How Should the Government Invest - Part Two
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Introduction 

A previous article reported on the non-financial investing criterion given to the Crown Financial Institutions (CFIs), and how in practice this had no distinguishing effect in comparison to investments concerned solely for short term financial returns: the CFIs were all investing in tobacco companies and companies with unacceptable human rights and environmental impacts and no or minimal exclusion or engagement (Howell 2005).  This article reports on the adoption by the New Zealand Superannuation Fund of the United Nations Principles for Responsible Investment and the United Global Compact, Maryan Street's Ethical Investment (Crown Financial Institutions) Bill,  recommendations by the Green Party, and the call by the Prime Minister for New Zealand to aim to be carbon neutral and be the first sustainable country . These developments raise questions including:  

· into how much detail should Parliament go to define the principles and criterion for investment?

· should the application of such legislation lie with a separate body like the Norwegian Council of Ethics, or within the CFIs?

· is there a need to require that the risks of climate change be taken into account in the legislation?

· how can the government assist in cost effective research and engagement services being available to all groups and individuals in the investment community?

Recent Actions 

On the day of the 2005 conference of the Council For Socially Responsible Investment (CSRI) the Accident Compensation Corporation announced that it would get out of its tobacco stocks.  Maryan Street, a Government List Member of Parliament,  attended that conference and became convinced that the criterion “ to avoid prejudice to New Zealand’s reputation as a responsible member of the world community” was ineffective.  She decided to draft a bill to take to parliament to strengthen the legislative requirements.   An extract of this bill is attached (Appendix 1).  The key provisions are that CFI investment policy must be consistent with and governed by ethics which promote socially responsible and environmentally sustainable economic development; that CFI investment policy must take into account international norms, conventions, declarations, covenants and treaties already supported, signed or ratified by the New Zealand Government; and that CFIs will be required to report annually against the investment policy criteria.   Although some of the phrasing is likely to change during the parliamentary process, this bill would recognise that the legislation should not define specific investment types such as tobacco but require the CFIs to be responsible for the interpretation of words such as “socially responsible” and “environmentally sustainable”.   The reference to international norms is more specific but still requires the CFIs to identify companies that are in breach.  

In April of 2006 the New Zealand Superannuation Fund adopted the United Nations Principles for Responsible Investment and the United Nations Global Compact.  Apart from the fact that they knew Maryan Street was drafting a bill, they were persuaded because the Principles were drafted by investors; it gave them a chance to join an informal network of sovereign funds to discuss and learn from each other; it enabled a standardised framework for research (and hence lessen the cost): and they could collectively work to become more effective in engagement.  The Fund also made decisions about appointing staff with experience in SRI.   The fund had passed in June 2004 policy that stated that investment in any activity that is consistent with the laws of New Zealand shall be permitted.  This was clarified in September 2006 to read

'Investment in any entity whose business, that is the activity they undertake or produce is consistent with the laws of New Zealand shall be permitted.   If any entity is engaged in an activity contrary to New Zealand law, the Fund will divest from that entity.'

The effect of this policy has been to exclude one company dealing in whaling, and three companies producing land mines.   The Fund have decided not to join the Carbon Disclosure Project (www.cdproject.net) because they are still working out criteria for an engagement policy.  (The Carbon Disclosure Project  (CDP) began in in 2000.  It represents an efficient process whereby many institutional investors collectively sign a single global request for disclosure of information on Greenhouse Gas Emissions. It is the world's largest institutional investor collaboration on the business implications of climate change.  CDP has historically sent this request to the FT500 largest companies in the world, but in the fourth request in  2006  the CDP information request was signed by 225 institutional investors with assets of more than $31 trillion. The information request was sent to 2180 companies and more than 940 answered the questions.)  The Fund have not agreed with the Green Party's requests in October 2006 to disinvest from Exxon Mobil because of its attitude to climate change, or BHP Billiton and Rio Tinto because they mine uranium.  The Greens have also called for legislative change to ensure that the New Zealand Superannuation Fund considers climate change and the broader environmental impact of the companies in which they invest.

