporting,
institutional investment managers will be able to
get the information they need to encourage strong
environmental performance and to spot problems
early on.

• Create an Environmental Watch List—A cost-
effective way to improve environmental perfor-

mance is to create an Environmental Watch List

targeting companies whose value would be sig-
nificantly enhanced by improved environmental
performance. As large and influential share-
owners, institutional investors can derive long-
term financial gains by actively engaging with
corporations to encourage proactive environmen-
tal management. The $149 billion CalPERS has
seen tremendous success with a very similar
program designed to encourage good corporate
governance.

• Capture Environmental Growth—The report
provides practical advice for fiduciaries seeking
prudent opportunities to overweight investments
in top environmental performers and capture the
growth potential of emerging environmentally
beneficial technologies such as renewable  energy.
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INTRODUCTION

This paper profiles the academic literature and
provides an overview of the tremendous cost sav-
ings, new markets, and competitive advantage en-
joyed by companies that have accurately forecast the
emerging shape of the new industrial landscape and
recognized the role that environmental performance
can play as a value driver. While we recognize that
long-term sustainability cannot be achieved with-
out incorporating human rights, labor, and other
social factors, analysis of the integration of these fac-
tors with environmental performance is beyond the
scope of this paper. Readers interested in more in-
formation about comprehensively integrating broad
social factors into corporate planning may want to
consult with the Global Reporting Initiative (GRI).
Visit www.globalreporting.org for full details.

Investors wanting to seize the environmental
opportunity can be guided by the rich history of
shareholder activism pioneered by religious inves-
tors over a century ago. From these roots, as the

growth of pension funds and other institutional in-
vestors in the 1900s dramatically changed the struc-
ture of equity ownership in the United States and
globally, fiduciaries began to develop a set of pro-
active strategies for improving portfolio perfor-
mance. At various stages, these strategies tugged at
prevalent definitions of fiduciary responsibility, and
in some cases spurred redefinition of prudent fidu-
ciary behavior. In more recent years, much of the
institutional investor debate around improving fi-
nancial performance has crystallized in efforts to
improve corporate governance. Fiduciaries now
employ widely recognized tools to increase board
independence, demand auditor independence, and
limit excessive executive compensation based on
their belief that these actions will improve share-
holder value.

The $149 billion California Public Employee Re-
tirement System (CalPERS)1 has seen tremendous
success with a program designed to encourage good

INTRODUCTION

Over the last several years, a tremendous number of academic, government, and non-govern-
mental organization (NGO) studies have looked at the relationship between corporate environ-
mental and financial performance. The studies have employed a broad range of methodologies
and have examined the ecological/financial interface from a variety of perspectives. Many of
these studies were conducted with the active collaboration of industry leaders. Collectively, these
studies support only one conclusion—“going green” seldom hurts, and in many cases improv-
ing environmental performance provides a measurable boost to profitability and shareholder value,
especially over the long term.

But the evidence is more than academic. The positive nature of environmental/financial
linkages has also been documented through hard-won business experience. Honed by this expe-
rience and the academic process, the metrics of measuring the financial impacts of environmental
performance have become more robust, and the data more precise. These improved metrics al-
low analysts to recognize the strictly financial benefits of improving corporate environmental
performance. As a result, environmental analysis is now another financial tool available to optimize
portfolio management and shareholder value.

,
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corporate governance. CalPERS staff engage man-
agers and directors of corporations that have been
flagged as economic underperformers and also suf-
fer from serious corporate governance problems.

The effect of CalPERS’s corporate governance
engagement is overwhelmingly positive. Wilshire
Associates, a Santa Monica, California–based inde-
pendent investment advisory company and
CalPERS pension consultant, studied the perfor-
mance of ninety-five companies targeted in
CalPERS’s corporate governance work over a
twelve-year period. Results indicated that while the
stock of these companies trailed the Standard &
Poor’s 500 Index during the five-year period prior
to action by CalPERS, the same stocks outperformed
the index in the five years following CalPERS activ-
ity, adding approximately $150 million annually in
returns to the fund. This kind of increase in corpo-
rate valuation due to activities targeting corporate
governance has come to be known as “the CalPERS
effect.”2

We believe that we are once again on the cusp of
redefining the responsibilities of a prudent fidu-
ciary—this time to recognize that improving envi-
ronmental performance is a primary pathway to
increasing shareholder value. This paper will trace
the evolving legal interpretations of fiduciary re-
sponsibility and examine the legal basis for incor-
porating environmental analysis into portfolio
management.

The Environmental Fiduciary presents the evi-
dence—academic, business, and legal—supporting
our conclusion that fiduciaries now have the oppor-
tunity, and an affirmative duty, to incorporate envi-
ronmental performance into the considerations
which guide their portfolio management decisions.

Although this step may be regarded by some as
radical, the fact remains that none of the actions we

propose are new. Requests for clearer, more uniform
presentations of environmental data; engagement

with environmental underperformers designed to
improve corporate environmental management; and
taking environmental opportunity into account in
formulating investment strategies—all walk the
same path that has been used by prudent fiducia-
ries for decades. We follow in the footprints of such
institutional investment leaders as CalPERS, which
recently began to employ environmental and labor
standards to guide approximately $2 billion in
emerging market investments. CalPERS chose to
apply environmental and human-rights standards
because there is strong evidence linking environ-
mental quality and human rights to more stable
markets and increased profitability.3

While the analysis presented in this paper is
largely limited to environmental factors, we believe
that the same type of analysis and response strate-
gies we suggest related to environmental portfolio
management could be broadly applied to labor, hu-
man rights, and other social issues. Our hope in
publishing this paper is to support the growing dia-
logue among fiduciaries and analysts about how to
realize corporate value in today’s global economy.

We welcome and value your comments and
feedback.

Please reply to:
The Rose Foundation for Communities

and the Environment
rosefdn@earthlink.net

6008 College Avenue, Suite 10
Oakland, California 94618

NOTES

1 As of 30 April 2002, according to CalPERS,
www.calpers.ca.gov/invest/asset/asset.htm.

2 www.calpers.ca.gov/about/factglan/corpgov/corpgov.pdf.
3 Robert Collier, “Pension Fund Tightens Foreign Stock

Rules,” San Francisco Chronicle, 14 November 2000.
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In short, environmental issues can be significant
“value drivers”—issues with implications that can
significantly affect financial results. Without exam-
ining these value drivers, analysts cannot accurately
incorporate the benefits of environmental innova-
tion or the risks from environmental exposures into
their corporate evaluations. Fiduciaries who rely on
such incomplete analysis may expose themselves
and their funds to potentially significant risk.

ENVIRONMENTAL BENEFITS

Environmentally driven innovation can save corpo-
rations money and create competitive advantage for
environmental leaders as resources are conserved
and new technologies are implemented. For ex-
ample, energy efficiency can reduce energy purchas-

ing costs. Source reduction and recycling of waste
material or old products can substantially reduce
material and disposal costs. Redesigning manufac-
turing processes to reduce the amount of materials
used can lead to various related efficiencies and also
may reduce purchasing costs. And marketing to the
growing demand for “green” consumer goods can
expand corporate market share and franchise.

Overall, there are substantial financial benefits
that can accrue to corporations with aggressive en-
vironmental programs—and these benefits are
passed along to shareholders in the form of in-
creased earnings and corporate value. Investors who
do not take these gains into account when assess-
ing corporate value are missing an important part
of their evaluation.

Fortunately, encouraged by both business lead-
ers and the work of NGOs such as the Coalition for

CHAPTER I

THE ENVIRONMENT AS A VALUE DRIVER
How Environmental Issues

Impact Corporate Financial Performance

A broad array of tools, measuring systems, and systems of analysis may be employed in evaluat-
ing a company’s investment value. For example, to ascertain the value of a company relative to its
peers in an industry sector and to the rest of the market, a comprehensive analysis might start
with a review of a company’s financial statements, profitability ratios, earnings potential, growth
opportunities, and quality of management.

But one factor, environmental performance, is often overlooked. Yet a corporation’s ability to
profitably face environmental challenges and prepare for future environmental risks and expo-
sures can have a significant impact on its earnings, cash flow, and balance sheet. Ostensibly simi-
lar companies in the same industrial sector may respond very differently to environmental
challenges and opportunities. Environmentally driven innovation can lead to cost savings and
lower compliance costs, and can create new efficiencies, thus improving corporate competitive
posture. Conversely, environmental liabilities, if left unchecked, can significantly depress profit-
ability, earnings, and shareholder value.

,
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Environmentally Responsible Economies (CERES)
and the World Resources Institute, there is a grow-
ing trend among corporations to comprehensively
track, measure, and report on the financial savings
achieved from recycling, process changes, energy
efficiency, and other environmental initiatives. These
comprehensive environmental reporting programs
allow management and shareholders to identify and
quantify the financial benefit
achieved from environmental pro-
grams. For a detailed description of
CERES’s reporting guidelines, please
see Chapter 4, Recommendations to

Unlock Environmental Value.

This chapter of The Environmen-

tal Fiduciary by no means represents
a complete survey of all the corpora-
tions that conduct these kinds of
evaluations. Nor does it answer
questions related to the fundamental
value of unexploited natural re-
sources to present society or to future
generations. Rather, our goal is to
provide a few examples to illustrate the kind of
financial advantages enjoyed by corporations that
aggressively sought to become environmental per-
formance leaders, and documented their increased
profitability and value in communications with their
shareholders and the general public.

While some of the companies profiled have been
recognized as leaders in environmental innovation
and are often found in socially screened portfolios,
others may be regarded as more controversial. How-
ever, in our view, the fact that the management of
these more controversial companies implemented
sweeping programs to capture and unlock environ-
mental value underscores management’s recogni-
tion of the financial value of the environmental
improvements. Following is a small sampling of en-
vironmentally driven cost savings in the areas of en-
ergy efficiency, recycling, manufacturing changes,
and other environmental initiatives.

Examples of Multimillion Dollar
Savings from Overarching
Corporate Environmental Initiatives

• ChevronTexaco—In 1991, prior to its merger
with Texaco, the San Francisco, California–based
integrated oil company Chevron began tracking
its energy consumption levels. By focusing on en-

By focusing on energy

efficiency, as well as

other waste

minimization and

environmental risk

control measures,

Chevron (now

ChevronTexaco) saved

$1.55 billion

from 1991 to 2000.

ergy efficiency, as well as other waste
minimization and environmental
risk control measures, Chevron (now
ChevronTexaco) saved $1.55 billion
from 1991 to 2000.4

• ST Microelectronics—The Geneva,
Switzerland–based technology
manufacturer reported that the sum
total of its environmental and
sustainability polices are projected to
save $900 million between 1994
and 2010.5 In the year 2000, ST Mi-
croelectronics saved $38 million in
energy costs and $8 million in water
costs.6

• DuPont —The Wilmington, Delaware–based
chemical company has embraced the Six Sigma
program, an approach to resource and produc-
tivity management. For calendar year 2000, the
Six Sigma program saved DuPont almost $400
million. According to DuPont, the Six Sigma
projects are focused on productivity improve-
ments and, in many cases, safety and health im-
provements and reductions in environmental
waste and emissions.7

Here are just a few examples of how Six Sigma
programs have helped DuPont save money by
reducing its environmental footprint:

At its herbicide production plant in Camacari,
Brazil, a change in manufacturing processes
saves DuPont $1 million per year. The DuPont
team discovered that process modifications
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could reduce and sometimes eliminate the gen-
eration of highly toxic chemical by-products.
DuPont accrued savings by reducing use of raw
materials and eliminating the need for waste
disposal and environmental containment.8

At a plant site in the city of Suzhou, in the
People’s Republic of China, DuPont signifi-
cantly reduced electricity consumption—and
thereby carbon dioxide emissions—while
reducing costs by $448,000.9

At DuPont’s plant in Wilmington, Delaware,
thirty separate energy conservation projects
have resulted in a 50% reduction of the energy
used in the manufacture of Vespel. Related cost
savings exceed $200,000 per year.10

• Baxter International—The Deerfield, Illinois–
based medical products maker Baxter Interna-
tional completes a Sustainability Report every
year that tabulates how much money the com-
pany has saved through its eco-efficiency pro-
grams. These programs include re-
ducing water usage, packaging,
nonhazardous waste generation,
regulated waste generation, and
air toxics; recycling materials; and
improving energy efficiency. Ac-
cording to its Sustainability Re-
port, environmental initiatives
saved Baxter $12 million out of a
net income of $740 million in the
year 2000, accounting for a full
1.6% of Baxter International’s net
income. In previous years, Baxter
tabulated similar savings—$11 million for the
year 1999, $7 million in 1998, and $16 million
in 1997.

• IBM — The Armonk, New York–based computer
manufacturer saved $193 million in 2000 through
its environmental program. The program focuses
on recycling; reduction of waste and chemical

use; energy, material, and water conservation;
reusable packaging initiatives; and process im-
provements designed to reduce pollution.11 In
addition, IBM operates nine Asset Recovery Cen-
ters around the world. In 2000, these Asset Re-
covery Centers processed 51,304 metric tons of
manufacturing scrap, IBM-owned end-of-life
machines, and customer-returned equipment.
Only 3.22% of the material received by the cen-
ters went to landfill.12 (As consumers and NGOs
worldwide increase pressure on large companies
to accept post-consumer responsibility for their
products through “Take It Back” campaigns,
IBM’s Asset Recovery Centers could help
strengthen IBM’s market position while other
firms figure out how to play catch-up.)

Energy Efficiency Lowers Costs

All businesses require some sort of energy. In 2001,
tremendous price spikes in California and elsewhere
underscored the importance of energy efficiency and

strategic energy management in re-
ducing operating and production
costs and increasing profits. Corpora-
tions committed to energy efficiency
programs have achieved considerable
cost savings. According to the EPA, by
engaging in the EPA’s ENERGY STAR
program designed to help businesses
achieve energy efficiency, U.S. busi-
nesses could save over $25 billion per
year.13

Below are a few examples of the im-
provement that increased energy effi-

ciency can make on a corporation’s bottom line.

• Marathon—The Houston, Texas–based inte-
grated oil company Marathon Oil Corporation
saves $4 million annually from reduced energy
costs attained by following the EPA’s Green
Lights program, now incorporated into the larger
ENERGY STAR.14

According to the EPA,

 by engaging in the

EPA’s ENERGY

STAR program de-

signed to help busi-

nesses achieve energy

efficiency, U.S. busi-

nesses could save over

$25 billion per year.
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• Deutsche Telekom—Europe’s largest telecom-
munications company, the Bonn, Germany–based
Deutsche Telekom, reduced energy consumption
expenditures from DM 593 million in 1995 to DM
452 million in 2000. According to
data published by Deutsche
Telekom, the reductions in energy
consumption stemmed from a
wide range of measures taken in
the branch offices (for example,
improvement in the electricity
supply conversion efficiency and
reduced energy consumption in
the air conditioning systems) and
also from building conversions.15

Reducing energy consumption
carried the additional benefit of
reducing Deutsche Telekom’s car-
bon dioxide emissions from 2.51 to 1.59 million
tons per year during the same five-year period.16

Recycling and Source Reduction
Reduces Purchasing Costs

There’s little argument that recycling cuts down on
waste and conserves natural resources, but the cost-
effectiveness of recycling has historically been open
to some debate. However, examination shows that
many companies have realized enormous cost sav-
ings and, in some cases, opened new markets
through recycling material and old products. Below
are just a few examples of how recycling material
and reducing consumption of raw material has
saved money and improved profits.

• Deutsche Telekom saved between DM 4 million
and DM 5 million by recycling and reusing raw
materials in its cabling sector.17

• The Tennessee Valley Authority is a wholly
owned government subsidiary and the nation’s
largest public power company, based in Knox-
ville, Tennessee. The TVA has found a way to gen-
erate approximately $8 million extra a year

through the sale of by-products created during
power generation.

Here’s how the TVA turned their particular
“straw” into gold: In the past, the TVA had sim-

ply shipped its air pollution control
by-products straight to a landfill. But
today TVA generates revenue of $3
million to $3.5 million per year from
the sale of synthetic gypsum, fly ash,
bottom ash, and boiler slag—all by-
products of the power-generating pro-
cess. The materials are used to create
wallboard, or are used in the produc-
tion of concrete and other abrasives.
The TVA also estimates that it saved
at least $5 million each year by avoid-
ing the cost of handling the by-prod-

ucts and by deferring the development of new
disposal capacity.18

• Nestle—The Vevey, Switzerland-based food
company has substantially reduced its usage of
packaging material and achieved commensurate
savings. According to Nestle’s Environmental
Progress Report 2000, between 1991 and 1999
packaging material savings amounted to 165,000
tons and CHF 300 million (approximately U.S.
$191 million).19, 20

• The Southern California Gas Company’s Energy

Resource Center—The Downey, CA Southern
California Gas Company’s Energy Resource Cen-
ter, a business center devoted to helping businesses
find energy-efficient solutions to their energy
needs, was built at about 31% lower cost using re-
cycled materials. An older Southern California Gas
Company building was deconstructed and 62% of
the material recovered was used in construction
of the new building. Ultimately, the cost of the
Energy Resource Center was $6.8 million. Accord-
ing to Southern California Gas, if the center had
been built according to conventional construction
methods, the cost would have been $9.7 million.21

According to Nestle’s

Environmental Progress

Report 2000, between

1991 and 1999

packaging material

savings amounted to
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$191 million).



7THE ENVIRONMENTAL FIDUCIARY

THE ENVIRONMENT AS A VALUE DRIVER

More Efficient Manufacturing
Processes Lead to Operational Savings
and Less Waste

Manufacturing goods requires raw materials and
resources, most of which are acquired at some cost.
But it is often possible to reduce these costs by re-
designing products and production methods to re-
quire fewer raw materials, or to use less toxic
alternatives, or to create less waste. Such moves can
improve operating margins, lower capital expenses,
and lead to higher profits. Below are just a few ex-
amples of process changes that were designed to
curb environmental problems, but that also led to
improvements in the bottom line.

• ITT Industry—In its Roanoke, Virginia, factory
the diversified manufacturer has reported savings
of $500,000 a year because of an environmentally
driven change in its manufacturing processes.
The ITT factory formerly used an inert, nontoxic
compressed gas called sulfur hexaflouride to test
tubes used in the night-vision devices it makes
for the military.22 Predicting a tightening in the
regulation of ozone-depleting gases, ITT switched
from sulfur hexaflouride to nitrogen to test their
products. Not only did nitrogen work just as well,
it did not deplete the ozone and cost less to buy
and handle.23 It’s worth noting that ITT made the
process change based on a prediction of tighter en-
vironmental regulations. Management did not
wait to play catch-up, but moved aggressively to
combine reducing the company’s environmental
footprint with reducing operating expenses.

• Corning—The Corning, New York–based maker
of optical fiber, cable, and phototonic compo-
nents, manufactures a superpure glass for use in
the construction of computer chips. The manu-
facturing process formerly produced hydrochlo-
ric acid as a waste product. Because Corning
executives were concerned that the state would
soon tighten regulations on the emissions of hy-
drochloric acid, the company reconfigured its

manufacturing process to be chlorine free.24 Corn-
ing has been monitoring the new glass samples
for over a year and has discovered that they re-
main free of distortion, which means that the new
glass is actually superior to the old chlorinated-
base glass, which would have warped slightly
during that same time period. Corning hopes that
this higher-quality glass will be more desirable
to customers and therefore help Corning gain
market share. Like ITT, recognizing that pending
regulations would force a change anyway, Corn-
ing moved early and found a way to meet the
new standards and create a better product.

• Textron—The Providence, Rhode Island–based
parent company of Cessna airplanes and Bell he-
licopters saved $100,000 in its helicopter unit by
revamping its waste treatment system.25 Bell dis-
covered that magnesium hydroxide, a pure white
powder that Bell used for electroplating, was
moving through its processes partially unused
and was emitted as sludge. After conducting
tests, Bell found that it could pump the sludge
back into its electroplating process three to four
times before it needed to be dumped. As a result,
Bell dumped less sludge and bought less mag-
nesium hydroxide, and thereby saved a consid-
erable expense.

• Baxter International—The Deerfield, Illinois–
based medical products maker Baxter Interna-
tional is saving $35,000 a year at its Vienna,
Austria, facility due to the introduction of a re-
cycling operation. Baxter International was
spending about $70,000 a year to incinerate pro-
tein by-products of its plasma-processing opera-
tion. In 2000, Baxter International implemented
a project to recycle the protein by-products of the
treated plasma into renewable energy and fertil-
izer. The cost of recycling the protein by-products
is only $35,000 a year, as opposed to the $70,000
a year that Baxter had been spending to dispose
of the proteins.26 This is just one example of the
many individual steps that led Baxter to report
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environmentally-related savings of $12 million
in 2000.