In October 2006 the Prime Minister at the Labour Party Conference said

I believe it’s time to be bold in this area. Why shouldn’t New Zealand aim to be the first country which is truly sustainable – not by sacrificing our living standards, but by being smart and determined?  We can now move to develop more renewable energy, biofuels, public transport alternatives, and minimise, if not eliminate, waste to landfills.  We could aim to be carbon neutral.  I believe that sustainability will be a core value in 21st century social democracy.   I want New Zealand to be in the vanguard of making it happen – for our own sakes, and for the sake of our planet.  I want sustainability to be central to New Zealand’s unique national identity.

Although this is not current Government policy, informal indications are that policy options are being developed with this goal in mind.

What is a Socially Responsible Investing Organisation?

A socially responsible investing (SRI) organisation is one where its investment policies are in accord with its purpose and values, or when the risk analysis of the investments include social and environmental factors.   SRI is a term which includes environmental as well as social factors. These policies should describe which type of companies should not be invested in, which should be , and/or how to engage.  A SRI organisation can invest in companies that are in conflict with its values or is a poor risk, but with the intention of changing that company (engagement).

Defining “socially responsible and environmentally sustainable” is problematic.   The modern SRI activities came out of the Vietnam War and the anti-apartheid and environmental movements of the 1970's and 1980's (International Finance Corporation).  Funds were developed that met the moral requirements of individual investors, but the onus was on the investor defining the moral standards rather than the Fund providing a comprehensive definition.    Hawken states that 

'the term "socially responsible investing" is so broad it is meaningless. If a fund doesn't own companies involved with gambling and pornography, it can be called socially responsible. Never mind that it owns Halliburton and Monsanto'.  

A recent report of the carbon footprint ranking of UK investment funds (Trucost) found that not all SRI funds have a lower carbon footprint than mainstream funds although generally SRI funds do have smaller footprints. (see also Hopkins, and Nordic Partnership).   Without validation studies, this will not change (Howell).

Even if there is agreement about what investment types are unacceptable, there are a variety of options that can be taken.  Paterson gives an example with gambling.   In Australia there are four gambling companies than run casinos.  They constitute 2% of the market capitalisation of the S&P ASX 100.  If one includes companies such as Publishing and Broadcasting Ltd which owns one of the casinos, then the percentage goes to 3%.  But if one includes Coles Myer which it is estimated has one in ten of the poker machines in Queensland hotels, and Woolworths where 10% of its earnings came from a liquor and poker machine joint venture, then the percentage climbs to 7.6%.  A very extensive screening out process will result in very limited choice.  It is unreasonable to expect the CFIs to become a vehicle for correcting every social and environmental ill in the world.  A priority setting process is required, taking into account a broad, rather than single issue, perspective.

That the process of developing an investment policy is not straightforward was demonstrated at the 2006 CSRI Conference.   Christian Superannuation in Australia which is Christian owned and operated, took two years to explore issues for their ethically directed investments before they cautiously began to screen out and engage.  They use theologians to advise on the development of investment themes based on biblical studies but still found a great level of diversity of views at board and member level (Beckmann).     Trust Waikato, the Community Trust in the forefront of SRI in New Zealand, have a strong policy regarding their long term responsibility to the Waikato community and land.   But they asked themselves

'What if the way we generate funds does more harm to our greater Waikato community, in the medium to longer term, than our donations do good?'

They adopted policy which includes an aim, wherever possible, that investment decisions shall improve social and environmental conditions around the world.  They do not screen any overseas investments out, but have contracted a company to provide a SRI overlay for their global equities (Awa and Law).   Both organisations began tentatively and have not found it easy to reach agreement about their core values.   It is therefore not hard to sympathise with the view recently given to me that it is unfair to expect a small group of board members of CFIs , appointed for their financial skills, to make assessments of what New Zealanders consider morally acceptable and unacceptable.   But to do nothing because it is hard to draw a definitive line, is to continue to invest in companies that are clearly unacceptable.   Like Norway, New Zealand is a pluralistic society and there is no consensus on one particular uniform ethical perspective (Graver Report).  Yet there are some companies which behave in ways that are morally unacceptable by any international or national consideration.  The absence of a uniform perspective does not mean that there is no agreement on certain ethical principles and practices.  How can we go about describing these?   There are two relevant options: follow the pattern set by Stewardship, the UK pioneer and followed by many SRI unit trusts, or adopt the Norwegian model.

Norwegian Council on Ethics, and Stewardship

The Norwegian Petroleum Fund was set up in 1990 (Council of Ethics).  The Norwegians established the Graver Committee in 2002 to recommend ethical guidelines to the Storting (parliament).   The Storting adopted these, and the Ministry of Finance made them effective from 1 December 2004.   The Council on Ethics was established by Royal Decree 19 November 2004.   The Act relating to the Government Pension Fund – Global gives the Ministry of Finance responsibility for management of the Fund.   The Ministry of Finance has delegated operational management of the Fund’s capital to Norges Bank.   The Council on Ethics provides evaluation of whether potential investments in financial instruments issued by specified issuers are inconsistent with the ethical guidelines. 

The ethical guidelines are based on two premises.  First, the Fund is an instrument for ensuring that a reasonable portion of the country’s petroleum wealth benefits future generations. The financial wealth must be managed so as to generate a sound return in the long term, which is contingent on sustainable development in the economic, environmental and social sense. The financial interests of the Fund shall be strengthened by using the Fund’s ownership interests to promote such sustainable development.  

Second, the Fund should not make investments which constitute an unacceptable risk that the Fund may contribute to unethical acts or omissions, such as violations of fundamental humanitarian principles, serious violations of human rights, gross corruption or severe environmental damage.  The exercise of ownership rights in order to promote long-term financial returns, is based on the UN Global Compact and the OECD Guidelines for Corporate Governance and for Multinational Enterprises.   There is negative screening of companies from the investment universe that either themselves, or through entities they control, produce weapons that through normal use may violate fundamental humanitarian principles.   There shall be exclusion of companies from the investment universe where there is considered to be an unacceptable risk of contributing to serious or systematic human rights violations, such as murder, torture, deprivation of liberty, forced labour, the worst forms of child labour and other child exploitation; serious violations of individuals’ rights in situations of war or conflict; severe environmental damages; gross corruption; and other particularly serious violations of fundamental ethical norms.  Since its inception the Council has recommended for exclusion companies dealing with making cluster bombs, nuclear weapons components, human rights abuse in Burma, human rights and labour standards (Walmart), and an oil/gas exploration company.

Friends Provident established Stewardship, the first UK specialist ethical fund in 1984 (Sparkes).  To consider the ethical merits of investments they set up a Committee of Reference.  This considers the social and environmental behaviour of companies, separate from the investment management side.  Stewardship was the UK pioneer of the twin-track model subsequently followed by the majority of UK SRI unit trusts, although later funds developed less restrictive screening out polices and more positive and different engagement practices.

Discussion

When the Accident Compensation Corporation decided to divest its tobacco investments last year it was acting contrary to its investment criterion: there was no threat to New Zealand's international reputation by its investments in tobacco because most overseas governments are living with the tobacco conflict.   What the Corporation was responding to was the widespread acceptance in New Zealand that tobacco smoking is a major public health problem, and that as an organisation in the health sector it could not afford the risk to its reputation.  New Zealand's actions in tobacco reform, and the public support for this, is ahead of the many other countries. Overseas colleagues do not easily understand the importance of the tobacco issue in New Zealand.  Its significance is that there are no international agreements that say tobacco smoking is illegal, and that tobacco is a litmus test for any adequate legislation or definition of SRI for New Zealand.