Strategically Targeted “Green”
Investments Can Boost Portfolio Value

The growth of emerging environmental technologies
such as renewable energy, and concerns about health
and the environment, have created a significant seg-
ment of the marketplace. Some of the most impres-
sive growth has occurred in the
sustainability niche. The Boulder,
Colorado–based Natural Business

Journal has coined a special term for
the particular segment of the market
that seeks out “green” goods and
products: the Lifestyles of Health and

Sustainability Market, or LOHAS for
short. The LOHAS market is made
up of diverse industries that contrib-
ute to five basic areas of consumer
activism and concern: sustainable
economy, health and wellness, per-
sonal development, alternative medi-
cine, and ecological lifestyles. According to the
Natural Business Journal, these segments represent an
estimated $227 billion U.S. market and a $546 bil-
lion market worldwide.27

To be sure, simply investing in environmentally
sustainable growth does not ensure success any
more than success is guaranteed in any other invest-
ment sector. However, innovative corporations that
combine business savvy with an understanding of
environmentally driven growth opportunities have
often done much better than their more traditional
peers. Fiduciaries would do well to instruct invest-
ment managers not to ignore this growing segment
of the marketplace. A few successful examples are
discussed below.

Organic Foods

One of the areas with the most explosive growth in
the “green” marketplace has been organically grown
food. According to the Organic Trade Association,
the Greenfield, Massachusetts–based trade associa-
tion representing the organic food production indus-
try in Canada, the United States, and Mexico, retail
sales of organic products have grown steadily over
the past ten years, showing annual growth of 20–
24% per year. Sales in the industry have grown to

$9.35 billion by 2001 and are projected
to be nearly $20 billion by 2005.28

• Whole Foods—The Austin, Texas–

According to Michael

Mullen, a company

spokesperson for Heinz

North America, “The

organic sector is growing

in grocery stores about

7% a year. That is double

the rate of any other

category in the grocery

store business.”

based natural and organic foods re-
tailer Whole Foods operates over
130 supermarket-sized stores in 23
states. Its revenues grew from $119
million in 1992 to $2.2 billion in
2001. Profits have grown from just
$3 million to $67 million in that
same time frame. The stock price
has more than quadrupled.29

• Hain Celestial Group—H. J.
Heinz acquired 19.5% of the Hain

Celestial Group, a food company based in
Uniondale, New York. Hain Celestial sells about
1,500 food products spanning a number of prod-
uct lines, including kosher, medically directed
(sugar-free or low-salt), and natural and organic
foods. Hain Celestial Group sales have grown
from $15 million in 1994 to $412 million in 2001.
Net income has grown from zero to $23.6 mil-
lion in the same time period. The stock price has
increased from a high of $5.38 in June 1994 to a
high of $16 on May 22, 2002.30 According to
Michael Mullen, a company spokesperson for
Heinz North America, “The organic sector is
growing in grocery stores about 7% a year. That
is double the rate of any other category in the
grocery store business.”31
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Other large food companies such as Dole of
Westlake Village, California, ConAgra of Omaha,
Nebraska, and Archer Daniels Midland of Decatur,
Illinois, have also cashed in on the same trend by
creating or acquiring organic brands.

Renewable Energy

Renewable energy is a significant and growing in-
vestment opportunity. Recent events, such as San
Francisco’s passage of a citizen initiative mandat-
ing the issuance of $100 million in bonds to fund
solar and wind power projects, may forecast explo-
sive growth in the solar energy market. The trend
toward a renewable portfolio standard for power
generation has been adopted by twelve states, in-
cluding Texas, Minnesota, Pennsylvania, and Ne-
vada, which have already established standards
mandating increased use of renewable energy. These
standards ramp up over time, creating progressively
greater demand for renewables. Similar legislation
is pending in California and at the federal level.

• Wind Power —The European Wind Energy As-
sociation has projected that between 2002 and
2010, electricity generated by windmills in Eu-
rope will increase from 8,000 to 60,000 mega-
watts—an increase of over 700%.32 The European
Union, where over 45,000 people are already em-
ployed in the wind industry, is the world leader
in manufacturing and globally exporting wind
generation equipment.33 While the U.S. wind in-
dustry is behind the European industry’s pace,
over $3 billion in U.S. wind power investments
are expected in the next several years.34

• Solar Power—Solar energy development in the
U.S. is also on the upswing. For example, the New-
ark, Delaware–based Astro Power has seen annual
revenues grow from $16.6 million in 1997 to $69.5
million in 2001—an average annual revenue
growth of 83% over the last five years. During that
same period, share price grew from $9.63 to $40.43.
And further growth may be expected. In 2001,

Astro Power signed construction agreements with
several national U.S. homebuilding firms and a
distribution agreement with Home Depot, the
world’s largest home improvement retailer.35

Socially Responsible Investing

Many socially concerned investors incorporate en-
vironmental factors into their portfolio manage-
ment. However, very few restrict their analysis to
environmental factors, and it is beyond the scope
of this paper to isolate the influence of purely envi-
ronmental factors in driving the value of socially
oriented portfolios. In many cases, investors use a
double or triple bottom line analysis, where eco-
nomic, environmental, and social factors may all be
considered. According to the Social Investment Fo-
rum, nearly one out of every eight dollars under
professional management in the U.S. today is in-
volved in some form of socially responsible invest-
ing.36 While the term “socially responsible investing”
is often linked with highly publicized divestment
campaigns, such as South Africa in the 1980s or the
current push for divestment of tobacco stocks, it ac-
tually encompasses three sets of specific investing
practices: screening, shareholder advocacy, and commu-

nity investing.

Screening is the practice of excluding or under/
overweighting corporations in a portfolio because
of their social and environmental records. Gen-
erally, the social screening process is layered onto
financial analysis. In other words, companies are
first evaluated in accordance with traditional fi-
nancial yardsticks. Then, an additional layer of
analysis related to specific social concerns is per-
formed. One recognized style (negative screen-
ing) is to avoid investing in “sin stocks” such as
defense, tobacco, or certain resource extraction
industries. Alternatively, some social investors
practice a “best in class” approach, where com-
panies with high social ratings are sought in vir-
tually all industry sectors.
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Shareholder Advocacy refers to proactive steps
that investors take as stockholders, including dia-
loguing with companies on issues of concern as
well as filing or cofiling shareholder resolutions,
and voting proxies related to social issues. In
many cases, shareholder activists purchase posi-
tions in companies that would otherwise not pass
their social screens for the express purpose of fil-
ing shareholder resolutions or otherwise partici-
pating in shareholder campaigns.

Community Investing is the process of investing
in financial institutions or direct financial instru-
ments that target and serve economically disad-
vantaged communities. Techniques include low
interest loans, microloans, business training, and
other targeted economic development initiatives.

Socially responsible investing has been growing
faster than the traditional investing marketplace.
From 1999 to 2001, the growth rate for socially
screened portfolio assets was more than one and a
half times that of all professionally managed assets
in the United States, despite an extended market
downturn.37 Total assets of socially screened port-
folios under management in the U.S. grew by 36%
from $1.49 trillion in 1999 to $2.03 trillion in 2001.38

In comparison, the total assets of all investment port-
folios under management in the U.S. grew by 22%,
from $16.3 trillion in 1999 to $19.9 trillion in 2001.39

Of the $2.03 trillion in socially screened assets, $1.87
trillion is invested in separate accounts managed for
institutional clients and individual investors, and
$153 billion is in screened mutual funds.40

TABLE 1. Mutual Funds with Strong Environmental Screens and
10 Year Performance History vs. Benchmark through 5/31/0241
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SOCIALLY RESPONSIBLE MUTUAL FUNDS: As
previously noted, it is beyond the scope of this pa-
per to separate out the influence of purely environ-
mental factors in influencing the profitability of
socially screened mutual funds. However, several
of the most established funds that employ strong en-
vironmental screens have ten-year performance his-
tories that track, or exceed, their benchmarks.  (See
table on previous page.) For a more detailed over-
view, visit www.socialfunds.com or the individual
websites of each of these funds.

ENVIRONMENTAL RISKS

In addition to finding competitive advantage
achieved by corporate environmental innovation,
investment managers need to examine several key
areas where environmental factors pose risks to a
corporation’s market value. Investors face the risk
of unexpected drops in earnings due to fines, pen-
alties, and cleanup costs following violation of en-
vironmental laws; increased costs due to changes in
environmental regulation; and greater-than-
expected costs due to understated or undisclosed
liabilities

Bottom line—if these environmental risks are
not accounted for in corporate valuation, the analy-
sis will miss vital information about the company’s
true value. On a number of occasions this lack
of accounting for environmental risks has led to a
significant and sudden loss of corporate value—
taking shareholders, investment managers, and
fiduciaries alike by surprise.

Loss of Shareholder Value Due to
Violation of Environmental Laws

US Liquids—Alleged illegal and improper dis-

posal of hazardous waste led to a plant shutdown,

collapse in shareholder value, an extensive drop

in earnings, and expensive litigation.

Alleged large-scale violations of environmental
law created a crisis for US Liquids, the Houston,

Texas–based company in the business of collecting,
treating, and disposing of liquid waste. The crisis
induced a massive sell-off of US Liquids stock, re-
sulting in a 58% drop in US Liquids’ stock price over
the course of one week and a 111% drop in annual
income. This drastic decline prompted a securities
class action and a derivatives action brought by
shareholders against the company. Both are still
pending.

As the dog days of a Detroit summer wound
down in 1999, agents from the FBI and the EPA
raided US Liquids’ plant in Detroit, Michigan. Ac-
cording to a news account printed in the Detroit Free

Press, employees had contacted authorities and re-
ported in sworn affidavits that the company had
been illegally dumping hazardous waste into De-
troit sewers and landfills. Additionally, the Detroit

Free Press reported that “employees said that the
plant provided fake water samples to a laboratory
for testing and gave samples of plain sand and
dirt to the landfills for testing, instead of samples of
the hazardous materials that they were actually
dumping.”46

As a result of the federal raid, trading of US Liq-
uids stock was suspended on August 25, 1999, and
resumed on August 31, 1999. But the suspension
only served to delay the inevitable shareholder back-
lash. By the end of August 31, the day the stock re-
sumed trading, the price of a US Liquid share had
fallen 58%, dropping to $7.50 from $17.75 at the start
of the session.47

In response to the dramatic drop in share price,
two lawsuits were filed on behalf of shareholders
alleging violation of federal securities laws. The
complaints alleged that the company violated laws
by “issuing materially false and misleading state-
ments and/or by omitting to disclose material facts
required to be disclosed.”48

During the federal investigation of the plant, in-
vestigators discovered PCBs (polychlorinated biphe-
nyls) in some waste products at the site. As a
consequence, the solid-waste portion of the US Liq-
uids plant was shut down for cleanup for five
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months. During that time, the company continued
to report earnings losses. To put the losses in con-
text, in December 1998 (prior to the discovery of
massive environmental mismanagement), US Liq-
uids had reported annual net income of $10.8 mil-
lion. By December 1999, just following the incident,
yearly net income was reported as a loss of $1.2 mil-
lion. By December 2000, net income had sunk to a
loss of $25.4 million.49

 According to a business brief in the Houston

Chronicle, US Liquids warned investors on Febru-
ary 1, 2000, that its earnings would be hurt in part
by greater-than-expected costs of the PCB cleanup
at its plant in Detroit.50 On March 30, 2000, US Liq-
uids stated in its annual report to the SEC (form
10K405), that the incident could have an adverse
impact on its earnings.

Our Detroit, Michigan facility is under investi-
gation by the EPA and the Federal Bureau of In-
vestigation for possible violations of the Clean
Water Act, RCRA, and federal wire and mail
fraud statutes. The imposition of a substantial
fine or penalty against the facility could have a
material adverse effect on our business, results
of operations, and financial condition.

Smithfield Foods—The world’s largest hog and

pork producer violated federal environmental

laws, costing shareholders $12.6 million in earn-

ings and decreasing net income by 20%.

On August 8, 1997, Smithfield Foods, the
Smithfield, Virginia–based meat and food processor,
was fined $12.6 million, the largest fine ever im-
posed under the Clean Water Act. In United States of

America v. Smithfield Foods, Inc. et al., a federal judge
for the United States District Court for the Eastern
District of Virginia imposed the million-dollar civil
penalty on Smithfield Foods and its Smithfield Pack-
ing and Gwaltney subsidiaries. The decision was
upheld on appeal to the Fourth Circuit, and the
Supreme Court declined to review the case.

The court found that, in violation of federal
environmental law, the Smithfield Foods hog-
slaughtering operation in Smithfield, Virginia, re-

peatedly discharged wastewater from its hog
slaughtering operations with illegally high phospho-
rous effluent levels into the Pagan River, which runs
through Virginia and empties into the Chesapeake
Bay. According to a news account in the Richmond

Times-Dispatch, “during the case the federal govern-
ment argued that Smithfield single-handedly frus-
trated attempts to clean up the Pagan River.”51 The
same news account also reported that, according to
the federal government, “the meatpacker skimped
on equipment at its wastewater treatment plant,
understaffed it, and didn’t adequately train or su-
pervise what little environmental staff it had.”52

The $12.6 million fine in civil penalties was re-
flected as a “nonrecurring” charge on Smithfield
Foods’ income statement as part of its annual report
for fiscal year 1998. According to the Smithfield
Foods annual report, net income for fiscal year 1998
was $53.4 million, or $1.34 per diluted share. Exclud-
ing the $12.6 million fine, Smithfield Foods reported
that net income would have been $66 million or
$1.66 per diluted share.53

In other words, because of Smithfield’s lack of
regard for federal environmental requirements,
Smithfield Foods shareholders saw their company’s
earnings decrease by $12.6 million or $0.32 a share.
Smithfield Foods’ environmental misdeeds not only
brought damage to Virginia’s waterways and com-
munities, but also cost the company 20% of its 1998
net income.

Loss of Shareholder Value
Due to Lack of Preparation for
Environmental Regulation

As new environmental regulations are passed, cor-
porations face costs associated with coming into
compliance. The regulations are generally viewed
as a constraint, and many fiduciaries and analysts
assume these regulatory constraints will generally
affect most companies in a given industrial sector
the same way. This is a dangerously shortsighted
assumption. Existing or pending government regu-
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lations can have a profound impact on some com-
panies within an industry sector but only negligible
impact on other companies in the same sector. While
arbitrary factors—such as where a particular
company’s facilities are located—clearly play some
role, the evidence suggests that nimble management
with an aggressive approach toward environmen-
tal compliance can often save money
and carve out competitive advantage
by being prepared to meet or exceed
new performance standards.

The financial impact of a
corporation’s ability to comply with
environmental laws and to stay ahead
of them should be considered by eq-
uity analysts. In addition to encour-
aging analysts to provide this kind of
information, investors and fiduciaries might find it
profitable to encourage corporations they own to
meet new environmental problems, and the regula-
tions designed to curtail them, head-on.

Forecasting Regulatory Impact

In their report “Pure Profit: The Financial Implica-
tions of Environmental Performance,” Robert
Repetto and Duncan Austin of the World Resources
Institute, the Washington, DC environmental re-
search group, explored the impact of known im-
pending environmental regulations on the capital
expenditures and future earnings of thirteen lead-
ing publicly listed companies in the U.S. pulp and
paper industry. Due to agreements with the specific
companies and trade associations that participated
in the study, all company names were masked in the
final report.

One of the most important aspects of this study
is that it was forward looking. While most other
studies to date had looked at the impact of past en-
vironmental events on profitability and shareholder
value, Pure Profit was designed to forecast the im-
pacts of pending regulations. This creates the po-
tential for analysts to include these impacts in

earnings forecasts and other measures designed to
predict where a company is headed relative to its
peers—providing a more accurate forecast and a
more reliable basis for investment decisions.

Overall, the authors found that of the thirteen
paper companies studied, some faced a larger ar-
ray of potentially costly environmental issues and,

therefore, much more environmental
risk than their competitors. That is,
aggregate financial exposure to all the
pending environmental regulations
could cost some companies in the
study as much as 10% of their mar-
ket value. However, one company in
the study group stood to gain as
much as 3% in market value because
it had already complied with pend-

ing regulations and would not be affected due to its
specific positioning within the industry.

The authors reviewed the impact that a pending
anti-smog regulation would have on the corpora-
tions in the pulp and paper industry. The new rule
would apply to major emission sources in a twenty-
two-state region along the Eastern Seaboard facing
difficulties in attaining federal air quality standards.

The rule had a varying financial impact on the
different pulp and paper companies studied. For ex-
ample, one company, in addition to having a high
number of plants in the affected area, also had a high
level of nitrogen oxide emissions per ton of output.
According to the report, this company faced com-
pliance costs of up to 8% of the company’s market
value to meet the new anti-smog rule. However,
another company in the region had a very low level
of nitrogen oxides emissions—less than half the in-
dustry average. The study attributed this to a vari-
ety of factors including product mix, fuel source,
and mill technology. Due to its low nitrogen ox-
ides emissions, the second company only faced
potential compliance costs of, at worst, 1% of its
market value. At best, the second company stood
to gain market value due to the competitive advan-
tage the new smog rules would create. This type
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of information could be absolutely crucial to invest-
ment decisions, yet is often omitted in current
reporting and analysis.

Forecasting Compliance Costs and Value

In March 2000, Innovest Strategic Value Advisors, a
corporate environmental rating group based in New
York City, released a report that found similar un-
even expenses for compliance with pending regu-
lations among forest products companies. The
report, entitled “The Forest Products Industry North
American Report: Hidden Risks and Value Poten-
tial for Strategic Investors,” assigned environmen-
tal rankings to seventeen pulp and paper companies
and found that some corporations achieved com-
petitive advantage by having engaged in forward-
thinking compliance strategies.

The Innovest study focused on another major
regulatory requirement: the “Cluster Rule,” pub-
lished in the Federal Register in April 1998 and so
called because the rule is a cluster of air and water
regulations designed to reduce emis-
sions. Like Pure Profit, the Innovest re-
port forecast that the seventeen pulp
and paper companies had quite dif-
ferent exposure to this rule depend-
ing on the extent to which each had
already implemented measures to re-
duce air and water emissions. For ex-
ample, the report found that:

• As of February 2000, the cost to
Tacoma, Washington–based forest
products company Weyerhaeuser
to bring all its plants into compliance with the
Cluster Rule were predicted to be approximately
$80 million in additional capital expenditures—
about 0.7% of Weyerhaeuser’s total revenue for
fiscal year 1998.

• In contrast, Georgia Pacific, the Atlanta, Georgia–
based forest products company, had high expo-
sure to the Cluster Rule. The Innovest report
indicated that as of February 2000, Georgia

Pacific’s costs to bring all its plants into compli-
ance with the Cluster Rule were predicted to be
between $500 million and $550 million. This rep-
resented a full 4% of Georgia Pacific’s revenue in
fiscal year 1998.

While recognizing that standard accounting prac-
tices for the estimation of the collective financial
impact of future regulatory requirements have yet
to be developed, we point out that here, as else-
where, the metrics of forecasting environmental
impacts are improving and are worthy of investor
attention.

Threat to Shareholder Value
Due to Inadequate Disclosure of
Environmental Liabilities

Poor disclosure or lack of disclosure of environmen-
tal liabilities undercuts risk analysis and can threaten
shareholder value. When corporations understate or

do not disclose environmental liabili-
ties, investors are hampered in their
ability to assess future earnings
growth and shareholder value. Worse
yet, when liabilities are ultimately
disclosed, not only does the true cost
of the liability drive down corporate
value, but trust is eroded and man-
agement may have difficulty attract-
ing capital. In this way, undisclosed
environmental liabilities create a
double drag on shareholder value

and should be of special concern to fiduciaries. Two
government agency reports indicate that lack of ad-
equate disclosure poses a problem for investors.

In 1998, the EPA’s Office of Enforcement and
Compliance Assurance completed a study that
found that 74% of companies failed to report in their
10-Ks cases where environmentally related legal pro-
ceedings could result in governmental monetary
sanctions over $100,000. This is in flagrant violation
of the law54 and clearly leaves investors at a distinct
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disadvantage because they cannot otherwise fully
assess a corporation’s assets and liabilities.

The EPA study, “Guidance on Distributing the
Notice of SEC Registrants’ Duty to Disclose Envi-
ronmental Legal Proceedings in EPA Enforcement
Actions,” found that only 26% of civil and adminis-

trative proceedings involving penalties were
correctly disclosed in the company 10-K reports.
Even worse, only 16% of proceedings involving
court-ordered Supplemental Environmental Projects
(SEPs) and just 4% of proceedings involving
Resource Conservation and Recovery Act (RCRA)

SEC Regulation S-K
A Blueprint for Material Environmental Disclosure

Regulation S-K Item 101: SEC registrants (corporations) must disclose the “material” effects that
compliance with federal, state, and local environmental laws regulating the discharge of materials
into the environment will have on earnings, capital expenditures, and the competitive position of
the company and its subsidiaries.

The U.S. Supreme Court has held that information is “material” if there is a substantial likelihood
that a reasonable investor would find the availability of the information to significantly alter the
total mix of information available in the decision-making process.

Regulation S-K Item 103: Corporations registered with the SEC must disclose administrative or
judicial proceedings to which they are a party that arise under federal, state, or local provisions that
have the primary purpose of protecting the environment if they are known to be contemplated by a
government authority, such as the EPA. Additionally, corporations registered with the SEC must
disclose proceedings that meet any of the following conditions:

• Materiality—If the proceeding is material to the business or financial condition of the company,
it must be disclosed. (See above for definition of “material.”)

• Legal Proceedings—If the proceeding primarily involves a claim for damages, potential mon-
etary sanctions, capital expenditures, deferred charges, or charges to income for which the amount
involved, exclusive of interest and costs, exceeds 10% of the current assets of the corporation and
its subsidiaries on a consolidated basis, it must be disclosed. The costs of penalties, injunctive
relief, and supplemental environmental projects ordered in EPA enforcement proceedings or en-
vironmentally based citizen suits should be considered when determining if this reporting thresh-
old has been met.

• Monetary Sanctions—If a governmental authority is party to the legal proceeding and the SEC-
registered corporation has a reasonable belief that the proceeding will result, or has resulted in,
monetary sanctions of $100,000 or more, the legal proceeding must be disclosed.

Regulation S-K Item 303 (Management’s Discussion and Analysis of Financial Condition and

Results of Operations)—Management is required to disclose environmental contingencies that may
reasonably have a material impact on net sales, revenue, or income from continuing operations.

Source: U.S. EPA Enforcement Alert, Volume 4, Number 3, Office of Regulatory Enforcement, October 2001.
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corrective actions were correctly disclosed. Investors
who relied on these inaccurate 10-Ks for an assess-
ment of pending liabilities were left in the dark.55

Following the release of this study, the EPA
Office of Regulatory Enforcement and Compliance
Assurance issued an Enforcement Alert newsletter
notifying companies of their obligation to comply
with the law. The EPA has also begun notifying
specific companies of their duty to disclose
legal proceedings pursuant to Regulation S-K
when enforcement action is initiated by the
EPA itself. However, this is only a first step
toward ensuring that corporations provide
investors with a full accounting of environmental
liabilities.

In 1993, a few years before the EPA study, the
General Accounting Office (GAO) had already
flagged the problem in a report entitled “Environ-
mental Liability: Property and Casualty Insurer Dis-
closure of Environmental Liabilities,” which found
that insurance industry disclosure of Superfund
toxic cleanup liabilities was very poor and put in-
vestors at risk. The report reviewed the annual re-
ports of the top sixteen publicly held property and
casualty insurance companies. Only two of the six-
teen disclosed dollar amounts related to environ-
mental claims in their annual reports for 1990, and
only three of the sixteen made this disclosure for
1991. However, five of the same insurance compa-
nies in 1990 and eight in 1991 had stated that they
were involved in potentially costly litigation over
environmental claims that might have had a nega-
tive financial impact on the company. Upon further
inquiry by the SEC, several more firms disclosed en-
vironmental costs and expenses related to the claims.

The GAO report identified two potential struc-
tural reasons for this underreporting:

1. The insurance companies claimed that they could
not estimate the incurred environmental claims
costs or limitation expenses because “uncertain-
ties” prevented the companies from estimating

or reporting these liabilities. These “uncertain-
ties” were due to evolving judicial interpretations
of, and inconsistent conclusions about, legal li-
ability for environmental cleanup.

2. SEC rules required that each claim only needed
to be reported if it individually exceeded 10% of
the company’s assets. Unless all claims against a
company were voluntarily aggregated together,
a company might avoid disclosure even if the
sum of claims exceeded 10% of the company’s
assets.

In the report, the GAO summarized the problem:

At present, no one claim in litigation may be
material to any one company. The SEC regula-
tion requiring that material legal proceedings be
disclosed applies to one claim or set of related
claims for damages that exceed 10% of a
company’s assets. A set of related environmen-
tal claims would be those claims associated with
the same physical property or site and/or the
same pollution event. However, the ultimate
cleanup costs associated with thousands of pol-
lution claims, coupled with costs to litigate the
coverage issues, could be significant to indi-
vidual insurance companies as well as to the
property and casualty insurance industry as a
whole.56

CONCLUSION

As the previous examples show, companies that
move aggressively to reduce their environmental
footprint or increase top line growth by capturing
new “green” markets may reap significant benefits
in reduced costs and/or increased profit and share-
holder value. But the evidence is more than anec-
dotal. As the next chapter Academic Perspectives

shows, environmentally driven value can be sys-
temic and may be experienced across a variety of
industrial sectors and documented by a wide range
of analytical techniques.
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CHAPTER II

ACADEMIC PERSPECTIVES
An Overview of Academic Literature

Examining the Environmental/Financial Performance Link

As evidenced in Chapter 1, The Environment as a Value Driver, many companies have found
that prudent environmental performance investments can lower costs or improve efficiency, re-
sulting in a net financial gain. Many corporations are just beginning to tabulate gains from such
environmental initiatives. Others, such as Baxter International and Interface Carpet, have devel-
oped extensive company-wide environmental accounting systems to track gains and costs due to
environmental initiatives.

However, company-by-company anecdotes alone, although illustrating successful achieve-
ments in maximizing environmental value by some of the largest corporations in the world, do
not answer the conventional notion that environmental initiatives can be extremely expensive to
implement and therefore can create a drag on profitability. Fortunately, some of our day’s lead-
ing members of the academic and business community have examined the impact of environ-
mental initiatives on corporate profitability on a larger scale. Consequently, there are a variety of
academic studies, published in academic journals and business press alike, that review measures
of corporate financial performance and correlate that to corporate environmental performance.
Similar to the business examples examined in the previous chapter, most of the studies do not
attempt to evaluate the intrinsic value of unexploited natural resources, but instead focus on the
profitability of corporate environmental policies and practices.

Over one hundred such studies have been re-
leased in the past twenty years; forty have been pub-
lished in the last five years. The studies range in their
sophistication, techniques, models, and metrics used
to explore the correlation between environmental
and financial performance. These empirical ap-
proaches can be roughly divided into three catego-
ries: regression studies, event studies, and portfolio

comparisons.
Despite the different approaches taken, the

majority of academic studies indicate that compa-
nies that do better environmentally also do better
financially. In fact, because a wealth of analytical ap-
proaches have reached essentially the same conclu-
sion—that improving environmental performance

may help the bottom line and almost certainly won’t
hurt it—fiduciaries can reasonably expect that en-
couraging their investments to “green up” will pay
off, especially over the long term. As we will explore
in Chapter 3, Legal Perspectives, this reasonable ex-
pectation of increased profitability has been the ba-
sis for sweeping and highly successful shareholder
initiatives such as CalPERS’ widely hailed corporate
governance program.

In its May 2000 report, “Green Dividends?
The Relationship Between Firms’ Environmental
Performance and Financial Performance,” the EPA’s
Office of Cooperative Environmental Management
reviewed more than twenty-five of the major stud-
ies that examined the correlation between environ-

,
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mental and financial performance. After consider-
ing the evidence, the authors wrote:

A significant body of academic research relates
measures of corporate environmental perfor-
mance to measures of financial performance. The
most striking aspect of this research is that most
of it shows a moderate positive relationship be-
tween the two kinds of performance—regard-
less of the variables used to represent each kind
of performance, the technique used to analyze
the relationship, or the date of the study.57

REGRESSION STUDIES

Regression studies use multivariable
regression to analyze the effect of en-
vironmental performance on financial
performance. Measures of environ-
mental performance include levels of
emissions, number of oil spills, qual-
ity of environmental management in
place, water usage, and extent of
pollution liability. These measure-
ments are then correlated to generally
accepted measurements of financial performance
such as total shareholder returns, return on equity,
return on assets, and ratio of market price to book
value.

Do Corporate Global Environmental
Standards Create or Destroy Market Value?

In 2001, Glen Dowell, Stuart Hart, and Bernard
Yeung won the Moskowitz Prize for their study, “Do
Corporate Global Environmental Standards Create
or Destroy Market Value?”, published in Manage-

ment Science in August 2000.58

KEY FINDING: The authors found that those firms
adopting a single, stringent, global environmental
standard had much higher market value than those
firms defaulting to less stringent or poorly enforced
host country standards. They concluded that devel-
oping countries that use lax environmental regula-

tions to attract foreign direct investment may end
up attracting poorer quality, and perhaps less
competitive, firms.59

METHODOLOGY: To conduct the study, the authors
reviewed the market value of eighty-nine U.S.-based
multinational enterprises (MNEs) over the years
1994 though 1997. The market values of the corpo-
rations were determined by Tobin’s q, which is a so-
phisticated way of measuring how much a firm is
trading over its book value.60 (Corporations with a

higher Tobin’s q are deemed by the
market to be more valuable than
those with a low Tobin’s q.)

The eighty-nine-firm data set in-
cluded those MNEs that adopted a
single, stringent, global environmen-
tal standard (fifty-nine companies),
those that complied only with local
environmental standards (thirty com-
panies), and those that adopted U.S.
standards (eighteen companies). The
corporations in the study were cho-
sen because they were part of the S&P

500, because they were involved in manufacturing
and mining (heavily polluting industries), and be-
cause they had production operations in countries
with GDP per capita below $8,000.

A Resource-Based Perspective on Corporate
Environmental Performance and Profitability

In 1998, Michael Russo and Paul Fouts received
the Moskowitz Prize for their study, “A Resource-
Based Perspective on Corporate Environmental
Performance and Profitability.”

KEY FINDING: The authors found a significant
positive correlation between financial returns and
environmental rankings based on criteria like emis-
sions, environmental performance, and level of
compliance.

METHODOLOGY: Russo and Fouts reviewed and
correlated the environmental and financial perfor-
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mance of 243 firms over the two-year period 1991
and 1992. Environmental performance was mea-
sured by the environmental rating each firm had
received from the Franklin Research and Develop-
ment Corporation (now Trillium Asset Manage-
ment). These ratings were based on criteria
including compliance records, emissions, ability to
reduce waste and emissions, environmental liabili-
ties, and initiative to go beyond industry peers in
establishing pollution-prevention technologies and
measures.

Financial performance was measured as a
company’s return on assets. The authors chose
a number of control variables, including industry
concentration, firm growth rate (measured as a
firm’s annual change in sales), firm size, capital in-
tensity (measured as the ratio of assets to sales), and
industry growth rate.

The authors found that environmental perfor-
mance and return on assets are positively linked,
and that industry growth moderates this relation-
ship, with returns on environmental performance
higher for high-growth industries.

Does It Really Pay to Be Green?
An Empirical Study of Firm Environmental
and Financial Performance

In their study, “Does It Really Pay to Be Green? An
Empirical Study of Firm Environmental and Finan-
cial Performance,” published in the Journal of Indus-

trial Ecology in the fall of 2000, Andrew King and
Michael Lenox also found an association between
environmental and financial performance. The study
analyzed 606 U.S. manufacturing firms over the time
period 1987 through 1996.

KEY FINDING: The authors found that lower over-
all total pollution emissions were associated with
superior financial performance.

METHODOLOGY: In their study, the authors used
Tobin’s q as a measure of financial performance. The
authors combined facility data from Dun and

Bradstreet and corporate data from Standard &
Poor’s Compustat database with the EPA’s Toxic
Release Inventory Database, which tracks emissions
of over two hundred toxic chemicals from U.S.
manufacturing firms.61

The authors reported finding “strong evidence”
that firms in cleaner industries had higher market
valuations. However, King and Lenox noted that
given their modeling, they were unable to determine
why the association existed. That is, while docu-
menting association, they could not prove causation.
Specifically, they were unable to determine whether
the correlation between cleaner industries and en-
vironmental performance was due to innovation of
the firms, whether more profitable firms spent more
on pollution control technologies, or whether other
firm-specific attributes or strategies lay under the
relationship between environmental and financial
performance.

Does it Pay to be Green? An Empirical
Examination of the Relationship Between
Emission Reduction and Firm Performance

In 1994, Stuart Hart and Gautam Ahuja reviewed
the financial and environmental performance of 127
companies from the Standard and Poor’s 500 Index
in their study, “Does It Pay to Be Green? An Em-
pirical Examination of the Relationship between
Pollution Prevention and Firm Performance.” A re-
vised version of the study was published in Business

Strategy and the Environment in 1996 as “Does It Pay
to Be Green? An Empirical Examination of the Rela-
tionship between Emission Reduction and Firm Per-
formance.” The study was limited to firms involved
in manufacturing, mining, and production because
the main research variable, emissions reduction, was
most salient relevant to these types of companies.

KEY FINDING: The study’s principal finding was
that reductions in emissions corresponded to im-
proved operating performance the following year,
and that these improvements were realized as finan-
cial gains after two years.
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METHODOLOGY: Environmental performance was
derived from the Corporate Environmental Profile
produced by the Investor Responsibility Research
Center’s (IRRC), which provided a summary of the
reported emissions of selected pollutants from do-
mestic manufacturing facilities owned by each com-
pany and its subsidiaries. Emissions were tabulated
by an Emissions Efficiency Index, which was the
ratio of reported emissions in pounds to the
company’s revenues in the thousands of dollars. The
authors tracked emissions reductions of these firms
by computing the change in reported emissions
between 1988 and 1989.

Operating and financial performance was mea-
sured by return on sales, return on assets, and re-
turn on equity. Data was collected for the years 1989
through 1992. The authors controlled for advertis-
ing intensity, capital intensity, leverage, and research
and development intensity so that financial perfor-
mance could be examined in relation to emissions
reduction.

Significantly, the authors found that emissions
reduction enhanced financial performance two years
following the reduction. They also found that emis-
sions reduction enhanced operating performance in
the year following the reduction. Finally, the authors
found that emissions reduction enhanced the oper-
ating and financial performance more for firms with
high emissions levels than for firms with low emis-
sions levels.

Interpreting these results illustrates the complexi-
ties inherent in this field. For example, the results
could indicate that reduction in levels of emissions
has the potential to spur future superior financial
performance. However, the results could also indi-
cate that the correlation occurs because corporations
divest “dirty operations.” Better financial perfor-
mance could occur because there are lower compli-
ance and regulatory costs, or because management
in these corporations may have a superior ability to
address environmental problems relative to their
industry peers. A follow-up study to examine these
questions would be useful.

PORTFOLIO COMPARISON
STUDIES

In addition to correlating a firm’s financial and
environmental performance, there are a host of stud-
ies that compare and contrast “green” and “non-
green” portfolios. That is, portfolios of companies
with superior environmental performance are com-
pared to similarly constructed portfolios that lack
stellar environmental performance.

Socially Responsible Investment Screening:
Strong Evidence of No Significant Cost for
Actively Managed Portfolios

The 2001 Moskowitz prize runner-up was a paper
authored by Bernell Stone, John Guerard, Jr.,
Mustafa Gultekin, and Greg Adams entitled “So-
cially Responsible Investment Screening: Strong
Evidence of No Significant Cost for Actively Man-
aged Portfolios.”

KEY FINDING: After reviewing quarterly returns for
an average of 1,334 stocks for thirteen years and then
screening out the worst social and environmental
actors, the authors found that there was no signifi-
cant cost to social and environmental screening,
even when controlling for beta (risk), dividend yield,
growth, and corporation size. Because the authors
ran the environmental data separately, the results
also show in particular that there is no significant
cost to screening out just the worst environmental
actors in a large portfolio of stocks.

METHODOLOGY:  In discrete and separate data
runs, the authors screened out corporations in-
volved in alcohol, tobacco, gambling, the nuclear
industry; those companies that were bad environ-
mental actors; and companies that derived more
than 2% of their revenues from defense products.
The social and environmental data was supplied by
the Boston, Massachusetts–based social research
firm Kinder, Lydenberg, and Domini (KLD, creators
of the Domini Social Index).
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The authors then compared aggregate quarterly
returns over the thirteen-year period for each
screened group of stocks to the control group of
1334. The authors concluded that there was no sig-
nificant cost to social and environmental screening.

Of special note to this paper is the data run on
the environmental screen. To test if screening out
poor environmental actors would create a drag on
profitability, 53 stocks were removed from the start-
ing universe of 1,334 stocks because they were bad
environmental actors. This created a second,
“greener” universe of 1,281 stocks. Aggregate quar-
terly returns for the entire group were compared to
aggregate quarterly returns for the environmentally
screened group, and no significant difference in
aggregate returns was found over the thirteen-year
period.

This study is truly remarkable because the au-
thors, using an extremely sophisticated mathemati-
cal assignment program to create twenty distinct
portfolios, were able to control for size, beta, growth,
and dividend yield so that any difference in quar-
terly return could not be attributed to these exter-
nal factors. Previous to this elaborate mechanism for
control, the return differences in screened and
unscreened portfolios were often attributed to dif-
ferences in portfolio makeup—with the screened
portfolios assumed to be holding higher-growth,
smaller, more volatile companies.

For example, the five- and ten-year returns of the
S&P 500 Index are often compared to the returns of
the Domini Social Equity Index, a diversified index
of 400 large company stocks designed to be a so-
cially responsible version of the S&P 500 Index. De-
spite the fact that the Domini Social Equity Index is
meant to be similar to the S&P 500, the companies
in the Domini Social Equity Index tend to be smaller,
more volatile, and higher-growth. Hence, differences
in return between the two indexes are often attrib-
uted to these factors, not simply to the fact that the
Domini Social Equity Index represents a universe
of stocks screened for social and environmental fac-
tors. Consequently, this study, “Socially Responsible

Investment Screening: Strong Evidence of No Sig-
nificant Cost for Actively Managed Portfolios,”
represents a breakthrough for investors who want
to invest in a socially responsible manner but also
want to steer clear of smaller, volatile, high-growth
companies.

Finally, and of marked significance to equity ana-
lysts who use fundamental data such as earnings,
sales, cash flow, and book value to predict future
returns of securities, the authors tested a return-fore-
casting model on the two universes of stocks and
found no statistically significant difference in the
forecast returns. The return-forecasting model, de-
veloped by Guerard, Gultekin, and Adams, incor-
porates eight fundamental measures frequently used
by value investors, including earnings over price,
sales over price, and book value over price, as well
as a consensus earnings forecast derived from the
Institutional Brokers Estimate System. The model
has been previously tested and found to predict
portfolio performance with a high degree of accu-
racy.62 The fact that screening out bad environmen-
tal actors did not significantly alter the forecast
returns between the screened and unscreened uni-
verses should give value investors a high degree of
comfort and confidence that social and environmen-
tal screening will not impede portfolio returns and,
more importantly, that the forecasting tools that
value investors might use to construct and monitor
their portfolios will work for both screened and
unscreened portfolios.

Environmental and Financial Performance:
Are They Related?

In 1995, the IRRC released a landmark study entitled
“Environmental and Financial Performance: Are
They Related?,” conducted by Mark Cohen, Scott
Fenn, and Jonathan Naimon.

KEY FINDING: Overall, the authors concluded that
“investors who choose the environmental leaders in
an industry-balanced portfolio were found to do as
well, and sometimes better, than those choosing the
environmental laggards in each industry.”
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METHODOLOGY: Drawing from companies in the
S&P 500, the authors created nine pairs of portfo-
lios, each pair based on one particular aspect of en-
vironmental performance: litigation, Superfund
sites, number of fines, dollars of fines, toxic releases,
number of oil spills, volume of oil spilled, number
of chemical spills, and volume of chemical spills.
Each pair included a “high-polluting” and a “low–
polluting” portfolio.

Table 2, above, lays out how this was done.
The high- and low-polluting portfolios were de-

signed to mirror each other based on industry type.
For example, each portfolio had representation from
the pulp and paper industry, the oil and gas indus-
try, and so on. The purpose of the mirroring by in-
dustry type was twofold:

1. The approach was designed to control for the
level of polluting activity inherent in specific in-
dustrial processes.

2. The approach controlled for the market risk in-
herent in different industries.

The authors then tracked the financial perfor-
mance of the firms using five different measure-
ments of financial performance:

• Return on equity

• Total return to shareholders adjusting for risk

• Total return to shareholders without adjusting for
risk

• Return on assets adjusting the book value of to-
tal assets for depreciation

• Return on assets without adjusting the book
value of total assets for depreciation

The authors tracked the results for three time pe-
riods: 1987–1989, 1990, and 1991.

In each of these areas the authors drew a con-
clusion. For example, under “oil spills,” the authors
found that return on assets and return on equity
were generally lower for the high-oil-spill portfo-
lio. In another example, the authors found that the
financial performance of firms that report a small
number of Superfund National Priority List sites
had higher returns on a risk-adjusted basis than
those that reported a large number of Superfund
sites.

The Eco-Efficiency Anomaly

Similar results were found by Herbert Blank and
Michael Carty of QED International, a New York–
based financial research firm, in their working pa-
per entitled “The Eco-Efficiency Anomaly.”