The adoption of and reliance on  international principles and codes needs to be undertaken with caution.  The OECD Guidelines have not had much effect, even though each OECD country is required to  promote their use and provide means of settling complaints about their breach.   Sethi has stated that “the initial meetings of the Global Compact attracted corporations that were suffering from adverse public pressure for their poor records in their overseas operations”.  His work on codes for the mining industry has shown that when mining companies set their own standards and codes, the wider public good is not taken into account  (Sethi, S. P. and Emelianova; Sethi 2005).  There is a danger that principles and codes are too general for taking local factors into consideration. It is important that they be seen as one of the organisational tools necessary for enabling organisations to improve their outcomes, but they need to be used in conjunction with other tools.

If an organisation is to become a SRI organisation, it needs to adopt an investment policy that is consistent with its mission and values, and policies that deal with screening out and engagement.  For commercial and non-government organisations, this usually involves setting up a board committee and specialist staff to consider these issues.  In Norway, a Council of Ethics was established to handle these decisions, with the responsibility for the investment operations assigned to the Ministry of Finance.   In New Zealand and a number of other countries the governments have assigned these functions to organisations with boards.  The New Zealand Superannuation Fund has adopted policy that means that the Fund will not invest in any company where the activity they undertake or the product that they manufacture is not legal within New Zealand.    The difficulty with this policy is that if it is interpreted to exclude company activity or products that are prohibited by New Zealand law, the question must be asked “Why not also exclude company activity or product that is controlled (as opposed to just being prohibited) by New Zealand law?”  If all New Zealand laws are considered then that will include the Resource Management Act (RMA), and the RMA will eliminate a large number of overseas companies such a mining companies, that do not meet the high environmental standards required by the RMA.  Mining generally is not prohibited by New Zealand law, only certain forms of mining.  The reference to New Zealand law also permits investment in tobacco.  There are times where the law is not a useful social tool for changing attitudes and behaviour because it drives such behaviour underground: education and other forms of social intervention are more appropriate.  But because it is not illegal does not mean that it is morally acceptable and worthy of investment.

The reference to the clause in Street's bill, “ socially responsible and environmentally sustainable”, should catch unacceptable legal behaviour and some New Zealand law that is not included by international norms.   The reference to “international norms, conventions, declarations, covenants and treaties already supported, signed or ratified by the New Zealand Government” may cover similar ground to the Graver Committee's guidelines.  The phrase “nothing prejudicial to New Zealand’s reputation as a responsible member of the world community” is ineffectual and would be better replaced with “be a responsible world citizen”.   This suggestion came from the CSRI Conference in 2005 and recognised that the requirement is minimalist and negative, whereas “be a responsible world citizen” gives scope for initiatives that are not necessarily currently favoured by the majority.

If a group, such as the Council of Ethics is not set up, such a function needs to be located within the CFIs.  In practice this is likely to be in the New Zealand Superannuation Fund on behalf of the other CFIs, although it is reasonable to expect different CFIs to have different weightings: Accident Compensation Corporation to be concerned more about health issues; the Earthquake Commission to be more concerned about the construction sector, for example.  The appointment of board members with a broader range of skills and experience than just financial, needs to be considered.  

The recent call by the Prime Minister to make New Zealand carbon neutral and a world leader in sustainability, plus the publication of the Stern Report and the Al Gore visit and movie (amongst other factors), has shifted public opinion in New Zealand to the recognition that climate change is a major issue for New Zealand.  The Government has recognised its vulnerability with 65% of merchandise exports lying with agricultural, forestry and seafood industries, and tourism being our largest foreign exchange earner.  But it has seen the positive opportunities with environmental sustainability being one of the key five areas of its economic transformation policy (New Zealand Government Cabinet Papers).

It is now most probably unnecessary for the Government to direct CFIs to take climate change into account, if Street's bill is passed with the intent being realised.  Lord Oxburgh at the March 2006 Climate Change conference  at Victoria University has stated that governments need to see the issue as a war threat and mobilise accordingly.   He talked about the investment cycles for infrastructure. Examples: cars for 10-15 years; aircraft for 20-30; wind turbines, 25; power plants, 40 plus; electricity distribution networks, 40 plus; houses for 70 plus years.   If the goal of a carbon neutral and world leader in sustainability is to be attained, then these investment opportunities need to be made within a carbon neutral decision-making perspective.  A number of these decisions are the responsibility of the New Zealand Government because they are involved in such matters as electricity supply and distribution.  Other decisions lie with civil society and the commercial sector.