KEY FINDING: Blank and Carty concluded that eq-
uity portfolios composed of stocks with good envi-
ronmental ratings are likely to outperform the stock

TABLE 2. “High-Polluting” and “Low-Polluting” Characteristics
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market while controlling for some macroeconomic
trends.

METHODOLOGY: The authors compared the perfor-
mance of several stock portfolios made up of cor-
porations that had superior environmental ratings
to the performance of those that had average or poor
environmental ratings.

To construct the portfolios, the authors relied on
environmental ratings from Innovest Strategic Value
Advisors, which provides environmental ratings on
companies based on eco-efficiency according to their
proprietary ranking system, EcoValue ’21. Within
each industry, Innovest uses EcoValue ‘21 to rank
companies from best to worst using a list of sixty-
two variables. The best companies receive a rating
equal to 6, or AAA; the worst companies receive a
rating of 0, or CCC.

Table 3, below, outlines some of the criteria used
in Innovest’s environmental ratings assessment.

The stock portfolios reviewed simply consisted
of those companies that Innovest had reviewed and
ranked. In 1996, Innovest ranked 184 companies; in
1997, Innovest ranked 190 companies; in 1998,
Innovest ranked 342 companies; and by year-end
1999, Innovest had ranked 490 companies in sixteen
industry sectors.

In the QED study, the authors computed the re-
turns of equally weighted portfolios. The first port-
folio consisted of firms to which Innovest had given

the highest environmental ratings (a rating of 5 or
6). The second portfolio consisted of the total uni-
verse of all the companies Innovest had rated (all
companies, including the top-rated companies).

The authors discovered that the portfolio of
stocks with the highest environmental rating out-
performed the whole universe of stocks that
Innovest rated. Over the four-year period, the port-
folio of companies holding the top environmental
ratings returned 12.37% annually versus 8.85% for
all stocks rated, a difference of 353 basis points per
year.

The QED study was significant because it showed
that corporations with sound environmental man-
agement systems generally have superior stock mar-
ket performance. However, it is important to note
that the universe of stocks ranked by Innovest is not
randomly selected. Especially in 1996 and 1997, the
companies ranked by Innovest were primarily high
environmental impact firms.

EVENT STUDIES

An event study reviews the impact of environmen-
tal events, such as oil and chemical spills, and pub-
lic reporting of a company’s levels of emissions
(Toxic Release Inventory, or TRI) to determine
whether these singular events have an impact on a
company’s stock price.

TABLE 3. Innovest Environmental Ratings Assessment
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Environmental Disclosures, Regulatory
Costs, and Changes in Firm Value

In their study “Environmental Disclosures, Regula-
tory Costs, and Changes in Firm Value,” published
in volume 18 of the Journal of Accounting and Eco-

nomics, authors W. G. Blacconiere and D. M. Patten
reviewed the financial impact of the Bhopal incident.
Approximately 4,000 people died and 200,000 were
injured when a chemical accident at the Union
Carbide plant in Bhopal, India, released a deadly
poisonous gas.

KEY FINDING: The authors found that the market
value of Union Carbide’s common stock price fell
approximately $1 billion, or 28% within five trad-
ing days following the leak, and that the stock price
of Union Carbide suffered a sustained drop in re-
turns over one month after the accident. Moreover,
the authors found that the market tends to judge
guilt by association—the accident pulled down the
stock prices of 47 chemical firms for at least ten days
afterward.

The Impact of Environmental Management
on Firm Performance

Robert Klassen and Curtis McLaughlin expanded
the study of the impact of environmental events
on firm market value by reviewing events and their
effects at a number of firms over distinct time peri-
ods in their 1996 study “The Impact of Environmen-
tal Management on Firm Performance,” published
in Management Science.63

KEY FINDING: The authors concluded that environ-
mental performance, through both market gains and
cost savings affects firm financial performance.

METHODOLOGY:  The authors assessed the
impact of environmental crisis (such as oil, chemi-
cal, or gas spills) on the share price of a set of com-
panies. When reviewing the impact of negative
environmental events, the sample period was lim-
ited to two years, 1989–1990. There were 22 obser-
vations at 16 firms.

The authors also reviewed the impact of positive
environmental events (such as recognition of supe-
rior environmental performance by environmental
advocacy organizations and government bodies) on
firm market value by reviewing 110 such events at
82 firms over the 1985–1991 time period.

The authors attempted to control for other firm-
specific events that could affect stock price, such as
earnings reports. And they did not use data from
firms experiencing more than one event. The authors
discovered that the average negative environmen-
tal crisis had a market valuation of –$390 million,
equal to a loss of $0.70 a share, and that major spills
have significant costs attached to cleanup and settle-
ment of related legal suits. Furthermore, the authors
found that the average market valuation of the en-
vironmental awards was $80.5 million, or a gain of
approximately $0.37 per share.

CONCLUSION

In conclusion, most of the recent academic literature
agrees that environmental performance tends to cor-
relate positively with various measurements of fi-
nancial success such as profitability and shareholder
value. Depending on the design of the study, indus-
try sectors reviewed, variables controlled, and the
specific goal of the study itself, the correlations ranged

from no negative impact related to the application of en-

vironmental standards to very strong indications that en-

vironmental performance can be a significant value driver.

It’s important to recognize that almost all of the stud-
ies quickly caution that correlation does not neces-
sarily imply causality. That is, environmental
improvements alone will not necessarily drive im-
proved profits or a positive market reaction. In many
cases, the studies pose new research questions even
as they shed light on the correlations studied. Cer-
tainly this is a field that is ripe for further scholar-
ship. In particular, there is a need for detailed,
multiyear case studies that examine the long-term
impact of environmental performance issues on
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shareholder value, as well as studies to address the
intrinsic value of unexploited natural resources to
future generations.

However, we find it highly significant that some
of the United States’ finest academic, business, and
government thinkers have found that most evi-
dence points toward a close association between
environmental performance and the financial
bottom line. At the very least, there is almost uni-
versal agreement that the investment in environ-
mental improvement has no worse than a neutral
effect. Virtually none of the current, credible, peer-
reviewed studies conclude that good environmen-
tal policies and programs are an unworthy
investment.

NOTES

57 Office of Cooperative Environmental Management,
U.S. EPA, Green Dividends? The Relationship Between
Firms’ Environmental Performance and Financial Perfor-
mance (May 2000), p. 8.

58 The Moskowitz Prize is awarded annually by the So-
cial Investment Forum to authors of scholarly work
for outstanding research on socially responsible in-
vesting. The criteria for the prize includes appropri-

ateness and rigor of quantitative methods. The prize
winner is selected by a jury of scholars and invest-
ment professionals.

59 The authors attribute their finding to three possible
scenarios: 1) The market may simply value those cor-
porations with less negative environmental liabilities
and risks. 2) Adopting more stringent environmen-
tal standards might actually prove to be more profit-
able than defaulting to local environmental standards
because of reduced liabilities and realization of en-
vironmental efficiencies. 3) Firms that are poorly
managed and less competitive (therefore less profit-
able) may tend to adopt lower environmental stan-
dards.

60 Tobin’s q is calculated by the following equation:

Firm equity value + book value of long term debt
+ net current liabilities

book value of inventory + net value of physical
plant and equipment

61 According to the study, facilities must complete an-
nual toxic release inventory (TRI) reports if they
manufacture or process 25,000 pounds (or about
11,340 kilograms), use more than 10,000 pounds of
any listed chemical during a calendar year, and have
ten or more full-time employees.

62 J.B. Guerard, Jr., M Gultekin, and B.K. Stone, “The
Role of Fundamental Data and Analysts’ Earnings
Breadth, Forecasts, and Revisions in Creation of Ef-
ficient Portfolios,” in Research in Finance, edited by
A. Chen. JAI Press, 1997, pp. 69-91, and J.B. Guerard,
Jr., “Is There a Cost to Being Socially Responsible in
Investing?” Journal of Forecasting 16 (1997), 475–490.

63 Volume 24, issue 8, 1199–1213.
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The first two chapters of this paper have reviewed
business and academic evidence that environmen-
tal performance can be a strong corporate value
driver—especially if measured over the longer term.
The Legal Landscape builds on this foundation to
explore instances where financial considerations dic-
tate that a prudent fiduciary should affirmatively
consider environmental issues as an integral part of
portfolio management. However, because the
metrics of measuring the financial impacts of envi-
ronmental management are still emerging, we rec-
ognize that the financial case for environmental
portfolio management may not always be clear or
easy to identify. There are also instances where, be-
cause of issues related to their fund’s mission, or in
instances where traditional financial considerations
are equal, it may be important to consider environ-
mental issues from a non-financial standpoint. For

these reasons, we also review the extensive body of
court rulings, publications, and statements by legal
scholars asserting that consideration of environmen-
tal factors for non-financial reasons is also permis-
sible and prudent.

Although we believe that it may be possible to
extrapolate conclusions about fiduciary duty be-
yond the bounds of our analysis, the following dis-
cussion is limited to private pension funds, public
pension funds, and nonprofit entities. Private pen-
sion funds are governed by standards set in the fed-
eral Employee Retirement Income Security Act
(ERISA). While public pension funds look to ERISA
for guidance, they are ultimately controlled by stan-
dards set in state law. Thus, there can be variations
in fiduciary duty from state to state. Although it’s
beyond the scope of this paper to examine each
state’s standards in detail, we outline relevant por-

CHAPTER III

THE LEGAL LANDSCAPE
Considering Environmental Performance in Investment Management

Is Not Only Permissible; in Some Cases It May Be Required

Whenever a trustee makes an investment decision with respect to the funds under his or her
responsibility, it is done in the context of legally binding “fiduciary duties.” These duties, estab-
lished under state and federal law, define the parameters of legally permissible conduct. They
also identify certain required actions. In this way, they serve as a legal floor and ceiling: that is,
certain actions must be taken, while other actions may be taken.

From the start, it’s important to distinguish between the responsibilities inherent in day-to-
day fund management from overall fiduciary duty. In many cases, especially in large funds, fidu-
ciaries have delegated a considerable degree of authority to those who manage their fund’s assets.
Fund managers may be held to stringent standards and expected to meet applicable performance
benchmarks. In many cases, this encourages investment managers to take a relatively short-term
view of investment performance. However, we believe that in addition to requiring this type of
performance from their fund managers, fiduciaries of large, permanent funds such as pension
funds or charitable endowments must also maintain a long-term view, because overall fiduciary
concern must extend to the future viability of the fund, not simply its present returns.

,
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tions California and New York law because those
two states are home to some of our nation’s largest
pension funds and foundations. In some cases we
point to instances where state standards may spe-
cifically allow fiduciaries to consider environmen-
tal considerations in portfolio management. For
example, Connecticut State law asserts that public
pension fund fiduciaries may consider the environ-
mental implications of investments, including deci-
sions related to individual securities or types of
securities.64 In other words, basic ERISA principles
(which provide a guiding standard if not a strictly
binding one) clearly allow consideration of environ-
mental factors. State law may contain more specific
prescriptions related to the permissibility of envi-
ronmental considerations.

Fiduciaries of nonprofit organizations are bound
by slightly different standards. In the majority of
states, nonprofit endowment management is guided
by standards set in the Uniform Management of In-
stitutional Funds Act (UMIFA). In general terms, this
guidance sets what is commonly called the “busi-
ness care” standard, requiring that good-faith deci-
sions be made on a reasonable basis with a rational
belief that the decision is in the best interest of the
corporation—allowing fiduciaries greater discretion
in portfolio management than ERISA or typical state
pension plan fiduciary laws. Because ERISA gener-
ally presents a higher standard than UMIFA, we be-
lieve that our analysis of fiduciary obligations under
ERISA also holds true for charitable foundations
guided by UMIFA.

In short, like many public pension funds and other
institutions, we use ERISA as the gold standard in
examining fiduciaries’ rights and obligations to con-
sider environmental factors in portfolio management.
Because the overarching ERISA guidance is generally
more restrictive than other applicable standards, we
conclude that if environmental considerations are
allowed under ERISA, then they are quite likely
allowed under the less restrictive standards.

In Overview of Fiduciaries’ Legal Obligations,

we review basic fiduciary law and the well-estab-

lished conclusion that fiduciaries may consider so-
cial and environmental issues. This conclusion has
gained widespread acceptance, as best illustrated by
a recent publication from the international financial
and commercial law firm of Baker & McKenzie on
the role of social issues in public pension fund in-
vestment decisions.65

In Evolving Interpretations of the Duty of Pru-

dence, the analysis explores the changing definition
of the Duty of Prudence and how it has evolved over
time to reflect the realities of fiduciary decision-
making and understandings of the market.

In The Duty to Diversify, we explore the Duty to
Diversify and how this duty imposes on fiduciaries
the need to consider environmental impacts.

In The Duty to Monitor, the analysis discusses
the Duty to Monitor and the challenges it poses to
fiduciaries to be actively involved in screening fund
investments.

In The Duty of Obedience, we examine fiduciary
responsibility to consider environmental issues be-
cause of a fund’s particular goals and objectives.
This chapter may be of particular interest to chari-
table trusts and foundations.

In Summarizing the Arguments, the analysis sum-
marizes the typical criticisms of incorporating en-
vironmental issues into investment decisions and
explains how those arguments fail.

OVERVIEW OF FIDUCIARIES’
LEGAL OBLIGATIONS
Including Environmental Considerations in Invest-

ment Management Decisions Is Consistent with the

Duties of Loyalty and Prudence

While the exact language defining the duty of loy-
alty varies from state to state and from state law to
the federal law, the underlying standard applied to
pensions is that fiduciaries must act solely in the inter-

est of plan participants and beneficiaries and for the ex-

clusive purpose of providing plan benefits.66 While this
standard is very high and requires the fiduciary to
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act in the utmost good faith toward the beneficiary
in all matters connected with the trust,67 trustees are
entitled to the presumption that they have met this
standard and the burden is upon an objecting
beneficiary to show a bad-faith exercise of the
fiduciary’s powers.68

In the case of nonprofit entities, the duty of loy-
alty is to their tax-exempt mission, rather than a spe-
cific pool of individuals. Therefore, as we discuss
in detail later in this chapter under The Duty of Obe-

dience, charitable foundation trustees must consider
whether their decisions further, or at least do not
hinder, their fund’s charitable purpose. Therefore,
the environmental performance of portfolio compa-
nies has obvious implications for foundations with
environmental missions. This same type of analysis
can be extrapolated across the spectrum of charitable
interest. For example, a foundation
with a social or human-rights mission
might consider the implications of a
portfolio company’s labor or human-
rights record.

The language defining the duty of
prudence is similarly varied, but can
be summarized as requiring fiducia-
ries to discharge their duties with the
care, skill, prudence, and diligence
under the prevailing circumstances
that a prudent investor—acting in a
like capacity and familiar with these matters—
would use in the conduct of an enterprise of a like
character and with like aims. Furthermore, manage-
ment decisions respecting individual assets and
courses of action must be evaluated not in isolation,
but in the context of the trust portfolio as a whole
and as a part of an overall investment strategy hav-
ing risk and return objectives reasonably suited to
the trust.

We believe the metrics of measuring environmen-
tal performance (profiled in Chapter I, The Environ-

ment as a Value Driver) have become so robust, and
the academic evidence documenting environmen-
tal/financial correlations (profiled in Chapter II,

Academic Perspectives) has become so persuasive,
that integrating environmental considerations into
portfolio management must now be considered con-
sistent with this basic definition of prudence.

Fiduciaries Must Fully Inquire
into the Facts Surrounding
a Shareholder Resolution and Treat
Proxies as Assets

The relationship of fiduciary duties to environmen-
tal issues is of primary importance in considering
shareholder resolutions and proxy voting.

According to the Department of Labor, “the fi-
duciary act of managing plan assets which are shares
of corporate stock…includes the voting of proxies
appurtenant to those shares of stock.”69 More

recently, SEC Chairman Harvey Pitt
expressed agreement with this conclu-
sion in a different context by stating
“an investment advisor must exercise
its responsibility to vote the shares of
its client in a manner that is consistent
with…its fiduciary duties under state
and federal law to act in the best in-
terests of its clients.”70 A few courts
have addressed this issue and have
supported this conclusion.71 This con-
clusion is also well-supported by

other authorities that have concluded, “as in the case
of any right or privilege entrusted him, his decision
whether and how to deal with the right to vote be-
comes an expression of the trust he serves. He must
exercise reasonable care in deciding these ques-
tions.”72 Thus, a fiduciary who “fails to vote, or casts
a vote without considering the impact of the ques-
tion, or votes blindly with management” will vio-
late the rule of prudence.73 Furthermore, the duty
of prudence includes a duty of inquiry into the
relevant facts and circumstances surrounding the
investment decision.74

These standards take on particular significance
with respect to shareholder resolutions regarding

A fiduciary who

“fails to vote, or casts

a vote without

considering the impact

of the question,

or votes blindly with

management” will

violate the rule

of prudence.
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environmental issues. If, for example, the pension
fund owns shares in Albertson’s, the Gap, or Home
Depot, and shareholders have proposed an environ-
mental resolution such as adoption of the CERES
Principles and reporting guidelines, the trustees
must ensure that they vote the fund’s shares in ac-
cordance with the duty of inquiry. Consequently, the
duty of prudence requires a fiduciary to investigate
the facts and circumstances relevant to the funda-
mental question raised by the resolution (that is, will
joining international business leaders in a dialogue
designed to improve environmental performance,
and accepting assistance in identifying and tabulat-
ing environmental improvements, be likely to en-
hance productivity, competitive advantage, and
value?). It would be inappropriate to give only a
cursory look at such an important question. Further-
more, in order to protect against any legal chal-
lenges, it would be wise to provide documentation
of the information considered and evidence that it
was incorporated into the decision-making process.

In terms of this specific example, we believe that
fiduciaries who fail to make meaningful inquiry into
resolutions related to enhanced environmental re-
porting and dialogue may do so at their peril, since
these resolutions are designed to improve long-term
environmental performance and a great weight of
evidence suggests that improved environmental
performance can lead to improved shareholder
value.

Fiduciaries May Engage
in Shareholder Activism on
Environmental Issues

In addition to considering environmental issues in
general portfolio management decisions, such as
buy/sell/hold, asset allocation, style, and proxy
voting, there are also proactive steps that a fiduciary
can take to maximize shareholder value through
improving environmental performance, such as en-
gaging in dialogue about issues where the fund be-
lieves that operational or management changes

could lead to increased value. It is clear that under
many circumstances, pension funds and founda-
tions can engage in this type of shareholder activ-
ism. The Department of Labor, which enforces
ERISA, has stated through its regulations that

activities intended to monitor or influence the
management of corporations in which the plan
owns stock is consistent with a fiduciary’s obli-
gations under ERISA where the responsible fi-
duciary concludes that there is a reasonable ex-
pectation that such monitoring or communication
with management, by the plan alone or together
with other shareholders, is likely to enhance the
value of the plan’s investment in the corporation,
after taking into account the costs involved.75

This statement is very important because the De-
partment of Labor is recognizing the fact that there
is a legitimate role for pension funds in taking steps
to increase the value of a particular company. That
is, institutional trustees need not sit on the sidelines
and hope that the companies that they own do the
right thing. Rather, it is completely appropriate to
try and influence the management of the company
when such activities seem likely to increase the value
of the company. In fact, several public pension funds
such as CalPERS and the New York City Retirement
Funds have developed several cost-effective strate-
gies for maximizing value through active engage-
ment. These strategies are discussed in Chapter 4,
Recommendations.

The department goes on to further explain its
opinion, and expresses the conclusion that “such a
reasonable expectation may exist in various circum-
stances; for example, where plan investments in cor-
porate stock are held as long-term investments or
where a plan may not be able to easily dispose such
an investment.”76 The department also stated its
belief that

this standard would not be different for portfo-
lios designed to match the performance of mar-
ket indexes (sometimes referred to as ‘index
funds’). In such funds, the investments are of-
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ten held on a long-term basis and the prudent
exercise of proxy voting rights or other forms of
corporate monitoring or communication may be
the only method available for attempting to en-
hance the value of the portfolio.77

This statement is significant because it provides
for an active role in an otherwise passive investment
strategy. Although the department’s purview is lim-
ited to pension funds, we believe that charitable
trustees face a similar standard.

The question remains what occasions are likely
to increase the value of a corporation.78 The depart-
ment has identified the state of incorporation as an
issue that is likely to affect the value of the plan’s
investment in the corporation.79 The SEC has also
identified issues that are likely to affect the value of
a company. For example, the SEC chief economist
found that on average, when a company adopts a
“poison pill plan in the midst of takeover specula-
tion” the company’s stock declines 2.4% net of mar-
ket;80 and found an average net-of-market stock
return of –1.31% for all types of anti-takeover
amendments.81

While the SEC has not looked directly at envi-
ronmental issues, the previous chapter of this pa-
per showed that in most cases there was a positive
relationship between environmental performance
and financial performance.