There is currently about NZ$61 billion in commercial wholesale and retail investment in New Zealand and A$1270 billion in Australia (Reserve Bank of Australia; Reserve Bank of New Zealand).    The New Zealand civil society sector with community and Maori trusts, religious and other groups is not of this order, but still significant. There is less than 1% in both countries of funds under a SRI framework. The recent CSRI conference gave the opportunity to explore how best to assist groups to get access to SRI research and engagement services at a price they can afford.  There are models and examples overseas of such groups acting collectively to obtain such research and engagement services for investing groups with different values, and different screening out and engagement policies.   If the Government wants to move towards its climate change goals, it needs to consider not only the CFIs but the other two sectors and how to move those investments into a SRI decision making mode.  If the Government is to achieve its goal of a carbon neutral New Zealand, and be a leader in sustainability, a necessary step will be for SRI to become a required mechanism for all investing agencies in New Zealand.  At its November 2006 strategic workshop the CSRI Board adopted a vision of SRI being mainstream in New Zealand within 5 years.  Affordable access to SRI research and engagement services is an important factor in this process, and decisions for the CFIs should take into account the wider picture.  The Government should consider how to join with other investment organisations in the commercial and civil society sectors in contracting research and engagement facilities for the CFIs as well as other Funds, to reduce these costs.  In addition, the Government should require mandatory disclosure and reporting of non-financial policies and practices for financial institutions.  

It is important to take a wider and longer term perspective, not only for climate change matters, but on economic grounds also.  “In the early 1990's Australia did introduce compulsory superannuation and the consequences are huge.   By 2010 an estimated 3 trillion dollars of savings will have accumulated, by 2020 the amount will be four times all the trading bank deposits in Australia.   Already in New Zealand the overflow of investment funds from Australia, riding the artificial levels of the New Zealand dollar are now changing the very nature of ownership and sovereignty of New Zealand companies” (Anderson).  It will be a rich irony that in the 1970's a left wing politician named Roger Douglas introduced compulsory superannuation for New Zealand only to see it defeated by a conservative politician named Robert Muldoon under the charge of a socialist takeover of the economy (remember the 'dancing cossack advertisements'?), and a number of decades later to see such a domination of the New Zealand economy by Australia through a compulsory superannuation policy via a conservative Australian government.   On current patterns, the majority of this Australian investment will not have SRI characteristics.   If one asked investors who invest in a socially responsible way “Do you want your investments to contribute to the economic colonisation of small or developing countries?”, or to rephrase the Trust Waikato question, “If our government funds are invested outside of our country, will this do more harm to the economic independence and national identity of other countries in which they are invested?” I suspect that such investors are likely to want to avoid supporting colonialism.  Such an issue is beyond the funds in many countries, and needs to be included within a wider development framework, but for funds such as the Norwegian Pension Fund – Global, or initiatives under the United Nations, such a question should be asked.

Conclusion

Any consideration to change the current legislation of the CFIs dealing with the non-financial criterion of their investments needs to deal with the question of how much detailed direction should be given by Parliament.   Terms like “socially responsible and environmentally sustainable” can be used to include a wide range of activity that meet very minimal standards.  Reference to national law and international norms will not cover morally unacceptable but legal behaviour.   Reference to being a responsible world citizen is more positive than the ineffectual requirement to do nothing prejudicial to New Zealand’s reputation as a responsible member of the world community.   International Principles and Codes of Conduct are also very general and will not necessarily require organisations to adopt the policies and practices that will meet the challenge  of climate change.   Will Street's bill be sufficient to meet international and national priorities such as dealing with climate change?  Most probably, but if the requirement in the bill regarding disclosure and reporting is met, then a monitoring process can determine if this happens or not.   There is a need to establish the means for the application of whatever legislation is passed.  Norway set up a Council of Ethics.  Because of the state-owned entity structure with boards, rather than a government department structure, the Norway model is most probably not appropriate in New Zealand.   Regardless of which model is chosen, this will require the appointment of staff and board members other than those with just a financial set of skills and experience.   If a wider and longer term view is taken, particularly considering the international developments in regard to  also climate change, and the Prime Minister's call for a New Zealand that is carbon neutral and a leader in sustainability, a means should be found to provide affordable access to research and engagement facilities for all civil society and commercial organisations, as well as the CFIs.  And the implications for the national identity and economic dependence of smaller and developing countries who are the recipients of investment should not be forgotten.