The box on page 34 contains an example of how
the Connecticut Retirement Plans and Trust Funds
interpreted the financial significance of one of our
day’s most pressing environmental issues: global
climate change.

Based on the growing wealth of data describing
the positive nature of the environmental/financial
nexus, it’s reasonable to believe that attempts to in-
fluence the environmental practices of a company
could enhance the long-term value of the fund’s in-
vestment in the corporation and would be consis-
tent with the fiduciary duties of the trustees. Also,
as illustrated by the Connecticut Retirement Plans
resolution, global climate change represents a sig-
nificant financial risk that would be imprudent to

ignore. In fact, as a matter of preventative practice
in light of the strong link between environmental
and financial performance, it may be wise to engage
in some level of environmental shareholder activ-
ism in an effort to both increase share and company
value, and mitigate identifiable risk factors.

It Is Also Permissible for Fiduciaries
to Consider Non-financial,
Collateral Benefits

Even in cases where the financial implications of
environmental performance are unclear, or if a fi-
duciary is concerned that considering environmen-
tal performance would violate ERISA’s exclusive
benefits rule and/or involve non-financial consid-
erations, fiduciaries who want to look at environ-
mental or social factors are still on strong legal
ground.

The exclusive benefits rule and the duty of
prudence have been consistently interpreted to
mean that other considerations (such as social and
environmental issues) can be incorporated into the
decision-making process so long as those consider-
ations do not supersede customary financial consid-
erations. That is, environmental considerations
violate neither the requirement to act in the benefi-
ciaries’ best interests nor the mandate to make pru-
dent investment decisions if they are properly
incorporated into the decision-making process.

In 1998, the Department of Labor, which admin-
isters the Employee Retirement Income Security Act
(ERISA), “expressed the view that the fiduciary stan-
dards of chapters 403 and 404 do not preclude con-
sideration of collateral benefits, such as those offered
by a ‘socially-responsible’ fund, in a fiduciary’s
evaluation of a particular investment opportunity.”
Nevertheless, fiduciaries must not subordinate the
interests of plan members or beneficiaries to those
other considerations. Or, as the Department of La-
bor explained in what has become known as the
Calvert Letter, a “decision to make an investment,
or to designate an investment alternative, may not
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Resolution submitted by the Connecticut Retirement Plans and Trust Funds

GREENHOUSE GASES EMISSIONS

WHEREAS:

The Environmental Protection Agency has stated that electricity generation is responsible for 40%
of man-made carbon dioxide, the leading greenhouse gas (GHG), as well as 25% of nitrous oxides,
67% of sulfur dioxide, and 34% of mercury emitted annually nationwide. (2000)

The Intergovernmental Panel on Climate Change has found “new and stronger evidence that
most of the warming observed over the last fifty years is attributed to human activity.” (2001)

Growing evidence indicates that environmental damage from fossil fuel burning will be major
and worldwide. Threats include (IPCC, 2001):

• increases, in some geographic areas, in droughts, floods, landslides, intense storms, heat waves,
and incidences of waterborne (cholera) and vector-borne diseases (malaria);

• widespread increase in the risk of floods inundating the homes of tens of millions of people,
resulting in an increased drowning, disease, and, in developing countries, hunger and malnutri-
tion; and

• irreversible damage to vulnerable ecosystems, with increased risk of extinction of some more
vulnerable species and a loss of biodiversity.

In July 2001, 178 nations signed the Bonn agreement, requiring industrialized nations to reduce
greenhouse emissions to 5.2% less than 1990 levels, by 2008. (Wall Street Journal, 7/24/01)

Companies with top-rated environmental records are faring significantly better financially than
those with worse records. From 1997–2000, they had 3.53% higher annual returns on investment
than a broader universe of companies and 7.80% higher annual returns than companies with low-
rated environmental records. (QED International, 2001) Between 1998–2000, “the stock price of the
more environmentally friendly top half outperformed the bottom half by…17.2% in U.S. petroleum
and 12.4% in U.S. electric utilities. (Barrons, 8/6/01)

A growing number of companies are conducting an inventory of their GHG emissions, imple-
menting emissions reduction projects and targets, and trading GHG emission reductions.

 We believe that good stewardship of our resources requires that we reduce polluting emissions
when possible and prudent.

RESOLVED: That the Board of Directors of American Electric Power report (at reasonable cost
and omitting proprietary information) to shareholders on the GHG emissions from our company’s
own operations and services, including (a) an inventory of all GHG emissions from all worldwide
operations, (b) actions taken to date to reduce GHG emissions, and (c) plans to further reduce GHG
emissions.82
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be influenced by non-economic factors unless the
investment ultimately chosen for the plan, when
judged solely on the basis of its economic value,
would be equal to or superior to alternative avail-
able investments.”83 Thus, while the previous chap-
ter of this paper explained how environmental
performance is a relevant financial factor in invest-
ment analysis, it is clear that environmental issues
are appropriate to consider even if one regards them
as nonfinancial considerations.

The courts share this view as well. In Withers v.

Teachers’ Retirement System, the court concluded that
so long as trustees have firm and reasonable
grounds for concluding that their actions will be in
the best interest of the beneficiaries, and so long as
their primary motivation is the interests of the
beneficiaries, their actions are consistent with the
exclusive purposes rule.84

In Withers, retired New York City teachers sued
their retirement board, claiming that the board had
breached their fiduciary duties when they used trust
assets to buy $860 million of highly speculative and
unmarketable New York City bonds in order to keep
New York financially afloat. In 1975, New York City,
the source of 62% of the Retirement System’s in-
come, was allegedly on the verge of bankruptcy. In
an effort to resolve the crisis, city and state officials
asked the Retirement System board to purchase hun-
dreds of millions of city bonds. The board agreed
and the suit followed. The retired teachers argued,
inter alia, that the board violated its duty of loyalty
in making their investment decision with the objec-
tive of rescuing the city rather than enhancing the
soundness of the fund.

The court decided that the board had not violated
its duty for a number of reasons. First, the testimony
of the members of the board convinced the court that
“the predominant concern of the trustees was the
effect that a bankrupt city would have on the sol-
vency of their own retirement fund.” That is, to the
extent that the trustees considered the city’s needs,
it was only to consider how it would directly im-
pact the Retirement System. Related to this issue was

the question of whether it was reasonable to believe
that New York would go bankrupt and whether the
purchase of the city bonds would secure the sol-
vency of Retirement System fund. The court con-
cluded that the board had “firm grounds” for
concluding that their action was necessary. In par-
ticular, the board relied on the information and opin-
ions provided by experts within their own staff as
well as experts from the city and state. In addition,
the board members reviewed the information on
their own and formed their own “intensive indepen-
dent analysis.”

While the Calvert Letter and the Withers case were
decided on the basis of federal law, those decisions
have significant influence over state standards. For
example, CalPERS has indicated that it turns to fed-
eral standards “for guidance.”85 In fact, CalPERS has
relied heavily on ERISA law to justify its corporate
governance campaign.86

The appropriateness of considering collateral
benefits has also been advocated by the international
financial and commercial law firm Baker &
McKenzie. In a lecture to the California County
Employee Retirement System board members,
members of the firm concluded that

retirement boards’ consideration of social policy
goals, collateral to the economic criteria, is
permissible…if boards meet their fiduciary du-
ties. If the social investment’s rate of return is
similar to the return on a similar type of invest-
ment that does not possess the social objective
sought, then it appears that public employee re-
tirement system boards can make the social in-
vestment. Similarly, if the return on an invest-
ment is likely to be impaired, then the decision
to divest can be made even if consideration is
given to non-economic social factors.87

What these and other authorities consistently
point out is that incorporating what have traditionally

been regarded as nonfinancial considerations into an in-

vestment decision is consistent with the duty of prudence

when those allegedly nonfinancial considerations actu-

ally will lead to a better financial decision.
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For example, in Board of Trustees v. Mayor of Balti-

more,88 the city adopted two ordinances that required
the city retirement systems to divest their holdings
in companies doing business with Namibia and
South Africa. The trustees sued the mayor, arguing
that the ordinances would compel them to breach
their duties of loyalty and prudence. The court, how-
ever, concluded that the ordinances’ requirement
that the trustees consider social issues in addition
to financial criteria was in fact consistent with those
duties. Specifically, the court, relying in part on the
highly respected authorities Professors Austin Scott,
then Dane Professor of Law Emeritus of Harvard
University, and William Fratcher, R. B. Price Distin-
guished Professor of Law Emeritus of the Univer-
sity of Missouri, pointed out that “just as the
directors (of a for-profit corporation) may conclude
that charitable contributions are in the corporation’s
long-term interests, so too a trustee ‘may well be-
lieve that a corporation that has a proper sense of
social obligation is more likely to be successful in
the long run.’”89

Finally, it is important to note that the Depart-
ment of Labor contemplated activism related to non-
financial criteria. The department expressly stated
that

other issues may include such matters as con-
sideration of the appropriateness of executive
compensation, the corporation’s policy regard-
ing mergers and acquisitions, the extent of debt
financing and capitalization, the nature of long-
term business plans, the corporation’s invest-
ment in training to develop its work force, other
workplace practices, and financial and non-finan-
cial measures of corporate performance.90

Therefore, regardless of whether one character-
izes environmental issues as financial or non-finan-
cial, fiduciaries are on strong legal ground when
they incorporate environmental issues into portfo-
lio management. In fact, as a matter of preventative
law, a fiduciary would be better positioned to de-
fend a legal challenge to an investment or invest-

ment management decision if he or she incorporated
relevant environmental information into the invest-
ment decision, considering the role of environmen-
tal issues as value drivers or risk factors in the
industry sector in question, and considering the spe-
cific environmental performance of the corporation
being evaluated in relation to appropriate industry
sector benchmarks. As with other parts of our analy-
sis, although the commentary and case law is gen-
erally directed at pension funds, we believe the
conclusions are equally valid for charitable founda-
tions and other nonprofit entities.

EVOLVING INTERPRETATIONS
OF THE DUTY OF PRUDENCE
The Prudent Man/Investor Rule Is Designed to

Be General and Flexible to Adapt to the Changes

That Occur Over Time in the Financial World

In examining the structure of fiduciary duties,
worthwhile perspective is gained by stepping back
and looking at how interpretations of the duty of
prudence have evolved. As with many other ques-
tions of legal interpretation, the legal understand-
ing of fiduciary duties is not static. Rather, the
concepts evolved in response to changes in society
and the financial community. It is evident that the
judicial and statutory standards often mesh imper-
fectly with the realities of the contemporary mar-
ketplace. A prime example of this is found in the
history of the “prudent man” rule. The prudent man
rule underwent significant changes from the mid-
1970s through the early 1990s in response to changes
in the financial world that began in the 1950s. Then,
during those roughly fifteen years from the mid-
1970s to the early 1990s, the law went through a pe-
riod of active criticism, experimentation, and
reinterpretation to catch up with the actual needs
of fiduciaries. This chapter provides a brief history
of the dynamic evolution of the duty of prudence
and highlights the steps that reduced the disparity
between the law and reality. We believe that we are



37THE ENVIRONMENTAL FIDUCIARY

THE LEGAL LANDSCAPE

again seeing the evolution of the interpretation of
fiduciary prudence—this time to recognize the posi-
tive value of incorporating environmental and social
factors into portfolio management.

In the latter half of the nineteenth century and
the first half of the twentieth century, courts held
that the prudent man rule “necessarily excludes all
speculation, all investments for an uncertain and
doubtful rise in the market.”91 Under that standard,
trustees could only concern themselves with the
preservation of the corpus and obtaining a reason-
able income. In other words, bonds reigned supreme
and courts barred investments in common stocks
as an impermissible delegation of responsibility to

corporate officers. At this time, most states had lists
specifying legally permissible investments.92

Beginning in the 1950s, completely separate from
what was happening in the courts and legislatures,
financial and economic theories regarding invest-
ments began to mature. The result was the devel-
opment of modern portfolio theory under which “an
investor would endeavor to construct a portfolio
that contained assets yielding the lowest level of risk
for a given rate of return or, alternatively, a portfo-
lio yielding the highest rate of return for a given
level of risk.” This risk minimization would be
achieved through diversification in which “the in-
dividual asset can be evaluated only in the context
of the whole portfolio because, though the asset may
be highly speculative and volatile by itself, it may
reduce the risk of the overall portfolio because it re-
acts to events differently than other assets in the
portfolio.”94

By the middle of the 1970s, this theory had been
widely accepted by financial professionals.95 What
was so startling about this development was its dis-
parity with trust law. Under the law there were
whole classes of investments that were deemed
speculative and therefore legally unacceptable. In
contrast, the best financial theories of the time con-
tended that an individual asset was not speculative
per se, but must be evaluated in the context of the
whole portfolio.

This dissonance led to conflicts between what
many regarded as intelligent and prudent invest-
ment strategies for trustees, especially during a pe-
riod of high inflation, and the legal standards
imposed by legislatures and judges. The result was
criticism from both the legal and financial realms.

From 1976 through 1986, the prudent man rule
came under repeated and increasingly powerful
criticism. The disapproval came from legal scholars
like John Langbein and Richard Posner and promi-
nent business attorneys like Austin Fleming and
Bevis Longstreth. These commentators were critical
of the conservative and limiting prudent man rule
that “deter[red] conscientious trustees from doing

A Historical View of Prudence

1869—New York Court of Appeals rejected
any investment by fiduciaries in common
stock, deeming such investments speculative
and an improper delegation of the perfor-
mance of the trust to directors of the company.

Among the investments and practices pro-
hibited as speculative in the nineteenth cen-
tury were:

• Purchase of securities on margin
• Purchase of real property for resale
• Venture capital
The following investments were consid-

ered questionable, but in most cases were held
by the courts to be speculative (and therefore
prohibited):

• Precious metals
• Collectibles
• Deep discount bonds
• Options
• Futures
• Selling securities short
• Repurchase agreements
• Securities lending
• Currency hedging
• Second mortgages93



38 THE ENVIRONMENTAL FIDUCIARY

THE LEGAL LANDSCAPE

the best investment job they are capable of.“96 They
pointed out that the rule completely failed to recog-
nize or leave room for the insights offered by mod-
ern portfolio theory. They argued that, for all intents
and purposes, the law of trusts remained in the nine-
teenth century and was unduly restricting the dis-
cretion of trustees, compelling trustees to keep
losing investments for far too long, failing to pre-
serve the purchasing power of the trust principal,
and leading to underdiversified portfolios.97 Other
critics drew attention to the fact that the rule com-
pletely prohibited certain investments and classes
of investments, prohibited delegation of all but min-
isterial duties, discouraged new investment prod-
ucts and techniques, and approved
certain investments without inquiry.98

The federal government re-
sponded to these criticisms relatively
quickly, and just three years after the
first legal criticisms of the standard
were published in 1976, the Depart-
ment of Labor incorporated the mod-
ern portfolio theory into the ERISA
standard of prudence.99 The states
were slower to respond; it was not
until 1986 that California became the
first state to amend its statute. By 1991, twelve states
in all had modified their statutes.100

The slowest to respond were the American Law
Institute, which adopted the prudent investor rule
in the Restatement (Third) of Trusts, and the Na-
tional Conference of Commissioners on Uniform
State Law, which adopted the Uniform Prudent In-
vestor Act (UPIA) in 1994. By January 1, 1998,
twenty-six states had either adopted the UPIA or
incorporated its principles into their own statutes.101

Despite its slow response, the American Law
Institute may have best stated the need to have a
flexible understanding of prudence.

The prudent investor project was undertaken
with a clear recognition that trust investment law
should reflect and accommodate current knowl-

edge and concepts in the financial community.
While seeking to incorporate the lessons of mod-
ern experience and research, a scrupulous effort
was made to avoid either endorsing or exclud-
ing particular theories of economics or invest-
ment. In addition, an important objective in
drafting the prudent investor rule was to pre-
serve the flexibility necessary for the incorpora-
tion of future learning and developments…. The
rules are designed to be general and flexible
enough to adapt to the changes that may occur
over time in the financial world.102

This conclusion is also shared authoritatively by
the courts. For example, a U.S. federal court stated
that the definition of “prudent” behavior is “an

evolving concept that is given mean-
ing by the facts and circumstances of
each case.”103, 104

Today, we find ourselves in a simi-
lar place as in the 1970s; the financial
world has learned that good environ-
mental performance can drive better
financial performance, and it is time
to have that lesson reflected in inter-
pretations of the prudent investor
rule. A failure to consider and act on
environmentally related information

is not prudent in the financial sense of the word and
should not be considered prudent in the legal sense
of the word.

THE DUTY TO DIVERSIFY
Applying Environmental Issues to Questions

of Diversification Can Help a Fiduciary Meet the

Duty to Diversify Plan Assets

As a subduty of the duty of prudence, trustees act-
ing in a fiduciary capacity have a duty to diversify
the trust assets. An example of language express-
ing this duty is: “the prudent investor standard re-
quires a trustee . . . to diversify assets unless the
trustee reasonably determines that it is in the inter-

A failure to consider

and act on environmen-

tally related informa-

tion is not prudent in

the financial sense of

the word and should

not be considered

prudent in the legal

sense of the word.
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ests of the beneficiaries not to diversify.”105 What is
also evident from this rule is that the obligation to
diversify is ultimately subject to the prudent inves-
tor rule—prudence is more important than strict
adherence to diversification.

The Restatement (Third) of Trusts explains that
diversification is required to reduce, as far as pos-
sible, the risk of a portfolio that is not compensated
by greater market return.106 This is based on the find-
ing of modern portfolio theory that, since different
investments react differently to events affecting the
economy, an investment can reduce risk if it reacts
differently to events than do the other investments
in the portfolio.107

The Argument for Environmental
Diversity

All assets do not react to events in the same way.
Therefore, in reaction to a given event, some invest-
ments may go up and others may go down. How-
ever, many fund managers do not consider
environmental factors in assessing portfolio diver-
sity. The following example shows how environ-
mental diversity in a utility portfolio could become
a significant stabilizing factor.

Consider recent U.S. and international develop-
ments related to air pollution emissions. Despite the
United States’ holdout, the European Union, Japan,
and other industrialized nations recently ratified the
Kyoto Protocols, an international treaty designed to
reduce greenhouse gas emissions. As a result, we
can reasonably expect to see individual nations im-
posing tighter environmental regulations on a vari-
ety of emissions sources—including electricity
production, a leading source of greenhouse gasses.
In the U.S., the Supreme Court recently ruled that
the Clean Air Act does not permit the EPA to con-
sider implementation costs in setting national am-
bient air quality standards. Rather, the EPA is
required to set the standards based on information
about the effects of pollutants on public health.108 Al-
though critics of the Bush Administration’s new

“Clear Skies” plan contend that its voluntary nature
will undercut EPA enforcement of established Clean
Air Act standards, states such as California are con-
tinuing to set aggressive air quality regulatory stan-
dards. For example, California just set particulate
emissions standards that exceed federal standards
by 20–33%. Consequently, diesel engine manufac-
turers and others wishing to sell motor vehicles,
power generators, and farm and construction equip-
ment in California—the world’s fifth largest
economy—will have to meet tighter emissions
standards, regardless of federal enforcement.109

The underlying trend is unmistakable. Both in-
ternationally and in the U.S., we may expect to see
more stringent regulation of air pollution emissions.
Let’s examine the impact this trend will have on elec-
tricity production. Over 50% of the world’s energy
is supplied by coal or oil. Bucking international
trends to reduce coal consumption in favor of
cleaner-burning natural gas, coal consumption in the
U.S. has been on the increase—much of it due to in-
creased burning of cheap coal in old power plants.110

So if a fund owns utility stocks, and the companies
held in the fund rely primarily on old, dirty, coal-
based generators, then emerging regulations de-
signed to reduce either greenhouse gas or
smog-forming emissions will effect all of the fund’s
utility stocks the same way because the “dirty”
utilities’ costs will go up, negatively effecting the
bottom line. If, however, the fund has an environ-
mentally diversified utility portfolio with coal and
oil balanced by natural gas, solar, and wind, then
increased costs on the coal side could be offset by
increased profits from the gas, wind, and solar gen-
eration companies that would prosper in a tighter
regulatory climate.

Therefore, investors seeking a competitive advan-
tage in the utility sector might do well to consider
the benefits of environmental diversification. We
believe this same analysis could apply to many
industrial sectors.

In California, the duty to diversify must also be
interpreted in accordance with the state constitution.



40 THE ENVIRONMENTAL FIDUCIARY

THE LEGAL LANDSCAPE

The California Constitution states that:

 “The members of the retirement board of a pub-
lic pension or retirement system shall diversify
the investments of the system so as to minimize
the risk of loss and to maximize the rate of re-
turn, unless under the circumstances it is clearly not
prudent to do so.”111

This language has been used to oppose divest-
ment and social screening initiatives on the premise
that screening out particular companies or indus-
tries reduces the number of investment choices and
thereby leads to underdiversification. That is, with-
out the possibility of maximizing di-
versification, return cannot be
maximized nor can risk be effectively
hedged.

But the critics are ignoring the last
part of the constitutional mandate—
a careful consideration of the specific
circumstances that must educate a
prudent decision to buy, sell, hold, or
engage.112

First, assuming that the California
Constitution does adopt a maximum
diversification standard, that stan-
dard is clearly subordinated to the
duty of prudence. That is, there are occasions where
it would be imprudent to blindly maximize diver-
sification. A prime example of such an occasion
arises with tobacco divestment. When the CalPERS
board considered the subject of tobacco divestment,
the CalPERS staff concluded that the board should
not divest, in part because of the duty to diversify.113

However, the CalPERS board rejected this conclu-
sion because the board predicted that tobacco com-
pany litigation awards and settlements would
impede tobacco company return on investments.
Thus, the board reasoned, divestment would poten-
tially improve CalPERS’ earnings.114 In this instance,
the CalPERS board recognized that the true goal of
diversification is not maximum diversification or
maximum return, but prudent diversification and
return.

As cited earlier, prudence “is an evolving concept
that is given meaning by the facts and circumstances
of each case.”115 At work in this language is the con-
cept that strict rules of diversification do not super-
sede prudence. That is, what is most important is to
be sure that, given the particulars of the specific in-
vestment management question, the status of the
fund, the needs of the beneficiaries, the relevant in-
dustrial sector(s), and the state of the economy, a
prudent decision is made.

While environmental, ethical, or social consider-
ations are sometimes viewed as a hindrance to in-

vestment management, it is equally
possible to argue the converse. Opti-
mizing a portfolio for environmental
considerations can enhance diversity
and broaden investment opportunity.
In a paper addressing Canadian pen-
sion fund issues, Gil Yaron of the Ca-
nadian Shareholder Association for
Research and Education, quoting the
Manitoba Law Reform Commission,
pointed out that “[a] policy of diver-
sification might just as easily encour-
age investment of a percentage of
assets in socially or ethically desirable

investments whose characteristics differ from the
other securities in a portfolio…”116 For example,
without raising the issue of energy sustainability
and alternative sources, would pension funds or
foundations ever consider investing in the large
number of small companies that are engaged in the
business of alternative sources of energy? By add-
ing those companies to the list of potential invest-
ments, a trustee may actually increase the pool of
investment candidates and better meet his or her
duty to diversify the plan’s assets.

Considering an investment’s status in terms of
complying with environmental standards (thereby
avoiding fines and legal costs), using resources more
efficiently (thereby saving on materials and waste
disposal costs), and integration of low-environmen-
tal-impact technologies should become part of the

“A policy of

diversification might

just as easily encourage

investment of a

percentage of assets in

socially or ethically

desirable investments

whose characteristics

differ from the other

securities in a

portfolio…”
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diversification analysis. To do otherwise ignores
quantifiable risks.

The Implications of Universal
Ownership

Most large funds today exhibit at least some of the
characteristics of universal ownership—that is, due
to the size of the fund and participation in passive
investment strategies such as indexes, the fund more
or less owns the universe of marketable securities.117

But diversifying so broadly has an unintended and
ironic consequence: fiduciaries increase the chances
that an externality of one investment is the internal-
ity of another.

For example, look again the utility investment
scenario described earlier, this time considering the
impact of air pollution on public health. Public
health would generally be considered an external-
ity of the utility because it is not a cost that would
customarily be incorporated into any business de-
cisions. A fiduciary might initially argue that it is
unnecessary to consider the consequences of air pol-
lution caused by the coal-fired power plants in the
fund’s utility portfolio because those costs are ex-
ternal to power plants in which the fund is invested.
However, if the fund is a universal owner (that is,
broadly invested throughout the universe of mar-
ketable securities), it probably also invests in health
insurance stocks. Those same health insurance com-
panies are going to face increased payouts to people
whose health is negatively affected by air pollu-
tion.118 This may be passed on to employers, includ-
ing a universal owner’s portfolio companies, in the
form of higher premiums. In the case of a pension
fund, such as CalPERS, where the fund also admin-
isters beneficiaries’ health plans, these costs could
be directly absorbed by the fund. In either case, all
that’s happened is the costs of air pollution have
been shifted from one portion of the fund’s portfo-
lio or operations to another.

While a comprehensive integrated analysis of
these kinds of cross effects would be complex, we

believe it’s a problem worth grappling with. In the
short term, however, it’s clear that the dissonance
stemming from our power generation/health cost
example could be profitably reduced through an
environmentally diversified portfolio, which would
have some of its utility assets in natural gas, wind,
or solar—capturing the market demand for in-
creased electricity generation and the competitive
advantage of avoiding foreseeable regulatory costs
on the utility side, while reducing costs for the health
insurance companies. Such diversification may also
begin to reduce the macroeconomic risks related to
global climate change.

THE DUTY TO MONITOR
Because Fiduciaries are under a Duty to Monitor

Investments, They Should Review Holdings for

Environmental Performance

In addition to the duties of prudence, loyalty, and
diversity, there are additional duties that arise un-
der fiduciary law. One of these duties is the duty to
monitor. Essentially, the duty to monitor requires
fiduciaries to investigate the performance of their
equity holdings regardless whether they are indexed
or actively managed. This duty was extensively ex-
plored in 1995 by Richard H. Koppes, the then
Deputy Executive Officer and General Counsel of
CalPERS, and Maureen L. Reilly, the then Senior
Staff Counsel (Supervisor) for CalPERS, in a law re-
view article entitled “An Ounce of Prevention: Meet-
ing the Fiduciary Duty to Monitor an Index Fund
through Relationship Investing.”119 CalPERS has
used this law review article for years to provide a
legal justification for its corporate governance cam-
paign. In 1995, CalPERS referred to it as the legal
foundation for its policy statement on corporate gov-
ernance, “Why Corporate Governance Today? A
Policy Statement.”120, 121 The law review article was
most recently cited to provide a legal basis for the
CalPERS Global Proxy Voting Principles, published
on March 19, 2001.
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The following is based on the arguments set forth
by Koppes and Reilly in their law review article.

As indicated by the Restatement (Third) of Trusts
and case law, the courts have already found a duty
to monitor inherent in the duty of prudence as well
as in the nature of active investment strategies.122

This duty is intended to ensure that fiduciaries make
the proper effort to keep informed of the character
and nature of the fund’s active investments and to
meet their obligations to maintain and increase the
value of the trust corpus.

But does the duty to monitor extend to passive
investments such as index funds? We believe the
answer is yes. The Department of Labor, which en-
forces ERISA, assumes that fiduciaries monitor and
filter indexes for the express purpose of divesting
significantly poor performers.123 That is, there is an
assumption that fiduciaries are reviewing pertinent
information regarding the stocks that compose the
indexes they participate in, and making affirmative
decisions to optimize their holdings within the con-
text of the index strategy.

This type of management, however, runs counter
to the “efficient market” theory. The basic assump-
tion made by this theory is that the securities mar-
ket is an efficient market; that is, “the prices of goods
sold in that market fully reflect all available infor-
mation about those goods.”124 This theory of effi-
ciency assumes that one cannot “beat the market”
because to do so would require the investor to dis-
cover information about companies that is not gen-
erally known. Efficiency theory concludes that this
is impossible to achieve because by the time the in-
vestor has discovered the information, the price of
the stock has already changed to reflect that new
information. Therefore stock picking has been
deemed unwise and it has been generally assumed
that a court would conclude that index funds are
prudent.

But the efficiency theory can also be interpreted
as a disincentive to actively reviewing information
about various securities. Reviewing such informa-
tion may not be seen as cost effective (and therefore

not in keeping with the fiduciary’s duty to minimize
costs) because in an efficient market the value of a
stock will already reflect such information. Put dif-
ferently, there is a potential for contradiction in in-
terpretation between prevailing fiduciary conduct
guidance (Third Restatement, et al.) and prevailing
market dynamics theory.

In part, recognition of this contradiction has been
played out through heavy criticism of the efficient
market theory. As we point out in the opening chap-
ters of this paper, environmental practices and po-
sitioning have been shown to significantly affect
operating costs, profit margins, and competitive
advantage. But in many instances, there has been a
time lag between the identification of a particular
environmental/financial interplay and the reaction
of the “efficient market.” In other words, fiducia-
ries who rely only on market efficiency to capture
environmental values are, more often than not, leav-
ing some of their beneficiaries’ chips on the table.

The Third Restatement also criticizes the effi-
ciency theory, observing that modern research indi-
cates “some inefficiencies remain, even in the most
efficient of markets,” and that the theory “cannot
be expected to be altogether efficient in impound-
ing relevant information.”125

Other criticisms abound as well. For example,
Stanford University economist Mordecai Kurz has
determined that market prices respond to a “ratio-
nal belief equilibrium,” which results in the
mispricing of publicly traded shares.126

Recently, Martin Dickson in the Financial Times

discussed how stock market bubbles, like the recent
internet boom where share prices diverged greatly
from fundamental value over a significant period,
“pose an obvious challenge to the theory.”127

In light of these criticisms, a pension fund’s reli-
ance on efficiency theory to ensure that they are pru-
dently conducting their oversight of the portfolio
may be misplaced.

For example, if challenged to do so, a court may
not be inclined to find simple reliance on efficiency
theory to be prudent and may conclude that the
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trustees have breached their fiduciary duties. Such
a conclusion would find support in the Department
of Labor assumption that indexes are monitored and
filtered for the express purpose of divesting signifi-
cantly poor performers.128 For that matter, the De-
partment may also be encouraged or pressed to put
into effect its assumption.

Of perhaps greater concern, if Department stan-
dards or a governing state’s statutes are amended
to require filtering or monitoring of indexed funds,
the courts have indicated that the new standard
would impose a continuing duty applied to prior
investment decisions.129

This potential legal burden and lack of clear di-
rection from the courts creates an incentive for fi-
duciaries to ensure that they are acting in accordance
with their duty of prudence. By virtue of modern
portfolio theory, a form of insurance may be found
in pursuing some degree of active management
strategies and, inherent in that, heightened moni-
toring.

Under modern portfolio theory, “decisions re-
specting individual assets and courses of action
must be evaluated not in isolation, but in the con-
text of the trust portfolio as a whole and as a part of
an overall investment strategy.”130 This principle is
useful as insurance because it means that a failure
to monitor and screen an index fund would not be
evaluated in isolation but in the context of other ac-
tions taken by the fiduciaries that balance that fail-
ure. Active strategies reasonably intended to
increase the value of other investments would be
the kind of actions that would offset the index fail-
ure.

For example, a pension fund or foundation could
review its holdings, selecting a subset of companies
with poor environmental records relative to their
industry peers. Similar to many funds’ long-stand-
ing practice of active engagement on corporate gov-
ernance issues, the fund could then approach the
poor performers to discuss the companies’ plans for
environmental improvement. Exerting such pres-
sure would be based on the reasonable assumption

that it would be likely to improve the value of the
companies and consequently the value of the pen-
sion fund’s assets. Many funds, such as CalPERS,
already conduct very similar programs related to im-
proving corporate governance. Including environ-
mental considerations in this type of program could
be a very cost-effective way of ensuring that the duty
to monitor has been fully respected.

THE DUTY OF OBEDIENCE
The Duty of Obedience Requires Fiduciaries to

Consider Whether an Investment Decision Would

Further, or at the Least, Not Hinder, the Fulfill-

ment of the Fund’s Purposes

An additional duty that is imposed on fiduciaries is
the duty of obedience. This duty requires the fidu-
ciary to make sure the organization is obedient to
its mission. The Third Restatement makes reference
to this duty in chapter 227, which reads:

The trustee is under a duty to the beneficiary to
invest and manage the funds of the trust as a
prudent investor would, in light of the purposes,
terms, distribution requirements, and other cir-
cumstances of the trust.131

It goes on to state that “[t]he duty of care requires
the trustee to exercise reasonable effort and diligence
in making and monitoring investments for the trust,
with attention to the trust’s objectives.”132

Charitable Foundations, Endowments,
and Other Nonprofits

In addition to these authorities, there is legal com-
mentary on this subject in the area of nonprofit cor-
porations and the obligation of those organizations
to be loyal to their missions.133 Because of the spe-
cialized nature of their missions and the obligations
imposed by their charitable status, foundations,
charitable trusts, endowments, and other nonprofits
must be exceptionally vigilant in remaining obedi-
ent to their mission.
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In “On Being True to Your Mission: Social Invest-
ments for Endowments,” W. B. McKeown, an attor-
ney specializing in tax-exempt organizations,
concluded:

This duty may actually require directors of chari-
table corporations, when making investment
decisions, to consider whether the decision in
question would further, or at the least, not
hinder, the fulfillment of those charitable pur-
poses.134

These considerations may include the composi-
tion of the portfolio and response to shareholder ini-
tiatives related to subjects close to the
institution’s charitable purpose, and
could serve to encourage proactive
dialogue with investments that lag be-
hind industry benchmarks related to
the institution’s field of charitable en-
deavor. Many nonprofit entities do
not currently engage in this type of
analysis, nor do they have policies in
place that maximize this aspect of em-
ploying their assets to further their
charitable mission. Since, in most
states, the conduct of nonprofits is
regulated by the attorney general, we
believe that a failure to consider these issues could
potentially invite investigation by state authorities.

Public Pension Funds

Beyond the obvious implications for nonprofits, and
the general applicability of the duty of obedience to
fiduciary relationships and its presence in state stat-
utes, the duty of obedience is also specifically ap-
plied to pension funds through the ERISA
regulations. These regulations state that a fiduciary
must determine that “the particular investment
or investment course of action is reasonably
designed…to further the purposes of the plan.”135

While a pension fund trustee may not be under
an obligation identical to that of a nonprofit corpo-
ration director or a charitable trust fiduciary, the

prudent investor rule expressly requires pension fi-
duciaries to invest and manage the trust funds in
light of the purposes of the trust. Perhaps more im-
portantly, ERISA requires that investment related
decisions “further the purposes of the plan.”136

Therefore, in order to document compliance with
the governing laws, it is necessary for a fiduciary to
provide evidence that he or she has considered the
investment decision in light of the purposes of the
pension fund. Since a purpose of a pension fund is
to provide for its beneficiaries’ retirement, this re-
sponsibility could include consideration of macro-

economic factors, such as global
climate change, that may affect the
markets in which the funds are
invested or the state as a whole.

In some cases, a pension fund’s
mission statement might contain an
authoritative declaration of the pen-
sion fund’s goals and obligations in
this regard.

For example, state statute in New
York requires public pension fund in-
vestments to “benefit the overall eco-
nomic health of the state of New
York.”137 Overall economic health, es-

pecially over the long term, depends on a variety of
factors including the sustainable use of resources,
clean air and water, and macroeconomic factors such
as global warming. As a consequence, we argue that
New York pension funds have an obligation to dem-
onstrate that they have considered these issues.

Even in the absence of the kind of explicit legal
mandate found in New York, looking at a fund’s
mission in a macroeconomic context may still be re-
quired. As the vice chair of CalPERS’s Investment
Committee, Sean Harrigan stated in a recent ad-
dress:

It is clear to us at CalPERS, however, that the
present and future financial health of our trust
fund is inextricably linked to the economic health
of California. Beyond the obvious micro-
economic analysis that is required to make spe-
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cific investment decisions, isn’t it also necessary
for us, as prudent fiduciaries, to simultaneously
consider macroeconomic conditions? I believe
the answer to this question is a resounding yes!
It is also necessary to consider the macroeco-
nomic implications of our investments. In other
words, it is not just acceptable to consider what are
referred to as the collateral economic
benefits of any investment, it would be
imprudent not to include such consid-
erations in the investment decision
process.138

As pointed out by the Boston,
Massachusetts-based Coalition for
Environmentally Responsible Econo-
mies (CERES) in a new publication
entitled “Value at Risk: Climate
Change and the Future of Gover-
nance,” global climate change pre-
sents one of the most serious challenges facing
institutional investors and corporate directors in the
twenty-first century. As the report notes, the U.S.
Department of Energy estimates that “over the last
fifteen years, the world has already suffered nearly
$1 trillion in economic losses due to ‘natural’ disas-
ters, roughly three-quarters of which were directly
weather- and climate-related.139

The CERES report notes that these findings have
been corroborated by several other authorities, in-
cluding Swiss Re, Credit Suisse, and Deutsche
Bank.140 Pressure to respond to global climate change
concerns will increase even further in future years.
For example, the Carbon Disclosure Project, a con-
sortium of institutional investors with over $4 tril-
lion in assets and sponsored by the Philanthropic
Collaborative of Rockefeller Philanthropy Advisors,
has formally asked the world’s 500 largest compa-
nies to report information on their greenhouse gas
releases. Information collected will be made public
in 2003, and may be expected to spark widespread
analysis of risk and emissions reduction opportunity,
and potentially considerable shareholder activity.141

Of course, in addition to economic impacts, irre-
versible changes in global climate or other major

environmental problems may also pose significant
public health threats. While it’s beyond the scope
of this paper to profile the proven links between
pollution and public health, the weight of evidence
linking environmental pollution to public health
problems might encourage future fund trustees to

revisit bedrock assumptions about
how to best achieve retirement secu-
rity goals. CalPERS has stated, “Our
mission is to advance the financial and
health security for all who participate
in the System.”142

To be sure, the context of the debate
that led to this mission statement
makes it clear that the board was lim-
iting their consideration of health se-
curity to issues such as health care
plans and insurance, and did not in-

tend to consider broader health security questions.
But the question may be worthy of further consid-
eration. Health security is impacted by pollution and
global warming, and CalPERS invests in many en-
terprises that generate significant amounts of pol-
lution or contribute to global climate change. In the
context of the climate change example, CalPERS
might do well to consider encouraging the fossil fuel
industry to more aggressively control greenhouse
gas emissions, and might also consider the benefits
of financially targeted investments in companies en-
gaged in the development of alternative fuels and
renewable energy, such as biomass ethanol, fuel
cells, or solar power.

In summary, the law is clear that investment-re-
lated decisions must further the purposes of the pen-
sion plan or nonprofit. Consequently, if the purposes
of the foundation, charitable trust, or pension plan
implicate environmental sustainability and/or
health, the fiduciaries must ensure that their invest-
ment-related decisions further issues of environmen-
tal sustainability and health. Furthermore, it’s clear
that consideration of broad macroeconomic factors,
such as global climate change, is within the purview
of any prudent fiduciary. In practice, we believe
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that most fiduciaries are currently vulnerable to
challenges in these areas.

SUMMARIZING THE LEGAL
ARGUMENTS

There are three arguments typically posed by those
skeptical about the relationship between environ-
mental issues and fiduciary duties:

Criticism A: Incorporating environmental
issues violates the duties of loyalty and
prudence because the issues do not benefit
the beneficiaries.

Critics typically claim that environmental issues are
not relevant to fiduciary concerns because they in-
volve benefits to third parties. However, under both
federal and state law, it is clear that, so long as the
environmental or social issues do not supersede the
financial issues, it is appropriate to consider them.
This, of course, assumes that the particular environ-
mental issue has absolutely no financial component.

Criticism B: Environmental issues are
nonfinancial issues.

While acknowledging that it is sometimes difficult
to quantify the precise financial impact of environ-
mental factors, there is a tremendous body of evi-
dence illustrating that environmental issues can
have very real financial dimensions. In many cases,
there is strong evidence that good environmental
performance translates to good financial perfor-

mance and consequently creates value for the inves-
tor. In other instances, environmental liabilities have
had a disastrous impact on profitability and share-
holder value.

Criticism C: Incorporating environmental
issues violates the duty to diversify because it
limits the number of potential investments.

A general misconception of socially responsible in-
vestment practices is the assumption that taking
social considerations into account requires divest-
ing from a multitude of companies—a violation of
the duty to diversify because it reduces the number
of potential investment options available to the fund.
Although convenient, this argument ignores the
facts. According to the Social Investment Forum,
over half of the $2.34 trillion dollars invested socially
in the U.S. are not screened.143 Rather, investors ac-
tively use their proxies to further socially oriented
objectives. In fact, broad divestment would consid-
erably hinder these investors’ social goals, since they
would lose their basis for engagement as share-
holder owners.

We believe that incorporating environmental is-
sues into investment management may actually pro-
mote more prudent diversification and may increase
the number of potential investments in two ways:
first, it provides avenues for diversification that may
currently be overlooked; and second, it suggests
prudent steps to improve the performance of exist-
ing investments (thereby providing opportunities to
work with and maintain existing holdings rather
than simply dropping underperformers).
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CHAPTER IV

RECOMMENDATIONS
To Unlock Environmental Value

The previous three chapters of this paper have reviewed the business, academic, and legal evi-
dence suggesting that fiduciaries should consider environmental performance as a key value driver.
But the purpose of consideration is to encourage educated action. Fortunately, investors wanting
to maximize environmental value can be guided by the rich history of shareholder activism that
was pioneered by religious investors over a century ago and honed by institutional investors,
such as CalPERS and TIAA CREF, who have developed widely accepted strategies to improve
financial performance by improving the quality of corporate governance.