____________________________________________________________________________

Appendix 1

Ethical Investment (Crown Financial Institutions) Bill 

Member’s Bill

The purpose of this Bill is to provide a framework for ethical investment mandates for the New Zealand Government’s Crown Financial Institutes (CFIs).  Currently there are five CFIs, namely the New Zealand Superannuation Fund, the Government Superannuation Fund, the Earthquake Commission, the Accident Compensation Corporation and the National Provident Fund. 

This framework set out in this Bill comprises criteria which are consistent with internationally recognised norms and conventions for ethical and socially responsible investment. While the CFIs do not directly control their investments, this framework will require them to instruct their fund managers to invest according to the criteria described in this Bill. Significantly, these criteria require funds to be invested in ways which are not inconsistent with the core business of the CFI. 

In addition, certain reporting requirements are described. These maintain transparency around investments. 

Definition 

An ethical and socially responsible organisation is one which acts in an ethical, socially responsible and environmentally sustainable way, treating its stakeholders fairly. Stakeholders include owners, members of the governing body, management, staff, subsidiaries, contractors, suppliers and distributors, customers, clients, and the local community. From an environmental viewpoint, its ecological footprint should be neutral or not harmful in its use of or impact on resources such as water, air, land, energy and materials. The social component should include human rights (as described in the UN Declaration of Human Rights), and use of labour (including health and safety and fair employment practices as described in ILO declarations).  

An ethical and socially responsible organisation maintains good governance, fair benefits, and rewards of the organisation’s activity to all stakeholders, and financial and ethical integrity and transparency. This includes accurate and accessible annual financial and performance reports, and truthful advertising and promotion. It also requires socially responsible consideration of supply and distribution chains, production methods and the impact on local communities. 

In this immediate context, it entails the CFIs observing criteria for investment which are socially responsible, environmentally sustainable and not inconsistent with the aims of their core business.

CFIs and their governing legislation

 

The relevant organisations (CFIs) and their respective legal frameworks originate from—

a. the New Zealand Superannuation Fund (New Zealand Superannuation and Retirement Income Act 2001): 

b. the Government Superannuation Fund (Government Superannuation Fund Act 1956): 

c. the Accident Compensation Corporation (Injury Prevention, Rehabilitation and Compensation Act 2001): 

d. the Earthquake Commission (Earthquake Commission Act 1993); Ministerial Direction, 30 October 2001: 

e. the National Provident Fund (National Provident Fund Restructuring Act 1990) and the trust deeds that govern the 14 individual Funds. 

 

The nature of the current legal framework around the Earthquake Commission and the National Provident Fund investment funds means that only organisations (a), (b), and (c) are amended by this bill. 

Analysis of Bill 

The Bill is divided into three Parts, each amending an individual CFIs governing legislation to ensure that—

· CFI investment policy must be consistent with and governed by ethics which promote socially responsible and environmentally sustainable economic development: 

· CFI investment policy must take into account international norms, conventions, declarations, covenants and treaties already supported, signed or ratified by the New Zealand Government: 

· CFI investment policy must do nothing prejudicial to New Zealand’s reputation as a responsible member of the world community. 

Reporting and disclosure requirements

 

· CFIs will be required to report annually against the investment policy criteria outlined above. 

In their annual reports, CFIs must disclose the extent (if at all) to which social, ethical and environmental considerations and labour standards are taken into account in the selection, retention or realisation of any of their investments. 

______________________________________________________________________________
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