The goal of The Environmental Fiduciary is to encourage fiduciaries to recognize that con-
sidering the financial implications of environmental performance is part of prudent stewardship.
Issues of universal ownership and obedience to mission also come into play—the latter is
particularly important for charitable foundations.

There is a broad range of tools at fiduciaries’ disposal to increase shareholder value by encour-
aging improvements in corporate environmental performance. These tools include:

• Requesting clearer, more uniform presentations of environmental data from companies.

• Urging the SEC and other regulatory agencies to enforce, and strengthen, existing environ-
mental disclosure regulations.

• Engaging environmental underperformers in dialogue designed to improve corporate envi-
ronmental management.

• Incorporating environmental opportunity into investment strategies.

Recommendations Extend to Both
Active and Passively-Managed Funds

As noted in Chapter 3, Legal Landscape, the duty
to monitor encompasses the entire range of invest-
ments under a fiduciary’s control. This includes in-
dex funds or other passive investments. Therefore,
fiduciaries should adopt a posture that communi-
cates the desire for good environmental perfor-
mance to the management of all of their investments.
In the case of passively managed portfolios (such

as indexes), voting proxies in support of shareholder
resolutions calling for greater environmental disclo-
sure is a cost-effective means of encouraging com-
panies to improve their environmental performance.
Actively managed portfolios, by their very nature,
deserve greater levels of scrutiny and engagement
beyond insistence on material environmental liabil-
ity disclosure and the basic exercise of proxy voting
rights. The following chapter discusses these
strategies, and others, in detail.

,
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UNIFORM, TRANSPARENT
ENVIRONMENTAL DISCLOSURE

What is hidden from shareholders can be a source
of significant risk. There are two avenues of disclo-
sure available: voluntary and mandatory. For their
own protection, fiduciaries need to address both
areas.

Encourage Voluntary Disclosure of
Environmental Performance

Fiduciaries should encourage their portfolio man-
agers to request that the corporations in which they
invest track and disclose their environmental per-
formance. Coalitions of NGOs, investors, and busi-
nesses such as CERES or the Global Reporting
Initiative (GRI) provide a well-tested framework for
identifying and reporting corporate environmental
vision, management, and performance. The report-
ing suggested by these NGOs is voluntary but com-
prehensive, and serves the interests of the investing
community, and it often helps provide a basis for

determining the financial ramifications of environ-
mental issues.

CERES Environmental Reporting
Requirements

CERES has a long history of working with corpora-
tions to help them develop and improve a culture
of environmental stewardship. As a demonstration
of commitment to environmental stewardship,
corporations are asked to endorse the CERES
Principles, a set of overarching environmental
sustainability goals. To guide companies in identi-
fying strategies to implement the broad goals ex-
pressed in the principles, CERES has created an
environmental reporting form called the CERES

Reporting Requirements for Endorsing Companies.

(See box on page 53 for summary.) More than fifty
major companies, including Bank of America,
Bethlehem Steel, Coca Cola USA, Ford Motor
Company, General Motors Corp., Nike, and Sunoco,
have pledged to uphold the CERES Principles and
to complete the CERES Reporting Requirements.
Fiduciaries should encourage their portfolio man-

General Recommendations for Recognizing the Value and Prudence
of Environmental Stewardship

• Fiduciaries need to recognize that considering environmental performance issues is allowable and
prudent on both financial and social grounds. In cases where there are clear financial-performance
or universal-ownership issues, the duties of prudence may warrant the consideration of environ-
mental performance.

• Fiduciaries must recognize that the duty to monitor extends beyond active investments to encom-
pass passive investments as well. Since environmental performance has been demonstrated to be
a key value driver in many industry sectors, fiduciaries should ensure that they have systems in
place to monitor environmental performance in both active and passive portfolios.

• Fiduciaries, especially those acting as trustees over charitable endowments, must consider whether
investment decisions might further, or at least not hinder, their fund’s mission. For example, chari-
table foundations with environmental missions need to consider how their investment manage-
ment strategies impact their core mission and justification for charitable status.
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CERES Reporting Requirements
A Model for Comprehensive Environmental Reporting

Articulate Corporate Vision and Strategy (including):

• Overview of environmental policies, governance structure, and management systems

• Articulation of the corporate vision for sustainability

Outline Policies, Organization, and Management Systems (including):

• Specific environmental policies and programs in place, any recent revisions, key personnel re-
sponsible for implementation, and geographic scope of the policies

• Chain of command regarding implementation of environmental policies

• Research devoted to the development of environmental technology

• Costs of environmental programs (management costs, resource use, waste disposal, permitting,
monitoring, training, auditing, insurance)

• Scope and frequency of environmental audits, and health and safety audits of corporate facilities
and processes

• Policies and approaches to working with corporate stakeholders such as employees, investors,
suppliers, customers, local authorities, local communities, public interest groups, and nongovern-
mental organizations

• Emergency response procedures for hazardous materials

Measure Environmental Performance (including):

• Amount and types of energy used, plus a review of energy conservation programs and energy
audit procedures

• Amount and type of materials used, conserved, and recycled

• Amount and type of emissions, effluents, and waste generated (hazardous and nonhazardous)

• Accidental releases of emissions

• Environmental performance of major suppliers

• Major environmental issues and impacts associated with the use of the corporation’s principal
products and services (including disposal of products where applicable)

• Amount of land owned, leased, or managed by the corporation, changes in habitat due to opera-
tions, and plans for eventual restoration and cleanup

• Record of compliance with applicable international, national, state, and local environmental laws
including number and nature of penalties incurred and number of consent decrees

This summary was compiled from the CERES Reporting Requirements for Endorsing Companies. For a full description
and a copy of CERES Reporting Form, visit http://www.ceres.org/reporting/01_reporting_requirements.doc
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agers to request that the corporations in which they
invest not only adopt the CERES Principles but also
disclose and track their environmental performance
by completing the CERES Reporting Requirements
for Endorsing Companies.

As outlined in the box on the previous page,
the CERES Reports are among the most comprehen-
sive, standardized public records of corporate envi-
ronmental performance currently released by
corporations themselves. CERES Reports benefit
shareholders because management is required to
articulate an environmental vision for the company,
outline environmental programs and management
structures to implement that vision, and assess en-
vironmental performance on an annual basis. This
assessment of environmental performance is con-
ducted by tracking and reporting emissions, energy
use, water use, and raw material consumption; the
environmental record of major suppliers; and any
environmental problems and violations the corpo-
ration may have incurred. By completing the CERES
reporting requirements, liabilities are clearly iden-
tified and avenues toward environmental improve-
ments are illuminated. The information also
provides a basis for tabulating value added by en-
vironmental activities.

The Global Reporting Initiative

Fiduciaries wanting standardized information on a
broad range of social and financial issues should
request that corporations in their portfolios make a
report consistent with the GRI Guidelines. Con-
vened in part by CERES in partnership with the
United Nations Environment Programme, GRI was
established in late 1997 with the mission of devel-
oping globally applicable guidelines for reporting
corporate financial, environmental, and social per-
formance (including human-rights and labor issues).

Similar to CERES, the Global Reporting Initiative
directs corporations to complete a GRI Report, much
like the CERES Report. However, the environmen-
tal disclosure directives in a GRI Report are less com-

prehensive and ask for less detail than a CERES Re-
port. Like CERES, GRI helps management articulate
a vision for sustainability, develop programs and
management structures to implement that vision,
and report annually on progress toward that vision
by filling out a GRI Report tracking corporate so-
cial, environmental, and financial performance. Visit
www.globalreporting.org for details.

Encourage Tabulation of Savings
Due to Environmental Initiatives

In addition to requesting that portfolio companies
disclose and track their environmental performance,
fiduciaries should direct their portfolio managers to
request that corporations tabulate savings due to en-
vironmental initiatives. As indicated by the specific
examples in Chapter I, The Environment as Value

Driver, there are significant opportunities for cost
reduction, ongoing efficiencies, and revenue
through recycling, energy efficiency programs, im-
proved manufacturing processes, and strategically
targeted green investments.

Recycling

Corporations such as Baxter International and IBM
have saved millions of dollars through recycling ini-
tiatives. Savings have been achieved because manu-
facturing materials are recovered and recycled
instead of purchased outright. Moreover, disposal
and waste removal costs are significantly lowered.
Institutional investors should ask corporations
for a report on recycling initiatives and savings
achieved.

Energy Efficiency

Increasing energy efficiency during operations and
production processes reduces energy purchasing
costs. Corporations should be encouraged to take
advantage of programs such as EPA’s Energy Star
to explore how their facilities’ energy efficiency
could be improved. Institutional investors should
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request that corporations tabulate savings due to
energy efficiency programs.

Manufacturing Processes

Redesigning manufacturing processes to reduce the
amount or toxicity of materials used can reduce op-
erating expenses. The Six Sigma program adopted
by DuPont has given rise to several examples of the
types of savings that can occur when companies re-
design their products and their production methods
to require fewer raw materials, employ less toxic
alternatives, or create less waste. Institutional inves-
tors should encourage corporations to tabulate sav-
ings due to a reduction in consumption of material
and implementation of environmentally sound
manufacturing processes.

Press the SEC to Aggressively Enforce
Material Environmental Disclosure
Regulations

The CERES and GRI reporting guidelines represent
real progress toward codifying a standardized
framework for quantifying environmental perfor-
mance, sustainability, and liabilities across the spec-
trum of marketable securities. However, it is vital
for fiduciaries to recognize that such standards are
still only voluntary. Although investors can strongly
encourage companies to move toward using these
standardized reporting systems, many of the com-
panies that might reap the greatest financial benefit
from environmental improvement are able to avoid
voluntary standards and guidelines.

As pointed out in the previous discussion in
Chapter 1 on Environmental Risk, many companies
fail to disclose financially material environmental
conditions to their shareholders. To reiterate the
facts:

Although SEC Regulation S-K Item 103 requires
disclosure of material financial issues, including le-
gal proceedings involving a governmental author-
ity with a likelihood of a monetary sanction greater
than $100,000, a 1998 EPA study found that that 74%

of companies which had been sanctioned or were likely to

be sanctioned due to such proceedings failed to report this

fact in their 10-Ks.

A study entitled “Environmental Liabilities: Prop-
erty and Casualty Insurer Disclosure of Environ-
mental Liabilities (RCED-93-108)” by the General
Accounting Office (GAO) in 1993, found that insur-
ance companies significantly underreported federal
toxic cleanup liabilities. The GAO speculated that
this underreporting “may reflect piecemeal account-
ing of individual claims by large insured corpora-
tions to evade reporting requirements” even if the
total of all the claims would have exceeded report-
ing thresholds.

Because merely encouraging companies to begin
to utilize voluntary standardized environmental
reporting formats won’t highlight problems corpo-

Recommendations for Uniform,
Transparent Environmental
Reporting

• In order to reduce monitoring costs and
provide adequate environmental perfor-
mance information, fiduciaries should
encourage companies to adhere to stan-
dardized environmental disclosure sys-
tems such as the CERES Reporting
Requirements or the GRI Guidelines.

• Fiduciaries should urge companies to en-
dorse the CERES Principles and support
proxy votes asking companies to become
CERES signatories.

• Fiduciaries should direct fund managers
to ask for specific reports on cost savings
achievable through energy efficiency,
recycling, and process changes.
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rations are deliberately or inadvertently hiding, fi-
duciaries should encourage vigorous enforcement
of existing mandatory disclosure standards. Enforce-
ment of material financial disclosure by publicly
traded companies is primarily the job of the SEC,
and is spelled out in SEC Regulation S-K (Please see
the Environmental Risk section in Chapter I for a de-
scription of Regulation S-K). Accurate reporting of
environmental risks and liabilities will not occur
until the SEC makes enforcement of environmental
disclosure a priority. Without such full and accurate
disclosure, investors will not be able to accurately
assess the value of the equities in their portfolios.

Moreover, the fact that many companies fail to
disclose financially material environmental condi-
tions to their shareholders may stem from confusion
about how to estimate environmental liability, hin-
dering a determination of materiality. Because of
this, fiduciaries should urge the SEC to end confu-
sion about interpreting the materiality reporting

threshold for environmental liabilities by encourag-
ing the SEC to adopt the specific guidelines for esti-
mating and reporting environmental risk developed
by the widely-respected West Conshohocken, Penn-
sylvania–based American Society for Testing and
Materials (ASTM). Encouraged by the insurance in-
dustry and produced after a long and arduous pro-
cess involving a large representation of industry
groups, these (currently voluntary) guidelines lay
out specific methodology for the reporting of envi-
ronmental risks and liabilities. (See box below for
description of the guidelines.)

Overall, the new ASTM guidelines provide cor-
porations with specific tools and standardized meth-
ods to estimate and report their liabilities. The
guidelines help to close one of the biggest loopholes
in environmental reporting today—piecemeal ac-
counting of environmental liabilities—and to show
companies how they can estimate and report envi-
ronmental liabilities despite uncertainty. The use of

ASTM Guidelines for Estimating and Reporting Environmental Liabilities

Standard Guide for Estimating Monetary Costs and Liabilities for Environmental Matters—

E 2137-01

This guideline shows corporations how to appropriately estimate the costs and liabilities of envi-
ronmental matters such as compliance with environmental laws, response actions, defense and legal
fees, and damages arising from ecological damage, property damage, business interruption, and tort
claims. The guidelines describe four known cost estimation methods and how to use them. The four
methods are:

• expected value
• most likely value
• range of values
• known minimum value

The guideline describes the conditions under which each should be used, the type of uncertainties
that each method creates, and how to document the process properly.

Standard Guide for Disclosure of Environmental Liabilities—E 2173-01

The Standard Guide for Disclosure of Environmental Liabilities establishes the conditions war-
ranting disclosure and instructs corporations to aggregate all environmental liabilities and report them in
the company 10-K. It is intended to accompany Generally Accepted Risk Principals (GARP).
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this standardized methodology will allow side-by-
side comparison of different companies’ liabilities
and costs in the same industry sector.

In either case, the responsibility to enforce
financially material environmental disclosure falls
squarely on the shoulders of the SEC. One of
the most important steps fiduciaries can take to
protect their portfolios is to encourage the SEC to
make enforcement of environmental disclosure a
priority. (See recommendations in box below.)

PROACTIVE ENGAGEMENT
WITH MANAGEMENT

After becoming better educated about environmen-
tal performance and its financial implications
through the disclosure steps outlined above, fidu-
ciaries should proactively engage with companies
to encourage best practices in environmental man-
agement. This type of engagement usually starts
with a review of strategic and cost-effective oppor-
tunities for environmental improvement, followed
by a variety of processes such as dialoguing, proxy
voting, and targeting specific underperformers for
special attention.

In fact, the $149 billion California Public Em-
ployee Retirement System (CalPERS) has enjoyed
tremendous success with a very similar program
designed to encourage good corporate governance.
CalPERS staff engage managers and directors of cor-
porations that have been flagged as economic
underperformers and also have corporate gover-
nance problems such as permitting “insiders” to re-
main on audit committees. CalPERS’s program has
been so effective in improving shareholder value
through positive engagement that analysts coined
a new term to describe it—the “CalPERS effect.”

As suggested by the evidence presented in
Chapter 1, The Environment as a Value Driver and
Chapter 2, Academic Perspectives, fiduciaries who
similarly engage corporations on environmental
performance may also have a reasonable expecta-
tion of increasing shareholder value.

Moreover, as indicated in Chapter 3, The Legal

Landscape, proactive engagement with manage-
ment may not only be appropriate from a financial
perspective, but in some cases from a policy or le-
gal perspective. All fiduciaries of funds with envi-
ronmental or health-related missions, particularly
trustees of charitable foundations or other
nonprofits, must ensure that their portfolio manage-
ment decisions help further, or at least do not hinder,
their fund’s mission.

Recommendations to Demand
SEC Enforcement of Material

Environmental Liability Disclosure

• Fiduciaries should encourage the SEC to
vigorously and systematically review its reg-
istrants’ patterns of compliance with SEC-
mandated environmental disclosure
requirements (Regulation S-K) and to take
appropriate enforcement action and punitive
action when these requirements are violated.

• Fiduciaries should encourage the EPA to re-
port legal proceedings, corrective actions,
and enforcement actions in a usable format
to the SEC and to the public on a consistent
basis (as they currently do with public Toxic
Release Inventory data).

• Fiduciaries should encourage the SEC to
incorporate into regulation the now-volun-
tary ASTM guidelines as a prescribed way
to calculate the liabilities that must be re-
ported under Regulation S-K. This would
codify a standard framework to efficiently
communicate environmental liability infor-
mation to the markets.

• Fiduciaries should encourage the SEC to
allocate additional enforcement resources
specifically to ensure that companies com-
ply adequately with environmental disclo-
sure requirements.
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Review Fund Mission to Inform
Engagement Strategy

To design an appropriate proactive engagement
strategy, fiduciaries should commission a report that
carefully examines their fund’s chartering docu-
ments, mission statement, and other overarching
policy statements to determine if the purposes of the
foundation, trust, or pension plan imply environ-
mental sustainability or health. The report should
review the extent to which current portfolio man-
agement takes these issues into account and recom-
mend ways to integrate their fund’s mission with
portfolio management. The report and recommen-
dations can serve as a way to ensure that portfolio
management decisions (including proxy voting)
take issues of environmental sustainability and
health into account. Status of implementation
should be reviewed annually.

Assess Overall Portfolio
Environmental Performance and
Target Engagement Strategies

To implement a proactive engagement strategy, large
institutional investors should contract with knowl-
edgeable consultants to receive environmental re-
ports on investments under management.  As a
matter of course, large institutional portfolio man-
agers already consult outside sources of information
in addition to conducting  their own research and
interviewing  corporate management.  Because en-
vironmental risks and benefits can have a substan-
tial impact on corporate value and because current
disclosure from many corporations is not up to par,
large institutional investors should also contract
with consultants who specialize in reviewing cor-
porate environmental and social performance.

In addition to benefiting active investment man-
agement, judicious use of environmental perfor-
mance analysis could also be a very cost-effective
tool for managing environmental performance of
passive investments. It can also educate engagement

strategies with environmental underperformers, as
outlined later in this chapter.

There are currently a number of established, well-
respected organizations that advise institutional in-
vestors on the environmental performance of
corporations held in their portfolios. Many of
these firms offer a range of services including analy-
sis, advice on shareholder resolutions, proxy voting
services, and investment screening. While the Rose
Foundation makes no endorsement of specific con-
sultants and recognizes that different funds may
have widely varying needs, we present five options:

Investor Responsibility Research Center
(www.irrc.org)

The Investor Responsibility Research Center (IRRC)
provides research, software products, and consult-
ing services to institutional investors on corporate
governance, proxy voting, and social and environ-
mental issues. IRRC also offers a number of profil-
ing and screening services for institutional investors
and fund managers who wish to screen portfolios
or apply various types of investing guidelines.

IRRC’s environmental screening services are in-
formed by its Corporate Environmental Profiles Data-

base of over 1,800 companies. The database is
derived from EPA and SEC data, company surveys,
and other news and information sources such as
Lexis Nexis. It includes information on Superfund
sites, hazardous waste corrective actions, minerals
management, and oil and chemical spills, as well as
corporate compliance with environmental laws.

IRRC provides institutional investors with com-
prehensive previews of each season’s upcoming
shareholder proposals on environmental and other
issues at U.S. companies, as well as regular updates
of proposal status and thorough background reports
through its Social Issues Service. IRRC’s Corporate
Governance Service advises clients on corporate
governance matters at U.S. corporations, and abroad
through its Global Shareholder Service.
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Institutional Shareholder Services
(www.issproxy.com)

Institutional Shareholder Services (ISS) provides
proxy voting, corporate governance services, and
social investment research services to institutional
investors. ISS serves more than 950 institutional and
corporate clients by analyzing proxy votes and
shareholder resolutions, and issuing voting recom-
mendations for over 20,000 U.S. and non-U.S. share-
holder meetings each year. ISS also manages the
operational end of proxy voting for institutional cli-
ents, and provides an annual preview of pending
proxy votes.

Through its independent subdivision called So-
cial Investment Research Service (SIRS), ISS offers
portfolio services on environmental issues as well
as over twenty other performance categories and can
assist institutional investors in implementing vari-
ous kinds of screens, including environmental
screens, on existing portfolios. ISS’s screening is
based on in-depth research available on the ISS’s
web-based service, TrustSimon.com, a database
which provides information on all U.S. corporations
and tracks their performance on the twenty-plus
environmental and social issues.

Innovest Strategic Value Advisors
(www.innovestgroup.com)

Innovest Strategic Value Advisors is an investment
research firm specializing in environmental issues.
Innovest currently has approximately $450 million
under direct subadvisement and provides custom
research and portfolio analysis to institutional in-
vestors and fund managers. Innovest has developed
the EcoValue ‘21 ranking system. EcoValue ’21 re-
views sixty different aspects of corporate environ-
mental performance and corporate environmental
management systems. For example, in a recent study
of twenty-nine pharmaceutical companies in the
U.S., Europe, and Japan, Innovest reports that com-
panies that scored well on EcoValue ’21 returned 17%
better returns than the environmental laggards
during the period May 2001–May 2002.144

In addition, Innovest offers research and manage-
ment services for institutional investors, such as:

• Customized analyses of individual clients’ equity
and/or debt portfolios, designed to highlight
both investment risks and opportunities driven
by environmentally sustainable options.

• In-depth environmental reports on high-risk in-
dustry sectors such as petroleum, chemicals, and
forest products.

• Advice on how to create environmentally en-
hanced index and actively managed stock funds
(recent funds have been launched with Dreyfus/
Mellon Capital management as well as ABN-
AMRO).

• Competitive benchmarking on corporate eco-
efficiency and sustainability performance.

KLD Research and Analytics Inc.
(www.kld.com)

KLD Research and Analytics Inc. provides invest-
ment research and consulting services to institu-
tional investors. KLD works from its proprietary
database, Socrates, which includes environmental
and other issue-related data on over 1,600 compa-
nies. Socrates contains detailed profiles of large cap
U.S. companies and annotated issue reports for U.S.
and international companies, as well as information
on pending shareholder resolutions.

In addition, KLD provides consulting services to
help institutional investors develop and implement
social and environmental investing policies and
screening guidelines. KLD also offers screening ser-
vices for existing portfolios or buy-lists for clients
with very specialized investing concerns. Once a
screen is in place, KLD has developed a program
that can be directly integrated into trading or port-
folio auditing systems to insure compliance with
screening restrictions on every transaction.
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SRI World Group
(www.sriworld.com and www.iShareowner.com)

SRI World Group provides research reports and con-
sulting services to institutions and advisors that are
evaluating social, environmental, and corporate
governance criteria as part of their investment pro-
cess. SRI World Group provides clients worldwide
with independent evaluations of investment op-
tions, along with analysis and data on financial per-
formance and fiduciary responsibility, and addresses
the most common questions fiduciaries ask about
sustainable and responsible investment strategies.

SRI World Group’s research reports provide foun-
dations, endowments, and pension funds with de-
tailed, objective information about financial returns,
market trends, and changes in regulations. Its newly
released publication “Sustainable & Responsible
Investment Strategies: A Guide for Fiduciaries and
Institutional Investors” is a comprehensive manual
for institutional investors. This guide outlines terms

and strategies for sustainable and responsible invest-
ing, defines fiduciary responsibilities, and reviews
the financial performance of sustainable and respon-
sible investments.

More information about SRI World Group’s prod-
ucts and services is available from their website
www.iShareowner.com, which also provides a wealth
of free information such as daily news, corporate
social research, community investing profiles, and
a directory of services for institutional investors. (See
recommendations below left.)

Actively Engage with Environmental
Underperformers through Dialogue
and Proxy Voting

After identifying corporate environmental laggards,
institutional investment managers should apply the
same techniques they already use in encouraging
improvements in corporate governance to encour-
age better environmental performance.

Fiduciaries should direct portfolio managers to:

• Evaluate the environmental performance of com-
panies in their funds.

• Dialogue with environmental underperformers.

• Vote for shareholder resolutions designed to im-
prove environmental performance.

• File shareholder resolutions designed to improve
environmental performance.

Evaluate a Company’s Commitment
to Environmental Performance

To evaluate corporate commitment to environmen-
tal performance, fiduciaries should direct portfolio
managers to use the same standards used to evalu-
ate corporate governance to appraise corporate com-
mitment to environmental performance. Effective
yardsticks may include the presence (or lack) of
directors with independent environmental sus-
tainability perspectives, a board-level committee
charged with environmental performance oversight,

Recommendations for Developing
Engagement Strategies

• Consider contracting with specialized
environmental analysts to help target cost-ef-
fective environmental engagement strategies.

• Utilize easily accessible resources such
as the annual proxy season previews
published by ISS (www.issproxy.com), Inter-
faith Center on Corporate Responsibility
(www.iccr.org), or Domini Social Investments
(www.domini.com) to help focus engagement
strategies.

• Commission a report which would review
foundation, charitable trust or pension plan
chartering documents, mission statement,
and other overarching goals  and  make rec-
ommendations on how to integrate them
into portfolio management strategy.
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and the quality and credibility of environmental
performance data.

Dialogue with Environmental
Underperformers

Engaging management in dialogue about ways to
improve shareholder value is one of the most effec-
tive means available for investors to influence a
company’s financial performance. Fiduciaries
should instruct portfolio managers to broaden dis-
cussion of financial issues with top management to
include environmental management problems, and
ask for written plans of remedial action.

Because many instances of dialogue between
shareholders and corporate management are quite
private, it is difficult to quantify the amount of dia-
logue undertaken between investors and corpora-
tions about governance or financial performance
issues. But, as Amy Domini, founder of Domini So-
cial Investments, points out in her new book, Socially

Responsible Investing: Making a Difference and Making

Money, “direct communication with companies’
management teams helps both sides to find reason-
able first steps for addressing issues.”145 One partial
measure of the potential for positive outcomes stem-
ming from dialogue between shareholders and man-
agement might be inferred from the number of
shareholder resolutions that are proposed, but later
withdrawn. According to information compiled by
the Social Investment Forum, almost 30% of the 261
socially oriented shareholder resolutions filed in
2001 were withdrawn before a vote.146 In many of
these cases, the resolution helped catalyze a dialogue
that proved fruitful enough that the filers no longer
needed to pursue the more formal and argumenta-
tive strategy.

Vote for Shareholder Resolutions Designed
to Improve Environmental Performance

As noted above, hundreds of shareholder resolu-
tions are filed each year. Although there is a com-
mon perception linking shareholder resolutions to
highly publicized divestment campaigns, such as

South Africa or tobacco, in 2001 over one hundred
shareholder resolutions sought improvement in cor-
porate environmental practices related to energy,
climate change, or genetically modified organisms,
or encouraged companies to move toward CERES-
style environmental reporting.147 Many shareholder
resolutions speak to fundamental corporate gover-
nance issues that are, themselves, topics of signifi-
cant concern to institutional investors. In addition
to raising purely financial issues, these resolutions
may also provide companies with an important ba-
rometer of societal acceptance of corporate policies.
These may, in turn, help forecast consumer response.
Some resolutions receive considerable support, and
have been credited with catalyzing significant
changes in company policy. For example, share-
holder resolutions calling on Home Depot to stop
selling old-growth lumber played an important role
in that company’s decision to phase out their distri-
bution of old-growth lumber. Almost all of the fifty
plus corporations that have endorsed the CERES
Principles did so after their shareholders demon-
strated significant support for endorsing CERES.

In fact, voting proxies to improve environmental per-

formance may be the most cost-effective step that fidu-

ciaries can take to unlock the environmental value of
their portfolios. Nonprofit organizations or charitable

foundations with environmental missions should particu-

larly consider the implications of environmental share-

holder resolutions—both from a financial standpoint
and from the standpoint of their legal mandate to
be obedient to their mission.

There are many resources available to help fidu-
ciaries stay abreast of current proxy battles on envi-
ronmental issues initiated by other active investors.
The Shareholder Action Network, Institutional
Shareholder Services, the Interfaith Center on Cor-
porate Responsibility, the Center for Working Capi-
tal, and the Foundation Partnership on Corporate
Responsibility can all provide up-to-date informa-
tion on current proxy battles on environmental is-
sues. Publications such as the Interfaith Center on
Corporate Responsibility’s Proxy Resolutions Book,
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the AFL-CIO’s Key Votes Survey, ISS’ Proxy Voting

Manual, and the Domini Social Investments Proxy

Voting Guidelines can provide sources of indepen-
dent analysis. There are also several websites, such
as www.socialfunds.com, www.shareholderaction.org,

www.domini.com, and www.citizensfunds.com, that are
excellent and cost-effective resources.

File Shareholder Resolutions Designed to
Improve Environmental Performance

Of course, institutional fiduciaries do not need to
wait for environmental or social activists to define

issues of environmental profit and loss. In the event
that corporate management is not responsive to re-
quests for remedial action to correct environmental
problems, institutional investment managers, as
shareowners, may file shareholder resolutions that
instruct management to address environmental
problems at hand. Again, this is a familiar technique
to many institutional investors, but is generally
underutilized in encouraging environmental im-
provement.

Fiduciaries can look to no less of an authority than
the SEC itself for assistance in filing shareholder

Recommendations for Voting Proxies and Filing Shareholder Resolutions

• Proxies are assets.  Fiduciaries should recognize that the duty to monitor includes the responsibil-
ity to act affirmatively to improve performance, even on passively managed investments such as
index funds. Fiduciaries should recognize  the value of shareholder engagement around the need
to improve environmental performance, and the value of  voting proxies in favor of measures de-
signed to improve environmental performance.

• Fiduciaries should direct their investment managers or voting services to support environmental
reporting resolutions and other initiatives designed to improve environmental performance and
value. Absent such specific instructions, most fund managers generally, if rather blindly, vote with
company management and reject this important avenue toward improved performance.

• Fiduciaries should review various web sites for up-to-date information on proxy contests
and shareholder resolutions. These include www.socialfunds.com, www.shareholderaction.org,

www.issproxy.com, www.iccr.org, or www.citizensfunds.com

Special Recommendation for Foundations and Charitable Trusts

Because of their missions and the obligations imposed by their charitable status, foundations, chari-
table trusts, and other nonprofits whose missions encompass environmental goals, must be excep-
tionally vigilant in remaining obedient to their mission as they manage their portfolios. An
environmental foundation has a special burden to inquire into the circumstances around an environ-
mental shareholder resolution and must consider how judiciously voting its proxies might further its
charitable mission.

For example, if  a foundation has a grantmaking focus encompassing environmental issues, it should
review  the approximately 100 environmental shareholder resolutions filed each year to see  if it owns
any of the companies being targeted for environmental improvement. More specifically, if a  founda-
tion is concerned with biodiversity, it should direct its investment managers to examine resolutions
involving a company’s use of genetically modified organisms. Members of the Foundation Partner-
ship on Corporate Responsibility can serve as excellent resources for fiduciaries wanting more infor-
mation about environmental shareholder resolutions (www.foundationpartnership.org)
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resolutions. In astonishingly user-friendly language,
the SEC website explains Rule 14a-8, including
how to draft resolutions, submit them, and win
SEC approval. For text of the rule, visit the SEC’s
website (www.sec.gov).  (See recommendations in box
on  page 62.)

Target Specific Environmental
Underperformers for Special Attention

Some large institutional investors target a short list
of underperforming companies for special attention.
For example, as previously mentioned, as part of
their widely-hailed corporate governance program,
CalPERS annually identifies a short “watch list” of
companies in need of improvement. CalPERS then
uses its leverage as a major shareholder to recom-
mend specific steps to improve the quality of gov-
ernance (and profitability). By publicly targeting
these companies, CalPERS has had a considerable
degree of success in strengthening corporate gover-
nance and increasing shareholder value.

The effect of CalPERS’s corporate governance
engagement has been quantified. Wilshire Associ-
ates, the Santa Monica, California–based indepen-
dent investment advisory company and CalPERS
pension consultant, studied the performance of
ninety-five companies targeted in CalPERS’s corpo-
rate governance work over a twelve-year period.
Results indicated that while the stock of these com-
panies trailed the Standard & Poor’s 500 Index dur-
ing the five-year period prior to action by CalPERS,
the same stocks outperformed the index in the five
years following CalPERS activity, adding approxi-
mately $150 million annually in returns to the
fund—the “CalPERS Effect”.

Institutional investors should follow this lead and
create their own “watch list” of corporate environ-
mental laggards. Fiduciaries should then direct their
investment managers to propose specific steps that
could lead toward improvements in environmental
management. Additionally, institutional investors
should create a “clean and green” list of corporations
that have outstanding environmental performance

and enjoy strong financial performance as a result.
This carrot-and-stick approach not only offers the

potential for direct results with the companies tar-
geted, but also garners considerable publicity and
can be a cost-effective way to send a message to the
entire universe of investments in a large portfolio
about the kind of environmental performance that
is desired. The ripple effect of this kind of signaling
can shape market trends and encourage proactive
environmental management even among potential
investments.

Recommendations for
Specifically Targeted Engagement

• As appropriate to a particular company,
fiduciaries should direct investment man-
agers to support elevating environmental
and sustainability issues to the board level
by supporting the election of independent
directors and the creation of board-level
environmental committees.

• As appropriate to a particular company,
fiduciaries should direct investment man-
agers to ask for a report outlining poten-
tial increases in market share from taking
environmental initiatives or launching
environmentally oriented product lines.

Large institutional fiduciaries should con-
sider:

• Placing environmental underperformers
on an environmental watch list that will
receive direct attention designed to im-
prove environmental performance.

• Publicizing a “clean and green” list of
companies that have shown significant en-
vironmental improvement or that have
documented increased value through well-
run environmental management programs.
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STRATEGICALLY TARGETED
INVESTMENT

The growth of emerging environmental technologies
such as renewable energy, and concerns about health
and the environment, have stimulated a significant
segment of the marketplace. For example, accord-
ing to the Social Investment Forum, $2.34 trillion—
or nearly one out of every eight dollars under
professional management in the U.S. today—is in-
volved in some form of socially responsible invest-
ing.148 And according to the Natural Business Journal,

which tracks the burgeoning “lifestyles of health and
sustainability” market, these segments represent an
estimated $227 billion U.S. market and a $546 bil-
lion market worldwide.149

While  simply investing in environmentally sus-
tainable growth does not ensure success any more
than success is guaranteed in any other investment
sector, environmentally driven fiduciaries would do
well to instruct investment managers not to ignore
this growing segment of the marketplace.

Specific state constitutional requirements may
also require fiduciaries to consider environmental
performance as part of the investment decision-
making process. For example, as pointed out in
Chapter 3, Legal Landscape, in California the state
constitution requires fiduciaries to recognize that
diversity is subordinate to prudence. A blind
pursuit of diversity that lowered overall portfolio
value, and/or increased risk through an unprofit-
able investment concentration in environmental
underperformers (such as a utility portfolio com-
prised of entirely of coal- and oil-fired power plants),
might violate that mandate. Finally, fiduciaries
whose funds are in a position of universal owner-
ship should recognize the potential interplay
between different elements of their portfolio. This
has crucial implications for overall investment and
investment management strategies.

While it is beyond the scope of this paper to
offer specific investment advice, the following
recommendations are designed to offer a frame-
work to approach environmental investment
considerations. (See recommendations in box on
page 65.)
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Recommendations for Investing in Environmental Value

• Seek strategic opportunities to overweight investment toward top environmental performers. Sev-
eral large cap indexes, such as the Domini Social Index, that include the best environmental per-
formers have performed favorably in comparison to their benchmark, the S&P 500, over the last
ten years. Other indexes with environmental screens, such as the new KLD-NASDAQ Index, of-
fer the opportunity to participate passively in broad sectors of the market. As evidenced by many
of the academic studies reviewed in Chapter 2, it is also possible to construct individualized “green”
portfolios while controlling for beta, growth, size, and dividend yield. Many of the socially re-
sponsible mutual funds (Domini, Citizens, Calvert, Parnassus, Ariel and others) also offer posi-
tive and/or negative environmental screens and a variety of investment styles and objectives.
Several of these funds also compare favorably to standard benchmarks. Visit www.socialfunds.com

for comprehensive environmental and social mutual fund performance and comparative evalua-
tion.

• While maintaining discipline as to factors such as style and sector weightings, consider reducing
risk by underweighting companies with the worst environmental records, especially those com-
panies that have rejected past efforts at shareholder engagement on environmental performance
issues.

• Instruct small cap or venture fund managers to capture the growth potential of emerging envi-
ronmental technologies such as renewable energy.

• Consider community investing. For example, it is possible to enjoy market rates on federally
insured deposits placed at community development financial institutions.

Special Recommendation for Larger Funds and Foundations

• If the fund or foundation has a venture capital portfolio, consider financially targeted investments

that are consistent with the fund’s investment policy and meet acceptable risk/return criteria while
also supporting development that directly benefits the communities where fund beneficiaries live,
or is in harmony with the foundation’s core mission. For example, investing in the development of
high-growth renewable electricity generation opportunities (as opposed to Enron-style speculative
partnerships) could provide good returns, plus clean air and stable utility rates.

Special Recommendations for Foundations, Charitable Trusts and other Nonprofits

• Charitable organizations can maintain broad portfolio diversity while underweighting specific
companies or industry sectors that pose significant conflicts with their core charitable missions
and purpose for tax-exempt incorporation.

• Charitable organizations can apply a mission-related investing strategy, where a portion of their
endowment is invested in securities related to their core mission. For example, a foundation in-
terested in the development of sustainable energy might look toward investing in solar or wind
power, or fuel cell development—thereby positioning the foundation to capture the explosive
growth projected in these sectors while also reducing global warming and protecting habitat that
is currently threatened by fossil fuel production.
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144 Innovest press release, 27 June 2002.
145 Amy Domini, Socially Responsible Investing: Making a

Difference and Making Money (Chicago, Illinois:
Dearborn Trade, 2001) p xvii.

146 Social Investment Forum, 2001 Report on Socially Re-
sponsible Investing Trends in the United States, p 16.

147 Ibid.
148 Ibid.
149  http://www.naturalbusiness.com/research.html.
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CHAPTER V

GETTING STARTED

This paper and its recommendations for fiduciary action are intended to serve a wide range of
need. For example, small foundations may have considerably different investment strategies and
certainly far fewer investment management resources than large public pension funds. Conse-
quently, not all of these recommendations may be appropriate for all fiduciaries or funds. But
in moving forward toward realizing environmental value, fiduciaries may want to consider the
following suggestions.

1) Remember that none of the action steps
we propose are new.

There is a rich history of shareholder activism that
was pioneered by religious investors over a century
ago. From these roots, as the growth of pension
funds, faith-related institutions, and other institu-
tional investors in the twentieth century dramati-
cally changed the structure of equity ownership in
the U.S. and globally, fiduciaries began to develop
a set of proactive strategies for improving portfolio
performance. At various stages, these strategies
tugged at prevalent definitions of fiduciary respon-
sibility, and, in some cases, spurred redefinition of
prudent fiduciary behavior. In more recent years,
much of the institutional investor debate about im-
proving financial performance has crystallized
around efforts to improve corporate governance,
and many large public pension funds, religious in-
stitutions, and charitable entities employ widely-
recognized tools to improve the quality of corporate
governance based on their belief that it will improve
shareholder value.

Requests for clearer, more uniform presentations
of environmental data; engagement with environ-
mental underperformers designed to improve cor-
porate environmental management performance;
taking environmental opportunity into account in
formulating investment strategies—all walk the
same path that has been used by prudent fiducia-

ries for decades. In fact, we follow in the footprints
of such institutional investment leaders as CalPERS,
a leader in shareholder activism around corporate
governance which recently began to employ envi-
ronmental and labor standards to guide over $2 bil-
lion in emerging market investments. CalPERS
chose to apply environmental and labor standards
because there is strong evidence linking environ-
mental quality and human rights to more stable
markets and increased profitability. And CalPERS
is not alone. Public pension funds in many states
including California, New York and Connecticut;
networks of investors such as the $110 billion Inter-
faith Center on Corporate Responsibility; and chari-
table foundations such as Nathan Cummings, Jessie
Smith Noyes, and the Educational Foundation of
America all have active programs that seek to im-
prove the value of their investments through en-
gagement related to environmental and social issues.

2) Note that many funds, especially large
public pension funds, already have well-
established and successful programs de-
signed to improve corporate governance or
to work with underperforming companies.

It could be far more efficient to incorporate environ-
mental analysis into an existing investment manage-
ment program than to develop a stand-alone
environmental analysis process.

,
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3) Let your fund’s mission be its guide.

Focus your fund’s analysis and engagement strate-
gies on one key aspect of environmental perfor-
mance that resonates with your fund’s core mission.
This advice is especially applicable to environmental foun-

dations.

4) Remember that sustainable change occurs
slowly.

Many trustees, particularly in the foundation com-
munity, have not been actively involved in invest-
ment management. Before suggesting any changes
in your fund’s investment management policies, or-

ganize a workshop involving trustees and investment
managers. A sample workshop might include the
following presentations to your board:

• Current investment management strategies and
procedures

• Data supporting the environmental/financial
link

• Fiduciary obligations

• Proxy voting and engagement strategies

• Environmental investment opportunities

If you are interested in working with the Rose
Foundation to tailor a specific presentation, please
contact the foundation at rosefdn@earthlink.net or
(510) 658-0702.
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